The January Barometer: Fact or Myth

Every year around year-end the financial media
reports on the so-called January barometer.
According to Wall Street lore, stock market returns
during the month of January portend the returns
for the year. If stock market returns are positive
during the month of January, investors should
expect that returns for the year will also be posi-
tive. If January returns are etched in red ink, look
for the stock market to experience losses for the
year.

At first blush, there appears to be some truth in
this long standing adage. During the last seventy
years (1941-2010), for example, January’s return
has correctly predicted the direction of the S&P
500 Index over the entire year 55 times or 78.6
percent of the time. However, comparing the
stock market’s annual return with the return in the
month of January introduces a significant bias.
That's because January’s return is used in the cal-
culation of the year’s return. For example, sup-
pose the return during January amounts to 10 per-
cent. During the remainder of the year, an 11-
month return greater than minus 11 percent
would produce a positive return year and a correct
January prediction. Similarly, a significant January
loss provides a significant head start to a losing
market year.

To eliminate this apparent bias and gauge the pre-
dictive power of the January barometer, one
should compare January’s return to the stock mar-
ket’s return during the subsequent 11 months.
When I corrected for this glaring arithmetic error, I

found that January’s return
predicted the direction of the
market during 50 of the 70
years studied, which resulted
in an accuracy rate of 71.4
percent.
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toward higher ground. Bull
markets tend to be long while
bear markets tend to be short,
albeit steep. For example during the last 70 years,
the stock market posted positive returns during 52
years, or 74.3 percent of the time. Furthermore, if
on January 31, you predicted that the stock market
would rise during the next 11 months, you would
have been correct 54 times or 77.1 percent of the
time since 1941. In other words, making a predic-
tion on January 31 that the stock market will rise
during the remainder of the year provides a
greater accuracy rate than the January barometer
(77.1 percent versus 71.4 percent) based on my
calculations. My conclusion: the January barome-
ter is more myth than fact!

That being said, January is still a curious month
for stock market returns. During the month of
January, small capitalization stocks not only have
produced abnormally high returns, their returns
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top those of large capitalization stocks a significant
number of times. In other words, it has historically
paid well to be invested in small-cap stocks during

the month of January.

Here are a few statistics. During the last 70 years,
small firm stocks produced a 4.89 percent average
monthly return during the month of January.
Furthermore, January proved to be an up month for
small-cap stocks 54 times or 77.1 percent of the
time. During the last 70 years, small-cap stocks post-
ed double-digit percentage returns during 13
Januaries while posting a double digit loss only once
(-11.9 percent in 2009). In addition, small-cap stock
returns exceeded those of large- cap stocks during 55
of the last 70 Januaries or 78.6 percent of the time.

Academics refer to the abnormal return behavior of
small-cap stocks during the month of January as the

“January effect.” There is no definitive reason why
small-cap stocks have acted abnormally during the
month of January. However, it is hypothesized that
the excess returns have been due to year-end tax loss
selling by taxpaying investors. As year-end approach-
es, taxpaying investors dump losing stock positions
to offset gains realized during the year. This selling
activity puts downward pressure on small-cap stocks
that are much less liquid than are large-cap stocks.
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When this selling abates at year-end, the downward
pressure on small-cap stock prices is arrested and
small-cap share prices have tended to rebound dur-
ing the first few weeks of the new year. Because of
their high degree of liquidity, large-cap stocks do not
experience the same degree of downward price pres-
sure exerted by a marginal increase in tax loss sales.
As a result, I believe they exhibit a much lower
rebound effect than do small-cap stocks at the begin-
ning of the year.

I am not suggesting that investors use the January
effect to trade small-cap stocks (or mutual funds that
invest in them). However, investors can potentially
use the January effect to their advantage. In my
opinion, investors who plan to add to their small-
cap portfolios during the upcoming year should
make those purchases in late December of the pre-
ceding year. Investors who wish to trim their hold-
ings of small-cap stocks may want to postpone any
year-end sales until late January. Although these
activities do not guarantee higher returns, I believe
these actions may potentially tilt the odds in an
investor’s favor based on this historical research. No
one can predict the future with certainty. However,
tilting the odds of investment success in one’s favor
can potentially give investors an edge over those who
choose not to do so.
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The information provided herein represents the opinion of Perritt Capital Management and is not intended to be a fore-
cast of future events, a guarantee of future results, nor investment advice.

Past performance does not guarantee future results. Index performance is not illustrative of
fund performance and an investment cannot be made directly in an index. For fund perform-
ance please call 800-331-8936.

The fund's investment objectives, risks, charges and expenses must be considered carefully before investing.
The prospectus contains this and other important information about the investment company, and it may be
obtained by calling 800-331-8936 or by visiting www.perrittmutualfunds.com. Read it carefully before
investing.

Small company stocks are defined as the bottom quintile of securities ranked by market capitalization from 1926-2009.
Large company stocks are represented by the S&P 500 index. The S&P 500 Index is a broad based unmanaged index of
500 stocks, which is widely recognized as representative of the equity market in general.

Mutual fund investing involves risk. Principal loss is possible. The Funds invest in smaller companies, which involve
additional risks such as limited liquidity and greater volatility. The Funds invest in micro-cap companies which
tend to perform poorly during times of economic stress. The Emerging Opportunities Fund may invest in early stage
companies which tend to be more volatile and somewhat more speculative than investments in more established
companies.

The Perritt Funds are distributed by Quasar Distributors, LLC
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