Is There a Neglected-Firm Effect?
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The “neglected-firm effect” suggests that securities that analysts ignore offer higher
returns (a “neglect premium’”) than securities that analysts follow and scrutinize
heavily. Using a large and recent sample of securities, we reinvestigated the
neglected-firm effect. Controlling for capitalization, we found no evidence of a
neglect premium. Investors attempting to exploit the neglected-firm effect during
the past 14 years are likely to have been disappointed.

o neglected firms earn higher returns than .  Inthis study, we reinvestigated the neglected-

well-followed firms? A number of studies
published in the early 1980s suggest investors earn
a “neglect premium” if they focus their holdings on
stocks that analysts and institutional investors
overlook.! These early studies, however, were not
independent—all of them focused on the 1970s and
a sample limited to the largest 500 or 1,000 firms.
Although evidence supporting the neglected-firm
effect is limited to a relatively small sample (both
cross-sectionaly and in time series), the effect
appears to be a well-accepted empirical regularity.?
One likely reason for the acceptance of the
neglected-firm effect is that a reasonable story is
associated with it: Neglected firms are riskier and
thus should garner larger returns; that is, the higher
returns are not anomalous but, rather, are compen-
sation for higher risks associated with neglected
stocks. Specifically, greater risks may arise from (1)
less institutional monitoring and the presumably
greater likelihood that managers and insiders
might exploit shareholders and (2) greater uncer-
tainty regarding firm value associated with having
sparser analyst following.

Recent studies have questioned the robustness
ot the neglected-firm effect. Brennan, Chordia, and
Subrahmanyam (1997), for example, found evi-
dence that NYSE security returns were not related
to the degree of analyst following or institutional
ownership during the 1978-89 period after account-
ing for other risk factors. Moreover, Sias, Starks, and
Tinic (1996) found that, after accounting for size,
cross-sectional variation of NYSE stock returns dur-
ing the 1977-91 period was positively associated
with the degree of institutional ownership.
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firm effect over a recent (1982-95) time period with
a much larger cross-section of securities (more than
7,000) than previous studies used. We found that

~{meglected firms do tend to (mtperform Jess-
-neglected firms, but the cause is the correlation

between the degree of neglect and capitalization.
When comparing similar-size securities, we found
little evidence of a neglected -firm effect during the
study period.

DATA

The degree of neglect of each of the sample stocks
was obtained from Zacks Investment Research as
the number of earnings estimates for the current
fiscal year.? Returns and beginning-of-year capital-
izations were obtained from Compustat and
merged with Zacks’ data. The resulting set of tick-
ers was then screened to eliminate foreign compa-
nies, investment trusts, and limited-partnerships.
The remaining sample consisted of 7,117 compa-
nies from the NYSE, Amex, and the over-the-
counter markets from January 1982 through
December 1995. On average, 3,752 firms were
included each year.

NEGLECT AND RETURNS
Using Zacks Easy Equity Analysis System, we
ranked securities according to their degree of
neglect and divided them into four groups: highly
neglected (no analyst following), moderately
neglected (one analyst), moderately followed (two
to four analysts), and highly followed (five or more
analysts). We used the number of analyst estimates
as of the previous November to ensure the informa-
tion would be available for investors prior to mak-
ing their investment decisions. Firms were
classified into the appropriate neglect category
each January and held for the calendar year.4
Table 1 contains the time-series average (over
the 14 years) of the annual cross-sectional mean
return, capitalization, and standard deviation of
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neglected-firm effect once capitalization is con-
trolled.® Only two capitalization deciles (1 and 3),
for example, show a monotonic positive relation
between neglect and mean returns. Although
highly neglected firms tend to garner larger returns
than less-neglected firms in the smaller capitaliza-
tion deciles, less-neglected firms tend to garner
larger returns than highly neglected firms in the
larger capitalization deciles. In no case, however,
can we reject the hypothesis (at traditional levels)
that mean returns differ significantly across the
degrees of neglect.

Consider, for example, the five capitalization
deciles (i.e., Deciles 5 through 9) that have at least
10 annual observations of either highly neglected
or highly followed stocks. The mean return across
these capitalization groups averaged 16.64 per-
cent a year for the highly followed stocks versus
15.77 percent a year for the highly neglected
stocks. Similarly, the systematic relation between
neglect and volatility appears to be small once size
is controlled. Only Decile 1 and Decile 3 show a
systematic positive relation between volatility
and neglect. ,

Evidence of a neglect premium is weakest for
those securities most accessible to professional
investors. That is, for those portfolios that contain
securities with average market values of at least
$100 million (i.e., Deciles 6 through 10), the highly
followed groups outperformed, on average, port-
folios of the other three neglect groups. Again,

however, differences in returns are not sta
cally significant.

CONCLUSION
Earlier studies have suggested that investors 1
earn additional returns for the additional s
taken on by investing in neglected stocks.
conclusions, however, were based on rela
small samples, primarily of S&P 500 Index fi
the 1970s and early 1980s. In reinvestigating
neglected-firm effect over the past 14 years
much larger data set, we found no support
neglected-firm effect after controlling for the cg
lation between neglect and capitalization. R
Our results have at least three possible in :
tations. First, the neglected-firm effect may ha
appeared simply because investors exploited JE;
role of institutional investors in smaller-capita

elimination of a neglect premium. Second, the res :
documented in the 1970s may have been sample
cific. Third, our results may be sample specific 4
the neglected-firm effect may return in future
ods.” Regardless of the reason, investors attempt
to exploit the neglected-firm effect during the p
years are likely to have been djsap]:oointed.8
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NOTES

1. See, for example, Arbel, Carvell, and Strebel (1983), Arbel
(1985), and Arbel and Strebet (1982, 1983).

2. For example, nearly all investment texts discuss the
neglected-firm effect. See, for example, Bodie, Kane, and
Marcus (1995).

3. Zacks placesanN/A forany month a company received no
analysts estimates. Here, N/ As are replaced with zeros.

4  For firms that dropped from the sample midyear, proceeds
were invested in cash for the balance of the year.

5. Because Zacks Easy Equity Analysis System uses histogram
ranking, the number of firms in each capitalization “decile”
differs slightly.

6. Small-capitalization, highly neglected firms averaged
extremely large annual returns. Consistent with extant
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research (e.g., Ball, Kothari, and Shanken 1995), this #
is driven by the distribution of these firms being b
skewed to the right. For example, although the time
average of the cross-sectional mean return for firms
smallest-capitalization, highly neglected group is 56.
cent, the time-series average of the cross-sectional
return is only 13.06 percent.

7. See Merton (1985), Black (1986), and Lo and Ma
(1990) for discussions of data-sncoping biases.

8. The authors thank Carolyn Clark, Russ Fuller, Faiz Ha
Wayne Joerding, John Kling, and Joanne Ott for their
ful comments and suggestions and RJF Asset Mana;
for providing data. The views expressed here do not
sarily reflect those of RJF Asset Management.
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