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The effect of idiosyncratic risk on  [The eficct of
iosyncratic

firm decisions: under-investment rison fim
or diversification? decisions

Kebin Deng and Haoyan Chen 271
School of Finance, Guangdong University of Foreign Studies,
Guangzhou, China, and
Dongmin Kong
School of Economics, Huazhong University of Science and Technology,
Wuhan, China

Abstract

Purpose — The purpose ofthis paper is 0 investigat the inflence of iosyneratic isk on fim decsions.
Designimethodology/approach — By introducing managerial ownership as  key variabie, the
Paper presents 2 parsimoniots. model o describe the consequences of idhosyneratic risk on firm
decisions. Then the paper uses data from the Chinesestock market in which the manageral ownership.
s very low (around 002 percent) to examine the model predictions.

Findings ~ The authors find that: st the negative relation between idiosyncratc risk and firm
investment, whih is found in prior studies, tends o be inignificant when narageril ownership is
very low, Second, diversficaton, as an altermative fim decison o lower risk posiively, rlates.
10 idiosyneratic sk despite lower managerial ownership: and third, this kind o pesitve reiation is
‘weaker for frms with more manageril incentives when diversifcaton i endogenously modeled.
Originalityvalue ~ This paper provides new evidence o complement existing studies from
developed markets, n which executives hold substantial stakes.

Keywords Investment, Managerial ownership, diosynerati risk, Chinas stock market,
Industrial diversifcaton,

Paper type Research paper

1. Introduction

‘We investigate the influence of idiosyneraticrisk on firm decisions. The issue of whether
idiosyneratic risk is a pricing factor has drawn considerable attention in recent finance
terature. However, few studies have examined the relation between idiosyncrati risk
and firm decisions. Tn textbook theory, firm investment decisions depend on systematic
risk and potential investment opportunities In contrast, idiosyneratic risk should be
irrelevant to the valuation of investment projects, because it can be eliminated through
investment diversification and shareholder value maximization.

JEL Classifications — G31, G32, G34 (;
“The authors thank Zobhaib Uddin, Shasha Liu, and Yan Sheng for helpful comments and. c
valuable suggestions. All remaining errors and omissions are the authors own. The authors A

gratefully acknowledges financial support from the National Natural Science Foundation

of China (Grant No. 7100303 71372130; 71173078, the National Social Science Foundation of ¢
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