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This thesis contains the research related with the forecasting of daily returns. It
was found that the constant mean equation cannot give accurate forecasts, because the
real word financial returns depend concurrently and dynamically on many economic
and other financial variables. We therefore introduced some explanatory variables and
employed a stationary Autoregressive Moving-average of orders p and q (ARMA
(p,q)) for more accuracy.

However, two serious problems arose with this approach. The first problem
was multicollinearity in the regression model. We used the Principal Component
Analysis (PCA) method to remove possible complications caused by multicollinearity.
The second problem was heteroskedasticity. We therefore used several volatility
models to forecast volatility. The volatility models we consider were the GARCH,
EGARCH, GJR-GARCH and MRS-GARCH (Markov Regime Switching GARCH)

models.
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