The Day of the Week Effect in Real Estate

Investment Trusts

Executive Summary. This study examines the behavior
of real estate investment trust (REIT) returns surround-
ing the weekend. The results for equity REITs show that
similar to equity securities, returns on Monday are pos-
itive when returns on Friday are positive and returns on
Monday are negative when returns on Friday are nega-
tive. This same relationship does not hold for mortgage
REITs. In addition, a significant first order autocorre-
lation pattern is observed for all REIT types around the
weekend. The study also finds that REIT investors re-
spond more strongly to information contained in the
markel’s previous return rather than that contained in
previous REIT relurns. This implies that REIT investors
may have a difficult time processing information about
REIT securities and rely heavily on market information
to make investment decisions.
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Introduction

Anomalies in the return patterns of securities are
of recurring interest to financial researchers as
their presence provides documentation of a market
inefficiency. Often, the presence of these anomalies
can provide support for certain theories concerning
market design and investor behavior. One anomaly
that continues to generate the interest of research-
ers is the day-of-the-week effect. Recent studies by
Bessembinder and Hertzel (1993) and Abraham
and lkenberry (1994) find evidence to suggest that
there may be an abnormally large first-order auto-
correlation pattern between Friday’s return and
Monday’s return that is associated with the day-
of-the-week effect. Abraham and Ikenberry at-
tribute this abnormal autocorrelation around the
weekend to the trading patterns of individuals.

This study continues these investigations into the
day-of-the-week effect by examining the special
case of real estate investment trusts (REITs).
REITs provide a very interesting avenue to gain
further insight into the nature of the day-of-the-
week effect because REIT returns should ideally,
behave like returns on the underlying real estate
related assets they hold. However, these firms are
securitized real estate that actively trade on major
stock exchanges. Real Estate researchers continue
to examine whether REIT return behavior is more
related to real estate returns or stock market re-
turns. Mengden and Hartzell (1986) find support
for a hybrid securities hypothesis that REITs ex-
hibit return characteristics of both the unsecuri-
tized real estate markets and the general stock
market. Corgel and Rogers (1991) also find that
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some REITs exhibit hybrid securities character-
istics. However, they also find that returns of some
REITs correlate strongly to stock market returns
while others tend to move closely with unsecuri-
tized real estate returns. Ghosh, Miles and Sir-
mans (1996) report that REIT liquidity and sector
maturity are different from similarly capitalized
common stocks. In addition, Liang and McIntosh
(1998) found that REITs became more “unique”
relative to stock and bond factors over the period
from 1992 through 1997 indicating a possible di-
vergence from stock market movements for REITSs.

The day-of-the-week anomaly has been docu-
mented in numerous academic studies and contin-
ues to be the subject of considerable debate and
speculation. Studies on equity returns find a sig-
nificantly negative mean return on Monday. While
the source of this pattern remains unknown, sev-
eral recent works suggest some additional avenues
of investigation. Abraham and Ikenberry (1994)
find that the trading behavior of individual inves-
tors may be a significant contributing factor in the
observed day-of-the-week pattern. The authors de-
termine that selling pressure by individuals is
higher on Monday than on other weekdays, and
this selling pressure is usually higher on Mondays
following a Friday market decline. Abraham and
Ikenberry do not offer explanations for the week-
day patterns in individual investor involvement in
the market although their results are consistent
with a theory proposed earlier by Lakonishok and
Maberly (1990).

In the earlier study, Lakonishok and Maberly
(1990) propose an information cost hypothesis that
reflects the higher costs to small investors of gath-
ering information and making trading decisions as
compared to large investors. The trading decisions
of small investors are potentially influenced by buy
and sell recommendations received from brokers
during the week. “Buy” recommendations, for ex-
ample, may be received early in the week while
“sell” recommendations may be received later, if at
all. The costs of gathering information are higher
for small investors as large investors are better
able to take advantage of economies of scale in in-
formation collection. These higher information
costs in combination with the temporally biased
arrival of buy and sell recommendations generate

a higher proportion of sales transactions following
a weekend break after which small investors have
the time necessary to think about selling equity. It
is hypothesized that the behavior patterns of small
investors significantly contribute to the day-of-the-
week return anomaly.

This behavior creates an exploitable opportunity
for institutional and other large investors. Clearly,
once transaction costs are considered, one cannot
profit by buying on Monday and selling on Friday.
However, an institutional investor planning to
make a portfolio acquisition or divestiture can time
these trades to take advantage of less sophisti-
cated small investors. If the investor is planning
to sell, they may wait until Friday, while they may
wait until Monday to invest. By doing this, they
save a few basis points on each trade. Over time,
a few basis points accumulated across a large
number of transactions can significantly impact
returns.

Another avenue of research related to the day-of-
the-week effect looks at autocorrelations in re-
turns.! Bessembinder and Hertzel (1993) find evi-
dence of unusually high positive correlation
between Friday returns and Monday returns. They
also find evidence of dependence of the autocorre-
lation coefficients on firm size. As differences exist
between small and large firms in the costs of
gathering information and in the availability of
information, these differences offer a potential
explanation. Some theories suggest that costly
information processing associated with small firms
slows trading and price reaction.

The presence of autocorrelated returns from Fri-
day to Monday creates even more opportunity to
exploit small investor behavior. If Friday’s returns
predict Monday’s returns, then large investors get
a free look at the market on Monday. This free look
allows these investors the opportunity to acceler-
ate or delay planned trading activity. Once again,
due to transaction costs, a day trader cannot read-
ily exploit this anomaly. However, the institutional
traders and large investors seeking to glean a few
basis points on each trade can do so.

This study extends the tests of Abraham and Iken-
berry (1994) and Bessembinder and Hertzel (1993)



by examining day-of-the-week patterns in REITs.
Using a sample of REITs presents a unique oppor-
tunity since these firms have definite informa-
tional differences when compared to more ‘tradi-
tional’ exchange listed firms.

Data and Methodology

Data

The data used in this sample are equally-weighted
portfolios of daily returns created from all publicly
traded REITs, all publicly traded equity REITs
and all publicly traded mortgage REITs. At least
ten securities must be in each portfolio for returns
to be calculated. Returns are taken from the Cen-
ter for Rescarch in Security Prices (CRSP) daily
returns file and are adjusted for stock distributions
and dividends. Given our requirement of at least
ten securities in each portfolio, returns for the
combined REIT portfolio are available for 6528 ob-
servations from March 6, 1970 to December 29,
1995. Returns for the equity REIT portfolio are
available for 5890 observations, from September 8,
1972 to December 29, 1995 and returns for the
mortgage REIT portfolio are available for 5821 ob-
servations, from December 18, 1972 to December
29, 1995.

Methodology

Unconditional and conditional mean returns. Un-
conditional mean returns arc calculated for each
day-of-the-week for all three portfolios based on
closing price returns. F-tests are used to determine
the equality of the returns on each day-of-the-
week. Similar to Abraham and Ikenberry (1994),
Monday returns are conditioned based on the re-
turn on the prior Friday, for each of the three port-
folios. To extend the work of Abraham and Iken-
berry, Monday returns for each of the portfolios are
also conditioned on Friday’s return for the equally-
weighted CRSP index. Myer and Webb (1993) find
that lagged values of both the S&P 500 and a
CRSP value-weighted index fail to explain REIT
returns. However, Han and Liang (1995) report
significant co-movement between REIT returns
and the CRSP cqually-weighted index indicating
that REIT returns respond more to small stock

market movements.? This will give additional evi-
dence of whether the returns of REITs are re-
sponding with a lag to information specific to
REITs or to information produced by the market.

Day-of-the-week  autocorrelations. Methodology
similar to Bessembinder and Hertzel (1993) is used
to calculate day-of-the-week autocorrelations for
the three REIT return portfolios. The following
dummy variables isolate each day of the week to
allow the calculation of day-of-the-week autocor-
relation terms:

M, = One when day ¢ is Monday and zero
otherwise;

T, = One when day ¢ is Tuesday and zero
otherwise;

W, = One when day ¢ is Wednesday and zero
otherwise;

TH, = One when day ¢ is Thursday and zero oth-
erwise; and

One when day ¢ is Friday and zero
otherwise.

F =

The dummy variables are created so that only con-
secutive day-of-the-week return pairs will be ex-
amined. The general day-of-the-week regression
model presented below is estimated five separate
times, once for each day of the week pair:

R, — oM, + a,T, + ayW, + «,TH,
+ azF, + BiR, ., + BysD.R, |, + & (1)
Where:

R, |, = Daily return for the REIT portfolio at time
t—1;

D, = Daily dummy variable for the day-of-the-
week pair being investigated and equals
one for that pair and zero otherwise; and

g, = A random error term.

In Equation (1), each daily dummy variable is sub-
stituted for D, and the equation is estimated sep-
arately for each day-of-the-week pair. For example,
the insertion of the M dummy variable in Equation
(1) allows for the calculation of the difference be-
tween first-order autocorrelations for Monday-
Friday pairs and first-order autocorrelations from
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