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DISCUSSION 

WILLIAM T. ZIEMBA*: The evidence is very strong for the existence of a turn- 
of-the-year effect. The prices of small-capitalized stocks increase significantly 
relative to large-capitalized stocks on the first ten or so trading days of January. 
The effect seems to begin on trading day -1 where there is a tendency for a shift 
in sales of the small stocks at the asked rather than at the bid. Trading days +1 
to +4, on average, show enormous gains in the small stocks over the large stocks 
and this effect continues until mid-January. The total average difference between 
the smallest and largest deciles of stocks from -1 to +9 is on the order of 6 to 10 
percent. Studies supporting this effect use data over extremely long periods. For 
example, the original Rozeff-Kinney study concerned the period 1904-74. The 
period from 1962 to present has been especially thoroughly analyzed. One 
additional useful empirical study not referenced by Ritter is Smidt and Stewart 
[7]. 

Why does this effect occur and with such regularity? Jay Ritter's excellent 
paper provides us with more insight into the understanding of this phenomenon 
with an analysis of the "parking-the-proceeds" hypothesis. Using a unique data 
set for the fifteen turns of the years from 1971 to 1985, he finds that the buy/ 
sell ratio of individual investors at Merrill Lynch explains 46% of the variance 
of the excess returns of small over big stocks in the first half of January. During 
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this period the small stocks gained 8.17% more than the big stocks on days +1 
to +9 or nearly 1% per day. Figure 1 visually shows the argument in a convincing 
manner. 
The "parking-the-proceeds" argument is based on three suppositions. First, when 
individuals buy stocks, they buy disproportionaly more small stocks than big 
stocks relative to institutional investors. Some supporting evidence is presented, 
and this hypothesis is reasonable since it is these very investors who have loaded 
up the large mutual and pension funds with the vast bulk of the market wealth, 
and these institutions do seem to concentrate on the large-capitalized stocks 
since in many cases they are judged on their performance relative to the S&P 
500. Moreover, the individual investors (especially those well healed enough to 
have accounts at Merrill Lynch) likely buy more small stocks in their personal 
accounts to diversify. Secondly, the price of these small stocks is affected by 
buying pressure-again reasonable as demonstrated by Stoll and Whaley [8] and 
others. Finally, individuals are net buyers in early January because of the proceeds 
remaining from December's tax-motivated sales, and their purchases are large 
enough to move the market. The arguments that individuals sell in December to 
take losses, that they like to see the money in their account at the end of 
December before repurchasing in January, and that they receive pay and bonuses 
starting on day -1 that can be reinvested appear sound. Ritter's data indicate 
that relative to the rest of the year individuals are net buyers in January but that 
in absolute terms they have been net sellers for each of the fifteen years in the 
sample. It is likely that the net selling is movement into mutual funds and away 
from individual accounts. Perhaps, as he suggests, in January these individuals 
are switching into small stocks and out of big stocks with capital gains. This 
needs to be checked. There is an analogy of the late-charging horse running 
faster to nip a front runner at the wire when in fact the charger is not accelerating 
at all. The horse is simply declerating at a slower rate. 

Obviously there are a number of factors that lead to the turn-of-the-year effect. 
The studies of Ariel [1] with spot data for 1963-1981 and Sick and Ziemba [6] 
with futures data from 1982-1988 show that throughout the year the small stocks 
outperform the big stocks in the trading interval -1 to +9 and particularly -1 
to +4. See also Keim and Smirlock [4]. The arrival of new money from income, 
bonuses, parked proceeds and other sources seems to fuel the net purchase of 
small stocks relative to big stocks in this period. 

The data also seem to support the hypothesis that the turn-of-the-year effect 
is strongest following a bear market. January 1988 following the October 1987 
crash was certainly a strong example of this. 

Why does the market not respond to this effect to eliminate it as it should in 
an efficient market? In fact, at least for the turn of the year, it does seem to do 
this in the futures markets. Clark and Ziemba [2] have shown that the futures 
price of the Value Line Composite begins to anticipate the turn-of-the-year effect 
around the middle of December. Moreover, the extent of this anticipation is 
capturing more and more of the expected gain of the turn-of-the-year effect as 
information about the effect becomes more widely known partly through trade 
books like Haugen and Lakonishok [3] and Ziemba [11]. The expected gain in 
the futures market of the Value Line Composite over the S&P 500 in the mid- 
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December to mid-January period has averaged about 2 to 3 percent in the past 
10+ years, with about two thirds of this being anticipated. 

I am in agreement with Ritter that institutional factors such as he discussed 
and the flow of funds at the turns of months and particularly at the turn of the 
year are among the main causes of the bidding up of the small stocks at these 
times. It is very useful to have reliable risk-return equilibrium relationships to 
explain asset prices. Even the substantial increase in risk during January found 
by Tinic and West [9] and Ritter and Chopra [5] does not explain the effect. 
The latter paper also concludes that risk is rewarded according to the CAPM 
only in January and then only for small stocks. Otherwise, this popular model 
does not explain the risk-return relationship. 

Theoretical studies such as Williams' [10] asymmetric-information model, 
using better-informed inside traders and tax sellers that yields a bounce back of 
prices in January once the tax selling is completed and the risk premiums fall 
back in line, will be useful to piece together the missing 54% of the explanation. 
However, it does seem that the turn-of-the-year effect is caused by a number of 
factors coming together at one time and that they are largely institutional. Hence 
it will be hard for any one model to be the sole explanation of the effect. 
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