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January Effect – A Stock Market Anomaly

The stock market has always been a great interest for both companies as well as individuals. This
interest is based on the potential to achieve great profits. There are many possibilities to earn money in
the stock market if one has the right information. The great hurdle in the stock market is knowledge.
When someone possesses the right information, it must be implemented, and fast! It is always assumed
that the stock market is efficient. This means that when an arbitrage possibility occurs it won’t be there
for long, since brokers and individuals will use it. In this research a particular arbitrage occurrence will
be investigated that has existed in the stock market for many years – The January Effect. The January
effect is a calendar related anomaly in the financial market where financial security prices increase in
the month of January. This creates an opportunity for investors to buy stock for lower prices before
January and sell them after their value increases. Therefore, the main characteristics of the January
Effect are an increase in buying securities before the end of the year for a lower price, and selling them
in January to generate profit from the price differences. This type of pattern in price behaviour on the
financial market supports the fact that financial markets are not fully efficient. In this research, all the
existing claims and beliefs regarding the January Effect will be tested and analyzed by evaluating the
historical data of representative indices of the stock market.
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1. Introduction

THE stock market is impaired
with trading patterns that come

as a consequence of seasonal and
outside events. These can be big
events like elections, natural
disasters, major holidays and
summer vacations which impact
trading volume. Trading
anomalies can also result from
headlines which affect investor
sentiment and returns.

Perhaps one of the most well-
known market patterns is the
January Effect, when stock prices
tend to fall towards the end of the
year and soar in January.  It is an

example of financial market
inefficiency because the underlying
value of the assets being traded does
not change in the same manner. A
curious feature of this Effect is that
the majority of shares that go down
in price and then pick up again at
the turn of the year are small-cap
shares.

Stocks are typically grouped
into four categories based on their
market valuation or capitalization,
i.e. “market cap: ”These four
categories are Large cap stocks, Mid
cap stocks, Small cap stocks and
Micro caps. Market cap is
calculated simply by multiplying
the current price of the stock by the
number of shares of stock that have
been issued by the underlying
company. There is no official
definition or dollar value level for
the four major market cap
categories. They vary over the years

and from entity to entity. But
generally, large cap stocks have
market valuation of $5 billion or
more, mid-caps are between $1
billion and $5 billion, small caps
are under $1 billion, and micro caps
are under $100. For example, if
company XYZ’s stock trades at $25
per share and it has issued 25
million shares, it has a market cap
of $625 million and would be
considered a small cap stock.

Some of the Past Claims regarding
January Effect are:

• Stocks have a tendency to rally
each January. Financial
security prices increase in the
month of January creating an
opportunity for investors to buy
stock for lower prices before
January and sell them after their
value increases.

• It is the observed phenomenon
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that since 1925,
small stocks have outperformed
the broader market in the month
of January. The major disparity
occurs before the middle of
January, especially in the first
week.

• The January Effect also suggests
that positive (negative) returns in
January predict positive
(negative) returns in the
remaining 11 months of the year.

• On an average, 11-month returns
following positive Januaries are
larger than 11-month returns
following negative Januaries,
and this “spread” cannot be
explained by standard asset
pricing models.

• Institutions and traders sell off
stocks the end of the year for tax
reasons and portfolio dressing.
Then they start buying again in
January, often favoring small
companies, also known as “small
caps”.

1.2 Reasons and Causes

1.2.1 Tax Deduction

The most common theory
explaining this phenomenon is that
individual investors, who
are income tax-sensitive and who
disproportionately hold
small stocks, sell stocks for tax
reasons at year end (such as to claim
a capital loss) and reinvest after the
first of the year.

When you sell any
pharmaceutical flops or banking
blunders, you can use them to offset
gains from more successful ventures
– or even a portion of your everyday
income. Capital loss is the result of
selling an investment at less than
the purchase price or adjusted basis.

Any expenses from the sale are
deducted from the proceeds and
added to the loss.

The key point is that capital
losses are only losses after you sell
them. A stock sitting in your
portfolio with a deflated price may
cause you distress, but it doesn’t do
you any tax good until you dump
it.

You can recoup a percentage
of a true loss from the taxman.
This is one of the best deductions
available to investors. A capital
loss directly reduces your taxable
income, which means you pay less
tax.

1.2.2 Portfolio Dressing

A strategy used by mutual fund
and portfolio managers near the
year or quarter end to improve the
appearance of the portfolio/fund
performance before presenting it to
clients or shareholders. To window
dress, the fund manager will sell
stocks with large losses and
purchase high flying stocks near the
end of the quarter.

Institutional investors prefer
not to show large holdings in
“high beta” small cap stocks when
they release their annual reports.
As well, institutional investors,
who are having a profitable year,
often prefer to own big cap stocks
with lower volatility near year end
as the time for calculating their
final performance bonus
approaches.

In addition, institutional
investors start to look for equities
with higher risk and greater
potential return to set the stage for
potential outperformance in the
following year.

1.2.3 Individual Behaviour

There are behavioural reasons
why it may exist. Many investors
like to clear out their deadwood by
the end of the year and start a fresh
in January. Instead of adopting new
resolutions, they buy new stocks.
Another view is that after a holiday
respite, investors are looking for
new, profitable ideas.

1.2.4 Increased Income

The income that the investors
earn by selling their small cap and
underperforming stocks in the end
of December increases their
spending power. This income is
also usually used afresh in the
month of January to buy the small
cap stocks.

Another cause is the payment of
year-end bonuses in January. Some
of this bonus money is used to
purchase stocks, driving up prices.

2. Review of Literature
“January Effect” was first

identified by economist and
investment banker Sidney Wachtel.
Mr. Wachtel studied the seasonal
movements in the stock market and
is believed to have coined the term
“January Effect.” His research was
presented in a detailed manner in
his 1942 paper, “Certain
Observations on Seasonal
Movements in Stock Prices,” which
appeared in the Journal of Business
published by the University of
Chicago Press. The theory and
pattern was that the US stock prices
outperformed in January and that
small caps outperformed large caps
in January. The January Effect
phenomenon was likely caused by
yearend tax loss selling of small cap
stocks, driving their stock prices
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down. These bargain stocks are
often bought back in January with
the help of yearend bonus
payments in January.

UBS analyst Peter Lee points
out that such a so-called “January
Effect” has over the years shown the
most sway with small-cap stocks.
Analyst Lee finds that since 1950,
markets wind up advancing on the
year nearly 77 per cent of the time
when stocks finish January on
positive ground. Going back to
1926, he discovers that those odds
increase to about 80 per cent. During
this two-month window, the small-
cap benchmark produced average
gains of 4.4 per cent. During the
past 32 years, there were 24
occurrences of positive gains and
only eight years of negative returns.
“In fact, at one point there was a
winning streak of 12 consecutive
years of positive January Effect
gains from 1991 to 2002,” Lee notes.
Using comparable data from 1979
to 2011, UBS found that the S&P
500:

• Produced an average gain of 2.7
per cent during the January
Effect period (some 1.6% lower
than the small-cap benchmark).

• During a span of 32 years, the
S&P 500 recorded 23 positive
January Effect years versus nine
negative ones.

So despite generating 1.7 per
cent lower average returns from the
January Effect, Lee notes that large-
cap stocks still were positive 72 per
cent of the time — and, with less
volatility.

In the paper “The Other
January Effect: Evidence Against
Market Efficiency?”, author  Ben, R.
Marshall and Nuttawat

Visaltanachoti (2007) states that
“The Other January Effect (OJE),
which suggests positive (negative)
equity market returns in January
predict positive (negative) returns
in the following 11 months of the
year, underperforms a simple buy-
and-hold strategy before and after
risk-adjustment. Even the best
modified OJE strategy, which
benefits from several ex-post
adjustments, does not generate
statistically or economically
significant excess returns. When the
OJE is tested with a method that is
consistent with investor experience
it is clear the OJE is no more
profitable than an 11-month
strategy that uses November or
December as the conditioning
month.”

“The Anomalous Stock Market
Behavior of Small Firms in January:
Empirical Tests for Tax-Loss Selling
Effects” by Marc R. Reinganum
published in Journal of Financial
Economics (1983) states that –Small
firms experience large returns in
January and exceptionally large
returns during the first few trading
days of January. The empirical tests
indicate that the abnormally high
returns witnessed at the very
beginning of January appear to be
consistent with tax-loss selling.
However, tax-loss selling cannot
explain the entire January seasonal
effect. The small firms least likely to
be sold for tax reasons (prior year
`winners’) also exhibit large
average January returns, although
not unusually large returns during
the first few days of January.

Jason D. Fink, Kristin E. Fink,
Jonathan M. Godbey in their paper,
“The January effect – a new price
for an old puzzle” in Finance
(2008), identified the tendency of

equity prices (mostly for small caps)
to appreciate in value in the month
of January. In the last 35 years this
effect gained substance. It entails
that even after controlling both the
size of the firm and systematic
factors, young firms experience
significant and abnormally positive
January or increased investor
demand related to young firms.

In Lisa R. Anderson, Jeffrey R.
Gerlach and Francis J. DiTraglia’s
research titled, “Yes, Wall Street,
There Is a January Effect! Evidence
from Laboratory Auctions”, Journal
of Behavioral Finance (2007) states
that –”There is a large literature
using financial market data on the
causes of a ‘January Effect’, which
produces higher stock prices in
January than in other months of the
year”. They presented the first
experimental study of this
phenomenon in the context of two
well-known auction experiments.
After controlling for variables that
could influence subject bids, such
as differences in private values,
cumulative earnings, and learning
effects, the prices in the January
markets were systematically higher
than those in December, a difference
that is economically large and
statistically significant. The results
provide support for the conjecture
that psychological factors may
contribute to the well-documented
January Effect in empirical stock
market data.

3. Scope of the Study
The 3 Primary Objectives of this

project are:

(a) To see if the stock prices follow
an increasing pattern in
beginning of January on an
average.
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- Analyze the prices of the
stocks through a
representative index, in the
first week of January, in the
past years to see if the prices
followed an increasing
pattern on an average.

- Using index S&P CNX 500
historical data of past 11
years.

(b) To see if the stock prices of
small cap companies
outperform the large cap
companies in the first week of
January:

- Record and analyze the
prices of stocks in the past
years through 2 indices – the
first representative of the
large cap companies and the
other representative of the
small cap companies – to see
if the small cap outperforms
the large cap.

- Using indices S&P CNX
Nifty and S&P BSE
Smallcaps historical data of
past years.

(c) Part 1 –  To see if positive
(negative) returns in January
result in positive (negative)
returns in the remaining 11
months of the year.

Part 2– Also check if the 11-
month returns following
positive Januaries are larger
than 11-month returns
following negative Januaries:

- Record and analyze the
prices of stocks in the past
years through a composite
index and comparing the
price changes of February to
December of years having
positive and negative

returns in January.

- Using index Russell 3000 for
past 16 years.

4. OBJECTIVE 1
4.1. Index Used

The S&P CNX 500 is India’s
first broad-based stock market
index of the Indian stock
market. The S&P CNX 500
represents about 96 per cent of total
market capitalization and about 93
per cent of the total turnover on
the National Stock Exchange of
India (NSE).

The S&P CNX 500 companies
are disaggregated into 72 industry
indices viz. S&P CNX Industry
Indices. Industry weightages in the
index reflect the industry
weightages in the market. For
example, if the banking sector has a
5 per cent weightage in the universe
of stocks traded on NSE, banking
stocks in the index would also have
an approx. Representation of 5 per
cent in the index.

S&P CNX 500 is computed
using free float market
capitalization weighted method,
wherein the level of the index reflects
the total market value of all the
stocks in the index relative to a
particular base period.

4.2. Methodology

• Firstly the historical closing
prices of the index in the first
week of January of the last 11
years are obtained.

• After recording them
sequentially, the percentage
change (increment/decrement)
in the beginning value is
calculated using the simple

percentage formula:

% Change =(DayN Closing Price –
DayN-5Closing Price) * 100

DayN-5 Price

• The values of all the 11 years are
then added to find the total return
and then divided by 13 to find
the average return.

4.3. Assumptions and Remarks

• To represent the beginning of
January, the first week i.e. the first
5 working days are used as it is
said that majority of the price
increase happens in the first
week. Closing prices of the day
are used.

• Last day of the previous
December is also included in the
calculations to include the
change on the first day of
January.

S&P CNX 500

Historical values for Jan. 2009

31 Dec. 08 2295.75

01 Jan. 09 2361.20

02 Jan. 09 2380.40

05 Jan. 09 2433.50

06 Jan. 09 2431.25

07. Jan. 09 2271.40

% change -1.06

S&P CNX 500

Historical values for Jan. 2010

31 Dec. 09 4329.10

04 Jan. 10 4367.65

05 Jan.  10 4416.05

06 Jan. 10 4422.65

07 Jan. 10 4411.55

08 Jan. 10 4405.30

% change 2.79
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4.4. Analysis

S&P CNX 500

Historical values for Jan. 2011

31 Dec. 10 4940.95

03 Jan. 11 4967.30

04 Jan. 11 4957.10

05 Jan. 11 4903.10

06 Jan. 11 4865.05

07 Jan. 11 4750.75

% change -0.04

S&P CNX 500

Historical values for Jan. 2012

30 Dec. 11 3597.75

02 Jan. 12 3602.50

03 Jan. 12 3700.80

4 Jan. 12 3695.05

05 Jan. 12 3696.15

06 Jan. 12 3694.80

% change 2.69

S&P CNX 500

Historical values for Jan. 2013

31 Dec. 12 4743.45

01 Jan. 13 4786.20

02 Jan. 13 4818.90

03 Jan. 13 4835.70

04 Jan. 13 4844.00

07 Jan. 13 4831.45

% change 1.86

S&P CNX 500

Historical values for Jan. 2014

31 Dec. 13 4914.85

01 Jan. 14 4921.25

02 Jan. 14 4848.95

03 Jan. 14 4850.65

06 Jan. 14 4845.05

07 Jan. 14 4820.25

% change -1.92

S&P CNX 500

Historical values for Jan. 2015

31 Dec. 14 6773.65

01 Jan. 15 6786.10

02 Jan. 15 6866.45

05 Jan. 15 6857.45

06 Jan. 15 6656.80

07 Jan. 15 6644.95

% change -1.90

S&P CNX 500

Historical values for Jan. 2016

31 Dec. 15 6724.75

01 Jan. 16 6753.65

04 Jan. 16 6630.80

05 Jan. 16 6639.50

06 Jan. 16 6607.65

07 Jan. 16 6446.85

% change -0.04

S&P CNX 500

Historical values for Jan. 2017

30 Dec. 16 6982.80

02 Jan. 17 7002.50

03 Jan. 17 7028.75

04 Jan. 17 7030.75

05 Jan. 17 7106.90

06 Jan. 17 7083.10

% change 1.44

S&P CNX 500

Historical values for Jan. 2018

29 Dec. 17 9490.65

01 Jan. 18 9434.50

02 Jan. 18 9417.85

03 Jan. 18 9439.35

04 Jan. 18 9505.75

05 Jan. 18 9573.45

% change 0.87

S&P CNX 500

Historical values for Jan. 2019

31 Dec. 18 9170.00

01 Jan. 19 9197.90

02 Jan. 19 9103.40

03 Jan. 19 9014.80

04 Jan. 19 9054.90

07 Jan. 19 9081.85

% change -0.96

Analysis

Year % change

2009 -1.06

2010 2.79

2011 -0.04

2012 2.69

2013 1.86

2014 -1.92

2015 -1.90

2016 -0.04

2017 1.44

2018 0.87

2019 -0.96

Total Return 3.73

Average Return 0.339

4.5. Results and Observations

• The net total return in the 11
years in the first week of January
is 3.73 per cent and the average
return is 0.339 per cent.

• Out of the total 11 years, 5 years
showed positive returns forming
a 45.45 per cent probability
whereas 6 years showed
negative returns forming a 54.54
per cent probability.
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• The total returns earned in the
positive return years is 9.65 per
cent which is almost twice the
negative returns of 5.92 per cent
earned in the negative return
years.

4.6. Conclusion

The January Effect does exist,
however, not in as big numbers as
had been stated by earlier
researchers. The first week of
January does experience
increasing stock prices for some
part of the research. Investors can
make use of this inefficiency of the
market but it won’t guarantee
profits.

5. Objective 2
5.1. Indices Used

For Small-cap Companies

BSE introduced the new index
series called ‘BSE MID-Cap’ index
and ‘BSE Small-Cap’ index to
track the performance of
companies with relatively smaller

market capitalization. The S&P BSE
Small Cap is designed to represent
the bottom 15 per cent of the total
market cap of the S&P BSE All Cap.
The index is designed to represent
the small-cap segment of India’s
stock market.

For Large-cap Companies

The S&P CNX Nifty is used as
it includes the top 50 blue-chip
companies from different sectors
listed on the National Stock
Exchange of India. It is a well
diversified 50 stock index
accounting for 22 sectors of the
economy.

S&P CNX Nifty is owned and
managed by India Index Services
and Products Ltd. (IISL), which is
a joint venture between NSE and
CRISIL. It is used for a variety of
purposes such as benchmarking
fund portfolios, index based
derivatives and index funds.

As of April 2017, the stocks in
the Standard & Poor’s CNX Nifty
(also known as “Nifty 50”)

represented about 62.9 per cent of
the free float market capitalization
of all stocks in India’s stock
exchanges. The total traded value
of Nifty 50 index constituents for
the last six months, ending March
2017, is approximately 43.8 per
cent of the traded value of all
stocks on the NSE. Impact cost of
the Nifty 50 for a portfolio size of
`50 lakh is 0.02 per cent for the
month March 2017. S&P CNX
Nifty is computed using market
capitalization weighted method,
wherein the level of the index
reflects the total market value of
all the stocks in the index relative
to a particular base period.

5.2. Methodology

• Firstly the historical closing
prices of both the indices in the
first week of January of the last 8
years are obtained.

• After recording them
sequentially and separately, the
percentage change (increment/
decrement) in the beginning
value is calculated using the
simple percentage formula:

% Change =(DayN Closing Price –
DayN-1Closing Price) * 100

DayN-1 Price

• The values of all the 8 years are
then added to find the total return
and then divided by 8 to find the
average return.

• These results along with the
yearly return values are
compared between both the
indices to see which index
outperformed the other year wise
and overall.
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5.3. Assumptions and Remarks

• To represent the beginning of
January, the first week i.e. the first
5 working days are used as it is
said that majority of the price
increase happens in the first
week.

• Last day of the previous
December is also included in the
calculations to include the
change on the first day of
January.

• Closing prices of the day are
used.

• The indices are the best
representatives of the large and
small cap companies in the
Indian stock market.

5.4. Analysis

S&P BSE SMALLCAP (2012)

Date Close % change

30 Dec. 11 5550.14

02 Jan. 12 5556.48 0.11

03 Jan. 12 5685.77 2.33

04 Jan. 12 5691.37 0.10

05 Jan. 12 5703.22 0.21

06 Jan. 12 5704.32 0.02

Total Return 2.77

S&P CNX NIFTY (2012)

Date Close % change

30 Dec. 11 4624.30

02 Jan. 12 4636.75 0.27

03 Jan. 12 4765.30 2.77

04 Jan. 12 4749.65 -0.33

05 Jan. 12 4749.95 0.01

06 Jan. 12 4754.10 0.09

Total Return 2.81

S&P CNX NIFTY (2013)

Date Close % change

31 Dec. 12 5905.10

01 Jan. 13 5950.85 0.77

02 Jan. 13 5993.25 0.71

03 Jan. 13 6009.50 0.27

04 Jan. 13 6016.15 0.11

07 Jan. 13 5988.40 -0.46

Total Return 1.41

S&P BSE SMALLCAP (2013)

Date Close % change

31 Dec. 12 7379.94

01 Jan. 13 7452.88 0.99

02 Jan. 13 7519.83 0.90

03 Jan. 13 7589.41 0.93

04 Jan. 13 7615.60 0.35

07 Jan. 13 7657.34 0.55

Total Return 3.71

S&P BSE SMALLCAP (2014)

Date Close % change

31 Dec. 13 6551.13

02 Jan. 14 6649.16 1.50

03 Jan. 14 6514.24 -2.03

04 Jan. 14 6553.00 0.60

06 Jan. 14 6615.03 0.95

07 Jan. 14 6639.11 0.36

Total Return 1.37

S&P CNX NIFTY (2014)

Date Close % change

31 Dec. 13 6304.00

01 Jan. 14 6301.65 -0.04

02 Jan. 14 6221.15 -1.28

03 Jan. 14 6211.15 -0.16

06 Jan. 14 6191.45 -0.32

07 Jan. 14 6162.25 -0.47

Total Return -2.26

YEARS WITH POSITIVE
ANALYSIS

Year S&P CNX S&P BSE
NIFTY Small Cap

2012 2.81 2.77

2013 1.41 3.71

2014 -2.26 1.37

2015 -2.15 -0.83

2016 -4.82 -2.75

2017 0.71 3.24

2018 0.27 2.45

2019 -0.82 -0.72

Total Return -4.85 9.24

 Avg Return -0.61 1.6

5.5. Results and Observation

• The individual yearly results of
both the indices are compared
and S&P BSE Smallcap has
clearly outperformed S&P CNX
Nifty in all 8 years except
for 2012. In that year too,
Nifty earned only 0.04 per cent
more return than the Smallcap
index.

• The probability of Smallcaps
providing better returns than
large caps in the beginning of
January of every year is 87.5 per
cent.

• Both the total and average returns
of Nifty are negative compared to
the high positive returns of
Smallcap index. This has resulted
in a huge gap between their
performances leading to arbitrage
opportunities.
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5.6. Conclusion

The belief and claim of the
investors turned out to be true as the
Smallcap companies beat the large
cap companies by a huge difference.
This shows that the market is not
completely efficient and investors can
make use of the arbitrage opportunity.
Buying small cap stocks in the end of
a year and selling them in the
beginning of January at a high price
is a good option for the investors and
speculators.

6. Objective 3

6.1. Introduction

The past claim, on which this
objective is based, is famously
known as the Other January Effect
(OJE), which suggests positive
(negative) equity market returns in
January predict positive (negative)
returns in the following 11 months
of the year. After this research, we
will be able to tell whether the OJE
can be used to earn economic profits
abnormally or not.

The main rationale behind this
was explained by Little and
Albrecht –

“The major marginal players in world
equity markets are the major
institutions. Powerful investment
committees run these institutions.
Calendar years for most start in
January and the first investment
results appear before these powerful
committees in early February. These
committees cannot afford to ignore
what seems to be working. They launch
funds in what seem to be “hot” areas
and allocate assets to likely winners,
pushing up prices in those sectors.

So – the argument goes – if you see
what’s been working at the end of

S&P CNX NIFTY (2015)

Date Close % change

31 Dec. 14 8282.70

01 Jan. 15 8284.00 0.02

02 Jan. 15 8395.45 1.35

05 Jan. 15 8378.40 -0.20

06 Jan. 15 8127.35 -3.00

07 Jan. 15 8102.10 -0.31

Total Return -0.83

S&P BSE SMALLCAP (2015)

Date Close % change

31 Dec. 14 11087.07

01 Jan. 15 11225.22 1.25

02 Jan. 15 11308.15 0.74

05 Jan. 15 11320.21 0.11

06 Jan. 15 10986.22 -2.95

07 Jan. 15 10988.99 0.03

Total Return -0.83

S&P BSE SMALLCAP (2016)

Date Close % change

31 Dec. 15 11836.71

01 Jan. 16 11940.75 0.88

04 Jan. 16 11807.82 -1.11

05 Jan. 16 11900.79 0.79

06 Jan. 16 11850.34 -0.42

07 Jan. 16 11509.68 -2.87

Total Return -2.75

S&P CNX NIFTY (2016)

Date Close % change

31 Dec. 15 7946.35

01 Jan. 16 7963.20 0.21

04 Jan. 16 7791.30 -2.16

05 Jan. 16 7784.65 -0.09

06 Jan. 16 7741.00 -0.56

07 Jan. 16 7568.30 -2.23

Total Return -4.82

S&P CNX NIFTY (2017)

Date Close % change

30 Dec. 16 8185.80

02 Jan. 17 8179.50 -0.08

03 Jan. 17 8192.25 0.16

04 Jan. 17 8190.50 -0.02

05 Jan. 17 8273.80 1.02

06 Jan. 17 8243.80 -0.36

Total Return 0.71

S&P BSE SMALLCAP (2017)

Date Close % change

30 Dec. 16 12046.13

02 Jan. 17 12190.15 1.20

03 Jan. 17 12315.16 1.03

04 Jan. 17 12372.70 0.47

05 Jan. 17 12493.47 0.98

06 Jan. 17 12440.33 -0.43

Total Return 3.24

S&P CNX NIFTY (2018)

Date Close % change

29 Dec. 17 10530.70

01 Jan. 18 10435.55 -0.90

02 Jan. 18 10442.20 0.06

03 Jan. 18 10443.20 0.01

04 Jan. 18 10504.80 0.59

05 Jan. 18 10558.85 0.51

Total Return 0.27

S&P BSE SMALLCAP (2018)

Date Close % change

29 Dec. 17 19230.72

01 Jan. 18 19279.96 0.26

02 Jan. 18 19158.24 -0.63

03 Jan. 18 19345.46 0.98

04 Jan. 18 19515.64 0.88

05 Jan. 18 19704.92 0.97

Total Return 2.45
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January, you get an ‘inside feel’ for
what might work for the rest of the
year.”

6.2. Index Used

For making the research highly
representative of the market and to
be able to generalize it, we needed
an index that would have
companies from all the major
industries and sectors, inclusive of
small, mid and large cap companies.

The Indian Stock Exchanges
have indices with small number of
representative stocks ranging
between 30 to 500 companies and to
check the validity of this objective, we
need a broader market representative.

Hence, the Russell 3000 Index
was selected as it measures the

S&P CNX NIFTY (2019)

Date Close % change

31 Dec. 18 10862.55

01 Jan. 19 10910.10 0.44

02 Jan. 19 10792.50 -1.08

03 Jan. 19 10672.25 -1.11

04 Jan. 19 10727.35 0.52

07 Jan. 19 10771.80 0.41

Total Return -0.82

S&P BSE SMALLCAP (2019)

Date Close % change

31 Dec. 18 14706.69

01 Jan. 19 14766.86 0.41

02 Jan. 19 14658.20 -0.74

03 Jan. 19 14572.68 -0.58

04 Jan. 19 14592.41 0.14

07 Jan. 19 14600.97 0.06

Total Return -0.72

2012 2013 2014 2015 2016 2017 2018 2019
2.81 1.41 -2.26 -2.15 -4.82 0.71 0.27 -0.82
2.77 3.71 1.37 -0.83 -2.75 3.24 2.45 -0.72

S&P CNX NIFTY

S&P BSE Small Cap
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LARGECAP V/S SMALLCAP

Year Closing Price on last day Closing Price on last day
of January (in US$)  of December (in US$)

2003 -2.57 32.13
2004 -0.20 10.30
2005 -0.97 5.30
2006 1.58 11.90
2007 -0.06 3.36
2008 -1.42 -37.81
2009 3.01 21.79
2010 1.67 12.86
2011 1.19 -2.09
2012 1.50 12.29
2013 2.55 27.69
2014 -0.90 11.46
2015 -0.07 -1.41
2016 -1.57 12.18
2017 0.82 17.88
2018 0.83 -7.75
2019 0.10

performance of the largest 3000 US
companies representing
approximately 98 per cent of the
investable US equity market. 

The Russell 3000 Index is
constructed to provide a
comprehensive, unbiased, and
stable barometer of the broad
market and is completely
reconstituted annually to ensure
new and growing equities are
reflected.

It is inclusive of the Russell
1000 index (which consists of the
largest 1000 US companies) and the
Russell 2000 index (which consists
of the remaining 2000 small and
mid-cap companies).

6.3. Part 1

6.3.1. Methodology

• Firstly the historical closing
prices of the index in the month
of January for the last 16 years
are obtained.
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• After recording them
sequentially and separately, the
percentage change (increment/
decrement) in the beginning
value is calculated using the
simple percentage formula:

For January

% Change = (Jan. Last day closing
price – Previous Dec. Last day

Price) * 100

Previous Dec. Last day Price

For February–December

% Change = (Dec. Last day closing
price – Jan. Last day Price) * 100

Jan.  Last day Price

• The Jan. and Feb.-Dec. values are
compared for each year to check
if they move in the same
direction.

• Further the correlation
coefficient is calculated between
all Jan. values and Feb.-Dec.
values.

However, this is not a very
reliable way to test the correlation
between the January and the rest of
the year returns.

We can say that because this
method only considers the
similarity in the signs (+ or –) of a
particular January and its
remaining months. It does not give
importance to the degree of change
in the values of different time
periods.

Example – Year 2006 shows a
positive relation between the
January returns and its remaining
11 months and 2003 shows a
negative relation. In the calculation
above, both the years provide equal
values to their respective heads i.e.
1 out of the 16 years.

Year Period Return Relation

2003 January -2.57 Negative

Feb.-Dec. 32.13

2004 January -0.20 Negative

Feb.-Dec. 10.30

2005 January -0.97 Negative

Feb.-Dec. 5.30

2006 January 1.58 Positive

Feb.-Dec. 11.90

2007 January -0.06 Negative

Feb.-Dec. 3.36

2008 January -1.42 Positive

Feb.-Dec. -37.81

2009 January 3.01 Positive

Feb.-Dec. 21.79

2010 January 1.67 Positive

Feb.-Dec. 12.86

2011 January 1.19 Negative

Feb.-Dec. -2.09

2012 January 1.50 Positive

Feb.-Dec. 12.29

2013 January 2.55 Positive

Feb.-Dec. 27.69

2014 January -0.90 Negative

Feb.-Dec. 11.46

2015 January -0.07 Positive

Feb.-Dec. -1.41

2016 January -1.57 Negative

Feb.-Dec. 12.18

2017 January 0.82 Positive

Feb.-Dec. 17.88

2018 January 0.83 Negative

Feb.-Dec. -7.75

Total Positive January Returns 8

Total Negative January Returns 8

Probability of +ive/-ive January Returns resulting in +ive/-ive 50-50
Remaining Year Returns(%)
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However, if we carefully notice
the values of these 2 years, we will
observe that a positive return in
January 2006 of 1.8 per cent is resul-
ting in a positive return of just 11.9
per cent in the following 11 months.

Whereas, in 2003, even though
there is a negative return of 2.57 per
cent, the following 11 months are
generating a positive return of 32.13
per cent.

Hence, we include another
evaluation technique to find any
relation between the January and
remaining months’ values – the
correlation.

Correlation

The correlation is one of the
most common and most useful
statistics. A correlation is a single
number that describes the degree of
relationship between two variables.
Let’s work through an example to
show you how this statistic is
computed.

We use the symbol ‘r’ to stand
for the correlation. ‘r’ will always
be between -1.0 and +1.0. If the
correlation is negative, we have a
negative relationship; if  it’s
positive, the relationship is
positive.

This implies that if the values
of one variable are increasing and
its correlation with the other
variable is negative, the values of
the other will decrease and vice-
versa.

This result shows that there is
a positive correlation between our
two variables, but since the value is
so small, it is not reliable. It
emphasizes the randomness of the
values and their lack of dependence
on each other.

YEARS WITH POSITIVE
RETURNS IN JANUARY

Year January Feb.-Dec.
Returns Returns

2006 1.58 11.9

2009 3.01 21.79

2010 1.67 12.86

2011 1.19 -2.09

2012 1.50 12.29

2013 2.55 27.69

2017 0.82 17.88

2018 0.83 -7.75

 Total Return 94.6

 Avg Return 11.8

6.3.2. Conclusions

We can say that positive
(negative) returns in January may
or may not result in positive
(negative) returns in the remaining
11 months of the year respectively
and the probability of it happening
are a little over half.

6.4. Part 2

6.4.1. Methodology

• All the values that were recorded
in the previous part are now
separated on the basis of Positive
return Januaries and Negative
return Januaries.

• The Feb.-Dec. values are then
used to calculate the Total return
and Average return of all years
classified under the two heads –
Years with positive Jan. and
negative Jan.

6.4.2. Assumptions and Remarks

• The last days of Jan. and Dec. are
used for the calculations so as to
record the changes beginning
from the first working day of the
following month respectively.

• The Russell Index not only
provides a huge market
representative to validate the
research, but also includes
foreign companies making the
research not restricted to the
Indian markets only.

• The Russell 3000 index came
into existence in 1995 and so 16
years is the maximum time
period that could be used for the
research.

• Closing prices of the day are
used.

6.4.3. Analysis

CORRELATION RESULT (E-VIEWS)

Series 01 Series 02

1. -2.570022 32.12766

2. -0.198372 10.29608

3. -0.971700 5.302159

4. 1.577470 11.89705

5. -0.059601 3.356701

6. -1.418949 -37.81430

7. 3.008068 21.79353

8. 1.671949 12.86500

9. 1.191493 -2.087262

10. 1.502868 12.28938

11. 2.548531 27.69201

12. -0.902291 11.45599

13. -0.066171 -1.406033

14. -1.572838 12.17979

15. 0.823747 17.88052

16. 0.827663 -7.753138

Series 01 Series 02

Series 01 1.000000 0.239660

Series 02 0.239660 1.000000

Correlation (r) = 0.239660
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6.4.4. Conclusion

From the above analysis, we
observe that the Total Feb.-Dec.
return earned in years with positive
January is 94.6 per cent compared
to the 35.5 per cent of years with
negative Januaries. Also the
Average return earned is 11.8 and
4.4 per cent respectively.

We can also see that out of the 8
years with positive Jan, there were
negative returns for Feb.-Dec. for
only 2 years making the probability
of negative returns equal to 25 per
cent. Compared to this, 2 out of 8
years of negative Jan showed losses

making the probability equal to 25
per cent.

Even though the figures are not
completely approving the previous
claims, we can still say that
Januaries do have a tendency to set
the tone for the year. Investors can
use the January figures to forecast
and predict the performance of
stocks for the remaining part of the
year.

7. Limitations
“Investing based on the
presumption that a weak December,
perhaps caused by end-of-year-tax-
related selling, will be followed by a
market recovery in January, is not
an advisable strategy”

–  JEFFERY TODD

Reliability of January Effect has
always been a matter of concern for
the investors’ sentiments.
Individual investors follow the herd
mentality in urge to sell shares in
order to gain short term tax gain,
whereas portfolio dressing is the
reason for mutual fund managers,
thus magnifying the potential
impact of this phenome-non. Yet
uncertainty over tax rates and the
economy may not support the
January Effect, because if at all rates
rise next year, tax harvesting losses
might worth more.

There have actually been very
few instances of stocks closing
lower in December — possibly as a
result of tax harvesting — followed
by a positive January. This sequence
has happened just seven times
since 1957, the last instance being
six years ago when the S&P 500 fell
1.2 per cent in December 2005 and
then rose nearly 1 per cent in
January 2006.

YEARS WITH NEGATIVE RETURNS
IN JANUARY

Year January Feb.-Dec.
Returns Returns

2003 -2.57 32.13

2004 -0.2 10.3

2005 -0.97 5.3

2007 -0.06 3.36

2008 -1.42 -37.81

2014 -0.90 11.46

2015 -0.07 -1.41

2016 -1.57 12.18

 Total Return 35.5

 Avg Return 4.4
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In reality, a positive December
may be a better predictor of a strong
January. “Positive January
performance has been four times
more likely to occur after positive
performance in December, rather
than following a December when
stocks declined,” Todd quotes 8.

Limitations

• Fundamental economic and market
conditions: The business cycle can
override any seasonal patterns.
For example, during the height
of the financial crisis, stocks
trended sideways for most of
December 2008, and then the
stock market plunged 8.6 per cent
in January 2009 as the financial
system roiled. Any potential
January Effect was negated.

• Harvesting losses can occur earlier
in the year: This may have
happened in 2011, when the
market reached a near-term
bottom around thanks giving,
rather than at year-end as the
January Effect might imply.
Stocks inched up in December
2011 before rallying during the
first week of January 2012, and
ending the month with a 3.4 per
cent gain on the S&P 500.

• Transaction costs: The costs
associated with selling positions
at year-end and then purchasing
them soon after might make selling
losers not worth the effort, even for
those who might be able to harvest
tax losses. As a result, there may
be negligible volume that could
contribute to a January Effect.

• April effect in India: In India, our
fiscal year ends as on 31 March
every year, hence, it makes it more
relevant to test April effect in
India rather than January Effect.
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