An Empirical Analysis of the Liquidity Premium of Interest Rate in China
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Abstract: Based on the estimation results of Zheng and Lin(2002), this paper set up a
general test model for the liquidity premium and make an empirical investigation on it. This
general model use the data of short term interest rate instead of forward rate, and does not make
any assumption on the distribution of the interest rate. Furthermore, in order to compare and
analyze the liquidity premium of different maturities, this model is standardized. The empirical
results show the existence of the liquidity premium which increases significantly with the maturity.
The liquidity premium of short term changes with time but the liquidity premium of long termis
relatively stable.
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