


TRADING ON
CORPORATE
EARNINGS

NEWS



This page intentionally left blank 



TRADING ON
CORPORATE
EARNINGS

NEWS
PROFITING FROM TARGETED,

SHORT-TERM OPTIONS POSITIONS

J O H N S H O N

P I N G Z H O U



Vice President, Publisher: Tim Moore
Associate Publisher and Director of Marketing: Amy Neidlinger
Executive Editor: Jim Boyd
Editorial Assistant: Pamela Boland
Operations Manager: Gina Kanouse
Senior Marketing Manager: Julie Phifer
Publicity Manager: Laura Czaja
Assistant Marketing Manager: Megan Colvin
Cover Designer: Chuti Prasertsith
Managing Editor: Kristy Hart
Project Editor: Anne Goebel
Copy Editor: Gayle Johnson
Proofreader: Debbie Williams
Senior Indexer: Cheryl Lenser
Compositor: TnT Design, Inc.
Manufacturing Buyer: Dan Uhrig

© 2011 by John Shon and Ping Zhou
Publishing as FT Press
Upper Saddle River, New Jersey 07458
This book is sold with the understanding that neither the authors nor the publisher are
engaged in rendering legal, accounting, or other professional services or advice by publishing
this book. Each individual situation is unique. Thus, if legal or financial advice or other expert
assistance is required in a specific situation, the services of a competent professional should be
sought to ensure that the situation has been evaluated carefully and appropriately. The authors
and the publisher disclaim any liability, loss, or risk resulting directly or indirectly from the use
or application of any of the contents of this book.

FT Press offers excellent discounts on this book when ordered in quantity for bulk purchases
or special sales. For more information, please contact U.S. Corporate and Government Sales,
1-800-382-3419, corpsales@pearsontechgroup.com. For sales outside the U.S., please contact
International Sales at international@pearson.com.

Company and product names mentioned herein are the trademarks or registered trademarks
of their respective owners.

All rights reserved. No part of this book may be reproduced, in any form or by any means,
without permission in writing from the publisher.

Printed in the United States of America

First Printing March 2011

ISBN-10: 0-13-708492-7
ISBN-13: 978-0-13-708492-0

Pearson Education LTD.
Pearson Education Australia PTY, Limited
Pearson Education Singapore, Pte. Ltd.
Pearson Education Asia, Ltd.
Pearson Education Canada, Ltd.
Pearson Educatión de Mexico, S.A. de C.V.
Pearson Education—Japan
Pearson Education Malaysia, Pte. Ltd.

Library of Congress Cataloging-in-Publication Data

Shon, John, 1971-
Trading on corporate earnings news : profiting from targeted, short-term options positions /

John Shon, Ping Zhou.
p. cm.

Includes bibliographical references and index.
ISBN 978-0-13-708492-0 (hbk. : alk. paper)

1.  Speculation. 2.  Corporate profits. 3.  Price-earnings ratio. 4.  Investment analysis.  I.
Zhou, Ping, 1973- II. Title.

HG6041.S486 2011
332.63’2283—dc22

2010044969



To Mom and Dad and Lucy —John

To Rong, for having faith in me and supporting
me unconditionally; and to Kelly, for filling 

my world with joy —Ping



vi

Contents

Acknowledgments ........................................................................xii

About the Authors ......................................................................xiii

Preface................................................................................................xiv

KISS ................................................................................................xiv
The Importance of Theory....................................................xv
Not Just for Options Trading............................................xvi
Preview of Chapters ..............................................................xvii

PART I: INTRODUCTION

Chapter 1: Introduction ..............................................................3

The Stock-Based Trade..............................................................3
Earnings Surprises and Opposite-Direction
Market Reactions..................................................................6

The Options-Based Trade ........................................................7
Our Philosophy....................................................................10

Endnote ..........................................................................................10

PART II: THEORY: EARNINGS ANNOUNCEMENTS
AND EARNINGS SURPRISES

Chapter 2: Earnings Announcements: Why Are 
They So Important? ....................................................................13

What Are Quarterly Earnings Announcements, 
and Why Are They Important?..........................................13
How Are Quarterly Earnings Announcements 
Made?..............................................................................................15
Critical Features of Earnings Announcements ..........18



viiContents

Predictable Timing ............................................................18
Reliability................................................................................19
Newsworthiness ..................................................................19
Large Market Movements ............................................20
Clustering................................................................................20
Other Information Provided ........................................22
Endnote....................................................................................22

Chapter 3: Earnings Surprises: Definition and
Measurement ..................................................................................23

Definition of an Earnings Surprise ..................................23
Actual Earnings: Order of Presentation ........................24
Actual Earnings: Distinction Between GAAP and
Street Definitions ......................................................................25
Earnings Management ............................................................29
Expected Earnings: The Benchmark................................31

Expectations Based on Time Series ..........................32
Expectations Based on Analysts’ Consensus
Forecasts..................................................................................33

Earnings Guidance: How Managers Affect Both
Actual and Expected Earnings............................................36

Endnotes..................................................................................37

Chapter 4: Earnings Surprises: Empirical Evidence....39

Individual Examples of Earnings Surprises: 
AAPL, BAC, and F ..................................................................39
Empirical Evidence Across Companies..........................42
Empirical Evidence Across Time ......................................44

Endnote....................................................................................46



viii Trading on Corporate Earnings News

PART III: EVIDENCE: MARKET REACTIONS

Chapter 5: Market Reactions to Earnings
Announcements ..............................................................................49

What Causes Market Reactions? ......................................49
Empirical Evidence Across Companies..........................50
Empirical Evidence Across Time ......................................54

Endnotes..................................................................................56

Chapter 6: Market Reactions to Earnings Surprises
(Are Full of Surprises) ................................................................57

Empirical Evidence Across Companies..........................58
Market Reactions That Go in the Opposite
Direction ................................................................................60

Empirical Evidence Across Time ......................................66
Endnote....................................................................................68

PART IV: IMPLEMENTATION: OPTIONS TRADING
STRATEGIES

Chapter 7: General Characteristics of Optioned
Companies and Options Behavior Around Earnings
Announcements ..............................................................................71

The Nature of Companies That Have Listed 
Options (Versus Those That Don’t) ................................71
Earnings Announcements and Optioned Versus
Nonoptioned Companies ......................................................72
Behavior of Options Prices Before and During the
Earnings Announcement........................................................74

Endnotes..................................................................................76



Chapter 8: Practical Considerations Before
Implementing Trades ..................................................................77

Earnings Announcement Calendar ..................................77
Ready to Make a Prediction About the Market
Reaction? ......................................................................................78
Choosing the Right Strike Price ........................................80
Choosing the Right Expiration Month..........................81
The Role of Trading Volume ..............................................81
Bid-Ask Spreads ........................................................................84
Implied Volatility and Volatility Collapse ....................89
Example 8.1: Volatility Collapse 
(NASDAQ: GOOG) ................................................................91
Entry and Exit Points..............................................................93
Transaction Costs......................................................................95

Endnotes..................................................................................96

Chapter 9: Directional Bets: Long Calls, Bull Call
Spreads, Long Puts, and Bear Put Spreads......................97

Example 9.1: Long Call Position (NYSE: KFT)........97
Example 9.2: Bull Call Spread ........................................101
Example 9.3: Long Put Position (NYSE: EK)..........104
Example 9.4: Bear Put Spread ........................................107
Easy Money? ............................................................................109

Endnote ................................................................................110

Chapter 10: Long Straddle and Strangle Strategies..111

The Basics of a Straddle/Strangle Strategy ................111
Example 10.1: Long Straddle Position 
(NASDAQ: AKAM)..............................................................114

ixContents



Example 10.2: Long Strangle Position 
(NASDAQ: AKAM)..............................................................120
Example 10.3: Long Straddle Position 
(NASDAQ: GENZ) ..............................................................123
Example 10.4: Long Straddle Position 
(NYSE: EK)................................................................................128
Example 10.5: Long Straddle Position 
(NYSE: KFT) ............................................................................130
Example 10.6: Short Iron Butterfly and Short 
Iron Condor ..............................................................................132

Chapter 11: Short Straddle and Strangle Strategies..135

Making a Case for the Short ............................................135
Example 11.1: Short Straddle Position 
(NYSE: KFT) ............................................................................138
Example 11.2: Short Straddle Position 
(NASDAQ: WYNN) ............................................................141
Example 11.3: Short Straddle Position 
(NASDAQ: WFMI) ..............................................................144

Endnotes ..............................................................................149

PART V: FINE TUNING: IMPROVING THE ODDS OF A
PROFITABLE TRADE

Chapter 12: Growth Expectations and the 
Torpedo Effect ............................................................................153

Example 12.1: Torpedo Effect for a Small 
Earnings Miss (NYSE: BHI) ............................................155
Example 12.2: Torpedo Effect for a Small 
Revenue Miss (NASDAQ: NFLX) ................................157

x Trading on Corporate Earnings News



Chapter 13: Revenue and Expense Surprises ..............161

Example 13.1: Positive Earnings and Positive
Revenue Surprise (NYSE: UPS) ......................................164

Chapter 14: Earnings Surprise Persistence....................167

Example 14.1: Persistent Positive Earnings 
Surprises (NYSE: F) ..............................................................170

Chapter 15: Other Theories and Evidence ..................175

Richness of the Information Set......................................175
Predictable Biases in Analysts’ Earnings 
Forecasts......................................................................................178
Divergence of Opinions ......................................................180
Post-Earnings-Announcement Drift (PEAD) ............182

Endnotes ..............................................................................187

References ......................................................................................189

Index ................................................................................................197

xiContents



xii

Acknowledgments

We thank our editor, Jim Boyd, for his invaluable
guidance, experience, and encouragement. We
also want to extend our appreciation to two

reviewers, Jeff Augen and Michael Thomsett. Jeff and
Michael helped improve the book’s readability and pro-
vided valuable insights into how to provide the most
value to our readers. We also thank the project editor,
Anne Goebel, and the entire production crew at Pearson.

We also thank many of our friends and colleagues in
academia and the investment management industry.
Although we did not directly interact with them on this
project, their intellectual influence on us over the years
is certainly reflected in our work. Our book has also
benefited greatly from the decades of academic research
in accounting, finance, and economics; the list of the
individual authors of these studies is certainly too long
to be displayed here.

Finally, we want to especially thank our families for
their support.

From John: I want to thank my parents for con-
stantly pushing, and Lucy for constantly pulling.

From Ping: I want to thank my wife, Rong, for hav-
ing faith in me and giving me unconditional love and
support, without which I would not have been able to
finish this project. This book is also for my daughter,
Kelly. She is only six months old and may have limited
interest in options trading at this stage of her life, but
she inspires me and fills my world with joy.



xiii

About the Authors

John Shon is a professor of accounting at Fordham
University. He has a PhD in accounting and an
MBA in finance from the University of Chicago

Booth School of Business. He publishes extensively in
academic journals and has received several grants and
awards for his research on equity markets. He teaches
at the Gabelli School of Business and the Graduate
School of Business Administration. He has received sev-
eral teaching awards throughout his career.

Ping Zhou is a portfolio manager and vice president
of the Quantitative Investment Group at Neuberger
Berman (formerly Lehman Brothers Asset

Management). He manages U.S. and global equity funds
for institutional investors. He has a PhD in accounting
from Georgia State University. His expertise is in portfo-
lio theory, market anomalies, investor behavior, corporate
finance, and risk management. Before joining the indus-
try, he was an accounting professor at City University of
New York–Baruch College. He has published numerous
studies about the equity markets and corporate finance in
academic journals, including Financial Analysts Journal,
Journal of Investing, Journal of Accounting, Auditing and
Finance, Journal of Accounting and Public Policy, and
Review of Quantitative Finance and Accounting. He has
received several awards for his research, including the
Distinguished Paper Award at the 2007 annual meeting of
the Mid-Atlantic region of American Accounting
Association.



xiv

KISS

All books are largely an extension of their
authors. So we’d like to briefly describe our-
selves and thus inform you, the reader, about

our perspective.

Ping Zhou is a portfolio manager for the
Quantitative Investment Group at Neuberger Berman, a
major asset management firm. He is a true “quant”
who uses sophisticated statistical, empirical models to
squeeze profits out of the market. His days are spent
with fellow PhDs, performing the highest levels of quan-
titative analysis. He has access to an incredible arsenal
of computing power and resources.

John Shon is a professor of accounting at Fordham
University. He was formally trained for his doctorate at
the University of Chicago’s Booth School of Business in
high-level theoretical and quantitative analysis, under
Nobel laureates in economics and finance. He spends
his days performing cutting-edge academic research
using sophisticated statistical procedures, and he regu-
larly publishes in top academic journals.

On the surface, the two of us are in very different
fields. Yet, one of our commonalities is our exposure to
quantitative sophistication. Perhaps ironically, then, one
of the key traits we share is our belief that, in certain
scenarios, rigorous quantitative analysis can be over-
done. We believe in Leonardo da Vinci’s famous saying:

Preface
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“Simplicity is the ultimate sophistication.” Put differ-
ently, we believe in the adage commonly referred to as
KISS: “Keep it simple, stupid.” This shared philosophy
is at the core of our writings. Many options-trading
books overwhelm the reader with what we believe are
unnecessary complexities. In this book, we whittle to
the bare essentials the types of trades that will be prof-
itable. We have made every effort to pare away com-
plexities and show the essence of each trade. As such,
we spend very little time discussing the greeks of
options analysis—delta, gamma, theta, rho. Don’t get
us wrong: understanding the greeks is important for a
full understanding of your trades. However, we believe
that many of these issues can obfuscate and distract you
from our main task at hand, so we suggest that you
acquire this information elsewhere to supplement the
material we cover here. Two excellent books that cover
basic concepts are Options Made Easy and The Bible of
Options Strategies, both by Guy Cohen. They’ll provide
you with some of the foundational knowledge you’ll
need. Two essential books that cover advanced concepts
are The Volatility Edge in Options Trading and Day
Trading Options, both by Jeff Augen. They discuss
many of the volatility-related issues that you’ll want to
deal with, as well as the details of intraday trading.

The Importance of Theory
The other key trait that we as coauthors share is our
firm belief in developing strong, foundational economic
understanding of and intuition about the world around
us. This arises partially from our doctoral training. But



it also arises from our common interest in simply under-
standing how and why markets function the way they
do. We therefore put strong emphasis on understanding
the theory behind our trades and why we believe in
them. We also put heavy emphasis on findings that are
statistically tested and empirically documented, not on
conjectures that are backed by cherry-picked trades or
hearsay from random investing/trading blogs.

How does this affect the writing in this book? Simply
put, if we did not share this philosophy of stressing the
economic theory and empirical findings behind our trad-
ing strategies, we would not have had to write the under-
lying theories presented in Chapters 2 through 6 (and, to
a lesser extent, Chapters 12 through 15). If you are sim-
ply interested in knowing the basic trading strategies that
this book recommends, you need look no further than
Chapters 9, 10, and 11. However, if you’re interested in
developing a deeper understanding of the markets and
one of the most salient, important, recurring events that
occurs in equity markets—earnings announcements—this
book provides a wealth of information. Economic theory.
Empirical evidence. This is the intellectual heavy lifting
that we encourage you to do with us.

Not Just for Options Trading
Because of the depth of economic theory and empirical
evidence that we cover in this book, you will find that
the material is not limited to options trading. Rather,
the deeper understanding you gain about the nature of
earnings announcements and earnings surprises will
also equip you to understand the underlying stock price
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reactions. Therefore, the material is also suited for read-
ers who do not regularly trade options. This book con-
tains many ideas that stock-based investors will find
immensely helpful in their approach to trading.

Preview of Chapters
Chapters 2 through 4 discuss the latest cutting-edge aca-
demic research on earnings announcements and earn-
ings surprises. This is theory and empirical evidence
garnered from decades of research using millions of
publicly traded observations on earnings releases.
Chapters 5 and 6 discuss the theory and evidence
behind market reactions to earnings announcements, as
well as the earnings surprises that these announcements
create. The empirical regularities of market reactions to
earnings announcements and earnings surprises repre-
sent the foundation from which we develop our
options-based trades. Chapter 7 discusses some of the
empirical evidence on optioned firms and then discusses
the specific behavior of options around earnings
announcements. Chapter 8 talks about some of the
practical issues related to implementing your trades.
Chapters 9 through 11 discuss our main options-based
trading strategies. These strategies are short-term trades
that are targeted at companies’ quarterly earnings
announcements. These three chapters represent the bulk
of the discussion on options trades, using actual exam-
ples from recent earnings announcements. Chapters 12
through 15 discuss several other theories and empirical
regularities that will help you improve the odds of
implementing profitable options trades.

Preface



After reading this book, you will be better informed
about the theoretical underpinnings of earnings
announcements. We believe this foundational work is
paramount to being a consistently profitable trader. As
trading situations and economic contexts change, your
foundational understanding will always be there to help
you adapt. As the old saying goes, we don’t want to just
give you a fish; we want to show you how to fish.
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timing the market, 3-5
torpedo effect, 154

Baker Hughes example, 
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Netflix example, 157-160
trading volume

bid-ask spreads and, 84-87
earnings announcements 

and, 56
role of, 81-84

transaction costs, 95
21-day window return on earn-

ings announcements, 52

U
uncertainty, stock valuation and,
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underreaction, 21
underreaction bias, 179
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revenue surprises, 
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surprises of, 153-155
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Google example, 91-93
volatility collapse, 91
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volatility trades
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120-122
voluntary disclosures, 22
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