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Correlation and Risk Premia in Term Structure Models, Journal of Empirical Finance
(2016), doi: 10.1016/j.jempfin.2016.02.003

This is a PDF file of an unedited manuscript that has been accepted for publication.
As a service to our customers we are providing this early version of the manuscript.
The manuscript will undergo copyediting, typesetting, and review of the resulting proof
before it is published in its final form. Please note that during the production process
errors may be discovered which could affect the content, and all legal disclaimers that
apply to the journal pertain.

http://dx.doi.org/10.1016/j.jempfin.2016.02.003
http://dx.doi.org/10.1016/j.jempfin.2016.02.003


AC
C

EP
TE

D
 M

AN
U

SC
R

IP
T

ACCEPTED MANUSCRIPT

Stochastic Correlation and Risk Premia

in Term Structure Models

(Revised version)

Carl Chiarellaa, Chih-Ying Hsiaoa, Thuy-Duong Tôb,∗
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Abstract

This paper analyzes a term structure model that allows for both stochastic correla-

tion between underlying factors and an extended market price of risk specification.

We show that significant improvement in bond fitting and portfolio performance is

obtained by the model. However, the restriction on market price of risk has a more

negative impact on bond price fitting and forecasting, whereas the restriction on corre-

lated factors has a more negative impact on hedging performance. The model has good

predictive power for bond risk premia. Once our model factors are taken into account,

other predictive factors become insignificant.
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