University of Macau
Faculty of Business Administration

Capital Asset Pricing Tests
in the China Stock
Markets

Liang Shuangquan
M-A9-5762-5

Thesis presented to the

Faculty of Business Administration
University of Macau

In partial fulfillment of granting Msc in Finance Degree

2012



Capital Asset Pricing
Tests 1n the China
Stock Markets

Hank,Liang
M-A9-5762-5
Supervisors: Prof. Keith S.K.Lam

Master of Science in Finance
Faculty of Business Administration
University of Macau



Copyright 2012
Hank, Liang Shuangquan
University of Macau



Table of Contents

ADSEFACT.......ooiiiie e -4 -
INtroduction ... -5-
The Significance and Background of Equity Markets ..........coccovviieieininineneene e -5-
Development of Pricing MOUEIS. ..o -16 -
Literature REVIEW........ccceeeviiiiiii e - 20 -
Data, Variables and Methodologies...................... -33-
Data............#% . e 0 = T Tl o L e e 33
Key Variable CONSIIUCTION .....ocveiviieiiinsesiein ittt -38 -
1= T [0 [0 L= O SUPTTUS -41 -
Empirical Result.........cccccooeiiiiii e, -44 -
Descriptive Statistics and COrrelations. .........cciviiereieiiiieece et - 44 -
CAPM MOUEL......cviieiiieii ettt ettt ettt ettt sre e besbeere b nras -48 -
Three Factors MOGEL.........ccoii et sre e -51-
FOUP FaCtOrS MOEL .......ocueciiiiiee ettt sre - 55 -
Three Factors with Liquidity MOGEL............ccioiiiiiiiiie s - 58 -
Four Factor with Liquidity MOOEI .........ccoiiiiiiiiiiii s -61-
RODUSENESS TESES ..vvvveeeiiiee e - 65 -
HiIgN-MOMENT TEST ... iiiiien ettt nbe e - 67 -
Up- and Down-Market CONditioNS TEST .....ccceeiveriiiriiieiesieeeee e -72 -
MONThTY ANOMAIY TEST....c.eirieiiieeieet et - 76 -
CONCIUSIONS ....oveeiee e -79 -
REfEreNCES ....vvveeeiiee e - 82 -
APPENAICES ...vvvieiiiiiie e -85 -



Abstract

Under the globalization trend and the development of the emerging markets, the
China stock markets have become the world’s second largest equity market which
plays more and more important roles in the world economy. This paper tests various
factor asset pricing models and investigates their performance in both the Shanghai
and Shenzhen stock markets. Among various factor models, we find that the liquidity
four-factor model has the best performance. The liquidity four-factor model is
constructed by adding a liquidity factor into the Fama and French (1992) three-factor
model. The result shows that the model has strong explanatory power with high
R-squares, insignificant intercepts, and significant coefficients on the market
premium, size, book-to-market and liquidity factors. We also test the momentum
four-factor model and find results similar with the liquidity four-factor model but
with lower R-squares. We also perform robustness tests on the impact of high
moment, conditional up- and down- markets and seasonality on the model but detect
no particular irregular pattern. We hope that our finding would provide a better
understanding on factor models in the China stock markets. We expect our results
can provide both individuals and institutions a more accurate benchmark to evaluate
their cost of capital, portfolio performance, and risk-return relation on their

investment.



