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Idiosyncratic Volatility Pricing by Explaining Arbitrage Risk
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Abstract

According to modern portfolio theory, investors can control idiosyncratic volatility
via diversification of investing portfolio. Therefore, it is assumed that investors seek
returns only because of systematic risk tolerance. In practice, however, it is observed
that idiosyncratic volatility has a price, which is inconsistent with assumptions of
modern portfolio theory. The relationship between idiosyncratic volatility and expected
returns as well as the factors affecting the pricing of idiosyncratic volatility has been
studied so far. In this study, it was attempted to examine how idiosyncratic volatility is
pricedin Iran’ scapitd market by explaining arbitragerisk during the 2007-2017 period.
For this purpose, one of the current trading redrictionsin Iran's capitd merket as well
as other common measurement variables and Fama and French's five-factor model
were employed to estimate arbitrage risk and idiosyncratic volatility, respectively. This
isthefirg study usng Famaand French’ sfive-factor model and arbitrage risk in order
to price idiosyncratic volatility and asset, respectively. To answer the research question
and test the hypothesis, portfolio analysis methods and Fama-MacBeth regression were
employed. The results indicated that, while taking into account arbitrage risk, the
relationship between idiosyncratic volatility and expected return is significant and
negative.
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1 . Idiosyncratic Volatility (IVOL)
2 . ldiosyncratic Volatility Puzzle
3. Limit to Arbitrage
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1 . Arbitrage Risk
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1 . Expected Idiosyncratic Volatility (EIV)
2 . Unexpected Idiosyncratic Volatility (UIV)
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