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Abstract

We investigate the significance of statistical models for the drift function in continuous time interest
rate models using the weekly observed 3-month U.S. Treasury Bill yields data from January 8, 1958
to December 31, 2003. Parametric linear and nonlinear regression models are applied to the
estimation of the drift function based on Stanton (1997)'s approach. The correctness of the assumed
parametric drift models is examined using the consistent nonparametric model specification test
method introduced by Li (1994) and Zheng (1996) and the generalized likelihood ratio test proposed
by Fan, Zhang, and Zhang (2001). Both tests indicate that there is no strong statistical evidence
against the assumed drift models. Furthermore, the zero drift model is not rejected by either of tests.
These results imply that the statistical models for the drift function in continuous time interest rate
models are insignificant. Documentation of less than 1% in the coefficient of multiple determination
for the assumed drift models confirms our results.
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