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Figure 2 Directed Acyclic Graph
at the 20 % Significance Level
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Idiosyncratic Volatility, Stock Return and Investor Sentiment

Xiong Wei' ,Chen Liangnan®
1 Research Institute, Shenzhen Stock Exchange, Shenzhen 518028, China
2 Lingnan ( University) College, Sun Yat-Sen University, Guangzhou 510275, China

Abstract ; Systematic risk is priced only in the cross-sectional stock returns based on the traditional asset pricing models. Howey-
er, idiosyneratic risk may not be fully diversified as market is imperfect and idiosyneratic risk is positively related to stock returns
( Merton, 1987). Ang, Hodrick, Xing and Zhang (2006, 2009) suggest a negative relationship between idiosyncratic risk and
stock returns, which makes idiosynecratic volatility one of the most popular asset pricing puzzles, called the “idiosyneratic volatili-
ty puzzle”. Recent studies have re-examined the relationship between idiosyncratic volatility and stock returns, and reached con-
tradictory conclusions. In emerging economies, like China, the capital markets are dominated by individual investors, where the
stock prices are more likely to be affected by investor sentiment and noise trading. This paper investigates the dynamic relation-
ship between the idiosyncratic volatility, the stock returns and the investor sentiment from both theoretical and empirical perspec-
tives. First, this paper incorporates the noise traders affected by investor sentiment into the capital market equilibrium model with
incomplete information of Merton (1987 ). The theoretical results indicate that the idiosyncratic volatility and the stock return are
positively correlated, and the elasticity of expected excessive returns with respect to the idiosyncratic volatility is an increasing
function of investor sentiment and noise traders. And then, we investigate the role of idiosyncratic risk as a systematic factor in
the asset pricing process. Particularly, we present the idiosyncratic risk premium as a source of systematic risk factor capturing
the returns of buying stocks with the highest idiosyncratic risk and selling stocks with the lowest idiosyneratic risk. The mid-term
HaoDan Index, which is released by Stock Market Trend Analysis Weekly in China, is used as investor sentiment indicator. By
employing the data from Shanghai Stock Exchange from 2007 to 2012 and utilizing the directed acyclic graphs (DAG) to identify
the structural VAR model, we find that the investor sentiment and market liquidity play an important role in indicating the differ-
ence in returns between stocks with high idiosyncratic volatility and stocks with low idiosyncratic volatility. We find that the
cross-sectional differences in returns between stocks with high idiosyncratic volatility and stocks with low idiosyncratic volatility
(IVF) in China's stock market will be higher when the investors are more optimistic and the market is more liquid. This study is
of great help to a better understanding of investor behaviour and the relation between idiosyncratic volatility and stock return in
China.

Keywords . idiosyneratic volatility ; stock return;investor sentiment;incomplete information ; liquidity
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