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Accounting quality, information risk and the term structure of implied volatility around

€ar nings announcements
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Abstract

We examine the association between accounting tguahich is used as a proxy for firm
information risk, and the behavior of the term stowe of implied option volatility around
earnings announcements. By employing a large saofip& firms having options traded on their
equity during 1996-2010, we find that lower (high&ccounting quality is significantly associated
with stronger (weaker) changes in the steepnesiseoferm structure of implied volatility curve
around quarterly earnings announcements. Thisrinélivhich is robust to controls for business-
stemming uncertainty regarding future firm perfonog) is consistent with a stronger differential
of short vs. long-term uncertainty for higher imf@tion risk firms, indicating greater uncertainty
on the future economic performance of poorer uwmnger accounting quality firms. We also
establish the trading implications of these findify demonstrating a (profitable in-sample) self-
financed option trading strategy that is basedhenguality of the accounting information released
on earnings announcement days.
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