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ABSTRACT S

A significant excess January return is reported for the Finnish
(Helsinki) stock exchange for the years 1970-8l. This excess return, however,
appears only weakly linked to otherwise highly significant firm size
premiums. Two propositions on the seasonal return pattern are tested. The
first, suggesting that seasonality is caused by lumpy information,
specifically by a bimodal distribution of stock split, dividend or issue
announcements, is clearly refuted. The second--the tax-loss selling
proposition—-—is strongly supported by the Finnish data. Apparently due to tax
induced year-end selling pressure, January stock returns are found to depend
positively on the market-wide demand for tax write—offs and negatively on the

stock's individual past performance.



1. Introduction

For quite some time, the prospect of uncovering seasonal variation in the
prices of perfectly storable commodities and assets has intrigued
econometricians-—-the 1942 paper by Wachtel testifies to this fact. Although
primarily confined to commodity markets, this search for seasonality appears
to have become a hot topic in asset market research also. Here, interest has
focused on a day-of-the-week effect (French 1980, and Lakonishok-Levi 1982)
and recently especially on what has become known as the January or the turn of
the (tax) year effect.

By that, reference is made to the abnormally high yields on securities
observed on many, if not most, stock exchanges in the month of January. A
vast amount of research on this effect has already been published, some of
which is briefly surveyed below.

No single seminal paper on stock market seasonality appears to exist.

The recent upsurge in the debate was preceded by the papers by Officer (1975)
and Rozeff-Kinney (1976) on general seasonality and the Branch (1977) and Dyl
(1977) papers on téx—loss trading. Branch was able to report excess returns
to a simple tax-loss trading rule essentially consisting of purchases of
'losers'——stocks allegedly selling at prices depressed by heavy pressure from
investors realizing their tax deductible capital losses--in December.
Simultaneously, Dyl (1977), in a few simple regressions, showed that NYSE
trading volume data also is consistent with a tax loss selling hypothesis.
That hypothesis has since been examined in greater detail and additional
empirical evidence has been produced by, among other, Gultekin and Gultekin
(1982) and Brown, Keim, Kleidon and Marsh (1983).

The latest development seems to be the link between thé small firm effect

of Banz (1981), Reinganum (1981) and Reinganum (1982a) and the turn—-of-the-



year premium. Roll (1983) observes that for the 18 coﬁsecutive ye§5§‘covered
by his data an equally weighted NYSE return exceeded the value weighted one.
In an explicit test of a tax-related turn—-of-the-year hypothesis, Reinganum
(1983) concludes that tax loss selling might account for the abnormally high
returns reported for early January, but that such behavior is unlikely to
explain the large returns reported for small stocks later in that month.

The object of this paper is to examine the seasonal pattern in rates of
return on a small European exchange-—the Helsinki Stock Exchange (HESE) in
Finland. Having in section 2 uncovered a pattern including a highly
significant positive excess January return, it goes on to examine and test two
major propositions on its emergence. According to the first proposition, the
return seasonality reflects lumpiness, or more specifically, a seasonal
pattern in the inflow of information to the stock market. In a general form,
such a proposition is open to criticism based on rather obvious arbitrage
arguments. In such a form it is also inevitably, for reasons associated with
the immeasurability of information, hard to test.

The information-related test proposed in this paper is restricted to only
one item of apparent informational value, namely announcements concerning
stock dividends, splits, or equity rights issues. Since these are markedly
seasonal and since their anticipation is known to produce positive price
reactions, they may account for a significant portion of the seasonality
contained in the market return data. This proposition is examined in greater
detail in Section 3 of the paper.

The second proposition on the January excess returns is the more
traditional tax-loss selling hypothesis. The fact that capital losses by
Finnish legislation are deductible only from capital gains and not from other

sources of income makes 'dumping of losers' profitable only in periods where



investors have ;ealized positive capital gains. Hence.any tax—indqggé January
effect in the Finnish market must be modeled a function not only of capital
losses to specific assets, but of the overall market behavior also. Such a

- model will be developed and estimated in section 4 of this paper. The fifth

and final section of the paper contains a summary and a discussion.

2. The evidence on Market Seasonality

The data for the present study consists of monthly, and where necessary
daily, returns to the 50 stocks that have been listed on the HESE throughout
the period from January 1970 to December 1981. 1In table 1 these stocks are
arranged into ten portfolios in decreasing order of their market values on
December last 1969.1 For each portfolio mean returns in excess of the

riskfree rate and the Dimson risk premium®

are reported for each calendar
month. The table also contains monthly excess returns to the value-weighted
market index and Dimson beta estimates together with mean annual returns over
the whole 1970-81 period for each portfolio.

Table 1 reveals a fairly strong January effect averaging roughly 2.5
percent. Positive excess returns to the market in the neighborhood of 1.6
percent are also reported for July and December. For May and the three fall
months negative excess returns are reported almost throughout. The January
effect appears to some extent linked to small firm effect. Mean excess
January returns exceed 3 percent for portfolios 5-10 while falling below for
remaining (large firm) portfolios. The coefficient of determination between
mean excess January returns and portﬁolio capitalization is .39 and the t-
statistic for the negative slope is--2,25.

To test the statistical significance of the seasonality, we employed a

procedure of regressing monthly returns in excess of portfolio means on
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monthly dummies while suppressing the intercept. Note that by the deduction

of portfolio means, i.e., the non-seasonal return component from montﬁly
return data before regressing, we attempt falsification of the null hypothesis
that no seasonality is present in the rates of return. This Interpretation of
the January effect differs from the one employed by Reinganum (1983) who, by
regressing daily (total) returns on a set of dummies, only tests for
departures from a zero return hypothesis.

The results set out in table 2 indicate that the January effect is indeed
highly significant at the market level. It averages 3.2 percent which is
significantly different from zero on the l-percent level. _The link between
the small-firm and the January effect is, however, much less evident in ours
than in Roll's or Reinganum's data. The January effect is significant (5-
percent level) for portfolios 1 and 5 through 9, while exceeding 5 percent
only for portfolios 5 and 9. In contrast, Reinganum (1983) found January
effects that decreased almost monotonically with portfolio capitalizations.

Table 2 furthermore reveals a seasonal pattern in which the January
effect is far from the only similarity between the American and the Finnish
data. Although the fact that Reinganum's (1983) coefficient values are not
actual seasonal effects but monthly means, makes a detailed comparison
difficult; the seasonal pattern suggested by his data is strikingly similar to
that contained in table 2 of this paper. Both data sets suggest that returns
in the winter and spring months up until May are predominantly positive, May
being distinctly negative, while the fall months, especially October, exhibit
negative return effects. Obviously né explanation to these similarities can
be offered.

The conclusion of this initial screening of the data must hence be that a

significant January effect can be detected on the HESE. While an excessive
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January return is somewhat more likely to occur in a small than a large firm
stdck, the link between the small firm and the January effects apé;;ré
considerably weaker than in the American data. We would furthermore tend to
regard even the American link as something of an open issue since, as long as
a size premium is present in annual data--an effect for which a tentative but
apparently empirically valid explanation has been offered in Berglund-Wahlroos
(1983)--we would expect it to be present in any seasonal returns also. Hence,
a monotonic relationship between January returns and portfolio capitalizations
such as the one observed by Reinganum (1983, p. 18), does not imply causation,

or for that matter, even correlation as long as the overall size effect has

been left uncontrolled.

3. New Issues, Market Reactions and the January Effect

In the late sixties and early seventies a number of papers on stock price
reactions to news concerning stock splits, stock dividends and equity rights
issues were published.3 The general indication was that prices reacted rather
strongly to news concerning splits, stock dividends or issues, and that the
Vinitial reaction usually preceded the actual announcement by a period of two
to eighteen months. Some of the papers also reported a minor reaction lag,
i.e., residual price increases during a period of one or two months after
announcement. The phenomenon (excepting the lag) was largely ascribed to
signalling.

Announcements concerning stock dividends, splits or issues exhibit a
distinct seasonal pattern on the HESE. Of the 126 annduncements made in the
period of September 1969 through December 1981, 39, or almost a third, occured
in either March or September. The distribution of the announcements is given

in figure 1 below.



Figure 1. The seasonal distribution of announcements concernineg
og

stock dividends, splits or equity rights issues on
the HESE September 1959 through December 1981
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Since announcements are uneveﬁly distributed, the presence of a
signalling effect with a sufficiently short lead time, i.e., a price increase
preceding the announcement by one to four months, may account for a
significant portion of, if not completely explain the seasonality in our
data. To test this proposition, a modified Fama-Fisher-Jensen-Roll (1969)
procedure was initially applied to weekly HESE data.4 Residuals of the
'market' model were computed for each stock for a period of 15 weeks preceding
and 15 weeks after each announcement.5 Mean cumulative return residuals are
graphed for all 126 announcements and separately for the 24 pure stock
dividend and 102 remaining announcements contained in our 1969-1981 data in-

figure 2.
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The cumulative residuals relating to all 126 announcements exhibit a
fairly standard pattern of the type reported in several earlier studies. A
strong positive trend in the residuals is detected from week 9 onwards up
until the announcement week. This cumulative residual price increase amounts
to nearly ten percent. A slight—-probably insignificant-—overshooting
reported for the last week preceding the announcement is eliminated in 2-~5
weeks time. This pattern can, however, be broken down into two somewhat
different patterns, one related to the 24 stock dividend announcements, the
other to the remaining 102 announcements. In the former case, no overshooting
occurs. Instead, the cumulative mean residual, once the market has learned
that a stock dividend has been announced, seems to take 3-5 weeks to adapt,
levelling off at 15-16 percent. This outcome resembles the one reported by
Marsh (1979) for the London exchange.

For the remaining 102 cases, a sharp drop of some 5 percentage units in
cumulative residuals is reported for the weeks immediately following
announcements. It is as if the market was able to foresee an upcoming
announcement while still being unable to predict the contents of that
announcement. Clearly then, the market must fprefer’ stock dividends to
equity rights issues since a pure stock dividend announcement causes residual
prices to increase by an average of 6-8 percent, whereas announcements
containing equity rights issues tend to depress share prices from their pre-~
announcement high by some 5 percent. Any explanation for such market behavior
would, it seems, have to be based on the different signalling properties of
the two measures.6

For the purpose at hand, it is however sufficient to note that any such
announcement, apparently because of its signal value, is associated with

excess returns averaging roughly ten percent during the 5-8 weeks preceding



it. Both the duration and the magnitude of these excess returns make them a
likely candidate in explaining HESE seasonality. Since the modes of the
announcement distribution occur in March and September, each preceded by heavy
announcement activity in February and August, we would expect the stock market
to yield excess returns in December-February and June—August, while otherwise
performing less spectacularly. A glance at table 2 shows that, on an
aggregate level at least, that might indeed be the case.

To test the proposition, we split our data into two éets, one consisting
of return observations where an announcement is imminent or has recently been
made, the other where it is not. If the proposition holds, we would expect
the first set of observations (A) to have a significantly higher mean than the
second set (B) and possibly contain a seasonal bias while we would expect the
second (B) set to be virtually free of any seasonality.

Table 3 reports on regressions of returns in excess of sample means on a
set of 12 monthly dummies with the intercept suppressed. The data consists of
rates of returns to 49 stocks listed throughout the period 1970~81.7 A total
of 107 announcements concerning a split or an issue occured in these stocks.
To avoid biasing the t-statistics in an upward direction by running
regressions over the total 7056 observations which are highly unlikely to be

independent of each other,8

we construct an equally weighted index of all
observations for a given month contained in each sample. This index is then
regressed on the monthly dummies. In table 3, n denotes the total number of
observations in each sample, whereas n' denotes the number of observations in
the index.

The first row of table 3 lists the number of leads and lags (in months)

around an announcement date that are contained in the A sample. The third row

in turn lists the sample mean return which has been deducted from individual



index return observations before running the regressions. As can be seen from
that row, monthly mean returns increase rapidly with the appro;ch.éf“an
announcement.

The results contained in table 3 appear to refute our proposition rather
definitely, however. The actual outcome is pretty much the opposite of what
was expected. Whereas sample A indeed, as was pointed out above, exhibits a
much higher mean return, it contains no significant seasonality at leads
shorter than 6 months; sample B, if anything, is more seasonally biased than
was the total sample. While the January effect equalled 3.22 percent in the
total sample, it equals 1.65-2.71 percent in sample A and 3.28-3.40 in sample
B. Monthly coefficient signs are nevertheless more or less the same between
the three samples.

The conclusion with respect to the announcement--seasonality proposition
hence must obviously be negative. Since, however, stocks in which splits or
issues occur tend to be 'winners', they are also unlikely to be good
candidates for tax-loss selling. The fact that we are unable to register a
January-effect for these stocks might then be taken as a highly tentative

suggestion that that effect is produced by tax-loss selling.

4, Tax Loss Selling and the January Effect

For quite some time, capital gains taxation has beeﬁ suggested to have
undesirable effects on stock trading by giving investors an incentive to
realize capital losses while deferring capital gains.9 An investor subject to
capital gains taxation, who during the tax year has realized some capital
gains or earned other income from which capital losses may be deducted, will
near the end of the tax year find it to his advantage to sell off his 'losers'

while retaining his ‘winners'. He thus creates a tax write—off which, in an
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efficient ﬁarket where expected certainty equivalent returns are the same for
all stocks, will cost him only the brokerage fee plus any transaction tax. In
an efficient market where demand for securities is perfectly elastic at the
certainty equivalent market return, such tax-loss selling should, however,
have only insignificant price effects due to temporary reshuffling of
portfolios away from the perfectly diversified ones.

This prediction seems likely to be the true one. Even though the above
argument, interpreted in terms of reservation prices, means that sellers would
generally be willing to trade at prices significantly below prevailing
equilibrium prices, the number of buyers with reservation prices equalling the
equilibrium ones is likely to be sufficiently large to prevent any price
decrease. The tax exempt investors——pension funds, charities and foundations
~-are by themselves a significant group likely to bid up prices to their
equilibrium level. However, arbitrage operations are by no means restricted
to this group since tax write-offs can be attained quite irrespectively of the
tax status of, and at no cost to, the buying party. In the simpleét of cases,
two investors could gain the full tax credit by exchanging their 'losers' at
prevailing equilibrium prices, while holding on to their 'winners'.10

Market power, interpreted as the power to extract some of the outside
money available to the holder of a 'loser' by sheer control of demand,
therefore seems an unlikely explanation for a tax effect on share prices
around the turn of the tax-year. The group of buyers with reservation prices
equal to or, if one allows for some diversity in the composition of individual
portfolios due to, e.g., transaction cost (Mayshar 1981), approaching long run
equilibrium ones, will mostly be large enough not to be able to collude
efficiently.

Any tax loss selling argument concerning market price behavior towards



the end of the tax year would therefore, it seems, have to rely on_some
inefficiency or a temporary disequilibrium in the market for 'losers' such
that market clearing prices would actually fall below long run equilibrium
ones while still exceeding the sellers' reservation prices. This inefficiency
or disequilibrium is currently referred to as a selling pressure on the
market. In the absence of trading friction such pressure could, given the
fact that we purport to be dealing with a recurring phenomenon, be sustained
only by highly implausible assumptions regarding the formation of price
expectations.

Transaction costs might, however, offer the rudiments of an
explanation. If the market is in equilibripm prior to the tax loss selling
rally, and if the extent of, and the actual stocks that will be involved in
the rally are hard to predict, the sellers might have to offer their 'losers'
at a discount equalling at most twice the unit transaction cost. Just as in
any transaction cost argument, this one neglects the investors already decided
on a purchase that hence treat the transaction cost as sunk. The number of
such investors may, however, be sufficiently small as compafed to the number
of tax loss sellers to permit a minor market price decrease. !l

Empirical evidence, however, so far seems to point in the direction of
tax loss selling as being responsible for at least some of the trading
activity and price changes at the turn of the tax year. Quite consistently
with a strict efficiency hypothesis, Dyl (1977) found that the tax-induced
spread in reservation prices produces an abnormally low trading volume in
'winners' and a likewise abnormally high volume in 'losers' at year's end.
The increase in trading volume for the 'losers' apparently has been induced by
lower offer prices since Branch (1977) is able to report supernormal returns

to a simple filter strategy designed to identify stocks subject to tax induced
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selling. Reinganum (1983) in turn reports significantly higher eag}y‘January
returns for 'losers' than for 'winners', although his conclusion is that tax
loss selling cannot account for the entire January effect.

In what follows, a direct test of a tax loss selling hypothesis on the
January effect is presented. Any such hypothesis is likely to contain
institutional features. The essential institutional feature to be included in
a test on Finnish data is that capital losses, according to local legislation,
can be deducted only from capital gains. Hence, demand for tax write-offs
will vary greatly, not with personal income, but with (realized) capital
gains. The probability that a share of a given stock will be offered for sale
towards the end of a tax year should thus increase with some aggregate measure
of taxable capital gains realized during the tax year and decrease with its
own past gains, i.e., the potential for write—offs offered by that stock.

At the onset of the analysis, let the capital market be in a CAPM-

equilibrium:
where Ritl denotes the return to asset i in the first month of year t, Rp and

Ry denote the monthly riskfree and market returns respectively and B; is the

beta coefficient of asset i. For any asset which can be the object of tax

induced selling in year t-1, the tax loss selling-hypothesis predicts a return

premium at the onset of a new tax year. That premium is now assumed
proportional to the probable monetary gain from a tax write-off proxied by the
market return for the tax year t-1 (the total amount of capital gains realized
in that tax year is assumed increasing with the market return) and inversely

proportional to the book loss incurred by realizing a share of i. Obviously
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the latter measure must individually depend on the period during W@}ch that
asset has been held, and aggregately on the distribution of holding periods
over the investors. Since only return data was available to us, the most
convenient proxy12 for the tax-loss potential of stock i was its return in the
preceding tax year t—1. Note that since, because of tax considerations,
dividend yields to Finnish common stocks are generally very low (1-47%
annually), the difference betwéen return and price data is fairly small.

The expected rate of return to asset i in January of year t should thus

be approximated by

(2) E(Ryp)) = Rp + (Ryj—Rp) By +ag + DL @R —a,R ),

where Di is a dummy variable receiving the value 1 when sﬁock i has tax loss
potential and the value zero otherwise, RMt-l is market return and Rit-l is
the return to asset i in the pre;ious tax year., We will not introduce an
explicit definition of tax loss potential but instead run regressions of (2)
for different values of I where I is defined as the cut-off point on Ri¢-1
such that Di receives the value 1 if Rit—l < I and zero otherwise. Since we
are not able to produce an equilibrium theory that would explicitly encompass
the January effect, the introduction of a tax-loss selling effect into a CAPM-
framework may seem doubtful. Consequently, the a-coefficients of equation (2)
will also be estimated separately from the CAPM-induced coefficients.

Initial results are reported in table 4. Notice that in estimating (2)
we have treated Ry as a constant to be estimated. The beta-estimates used are
Dimson-betas (Dimson 1979) for the period 1970-81 with five leads and ten lags
using the WI-index (Berglund-Wahlroos-Grandell 1983) as market portfolio. = The

expected value of R;;, is proxied by its actual value. Since the regression
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is pooled, the number of observations equals the numbef of stocks_ﬁ?Q) times
the number of Januaries less one (11), i.e., 550. |

The first three columns of table 4 give the I-value, the total number of
observations and the number of observations for which D} = 1 respectively.
The columns under A give coefficient estimates for equation (2) based on the

CAPM13 whereas the columns under B give the coefficient estimates of

— I -—
(3) Rite =% ¥ D500 Ry ~ %Ry )

The initial impression is one of rather strong support for the tax-loss
selling hypothesis. January returns are positively correlated with market
returns over the previous tax year and (for I < -.10) negatively correlated
with the stock's.past_individual performance. a; and a, estimates are more or
less the same in cases A and B.

A negative sign on ay was not to be expected for low values of I because
of transaction costs. An investor with a marginal tax rate of 50 percent will
not benefit from realizing losses of less than twice the tramnsaction costs
associated with going out of and into a long position, i.e., 6 percent. As 1
decreases, the explanatory power of Rit—l increases sharply while the
significance of past market returns drops. Notice, however, that the
magnitude of the al—coefficient tends to increase with the tightness of the
selection criterion I; its loss of significance is due to a heavy increase in
coefficient variance. It may furthermore be interesting to note that vy
associated with the risk measure (RMltBi) also decreases with the absolute
value of I. Hence, the CAPM tends to fit the data worse the fewer the
observations that are assumed affected by a January premium.

The magnitude of the January effect as reflected in a; and a,y is far from
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negligible. If, for instance, we are able to find a stock that has lost more

than 40 percent during the previous year while the market as a whole has gone
up by 10 percent, we would expect an excess January return on that stock of
11.8 percent or more! Likewise, a 30 percent loser would, under the same
conditions, be expected to yield an excess return of 7.4 percent in the next
January.

The model fit is far from perfect, however; r—-squares average less than
two percent. This is likely to be due to our rather strict operationalization
of a '"loser'. The significance of ay increased strongly with the absolute
value of I, but at the same time it seems evident that some of the 'minor
losers', e.g., those that have lost less than 30 or 40 percent in the previous
year, must provide some of the investors with tax loss selling opportunities.
If that is so, we would--under the highly restrictive demand assumptions
discussed earlier—-—-expect the market return index of the previous tax year to
explain something of the January return in virtually all stocks——not just the
stocks we have singled out as primary candidates for tax induced selling.
Hence, a better model formulation might be one where RMt-l is not multiplied
by the dummy Dg. Put more explicitly, this latter model formulation
presupposes that there are tax-loss selling opportunities in (virtually) all
stocks for some of the investors and that consequently, there must exist a
positive relationship between the need for tax write-offs as measured by our
proxy for capital gains Ry,_; and (virtually) all January returns (since tax-
loss selling is by some mechanism assumed to depress the market) while the
variable D:.:.Rit_1 serves to single out those stocks where the selling pressure
is likely to be the heaviest.

The results contained in table 5 come out exactly as expected. a,, the

coefficient associated with the previous year's market return is highly
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significant and constant in magnitude throughout the runs. An average of
14-15 percent of an annual (tax year) return is projected as an e#éééé return
into the next January. The magnitude and statistical significance of a, in
turn increases rapidly with the absolute value of 1. ay-estimates for higher
I-levels are pretty much the same as in the runs reported in the previous
table; for 1 = -30% we receive estimates ranging from -.090 to -.098 while for
I = -40% the range is -.139 to =.189. Notice however that the az-coefficient
becomes statistically significant (5%) at the -30%-level in table 5 as opposed
to the —46% level in the previous table. Note also that in table 5, (RMltBi)
receives a rather stable and significant coefficient value (although one lower
than the predicted vq = 1).

Without any doubt, one can conclude that the January-effect is linked to
market behavior closely resembling tax loss selling. The better the'previous
(tax) year's market-—and hence presumably, the greaﬁer the need for ﬁax
write—~offs to reduce capital gains taxes—-the better the market performs in
January. Returns are especially high on those stocks that have lost money in
the previous year. The 'January loser premium' averages 9 percent while it
approaches 15 percent for 407 plus losers. These premia are highly
significant. All this evidence rather strongly conflicts with the notion of
an efficient market since absent transaction costs and property taxes, the

excess returns could be arbitraged away by any investor.

5. Conclusion

Several recent papers have produced evidence of supernormal returns to
stock markets in January. The object of the present paper was two—fold:
firstly to investigate whether a fresh data set, the 1970-81 rates of return

on the Helsinki Stock Exchange in Finland contained seasonality, and secondly
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to try to 'explain' that seasonality by kno%n properties of stock prices.

We started off by screening our data for seasonal effects. é;Eéé of
return were computed for every month in our l2-year data set for ten stock
portfolios composed in decreasing order of stock capitalization. We found an
excess return on the market portfolio equalling two and a half percent in
January—-by far the largest monthly premium. Although our data reveal a
strong overall size effect——the portfolio with the lowest mean capitalization
earned a risk-adjusted return exceeding the return on the highest mean
capitalization portfolio by almost ten percent annually--the link between the
January and size effect discussed by Roll (1982) and Reinganum (1983) is far
less evident in our data than in theirs. Still, a significant correlation
between January excess returns and portfolio mean capitalizations could be
detected. This correlation was, however, no stronger——actually it was weaker
—-—than the correlation found in annual returns, and may thus be ascribed to
the very same cause as the annual size effect.

To be more precise, if it is that the size effect reflects high investor
risk aversion combined with return distributions of varying skewness and
kurtosis as argued in Berglund-Wahlroos (1983), we would expect to find a size
premium in the month of January just as in any other month. Moreover, if the
January effect is caused by the tax induced selling of losers, we should,
based on the very same argument, expect a higher than proportional share of
the effect to materialize in small stocks since these, subject as they are to
infrequent trading, tend to have more leptocurtic return distributions than
larger stocks. The stocks with highly leptocurtic (fat-tailed) return
distributions would be more likely to be losers even in years of high overall
market return and would hence offer the best (ex ante) opportunities for tax

loss selling.
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Next, monthly portfolio returns in excess of monthly equally weighted
market averages were regressed on a set of monthly dummy variableérﬁ\Dummy
coefficients turned out to pass a 5 percent two—taliled significance test in
January, and curiously enough, in May. The latter coefficient was
significantly negative, however. The January premium thus computed was
positive for all portfolios, varying between 1.6 and 6.5 percent while
averaging 3.2 percent.

The first proposition tested was one explaining the market seasonality
uncovered by the seasonal distribution of stock dividends, splits and equity
rights issues on the HESE. Since these, apparently because of signalling, are
associated with supernormal returns averaging ten percent over roughly a four-
month period, they may well account for some of the market seasonality. To
test this proposition, the observation matrix was split into two sets, one
containing observations where a split or an issue was imminent, the other
where it was not. It turned out that the data where an issue was imminent
contained no significant January effect, whereas in the remaining data that
effect, if anything, was reinforced by the omission. Splits and issues as
such hence cannot explain the January effect. Since, however, splits and
issues predominantly occur in 'winner' stocks, the results may be taken to
suggest that the January effect is somehow linked to 'losers’'.

The one proposition to contain such a feature is the tax loss selling
hypothesis contained in work by Branch (1977), Gultekin-Gultekin (1982),
Reinganum (1983) and others. The problem with that proposition is thaE, in
order to work, it requires an assumption of market failure manifesting itself
in a less than infinitely elastic demand for individual securities, or the
presence of transaction costs of quite significant magnitude. Although any

investor who has realized capital gains during the tax year can benefit from
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selling his 'losers', these should entail no discount since ﬁe could easily,
via a financial intermediary, purchase them back himself at his pféﬁious
selling price and still earn the full tax write-off.

Irrespectively of these (severe) theoretical misgivings about a tax-loss
selling related explanation to the January effect, we devised a testable
version of the proposition. It turned out to fit the data just as the tax
loss proposition predicted. January returns are significantly positively
related to market returns for the previous year-—a proxy for capital gains and
the consequent need for tax write-offs—-and negatively related to the stock’s
own previous performance, i.e., the potential fdr tax write—offs offered by
the stock.

This outcome, far from settling any January controversy, seems to present
us with only a slightly smaller number.of questions than did the original
observation of seasonality. How is it that tax induced selling of securities
affects the market valuation for those securities? ‘We can only suggest that
transaction costs, by themselves or in combination with property taxation,
might play a role in the final argument. As was mentioned earlier,
transaction costs may shield off some of the arbitrage created by the tax-loss
sellers. Finnish brokerage fees and transaction taxes are admittedly rather
high (1.5 percent on each purchase or scale) but-—so it seems—--not nearly high
enough to explain the January effect in losers, often amounting to more than
ten percent.

Property taxes do, however, constitute an additional transaction cost in
cases where investors are required to maintain long positions in taxable
assets over the turn of the tax year. Since property tax exempt assets like
cash or savings deposits are readily available, an investor would have to

consider property taxes a transaction cost item when speculating against tax-
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loss selling. Property taxes are not very high however, and what's more, a
greaf number of potential investors are actually tax exempt due to their low
net worth. One would therefore assume transaction cost effects arbitraged
away by investors already decided on their future portfolios who adjust the
timing of their purchases to profit from any available arbitrage, while
property tax effects would seem likely to be eliminated by the tax exempt
investors. Neither trading cost can thus, it seems, without additional
assumptions account for the correlations reported in this paper.

We are hence left only with a number of ad hoc explanations, based either
on the alleged presence of intangible and preferably fixed transaction costs
arising from search or data processing, or on irrational investor behavior by
itself or in combination with market inefficiencies. Any assumption of
conspiracy, holding that brokers by buying and selling at depressed prices in
their own or some insider investors account to create tax losses and decrease
property taxation values, seems refutable by a reference to the fact that the
equally weighted return index recorded a decrease in precisely six out of the
twelve last December tradiﬁg days included in our data set. The mean return
for the last trading day of the year over the 12-year period was slightly
positive.

In closing, it may nevertheless be worth noting that (implicit) fixed
transaction costs would probably not have to be very high to leave us with the
arbitrage we now seem to be observing. Since January premiums typically occur
in the smaller stocks that are also typically thinly traded, the volume of the
purchase needed to push up the price to its long run equilibrium level need

not be very great.
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FOOTNOTES

The use of fixed portfolios is elaborated upon in Berglund-Wahlroos
(1983). The largest of the ten portfolios had an average capitalization
of 203 million FIM in 1970 while the average capitalization of the
smallest portfolio was only 1.8 million FIM, Notice also that the
sampling procedure is virtually free from any survivorship bias. During
the period under study, only three firms left the exchange, none because
of bankruptey.

The riskfree rate was set at the mean bank lending rate and the market
portfolio return at the mean return to the value-weighted WI-index
(Berglund-Wahlroos-Grandell 1983). Dimson betas were estimated from
daily return data with five leads and twenty lags..

See, e.g., Fama-Fisher—-Jensen-Roll (1969), Scholes (1972), and——for an
analysis of Finnish data--Korhonen (1975).

This research is extensively reported on in Grandell (1983).

The market portfolio in this work was the value-weighted WI-index of
Berglund-Wahlroos—Grandell (1983). Betas were estimated from weekly data
and are unadjusted for any thin trading bias.

There is one such explanation. By Finnish law, new shares issued by a
firm cannot be offered at a price lower than their nominal value. Hence,
a stock dividend, effectively splitting up the firm's assets on a greater
number of shares of the same nominal value as before, constitutes more
of a 'bet' on a positive return development in the future than does a
rights issue. As management recommends pulling down the market value of
the share closer to its book value it increases the risk of being unable

to issue new shares in the future.
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13.
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Of the total of 50 securities, one, Kemi Oy, which was partly
nationalized foliowing a near-bankruptcy in 1978 is omitted since the

three Kemi rights issues of 1978-79 were primarily an instrument to

provide it with public funds.

Since betas are generally positive, it is obvious that running a pooled
regression would greatly bias the t—statistics in an upward direction.
The pooled regression would closely resemble expanding one's data set by
replication of observations.

See, e.g., Haugen and Wichern (1973).

Were it not for its potential illegitimacy, an even simpler scheme could
be suggested: An investor could gain the full write—off by selling his
losers to himself. An obviously legal alternative strategy (although one
subject to transaction costs if exercised on the exchange floor) would be
to sell one's losers and purchase the closest substitutes available.

Raw empirical data suggests that there must be more to the January effect
than this. The January excess»return on the equally weighted portfolio
of all stocks in table 2 already exceeds total transaction costs
associated with going in to and out of a given stock (3%) by 0.23
percent. The mean January excess return for 'losers'—-if they are indeed
responsible for the effect——must be significantly higher than 3.2%.

A perfect measure of the tax loss potential of a share seems almost
impossible to devise. Branch (1977) defined a 'loser' as a stock
reaching its yearly low in the last whole trading week of the year, while
Reinganum (1982b) used the ratio of the stock's price on the second to
the last trading day of the year to its high in the preceding six months.
Note that we do not restrict the value of the coefficient Yo associated

with (RMltBi) to unity.
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