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On Correlation Examination of Idiosyncratic Risk and
Cross-section Stock Return-Based on RWH
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XU Jing', GUO Yivyi', ZHANG Xue-yan'

1. Faculty of Management and Economics . Kunming University of Science and Technology ., Kunming 650500, China ;

2. School of Economics & Management, Tongji University , Shanghai 200092 , China

Abstract: Diversified investment in the stock market cannot be achieved for the short-sale constraints and
transparency limitation, and then the idiosyncratic risk become the principal risk faced with investors. In
the wake of idiosyncratic volatility puzzle been put forward with Ang (2006), the relationship is disputed
between idiosyncratic risk and cross-section stock return. Based on the above, in this paper, the effective-
ness test of idiosyncratic risk measurement has been conducted firstly, and then EGARCH model been cho-
sen for its following a random walk. Secondly, the cross section regression analysis of idiosyncratic risk
and stock return have been tested during 2003— 2014, and the significant positive correlation been found
for the significant momentum effect. Besides, idiosyncratic volatility puzzle is just a pseudo phenomenon
because of different measurement, and the realized idiosyncratic volatility is not a effective indicator for the
idiosyncratic risk. Last, the test results are verified further with two dimensional portfolio analysis, and
get the conclusion that there is no idiosyncratic volatility puzzle in China’s A-Share Market.

Key words: idiosyncratic risk; expected idiosyncratic volatility; cross-section return
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