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SHORT-TERM ABNORMAL RETURNS OF THE
CONTRARIAN STRATEGY IN THE JAPANESE STOCK

MARKET

RosiTA P. CHANG, D.W. MCLEAVEY AND S. G H O N RHEE*

INTRODUCTION

Based on the belief that 'what goes up must come down' and that investors
overreact to information, contrarian strategies recommend buying past losers
and selling past winners to earn significant abnormal returns. Depending upon
the length of the time period used in identifying losers and winners and the
subsequent investment holding period, either long-term and short-term
contrarian profits may be considered. This distinction between two types of
profits is important because the role of overreaction in explaining long- and
short-run profits is dissimilar.

DeBondt and Thaler (1985 and 1987) report that extreme losers over a long-
term period (three to five years) outperform extreme winners over a subsequent
holding period ofthe same length of time. The DeBondt and Thaler results
have been challenged by recent papers. Zarowin (1990), for example,
demonstrates that both the small firm effect and the January effect explain the
abnormal returns reported by DeBondt and Thaler. Chan (1988) and Ball and
Kothari (1989) show that the estimation of long-run abnormal returns is
sensitive to the model and estimation methods used due to the time-varying
risk of arbitrage strategies.

Jegadeesh (1990) and Lehmann (1990) document empirical evidence on the
success of contrarian strategies over short-term holding periods (one week or
one month). Using weekly observations, Howe (1986) finds that based on large
price appreciation (depreciation) over a one-week period, the winner (loser)
portfolio exhibits abnormal negative (positive) returns up to one year subsequent
to portfolio formation. Zarowin (1989) reports that short-term abnormal returns
over a one-month period are not subsumed by size and the January phenomena.
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Jegadeesh also reports that a significant portion of short-term abnormal profits
remains unexplained after taking into account three factors including: (i) the
inadequacy ofthe market model for risk adjustment; (ii) time-varying market
risk; and (iii) the bid-ask spread and thin trading. Hence, unlike long-term
contrarian profits, short-term profitability remains a puzzle which cannot be
fully explained.' Whether short-term abnormal returns may be considered
another market anomaly is yet to be determined and therefore warrants further
examination.

The main purpose of this study is to examine short-term abnormal returns
to contrarian investment strategies applied to the Japanese stocks listed on the
Tokyo Stock Exchange (TSE). Within this context, the role of firm size and
return seasonality is also examined. In terms ofthe number of securities listed,
the TSE market is about the same size as the New York Stock Exchange (NYSE)
market, although it is smaller in terms of capitalization after the significant
downturn experienced by thejapanese capital market since 1990. TSE's total
market capitalization declined from US$4,260 billion in 1989 to US$2,335
billion in 1992, while the NYSE's market capitedization increased from
US$3,030 billion in 1989 to US$4,035 billion in 1992. The 1992 TSE trading
volume was $482 billion, accounting for 75% ofthe entire trading volume of
thejapanese market; whereas the NYSE trading volume amounted to $1,745
billion, representing 82% of the total volume in the United States.^

Being the second largest organized exchange in the world, the TSE market
provides an interesting setting for this study for a variety of reasons. First, the
trading mechanism ofthe two stock exchanges differs. The NYSE uses a dealer
system emphasizing market liquidity by increasing market continuity and price
stabilization with the help of two types of mzu-ket msdcers, specialists and upstJiirs
market makers. In contrast, the TSE uses an auction or order-driven system
emphasizing an accurate assessment of supply and demand by requiring all
orders to interact. Under the Japanese Securities and Exchange Law, four
separate licenses are issued for the securities business: (i) dealing licenses for
trading in securities for the company's own accounts; (ii) brokerage licenses
for trading in securities for customers' accounts; (iii) underwriting licenses for
underwriting of new issues or public offerings of existing securities; and (iv)
selling licenses for retail distribution of securities offered publicly. A securities
company may be granted one or more licenses. The total number of securities
companies in Japan was 272 at the end of 1992, but all of them were not
members ofthe TSE. There were 124 TSE members with 99 Japanese members
and 25 foreign members. Two types of members exist in the TSE: regular and
'saitori' members. Regular members are securities companies trading on the
exchange as principcils or agents without market-making obligations. Saitori
members maintain a central order book for each of their 'franchise' stocks which
are sdlocated by the exchange. They match orders in accordance with price
priority and time precedence. Saitori members are not allowed to trade any
listed stock for their own accounts nor can they accept orders from the investing
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public.^ Two automated trading systems are used by the TSE: (i) the
Computer-Assisted Trading System (CORES) and (ii) the Floor Order Routing
and Execution System (FORES). Since 1991, the 150 most active stocks are
traded on the floor with the help ofthe FORES which handles automated order-
routing, electronic order booking, and trade execution and confirmation. The
remaining issues are traded on the CORES which is modeled after the Toronto
Stock Exchange's computer-assisted trading system (CATS).

Unlike the NYSE, the TSE maintains daily price limits for individual stocks
and this provides a second reason why the TSE makes an interesting setting
for this study. The daily price limits are set in terms of absolute yen value
depending upon the price range of each stock. Converted into percentage
figures, the limits range from 6.67% to 30% with low-price stocks having larger
limits. The daily price limits should induce positive serial correlations in a series
of daily portfolio returns but their impact on weekly or monthly returns is
expected to be much smcdler.

Finally, the influence of institutional investors at TSE is not as significant
as at the NYSE, where large block trading accounted for about one-half of
NYSE reported volume. Nevertheless, institutional influence at the TSE is
increasing steadily after the introduction of the Nikkei Stock Average (NSA)
and TOPIX index futures on September 3, 1988, and the NSA and TOPIX
index options on October 20, 1989.*'̂  Given these differences between the US
and the Japanese markets, the question is whether the Japanese market exhibits
similar abnormal returns using the short-term contrarian strategy.^

In the following section of the paper, the empirical methodology and the
data are discussed. Next, both realized and risk-adjusted returns to the zero-
investment contrarian strategies are analyzed. The size and seasonality effects
are also examined as part ofthe analysis of short-run profitability. In the last
section, the results are summarized and overall conclusions are presented.

EMPIRICAL METHODOLOGY AND DATA

This study examines a 17-year period between 1975 and 1991. Monthly returns
for TSE-listed firms cuid for an equcJly weighted market portfolio with dividends
reinvested are obtained from the PACAP Databases-Japan compiled by Sandra
Ann Morsilli Pacific-Basin Capital Markets (PACAP) Research Center of The
University of Rhode Island.' The PACAP-Japan market portfolio's returns
are computed using common stocks listed on both Section I and Section 11.^'^

Beginning with February 1975, the sample firms are ranked in ascending
order on the basis of monthly rates of return. The number of eligible firms
ranges from 1,398 in 1975 to 1,641 in 1991 as shown in Table 1. Ten portfolios
are then formed with an equal number of firms in each portfolio. The firms
with lowest returns are included in Portfolio 1, the next lowest in Portfolio 2,
and so on with the best performers in Portfolio 10. The performances ofthe

© Blackwell Publishers Ltd. 1995



1038 CHANG, McLEAVEY AND RHEE

Table 1

Overview of TSE Market

Year

1975
1980
1985
1989
1990
1991

No. of
Firms

901
960

1,052
1,161
1,191
1,223

Section

No. of
Issues

929
966

1,058
1,165
1,197
1,229

/

Market Value'

V41,468
73,221

182,697
590,909
365,155
365,939

No. of
Firms

497
442
424
436
436
418

Section .

No. of
Issues

509
443
429
437
437
421

11

Market Value'

¥1,777
3,854
7,430

20,243
14,076
11,986

Note:
' Figures for value are in ¥ billion.

Source: 40 Year History of ihe Tokyo Stock Exchange Statistics; and Tokyo Stock Exchange, Annual Securities
Statistics, 1988-1991 .

two extreme portfolios. Portfolio 1 and Portfolio 10, are evaluated in the first
through the sixth month after the formation of portfolios. Therefore, the last
set of portfolios is formed in June 1991. Following DeBondt and Thaler (1985)
and Zarowin (1989 and 1990), the two extreme portfolios are used to examine
the performance of the zero cost (buy loser—sell winner) contrarian strategy
in the subsequent holding periods.

Realized Returns

Table 2 presents summary statistics for the two extreme portfolios over the
study period. Averaged over the 197 months of portfolio formation, winners
outperform losers by 34.58% [ = 0.2265 - (-0.1193)]. In the following month,
however, losers outperform winners by 1.97% [ = 0.0244 — 0.0047], and this
difference is statistically different from zero at the 0.0001 level. The results
are similar to those reported by Zarowin (1989) for NYSE stocks over a longer
study period of October 1927 to November 1985. No significant size differential
is discerned between losers and winners. The respective firm size of the two
extreme portfolios measured at the end of the portfolio formation month is
¥137.2 billion for losers and ¥137.6 billion for winners. To examine how quickly
the profit opportunities disappear, the differences between the monthly per-
formance of losers and winners are computed in the second through the sixth
month after the formation ofthe extreme portfolios. As expected, the differences
decline drastically in the subsequent months: 0.63% in the second month,
0.22% in the third month, and 0.27% in the fourth month. Eventually, starting
from the fifth month, the differences become negative, indicating that the
contrarian strategy ceases to work and the extreme winners again outperform
the extreme losers.
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Table 2

Rejilized Returns of Extreme Portfolios

Panel A. All 1
Month t = 0
Size t = 0̂

Month t = 1
Month / = 2
Month t = 3
Month / = 4
Month t = 5
Month t = 6

Loser

Months
-0,1193
137,176

0.0244
0,0161
0.0158
0,0168
0,0140
0,0143

Panel B. January Only
Month t = 1 0,0678

Winner

0,2265
137,568

0,0047
0,0098
0,0136
0,0141
0,0145
0,0167

0,0405

Difference

-0,3458
-392

0,0197
0,0063
0,0022
0,0027

-0,0005
-0,0024

0.0273

Panel C. February through December
Month <=1 0,0206 0,0016 0,0190

Panel D. Months When
Month < = 0 -0,1258
Size t = 0 56,205

Month t = 1 0,0233

Panel E. Months When
Month « = 0 -0.1115
Size t = 0 233,442

Month t = 1 0,0257

Losers Are
0,2120

187,824

0,0026

Losers Are
0,2437
77,820

0,0072

Smaller
-0,3378

-131,619

0,0207

Larger
-0,3552
155,622

0,0185

t-statistics'
(p-values)

-75,26 (0,0001)
-0 ,02 (0,9820)

4,96 (0.0001)
1,98 (0,0491)
0,63 (0.5278)
0,94 (0.3436)

-0 ,17 (0.8618)
-0 ,84 (0.4029)

2,01 (0,0627)

4,58 (0,0001)

-52,57 (0,0001)
-7 .47 (0,0001)

3,66 (0,0004)

-55,19(0,0001)
6,91 (0,0001)

3,34 (0,0012)

Number of
Observations

197
197

197
197
197
197
197
197

16

181

107
107

107

90
90

90

Notes:
' (-statistics indicate whether the difference is different from zero,
^ Figures for size are in V million.

Since Kato and Schallheim (1985) and Ziemba (1990) report the existence
of the January effect in the Japanese stock market. Panel B of Table 2 reports
the results during the month of January only, while Panel C summarizes the
results in February through December. As indicated by the results reported
in Panels B and C, the January effect exists during the study period. The
realized returns of the two extreme portfolios in the month of January are larger
them those in the non-January months. In the first month subsequent to portfolio
formation, losers outperform winners by 2.73% [ = 0,0678 — 0.0405] in
January and by 1.90% [ = 0.0206 - 0.0016] in February through December.
The results suggest that the short-run contrarian strategy works in the Japanese
market while the January effect alone does not explain the observed contrarian
profits.
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1040 CHANG, McLEAVEY AND RHEE

As an indirect test of the small firm effect, two subperiods are introduced
following Zarowin (1989 and 1990). Panel D summarizes the results for those
months when losers are smeJler than winners and Panel E reports the results
for those months when losers are larger than winners. In both subperiods, return
reversal takes place in the first month after portfolio formation at < = 1. Losers
outperform winners by 2.07% [ = 0.0233 - 0.0026] when losers were smaller
than winners and by 1.85% [ = 0.0257 — 0.0072] when losers were larger than
winners. Losers gain more at month t = 1 when they are smaller than winners
but by a small amount. A direct test of the size effect is warranted.

The results in Table 2 suggest that the contrarian strategy works in the
Japanese stock market. An immediate question is whether the same strategfy
remains profitable when differences in risks between the two extreme portfolios
and the firm size effect are taken into account.

Risk- and Size-Adjusted Returns

The risk- and size-adjusted returns from the zero cost investment portfolios
are estimated using the following regression:

Rzt = «z + &z{RM-Rft) + izt (1)

where Rzi = the returns to the zero cost investment portfolio = (RLI~RLI)

— (RW, — RWI)-RLI = the loser portfolio's rates of return,/fj|7 = the winner
portfolio's rates of return, Ru = returns on the control portfolio matched with
the loser portfolio by size, R^r, = returns on the control portfolio matched
with the winner portfolio by size, R/i^i = the equally weighted market
portfolio's rates of return, Rjj = the risk-free interest rates, and ê , are random
error terms.'" The intercept term of equation (1) is Jensen's alpha, which
measures the risk- and size-adjusted returns to the zero cost investment strategy
of taking a long position in the loser portfolio and a short position in the winner
portfolio. The slope coefficient is the difference between the betas of the two
extreme size-adjusted portfolios.

The empirical tests require an estimate of the Japanese risk-free rate and
finding a proxy for the rate is not an easy task. Japanese Treasury bill rates
are not comparable to the risk-free interest rates of US Treasury bills because
the Japanese short-term government securities market lacks the usual
characteristics of an open money market and the yields in the market are
controlled by the government at a level below other short-term interest rates.
In addition, no active secondary market exists for short-term government
securities since a substantial portion of outstanding issues are held by the Bank
of Japan and the government's trust funds." Therefore, in the absence of pure
risk-free interest rates, past studies have used the one-month gensaki interest
rate as a proxy for the risk-free interest rate (see among others. Bailey, 1989;
and Brenner, Subrahmanyam and Uno, 1989). The gensaki market consists
of bonds combined with repurchase agreements. Gensjiki transactions generally
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have a maturity of one to three months, the yield being determined by the
difference between the selling and the repurchasing price. Gensaki rates are
available only from January 1977 when the Japanese Ministry of Finance
accepted them as an official measure of short-term interest rates. Therefore,
call-money rates are used here during the first two-year study period when
gensaki rates are not available. The call-money market has a short-term
maturity up to only two months and the underlying instrument is a promissory
note secured by appropriate collateral. Major players in the call-money market
are large financial institutions. Although call-money rates tend to be more
volatile than gensaki rates, the estimated high correlation coefficient (0.97)
between the two short-term interest rates suggests that they are substitutable.'^

To adjust for firm size, all sample firms are ranked each month according
to market value to form ten size-based portfolios. The average firm size of each
of the ten portfolios is then computed. Also computed are the average firm
sizes of both the loser and the winner portfolios and these are matched with
the size decile portfolios exhibiting the closest average size. Once matching
is done, the size-adjusted returns to the loser and winner portfolios are calculated
by subtracting the returns on the matching control portfolios from the returns
on the two extreme portfolios.'^ The procedures above are repeated each
month.'*

Table 3 summarizes the regression results. Jensen's alphas in Panel A
indicates that losers outperform winners by a risk- and size-adjusted return
of 1.69% per month in the first month subsequent to the formation of extreme
portfolios. The abnormal return of 1.69% per month represents a substantial
amount of profits for TSE member securities firms whose transaction costs in
the Japanese marked amount to approximately 0.83% (including the cost of
borrowing stocks for short sales of 0.10%). Approximately three-quarters of
TSE's total trading volume is conducted by member companies on behalf of
customers, whereas the remaining one-quarter of transactions are for members'
accounts. Given two-way buy and sell transactions, the total trading value
on members' accounts amounted to ¥33,402 billion (or US$268 billion) in 1992.
Considering the magnitude of TSE members' trading volume on their own
accounts, the magnitude of potential profits from contrarian strategies is
economically significant. However, Jensen's alpha for each ofthe remaining
five months (Month t = 2 through Month 6 = 6) subsequent to portfolio
formation is not significant, indicating that no profit opportunities are available
on the basis of size- and risk-adjusted returns. Jensen's alpha turns negative
in the fifth month, showing another return reversed, even though the magnitude
of return reversal is insignificant. The estimates ofthe slope coefficients suggest
that the losers portfolio's systematic risk is greater than the winner
portfolio's."

As can be seen in Panel C, when the regression is run for non-Janu£iry months
only, the loser still overperform the winners by a significant amount of 1.75%
even after adjustments for risk and firm size. The fact that there is still significant
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1042 CHANG, McLEAVEY AND RHEE

Table 3

Size- and Risk-Adjusted Returns of the Zero Cost Investment Portfolio

a.

Panel A. All Months
Month <=1 0.0169

(4.40)"

Month t = 2

Month t = 3

Month t = 4

Month t = 5

Month t = 6

0.0019
(0.64)

0.0010
(0.29)

0.0008
(0.31)

-0.0020
(-0.69)

0.0001
(0.05)

Panel B. January Only
Month t = 1 0.0048

(0.31)

Panel C. February Through
Month <=1 0.0175

0.2967
(3.73)*'

0.2326
(3.87)"

0.0988
(1.47)

0.0416
(0.74)

0.1326
(2.31)'

-0.0216
(-0.41)

0.4426
(1.67)

December
0.2939

R'

0.0665

0.0712

0.0110

0.0028

0.0266

0.0009

0.1666

0.0622

Number of
Observations

197

197

197

197

197

197

16

181
(4.34)" (3.45)**

Panel D. January, April, and October Only
Month (=1 0.0264 0.4875 0.1456 49

(3.01)" (2.83)"

Panel E. Rest of the Year
Month/=1 0.0133 0.2112 0.0374 148

(3.15)" (2.38)*

Panel F. Months When Losers Are Smaller
Month <=1 0.0174 0.1950 0.0321 107

(3.25)" (1-87)*

Panel G. Months When Losers Are Larger
Month <=1 0.0148 0.4665 0.1379 90

(2.64)" (3.75)"

Notes:
(-ratios are in parentheses.
•* Significant at the 0.01 level.
• Significant at the 0.05 level.
* Significant at the 0.10 level.
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abnormal performance outside of January and none observed during January
indicates that the January effect is not a critical factor in explaining short-term
contrarian profit opportunities. Additional seasonality tests are warranted
because the regression results for the study period suggest that unusucdly large
monthly returns are observed not only in January, but also in April and
October. Panel D summarizes the results during these three months, while
Panel E reports the results for the rest of the year. During the months of
January, April, and October, the zero cost investment portfolio yields an
average abnormal return of 2.64% per month which is twice as large as what
is observed for the rest ofthe year (i.e. 1.33%). In both cases, contrarian profits
are significant at the 0.01 level. Furthermore, the results from Panels F and
G show that after adjustments for risk and firm size, abnormal profits are present
and the magnitude ofthe profits does not differ (1.74% vs. 1.48%) regardless
of whether losers are smaller or greater than winners.'^ Apparently, firm size,
seasonality effect, and systematic risk fail to explain short-run contrarian
profitability in the Japanese market.

Several conclusions emerge from the results reported in Table 3: (i) the short-
term contrarian strategy remains profitable after systematic risk and firm size
are taken into account in Japan; (ii) the seasonality effect (including the January
effect) does not explain reported short-term contrarian profits;^" and (iii)
contrarian profits persist regardless of whether losers are smaller or larger than
winners.

Further Analysis of the Performance of Extreme Portfolios

To examine the source of profitability of the zero cost investment strategy,
Jensen's alphas are estimated for the two extreme portfolios, losers and winners,
using the following regressions:

^p, (2)
where R^ = the size-adjusted rates of return to the two extreme portfolios
= {Ru~Ru) for the loser portfolio or (Rfy, — R^,) for the winner portfolio
in month t and fipt are random error terms.

Table 4 summarizes the results. Jensen's alpha for the loser portfolio is
positive only in the first month after the portfolio formation, and it turns
negative from the second month. Thus, after the initial return reversal in the
first month, there is another reversal in the second month, whereas the winner
portfolio experiences no return reversal. The winner portfolio consistently
underperforms the market portfolio throughout the six holding periods ranging
from one- to six-months.

As summarized in Panels B through E, the abnormal returns for the loser
portfolio are positive but insignificant except when the regression is run for
January, April, and October. In contrast, the winner portfolio underperformed
the market in every subperiod except when the regression is run for January
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Table 4

Size- and Risk-Adjusted Returns of Extreme Portfolios

Panel A. All
Month t = 1

Month t = 2

Month t = 3

Month t = 4

Month t = 5

Month t = 6

Of

i Months
0.0035

(1.62)

-0.0052
(-2.74)"

-0.0029
(-1.30)

-0.0032
(-1.57)

-0.0055
(-2.76)"

-0.0034
(-1.82)t

Panel B. January Only
Month «=1 0.0058

(0.62)

Loser
|S

0.2262
(5.01)"

0.2276
(5.83)"

0.1267
(2.79)"

0.1236
(3.01)"

0.1460
(3.66)"

0.0979
(2.62)"

0.4499
(2.86)'

R^

0.1140

0.1485

0.0383

0.0443

0.0643

0.0339

0.3680

Panel C. February Through December
Month <=1 0.0028 0.1941 0.0847

(1.23) ( 4 . 0 7 ) "

Panel D. January, April, :
Month i = l 0.0117

(2.86)"

Panel E. Rest of the Year
Month <=1 0.0006

(0.25)

»nd October Only
0.3197 0.2519

(3.98)"

0.1784
(3.37)"

Panel F. Months When Losers Are
Month <=1 0.0044 0.2075

(1.59) (3.81)"

Panel G. Months When Losers Are
Month <=1 0.0021 0.2616

(0.60) (3.31)"

Notes:
(-ratios are in
•• Significant
• Significant
t Significant

parentheses,
at the 0.01 leveL
at the 0.05 level,
at the 0.10 level.

0.0721

Smaller
0.1216

Larger
0.1109

a

-0.0134
( -5 .12)"

-0.0071
( -3 .63)"

-0.0039
(-1.87)t

-0.0040
(-2.12) '

-0.0035
(-1.82)t

-0.0035
(-1.86)t

0.0010
(0.12)

-0.0147
( -5 .38)"

-0.0147
(-2.31) '

-0.0127
( -4 .48)"

-0.0130
( -3 .55 ) "

-0.0126
( -3 .39 ) "

Winner

-0.0705
(-1.30)

-0.0049
(-0.12)

0.0279
(0.66)

0.0821
(2.13')

0.0134
(0.35)

0.1194
(3.16)"

0.0073
(0.05)

-0.0999
(-1.72)t

-0.1678
(-1.34)

-0.0327
(-0.55)

0.0125
(0.18)

-0.2049
(-2.47)*

R'

0.0086

0.0001

0.0022

0.0228

0.0006

0.0486

0.0002

0.0163

0.0367

0.0021

0.0003

0.0649
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only. The Jensen's alpha is — 1.47% for the months from February through
December which is significant at the 0.01 level. The winner portfolio's
performance is significantly below the market by 1.47 % per month during the
January, April, and October period and by 1.27% per month for the rest of
the year.

The loser portfolio's abnormal returns are insignificant after adjustments
are made for size and risk. As summarized in Panels F and G, the loser portfolio
shows an insignificant abnormzd return of 0.44% during the months when losers
are smaller than winners and 0.21 % during the months when losers are larger
than winners. In contrast, the winner portfolio's abnormal returns do not
disappear after the adjustment for size during the two subperiods. Jensen's
alphas ofthe winner portfolio are significant regardless of whether winners were
smaller or larger than losers.

The source ofthe zero cost investment portfolio's abnormal returns is very
different between the US and Japanese markets. Based on US stocks, Zarowin
(1989) reports that the gains to the zero cost investment strategy are fairly evenly
split between the long and short positions. However, a strong asymmetry exists
in the performance ofthe two extreme portfolios in the TSE stock market. Given
the persistent underperformance of the winner portfolio and the insignificant
abnormal returns observed for the loser portfolio, investors might be better
off only taking a short position in the extreme winner portfolio.

CONCLUSION

This paper highlights empirical evidence on the short-term profitability of
contrarian investment strategies in the Japanese stock market. Although the
TSE and NYSE stock markets differ from one another in many important
aspects such as daily price limits, trading mechanism, and the role of
institutionjil investors, significant short-term profitability of contrarian
investment strategies is found in both markets. The characteristics of abnormal
returns to contrarian strategies, however, are not the same. Several interesting
conclusions are drawn from this study: (i) the short-run contrarian strategy
remains profitable after systematic risk and firm size are taken into account
in Japan; (ii) the seasonality effect (including the January effect) is not a critical
factor in explaining the reported short-run contrarian profits for the Japanese
market; (iii) abnormal profits are reported regardless of whether losers are
smaller or greater than winners, and the magnitude ofthe profits does not differ;
and (iv) a strong symmetry exists between the performance of the two extreme
portfolios.

The most important conclusion is that firm size and return seasonality do
not fully explain short-term contrarian profits unlike long-term contrarian
profits. This evidence is consistent with Zarowin (1989) who draws the identical
conclusion based on the US market results.

Follow-up studies on the contrarian investment strategy may contribute to
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our understanding of portfolio investment in the Japanese stock market. Lo
and MacKinlay (1990) hypothesized that more than half of expected profits
from contrarian strategies could be due to positive lagged cross-autocorrelations
across securities. However, a recent study by Jegadeesh and Titman (1993)
reports that the lead-lag structure in stock prices contributes less than 5 % of
contrarian profits, leaving the large portion of profits still attributable to market
overreaction. Such contradictions are a matter that should be explored in future
research to determine whether Japanese contrarian profits are due mainly to
market overreaction or to a lead-lag structure in share prices.

NOTES

1 A recent study by Chopra, Lakonishok, and Ritter (1992) revives the controversy on long-
term overreaction. They report that the overreaction effect remains even after adjusting for
size and beta,

2 Of eight independent stock exchanges located in Tokyo, Osaka, Nagoya, Kyoto, Hiroshima,
Fukuoka, Niigata, and Sapporo with a total of 2,118 firms listed at the end of 1992, TSE
represents the largest orgeinized exchange, hsting 1,651 firms (not including 119 foreign firms).
Of the 1,651 firms, 969 firms were cross-listed between the TSE and the remaining seven
exchanges, while 682 were listed only on the TSE, Statistical data quoted are drawn from the
respective 1993 Fact Books of the TSE and NYSE,

3 The absence of market makers and a purely order-driven trading system may lead to extreme
volatility. As the referee correctly points out, the TSE uses daily price limits along with special
bid and ask quotes to curb short-term price fluctuations,

4 Although both the NYSE and the TSE report block trade activities, they cannot be compared
directly due to the difference in defining block trades. The NYSE requires 10,000 shares or
more for a block trade, whereas the TSE requires 50,000 shares or more for a transaction to
qualify as a block trade, Civen the respective average price per share in the NYSE and the
TSE, the value of a minimum block trade at the NYSE is $334,135, while the counterpart
figure at the TSE is $567,000,

5 See Cooke and Kikuya (1992, pp, 60—63) for discussions of institutional investors and block
trades in the TSE market,

6 See Rhee (1992) and Rhee and Chang (1993) for an overview of trading mechanisms in the
Asian securities markets,

7 The source data of PACAP Databases-Japan have been provided by Daiwa Institute of Resezu-ch
Ltd, and Toyo Keizai Inc,

8 The TSE has compiled the composite index called TOPIX since July 1, 1969, The TOPIX,
however, includes only those stocks listed on Section I and is not adjusted for dividend payments,

9 Newly-listed stocks and small-size firms are usually listed on Section II,
10 The model introduced here to adjust for risk and firm size implicitly assumes that the effects

of the risk-free rate of return, size, and risk on expected returns are separable. We thank an
associate editor for this point which he raised during the review process,

11 After liberalization of the Japanese short-term money market in the latter part of the 1980s,
the Japanese Treasury bill rate became a good surrogate for the risk-free interest rate,

12 For details on the Japanese money market, see Emery (1985),
13 The returns on the control portfolio are subtracted from the extreme portfolio's returns for

the subsequent six months to evaluate the abnormal returns over the holding period ranging
from one to six months,

14 This method is a variation of Dimson and Marsh's (1986) method of adjusting for firm size
and risk. More recent applications are found in Lakonishok and Vermaelen (1990) and Agrawal,
Jaffe and Mandelker (1992),

15 The estimation of transaction costs for TSE member firms is drawn from Chung, Kang and
Rhee (1993) who report the following component for transaction costs in the Japanese stock
market: (i) 0,01% for the stock exchange usage fee plus saitori member fee; (ii) 0,12% of the
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security transfer fee applicable to stocks sold; (iii) 0,60% of the market impact cost as measured
by the effective bid-ask spread; and (iv) 0,10% of the cost of borrowing stocks for short sales.
However, transaction costs applicable to institutional investors 2ire far greater than those estimated
for brokers due to brokerage commissions which amount to 1,60%, Hence, contrarian profits
net of transaction costs would be justified only for brokers in the Japanese market,

16 In terms of trading value, customers' accounts and members' accounts are divided in the S2une
proportion,

17 We investigated the sensitivity of our results when the equally weighted market portfolio's retum
series is replaced by the value-weighted counterpart compiled by the PACAP Research Center,
The overall conclusions based on empirical results remain unchanged. However, two interesting
findings are noted. First, the estimates of the slope coefficients are still positive, but the value-
weighted mzu-ket portfolio's retum series produces smaller coefficients than the equally weighted
retum series. Second, the risk- and size-adjusted returns become greater as the value-weighted
market portfolio returns are used in the regressions. For example, losers outperform winners
by a risk- and size-adjusted return of 1,91% (as opposed to 1,69% reported in Table 3) per
month in the first month subsequent to the formation of extreme portfolios and the slope
coefficient is 0,192 (as opposed to 0,2967), We would like to thank an associate editor who
suggested that we investigate this issue,

18 For the 197-month study period, the following regression result was obtained:

Rzi = 0,0273Z), + 0,018702 + 0,0054Z)3 + 0,0308Z),, +
(1,98)* (1,36) (0,41) (2,30)* (1,60) (0,33)

+ O,O175Z)7 + 0,02531)8 + 0,0096Z)9 + 0,0578i),o + 0,0240Z),, - 0,0048D,2,
(1,31) (1,83) (0,70) (4,20)" (1,74) (-0,35)

where R^, = the return to the size adjusted zero cost investment portfolio (to be introduced
in the following section), D^ = t for January and zero otherwise, D2 = I for February and
zero otherwise, , , ,, and D^^ = 1 for December and zero otherwise. Figures in parentheses
denote (-statistics, and ** denotes statistical significance at the 0,01 level and * at the 0,05
level. An F-test rejects the equivalence of the monthly means at the 0,01 level [f (11, 185) =
3,35], It is not obvious why April and October show abnormal returns which are significant
at the 0,05 level. One possible explanation is that the majority of Japanese firms' fiscal year
ran from April through March, Many portfolio managers may engage in so-called window-
dressing towards the end of Mzu-ch when they unload some end-of-March holdings and reshuffle
their portfolios in April, The practice is repeated during the months of September and October
when portfolio managers prepare their semi-annual reports for their investment activities,

19 A dummy regression was run to test the equeility of the returns to the zero cost investment
portfolios in the two sub-periods. An f-test indicates that the equality of the returns over the
two subperiods cannot be rejected at the 0,05 level,

20 In contrast, Zarowin (1989) reports that the January effect is significant in the US stock market,
but no significant seasonable effects are found for other months. It should be noted, however,
that Zarowin did not carry out the size adjustments made in this paper and so one may not
completely compare the results.
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