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Abstract

In recent years, the theory on the relationship between idiosyncratic risk and the
expected cross-section stock return witness great development. Idiosyncratic volatility
is the measure of idiosyncratic risk and many empirical studies find there is a negative
relation between cross-section returns and idiosyncratic volatility. In the classical
asset pricing theory, investors can hold fully diversified portfolio to eliminate the
firm-specific risk, and therefore idiosyncratic risk can not be priced. Merton (1987)
established a model of capital market equilibrium with incomplete information. Due
to incomplete information, market frictions and other factors, most investors will not
hold fully diversified portfolio, therefore, the idiosyncratic risk should be priced and
cross-section stock returns should be positively related to their idiosyncratic risk.
Because the classical theory can not explain why the relation between idiosyncratic
risk and cross-section returns is negative, this phenomenon is known as the
idiosyncratic volatility puzzle. Based on China stock market, this article uses the
Fama-French three-factor model to estimate the realized idiosyncratic volatility, and
estimate the expected idiosyncratic volatility though GARCH, EGARCH and ARIMA
model. Using Fama-MacBeth two-step regression method and investment portfolio
analysis, we find the evidence of this puzzle. There is also a negative relation between
cross-section returns and idiosyncratic volatility. Further studies have shown that the
emergence of this phenomenon was mainly due to the strict constraints on short-sale
in China. Under short-sale constraints and heterogeneous belief, stocks may be
overvalued and the future returns will decrease, resulting in the idiosyncratic volatility

puzzle in China.

Keywords: Idiosyncratic Risk; the Cross-Section Returns; Short-Sale Constraints
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