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Abstract

Predictability of asset returns has been an immense interest over the past decades.
Fundamental analysis and Technical analysis are the two strands of investment decisions.
Fundamental analysis involves analyzing the economic factors of a company while

Technical analysis interested in the price movements and trading volume in the market.

Fundamental Analysis approach of asset pricing, CAPM model has been subjected to
extensive empirical testing in past few decades and shows considerable evidence that not
all the markets take the behavior of CAPM. Nimal (1997) and Samarakoon(1997)
confirm the above findings for Sri Lankan stock market, surprisingly Sri Lankan stock
market still depends on CAPM and make pitfalls to the investors. On the other hand so
far no attempt was made to understand the Return- Volume relation in Sri Lankan share
market. Therefore this study is to examine the causal relation between Return- Volume in
the Colombo Stock Exchange and modeling the causality as well as stock returns and

trading volumes.

Variables considered are market return (R;) and trading volume (Vi) on i

being used in the study are; All Share Price Index (ASPI), All Share Price Index

day. Data

computed on total returns (ASTRI), Trading volumes of the market, Sector indices
computed on total returns and Sector trading volumes on monthly basis. All the data

obtained from CSE data library 2011.

It is believed that market returns estimated by ASTRI are more accurate than the same by
ASPI, because ASTRI accounted for dividends. As such market returns by ASTRI and
market returns by ASPI are compared and found no difference. Then Autocorrelation and
stationary of returns and trading volumes were tested by Ljung-Box Q (LBQ) statistic.
Stock returns are autocorrelated and stationary, trading volumes are autocorrelated but

not stationary.

Results of Causality tests or Multivariate tests reveal that there is no causal relationship

between market returns and trading volumes. Causality could not be tested on sector



returns and trading volumes, due to incompleteness or discontinuity of sector trading

volumes.

ARIMA models were tested on total market returns and concluded that the best model for
forecasting stock returns is ARIMA (0, 0, 1). Various trend models are tested on market

trading volumes and found Quadratic Trend model the best.

Most of the early studies give evidence for causal relation between stock returns and
trading volume, but our test results do not. This may be due to nature, but some doubts
aroused about Sri Lankan stock market index calculation methodology and probability
distribution of returns. Therefore we recommended further studies on index calculation
and identifying probability distribution of returns. Further we suggest testing return
volume relationship by GARCH/ ARCH models, Fourier series, Artificial Neural
networks etc. and non- linear models, such as Malthus model, Gomperts model,

Alometric model etc.
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