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Effects of capital gains taxation on financial asset pricing

Roy Stein

Abstract

The capital gains taxation structure in its current format was applied gradually in the
beginning of 2003, following the Rabinovich Committee Report. That was the first
time that individuals in Israel were obligated to pay tax on capital gains. Since then,
tax rates have been increased twice. The most recent increase during the sample
period (2000—14) was at the end of 2011. The main feature of such taxation in Israel
is a distinction in taxation tracks, between nominal and real assets. Since tax
considerations are one of the components that impact on investors’ economic and
financial decisions, it is important to estimate the tax effect on both financial asset
pricing and the worthwhileness of holding such assets. As such, this research studies
several issues in the Israeli capital market’s taxation system, and will attempt to assess
the bias in the pricing and the holdings structure of financial assets due to tax
considerations. Among other things, this paper will focus on possible biases
incorporated in the pricing and the holding of bonds with various indexation bases.
The results indicate that the dual-track tax method implemented in Israel affects asset
pricing and serves as a significant consideration in investment decisions regarding
various financial assets. The results also indicate that the increase in the tax rate had a
significant effect on the size and composition of the financial asset portfolio in Israel.
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Dependent Variable: LOG((S4)/MDD_MESHULAV_L)
Method: Dynamic Least Squares (DOLS)

Sample (adjusted): 2000M03 2014M04 Yw NN'WT NIPETRNN

Included observations: 170 after adjustments NI'IN2 112N

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Fixed leads and lags specification (lead=1, lag=1)
Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth =5)

Variable Coefficient  Std. Error t-Statistic Prob.
LOG(MDD_B) 1.07 0.40 2.70 0.01
LOG(MDD_S) 1.14 0.06 18.40 0
@MOVSUM(MDD,12) -0.006 0.00 -1.29 0.20
MDD_R1 0.007 0.01 0.88 0.38
C -11.2 1.73 -6.49 0
@TREND -0.006 0.00 -1.83 0.07
D2003 -0.05 0.04 -1.09 0.28
D15 -0.26 0.06 -4.12 0.00
D20 -0.33 0.11 -3.00 0.00
D25 -0.59 0.23 -2.60 0.01
TD2003 -0.022 0.01 -3.55 0.00
TD15 -0.006 0.00 -2.37 0.02
TD20 -0.002 0.00 -1.35 0.18
TD25 -0.002 0.00 -0.87 0.39
R-squared 0.988 Mean dependent var 1.104
Adjusted R-squared 0.986 S.D. dependent var 0.277
S.E. of regression 0.033 Sum squared resid 0.155
Durbin-Watson stat 0.697 Long-run variance 0.003

Cointegration Test - Engle-Granger

Specification: LOG((S4)/MDD_MESHULAV_L) LOG(MDD_B) LOG(MDD_S)
@MOVSUM(MDD,12) MDD_R1 C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Null hypothesis: Series are not cointegrated

Automatic lag specification (lag=0 based on Schwarz Info Criterion, maxlag=13)

Value Prob.*
Engle-Granger tau-statistic -6.2 0.0007
Engle-Granger z-statistic -61.9 0.0007

*MacKinnon (1996) p-values.
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Dependent Variable: LOG((S3)/MDD_MESHULAV_L)

Method: Dynamic Least Squares (DOLS)

Date: 06/04/15 Time: 14:33 79 NN NIpTNNN

Sample (adjusted): 2000M03 2014M04 n"axa 1N

Included observations: 170 after adjustments

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Fixed leads and lags specification (lead=1, lag=1)

Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth =5)

Variable Coefficient  Std. Error t-Statistic Prob.
LOG(MDD_B) -0.14 0.37 -0.39 0.70
LOG(MDD_S) 0.17 0.06 2.98 0.00
@MOVSUM(MDD,12) 0.01 0.00 2.28 0.02
MDD_R1 -0.04 0.01 -5.25 0
C -0.37 1.60 -0.23 0.82
@TREND 0.01 0.00 517 0
D2003 0.08 0.04 2.08 0.04
D15 0.05 0.06 0.85 0.40
D20 -0.23 0.10 -2.23 0.03
D25 -1.04 0.21 -4.95 0
TD2003 0.004 0.01 0.64 0.52
TD15 -0.011 0.00 -4.99 0
TD20 -0.011 0.00 -6.86 0
TD25 -0.013 0.00 -6.80 0
R-squared 0.994 Mean dependent var 0.874
Adjusted R-squared 0.993 S.D. dependent var 0.389
S.E. of regression 0.032 Sum squared resid 0.148
Durbin-Watson stat 0.782 Long-run variance 0.002

Cointegration Test - Engle-Granger

Specification: LOG((S3)/MDD_MESHULAV_L) LOG(MDD_B) LOG(MDD _S)
@MOVSUM(MDD,12) MDD_R1 C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Null hypothesis: Series are not cointegrated

Automatic lag specification (lag=0 based on Schwarz Info Criterion, maxlag=13)

Value Prob.*
Engle-Granger tau-statistic -6.4 0.0003
Engle-Granger z-statistic -65.8 0.0003

*MacKinnon (1996) p-values.
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Dependent Variable: LOG((S2)/MDD_MESHULAV_L)

Method: Dynamic Least Squares (DOLS)

Sample (adjusted): 2000M03 2014M04 NNITR'SI 120N NIYDN

Included observations: 170 after adjustments

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Fixed leads and lags specification (lead=1, lag=1)

Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth =5)

Variable Coefficient  Std. Error t-Statistic Prob.
LOG(MDD_B) 0.90 0.17 5.22 0
LOG(MDD_S) -0.18 0.03 -6.54 0
@MOVSUM(MDD,12) 0.00 0.00 0.13 0.90
MDD_R1 0.02 0.00 7.07 0
C -1.76 0.75 -2.35 0.02
@TREND 0.00 0.00 0.42 0.68
D2003 0.00 0.02 0.02 0.98
D15 -0.08 0.03 -2.90 0.00
D20 -0.19 0.05 -3.94 0.00
D25 -0.34 0.10 -3.46 0.00
TD2003 -0.007 0.00 -2.63 0.01
TD15 -0.005 0.00 -4.19 0
TD20 -0.003 0.00 -4.10 0.00
TD25 -0.006 0.00 -6.47 0
R-squared 0.944 Mean dependent var 1.767
Adjusted R-squared 0.934 S.D. dependent var 0.056
S.E. of regression 0.014 Sum squared resid 0.030
Durbin-Watson stat 0.690 Long-run variance 0.001

Cointegration Test - Engle-Granger

Specification: LOG((S2)/MDD_MESHULAV_L) LOG(MDD_B) LOG(MDD_S)
@MOVSUM(MDD,12) MDD_R1 C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Null hypothesis: Series are not cointegrated

Automatic lag specification (lag=0 based on Schwarz Info Criterion, maxlag=13)

Value Prob.*
Engle-Granger tau-statistic -6.0 0.0016
Engle-Granger z-statistic -57.8 0.0018

*MacKinnon (1996) p-values.
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Dependent Variable: LOG((S1)/MDD_MESHULAV_L)

Method: Dynamic Least Squares (DOLS)

Sample (adjusted): 2000M03 2014M04 ?"'no1 W'y ,;nim

Included observations: 170 after adjustments

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Fixed leads and lags specification (lead=1, lag=1)

Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth =5)

Variable Coefficient  Std. Error t-Statistic Prob.
LOG(MDD_B) -0.04 0.61 -0.07 0.94
LOG(MDD_S) -0.17 0.10 -1.74 0.08
@MOVSUM(MDD,12) -0.01 0.01 -1.10 0.27
MDD_R1 -0.07 0.01 -5.81 0

C 1.30 2.64 0.49 0.62
@TREND 0.00 0.00 -0.15 0.88
D2003 -0.04 0.07 -0.54 0.59
D15 0.05 0.10 0.55 0.58
D20 0.32 0.17 1.90 0.06
D25 0.59 0.35 1.71 0.09
TD2003 0.01 0.01 0.76 0.45
TD15 0.01 0.00 2.08 0.04
TD20 0.01 0.00 2.1 0.04
TD25 0.01 0.00 3.39 0.00
R-squared 0.982 Mean dependent var 0.131
Adjusted R-squared 0.979 S.D. dependent var 0.340
S.E. of regression 0.050 Sum squared resid 0.356
Durbin-Watson stat 0.933 Long-run variance 0.006

Cointegration Test - Engle-Granger

Specification: LOG((S1)/MDD_MESHULAV_L) LOG(MDD_B) LOG(MDD_S)
@MOVSUM(MDD,12) MDD_R1 C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Null hypothesis: Series are not cointegrated

Automatic lag specification (lag=12 based on Schwarz Info Criterion, maxlag=13)

Value Prob.*
Engle-Granger tau-statistic -4.6 0.0833
Engle-Granger z-statistic 81.3 1

*MacKinnon (1996) p-values.
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Dependent Variable: LOG((S10-S1)/MDD_MESHULAV_L)

Method: DynamiC Least Squares (DOLS) Yy NNy nITNNN 0
Sample (adjusted): 2000M03 2014M04 D''012'S D'0D1] 1IA'X¥N
Included observations: 170 after adjustments ona na'nn

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Fixed leads and lags specification (lead=1, lag=1)

Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth = 5)

Variable Coefficient  Std. Error t-Statistic Prob.
LOG(MDD_B) 0.42 0.18 2.34 0.02
LOG(MDD_S) 0.29 0.03 10.50 0
@MOVSUM(MDD,12) 0.00 0.00 -0.22 0.82
MDD_R1 0.01 0.00 1.88 0.06
C -1.61 0.78 -2.07 0.04
@TREND 0.005 0.00 3.37 0.00
D2003 0.012 0.02 0.61 0.54
D15 -0.16 0.03 -5.58 0
D20 -0.31 0.05 -6.31 0
D25 -0.78 0.10 -7.64 0
TD2003 -0.015 0.00 -5.37 0
TD15 -0.007 0.00 -6.31 0
TD20 -0.006 0.00 -8.48 0
TD25 -0.008 0.00 -8.22 0
R-squared 0.987 Mean dependent var 2.575
Adjusted R-squared 0.985 S.D. dependent var 0.117
S.E. of regression 0.014 Sum squared resid 0.030
Durbin-Watson stat 0.652 Long-run variance 0.001

Cointegration Test - Engle-Granger

Specification: LOG((S10-S1)/MDD_MESHULAV_L) LOG(MDD_B)
LOG(MDD_S) @MOVSUM(MDD,12) MDD_R1 C @TREND D2003 D15
D20 D25 TD2003 TD15 TD20 TD25

Cointegrating equation deterministics: C @TREND D2003 D15 D20 D25
TD2003 TD15 TD20 TD25

Null hypothesis: Series are not cointegrated

Automatic lag specification (lag=0 based on Schwarz Info Criterion, maxlag=13)

Value Prob.*
Engle-Granger tau-statistic -5.08 0.0253
Engle-Granger z-statistic -38.5 0.0669

*MacKinnon (1996) p-values.
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Dependent Variable: LOG(TAX_RIBIT/S2)

Method: Dynamic Least Squares (DOLS)

Sample (adjusted): 2004M01 2014M01

Included observations: 121 after adjustments
Cointegrating equation deterministics: C LOG(@TREND)
D20*LOG(@TREND) D25*LOG(@TREND)

Fixed leads and lags specification (lead=1, lag=1)
Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth = 5)

Variable Coefficient Std. Error  t-Statistic Prob.
@MOVSUM((MDD,24) -0.06 0.01 -4.10 0.00
MDD RI1 0.22 0.03 7.04 0.00
C -4.74 1.29 -3.67 0.00
LOG(@TREND) 0.64 0.29 2.23 0.03
D20*LOG(@TREND) 0.05 0.03 1.84 0.07
D25*LOG(@TREND) 0.08 0.04 2.05 0.04
R-squared 0.76 Mean dependent var -1.45
Adjusted R-squared 0.73 S.D. dependent var 0.34
S.E. of regression 0.17 Sum squared resid 3.28
Durbin-Watson stat 1.48 Long-run variance 0.05

Cointegration Test - Engle-Granger

Specification: LOG(TAX_RIBIT/S2) @ MOVSUM(MDD,24)
(MDD_R1) C LOG(@TREND) D20 D25

Cointegrating equation deterministics: C LOG(@TREND)

D20*LOG(@TREND) D25*LOG(@TREND)

Null hypothesis: Series are not cointegrated

Automatic lag specification (lag=0 based on Schwarz Info Criterion,

maxlag=12)

Value Prob.*
Engle-Granger tau-statistic -7.6 0
Engle-Granger z-statistic -78.5 0

*MacKinnon (1996) p-values.
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Dependent Variable: LOG(TAX_CAPITAL/S4
Method: Dynamic Least Squares (DOLS)
Sample (adjusted): 2004M01 2014M01
Included observations: 121 after adjustments
Cointegrating equation deterministics: C D20 D25 D10_04 D12_05 D12_11 D12_12
Fixed leads and lags specification (lead=1, lag=1)
Long-run variance estimate (Bartlett kernel, Newey-West fixed bandwidth = 5)

Variable Coefficient Std. Error t-Statistic Prob.
LOG(VOLUME_S) 0.51 0.38 1.36 0.18
MDD_S/MDD_S(-4) 3.26 0.68 4.76 0

C -6.06 1.18 -5.14 0

D20 -0.27 0.36 -0.73 0.47
D25 -0.39 0.25 -1.58 0.12
D10_04 2.58 0.73 3.53 0.00
D12_05 1.82 0.75 2.43 0.02
D12_11 1.15 0.69 1.66 0.10
D12_12 -2.33 0.69 -3.36 0.00
R-squared 0.64 Mean dependent var -1.19
Adjusted R-squared 0.59 S.D. dependent var 0.69
S.E. of regression 0.44 Sum squared resid 20.37
Durbin-Watson stat 1.00 Long-run variance 0.45

Cointegration Test - Engle-Granger
Specification: LOG(TAX_CAPITAL/S4) LOG(VOLUME_S) (MDD_S
/MDD_S(-4)) C D20 D25 D10_04 D12_05D12_11 D12_12
Cointegrating equation deterministics: C D20 D25 D10_04 D12_05D12_11 D12_12
Null hypothesis: Series are not cointegrated
Automatic lag specification (lag=0 based on Schwarz Info Criterion, maxlag=12)

Value Prob.*
Engle-Granger tau-statistic -6.05 0
Engle-Granger z-statistic -57.03 0

*MacKinnon (1996) p-values.
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