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Abstract

Insurance companies and pension funds have liabilities far into the future and typically
well beyond the longest maturity bonds trading in fixed-income markets. Such long-
lived liabilities still need to be discounted, and yield curve extrapolations based on the
information in observed yields can be used. We use dynamic Nelson-Siegel (DNS) yield
curve models for extrapolating risk-free yield curves for Switzerland, Canada, France, and
the U.S. We find slight biases in extrapolated long bond yields of a few basis points. In
addition, the DNS model allows the generation of useful financial risk metrics, such as
ranges of possible yield outcomes over projection horizons commonly used for stress-testing
purposes. Therefore, we recommend using DNS models as a simple tool for generating

extrapolated yields for long-term interest rate risk management.
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1 Introduction

Insurance companies and other financial institutions can have liabilities very far into the
future; for example, some of their products offer customers payments for the rest of their
lives starting at a certain date in the future, contingent upon survival. Because these claims
are not expected for many years and generally cannot be accelerated, their effective maturity
can be very long relative to the assets the companies hold. To calculate various portfolio
performance and risk measures, such future cash flows need to be discounted using either a
risk-free yield curve or an appropriately risky yield curve. However, yields based on liquid
securities (such as government bonds) that might be used for this discounting typically do
not exist for such long maturities.

For example, in the U.S., the longest maturity for Treasury bonds is typically thirty
years, although some longer ones were issued in the past (Garbade 2017a,b). While dollar-
based interest rate swaps and related derivative contracts are written with maturities longer
than thirty years, they are not widely traded and are likely affected by transaction-specific
features. In contrast, certain countries—such as Switzerland, Canada, and France—have
issued government securities with maturities up to fifty years. In this paper, we address
the question of how to create extrapolations of risk-free yield curves beyond the maximum
maturity available—the so-called “last liquid point” (LLP)—as required for managing such
long-term interest rate risks.

Other extrapolation techniques are currently in use. The predominant regulatory ap-
proach for projecting risk-free yields beyond the LLP is set by the European Insurance and
Occupational Pensions Authority (EIOPA). As described in their April 2017 press release, the
so-called “ultimate forward rate” (UFR) for each currency’s risk-free rate is set annually to be
the sum of an expected real rate, which is set to the same for all countries, and an expected
currency-specific inflation rate. The expected real rate is set as the simple average of the
annual real interest rates of Belgium, Germany, France, Italy, the Netherlands, the United
Kingdom, and the United States since 1961. A currency’s expected inflation rate is set equal
to its central bank’s inflation target, and in the absence of such a target, it is set to 2% by de-
fault. The UFRs are updated annually, but changed only if the latest UFR value differs from
the current applied value by more than +15 basis points, at which point the UFR is updated
by only 15 basis points.! This approach has several advantages: it is clearly grounded in the
observable historical data; it encompasses a set of developed economies that represent a large
proportion of global economic activity and global government bond issuance; and it allows
for dynamic adjustments over time, particularly in light of changes in the so-called “natural”

rate of interest.2

'Some national insurance regulatory bodies have implemented alternative UFR methodologies within their
jurisdictions. See Zigraiova and Jakubik (2017) for a further discussion of the EIOPA algorithm and certain
national alternatives.

2See Laubach and Williams (2016) as well as Christensen and Rudebusch (2019) for recent research into



An important shortcoming of this approach, however, is that it is purely backward-looking
and does not incorporate market expectations of future yield curve dynamics, as reflected in
the traded prices of government securities. These prices incorporate recent developments re-
garding monetary policy, exchange rate regimes, fiscal policy, and other drivers of economic
and financial outcomes. Accordingly, market participants often use a “flat forward” extrap-
olation in which the forward yield at the LLP maturity is assumed to be the relevant yield
for all greater maturities. This approach has the advantage of simplicity, but is tied to just
one point on the yield curve. In contrast, a wide variety of yield curve models have been
developed to encompass the information in the entire yield curve and develop more robust
tools for examining yield curve dynamics and generating yield curve projections. In addi-
tion, by introducing a formal model structure, these models can also be used to generate risk
measurement and management tools that are critical to the users of these extrapolations.

In this paper, we use the dynamic Nelson-Siegel (DNS) model as developed by Diebold
and Li (2006) to address these various concerns.> The model is structured such that yields
are a function of three latent factors and the yield maturity, denoted as 7. The DNS model
can easily be used to extrapolate long bond yields beyond the maximum maturity used in
model estimation and the market LLP; i.e., for 7 > LLP. However, an important concern
is whether such extrapolated yields exhibit some sort of bias. If they are systematically too
high, the liabilities would be undervalued and likely cause insurance company capital to be
set too low to handle their obligations. On the other hand, if the extrapolated yields are too
low, the future liabilities would be overvalued, and insurance companies would be penalized
by holding too much capital.

In our empirical work, we examine the DNS model’s ability to extrapolate long-maturity
yields in four countries: Switzerland, Canada, France, and the U.S. In particular, we estimate
the DNS model on cross sections of yields with differing maximum maturities—denoted as
Tmaz—Up to the longest one available within the domestic market; i.e., Typqe = LLP. The
differences in long-term yield extrapolations across these estimations provide a measure of
their relative accuracy. Our results suggest that such extrapolations are reasonable since the
extrapolation errors are relatively small, even with relatively short estimation maturities. For
example, our extrapolations for the fifty-year maturity point on the Swiss yield curve using
data up to only the fifteen-year maturity have a mean error of about 10 basis points and a root
mean-squared error of about 28 basis points. This bias shrinks to 1 basis point and 17 basis
points, respectively, when fifty-year projections are based on estimation data up to 7pq: = 30

years. Similarly, small extrapolation biases are observed for the three other countries. Biases

this topic.

3This paper complements the analysis by Quaedvlieg and Schotman (2016), who discuss the hedging of the
long-term liabilities of pension funds based on the DNS model. Engle et al. (2017) propose an alternative
yield curve model to generate long-term bond yields that perform well relative to the DNS model. In addition,
Gourieroux and Monfort (2015) review the Smith-Wilson modeling approach adapted by EIOPA for insurance
industry regulations.



of this magnitude are likely tolerable in most calculations for such long-term interest rate
risks.*

In the analysis, we compare the UFR calculated under the EIOPA rules to the DNS model-
implied UFR.5> We find that the DNS model-implied UFR was higher than that implied by
the EIOPA rules in the 1995-2007 period. However, since then it has fluctuated around the
values used by EIOPA indicating a relative convergence between the two in that market
environment.

Given our focus on measuring interest rate risk, we highlight that it is straightforward
to simulate the DNS model and perform probability-based stress test exercises, as done in
Christensen et al. (2015) with respect to the Fed’s own balance sheet as well as Christensen
and Lopez (2015) with regard to assessing the severity of banking regulations for interest rate
risk. When applied to all four domestic yield curve datasets, our DNS model simulations
show that the extrapolation biases are much smaller than the yield changes required to gen-
erate stressful outcomes in the tails of the relevant yield curve distributions. For example,
based on simulations using the Swiss data, the 90% confidence band for the ten-year yield
easily encompasses changes of £150 basis points, while the extrapolation biases are orders of
magnitude smaller.

In summary, the DNS yield curve model provides an established, flexible, and robust
framework for generating reliable extrapolations of long-maturity bond yields for financial risk
management purposes. With specific regard to insurance companies, this modeling approach
should readily accommodate the balance between stability of a key regulatory parameter
(i.e., the UFR) and sensitivity to nearer-term economic and financial developments. We
acknowledge that there are other methods for modeling, projecting, and assessing interest
rate risk in the long run, but our empirical analysis leads us to recommend the DNS modeling
approach.

The remainder of the paper is structured as follows. Section 2 introduces the dynamic
Nelson-Siegel model we use in the analysis. Section 3 provides a detailed discussion of our
modeling results and yield curve extrapolations for Switzerland, while Section 4 contains
the corresponding results for Canada, France, and the U.S. Section 5 provides a preliminary
comparison of our results with the market-based “flat forward” alternative. Section 6 applies
the DNS model to the four domestic yield curves for risk measurement purposes, and Section

7 concludes and reflects on directions for future research.

4To better gauge the magnitude of these bias estimates, we conduct a detailed simulation study based on
the Swiss data; see the details in the online appendix B. The simulation results are that the average of the
mean extrapolation error of the fitted 50-year yields is —0.39%, —0.30%, and —0.24%, when the maximum
yield maturity Tma. used in the model estimation is 10 years, 20 years, and 30 years, respectively. Comparing
this bias with the general variation in yield levels, the DNS model appears to generate reliable extrapolated
50-year yields, even when 7,4, = 10 years.

5As instantaneous forward rates for maturities in excess of thirty years are practically indistinguishable
from the level factor of the DNS model, we set the DNS model-implied UFR equal to the value of this factor.
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Figure 1: Factor Loadings in the Nelson-Siegel Yield Function
Ilustration of the factor loadings on the three state variables in the Nelson-Siegel model. The value
for A is 0.55 and maturity is measured in years.

2 The Dynamic Nelson-Siegel Model

The Nelson and Siegel (1987) yield curve model assumes that zero-coupon bond yields are

functions of the term to maturity 7; specifically,

)+ (5 ).

o e—)\'r

y(1) = B1 + B2 (1?

where (1, B2, 3, and A are parameters. As argued by Diebold and Li (2006), the 5 parameters
can be interpreted as level, slope, and curvature factors, respectively, while A determines the
maturity at which the peak sensitivity to the curvature factor is located. The loadings on the
three factors in the Nelson-Siegel yield curve function are illustrated in Figure 1.

Once the model is viewed as a factor model, we are only a small step away from imposing

a dynamic structure on the three § factors, as per Diebold et al. (2006). The dynamic version

1— —AT 1— —AT
yt(T) :Lt+St<+> +Ct<)\7€7_ —€_>\T>, (1)

where the factors S¢, L, and C; replace the 5 parameters. The factor dynamics are assumed

of the model is



to have the following affine structure:

Ly — pr, a1 a2 a13 Li1—pr nt (L)
Si—ps | = | a2 ax ass Si—1—ps |+ [ m(5)
Cy — pc asi agy ass Ci—1— e e (C)

The error terms are assumed to be Gaussian and to have a full covariance matrix ), which
is made to be positive definite by imposing the Choleski decomposition Q = ¢¢’ with ¢ being
a lower triangular matrix. Note that this choice is without loss of generality.

Estimation of the DNS model and related affine term structure models has typically been
conducted on zero-coupon yields generated from the underlying government bond prices;
such as by using a Svensson (1995) model as done in Giirkaynak et al. (2007) for the U.S.
Treasury yield curve. In a recent paper, Andreasen et al. (2019, henceforth ACR) develop
an estimation technique based on a “big data” approach using the underlying bond prices
directly. They find that this one-step approach is more efficient and reduces estimation noise
from the Svensson-type interpolation of yields. In this paper, we use the ACR estimation
technique, except for our analysis of the U.S. yield curve in Sections 4.3 and 6.3.

To understand the ACR technique, consider the value at time ¢ of a fixed-coupon bond
with maturity 7 that pays a coupon C annually. Its price, denoted Pf(7,C), is simply the

sum of its cash flow payments weighted by the zero-coupon bond price function P;(7):6

N
Pf(r,C) = C(ti —t)P(t1) + > CPR(t;)+ P(1), t<ti<.. <ty=r, (2)
j=2

where P(7) is given by P;(1) = exp ( — y(7)7), and y(7) is given by equation (1).

Due to the nonlinear relationship between the state variables and the bond prices, the
model cannot be estimated with the standard Kalman filter. Instead, we use the extended
Kalman filter as in Kim and Singleton (2012). Furthermore, to make the fitted errors com-
parable across bonds of various maturities, we scale each bond price by its duration, which
is calculated before estimation. Thus, the measurement equation for the bond prices in the

Kalman filter estimation is of the form:

Pti (Ti7 CZ) Ati (Ti'7 CZ)

Di(, %) ~ Di(r, 00 | ®)

where Pi(r?,C%) is the model-implied price of bond i and Di(7%,C?) is its duration, which
is fixed and calculated before estimation. See ACR for evidence supporting this formulation

of the measurement equation. Finally, the error terms in the measurement and transition

5This is the formula for the clean bond price that does not account for any accrued interest and maps to
our bond price data.
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Figure 2: Maturity Distribution of Swiss Confederation Bonds

Ilustration of the maturity distribution of the Swiss Confederation bonds considered. The grey rect-
angle indicates the subsample used throughout the paper and characterized by two sample choices:
(1) Due to data quality and availability the sample is limited to the period from January 29, 1993, to
January 29, 2016; (2) each bond’s price is censored when it has less than three months to maturity to
avoid erratic prices close to expiry.

equations are assumed to be independent. Thus, the error structure is given by

(nt>NN[<O>’< 0)],
£t 0 0 H
where H = o21.

3 Analysis of Swiss Confederation Bond Data

In this section, we first describe our sample of Swiss Confederation bonds before we proceed
to a description of the DNS model estimation results. We end the section with an analysis of

the model fit.

3.1 Data

The market for Swiss Confederation bonds is ideal for our analysis since it consists of a
sufficient number of bonds to use with the ACR estimation technique and has long-term bond

issuance with an LLP of fifty years. Our Swiss bond price data is collected daily at the Swiss



Confederation bond No. Issuance

obs. date
(1) 6.75% 1/22/1999 69 | 1/22/1991
(2) 6.25% 3/15/1999 71 | 3/15/1991
(3) 6.25% 7/15/1999 74 | 5/17/1991
(4) 6.25% 7/15,/2000 87 | 7/15/1991
(5) 6.5% 2/5/2002 106 | 2/5/1992
(6) 6.5% 4,/10/2004 132 | 4/10/1992
(7) 6.75% 6/11/2003 122 | 6/11/1992
(8) 7% 7/9/2001 99 7/9/1992
(9) 7% 9/10/2003 124 | 9/10/1992
(10) 6.25% 11/5/2004 139 | 11/5/1992
(11) 6.25% 1/7/2003 117 | 1/7/1993
(12) 5.25% 2/11/1998 57 | 2/11/1993
(13) 5% 3/11,/2000 81 | 3/11/1993
(14) 4.5% 4/8/2006 153 | 4/8/1993
(15) 4.5% 6/10,/2000 81 | 6/10/1993
(16) 4.5% 7/8/2002 105 | 7/8/1993
(17) 4.5% 10/7/2004 129 | 10/7/1993
(18) 4.25% 1/6,/2014* 237 | 1/6/1994
(19) 4% 3/10/1999 56 | 3/10/1994
(20) 5.5% 10/7/2001 81 | 10/7/1994
(21) 5% 11/10/1996 21 | 11/10/1994
(22) 5.5% 1/6/2005 117 | 1/6/1995
(23) 4.25% 1/8,/2008 141 | 1/8/1996
(24) 4.5% 6/10/2007 129 | 6/10/1996
(25) 4.25% 6/5/2017* 224 | 6/5/1997
(26) 3.5% 8/7/2010 153 | 8/7/1997
(27) 3.25% 2/11/2009 118 | 2/11/1998
(28) 4% 2/11/20231 205 | 2/11/1998
(29) 4% 4/8/2028" 205 | 4/8/1998

(30) 4% 1/6/2049% | 196 | 1/6/1999

(31) 2.75% 6/10/2012 | 149 | 6/10/1999
(32) 4% 2/11/2013 151 | 2/11/2000
(33) 4% 6/10/2011 128 | 6/13/2000
(34) 3.75% 6/10/2015 | 164 | 6/11/2001
(35) 3% 1/8/2018 154 | 1/8/2003

(36) 2.5% 3/12/2016 152 | 3/12/2003
(37) 3.5% 4/8/2033F 154 | 4/8/2003

(38) 3% 5/12/2019 141 | 5/12/2004
(39) 1.75% 11/5/2009 57 | 11/5/2004
(40) 2.25% 7/6/2020 127 | 7/6/2005

(41) 2% 10/12/2016 123 | 10/12/2005
(42) 2% 11/9/2014 105 | 11/9/2005
(43) 2.5% 3/8/2036" 119 | 3/8/2006

(44) 3.25% 6/27/2027* | 104 | 6/27/2007
(45) 2% 4/28/2021 70 | 4/28/2010
(46) 2% 5/25/2022 57 | 5/25/2011
(47) 2.25% 6/22/2031* | 56 | 6/22/2011
(48) 1.5% 4/30/20427F 45 | 4/30/2012
(49) 1.25% 6/11/2024 43 | 6/11/2012
(50) 1.25% 6,/27/2037" | 43 | 6/27/2012
(51) 1.5% 7/24/2025 30 | 7/24/2013

(52) 1.25% 5/28/2026 | 20 | 5/28/2014
(53) 2% 6/25/2064 | 19 | 6/25/2014
(54) 0.5% 5,/27/2030 8 | 5/27/2015

Table 1: The Universe of Swiss Confederation Bonds

The table reports the characteristics and issuance dates for each Swiss Confederation bond. Also
reported are the number of monthly observations for each bond during the sample period from January
29, 1993, to January 29, 2016. Asterisk * indicates twenty-year bonds, dagger 7 indicates twenty-five-
year bonds, plus + indicates thirty-year bonds, and cross x indicates fifty-year bonds (also highlighted
in bold).
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Figure 3: Number of Swiss Confederation Bonds in Sample

Ilustration of the number of Swiss Confederation bonds included in the sample at each observation
date. The solid grey line refers to the full sample with all bonds included while the solid black line
shows the same series, but with each bond censored the last three months before maturity. The solid
red line refers to the subset of bonds with at most 15 years to maturity at issuance. The solid blue
line indicates the subset of bonds with at most 15 years to maturity at issuance, but with each bond
censored the last three months before maturity. The sample is monthly and covers the period from
January 29, 1993, to January 29, 2016.

National Bank and available back to the 1980s. However, an inspection of the data reveals that
the early part of the sample is characterized by many stale or erratic prices. Thus, we start
the monthly estimation sample in January 1993, after the data appear to be systematically
reliable across all available bonds. For factor identification in the various models we consider,
we need at least five bonds to be trading and accordingly track a few select bonds issued
before January 1993 that have systematically reliable prices. These considerations lead us to
focus on the universe of 54 Swiss Confederation bonds listed in Table 1. Importantly, the
sample contains every Swiss Confederation bond issued since 1993.

Figure 2 shows the maturity distribution of the universe of Swiss Confederation bonds
across time from January 1993 to January 2016. The vertical solid grey lines indicate the
start and end dates for our sample, while the horizontal solid grey lines indicate the top and
bottom of the maturity range considered. The top of the range is fifty years as determined by
the longest bond maturity issued by the Swiss Confederation, while the bottom of the range

is fixed at three months to avoid erratic prices for bonds approaching maturity.
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Figure 4: Yield to Maturity of Swiss Confederation Bonds

Ilustration of the yield to maturity of the Swiss Confederation bonds considered in this paper, which
are subject to two sample choices: (1) sample limited to the period from January 29, 1993, to January
29, 2016; (2) censoring of a bond’s price when it has less than three months to maturity.

Figure 3 shows the number of bonds in our sample at each point in time. We note that
the total number of outstanding bonds has been fairly stable since the mid-1990s. At the
end of our sample period, there were a total of 22 Swiss Confederation bonds outstanding.
The figure also shows the available number of bonds when the analysis is restricted to bonds
with at most 15 years to maturity at issuance. This maturity limit cuts the number of bonds
in half during the post-crisis period, as the Swiss Confederation took advantage of the low
interest rate environment and tilted its issuance towards longer-term bonds.

Figure 4 shows the Swiss Confederation bond prices converted into yield to maturity. Note
the clear trend towards ever lower yield levels during this 22-year period. Also notable are the
negative values for short- and medium-term Swiss yields since 2012. This fact explains why
we do not consider term structure models that impose a lower bound for the bond yields, such
as Christensen and Rudebusch (2015), as no lower bound appears to yet exist for Swiss yield
data. Finally, around the downward trend, there is clear business cycle variation, suggesting
that three factors or more are required to capture the yield curve dynamics during the sample

period.



Max 15 years Max 20 years Max 25 years Max 30 years Max 50 years

Par.

Est. SE Est. SE Est. SE Est. SE Est. SE
a1 | 0.9706 0.0144 0.9842 0.0128 0.9880 0.0122 0.9932 0.0108 0.9973 0.0090
a2 | -0.0205  0.0165 | -0.0064  0.0136 | -0.0038  0.0134 0.0022 0.0130 0.0043 0.0112
a3 | 0.0383  0.01160 | 0.0275 0.0109 0.0251 0.0109 0.0191 0.0101 0.0162 0.0086
a1 | -0.0324  0.0211 | -0.0174  0.0178 | -0.0180  0.0171 | -0.0197  0.0160 | -0.0185  0.0144
a2 | 0.9442 0.0224 0.9710 0.0186 0.9725 0.0180 0.9686 0.0180 0.9746 0.0158
az3 | 0.0205 0.0175 0.0037 0.0169 0.0037 0.0171 0.0070 0.0167 0.0026 0.0153
az1 | 0.1298 0.0534 0.0880 0.0430 0.0769 0.0400 0.0564 0.0353 0.0435 0.0325
azz | 0.1971 0.0455 0.1359 0.0359 0.1258 0.0337 0.1085 0.0325 0.0935 0.0311
as3 | 0.8390 0.0394 0.8656 0.0337 0.8690 0.0316 0.8897 0.0282 0.8982 0.0271
15 0.0271 0.0064 0.0276 0.0069 0.0276 0.0072 0.0273 0.0071 0.0268 0.0075
ne | -0.0146  0.0059 | -0.0147  0.0071 | -0.0145  0.0075 | -0.0144  0.0072 | -0.0136  0.0079
us | -0.0143  0.0064 | -0.0122  0.0063 | -0.0115  0.0062 | -0.0107  0.0065 | -0.0091  0.0067
g1 | 0.0018 0.0001 0.0017 0.0001 0.0017 0.0001 0.0016 0.0001 0.0015 0.0001
g21 | -0.0011  0.0003 | -0.0011  0.0003 | -0.0011  0.0003 | -0.0012  0.0003 | -0.0010  0.0002
ge2 | 0.0027 0.0001 0.0025 0.0001 0.0025 0.0001 0.0025 0.0001 0.0025 0.0001
gz1 | -0.0024  0.0006 | -0.0019  0.0006 | -0.0017  0.0005 | -0.0014  0.0005 | -0.0011  0.0005
gz2 | -0.0024  0.0005 -0.002 0.0005 | -0.0019  0.0004 | -0.0019  0.0004 | -0.0019  0.0004
g3z | 0.0049 0.0003 0.0046 0.0003 0.0045 0.0003 0.0044 0.0003 0.0044 0.0003
A 0.4756 0.0118 0.3852 0.0043 0.3702 0.0033 0.3822 0.0026 0.365 0.0025
o 0.0009 4 x107% | 0.0010 4x107%] 0.0010 4x107%| 0.0010 4x10-% ] 0.0011 4 x 10°°

Table 2: Estimated Dynamic Parameters for DNS Models of Swiss Bond Prices
The table shows the estimated dynamic parameters for the DNS model of Swiss Confederation fixed-
coupon bond prices estimated on samples with varying maximum bond maturity.

3.2 Estimation Results

For our yield curve extrapolation, we estimate the DNS model using samples of bond prices
with increasing 7,,q4.. In the first estimation, only bonds with 15 years or less to maturity at
issuance are included. The maximum maturity is then increased incrementally to 20, 25, and
30 years, before we end with an estimation using all bonds, including the two 50-year bonds;
i.e., Tymae = LLP.

The estimated parameters from these five model estimations are reported in Table 2. In
general, the level factor is estimated to be very persistent with its AR parameter (i.e., aj1)
being very close to a unit root. A similar pattern is observed for the slope factor; i.e., the
coefficient as2. In contrast, the curvature factor has notably less persistent ass coefficient
estimate. As for the off-diagonal parameters in the mean-reversion A matrix, it is mainly the
parameters affecting the mean-reversion of the curvature factor (i.e., the coefficients a3y and
aso) that are significant, which is consistent with the findings of Christensen and Krogstrup
(2019), although they only consider Swiss Confederation bond yields with maturities up to
ten years.

Figure 5 shows the three estimated state variables from all five model estimations. All
three factors remain qualitatively similar across the model estimations. Hence, they appear

to have only modest sensitivity to the choice of the maximum bond maturity. The most

10
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Figure 5: Estimated State Variables

Illustration of the estimated level, slope, and curvature state variables from the DNS model estimated
on samples with varying maximum bond maturity. The data are monthly covering the period from
January 29, 1993, to January 29, 2016.

notable variation is observed in Figure 5(a), which compares the estimated level factors. The
estimation using at most 15-year bonds delivers somewhat lower values for L; during the
1998-2002 period. Beyond that it is challenging to detect any material systematic differences
regarding the filtered state variables. This observation is consistent with the minor differences

in the estimated model parameters discussed above.

3.3 Analysis of Model Fit

Table 3 evaluates the ability of the DNS model to match the market prices of the coupon
bonds. The pricing errors are here computed based on the implied yield on each coupon bond
to make these errors comparable across securities. That is, for the price on the ¢th coupon

bond P}(r,C"), we find the value of yz’c that solves

2

Pi(r,C%) = Ci(ty — tyexp {—yi* (= )} + > Crexp { =i (4 = )} +exp {—pi (v = )} (4)

j=2

For the model-implied estimate of this bond price, denoted ]5;'(7', C"), we find the correspond-
ing implied yield §/° and report the pricing error as y"“ — ..

Table 3 reports the summary statistics for the fit to all bonds in the sample from the five
model estimations. We stress that for the estimations with 7,,,, < 50 years, the statistics for
the bonds not included in their respective estimations measure the model’s ability to extrap-
olate, rather than to fit, the prices of those securities. These results are highlighted with grey
shading. At the bottom of the table, the statistics for all errors combined are reported where
we see the expected pattern that it is easier to fit yields in-sample than out-of-sample as the
error decreases as more and more long bonds are included in the estimation sample. Indeed,

all out-of-sample extrapolated error cells in the table are statically significantly different at
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Maturity | No. Max 15 years Max 20 years Max 25 years Max 30 years Max 50 years

bucket obs. | Mean RMSE | Mean RMSE | Mean RMSE | Mean RMSE | Mean RMSE
0-2 716 -0.55 14.00 -0.80 14.60 -0.84 14.81 -0.68 14.96 -0.56 15.31
2-4 848 1.35 8.18 0.96 8.70 1.00 9.01 0.91 9.38 0.67 9.76
4-6 857 -0.69 7.76 -0.44 7.74 -0.37 .77 -0.71 7.96 -0.78 8.15
6-8 767 0.11 5.81 0.15 6.16 0.09 6.20 -0.21 6.32 -0.14 6.34
8-10 694 0.24 4.98 -0.67 6.05 -0.95 6.34 -1.07 6.82 -0.90 6.92
10-12 507 1.55 6.10 -0.10 6.08 -0.62 6.47 -0.53 7.02 -0.44 7.42
12-14 266 4.03 6.73 1.12 4.70 0.36 4.78 0.66 6.10 0.26 7.28
14-16 169 9.11 14.64 3.57 7.03 2.36 6.35 2.27 7.08 2.06 8.21
16-18 154 5.67 13.10"* | 0.99 6.86 -0.23 5.95 2.44 4.73 2.78 6.34
18-20 168 9.34 19.40** | 3.00 9.96 1.69 8.55 3.46 7.81 4.93 8.95
20-22 103 9.84 16.77** 3.67 10.89** | 2.35 9.15 3.00 6.75 2.45 6.19
22-24 120 6.72  25.74* | -2.83 17.44% | -4.12 14.47 -1.22 8.88 -0.91 7.29
24-26 84 -0.46  22.49** | -5.21 18.62** | -7.93 18.30 -4.14 11.49 -2.42 9.08
26-28 94 4.08  21.05** | -3.05 17.11%* | -5.36  16.95"* | -3.66 11.86 -4.81 9.09
28-30 87 9.01 32.52** | -2.88  22.34** | -4.85 17.23** | -3.65 13.16 -4.29  12.18
30< 215 9.65  28.32** 0.79  22.91** | -1.54 21.93** 1.12 17.49** | 0.63 12.33
All bonds | 5,849 | 1.93 12.44 0.05 10.47 -0.41 10.17 -0.10 9.50 -0.09 9.37

Table 3: Summary Statistics of Fitted Errors of Swiss Confederation Bond Yields
This table reports the mean pricing errors (Mean) and the root mean-squared pricing errors (RMSE) of
the Swiss bond prices for the DNS model estimated on samples with varying maximum bond maturity.
The pricing errors are reported in basis points and computed as the difference between the implied
yield on the coupon bond and the model-implied yield on this bond. For each set of estimation results
grey shading indicates the part that represent out-of-sample extrapolated errors rather than in-sample
fitted errors. For the out-of-sample extrapolated errors, asterisks * and ** indicate significant difference
at the 5 percent and 1 percent levels, respectively, relative to the corresponding in-sample fitted error
series from the estimation reported in the last two columns, which uses all available data. The data
are monthly and cover the period from January 29, 1993, to January 29, 2016.

the one percent level relative to the estimation that includes all bond prices reported in the
last two columns of the table.” Still, it is the case that even when the model is estimated with
Tmaz = 15 years, it still gives a satisfactory overall fit to the data with a mean error of 2 basis
points and a root mean-squared error (RMSE) of 12 basis points. Notably, the out-of-sample
RMSE for a given maturity bucket steadily declines as more bonds are included in the esti-
mation sample; for example, the out-of-sample RMSE for the last maturity bucket declines
steadily from 28.32 basis points with 7,4, = 15 to 17.49 basis points with 7,,4, = 30. If we
focus narrowly on the fit of the two 50-year bonds reported in the greater than thirty-year
maturity bucket, we see a fairly consistent pattern of improved fit as the maximum bond
maturity in the model estimation is increased. With all bonds included, the model is able to
fit these two bonds with almost no bias on average and a RMSE of 12 basis points.

To give a sense of the variation across time in the model fit, Figure 6 shows the time series

of the fitted errors of the 54 individual bonds from the estimation with all bonds included.

"We use a standard F-test of differences in the variances of the extrapolated error series and the matching
full sample error series with the null hypothesis being no difference.
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Figure 6: Fitted Errors from the DNS Model of Swiss Confederation Bond Prices
Mlustration of the fitted errors of Swiss Confederation bond yields to maturity implied by the DNS
model estimated with all Swiss Confederation bonds. The data are monthly and cover the period from
January 29, 1993, to January 29, 2016.

Two things stand out. First, there are brief periods such as the peak of the financial crisis
during which the model faces challenges in fitting the data. Second, since 2010 with few
exceptions, the model has been able to price all bonds with an error of less than 20 basis
points. As parts of the Swiss Confederation bond yield curve have been in negative territory
since 2012, this demonstrates that the DNS model continues to deliver very accurate fit even

in negative yield environments.

4 Other Domestic Yield Curve Extrapolations

In this section, we repeat the analysis above using Canadian, French, and U.S. government
bond prices. We find similar yield curve dynamics and model performance across all four
countries, which is supportive evidence in favor of the DNS model for cross-country analysis

of this type.

4.1 Analysis of Canadian Government Bond Prices

The available universe of individual Canadian government fixed-coupon bonds since January
2000 is illustrated in Figure 7 and is identical to the sample analyzed in ACR.® These bonds

are all marketable, non-callable bonds denominated in Canadian dollars that pay a fixed rate

8The full list of Canadian government securities considered is available in the online appendix.
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Time to maturity in years

Figure 7: Maturity Distribution of Canadian Government Bonds

[lustration of the maturity distribution of the Canadian government fixed-coupon bonds considered.
The grey rectangle indicates the subsample used in the estimation, which is characterized by two sample
choices: (1) sample limited to the period from January 31, 2000, to April 29, 2016; (2) censoring of
the price of each bond when it has less than three months to maturity.

of interest semi-annually.” We note that the Bank of Canada systematically has been issuing
two-, five-, ten-, and thirty-year fixed-coupon bonds during this period. In addition, it has
repeatedly issued three-year bonds since 2008. For our analysis, the key thing to note is that
a single fifty-year bond was issued in April 2014. This issuance pattern suggests examining
three samples: a sample of bonds with ten years or less to maturity, another sample of bonds
with thirty years or less to maturity, and the full sample.

Figure 8 shows the time series of the yields to maturity implied by the observed bond
prices. First, we note the downward trend of the general yield level since 2000. The ten-year
yield dropped from above 6 percent to below 2 percent over the shown period. Second, as for
other domestic yields, there is clear business cycle variation in the shape of the yield curve
around this lower trend.

The estimated parameters from the three model estimations are reported in Table 4. We
note that the level and curvature factors tend to become more persistent as we increase the
maximum bond maturity used in model estimation, while the slope factor exhibits the opposite
pattern and becomes less persistent. This difference in pattern relative to the Swiss results

may be explained by the estimated A parameter, which increases as we increase the maximum

9This information is available at http://www.fin.gc.ca/invest /instru-eng.asp
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Figure 8: Yield to Maturity of Canadian Government Bonds

Ilustration of the yield to maturity of the Canadian government fixed-coupon bonds considered in the
paper, which are subject to two sample choices: (1) sample limited to the period from January 31,
2000, to April 29, 2016; (2) censoring of the price of each bond when it has less than three months to
maturity.

bond maturity. This implies that the factor loading on the slope factor decays faster when we
include all bonds. Focusing on the off-diagonal parameters in the mean-reversion A matrix,
we note that it is mainly the parameters affecting the mean-reversion of the curvature factor,
i.e., the coefficients as1 and as3, that are significant, which is consistent with the findings of
Christensen et al. (2017). Finally, there is some tendency for the volatility of all three factors
to decline as the maximum maturity increases.

Figure 9 shows the three estimated state variables from all three Canadian DNS model
estimations; i.e., Tyae € [10,30,50] years. In general, all three factors remain qualitatively
similar across the model estimations. Hence, they appear to have only modest sensitivity to
the choice of 7,4

Summary statistics for the fitted errors of the individual bonds are reported in Table
5. Focusing on the fit of long-term bonds with more than thirty years to maturity, which
includes the fit of the fifty-year bond issued in 2014, we note that the DNS model’s ability to
fit those very long-term bond yields does improve as we increase the maximum bond maturity.
However, importantly, the mean fitted error for this category of bond yields is practically the
same negative 15 basis points across all three model estimations. Thus, the average fitted
error for these bonds is not very sensitive to the maximum maturity used in model estimation,

although we stress that we still find statistically significant differences in the variances of the
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Max 10 years Max 30 years Max 50 years
Est. SE Est. SE Est. SE
a;; | 0.9721 0.0182 1.0040 0.0130 1.0056 0.0126
a1z | 0.0126 0.0171 0.0216 0.0105 0.0222 0.0107
a1z | 0.0186 0.0132 | -0.0045  0.0093 | -0.0051  0.0093
az1 | -0.0215  0.0282 | -0.0880  0.0267 | -0.0889  0.0265
aze | 0.9601 0.0230 0.9389 0.0206 0.9365 0.0207
azs | 0.0279 0.0201 0.0779 0.0206 0.0798 0.0207
az1 | 0.0925 0.0629 0.0800 0.0550 0.0733 0.0548
asz | 0.0016 0.0407 | -0.0049  0.0336 | -0.0045  0.0338
azs | 0.8848 0.0400 0.9078 0.0379 0.9100 0.0378
1 0.0443 0.0106 0.0492 0.0024 0.0492 0.0024
ue | -0.0216  0.0112 | -0.0210  0.0065 | -0.0207  0.0066
us | -0.0150  0.0106 | -0.0126  0.0035 | -0.0128  0.0035
q11 | 0.0026 0.0002 0.0016 0.0001 0.0016 0.0001
g21 | -0.0028  0.0002 | -0.0020  0.0002 | -0.0020  0.0002
g22 | 0.0019 0.0001 0.0019 0.0001 0.0019 0.0001
gs1 | -0.0035  0.0005 0.0000 0.0006 0.0000 0.0006
gs2 | 0.0006 0.0006 0.0011 0.0005 0.0011 0.0005
g33 | 0.0064 0.0003 0.0058 0.0003 0.0058 0.0003
A 0.4353 0.0023 0.4913 0.0015 0.5013 0.0016
Oe 0.0004 2x107°% | 0.0008 2x107% [ 0.0008 2x10°°

Par.

Table 4: Estimated Dynamic Parameters for DNS Models of Canadian Bond Prices
The table shows the estimated dynamic parameters for the DNS model of Canadian government fixed-
coupon bond prices estimated on samples with varying maximum bond maturity.
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Figure 9: Estimated State Variables of Canadian DNS Models

Illustration of the estimated level, slope, and curvature state variables from the DNS model estimated
on samples of Canadian government fixed-coupon bond prices with varying maximum bond maturity.
The data are monthly covering the period from January 31, 2000, to April 29, 2016.

extrapolated errors from the estimation using only prices of bonds with at most ten years to

maturity at issuance relative to the estimation using all bond prices.
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Maturity | No. Max 10 years Max 30 years Max 50 years
bucket obs. | Mean RMSE Mean RMSE | Mean RMSE

0-2 1,472 | -0.03 4.85 0.21 5.88 0.23 5.86
2-4 1,098 | 0.18 3.32 0.26 4.27 0.31 4.26
4-6 744 0.21 3.64 -1.92 4.48 -2.08 4.60
6-8 404 0.39 3.12 -2.56 6.09 -2.76 6.21
8-10 477 0.92 3.33 -2.17 5.89 -2.28 5.94

10-12 289 4.36 9.00** 0.54 6.10 0.55 6.12
12-14 155 12.28  16.30** 5.98 7.73 6.09 7.80
14-16 168 5.90 11.77** 3.51 5.30 3.61 5.40
16-18 179 3.98 14.49** 3.29 5.77 3.44 6.01
18-20 192 0.99 12.57** 3.59 5.41 3.75 5.57
20-22 186 7.87 15.58** 5.00 6.91 5.21 7.14
22-24 142 -1.56  12.09** 0.56 5.61 0.82 5.73
24-26 124 0.93 17.10** | -1.05 6.24 -0.66 6.34
26-28 113 | -10.17  16.31** | -9.47 12.45 | -9.08 12.39

28-30 94 -8.90  20.53** | -12.50 1590 | -12.11  15.70
30< 194 | -15.64 2237 | -16.44 19.04 | -15.18 18.11
All bonds | 6,031 | 0.38 9.02 -0.75 6.86 -0.68 6.81

Table 5: Summary Statistics of Fitted Errors of Canadian Bond Yields

This table reports the mean pricing errors (Mean) and the root mean-squared pricing errors (RMSE)
of the Canadian bond prices for the DNS model estimated on samples with varying maximum bond
maturity. The pricing errors are reported in basis points and computed as the difference between the
implied yield on the coupon bond and the model-implied yield on this bond. For each set of estimation
results grey shading indicates the part that represent out-of-sample extrapolated errors rather than in-
sample fitted errors. For the out-of-sample extrapolated errors, asterisks * and ** indicate significant
difference at the 5 percent and 1 percent levels, respectively, relative to the corresponding in-sample
fitted error series from the estimation reported in the last two columns, which uses all available data.
The data are monthly and cover the period from January 31, 2000, to April 29, 2016.

4.2 Analysis of French Government Bond Prices

The available universe of individual French government fixed-coupon bonds since January
1999 is illustrated in Figure 10.'9 These bonds are all marketable, non-callable bonds denom-
inated in euros that pay a fixed rate of interest annually. We note that the France Trésor
systematically has been issuing two-, five-, ten-, fifteen-, and thirty-year fixed-coupon bonds
during this period. For our analysis, the key thing to note is that a total of three fifty-year
bonds have been issued since 2005. This issuance pattern invites a split of the data into four
maturity samples: bonds with ten years or less to maturity, bonds with fifteen years or less
to maturity, those with thirty years or less to maturity, and the full sample.

Figure 11 shows the time series of the yields to maturity implied by the observed French
bond prices. First, we note the downward trend of the general yield level since 1999. The ten-
year yield dropped from around 4.5 percent to close to zero over the shown period. Second, we
observe clear business cycle variation in the shape of the yield curve around this lower trend.

Finally, regarding the important question of a lower bound, the European Central Bank has

0The full list of French government securities considered is available in the online appendix.
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Figure 10: Maturity Distribution of French Government Bonds

Ilustration of the maturity distribution of the French government fixed-coupon bonds considered in
the paper. The grey rectangle indicates the subsample used throughout the paper and characterized
by two sample choices: (1) sample limited to the period from January 29, 1999, to December 29, 2017;
(2) censoring of the price of each bond when it has less than three months to maturity.

lowered its conventional policy rate deep into negative territory and engaged in large-scale
asset purchases—also known as quantitative easing—since January 2015. As a consequence,
short- and medium-term French bond yields are significantly negative towards the end of our
sample. Thus, it is not clear that one would need to impose a lower bound to model this
data.

The estimated parameters from the four model estimations are reported in Table 6. We
note that the level and slope factors tend to become less persistent as we increase the maximum
bond maturity used in model estimation, while the curvature factor exhibits the opposite
pattern and becomes more persistent. Similar to the Canadian data this pattern may be tied
to the estimated A\ parameter, which increases as we increase the maximum bond maturity.
This implies that the factor loading on the slope factor decays faster when we include all
bonds. Focusing on the off-diagonal parameters in the mean-reversion A matrix, we note
that it is mainly the parameters that determine the interactions between the level and slope
factors, i.e., the coefficients a2 and a9, that are significant. Finally, there is some tendency
for the volatility of all three factors to decline as the maximum maturity increases similar to
what we observed for the Swiss and Canadian data.

Figure 12 shows the three estimated state variables from all four French DNS model

estimations. In general, the pattern is that all three factors remain qualitatively similar
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Figure 11: Yield to Maturity of French Government Bonds

Ilustration of the yield to maturity of the French government fixed-coupon bonds considered in the
paper, which are subject to two sample choices: (1) sample limited to the period from January 29,
1999, to December 29, 2017; (2) censoring of the price of each bond when it has less than three months
to maturity.
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Figure 12: Estimated State Variables of French DNS Models

Illustration of the estimated level, slope, and curvature state variables from the DNS model estimated
on samples of French government fixed-coupon bond prices with varying maximum bond maturity.
The data are monthly covering the period from January 29, 1999, to December 29, 2017.

across all model estimations. Hence, they appear to have only modest sensitivity to the
choice of the maximum bond maturity. In short, it is challenging to detect any material
systematic differences regarding either the estimated model parameters or the filtered state

variables.
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Max 10 years Max 15 years Max 30 years Max 50 years
Est. SE Est. SE Est. SE Est. SE
a;; | 0.9791 0.0181 0.9722 0.0171 0.9595 0.0170 0.9211 0.0176
a1z | 0.0118 0.0208 0.0147  0.0181 0.0217  0.0136 0.0289 0.0123
a3 | 0.0272 0.0170 0.0218 0.0156 0.0144  0.0126 0.0147  0.0117
az1 | -0.0031  0.0254 0.0011 0.0266 0.0153 0.0265 0.0568 0.0262
aze | 0.9631 0.0234 0.9627  0.0214 0.9611 0.0174 0.9542 0.0161
azs | 0.0056 0.0206 0.0091 0.0196 0.0133 0.0179 0.0125 0.0167
az1 | 0.0349 0.0494 0.0426 0.0472 0.0599 0.0424 0.0883 0.0480
asz | 0.0329 0.0407 0.0229 0.0364 0.0065 0.0306 | -0.0062  0.0293
azs | 0.9100 0.0378 0.9246 0.0358 0.9319 0.0337 0.9346 0.0330
1 0.0468 0.0143 0.0479 0.0132 0.0441 0.0068 0.0472 0.0092
e | -0.0254  0.0098 | -0.0277  0.0095 | -0.0311  0.0102 | -0.0313  0.0174
us | -0.0229  0.0124 | -0.0234  0.0145 | -0.0285  0.0103 | -0.0252  0.0162
g1 | 0.0030 0.0002 0.0027  0.0001 0.0023 0.0001 0.0024 0.0001
g21 | -0.0032  0.0002 | -0.0030 0.0002 | -0.0025 0.0002 | -0.0026  0.0002
ge2 | 0.0018 0.0001 0.0018 0.0001 0.0019 0.0001 0.0019 0.0001
gz1 | -0.0038  0.0006 | -0.0027  0.0006 | -0.0013  0.0005 | -0.0012  0.0005
gz2 | -0.0002  0.0006 | -0.0001  0.0005 | -0.0001  0.0005 | -0.0002  0.0005
g3z | 0.0060 0.0003 0.0058 0.0003 0.0054 0.0003 0.0053 0.0003
A 0.4012 0.0011 0.3937  0.0006 0.4261 0.0005 0.4319 0.0005
Oe 0.0004 1x107°% | 0.0004 1x107°%] 0.0006 2x107% [ 0.0007 2x10°°

Par.

Table 6: Estimated Dynamic Parameters for DNS Models of French Bond Prices
The table shows the estimated dynamic parameters for the DNS model of French government fixed-
coupon bond prices estimated on samples with varying maximum bond maturity.

Table 7 reports the summary statistics of the fitted errors of the French bond prices. In
this case, we do see a quite notable improvement in the DNS model’s ability to fit bonds
with maturities longer than thirty years. When 7,4, = 10 years, the RMSE of these bonds
is 34 basis points, which is reduced to 28, 13, and 10 basis points, respectively, when the
maximum maturity is increased to 15, 30, and 50 years, respectively. Thus, as long as the
DNS model is estimated using bonds with maturities up to thirty years, the extrapolated
fit is only modestly less accurate than the fit obtained with all bonds included in the model
estimation.'! Overall, this again confirms the findings reported earlier for Swiss and Canadian
government bond data regarding the accuracy of the DNS model in extrapolating long bond

yields.

4.3 Analysis of U.S. Treasury Bond Yields

As noted earlier, our analysis of the U.S. Treasury yield curve is not based on individual
bonds. Instead, the specific Treasury yields used are zero-coupon yields constructed by the
method described in Giirkaynak at al. (2007). The analysis conducted here is to provide a
reference point for the other countries examined before. The Treasury yields used have the

following 11 maturities: three-month, six-month, one-year, two-year, three-year, five-year,

"Note that it remains the case that the extrapolated error series highlighted in grey are mostly significantly
different from the corresponding fitted errors from the full sample estimation in terms of variance.
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Maturity | No. Max 10 years Max 15 years Max 30 years Max 50 years
bucket obs. | Mean RMSE | Mean RMSE | Mean RMSE | Mean RMSE

0-2 1,504 | -1.04 6.05 -1.10 6.44 -0.98 7.27 -0.91 7.53
2-4 1,632 | 2.03 4.62 1.97 4.97 1.91 6.09 1.73 6.49
4-6 1,196 | 3.57 5.92 3.59 5.84 3.03 5.69 2.83 5.65
6-8 812 3.65 6.23 3.72 6.85 3.49 7.65 3.51 .77
8-10 885 5.86 7.23 5.81 7.54 6.19 9.22 6.44 9.76

10-12 223 6.52 8.82% 5.50 6.41 6.34 8.51 6.83 9.64
12-14 196 5.91  10.92** | 4.40 6.61 6.26 7.96 6.86 9.41
14-16 208 7.38  13.28* | 541 8.17 7.53 9.12 8.31 10.54

16-18 63 8.19  15.48* 4.56 8.43 7.18 9.41 8.08 11.81
18-20 92 3.16  16.35*" 0.07 9.17 5.29 7.50 6.15 9.72
20-22 95 2.85  18.10** 0.45 12.07** | 6.63 9.01 8.49 11.23

22-24 110 1.50  21.96** | -0.63 14.70** | 5.22 7.09 6.96 8.60
24-26 120 1.61  21.95* | -0.33 1597 | 5.72 8.61 7.32 9.03
26-28 128 | -2.82  23.81"" | -3.48  18.04™ | 4.09 9.00 6.20 8.59
28-30 144 | -2.02  27.82** | -2.22  22.53*" | 3.76 11.64 5.52 10.56
30< 383 | -7.63  34.26™ | -10.77  27.54*" | -2.79 13.36™ | -0.76 9.94
All bonds | 7,691 | 2.08 11.96 1.62 9.85 2.66 7.86 2.95 8.01

Table 7: Summary Statistics of Fitted Errors of French Bond Yields

This table reports the mean pricing errors (Mean) and the root mean-squared pricing errors (RMSE)
of the French bond prices for the DNS model estimated on samples with varying maximum bond
maturity. The pricing errors are reported in basis points and computed as the difference between the
implied yield on the coupon bond and the model-implied yield on this bond. For each set of estimation
results grey shading indicates the part that represent out-of-sample extrapolated errors rather than in-
sample fitted errors. For the out-of-sample extrapolated errors, asterisks * and ** indicate significant
difference at the 5 percent and 1 percent levels, respectively, relative to the corresponding in-sample
fitted error series from the estimation reported in the last two columns, which uses all available data.
The data are monthly and cover the period from January 29, 1999, to December 29, 2017.

seven-year, ten-year, fifteen-year, twenty-year, and thirty-year.'> The sample is limited to
monthly observations over the period from January 31, 1995, to December 31, 2016. Figure
13 illustrates the constructed time series of the three-month, two-year, five-year, ten-year, and
thirty-year Treasury zero-coupon yields. Although short- and medium-term U.S. Treasury
yields were constrained at times by the zero lower bound during the period from December
2008 to December 2015 when the Fed kept its target overnight federal funds rate in the range
between 0 and 0.25%, Christensen and Rudebusch (2016) only report fairly modest gains
from using a shadow-rate modeling approach to account for the asymmetric yield behavior
during this period. Based on this evidence, we choose to proceed with the Gaussian DNS
model even for this data, which also has the benefit that our U.S. results will be comparable
to those reported for the other countries. As before, the U.S. yield sample invites a natural
split into three subsamples that we will consider in our analysis: yields with ten years or less

to maturity, yields with twenty years to maturity or less, and the full sample of yields.

12The Board of Governors in Washington D.C. updates the factors and parameters of this method daily, see
also the related website http://www.federalreserve.gov/pubs/feds/2006/index.html
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Figure 13: Time Series of U.S. Treasury Bond Yields

Mlustration of the monthly U.S. Treasury zero-coupon bond yields covering the period from January
31, 1995, to December 31, 2016. The yields shown have maturities: three-month, two-year, five-year,
ten-year and thirty-year.

Max 10 years Max 20 years Max 30 years
Est. SE Est. SE Est. SE
air | 0.9719 0.0194 0.9861 0.0158 0.9906 0.0144
a1z | 0.0181 0.0251 0.0227 0.0176 0.0228 0.0163
a1z | 0.0027 0.0156 | -0.0071  0.0119 | -0.0088  0.0107
az1 | -0.0213  0.0245 | -0.0238  0.0236 | -0.0335  0.0239
aze | 0.9277 0.0255 0.9365 0.0195 0.9313 0.0189
azs | 0.0532 0.0169 0.0553 0.0148 0.0589 0.0150
az1 | 0.0302 0.0729 0.0270 0.0588 0.0261 0.0572
az2 | 0.0308 0.0402 0.0315 0.0324 0.0370 0.0321
asz | 0.9343 0.0295 0.9362 0.0291 0.9433 0.0304
151 0.0540 0.0077 0.0552 0.0097 0.0544 0.0107
ue | -0.0231  0.0173 | -0.0211  0.0164 | -0.0183  0.0174
us | -0.0187  0.0202 | -0.0183  0.0185 | -0.0163  0.0226
g1 | 0.0031 0.0001 0.0025 0.0001 0.0023 0.0001
g21 | -0.0032  0.0002 | -0.0027  0.0002 | -0.0025  0.0002
ge2 | 0.0017 0.0001 0.0018 0.0001 0.0018 0.0001
g31 | -0.0021  0.0004 0.0002 0.0004 0.0015 0.0004
gz2 | -0.0010  0.0005 | -0.0002  0.0005 | -0.0001  0.0005
g3z | 0.0080 0.0003 0.0072 0.0004 0.0063 0.0004
A 0.4964 0.0039 0.4944 0.0022 0.5586 0.0044
Oe 0.0006 6 x 10=° | 0.0008 6x 10=% [ 0.0013 6 x 10°°

Par.

Table 8: Estimated Dynamic Parameters for DNS Models of U.S. Treasury Yields
The table shows the estimated dynamic parameters for the DNS model of U.S. Treasury yields esti-
mated on samples with varying maximum bond maturity.
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Figure 14: Estimated State Variables of U.S. DNS Models

Illustration of the estimated level, slope, and curvature state variables from the DNS model estimated
on samples of U.S. Treasury yields with varying maximum yield maturity. The data are monthly
covering the period from January 31, 1995, to December 31, 2016.

A few observations regarding the estimated dynamic parameters reported in Table 8 are
worth noting. First, there is a tendency for the level factor to become more persistent as
the maximum yield maturity used in model estimation increases. Also, the overall estimated
volatility of the state variables exhibit modest declines as the maximum yield maturity goes
up. Second, in terms of the off-diagonal parameters in the A matrix, it appears that only
a21 and asg3 have some significance, while the other off-diagonal parameters are entirely in-
significant. These findings are consistent with the U.S. Treasury yield model preferred by
Christensen and Rudebusch (2012), although they consider a different sample period and use
the arbitrage-free Nelson-Siegel models developed in Christensen et al. (2011).

Figure 14 shows the three estimated state variables from all three U.S. DNS model esti-
mations. In general, the pattern is that all three factors remain qualitatively similar across all
model estimations. Hence, we only observe modest sensitivity to the choice of the maximum
bond maturity. Similarly, the parameter estimates in Table 8 do not vary much across the
different estimation samples. A likely explanation is that the algorithms used in generating
these yields smooth out a large degree of idiosyncratic bond variation, which likely contributes
to much less data variation in this data set as we introduce longer maturity bonds into the
estimation.

Table 9 presents the fitted errors across the estimations. As expected, the RMSE measure
for Tjee = 30 years decreases as the sample maturity is extended. Notably, the mean error
does not improve much from the 7,4, = 10 to the 7,4, = 20 samples, although the RMSE
does decline and statistically significantly so. Focusing on the LLP 30-year yield, the mean
error of —17 basis points for the shortest maturity sample is reasonably close to the —12 basis
point mean error observed in-sample for the longest maturity sample. This result suggests
that the DNS extrapolation error in the U.S. Treasury data is a bit larger than observed

for the other national datasets; however, it remains relatively small relative to a full-sample
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Maturity Max 10 years Max 20 years Max 30 years
in months | Mean | RMSE Mean | RMSE || Mean | RMSE
3 -0.71 5.84 -1.37 7.71 -1.65 7.59

6 -0.46 2.63 -0.67 2.97 -0.32 4.03

12 0.81 6.27 1.24 7.75 2.01 8.38

24 1.69 3.75 2.62 7.52 2.56 8.44

36 0.45 2.54 1.26 4.65 -0.05 6.45

60 -2.21 5.35 -2.40 5.88 -4.70 7.74

84 -1.87 3.50 -3.23 8.29 -4.53 9.84
120 2.25 5.00 -0.56 7.85 1.00 11.77
180 7.48 | 18.37** 3.17 5.08 8.93 14.15
240 4.90 | 28.19* -0.23 9.44 8.13 11.00
360 -16.94 | 48.72** || -22.91 | 37.78* || -11.82 | 22.37
All yields | -0.42 18.27 -2.10 13.19 -0.04 | 11.18

Table 9: Summary Statistics of Fitted Errors of U.S. Treasury Yields

The table reports the mean and root mean squared fitted errors from the DNS model estimated on
samples of U.S. Treasury yields with varying maximum yield maturity. For each set of estimation
results grey shading indicates the part that represent out-of-sample extrapolated errors rather than
in-sample fitted errors. For the out-of-sample extrapolated errors, asterisks * and ** indicate significant
difference at the 5 percent and 1 percent levels, respectively, relative to the corresponding in-sample
fitted error series from the estimation reported in the last two columns, which uses all available data.
The data are monthly covering the period from January 31, 1995, to December 31, 2016.

estimation and thus useful for extrapolation purposes.

5 Comparisons with Existing Alternatives

In this section, we first compare yield extrapolations from the DNS model to a conventional
approach frequently used by financial market participants known as “flat forwards.” This
work leads us to define the DNS model-implied ultimate forward rate by the value of the
DNS level factor, which we then compare to the UFRs used in the EIOPA rules.

5.1 The Ultimate Forward Rate from DINS Models

Market participants have been known to price illiquid longer-term bonds using so-called “flat
forward” rate curves. In practice, given a forward rate curve estimated from bond prices with
a maximum maturity 777 p, forward rates for longer maturities are simply set equal to the

forward rate at 7 p. Formally, the extrapolated forward rate curve is given by

) = { f:(T) for 7 < TP,

f(roep) for > 1rpp,

-~

where f(7) represents fitted forward rates.

For the Swiss dataset, Figure 15 shows the fitted and extrapolated forward rates as of
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Figure 15: Fitted and Extrapolated Forward Rate Curves from the DNS Model
Ilustration of the fitted and extrapolated forward rate curves implied by the independent-factors DNS
model as of January 29, 2016, when estimated on samples with varying maximum bond maturity.
The in-sample fitted part of each forward curve is shown with a solid line, while the out-of-sample
extrapolated part of each forward curve is shown with a dashed line.

January 29, 2016, as implied by the DNS model with the five 7,4, values reported in Table
3. First, note the similarity in the forward rates for maturities up to ten years, which is due
to the fact that all the estimations are fitting the same data in this maturity range equally
well. Second and more importantly for our analysis, we observe that most extrapolations are
very similar to the fitted forward rate curve using all the available data; i.e., the estimates
for T = 50 years. The exception is the estimation with 7,,.,, = 15 years, which generates
extrapolated yields that are more than 25 basis points below the observed longer-term yields.

Thus, a yield curve extrapolation technique based on the DNS model is consistent with
the “flat forward” approach. Combined with the small extrapolated errors for the two 50-
year bonds reported in Table 3 for the four estimations where these bonds are excluded, our
empirical evidence suggests that the DNS model extrapolation approach is roughly equivalent
to the “flat forwards” approach. However, the modeling approach provides us with a richer
framework for risk management purposes (i.e., moving beyond just the first moments of the

data used for standard pricing purposes), which we explore in Section 6.3 For now we use

13Note that this result may suggest that investors price these long bonds using flat forwards. In theory, this
would imply that the bonds are mispriced. However, in practice it is not possible to short those long bonds and
go long shorter bonds without assuming some roll-over risk, and once that is taken into consideration there
may not be exploitable mispricing in the Swiss Confederation bond market. Alternatively, the underpricing of
the long bonds could reflect liquidity premiums that investors demand as compensation for potentially facing
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this evidence to define the DNS model-implied ultimate forward rate by the value of the
DNS level factor since instantaneous forward rates for maturities in excess of thirty years are

practically indistinguishable from the value of this factor within the DNS model.

5.2 The Ultimate Forward Rate in the EIOPA Framework

The purpose of this section is to compare the ultimate forward rate (UFR) prescribed in
the EIOPA framework for the purpose of discounting long-dated liability cash flows to the
asymptotic rate calculated from the DNS model (i.e., the level factor).

The yield used to discounting liabilities beyond the last liquid point (LLP) is the result of
an interpolation between the yield at the LLP and the UFR, which is reached at the maximum
of LLP + 40 years and 60 years. The details of this methodology can be found in EIOPA
(2018D).

The UFR calculation is detailed in EIOPA (2017c) and is summarized in the following.
The first step is to calculate the annual real rate for each year since 1961. These annual real
rates are defined as the simple average of real rates from Belgium, Germany, France, Italy, the
Netherlands, the United Kingdom, and the United States, where the country-specific annual

real rates are determined using the following formula'*

short-term nominal rate — inflation rate

| rate =
real rate 1 4+ inflation rate

The resulting average annual real rate from 1961 to 2017 is shown in Figure 16 with a solid
black line. Note that this series is characterized by significant and persistent fluctuations the
past Hb years.

In the second step, the so-called “unrounded expected” real rate R; is calculated as the

average of the annual real rate described above between 1961 and the current year:

n

1
= r ,
Riggo4n = — ; 1960+ (5)
where n is the number of years between 1961 and the current year.

The applicable, or rounded, expected real rate, denoted R}, is the unrounded expected
real rate from equation (5) rounded to the nearest 5 basis points. When the unrounded rate is
lower than the rounded rate of the previous year, i.e., R; < Rj_;, the rate is rounded upwards.
When the unrounded rate is higher than the rounded rate of the previous year, the rate is
rounded downwards. Importantly, this expected real rate R] is common to all currencies and
shown in Figure 16 with a solid red line. Note that the averaging built into the definition of

R} implies that it will be an increasingly smooth function as time passes.

difficulties in selling those bonds back to the market in the future, which are unaccounted for in the DNS
model.
1Gee EIOPA (2017c) for details.
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Figure 16: Key Components of the EIOPA UFR for the U.S.

Mlustration of the annual real rate, the smoothed expected real rate, and the calculated UFR for the
U.S. as detailed in EIOPA rules. These series are annual data starting in 1961. Also shown are the
applicable U.S. UF R values for 2015, 2016, and 2017.

In the third step, country-specific nominal rates are created by adding the expected infla-
tion rate, which is tied to each central bank’s inflation target and rounded to the following

values:1°

e 1% for inflation targets between 0 and 1%;
e 2% for inflation targets between 1 and 3%;
e 3% for inflation targets between 3 and 4%;
e 4% for inflation targets of 4% or higher.

This determines the unadjusted UFR; in year ¢ and represents a measure of the long-run
steady state value of short-term rates in the given currency area. Note, as also emphasized
below, this rate is calculated at the end of year ¢, announced in year t + 1, and applicable in
year t + 2. Since the inflation target is specific to each central bank so is the UFR. For the
U.S., these annual unadjusted UFR; values are shown in Figure 16 with a solid green line.

The applicable or adjusted UFR, which is actually used to discount cash flows and denoted

5The inflation target is used where available and with a provision detailed in the methodology document
otherwise.
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Figure 17: Comparison of EIOPA UFR for the U.S. and DNS Model Projections
[lustration of the calculated UFR for the U.S. as detailed in EIOPA rules covering the period from
1995 to 2017. Also shown are the applicable U.S. UF R for 2015, 2016, and 2017. For comparison we
show the estimated level factor from the full sample U.S. DNS model described in Section 4.3 covering
monthly data from January 31, 1995, to December 31, 2016, in addition to the median and 90% range
of projections based on N = 10,000 simulations through December 2019 from this model as detailed
in Section 6.3.

UF Rf, is limited to a 15 basis-point annual change and is calculated as:

UFRA, + 15 bps if UFR, > UFR{* | + 15 bps
UFR=1{ UFRA, —15bps if UFR, <UFR{, — 15 bps
UFR{ otherwise

In particular, the calculated UFR for 2017 (based on data ending 2016 and applicable
starting in January 2018) is 3.65%, see EIOPA (2017b). As this represents a drop of more
than 15 basis points from the UFRA of 4.2% applicable in 2017 that was enshrined in the
“political settlement,” which finalized Solvency II, see EIOPA (2017a), the UF R4 applicable
from 2018 is 4.05%. The latest UFR calculation from EIOPA came out on 21 March 2018,
see EIOPA (2018). The calculated UFR came out at 3.72%, which represents another drop
bigger than 15 basis points from the previous year, when it was 4.05%. As a consequence,
the UFRA applicable for 2019 will be 3.90%. These applicable UF R values are indicated
with blue crosses in Figure 16.

In Figure 17, we compare the historically available calculated and applicable UFR values
to the UFR implied by the U.S. DNS model as detailed in Section 5.1. We also show the

projections for the following three years based on the associated model simulations described
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below in Section 6.3. We note that for the last ten years the UFR implied by the DNS
model has fluctuated around the UFR; values for the U.S. calculated under the EIOPA
rules. Furthermore, the model projections suggest a convergence between the two measures
in coming years. We take this as evidence of the robustness offered by the DNS model when

it comes to extrapolating long-term yields.

6 Risk Management Applications

While point estimates of longer-term yields are needed for the projections and pricing exercises
discussed above, projections of other elements characterizing the yield curve are needed for
risk management purposes. In this section, we examine the properties of the proposed DNS
model with respect to generating reasonable yield curve scenarios that extend to include
longer-term yields. To do so, we estimate the DNS model on the Swiss and U.S. domestic
datasets and simulate it to make a probability-based assessment of the interest rate outcomes
as advocated by Christensen et al. (2015) as well as Christensen and Lopez (2015).16 Our
analysis shows that the extrapolation errors of longer-term bond yields documented in the
previous section are small relative to the yield changes required to observe stressful events in

the tails of the model-implied bond yield distributions.

6.1 Motivation

Insurance companies, pension plans, and other financial institutions must deal with managing
long-horizon portfolios, especially those with fixed-income bonds. Accurate models of yield
curve forecasts are valuable, but accurate risk measurement is also important for managing
these positions. As clearly noted by Engle et al. (2017), mean or median forecasts are not the
only objects of interest; measures of extreme outcomes—such as value-at-risk (VaR) estimates
that gauge the extent of possible tail outcomes—are also of importance to portfolio managers.

A particularly useful risk measurement outcome is determining the range of possible future
yield curve values based on scenario analysis; that is, a modeling framework can be used to
simulate many possible future yield curves and sketch out the range of possible outcomes. As
highlighted in Christensen et al. (2012, 2015) as well as Christensen and Lopez (2015), such
scenarios can be readily generated with an estimated model and used to generate probabilities
of specific interest rate outcomes or related outcomes.

In this section, we generate yield curve scenarios and ground their reasonableness with
comparisons with yield forecasts from surveys of professional forecasters. The main result is
that the ranges of interest rate scenarios arising from a standard DNS model are sufficiently
large to encompass these forecasts and are thus appropriate for scenario-based risk manage-

ment purposes. Our analysis also suggests that the biases observed in Sections 3 and 4 for

Results for Canada and France are reported in the online appendix.
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Figure 18: Three-Month Yield Projections from the Swiss DNS Model

Mlustration of the median and [5%, 95%)] range of the three-month yield from the Swiss DNS model’s
simulated interest rate scenarios as of January 29, 2016. Also shown are the consensus forecasts as well
as the maximum and minimum responses from the Consensus Forecasts survey performed on February
8, 2016.

the DNS model point estimates remain small in absolute terms and certainly quite small
relative to the range of scenario outcomes. Accordingly, DNS modeling and extrapolation
of longer-term yields, even those beyond the LLP, provides a richer set of useful diagnostics

than simply using existing alternative methods.

6.2 Interest Rate Scenarios Using the Swiss Data

For this simulation exercise, we estimate the unrestricted DNS model on the full set of Swiss
bonds; i.e., Tjee = 50 years. The estimated parameters are reported in the last two columns
of Table 2. The model fit is reported in the last two columns of Table 3 and shown in Figure
6. For all bonds combined, the RMSE is 9.37 basis points.

To measure the degree of yield variation that the DNS model dynamics can generate,
we simulate 10,000 factor paths over a three-year horizon using as conditioning information
the estimated parameters and factor values as of January 29, 2016. To keep things simple,
we focus on the simulated paths for two yields: (1) the three-month yield, which is the
model equivalent for the three-month Swiss franc LIBOR rate targeted by the Swiss National
Bank, and (2) the projected ten-year Swiss Confederation bond yield, which is a widely used
benchmark for many Swiss fixed-income securities.

For the short-rate projections, Figure 18 shows DNS projections for the three-month yield
as of January 29, 2016. The figure shows the median, 5th, and 95th percentile values for
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Figure 19: Ten-Year Yield Projections from the Swiss DNS Model

Mlustration of the median and [5%,95%)] range of the ten-year yield from the Swiss DNS model’s
simulated interest rate scenarios as of January 29, 2016. Also shown are the consensus forecasts as
well as the maximum and minimum responses from the Consensus Forecasts survey performed on
February 8, 2016.

the simulated three-month yield over a three-year forecast horizon.!” The median projections
indicate a continued gradual normalization of monetary policy with the three-month yield
reaching a level close to zero by the spring of 2019. The upper 95th percentile rises more
rapidly, breaching zero in mid-2016 and approaching 2 percent at three years out. The lower
5th percentile suggests a further drop in the three-month yield to about —2 percent. Note the
increasing width of the [5%,95%| range. By the spring of 2019, there is almost a 400 basis
point difference between the top and the bottom of this range, which suggests a reasonably
large degree of yield variation.

To provide perspective for these outcome projections, we compare them to the Consensus
Forecasts survey conducted as of February 8, 2016.'® The survey contains responses to ques-
tions about the level of the three-month Swiss Confederation bond yields at month-end May
2016 and February 2017. The forecasts are very tightly clustered at just above —1 percent
for both dates, and the model’s median projection matches that pattern very closely.

Next, we focus on the simulated paths for the ten-year yield, which is a key benchmark

for most financial institutions.!” Figure 19 illustrates its median and [5%, 95%)] range at each

7"Note that the lines do not represent short rate paths from a single simulation run over the forecast horizon;
instead, they delineate the distribution of all simulation outcomes at a given point in time. The same procedure
is applied for the corresponding figures for all considered countries.

18 Consensus Forecasts is produced by FocusEconomics using individual forecasts from expert panels for the
major world economies.

9Results for the 50-year yields are qualitatively similar and therefore not shown for all considered countries.
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Figure 20: Simulated Swiss Yield Curves for January 2019

point in time from the simulated interest rate scenarios. The ten-year projections suggest
that the likely range of outcomes at a three-year horizon is quite wide with a width of almost
300 basis points, which is only marginally smaller than the corresponding range of projected
short rates. The median simulated ten-year yield indicates a continued gradual normalization,
reaching zero at the end of the projection horizon. The upper 95th percentile rises more
rapidly and goes above 1 percent at three years out, while the lower 5th percentile represents
a scenario with further declines in Swiss long-term interest rates.

For these projections, the Consensus Forecasts survey contains 11 responses to questions
about the level of the ten-year Swiss Confederation bond yields at month-end May 2016
and February 2017. Figure 19 shows the consensus forecasts as well as the maximum and
minimum response to those two questions. We note that the model-implied median projection
is slightly lower than the path of the consensus survey forecast. Furthermore, the top of the
projected range is below the maximum survey response. This alignment of yield projections
is quite encouraging regarding the model’s performance; i.e., the model’s close match with
the projections by professional forecasters when it is using a “yields-only” approach speaks
well of its forecasting abilities. Correspondingly, the model’s usefulness for risk management
purposes seems quite high.

In Figure 20, we illustrate the entire yield curve corresponding to the three percentiles
of the ten-year yield projections for the end of January 2019 (i.e., the rightmost projection
point in the graph), as shown in Figure 19. Note the wide variation in the yield curve levels
and shapes that the model suggests may occur with 90% probability over the next three

years. This figure underscores that the DNS model is able to generate quite a wide range

32



— Median projection

- = 90% of simulations .
o + December 2016 SEP, 3rd quartile
71 | ® December 2016 SEP, median
o December 2016 SEP, 1st quartile -~

Rate in percent

Figure 21: Short-Rate Projections from the U.S. DNS Model

Mlustration of the median and [5%,95%] range of the fed funds rate from the U.S. Treasury DNS
model’s simulated interest rate scenarios as of December 30, 2016. Also shown are the median and the
first and third quartile of the projections of future target levels for the overnight federal funds rate
submitted by FOMC members at their December 2016 meeting as part of the Summary of Economic
Projections (SEP).

of yield outcomes, even at the relatively short projection horizons often used for regulatory

stress-testing.

6.3 Interest Rate Scenarios Using the U.S. Treasury Data

Recall that for the U.S. Treasury data, we use the GSW yields and not individual bond prices.
The estimated parameters of the DNS model of U.S. Treasury yields are reported in the last
two columns of Table 8. Its model fit is reported in the last two columns of Table 9. As
already stated in Section 4.3, the model provides a very close fit to the entire cross section of
available U.S. Treasury bond yields.

To give a sense of the amount of yield variation the DNS model dynamics can generate,
we simulate 10,000 factor paths over a three-year horizon using as conditioning information
the estimated parameters and factor values as of December 30, 2016. To keep things simple,
we focus on the simulated paths for the short rate, which is the model equivalent for the
overnight federal funds rate targeted by the Federal Open Market Committee (FOMC), and
on the projected ten-year U.S. Treasury yields, which is a widely used benchmark for many
U.S. fixed-income securities such as MBS.

To provide some insight into the variation in the resulting short-rate projections, Figure

21 compares forecasts of the short rate as of December 30, 2016, from the DNS model. The
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Figure 22: Ten-Year Treasury Yield Projections from the U.S. DNS Model
Mlustration of the median and [5%, 95%]| range of the ten-year Treasury yield from the U.S. Treasury
DNS model’s simulated interest rate scenarios as of December 30, 2016. Also shown are the consensus
forecasts as well as the top 10 and bottom 10 averages from the Blue Chip Financial Forecasts survey
released on December 1, 2016.

figure shows the median, 5th, and 95th percentile values for the simulated short rate for a
three-year forecast horizon. The median simulated short rate indicates a continued gradual
normalization of monetary policy with the short rate reaching a level slightly above 2 percent
by the end of 2019. The upper 95th percentile rises more rapidly and reaches 5 percent at
three years out, while the lower 5th percentile represents a return to the zero lower bound
in early 2019. Also shown are the lower and upper quartiles as well as the median of FOMC
members’ own expectations about appropriate future target rates for the overnight federal
funds rate taken from their Summary of Economic Projections (SEP) released on December
14, 2016, following the December 2016 FOMC meeting. Given that the FOMC has the
authority to set this target rate, these projections represent a useful benchmark for assessing
the reasonableness of the model-implied projections. We note that the model-implied median
projection is indeed very close to the median projection among the policy makers on the
FOMC. Furthermore, note the width of the [5%,95%] range. By the end of 2019, there is a
500 basis point difference between the top and the bottom of this range.

Next, we focus on the simulated paths for the ten-year Treasury yield, which is a key
benchmark for most financial institutions. Figure 22 illustrates the median and [5%,95%)]
range of the ten-year yield at each point in time from the simulated interest rate scenarios.
The median simulated ten-year yield indicates a continued gradual normalization of the long-

term interest rate environment. The upper 95th percentile rises more rapidly and reaches 5
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Figure 23: Simulated U.S. Yield Curves for December 2019

percent at three years out, while the lower 5th percentile represents a return to the very low
interest rate environment that prevailed in the immediate years after the financial crisis.

Again, to provide perspective for the model projections, we compare them to survey
forecasts, this time we use the long-term ten-year Treasury yield forecasts included in the
Blue Chip Financial Forecasts survey released on December 1, 2016. In Figure 22, we show
the Blue Chip consensus forecast as well as the averages of the bottom ten lowest and top
ten highest forecasts. We note that the model-implied median projection is close to the path
of the Blue Chip consensus forecast. Furthermore, the range of the projected ten-year yields
fully encompass the considered range of forecasts in the Blue Chip survey. More importantly,
the projections suggest the likely range of outcomes at a three-year horizon is quite wide with
a width of about 400 basis points similar to what we saw for the projected short rates.

In Figure 23, we illustrate the entire yield curve corresponding to the three percentiles of
the ten-year yield projections for the end of December 2019 shown in Figure 22. Note the
wide variation in the shape of the yield curve that the model suggests may occur with 90%
probability over the next three years. This figure underscores that the DNS model is able to
generate quite a wide range of yield outcomes even at the relatively short projection horizons
typically considered in regulatory stress tests of financial institutions.

Although the distribution of the generated scenarios could be evaluated in a more formal
and comprehensive way as in Engle et al. (2017), the key takeaway for the analysis in this
paper is that, thanks to the estimated high persistence of the level factor, the DNS model is
able to generate quite a wide range of future interest rate environments despite its Gaussian

dynamics. Thus, it is not clear that stochastic yield volatility needs to be incorporated into
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the model to achieve simulated outcomes that are adequately stressful with a reasonable
likelihood as also noted by Christensen et al. (2015). Furthermore, this highlights that if
simulations of the DNS model are used to generate yield curves for scenarios in stress tests
of insurance companies, any potential bias in the extrapolated long bond yields is easily
dwarfed by the variation in the overall yield level that the estimated model dynamics are able
to generate over the projection horizons typically considered in stress test exercises. Thus,
overall extrapolation errors of long bond yields would only represent a very modest distortion

to the true yield curves in the relevant stressful interest rate scenarios.

6.4 Summary

The empirical results shown in this section highlight two insights. First, the yield curve
scenarios that can be generated from DNS models are reasonable with respect to the yield
curve projections from surveys of professional forecasters. Second, the extrapolation bias
discussed earlier is sufficiently small that it does not interfere with the usefulness of the
scenario projections. These two results—combined with the ease of DNS model estimation
and applicability across countries and data sources (i.e., individual bond prices and composite
yields at various maturities)—provide further evidence on the reasonableness of this approach
for yield curve risk management, including at the longer-term maturities that extend beyond

the maturities of traded securities.

7 Conclusion

In this paper, we analyze the ability of a standard term structure model, namely the DNS
model of Diebold and Li (2006), to generate extrapolated long bond yields from the informa-
tion in bond yields of shorter maturity.

First, we estimate the DNS model on data from the Swiss Confederation bond market
where 50-year bonds have been trading for many years. The results indicate that, indeed, the
DNS model performs well at extrapolating those 50-year yields using only the information in
prices of bonds with maturities up to 30 years. Analysis of Canadian and French government
bond prices confirms these empirical findings.

To assess the robustness of this conclusion, we simulate yield samples from a total of three
different arbitrage-free affine term structure models and use those in estimations of the DNS
model reported in the online appendix B. These exercises also indicate that the DNS model
performs well at extrapolating long bond yields from the information in bond yields of shorter
maturity despite being misspecified by construction. Therefore, this evidence combined leads
us to recommend using DNS models as a tool to generate extrapolated long bond yields in
general.

More importantly, in the context of stress tests where regulators tend to look for events
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in the tails of the relevant yield distributions, we note that the bias in the extrapolated long
bond yields we detect in our analysis is easily dwarfed by the changes in yield levels required
to observe such outcomes. Thus, for stress test purposes, our recommendation is particularly
strong.

Finally, we emphasize the flexibility of the proposed approach based on the DNS model.
First, its robust estimation based on the Kalman filter handles missing data in a straight-
forward way and easily accommodates nonlinear measurements such as bond prices instead
of the more commonly used zero-coupon bond yields. Second, the baseline model can be
extended to include additional asset classes such as TIPS (see Christensen et al. 2010) and
corporate bonds (see Christensen and Lopez 2012). Third, if greater flexibility is needed to
fit the observed data, the extension offered by Svensson (1995) can be explored in a similar
manner. In short, it is an established, well-tested, rich, and flexible, yet very robust frame-
work that we recommend to use as the foundation for generating reliable extrapolated long
bond yields to be used in stress tests and other regulations for assessing and measuring the
interest rate risk of insurance companies with long-lived liabilities. This modeling approach
should readily accommodate the balance between stability of a key regulatory parameter (i.e.,
the UFR) and sensitivity to nearer-term economic and financial developments. Still, we ac-
knowledge that there are other methods for modeling, projecting, and assessing interest rate
risk in the long run; see Engle et al. (2017) as well as the Smith-Wilson modeling approach
adapted by EIOPA and reviewed by Gourieroux and Monfort (2015). We leave a comparison

with these alternatives for future research.
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A The Kalman Filter Estimation of DNS Models

In this appendix, we detail how we estimate the DNS models using the Kalman filter.
To begin, denote the three state variables by the vector X; = (L, S¢, Ct), then the state

equation can be written on the following affine form

X =@o(v) + P1(V)Xi—1 + 16, me ~ N(0,Q),

where

Po(y) = (I—Au,
Pi(yp) = A

Here, ®¢(¢)) and ®;(¢)) are fixed throughout the estimation. Note that the time between
observations are implicit in the equations above.

The observation equation is also affine
Yy = AXt + €.

Now the actual steps in the Kalman filter algorithm can be outlined. Define the total

information available at time t by

}/t - (y17y27"'7yt)7

and denote the best guess of the state variables in the last period by X't_l and the best guess
of their mean square error matrix by it_l. In the prediction step of the Kalman filter the
best guess of the current value of X; given the information set from the last period, Y;_1, is
calculated as

Xt\t—l = EF[X;|Yi 1] = ®o + ©1 X1

The corresponding prediction for the mean square error matrix is

Sei1 = P1(¥) S @1 (1) + Q.

In the update step the predicted value is improved upon by using the additional information



contained in Y;. The minimum error solution to this problem is given by the equations

X, = E[X|Yy] = Xt|t—1 + §t|t—1A,Ft_lvt7

St o= Sy — Sy NFTIAS g,
where!

vo= y— E Vil =y - A)A(ﬂt—b
F, = cov(v) = Aiﬂt_lA' + H;y.

For a given set of parameters 1) the logarithm of the likelihood function is calculated as?

T
1
log L(y1,- -, yri 1) =Z(——log 2w>——log\m 2szgvt).
t=1

The optimal choice of the parameters ¥ and the corresponding most likely path of X; are
found by maximizing the value of the log-likelihood function with respect to ¢ using the
Nelder-Mead simplex algorithm. Upon convergence, the standard errors are obtained from

the estimated covariance matrix,

1 < dlog ly(9) dlog () 11
Z oY oY '

where J denotes the estimated model parameters.

Finally, there is the important decision to make as to where to start the Kalman filter
algorithm, i.e., choosing the initial value of the state variables. Diebold et al. (2006) start the
algorithm at the unconditional mean and variance of the state variables, which is equivalent
to assuming that the state variables are all stationary processes. The VAR(1) process for the
Xi-process above is stationary if the length of all the eigenvalues of the matrix A is smaller
than 1, which is assumed in the following and imposed in the Kalman filter optimization.

According to Harvey (1989) p. 120-121 the unconditional mean is given by

E'[X] = p,

'The dimension of H; is determined by the number of bond yields observed at time ¢.
2. is the number of observed yields at time t.



while the unconditional variance V is given implicitly as the solution to the following equation
V=AVA +Q.

Once this system is solved, the Kalman filter algorithm can be started with the following

initial values

)?Oz,u and ion.

In the model estimations using bond prices, the extended Kalman filter is needed because
the measurement equations are no longer affine functions of the state variables, see equation
(3) in the paper. Instead, the measurement equation takes the general form

Py(r,CY) » -
Di(7,C) 2(Xy; 7, C% ) + &, (1)
where ?i(Ti, C") is the observed clean price (i.e., without accrued interest) of bond i at time t,
Dy(7%,C%) is its duration calculated before model estimation based on the Macaulay definition,

while z(X;; 7%, C%,4) is given by the nonlinear function

~

Pt(Ti, Cl)

(X7, C) = Dy(7,C)’

where ﬁt(Ti, C") is the model-implied clean bond price described in equation (2) in the paper.
In the extended Kalman filter, equation (1) is linearized using a first-order Taylor expan-
sion around the best guess of X; in the prediction step of the Kalman filter algorithm. Thus,

in the notation introduced above, this best guess is denoted X;;_; and the approximation is

given by
2 X7, O ) = 2(Xyy—y; 7, C ) + aZ(Xt;a;;Ciyw) Xt=Xt\t,1(Xt — Xije—1)-
Thus, by defining
A() = (X137, C ) — aZ(XtZ{;;Ciﬂ/’) Xt:Xt‘tilXt‘t—17

aZ(Xt; Tia Ci7 w)
8Xt Xt:Xt\t717

Bi(y) =



the measurement equation can be given on an affine form as

P,(+,C)

and the steps in the algorithm proceed as previously described by letting Ay = B.(v)).

B Simulation Study on Swiss Data

Although we consider data from four countries in the main text, the analysis still leaves
unaddressed questions about how reliable extrapolated yields derived from the DNS model
are provided the observed data is generated by an arbitrage-free dynamic term structure
model. From Krippner (2015) it follows that the proposed approach may work very well in
theory, but in this appendix, we assess that conjecture more formally by simulating yield
samples from three different arbitrage-free models estimated on the Swiss data analyzed in
Section 3 of the paper. Since all three models are affine, one caveat of the simulation exercise
to note up front is that the effects of nonlinearities in the yield curve are left unexplored.
Although we note that, given the good fit of the DNS model, which is also affine, there is
presumably little room for any significant nonlinear effects. However, if deemed necessary, we
stress that it is straightforward to include nonlinear models in the analysis such as the one
described in Feldhiitter et al. (2016), but we leave that for future research.

The analysis in this appendix proceeds as follows. First, we explain the steps and logic
behind the simulation study we undertake. Second, we introduce the three dynamic term
structure models used to generate simulated bond yields. Third, we describe the technical
details of the model simulations before we proceed to an analysis of the results. Overall,
the key purpose is to demonstrate how reliable the DNS model is at extrapolating long-term

yields, even when it is misspecified by construction.

B.1 The General Approach

First, we simulate arbitrage-free dynamic term structure models and generate zero-coupon
yields with maturities 7 up to 50 years, 7 € {0.25,0.5,1,2,3,5,7,10, 15,20, 30,50}. We stress
that the parameters used in the simulations are obtained from model estimations based on
the Swiss bond price data with maturities up to 50 years.

Second, we use the simulated samples as input into DNS model estimations with varying



maximum yield maturity: 10 years, 20 years, and 30 years, respectively. For comparison we
also make corresponding estimations of the true model that generated the data.

Finally, we calculate the extrapolation errors from the DNS model estimations and com-
pare them to the extrapolation errors made by the true model. This should provide a fair
assessment of the ability of the DNS model to extrapolate long bond yields as a misspecified

representation of the actual yield dynamics.

B.2 The Three AF Models Used for Simulations

In this section, we briefly describe the three arbitrage-free affine dynamic term structure

models we use in the simulation study.

B.2.1 The CV Model

We first focus on the arbitrage-free equivalent of the DNS model known as the arbitrage-free
class of Nelson-Siegel (AFNS) models introduced in Christensen et al. (2011). Since this
model is characterized by constant volatility, we refer to it as the CV model. In this class
of models, the state vector is denoted by X; = (L, Sy, Cy), where Ly is a level factor, S; is a

slope factor, and C} is a curvature factor. The instantaneous risk-free rate is defined as

Tt = Lt + St. (2)

To preserve the Nelson and Siegel (1987) factor loading structure in the yield function, the

risk-neutral (or Q-) dynamics of the state variables are given by the stochastic differential

equations®
L,Q
dL, 0 0 0 L, AW,
as; |=10 —x A S, |dt+3| aw? |, (3)
dc, 0 0 —A C, aw

where Y is the constant covariance (or volatility) matrix.* Based on this specification of the

Q-dynamics, zero-coupon bond yields preserve the Nelson-Siegel factor loading structure as

1 —e™ L—e ™ A(r)
yt(T)—Lt—l-(?)St—F(T—e >Ct— - N (4)

3As discussed in Christensen et al. (2011), with a unit root in the level factor, the model is not arbitrage-
free with an unbounded horizon; therefore, as is often done in theoretical discussions, we impose an arbitrary
maximum horizon.

*As per Christensen et al. (2011), ¥ is a diagonal matrix, and 09 is set to zero without loss of generality.



where the yield-adjustment term is given by

A(T) o2 5 o1 Ll—e™ 1 1—e27
6 ”22[@‘%?*@?]
1 1 1 3 5 1—e 22 21—
2 Y —2X —2X
+”33[W+Ve T_ﬁm T_We TJFWf_Ff

So far, the description of the CV model has relied solely on the dynamics of the state
variables under the Q-measure used for pricing. However, to complete the description of
the model and to implement it empirically, we will need to specify the risk premiums that
connect the factor dynamics under the Q-measure to the dynamics under the real-world (or
historical) P-measure. It is important to note that there are no restrictions on the dynamic
drift components under the empirical P-measure beyond the requirement of constant volatility.
To facilitate empirical implementation, we use the essentially affine risk premium specification
introduced in Duffee (2002). In the Gaussian framework, this specification implies that the

risk premiums I'; depend on the state variables; that is,

Iy = 70 +/71Xt7

where 79 € R3 and v! € R3*? contain unrestricted parameters. Thus, the resulting unre-

stricted three-factor CV model has P-dynamics given by

st /Q]{Dl K/]{Dz K/]{Dg 9]{1) Lt thLJP
ds, | =1 k5 k5, ki 8 | -1 s | |dt+s| aw® |.  (5)
dc, kB kB, KBy oF Cy dw

This is the transition equation in the Kalman filter estimation.

B.2.2 The SV Model

Financial time series, such as interest rates and bond yields, have been shown to have time-
varying volatility, which is a feature not often incorporated into arbitrage-free term structure
models; see Andersen and Benzoni (2010) for further discussion. To address this concern,
Christensen et al. (2014) develop a general class of AFNS models that incorporate spanned
stochastic volatility. To distinguish between the various types of models, we use the notation

outlined in Dai and Singleton (2000) for classifying affine term structure models, such that



the CV model is within the Ay(3) class of models that do not have volatility dynamics. As
detailed in Christensen et al. (2014), there are several possible volatility specifications within
their three-factor framework.

For our analysis, we choose an Aj(3) volatility specification that incorporates stochastic
volatility based on the level factor. For this stochastic volatility (SV) model, the state vector
and instantaneous risk-free rates are the same as before. To preserve the Nelson-Siegel factor
loading structure and impose our volatility specification, the Q-dynamics of the state variables

are given by

dL, KZ 00 02 Ly
as; | =1 0 X =i 0 |—| S ||at (6)
dc, 0 0 A 0 C,
o 0 0 VI 0 0 aw-@
+ 1 091 099 0 0 VI+pBaL: 0 dw;>2
031 032 033 0 0 V14 Ba1Ly dw

The representation of the zero-coupon bond yield function becomes®

Q

1—e 1—e A(T' K )
— Q - - - " AT _ N\
y(7T) = g(/{L)Lt + ( gy > Sy + < e e > Cy . , (7)

where gV (/{%) is a modified loading on the level factor. Note that the slope and the curvature
factor preserve their Nelson-Siegel factor loadings exactly, although the structure of the yield-
adjustment term A(7; KJ(%) /7 is different than before.%

To link the risk-neutral and real-world dynamics of the state variables, we here use the
extended affine risk premium specification introduced by Cheridito et al. (2007), as per

Christensen et al. (2014). The maximally flexible affine specification of the P-dynamics is

thus

5In our implementation, we fix /{% = 1079 to get a close approximation to the uniform level factor loading
in the CV model.

SNote that both g(kc%) and A(T;H%) must be calculated numerically by solving a system of ODEs, see
Christensen et al. (2014) for details.



st Hlfl 0 0 Qlf Lt

as | = | o o ||| || s || ®
dCy K3 Ky Ka 05 C,
on 0 0 VL 0 0 AW E
| om om0 0 VIFAL 0 aws*
031 032 033 0 0 VIF B3l thCJP’

To keep the model arbitrage-free, the level factor must be prevented from hitting the lower
zero-boundary. This positivity requirement is ensured by imposing the Feller conditions under

both probability measures, which in this case are two; that is,
P 1 o 6 20 1 2

B.2.3 The GCV Model

The main in-sample problem with the regular Nelson-Siegel model is that, for reasonable
choices of A (which are empirically in the vicinity of 0.5 for U.S. Treasury yield data), the
factor loading for the slope and the curvature factor decay rapidly to zero as a function of
maturity. Thus, the model mostly relies on the level factor for its fit to yields with ten years
or more to maturity. Empirically, this limitation shows up as a lack of fit of the long-term
yields, as described in Christensen et al. (2011).

For this reason we also consider a generalized AFNS model introduced in Christensen et
al. (2009) that includes an additional slope and curvature factor. Since this model is also
characterized by constant volatility and represents a generalization of the CV model, we refer
to it as the GCV model.

In this class of models, the vector of state variables is X; = (L, St, S?,C}, C?), while the

instantaneous risk-free rate is defined by
Tt:Ltﬁ-Stl—i-Stz.

To generate the appropriate Nelson and Siegel (1987) factor loading structure in the yield
function, the risk-neutral (or @Q-) dynamics of the state variables are given by the stochastic

differential equations



dL, 0O 0 0 0 0 L aw e

ds! 0 -A 0 A 0 Sl aws 2

dStQ = 0 0 -2 0 Ao St2 dt+ X thS2)Q ;A > A2 >0, (10)
1 1 che

dc 0 0 0 =Ax 0 C; aw;

tlen 0 0 0 0 -\ C? aw e

where we continue to assume that X is a diagonal matrix.

In this model, zero-coupon bond yields are given by

_ 1—67/\17— 1 1—67/\27— 2 1—67)\17— —\iT 1 1—67/\27— —AoT 2 AG(T)
)= 1w S A T g e e [ e - A0,
G
where 4 T(T) represents a generalized yield-adjustment, see Christensen et al. (2009) for
details.

Similar to the CV model, the description of the GCV model is completed by specifying the
risk premiums that connect the factor dynamics under the Q-measure to the dynamics under
the real-world (or historical) P-measure. To facilitate empirical implementation, we continue
to use the essentially affine risk premium specification introduced in Duffee (2002). In the
Gaussian framework, this specification implies that the risk premiums I'; take the following
form

Iy = 70 +/71Xt7

where 7° € R® and 4! € R>*® contain unrestricted parameters.

Thus, the resulting unrestricted five-factor GCV model has P-dynamics given by

P P P P P P L,P
dL, K11 Kia Kiz Kia Kis 01 L dW;
1 P P P P P P 1 stp
dS; Kg1 Kaa Rasz KRaq Kas 05 h aw;
_ S2 P
dS | = | ka1 K Kz Ky kg o5 | —| St dt+X | dw; - (12)
1 P P P P P P 1 chp
dCy Ka1  KRaz Rz Kga  Kys 04 C; aw;
2 P P P P P P 2 c?p
dCy Ks1  Ks2 Rs3z HKsa  Kss 05 Ci dw,

This is the transition equation in the Kalman filter estimation.
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KP | KF KT, KT, gF >
KT [ 0.0141 0 0 0.0368 || 11 | 0.0030
(0.0379) (0.0068) (0.0001)
K§. 0 0.1923 0 -0.0267 || o2 | 0.0078
(0.1326) (0.0072) (0.0002)
KE. 0 0 0.8351 || -0.0116 || o33 | 0.0174
(0.2720) || (0.0046) (0.0010)

Table 1: Estimated Parameters for the CV Model

The table shows the estimated parameters of the KT matrix, 6° vector, and diagonal ¥ matrix for the CV

model with independent factors. The estimated value of A is 0.2383 (0.0029). The maximum log likelihood

value is 30,733.89. The numbers in parentheses are the estimated parameter standard deviations.

K' | K') KT, KTy oF by 3
K} | 0.0092 0 0 0.0332 || o1 | 0.0162 | Bi1 n.a.
(0.0253) (0.0063) (0.0003)
K3 0 0.2284 0 -0.0220 || 092 | 0.0002 || Bo1 | 36,616
(0.1591) (0.0061) (0.0000) (167.5)
Ky 0 0 0.7802 || -0.0112 || o33 | 0.0161 | Bs1 | 0.0005
(0.2665) || (0.0043) (0.0024) (6.7833)

Table 2: Estimated Parameters for the SV Model

The table shows the estimated parameters of the K* matrix, 6° vector, diagonal ¥ matrix, and 8 vector for
the SV model with independent factors. The estimated value of A is 0.2771 (0.0033), while the estimated value
of 9(% is 131.4 (170.7). The maximum log likelihood value is 30,629.52. The numbers in parentheses are the

estimated parameter standard deviations.

B.3 Model Estimation Results

In this section, we describe the results obtained when estimating the CV, SV, and GCV models
on the sample of Swiss Confederation bond prices. We stress up front that, to minimize the
computing time in the simulation study, we only consider the most parsimonious specification
of each model where all factors are independent, which is without loss of generality for our
conclusions.

Table 1 reports the estimated parameters for the CV model, which is the arbitrage-free
equivalent of the DNS model. We note the usual pattern that the level factor is the most
persistent and least volatile factor, the curvature factor is the most volatile and least persistent
factor, and the slope factor has dynamic properties in between those two extremes. Finally,
the estimated value of A is close to 0.25, which is notably lower than the value estimated with
the DNS model.

Table 2 reports the estimated parameters for the SV model. Mostly, the estimated dy-
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K| K& KF, KT, KT, KT oF )y

KT. | 0.0083 0 0 0 0 0.0406 || 011 | 0.0026
(0.0265) (0.0087) (0.0001)

K}, 0 1.7693 0 0 0 0.0037 || a2 | 0.0198
(0.4114) (0.0281) (0.0012)

K% 0 0 0.1665 0 0 -0.0286 || o33 | 0.0089
(0.1320) (0.0104) (0.0005)

K% 0 0 0 0.3890 0 -0.0106 || ous | 0.0253
(0.2340) (0.0174) (0.0022)

K?, 0 0 0 0 0.2927 || -0.0074 || 055 | 0.0159
(0.1499) || (0.0113) (0.0010)

Table 3: Estimated Parameters for the GCV Model

The table shows the estimated parameters of the KT matrix, 6° vector, and diagonal ¥ matrix for the GCV
model with independent factors. The estimated value of A1 is 2.5507 (0.0629), while the estimated value of
Az is 0.1648 (0.0037). The maximum log likelihood value is 31,710.10. The numbers in parentheses are the

estimated parameter standard deviations.

namic parameters are very similar to those obtained for the CV model. Specifically, it remains
the case that the level factor is the most persistent and least volatile factor, the curvature
factor is the most volatile and least persistent factor, and the slope factor has dynamic prop-
erties in between those two extremes. Finally, the estimated value of X is also close to the
value obtained for the CV model.

Table 3 reports the estimated parameters for the GCV model. We note that the estimated
values of A1 and Ay are above and below, respectively, the values obtained for the CV and
SV models. This means that the first pair of slope and curvature factors is used to fit the
short end of the yield curve, while the second pair is used to improve the fit of medium- and
longer-term yields. Furthermore, the level factor remains very persistent and with dynamic
properties similar to those observed in the other two models.

Table 4 contains the summary statistics for the fitted errors of the three arbitrage-free
models used in the simulation exercise with a comparison to the fit obtained with the DNS
model. First, we note that the DNS, CV, and SV models all give a very similar fit to the
data across the entire cross section of bond prices. Most surprisingly, this also holds for the
two 50-year bonds. Thus, the arbitrage-free models are not able to exploit the additional
yield-adjustment term in their discount functions to improve the fit of long-term bond prices.
This is also consistent with the findings reported by Christensen et al. (2011).

Second, it is not a surprise that the GCV model with its five state variables is able to
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Confederation bond DNS model CV model SV model GCV model
Mean | RMSE Mean | RMSE Mean | RMSE Mean | RMSE
(1) 6.75% 1/22/1999 10.53 16.52 11.02 17.03 10.85 16.86 9.68 15.06
(2) 6.25% 3/15/1999 5.14 17.08 5.55 17.21 5.42 17.26 5.26 15.99
(3) 6.25% 7/15/1999 652 | 1825 || -6.42 | 1830 || -6.49 | 18.30 || -3.59 | 13.41
(4) 6.25% 7/15/2000 3.12 17.36 2.14 18.06 2.39 17.84 4.29 15.30
(5) 6.5% 2/5/2002 4.35 9.07 3.97 8.77 4.03 8.83 2.26 6.06
(6) 6.5% 4/10/2004 1.51 8.19 1.61 8.29 1.69 8.24 0.38 6.59
(7) 6.75% 6/11/2003 2.49 8.73 2.19 9.37 2.37 9.16 1.59 6.91
(8) 7% 7/9/2001 226 | 7.70 164 | 7.73 175 | 7.63 042 | 6.36
(9) 7% 9/10,/2003 319 | 1226 || 3.06 | 12.25 || 321 | 1226 || 276 | 9.98
(10) 6.25% 11/5/2004 4.48 9.35 4.72 9.61 4.75 9.59 3.91 7.80
(11) 6.25% 1/7/2003 2.32 8.33 1.58 8.79 1.87 8.62 1.35 5.98
(12) 5.25% 2/11/1998 -4.12 12.51 -3.27 14.08 -3.52 13.64 -4.32 11.00
(13) 5% 3/11/2000 -4.40 11.28 -5.09 11.46 -4.91 11.36 -2.61 10.36
(14) 4.5% 4/8/2006 196 | 636 || -140 | 674 | -147 | 657 || -179 | 471
(15) 4.5% 6/10,/2000 -5.14 10.85 -6.06 10.78 -5.84 10.75 -4.18 10.74
(16) 4.5% 7/8/2002 -2.67 8.85 -3.41 9.41 -3.19 9.25 -3.59 5.67
(17) 4.5% 10/7/2004 -1.89 5.92 -1.56 5.95 -1.53 5.92 -2.77 4.98
(18) 4.25% 1/6/2014* 1.39 6.26 2.41 8.00 1.82 7.65 3.57 5.75
(19) 4% 3/10/1999 -9.48 13.91 -8.88 13.51 -9.12 13.68 -9.35 14.49
(20) 5.5% 10/7/2001 0.94 10.62 0.35 10.24 0.40 10.29 -1.28 7.79
(21) 5% 11/10/1996 2153 | 12,60 || -4.05 | 1745 || -2.75 | 1569 || 091 | 6.04
(22) 5.5% 1/6/2005 -0.41 6.17 -0.02 6.20 -0.01 6.20 -1.08 4.57
(23) 4.25% 1/8/2008 -2.73 8.12 -1.59 7.38 -1.82 7.66 -1.49 4.98
(24) 4.5% 6/10/2007 268 | 747 || -1.86 | 711 || -1.95 | 7.13 || -124 | 4.44
(25) 4.25% 6/5/2017* 1.45 5.91 -0.42 5.85 -0.24 6.12 2.54 4.81
(26) 3.5% 8/7/2010 -1.05 | 957 074 | 9.69 007 | 9.74 2.05 | 8.44
(27) 3.25% 2/11/2009 2.33 13.32 3.97 13.35 3.54 13.40 1.86 5.65
(28) 4% 2/11/2023T 5.62 9.44 3.34 8.24 3.83 8.74 1.77 5.99
(29) 4% 4/8/2028" 700 | 1044 || 443 | 9.30 523 | 9.80 163 | 772
(30) 4% 1/6/2049>< 1.14 12.47 3.96 11.46 4.05 13.33 2.29 7.50
(31) 2.75% 6/10/2012 -3.64 8.00 -2.18 7.95 -2.84 8.28 -1.08 4.57
(32) 4% 2/11/2013 -0.06 6.05 1.36 6.94 0.73 7.03 2.19 4.00
(33) 4% 6/10/2011 0.33 7.08 2.17 7.36 1.54 7.38 2.01 6.15
(34) 3.75% 6/10/2015 -1.28 4.68 -1.10 5.25 -1.44 5.36 0.92 3.67
(35) 3% 1/8/2018 -0.39 5.15 -2.00 5.79 -1.71 6.02 0.13 4.17
(36) 2.5% 3/12/2016 -2.98 5.32 -3.37 6.00 -3.36 6.17 -1.32 4.39
(37) 3.5% 4/8/2033" -1.40 6.48 -2.71 8.06 -2.32 7.92 -3.26 7.89
(38) 3% 5/12/2019 -0.48 5.59 -2.19 6.29 -1.74 6.46 -1.42 4.48
(39) 1.75% 11/5/2009 -13.75 26.99 -12.62 27.31 -13.00 27.36 -12.50 18.13
(40) 2.25% 7/6/2020 0.48 4.88 -1.04 5.00 -0.50 5.19 -1.70 4.23
(41) 2% 10/12/2016 -3.82 6.50 -5.00 7.44 -4.71 7.36 -2.32 5.86
(42) 2% 11/9/2014 -8.88 13.19 -7.84 13.83 -8.26 13.71 -6.96 11.47
(43) 2.5% 3/8/2036" 597 | 874 || 628 | 888 | -6.22 | 933 | -550 | 7.89
(44) 3.25% 6/27/2027* | 4.61 | 7.38 419 | 7.61 452 | 7.90 1.06 | 4.63
(45) 2% 4/28/2021 120 | 4.42 070 | 4.11 106 | 447 || -1.70 | 3.63
(46) 2% 5/25/2022 1.68 4.27 2.10 4.09 2.28 4.46 -0.94 3.23
(47) 2.25% 6/22/2031* | 0.70 | 3.45 034 | 4.07 076 | 435 | -1.49 | 3.62
(48) 1.5% 4/30/2042% | -9.33 | 11.03 || -10.92 | 11.57 || -10.65 | 11.81 || -7.32 | 7.82
(49) 1.25% 6/11/2024 0.84 4.69 2.39 4.51 2.41 4.94 -1.69 3.27
(50) 1.25% 6/27/2037" | -6.11 | 7.5 || -7.85 | 824 || -7.04 | 779 || -628 | 6.75
(51) 1.5% 7/24/2025 138 | 4.76 338 | 5.14 326 | 533 | -041 | 240
(52) 1.25% 5/28/2026 -1.20 2.34 1.13 2.39 0.93 2.28 -0.55 2.23
(53) 2% 6/25/2064>< -5.88 9.20 -0.06 8.22 -7.38 12.05 -0.82 6.43
(54) 0.5% 5/27/2030 -4.67 4.95 -3.34 3.44 -2.56 2.90 -3.96 4.13
All yields -0.10 9.42 -0.16 9.59 -0.15 9.71 -0.15 7.39
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January 29, 2016. All numbers are measured in basis points.

Table 4: Summary Statistics of Fitted Errors of Swiss Confederation Bond Yields
The table shows the mean fitted errors and the root mean-squared fitted errors (RMSE) of the yield to
maturity for individual Swiss Confederation bonds according to the independent-factors DNS, CV, SV, and
GCV models estimated with all available Swiss Confederation bonds. Asterisk * indicates twenty-year bonds,
dagger 1 indicates twenty-five-year bonds, plus + indicates thirty-year bonds, and cross X indicates fifty-year
bonds whose fit is highlighted in bold. The data are monthly and cover the period from January 29, 1993, to




outperform the other models at fitting the entire cross section of bond prices, which is similar

to the results reported in Christensen et al. (2009).

B.4 Details of the Simulations

To keep things simple, the simulation exercise is centered around the independent-factors
specification of each model described above. Thus, it is these specifications and their estimated
parameters reported in Tables 1 to 3 that we use in the simulations.

Based on those estimated parameters for each model, we first simulate N = 100 sample
paths for the state variables observed at a monthly frequency for ten years. In a second step,
these simulated factor paths are converted into standard zero-coupon yields for the CV, SV,
and GCV models using equations (4), (7), and (11), respectively. The simulated yield samples
contain zero-coupon yields with a total of 12 maturities: 0.25, 0.5, 1, 2, 3, 5, 7, 10, 15, 20, 30,
and 50 years. A Gaussian i.i.d. measurement error with zero mean and a standard deviation
o. of 10 basis points is added to each simulated yield. Note that, to make the exercises across
models as comparable as possible, it is the same set of simulated Gaussian 4.i.d. measurement
errors that is used in each type of simulated yield data independent of the simulated model.
Since the measurement equation for zero-coupon yields within the three model classes and
the DNS model is affine, it follows that the model estimations based on the simulated yield
samples can be performed with the standard Kalman filter unlike the estimations based on
the actual bond price data that require nonlinear filtering.

We now turn to the details of the simulation of the factor paths. The continuous-time

P-dynamics in affine models are, in general, given by
dX; = KP(6" — X;)dt + XD (X;)dW; .

For both restricted square-root processes and unconstrained processes the continuous-time
dynamics can be approximated using the Euler approximation.” To exemplify, for a restricted

square-root process,

dX; = k5 (0F — X})dt + k505 — X7)dt + 0y3n/ XjdW, ™,

"Thompson (2008) is an example.
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the algorithm is
Xi = Xi_y + w508 — X)) At + k5 (05 — X7 ) At + 0/ X} VAL, 2l ~ N(0,1).

We fix At at a uniform value of 0.0001 to get a close approximation to the true factor dynamics.
In the SV model, Feller conditions are imposed in the model estimations, which ensures that
its parameter set used in the simulations satisfy all nonnegativity requirements, so the “true”
underlying continuous-time process never becomes negative P-a.s. However, for the discretely
observed process above, there is always a positive, but usually very small probability that
the approximation will become negative. Whenever this happens, we truncate the simulated
square-root processes at zero similar to what we do in the estimation of the SV model.

As for the starting point of the simulation algorithm, Xy, we could draw that from the
unconditional joint distribution of the state variables in the CV and GCV models thanks to
their Gaussian dynamics. However, for the SV model and for affine models in general, we
do not know the unconditional distribution of the state variables. Therefore, to keep our
approach amenable to affine and non-affine models in general, we take the estimated value of
the state variables at the end of the Swiss bond price sample and use them as the starting
point to simulate the models according to the algorithm above for 100 years. This effectively
gives us random draws from the joint unconditional distribution of X; within each model.

Now, we use the IV simulated samples of zero-coupon yields as input into a corresponding
number of Kalman filter estimations. In each case, we use the true parameters as the starting
point for each optimization. Since we are estimating the true model using the true parameters
as the starting point for each optimization, this provides us with a clean read of the properties
of the standard Kalman filter as an estimator, not impacted by any errors related to model
misspecification.

In the final step, we use the N simulated samples of zero-coupon yields as input into
a corresponding number of Kalman filter estimations based on the DNS model, which is
misspecified by construction. However, by comparing the results to those obtained from
estimations of the true model that generated the data we get a very direct read of the potential
bias involved in using the DNS model for yield extrapolations subject to various types of
model misspecifications. First, by comparing to the CV model results, we can assess whether

it matters to enforce theoretical consistency in the form of absence of arbitrage. Second,
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when we compare to the SV model results, we can further assess to what extent it matters to
account for stochastic volatility in yields. Finally, the comparison to the GCV model results

can speak to the importance of having the correct number of state variables.

B.5 CV Model Results

To begin, we analyze the results we get from the N samples simulated based on the CV
model. For each sample we perform three estimations, one based on the CV model using all
12 yields, one based on the CV model using only yields with maturities up to 7y,q., and one
based on the DNS model using only yields with maturities up to T4z

In Figure 1, each panel shows the mean fitted error of the 50-year yield from the three
model estimations for all N samples. First, we focus on the black lines, which are identical
in all three panels and show the mean fitted errors for the 50-year yield when that yield
is included in the model estimations. It is practically zero in all simulations, which shows
that the CV model has no difficulty in fitting the 50-year yields in sample. Second, we note
that when the maximum maturity used in the CV model estimation is reduced, the mean
extrapolation error of the 50-year yield can fluctuate notably across samples as indicated by
the variation in the solid blue lines. Still, it is the case that the fluctuations happen around
the zero-line, so in expectation the mean fitted error is close to zero. Finally, it is noted
that the mean fitted errors of the 50-year yield from the DNS model are downward biased,
and more so the shorter the maximum yield maturity used in the model estimation, that is,
the fitted 50-year yields implied by the DNS model are systematically above the simulated
50-year yields. This bias arises thanks to the shape of the yield-adjustment term @ in the
CV model, which becomes increasingly negative as the maturity goes to infinity. Since the
DNS model does not contain such a term, its extrapolated 50-year yield is essentially a flat
extrapolation of the estimated value of the level factor, which is anchored near the level of
the longest observed yield maturity. As a consequence, the fitted 50-year yield from the DNS
model will naturally embed the effect from the yield-adjustment term when the maximum
maturity of the observed yields approaches 50 years. This drives the bias towards zero as the
longest yield maturity included in the model estimation approaches 50 years.

In terms of magnitude, the average of the mean extrapolation error of the fitted 50-year
yields across the N simulations is -0.39%, -0.30%, and -0.24%, when the maximum yield

maturity used in the model estimation is 10 years, 20 years, and 30 years, respectively. Once
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Figure 1: Extrapolation Errors in CV Model Simulations

Illustration of the mean fitted error of the simulated 50-year yield from the CV model. Each figure contains
results from three model estimations: (1) the CV model estimated with all simulated bond yields, (2) the
CV model estimated with a maximum maturity of the simulated yields as indicated, and (3) the DNS model

estimated with a maximum maturity of the simulated yields as indicated.

this bias is compared with the general variation in yield levels, which is orders of magnitude
larger as we demonstrate in Section 6 in the paper, it follows that the DNS model generates
what must be considered reliable extrapolated 50-year yields, even if only yields with at most

ten years to maturity are used in the model estimation.

B.6 SV Model Results

In this section, we analyze the results we get with the simulated samples from the SV model.
As in the previous section, we perform three estimations for each sample, one based on the
SV model using all 12 yields, one based on the SV model using only yields with maturities
up to a given Ty,4:, and one based on the DNS model using only yields with maturities up to
the same given 7,,42.

In Figure 2, each panel shows the mean fitted error of the 50-year yield from the three
model estimations for all N samples. In this case, it is striking that there is practically no
bias in the extrapolated 50-year yields from the DNS model. The average of the mean fitted
50-year yield extrapolation errors are -0.04%, -0.03%, and -0.03%, when the maximum yield
maturity used in the model estimation is 10 years, 20 years, and 30 years, respectively. Thus,
if the SV model happens to be the true model generating the yields we observe, relying on
the DNS model for the calculation of extrapolated 50-year yields would imply almost no bias
on average, even if only 10-year yields are used in the model estimation. This reinforces the

results we got from the simulated yield samples based on the CV model.
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Figure 2: Extrapolation Errors in SV Model Simulations

Illustration of the mean fitted error of the simulated 50-year yield from the SV model. Each figure contains
results from three model estimations: (1) the SV model estimated with all simulated bond yields, (2) the
SV model estimated with a maximum maturity of the simulated yields as indicated, and (3) the DNS model

estimated with a maximum maturity of the simulated yields as indicated.
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Figure 3: Extrapolation Errors in GCV Model Simulations

Tllustration of the mean fitted error of the simulated 50-year yield from the GCV model. Each figure contains
results from three model estimations: (1) the GCV model estimated with all simulated bond yields, (2) the
CV model estimated with a maximum maturity of the simulated yields as indicated, and (3) the DNS model

estimated with a maximum maturity of the simulated yields as indicated.

B.7 GCV Model Results

In this section, we analyze the results we get from the samples simulated based on the esti-
mated GCV model. As in the previous section, we perform three estimations for each sample,
one based on the GCV model using all 12 yields, one based on the GCV model using only
yields with maturities up to a given 7,,4,, and one based on the DNS model using only yields
with maturities up to the same given 7,4,

In Figure 3, each panel shows the mean fitted error of the 50-year yield from the three
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model estimations for all N samples. With both 20 years and 30 years as the maximum
maturity there is only modest bias in the 50-year yields extrapolated from the DNS model.
Furthermore, they are only slightly larger and more volatile than the extrapolation errors
observed for the true model. It is only if we limit the sample to yields with at most 10 years
to maturity that the extrapolation errors start to be very erratic. Thus, we take these results
to show that the DNS model is also able to generate reliable extrapolated long-term yields if
the GCV model happens to be the model that generates the yields we observe.

In terms of magnitude, the average of the mean extrapolation error of the fitted 50-year
yields across the N simulated samples is 0.34%, -0.06%, and -0.13%, when the maximum yield

maturity used in the model estimation is 10 years, 20 years, and 30 years, respectively.

B.8 Summary

To summarize the results from the simulation study, we find that under realistic conditions
where the DNS model is estimated with yields with maturities up to 30 years, it is able to
produce extrapolated long bond yields with only a small bias, and this holds for all three
arbitrage-free affine dynamic term structure models considered. Furthermore, even if only
bonds of shorter maturity than thirty years are available, the DNS model will still produce

extrapolated long bond yields with little bias in most cases.

C Additional Results for Canada

In this appendix, we report additional results for the sample of Canadian government bond
prices described in Section 4.1 of the paper.

Figure 4 shows the individual fitted error series for each bond’s bond yield to maturity
based on the DNS model estimated using all available bonds, while Tables 5 and 6 report the
mean and RMSE for each of the 105 bonds in the sample.

C.1 Interest Rate Scenarios Using the Canadian Data

The estimated parameters of the unconstrained DNS model of Canadian government bond
prices are reported in the last two columns of Table 4 in the paper. The model fit is reported
in the last two columns of Table 5 of the paper. For all bonds combined, the RMSE is 6.81

basis points.
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Bond

Max 10 years

Max 30 years

Max 50 years

Mean | RMSE Mean | RMSE || Mean | RMSE
(1) 10.5% 3/15/20217 | 5.86 | 13.32 || 4.05 | 808 | 392 | 8.05
(2) 9.75% 6/1/2021F | 3.69 | 1148 || 1.87 | 553 174 | 552
(3) 9.25% 6/1/20227 | 4.69 | 122 283 | 6.08 2.74 | 6.05
(4) 8% 6,/1/2023" 446 | 1096 || 262 | 471 258 | 4.68
(5) 9% 6,/1,/2025" 6.3 | 12.96 || 458 | 629 || 462 | 6.31
(6) 8% 6/1/2027F 412 | 13.42 2.6 5.71 2.74 | 5.82
(7) 5.75% 6/1/2029% | -1.25 | 1564 || -248 | 9.01 | -225 | 9.12
(8) 4.5% 6/1/2001 197 | 39 1.9 3.67 183 | 36
(9) 5% 9/1/2004* 3.37 6.15 3.02 6.32 3.04 6.23
(10) 5.25% 12/1/2001 | 4.6 | 7.76 3.9 6.92 381 | 6.82
(11) 5.5% 6/1/2010 158 | 524 086 | 599 | 084 | 594
(12) 6% 9/1/2005* 2.42 5.66 1.08 5.4 1.16 5.33
(13) 5.75% 6/1,/2002 0.41 9.45 -0.06 9.63 -0.17 9.55
(14) 6% 6/1/20111 124 | 354 0.8 539 || 077 | 535
(15) 6% 12/1/2002 506 | 8.84 44 | 1042 || -4.41 | 10.42
(16) 5.75% 9/1/2006* | 2.26 3.9 1.04 4.2 1.14 4.2
(17) 5.75% 6/1/2003 | -2.94 | 674 || -1.81 | 818 | -1.86 | 8.1
(18) 5% 12/1,/2003 019 | 6.88 114 | 915 104 | 89
(19) 5.75% 6/1/2033" | -4.47 | 19.14 || -4.42 | 10.76 || -4.03 | 10.92
(20) 5.25% 6/1/2012" | 1.15 | 3.67 1.5 3.55 145 | 3.54
(21) 4.5% 9/1/2007* 178 | 3.75 078 | 3.63 | 085 | 365
(22) 3.5% 6/1/2004 0.29 6.09 0.8 7.47 0.74 7.28
(23) 4.25% 12/1/2004 -1.93 3.34 -2.17 4.24 -2.11 4.15
(24) 5.25% 6/1/2013Jr 0.84 4.01 0.45 3.5 0.4 3.55
(25) 4.25% 9/1/2008* | 1.17 | 3.27 021 | 3.02 0.2 3.02
(26) 3.5% 6/1/2005 458 | 616 || -5.21 | 723 | -5.11 | 7.05
(27) 3% 12/1/2005 323 | 431 || 421 | 585 | -411 | 5.7
(28) 5% 6/1/20141 027 | 381 || -027 | 468 | -031 | 4.73
(29) 4.25% 9/1/2009 | 1.08 | 4.98 0.68 | 4.92 064 | 4.84
(30) 3% 6/1/2006 -4.34 5.8 -4.99 7.07 -4.87 6.94
(31) 3.25% 12/1/2006 0.28 3.02 0.64 3 0.72 3.01
(32) 5% 6,/1/2037" 461 | 168 || -6.99 | 1356 | -64 | 13.65
(33) 4.5% 6/1/2015" 07 | 272 || 242 | 57 243 | 581
(34) 4% 9/1/2010* -1.78 5.29 -1.73 5.25 -1.68 5.27
(35) 3% 6,/1,/2007 008 | 2.12 0.28 2.5 033 | 2.58
(36) 2.75% 12/1/2007 | -1.99 3.91 -1.9 4.56 -1.85 4.57
(37) 4% 6/1/2016Jr -0.58 2.83 -3.04 6.86 -3.08 6.94
(38) 3.75% 9/1/2011* | 1.28 | 3.26 1.3 3.73 135 | 377
(39) 3.75% 6/1/2008 | -02 | 3.14 || -041 | 352 | -044 | 3.44
(40) 4.25% 12/1/2008 | -0.81 3.86 -1.54 5.05 -1.55 5.13
(41) 4% 6/1/2017Jr -0.53 3.05 -3.37 7.05 -3.51 7.18
(42) 3.75% 6/1/2012* | 1.88 | 3.47 132 | 317 1.35 | 3.26
(43) 3.75% 6/1,/2009 -1.12 3.54 -1.45 4.01 -1.55 3.99
(44) 4.25% 12/1/2009 1.78 9.62 1.9 9.39 1.87 9.25
(45) 4.25% 6/1/2018" | 0.33 | 3.14 || -339 | 6.6 364 | 6.73
(46) 3.75% 6/1/2010 | -1.74 | 629 || -0.73 | 6.48 | -0.66 | 6.36
(47) 3.5% 6/1/2013" 1.67 3.79 -0.51 4.52 -0.47 4.63
(48) 2.75% 12/1/2010 | -6.26 | 9.1 544 | 932 || -5.36 | 9.33
(49) 4% 6,/1/2041" 871 | 2096 || -12.96 | 19.4 12| 19.24
(50) 3.75% 6/1/2019T 0.33 3.32 -3.81 6.15 -4.13 6.33
(51) 3% 6/1/2014" 056 | 288 || -0.64 | 544 | -0.61 | 5.51
(52) 1.25% 6/1/2011 | -4.75 | 6.37 || -3.81 | 612 | -3.79 | 6.16
(53) 2% 12/1/2014* 072 | 203 16 49 15 | 4.96
(54) 1% 9/1/2011 313 | 4.06 || -255 | 392 || -255 | 3.92
(55) 2% 9/1/2012 1.89 | 464 118 | 532 124 | 5.46
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Table 5: Summary Statistics of Fitted Errors of Canadian Government Bond

The mean fitted errors and the root mean-squared fitted errors (RMSE) of the yield to maturity for individual
Canadian fixed-coupon government bonds according to the DNS model estimated on samples with varying
maximum bond maturity. Asterisk * indicates five-year bonds, dagger t indicates ten-year bonds, plus +

indicates thirty-year bonds, and cross x indicates fifty-year bonds. All numbers are measured in basis points.




Bond Max 10 years Max 30 years Max 50 years
Mean | RMSE Mean | RMSE Mean | RMSE
(56) 1.25% 12/1/2011 -2.18 3.75 -1.57 3.42 -1.6 3.52
(57) 3.5% 6/1/20201 0.24 2.86 -3.26 4.68 -3.59 4.93
(58) 1.5% 3/1/2012 -1.72 3.28 -1.35 34 -1.39 3.57
(59) 2.5% 6/1/2015* -1.21 2.71 -1.98 4.89 -1.86 4.91
(60) 1.75% 3/1/2013 0.7 3.04 -0.62 5.13 -0.53 5.29
(61) 1.5% 6/1/2012 -1.33 3.74 -1.08 4.4 -1.1 4.56
(62) 3% 12/1/2015* -0.07 2.25 -0.64 4.4 -0.54 4.42
(63) 2.5% 9/1/2013 1.14 2.17 -0.08 3.08 0.02 3.19
(64) 3.25% 6,/1/20217 -0.68 247 -3.92 5.32 -4.22 5.58
(65) 1.5% 12/1/2012 -0.71 2.87 -2.33 6.46 -2.29 6.67
(66) 2% 6/1/2016* -1.09 3.1 -1.74 5.61 -1.68 5.56
(67) 2% 3/1/2014 0.6 1.29 1.13 2.51 1.23 2.55
(68) 2% 8/1/2013 -0.69 2.91 -2.1 5.88 -2.02 6.07
(69) 2.75% 9/1/2016" 0.18 2.37 -0.39 4.6 -0.35 4.58
(70) 2.25% 8/1/2014 0.21 2.12 1.51 3.46 1.63 3.57
(71) 3.5% 12/1/2045" -8.6 21.03 -9.57 11.01 -8.06 10.05
(72) 1.5% 11/1/2013 -0.44 1.69 -0.59 3.23 -0.51 3.36
(73) 2.75% 6/1/20221 1.06 2.23 -3.03 5.09 -3.25 5.24
(74) 1.5% 3/1/2017* -1.18 3.17 -1.26 4.84 -1.32 4.88
(75) 1% 2/1/2014 -0.33 1.04 0.77 2.13 0.83 2.21
(76) 1% 2/1/2015 -0.6 1.69 0.74 2.99 0.94 3.05
(77) 0.75% 5/1/2014 -0.57 1.64 1.6 2.53 1.67 2.65
(78) 1.5% 8/1/2015 -0.69 3.29 0.02 5.55 0.23 5.51
(79) 1.5% 8/1/2017* 1.31 3.18 1.48 4.31 1.32 4.29
(80) 1% 11/1/2014 0.01 1.19 1.86 2.83 2.03 2.96
(81) 1.5% 6/1/2023% -0.01 3.23 -4.2 5.47 -4.26 5.52
(82) 1.25% 2/1/2016 -1.03 3.48 -0.99 5.64 -0.79 5.52
(83) 1.25% 3/1/2018" 0.71 3.59 0.7 4.51 0.43 4.53
(84) 1% 5/1/2015 -1.24 2.65 -1.01 3.15 -0.78 3.09
(85) 1% 8/1/2016 -1.52 3.81 -2.34 6.7 -2.2 6.56
(86) 1.25% 9/1/2018" 0.56 4.18 0.38 4.55 0.02 4.61
(87) 2.5% 6/1/2024% 0.28 2.33 -1.64 4.65 -1.44 4.51
(88) 1% 11/1/2015 -1.8 3.84 -2.47 4.67 -2.24 4.48
(89) 1.5% 2/1/2017 0.74 2.51 1.18 4.26 1.16 4.24
(90) 1.75% 3/1/2019* -0.18 4.29 -0.31 4.57 -0.78 4.73
(91) 1% 5/1/2016 -0.91 4.04 -1.3 6.32 -1.17 6.21
(92) 1.75% 9/1/2019* -0.43 3.89 -0.78 4.44 -1.32 4.65
(93) 2.75% 12/1/2064* | -21.34 | 26.26 || -22.86 | 23.25 || -19.56 | 19.94
(94) 1.25% 8/1/2017 2.41 3.33 4.45 5.53 4.24 5.43
(95) 2.75% 12/1/2048" -7.27 16.27 -10.02 10.53 -7.02 7.67
(96) 2.25% 6,/1/20257 2.1 2.83 -3.37 5.45 -2.79 5.17
(97) 1% 11/1/2016 -0.51 2.81 0.2 4.22 0.27 4.15
(98) 1.5% 3/1/2020* -1.65 4.95 -2.61 5.29 -3.19 5.65
(99) 1.25% 2/1/2018 1.73 2.84 4.34 6.17 4.02 6.02
(100) 0.25% 5/1/2017 2.69 2.95 4.89 5.34 4.85 5.30
(101) 0.75% 9/1/2020 -3.04 5.4 -5.1 6.01 -5.7 6.54
(102) 1.5% 6,/1/2026" 4.56 4.66 -6.24 6.92 -5.4 6.23
(103) 0.25% 11/1/2017 3.86 3.98 7.99 8.14 7.85 8.02
(104) 0.75% 3/1/2021* -3.98 5.17 -6.32 6.7 -6.88 7.24
(105) 0.25% 5/1/2018 3.79 3.81 9.92 9.97 9.68 9.75
All yields 0.38 9.02 -0.75 6.86 -0.68 6.81
| Max log L | 2505223 [ 3328271 | 3332892 ]

Table 6: Summary Statistics of Fitted Errors of Canadian Government Bond

Yields cont.

The mean fitted errors and the root mean-squared fitted errors (RMSE) of the yield to maturity for individual

Canadian fixed-coupon government bonds according to the DNS model estimated on samples with varying

maximum bond maturity. Asterisk * indicates five-year bonds, dagger t indicates ten-year bonds, plus +

indicates thirty-year bonds, and cross X indicates ﬁft;—%fear bonds (also highlighted in bold). All numbers are

measured in basis points.
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Figure 4: Fitted Errors from the DNS Model of Canadian Government Bond Prices
Ilustration of the fitted errors of Canadian government fixed-coupon bond yields to maturity implied
by the DNS model estimated with all Canadian government fixed-coupon bond prices. The bond price
series are monthly and cover the period from January 31, 2000, to April 29, 2016.
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Figure 5: Short-Rate Projections from the Canadian DNS Model
Hlustration of the median and [5%, 95%)] range of the short rate from the Canadian DNS model’s
simulated interest rate scenarios as of April 29, 2016.
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As in the Swiss and U.S. cases described in the paper, we simulate 10,000 factor paths
over a three-year horizon using as conditioning information the estimated parameters and
factor values as of April 29, 2016. To keep things simple, we focus on the simulated paths
for the short rate, which is the model equivalent for the overnight rate targeted by the Bank
of Canada in its implementation of monetary policy, and on the projected ten-year Canadian
government bond yield, which is a widely used benchmark for many fixed-income securities,
such as MBS.

To provide insight into the variation in the DNS model outputs, Figure 5 shows projections
of the short rate as of April 29, 2016. The figure shows the median, 5th, and 95th percentile
values for the simulated short rate for a three-year forecast horizon. The median simulated
short rate indicates a continued gradual normalization of monetary policy with the short rate
reaching a level around 1.5 percent by mid-2019. The upper 95th percentile rises more rapidly
and reaches 4 percent at three years out, while the lower 5th percentile represents a movement
into negative policy rates in early 2017. Furthermore, note the width of the [5%,95%| range.
By mid-2019, there is a 500 basis point difference between the top and the bottom of this
range.

Next, we focus on the simulated paths for the ten-year Canadian government bond yield.
Figure 6 illustrates the median and [5%, 95%)] range of the ten-year yield at each point in time
from the simulated interest rate scenarios. The median simulated ten-year yield indicates a
steady, very gradual normalization of the long-term interest rate environment. The upper
95th percentile rises more rapidly and reaches 4 percent at three years out, while the lower
5th percentile represents a further decline from the already very low current interest rate
environment. To provide perspective for the model projections, we compare them to the
Consensus Forecasts survey performed on May 9, 2016. It contains 15 responses to questions
about the level of the ten-year Canadian government bond yield at the end of August 2016
and the end of May 2017, respectively. In Figure 6, we show the consensus forecasts as well
as the maximum and minimum response to those two questions. Note that the model-implied
median projection is very close to the path of the consensus forecast path. Furthermore, the
(5%, 95%)] range of the projected ten-year yields encompasses the range of the survey forecasts.
More importantly, the projections suggest that the likely range of outcomes at a three-year
horizon is quite wide at more than 300 basis points, which is only marginally smaller than

the corresponding range of projected short rates.
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Figure 6: Ten-Year Yield Projections from the Canadian DNS Model

Mlustration of the median and [5%, 95%] range of the ten-year yield from the Canadian DNS model’s
simulated interest rate scenarios as of April 29, 2016. Also shown are the consensus forecasts as well
as the maximum and minimum responses from the Consensus Forecasts survey performed on May 9,

2016.
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Figure 7: Simulated Canadian Yield Curves for April 2019

In Figure 7, we illustrate the entire yield curve corresponding to the three percentiles of the

ten-year yield projections for the end of April 2019 shown in Figure 6. Note the wide variation
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in the shape of the yield curve that the model suggests may occur with 90% probability over

the next three years.

D Additional Results for France

In this appendix, we report additional results for the sample of French government bond

prices described in Section 4.2 of the paper.
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Figure 8: Fitted Errors from the DNS Model of French Government Bond Prices
Mlustration of the fitted errors of French government fixed-coupon bond yields to maturity implied
by the DNS model estimated with all French government fixed-coupon bond prices. The data are
monthly and cover the period from January 29, 1999, to December 29, 2017.

Figure 8 shows the individual fitted error series for each bond’s bond yield to maturity
based on the DNS model estimated using all available bonds, while Tables 7 and 8 report the
mean and RMSE for each of the 114 bonds in the sample.

D.1 Interest Rate Scenarios Using the French Data

The estimated parameters of the unconstrained DNS model of French government bond prices
are reported in the last two columns of Table 6 in the paper. Its model fit is reported in the
last two columns of Table 7. For all bonds combined, the RMSE is 8.01 basis points.

We simulate 10,000 factor paths over a three-year horizon using as conditioning informa-
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Max 10 years Max 15 years Max 30 years Max 50 years

Bond Mean | RMSE || Mean | RMSE || Mean | RMSE || Mean | RMSE
(1) 5.5% 4/25/2007 575 722 5.47 712 196 | 671 194 | 6.66
(2) 5.5%10,/25,/2007 6.77 8.19 6.62 8.25 6.14 | 7.81 6.1 777
(3) 4.5% 7/12/2002 6.55 8.29 6.7 8.41 818 | 9.92 815 | 9.94
(4) 5.25% 4/25/2008 8.31 9.22 8.34 9.33 793 | 886 787 | 882
(5) 4.5% 7/12/2003 7.36 8.91 7.33 9.06 859 | 1058 || 854 | 1053
(6) 5.5% 4/25/2029" 746 | 16.71 747 | 1314 || 1127 | 12.6 125 | 14.11
(7) 4% 7/12/2000 001 | 327 0.05 327 || 249 | 372 || 247 | 36
(8) 4% 4/25/2009 7.32 8.83 7.65 9.14 739 | 893 732 | 891
(9) 3.5% 7/12/2004 3.42 7.29 3.14 7.26 336 | 7.74 332 | 771
(10) 3% 7/12/2001 7.52 8.35 7.76 8.68 816 | 881 832 | 901
(11) 4% 10/25/2009 6.77 8.76 7.26 9.24 733 | 9.13 729 | 911
(12) 4% 1/12/2002 8.55 9.32 9.13 9.9 9.64 | 1045 || 968 | 10.52
(13) 5% 7/12/2005 3.75 773 3.38 7.43 302 | 728 303 | 7.24
(14) 5.5% 4/25/2010 6.27 8.84 6.8 9.45 718 | 9.73 712 | 967
(15) 5% 1/12/2003 3.27 6.49 3.24 6.58 393 | 7.39 392 | 7.44
(16) 5.5% 10/25/2010 4.76 7.81 5.46 8.53 6.07 | 9.16 6.02 | 9.16
(17) 5% 1/12/2006 4.04 7.43 3.66 7.09 327 | 6.68 335 | 6.68
(18) 5% 10/25/2016* 3.38 6.34 3.94 6.47 447 | 7.92 437 | 825
(19) 4.5% 7/12/2006 2.13 6.73 1.57 6.67 1.08 | 6.55 1.18 6.5
(20) 5.75% 10/25/2032% | 1.79 | 17.74 139 | 1184 || 715 | 8.38 867 | 10.06
(21) 5% 10/25/2011 3.78 6.51 4.38 7.22 478 | 823 47 8.27
(22) 4% 1/12/2004 1.22 5.19 1.21 5.5 084 | 5.19 076 | 5.11
(23) 3.75% 1/12/2007 2.52 6.14 1.96 6.17 1.5 6.3 158 | 628
(24) 5% 4/25/2012 3.88 6.73 4.22 7.28 425 | 8.04 411 | 805
(25) 4.75% 5/16/2002 3.74 5.56 3.34 5.35 303 | 522 306 | 522
(26) 4.75% 10/25/2012 3.79 6.56 4.04 6.97 3.9 7.47 375 | 752
(27) 3.5% 1/12/2005 299 | 438 301 | 485 || -334 | 505 || -3.34 | 4.96
(28) 3.5% 1,/12/2008 4.97 5.5 4.72 5.43 467 | 5.54 467 | 555
(29) 4% 4/25/2013 2.65 7.03 2.7 7.22 214 | 742 1.93 7.5
(30) 4.25% 4/25/2019" 3.8 6.6 45 6.29 565 | 7.78 6.17 8.5
(31) 3% 7/12/2008 5.62 6.21 5.68 6.41 581 | 6.57 58 6.63
(32) 4% 10/25/2013 3.08 6.22 2.84 6.52 194 | 6.66 1.66 6.8
(33) 3.5% 1/12/2009 5.08 6.23 5.12 6.48 522 | 671 516 | 6.65
(34) 4% 4/25/2014 2.83 6.04 2.48 6.19 1.6 6.24 133 | 643
(35) 2.25% 3/12/2006 -1.67 35 2168 | 394 || -172 | 441 || <153 | 433
(36) 4.75% 4/25/2035" 05 | 2154 || 214 | 1485 || 383 | 597 576 | 7.11
(37) 3.5% 7/12/2009 4.96 5.79 5.24 6.06 5.78 6.6 576 | 6.64
(38) 4% 10/25/2014 3.09 5.92 2.58 5.88 1.63 | 5.95 137 | 6.15
(39) 3% 1/12/2010 3.1 6.34 3.43 6.66 4.1 7.12 406 | 7.08
(40) 3.5% 4/25/2015 2.76 6.13 2.03 6.27 0.89 | 6.83 063 | 7.03
(41) 2.25% 3/12/2007 028 | 429 079 | 467 || -1290 | 537 || -1.22 | 5.29
(42) 4% 4/25/2055° | -10.95 | 35.72 || -14.11 | 29.18 || -6.07 | 14.31 || -3.59 | 10.56
(43) 3.75% 4/25/2021" 3.48 8.53 3.85 6.99 574 | 9.04 671 | 102
(44) 2.5% 7/12/2010 1.45 6.27 1.79 6.66 255 | 7.18 25 7.19
(45) 3% 10/25/2015 2.42 5.23 1.72 4.87 0.62 | 4.97 0.33 | 5.29
(46) 2.75% 3/12/2008 5.07 6.2 5.13 6.46 526 | 6.96 5.3 6.93
(47) 3% 1/12/2011 1.74 6.45 2.26 6.61 3.07 | 7.36 313 | 755
(48) 3.25% 4/25/2016 2.92 5.75 2.38 5.51 1.5 5.82 1.25 6.1
(49) 3.5% 7/12/2011 2.2 6.17 2.63 6.61 313 | 7.73 315 | 8.04
(50) 3.5% 9/12/2008 5.68 6.94 5.82 7.6 581 | 829 588 | 8.37
(51) 4% 10/25/2038" 67 | 2879 || -9.07 | 218 || -125 | 79 1.08 | 594
(52) 3.75% 4/25/2017 2.67 5.44 2.85 5.6 279 | 673 263 | 7.25
(53) 3.75% 1/12/2012 1.88 6.89 1.9 7.1 152 | 7.68 1.37 7.7
(54) 4% 9/12/2009 3.14 7.98 3.58 8.35 452 | 8.86 47 8.97
(55) 4.25% 10/25/2023* | 1.63 | 10.47 2.02 7.84 556 | 10.84 6.9 | 12.42
(56) 4.5% 7/12/2012 2.14 6.63 1.99 6.8 143 | 7.32 122 | 7.49
(57) 4.25% 10/25/2017 2.24 5.24 2.89 5.73 342 | 7.26 342 | 778
(58) 3.75% 1/12/2013 1.36 7.05 1.13 6.89 032 | 7.02 0.04 | 7.15

Table 7: Summary Statistics of Fitted Errors of French Government Bond Yields
The mean fitted errors and the root mean-squared fitted errors (RMSE) of the yield to maturity for individ-
ual French fixed-coupon government bonds according to the DNS model estimated on samples with varying
maximum bond maturity. Asterisk * indicates fifteen-year bonds, dagger T indicates twenty-year bonds, plus
+ indicates thirty-year bonds, and cross x indicates g%y—year bonds (also highlighted in bold). All numbers

are measured in basis points.



Bond Max 10 years Max 15 years Max 30 years Max 50 years
Mean | RMSE Mean | RMSE || Mean | RMSE || Mean | RMSE
(59) 4% 4/25/2018 1.71 4.5 2.55 5.07 3.52 7.23 3.66 7.92
(60) 3.75% 9/12/2010 -1.96 6.67 -1.53 7.14 -0.38 8.23 -0.19 8.63
(61) 4.5% 7/12/2013 -0.65 7.55 -1.18 7.72 -2.45 8.09 -2.89 8.25
(62) 4.25% 10/25/2018 1.76 4.04 3.03 5.2 4.75 7.9 5.13 8.65
(63) 2.5% 1/12/2014 -0.84 5.17 -1.62 5.59 -3.09 6.17 -3.67 6.55
(64) 1.5% 9/12/2011 -2.34 4.1 -1.83 4.66 -1.25 6.22 -0.89 6.82
(65) 3% 7/12/2014 -0.42 4.59 -1.17 4.72 -2.45 5.05 -3.01 5.47
(66) 4.5% 4/25/2041" -9.16 30.13 -11.67 22.8 -1.86 6.9 0.59 3.78
(67) 3.75% 10/25/2019 0.53 3.6 1.92 4.83 4.08 7.97 4.73 8.86
(68) 2.5% 1/15/2015 -0.23 5.95 -1.16 6.51 -2.65 7.31 -3.25 7.47
(69) 3.5% 4/25/2020 0.27 3 1.77 4.6 3.98 8.2 4.71 9.22
(70) 4% 4/25/2060* -13.36 | 41.61 -17.28 | 33.90 || -6.29 | 16.31 -3.62 | 11.53
(71) 0.75% 9/20/2012 -2.9 4.08 -3.08 4.15 -2.84 4.99 -2.66 5.62
(72) 2% 7/12/2015 -0.28 4.61 -1.25 5.43 -2.92 7.01 -3.62 7.47
(73) 3.5% 4/25/2026* 1.95 11.08 1.53 5.69 5.5 8.4 6.88 10.71
(74) 2.5% 10/25/2020 -1.08 2.7 -0.06 3.81 1.56 6.73 2.25 7.6
(75) 2.25% 2/25/2016 0.06 4.03 -0.53 4.6 -1.69 5.67 -2.31 6.07
(76) 2% 9/25/2013 -4.11 6.81 -4.49 7.04 -4.69 7.2 -4.74 7.04
(77) 3.25% 10/25/2021 -1.13 2.72 -0.84 3.45 0.3 6.07 0.96 6.8
(78) 2.5% 7/25/2016 0.04 4.14 -0.45 5.04 -1.56 6.7 -2.17 7.2
(79) 3% 4/25/2022 -0.81 3.71 -1 4.22 -0.22 6.92 0.35 7.57
(80) 1.75% 2/25/2017 -0.36 3.73 -0.43 4.52 -1.25 6.52 -1.96 7.55
(81) 0.75% 9/25/2014 -3.08 5.02 -3.59 5.36 -3.63 5.87 -3.64 5.95
(82) 1% 7/25/2017 -1.01 3.88 -0.66 4.23 -0.87 5.61 -1.3 6.19
(83) 2.75% 10/25/2027* 7.96 11.27 3.51 5.64 3.66 5.29 3.93 6.55
(84) 2.25% 10/25/2022 -0.15 4.19 -1.34 4.57 -1.84 6.63 -1.56 6.9
(85) 1% 5/25/2018 -0.13 2.91 0.46 3.43 0.79 5.24 0.69 5.93
(86) 0.25% 11/25/2015 -1.15 3.33 -1.69 4.3 -2.3 5.79 -2.58 6.14
(87) 3.25% 5/25/2045™" 11.1 22.65 0.56 15.87 2.65 6.91 2.82 4.75
(88) 1.75% 5/25/2023 -1.14 3.4 -2.99 4.43 -4.14 6.88 -3.99 7.11
(89) 1% 11/25/2018 0.32 2.13 1.05 2.43 1.93 3.97 2.15 4.64
(90) 2.25% 5/25/2024 0.44 4.22 -2.23 4.34 -4.18 7.43 -4.24 7.92
(91) 1% 5/25/2019 0.06 1.85 0.89 2.17 2.17 3.71 2.66 4.53
(92) 0.25% 11/25/2016 -1.5 4.79 -1.74 6.14 -1.92 8.75 -2.41 9.85
(93) 2.5% 5/25/2030" 12.33 14.25 4.84 5.83 1.3 3.35 0.51 4.56
(94) 1.75% 11/25/2024 1.74 4.23 -1.69 2.9 -4.93 5.85 -5.31 6.31
(95) 0.5% 11/25/2019 -0.78 1.73 -0.01 1.78 1.33 3.24 2 4.15
(96) 0.5% 5/25/2025 1.35 3.02 -1.89 2.44 -5.32 5.91 -5.98 6.6
(97) 0% 5/25/2020 -0.31 1.31 0.39 1.37 1.7 2.78 2.54 3.74
(98) 0% 2/25/2018 -0.68 4.01 -0.23 4.68 0.46 6.63 0.53 7.38
(99) 1% 11/25/2025 3.6 4.89 0.27 2.16 -3.35 4.65 -4.14 5.41
(100) 0.25% 11/25/2020 -0.9 2.09 -0.3 2.06 0.85 3 1.75 3.8
(101) 1.5% 5/25/2031" 9.96 12.88 2.89 5.09 -1.28 1.95 -2.95 3.76
(102) 0% 2/25/2019 0.88 2.34 1.54 3.15 3.54 5.2 4.39 6.2
(103) 0.5% 5/25/2026 4.22 5.28 1.52 2.86 -1.96 4.01 -2.99 4.86
(104) 1.25% 5/25/2036" 9.06 14.57 2.11 8.58 -0.71 3.28 -3.09 3.58
(105) 1.75% 5/25/2066* 19.45 | 28.35 9.59 19.24 8.39 | 12.86 5.44 9.23
(106) 0% 5/25/2021 -0.45 1.62 0.01 1.79 0.92 2.66 1.87 3.41
(107) 0.25% 11/25/2026 4.21 4.99 2.11 3.02 -0.67 2.91 -1.63 3.5
(108) 0% 5/25/2022 -0.95 1.54 -0.74 1.66 -0.95 2.36 -0.56 2.55
(109) 0% 2/25/2020 2.58 2.8 2.94 3.22 4.63 4.97 5.46 5.81
(110) 1.75% 6/25/2039" 2.08 6.78 -3.6 6.29 -2.91 3.44 -4.42 4.61
(111) 1% 5/25/2027 5.3 5.45 34 3.55 0.78 2.1 -0.11 2.14
(112) 2% 5/25/2048* 15.23 16.37 7.68 9.29 7.54 7.78 5.59 5.7
(113) 0% 3/25/2023 0.29 1.37 0.62 1.61 0.3 1.91 0.81 2.23
(114) 0.75% 5/25/2028 7.35 7.37 4.67 4.68 0.42 0.84 -1.05 14
All yields 2.08 11.96 1.62 9.85 2.66 7.86 2.95 8.01
| Max log L | 3507597 [ 3981522 [ 4342508 [  44,00849 |

Table 8: Summary Statistics of Fitted Errors of French Government Bond Yields
cont.

The mean fitted errors and the root mean squared fitted errors (RMSE) of the yield to maturity for individual
French fixed-coupon government bonds according to the independent-factors DNS model estimated on samples
with varying maximum bond maturity. Asterisk * inddates fifteen-year bonds, dagger 1 indicates twenty-year
bonds, plus + indicates thirty-year bonds, and cross X indicates fifty-year bonds (also highlighted in bold).

All numbers are measured in basis points.
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Figure 9: Short-Rate Projections from the French DNS Model
Mlustration of the median and [5%, 95%)] range of the short rate from the French DNS model’s simulated
interest rate scenarios as of December 29, 2017.

tion the estimated parameters and factor values as of December 29, 2017. We focus on the
simulated paths for the short rate, which is the model equivalent for the overnight rate tar-
geted by the European Central Bank (ECB) and on the projected ten-year French government
bond yields.

Figure 9 compares DNS forecasts of the short rate as of December 29, 2017 to provide
insight into the variation in the resulting short rate projections. The figure shows the median,
5th, and 95th percentile values for the simulated short rate for a three-year forecast horizon.
The median simulated short rate indicates essentially an unchanged level for the short rate
over the entire forecast horizon with the short rate remaining near -0.5 percent. The upper
95th percentile indicates a rise to roughly 1 percent at three years out, while the lower 5th
percentile represents further rate cuts into negative territory that pushes short rates below
-2 percent by late 2020. Furthermore, the width of the range reaches almost 400 basis points
by the end of 2020.

Next, we focus on the simulated paths for the ten-year Treasury yield, which is a key
benchmark for most financial institutions. Figure 10 illustrates the median and [5%, 95%]
range of the ten-year yield at each point in time from the simulated interest rate scenarios.

The median simulated ten-year yield indicates a continued gradual normalization of the long-
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Figure 10: Ten-Year Yield Projections from the French DNS Model

Mlustration of the median and [5%,95%)] range of the ten-year yield from the French DNS model’s
simulated interest rate scenarios as of December 29, 2017. Also shown are the consensus forecasts
as well as the maximum and minimum responses from the Consensus Forecasts survey performed on
January 8, 2018.

term interest rate environment. The upper 95th percentile rises more rapidly and surpasses
3 percent at three years out, while the lower 5th percentile represents a further decline from
the already historically low levels observed at the start of the projection period.

To provide perspective for the model projections, we compare them to the Consensus
Forecasts survey performed on January 8, 2018. It contains 14 responses to questions about
the level of the ten-year French government bond yield at the end of April 2018 and the end
of January 2019, respectively. In Figure 10, we show the consensus forecasts as well as the
maximum and minimum response to those two questions. We note that the model-implied
median projection is slightly more optimistic than the path of the survey’s consensus forecasts.
Furthermore, the [5%,95%)] range of the projected ten-year yields encompasses the range of
projections in the Consensus Forecasts survey. Thus, the DNS model projections suggest that
the likely range of outcomes at a three-year horizon is quite wide with a width of almost 300
basis points, which is only marginally smaller than the corresponding range of projected short
rates.

In Figure 11, we illustrate the entire yield curve corresponding to the three percentiles of
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Figure 11: Simulated French Yield Curves for December 2020

the ten-year yield projections for the end of December 2020 shown in Figure 10. Note the
wide variation in the shape of the yield curve that the model suggests may occur with 90%
probability over the next three years. This figure underscores that the DNS model is able to
generate quite a wide range of yield outcomes even at the relatively short projection horizons

typically considered in regulatory stress tests of financial institutions.
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