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Abstract:
This paper aims to evaluate the effectiveness of a Linear Market Model (consistent with the
Two-moment CAPM) which permits beta risk. This evaluation leads to our positing two extensions.
The first extension is a time-varying Linear Market Model using state space model which permits for
time-varying beta risk. The second is a multivariate extension of the time-varying Linear Market
Model permitting the between country stock market correlation structure to be constant over time.
The analysis utilises weekly data from several emerging and developed markets for periods both
before and after the October 2008 financial crisis. The findings lend great credence to the hypothesis
that utilising the multivariate time-varying Linear Market Model is better in terms of in-sample
modelling and out-of-sample forecasting procedure for both emerging and developed markets.
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