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5 Discussion

Existing research has not examined the relative ability of CAPM and the three-factor model
to forecast stock returns in China. This gap in the literature is significant, given the volatility

of the Chinese stock markets and the added risk that arises from the Chinese legal and reg-
ulatory environment. In this paper we have addressed this gap by comparing the predictive
ability of three linear forecasting models: a simple ARIMA model, a dynamic version of a
single-factor CAPM-based model, and a dynamic version of Fama and French’s three-factor
model. In addition, we compared these linear models with three comparably-specified neural
network models that contained the same predictor variables but relaxed the assumption of
model linearity. Our analysis was based on two data sets from the Shanghai stock exchange,
one based on data from 1999 to 2002 and a second covering the years 2003 to 2008.
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