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Abstract

Recently, there is a hot debate on the relationship between idiosyncratic risk and
stock returns. In this paper, | investigate this relationship in China. In most studies,
people usually just consider stocks in the single market they research as the market
portfolio, and usually they find significant relationship between idiosyncratic risk and
cross-sectional stock returns. In this paper, | want to find out if or not more
diversified international investment could diversify away idiosyncratic risk. So |
construct two different market portfolios: one consists of all Chinese A-shares, the
other contains 25 largest stock markets representative indexes. Besides,
Fama-MacBeth two-stage regression and portfolio anaysis method are both
employed to ensure a robust empirical study. | find out that idiosyncratic risk always
has a significant negative relation with stock returns no matter which market
portfolio(or method) is employed. It indirectly illuminates that international
investment could not diversify away idiosyncratic risk. Besides, this relation does not
change at different open and reform stages of Chinese capital market. Further more,
this relation in Chinais not caused by small size firms with high idiosyncratic risks.
The most interesting thing is that this relation in Chinais highly co-move with that of
US market. Considering that many markets co-move with US market too, it's not

strange that international investment can not diversify away idiosyncratic risk.
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