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The submitted Doctoral thesis entitled "Determinants of Stock Returns in Colombo Stock Exchange" is focused on the issue of the valuation of stocks traded in Colombo Stock Exchange in Sri Lanka. It empirically determines the incidence of selected market anomalies in the Colombo Stock Exchange and through their use analyzes the main factors determining changes in stock returns in the stock market. Asset pricing models, which have been the subject of intense interest for half a century, are in financial theory constantly discussed and developed. Their application and empirical testing has gradually spread from developed markets to the frontier markets and emerging markets as well. Nevertheless, applications to Sri Lanka's stock market are relatively rare, which also corresponds to the rather limited existing knowledge about the determinants of changes in stock returns in this market. In this regard, the topic of the Doctoral thesis may be considered as up-to-date and its elaboration as desired.
              The Doctoral thesis has a logical structure; individual chapters are further internally divided. At the same time, the thesis contains all other elements necessary for this type of work.  After the introduction (Chapter 1), the Doctoral student briefly describes the Colombo Stock Exchange, the price indices and trading activities in Chapter 2. Chapter 3 describes the current state of theoretical knowledge of the researched issue of the asset pricing. Capital Asset Pricing Model (CAPM) is introduced as well as multi-factor asset pricing models and selected market anomalies. There are also recapitulated the empirical findings of existing studies. Chapter 4 presents the research methods and describes the layout for the empirical part. This corresponds to the contents of Chapter 5 and Chapter 6, where are presented and discussed the results of empirical findings both for market anomalies, and for applications of multi-factor asset pricing models in the Sri Lankan Stock Market. Chapter 7 and Chapter 8 summarize the contribution of the thesis and conclusions. Comparison between the theoretical part (Chapters 1-4) and the practical part (Chapters 5-8) results in certain predominance of the scope of the theoretical-descriptive part. On the other hand, it is necessary in the light of new knowledge to positively assess the less extensive, but all the more important practical part. Here, based on his research, the author comes to some important new knowledge and based on performed analysis formulates his own conclusions.
              The thesis objective - to determine which factors are important for explaining changes in returns in the Colombo Stock Exchange - can be considered as fulfilled. The existence of some market anomalies in the Colombo stock market was determined and an inappropriate use of the CAPM for this market expressed (in the text, however, worded somewhat unhappily as that the CAPM does not exist in the market). The existence of some other market anomalies was not detected and logically not used in the design and evaluation of multi-factor unconditional model, which explains the variability of stock returns both for the whole research period and the conditional model for two sub-periods studied ("down-market" and "up-market "). From the theoretical and empirical findings were also drawn conclusions for practice, financial investment and determining the cost of capital. What can be also assessed positively is that the author draws attention to the facts both limiting and affecting the acquired knowledge and also suggests some possible future research directions.
               The problem solving process, which was chosen, corresponds to the set objective. From the contemporary state of theoretical knowledge, research hypotheses were established; data collection was carried out for the processing of empirical research as well as descriptive statistics of time series. Tests of hypotheses H1 to H5 gave answers to the existence /absence of market anomalies. For the main objective of the thesis was then a multi-factor model generated explaining the variations in stock returns and tested different factor asset pricing models. An alternative procedure would be an econometric evaluation of multi-factor model according to theoretical specification and subsequent formation of the reduced model. The thesis results reaffirm the inadequacy of using the CAPM for Sri Lanka's stock market. The actual contribution may be considered the evidence of the influence of E/P anomaly, B/M effect and momentum anomaly in the valuation in the Colombo Stock Exchange. The knowledge was also extended by the fact that the firm size effect and trading volume effect do not persist in this stock exchange. Earlier findings on the possible applications of the Fama-French three factor model have not been confirmed by the thesis. As the most appropriate explanation of variability of stock returns  were shown, on the contrary, models using the market premium (excess market returns) and one of the risk factors only.
               Since the thesis objectives have been already stated as fulfilled, it should also be noted that the outcomes greatly depend both on the financial assets subject to testing, and on the selected time period and its division into sub-periods. Therefore, the Doctoral student could explain some detailed questions. Why the researched stocks sample did not include only companies traded continuously throughout the sample period, but used a sample of 266 stocks, out of which only 240 companies carried on with the business at the end of the period. To what extent may this fact affect the results obtained? Another question regards a selection of the researched period (1995-2008) and its justification. Why years 1993 and 1994 could not be included in the analysis and why the studied period (with the thesis finalization in 2011) does not include at least year 2009? The question is asked because I consider the general description of the development in the Colombo Stock Exchange in Chapter 2 too short. Charts 2.1 to 2.3 do not include the whole research period, and do not provide information on returns development and the standard variation of the returns with monthly frequency data, which is used in the following empirical analysis. Did or did not the liberalization in the early 90’s move the Sri Lankan stock market from segmentation to integration? Because risk factors explaining the variations of stock returns are in emerging markets different than in other developed markets, it is appropriate to indicate how did the liberalization process of the Sri Lankan stock market in 1995 changed the exposure of assets to risk, to what extent the domestic market is or is not integrated with the world market, whether the variation of returns can be explained by local risk factors only or also global market risk factors and the Asian-Pacific regional market risk factors. Similarly ignored is the Asian crisis from 1997, which already falls within the research period and showed a paradoxical increase in stock returns and risk during its course. Similarly can be also discussed the layout of the researched period for the conditional models of two sub-periods, down-market and up-market. Sub-periods have a different number of observations, the down-market involves several months of growth and the up-market includes even 23 months of quite a significant market downturn. If such analysis was done by the end of 2009, would it be still viewed as the up-market? The last question concerns the use of momentum in multi-factor models. Does the explanatory power of multi-factor models fail when the tested stock returns are divided by momentum?
                Results of the submitted Doctoral thesis are of great importance for the theoretical knowledge concerning conditional and unconditional modelling of stock returns in small emerging markets; they complement and revise the empirical evidence in the Sri Lankan stock market. Identified time-varying multi-factor models will also find practical application in determining the cost of capital and portfolio performance measurement.
                The formal outline of the thesis can be considered adequate and fully complies with the requirements specified for this type of work. The Doctoral student could pay somewhat more attention to final proofreading and correcting typing errors, especially, in the case of the authors' names of publications, such errors are surprising and reduce the positive impression. Student’s publication activity is above average. It is documented by 4 published articles and 2 articles accepted for publication, 3 presentations at conferences listed in the Thomson Reuters database and 6 conference presentations at other international conferences.
              Based on the above, I unambiguously recommend the Doctoral thesis of Chandrapala Pathirawasam "Determinants of Stock Returns in Colombo Stock Exchange" for a defence.

Ostrava, 6 June 2011
Prof. Ing. Lumír Kulhánek, CSc.
Reviewer
1

