Securities & Exchange Organization, Research, Development & Islamic Studies (RDIS)
Journal of Securities and Exchange, Summer 2023, V. 16, No.62, pp. 139-172

Recognition Effect on the Relation of Idiosyncratic
Volatility and Return*

Maryam Azari Takami?, Maryam Davallou®, Reza Tehrani*

Received: 2023/01/25
Accepted: 2023/06/20

Research Paper

Abstract

This study is focused on the IVOL puzzle. According to Merton (1987),
idiosyncratic volatility pricing is mainly concerned with unknown stocks.
However, there is no trace of recognition effect study in experimental
research of IVOL puzzle. Thus, ignoring the recognition effect could be one
of the effective components in the puzzling behavior of idiosyncratic
volatility. Therefore, in the present study, we try to explain the effect of
recognition on idiosyncratic risk pricing. In this regard, first, the effect of
recognition on the relationship between idiosyncratic risk and stock returns
has been tested based on double sort portfolio study and Fama-Macbeth
regression. Then, the proposed approach of Hou and Loh (2016) is applied
to evaluate the amount of recognition effect on the relationship between
idiosyncratic risk and stock returns in Tehran stock exchange during (1384-
1398). Results indicate a positive relationship between idiosyncratic risk and
return. Moreover, show that recognition can explain up to 70% of the
relationship between idiosyncratic risk and return.
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