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This paper examines the return behavior surrounding option introduction for a sample
of 331 firms with option listings from 1983 to 1990. Using a longer test window and
a sample that comprises exclusively post-1980 listings, our tests are better able to
capture the information environment effect of option trading. In contrast to prior
studies, this paper shows a significant reversal in price behavior surrounding option
introduction. In particular, our results indicate that positive cumulative excess returns
begin at least 100 days prior to the option introduction day. Starting from day i rela-
tive to introduction, however, the price behavior is dominated by a series of negative
excess returns. The cumulative excess returns continue to drift downward for at least
100 days afler the introduction day. In addition, the price effect is accompanied by an
increase in trading volume.

INTRODUCTION
This study reexamines the return behavior around option introduction using a differ-

ent set of option listing data and provides new evidence on the price effect associated with
option introduction. Prior studies concerning the price effect of option trading primarily
use satnples of option lisUngs before 1980. Finns listed before 1980 are typically larger
firms wiUi call-only options al initial ititroduction. Given that trading on put options
provides an even cheaper alternative of shorting stock and that large and small firms are
associated with different information environments (see, e.g., Atiase, 1980 and 1985),
will the price effects of option introduction dwumenlcd in prior studies occur for firms
with option listings alter 1980? In contrast to prior studies (e.g., Conrad, 1989; Kim and
Young, 1991), this siudy uses a longer window around option introduction to examine
price effects. Because prior research suggests that option trading leads to an overall
improvement in the information environment and changes in the information envi-
ronment are likely to occur on a gradual basis, using a long test window may better cap-
uire the association between option ti-ading and informational effects. Thus, the purpose
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of this paper is to investigate the generality of previous research regarding the price
behavior around option introduetion using a longer tesl window and a sample of post-
1980 option listings.

Based on a sample of 331 fums witii option listings between 1983 and 1990 we find
that tiie price perfonnance is significantly different before and after option introduction. In
particular, positive cumulative excess returns begin at least 100 days before the introduc-
tion day, and significant excess returns are found in intervals (-23, -14) and (-13, -4) rela-
tive to introduction. Starting from day -3 relative to inti-oduction the price behavior is
dominated by a series of negative excess returns. The ctunulative excess returns continue
to drift downward for at least 100 days after the introduction day. Our results indicate that
if an investor had taken a short position in the underlying security immediately after the
introduction day, excess returns of approximately 3 percent could have been earned during
the 100 day interval after introduction. This evidence may suggest a trading strategy that
can be created with option listing. The price effect is accompanied by an increase in trad-
ing volume after option introduction. Both return variance and systematic risk of the
underlying stocks, however, do not appear to be affected by option introduction.

The negative price effect documented in this study is consistent with research by
Miller (1977) and FiglewsJci (1981). They both suggest that circumventing short sales
barriers by option trading would enable traders with pessimistic information to incorpo-
rate their beliefs into security prices, which could drive down the prices of underlying
securities. On the other hand, the positive excess returns observed prior to option
introduction are consistent with the following scenarfo: Prior research (see, e.g.. Black,
1975; Cox and Rubinstein, 1985) suggests that option markets may increase investors'
incentives for private information acquisition. Market participants are likely to know
what options will be listed before the listing day (e.g.. The Wall Street Journal may
announce this information several days before options are introduced). As a result, a
greater amount of private information could be produced and revealed in the market prior
to option introdtiction. Although the new information itself should not cause a systematic
price effect, good news would more easily be impounded into security prices before
options are traded. Investors with bad news may not be able to trade on their negative
private information immediately due to short selling restrictions that exist before the
trading of options. This may explain why a positive price effect is observed prior lo
option introduction.'

BACKGROUND AND MOTIVATION
THEORETICAL LITERATURE

Prior research suggests several possible effects of option listing on the price behavior
of underlying securities. First, option listing may be associated with a positive price
effect because the presence of options is likely to increase investors' trading opportunities
beyond tiiose available in the stock alone. Black (1975) and Cox and Rubinstein (1985)
indicate that options offer parficular advantages to infonned traders because of additional
leverage, smaller margin requirements, and fewer trading restrictions in option markets.

' Cofirad (J989) abo suggests thai, under certain conditions, a positive prire effect may be associated with the
new information imp<iunded into the market.
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Research by Ross (1976), Merton et al. (1978), and Hakansson (1978, 1982) suggests
that options may expand tiie returns space and allow tiie capital market to become com-
plete. Option markets also provide additional dimensions of information beyond those
provided by stock markets. Grossman (1989) argues that the option price serves as an
additional observable statistic through which uninformed traders may infer tiie private
information of informed traders. Jennings and Starks (1986), Skinner (1990), and Ho
(1993) provide empirical evidence consistent with tiie argument that the availability of
options increases incentives for private information acquisition. Thus, option trading may
lead to an overall improvement in the infomiation environment where the welfare of pre-
viously restricted tinders (especially informed traders) would be improved.

Second, there are arguments that option trading may lead to a decline in the price of
the underiying security. One set of tiiese arguments is drawn from tiie short selling litera-
iurc. Miller (1977) argues tiiat asset prices are biased upward by imposing short selling
restrictions. Once short selling restrictions are imposed, less negative information is
impounded into prices becau.se investors witii relatively pessimistic price expectations are
constrained to ti-ade on tiieir information, Jarrow (1980) extends MiUer's argument fuid
shows tiiat witii homogeneous beliefs for the covariance matrix of future prices, short sale
i-onstraints will increase asset prices. In related work Figlewski (1981) finds empirical
evidence suggesting tiiat asset prices are ttx) high relative to a market witii no short stall-
ing restrictions. As tiie availability of options results in a reduction of short sale con-
straints in tiie stock market, tiie Mil ler-J arrow-Figlewskii analysis suggests tiiat option
Hiinxluction will be associated with a price decline. After options Jire traded in the market,
more pessimistic information would be impounded into tiie security price and, therefore!
tiie price would fail.

Finally, Diamond and Verrecchia (1987) predict no price effect associated witii easing
short sale restrictions via option introduction. Under their rational expectations model,
altiiough option trading may reduce short selling costs, investors would consider trading
consti-aints in forming tiieir expectations and correctiy estimate the relatively pessimistic
informatioti before option inti-oduction. Therefore, tiiere would be no systematic price
effect associated with option introduction.

EMPIRICAL EVIDENCE
Previous empirical research on tiie price behavior around option hsting has produced

mixed results. Branch and Finnerty (1981) document a positive price effect in the 47
weeks prior to the option listing announcement and a further price inaease during tiie firet
five weeks after tiie announcement. Botii Whiteside et al. (1981) and Conrad (1986
1989), however, find no evidence of predictable price performance during the announce-
ment petnod. While finding no significant price effect associated with announcement of
opaon trading, Conrad (1986. 1989) indicates tiiat positive excess returns are observed in
Uie five days around introduction of option listing and tiiat cumulative excess returns
remam for at least 30 trading days after introduction. Conrad (1989) indicates that her evi-
dence IS consistent with "the net increase in demand occurring only at introduction due to
an inventory buildup on Uie part of (hedging) dealers and floor traders." Kim and Young
Ojn) mdicate tiiat the cumulative excess returns rise 1.4 percent in tiie ten days around
tiie introduction of call options, but find no evidence of significant price reaction to put
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trading commencement. DeTemple and Jorion (1990) also find a significant price inaease
in the two weeks surrounding the option listing date.

Prior empirical research also examines whether option trading is associated with
changes in stock price volatility and firms' systematic risk. Klemkosky and Maiiess
(1980) find no significant changes in beta and total risk of underlying securities from tiie
pre- to postlisting period. Whiteside et al. (1983) show evidence of a slight decrease in
equity beta after option listing. On the otiier hand. Skinner (1989), Conrad (1989), and
DeTemple and Jorion (1990), employing a larger sample from a relatively longer perfod,
indicate tiiat return variance declines with option introduction but Ihat systematic risk
(beta) is unchanged. Evidence regarding the impact of option listing on trading volume is
also mixed. Whiteside et al. (1983) find no significant change while Hayes and
Tennenbaum (1979), Baiisal et al. (1989), and Skinner (1989) dtKument an increase in
volume.

MOTIVATION OF CURRENT STUDY
The current study reexamines the price behavior around option introduction using a

longer test window and a different set of option listing data. The extant evidence is
inconclusive because most prior studies use samples of option listings before 1980 and
because prior studies primarily employ a short window when testing tiie price effect
surrounding option introduction .̂  Different price effects may be observed using a longer
test period and post-1980 options. First, prior research suggests tiiat option trading creates
additional incentives for investors to collect private information, which in tum leads tt> an
overall improvement in the information environment. This improvement is likely to
occur on a gradual basis. For example, altiiough we predict tiial finns will be followed
more closely after option trading, we do not expect the number of financial analysts
and/or institutional investors to suddenly increase at tiie time of announcement or
introduction. It would be more likely to see tiiat number increasing gradually, llierefore,
we believe that a longer test window is better able to capture tiie association between
option trading and changes in the information environment.^

Second, firms witii option listings after 1980 are relatively smaller firms. Prior
research (see, e.g., Atiase, 1980 and 1985; Freeman, 1987; Collins et ai, 1987) suggests
tiiat large and small firms are associated witii different information environments.
Consequently, tiie potential information effects (either positive or negative) ass(x:iated
with option trading for large finns may be different from tiiose for small firms. In

' Branch and Pinnerty (1981) examine option l.sUngs from 1973 to 1977. Whites.de fO^^) y
select 35 stocks with option listings between 1973 and 1977. Klernkosky and Maness (1980) examine 103
securities with options hsted on tlie Chicago Board of Options Exchange (CBOh) and the American St.x:k
Fxchanee (AMKX) from 1973 to 1975. Conrad (1986) examines the issue using a sample of 96 firms listed on
either the CBOB or Uie AMEX between 1974 and 1980. Although Conrad's sample includes options listed in
1980 and her results indicate no difference in price behavior for tlie pre-1980 and 1980-only .samples, only 15
firms are included in her 1980-only .sample. Kim and Young (1991) use Ihe post-1980 option listing data;
however, their results are based on a much shorter test window. (They look at a 20 day window centered on
option introduction.)
' Many prior studies concerning Qie relationship between option trading and changes in the information envi
ronment also employ a long window tesl. For example. Skinner (1990) finds thai the number of analysts fol̂
lowing firms increases after option listing by examining the period extending 12 months before lisOng to l .
months after listing. In a related study, Ho, Hassell. and Swidler (1995) look at an 11 month window sur
rounding option introduction lo examine the accuracy of analysts' foreca.sLs before and after option trading.
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addition, both StoU and Whaley (1983) and Amihud and Mendelson (1986) find that the
costs of transacting in small firm stocks are relatively higher, [f short selling costs are
also negatively related to firm size, the price effect associated with option introduction
(resulting from the reduction of short sale restrictions) may be more significant for firms
listed after 1980.

Finally, the post-1980 listings have both put and call options, while the pre-1980
listings are largely call-only listings. As indicated in Conrad (1986), "it is possible that
the cost of shorting through wriUng calls is not significantly cheaper than shorting the
stock itself. However, it would be difficult to argue that buying a put is equally as costly
as shorting the stock, as the only margin requirement is the cost of the put." Thus, the
costs of shorting the underlying stock would decline more significantly after option trad-
ing if both puts and calls are available. This implies that the price effect associated with
option introduction may be more pronounced for the firms with option listings after
1980.

It remains an open empirical question whether the results observed in prior studies
may be extended to post-1980 option firms if we focus on a long window test."*

DATA, SAMPLE, AND METHODOLOGY
To examine the retum behavior around option introduction, we define the introduc-

tion event period as the five day window (-3. +1) where day 0 i.s the opUon introduction
day.*' To better capture the information environment effect, we examine retum behavior
up to 100 days before and after the event period. Retum perfomiance is measured using
daily raw retums, daily market-adjusted retums, and daily excess retums. Market-adjusted
retums arc computed by subtracting equally weighted market retums from raw retums.
Bxcess retums are obtained from the CRSP excess retum file.**

We construct a sample of firms that had initial listings on the CBOE, AMHX,
NYSt;, Pacific Stock Exchange, and Philadelphia StcKk Exchange from 1983 to 199o!
Ilie sample includes 679 firms initially. Several selection criteria are imposed to yield the
)imil sample: (1) 226 firms are eliminated due to the lack of retums information on CRSP
ilaily retum files; (2) 2i fimis are deleted because of no precise introduction dates; (3) ISOl
(Irms are dropped because they do not have complete daily retums available during the 205
ilay retum cumulation period. Our final sample contains 331 firms.

We also examine whether the variance of security retums changes after option intro-
ducuon, whether firms' systemaUc risk changes after introducUon, and whether trading
volume changes after introduction. For the variance test, we fyst compare the mean and
median of the standard deviation of daily raw retums before and after the opUon introduc-
Uon date. Because Skinner (1989) points out that any observed change in variance syr-

opiion .sample differs from ihostr jii prior studies in another respecl. 'ITie sample firms included m oiior

no ,i (>nnn reason rhat opl.on .ra<lii,g price effecLs would differ for .lifferenl option exchanges
B.cau.se Conrad (1989) finds a |x«Hiv. effect dunng the five day interva! (-3. .1). we etnploy this interval

a.s the introduction event window lo enhance comparisons wilh her siudiescomparisons wilh her siudies

factor market mode!SrUl-ISf ""f^r ^"'"' "" ^^^^ ' ^ ' ' ' ' '''"™ ^'^' ^^ '''̂ "'"^" '̂̂ '"̂ "̂  f̂""" ^^ ""<= factor market mode!
Specncally, each fimi is a.ssigned ro a group of firms w.O. similar mar ke I-model betas The portfolio beS is
then ii.sed for all rhe firms in the same ponfolio lo compure rhe residuals poruoiio r>eta is
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rounding option introduction may be explained by contemporaneous changes in market
volatility, we also compute a market-adjusted variance measure by dividing tiie standard
deviation of raw returns by the standard deviation of the equally weighted market returns.
For tiie systematic rfsk test, the market-model beta is estimated over each 1(X) day period
(before versus after tiie introduction event window) using daily raw returns. Finally, we
compare percentage ti^ading volume before versus after option introduction. The percentage
trading volume is calculated as the average daily number of shares traded divided by the
average number of shares outstanding. The average number of shares outstanding is tiie
average across the beginning and ending option intixxtuction year. ITie information regard-
ing tiie number of shares traded (outstanding) is obtained from the CRSP (Compustat)
tape. There are four cases in which both the beginning and ending number of shares out-
standing cannot be identified from tiie Compustat t^e. ' ' As a result, tiie sample size is
reduced to 327 fums in the trading volume test.

EMPIRICAL RESULTS
Panel A of Table 1 presents the results of return performance before and after option

introduction. The mean excess return across sample firms for the 100 day interval before
introduction is 4.1 percent versus -3.4 percent for the 100 day interval after introduction;
the difference is statistically significant at the 0.01 level with a two tailed t-test. The dif-
ference in median excess return is also significant at tiie 0.01 level using a Wilcoxon test
(5.1 percent before introduction versus -1.8 percent after inti-oduction). The results based
on market-adjusted returns portray similar patterns. The mean market-adjusted return
declines from 4.9 percent before listing to -3.1 percent after listing, a difference that is
significant at the 0.01 level. The difference in median market-adjusted return is also sig-
nificant at tiie 0.01 level. The test using raw returns exhibits similar results. Thus, the
results indicate that the price perfonnance is significantly different before and after option
introduction. The price decline after option introduction is consistent witii the Miller-
Jarrow argument—easing short selling constiaints by introducing options on underlying
securities allows more traders with negative private infonnation to impound tiieir infor-
mation into the security price, which in luni causes the prfce to decline.

Panel B of Table 1 reports the results of tiie variance tesL The mean (median) stan-
dard deviation of daily raw retums before listing is .0224 (.0206), and the mean (median)
standard deviation of daily raw retums after listing is .0235 (.0207). Ihe difference in
mean is weakly significant at the 10 percent level, but tiie difference in median is not sig-
nificant at any conventional level. Panel B also indicates that Uie standard deviation of
daily excess retum is tiie same before and after option listing (mean of .0202 versus
0207- median of .0186 versus .0191).« The mean market-adjusted variance slightly

increases from 3.708 before listing to 3.726 after listing, although the median variance
slightly declines from 3.552 before listing to 3.344 after listing. None of tiiese differences

' If the beginning or ending data are missing, only one data item is used as the average.
* We also consider tlie residual variance from the estimated market model. The results show no decline in the
variance after option listing.
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Table 1—Comparison of Return Performance, Return Variance, Beta
and Trading Volume for the 100 Day Interval Before and After Option
Introduction Event Window ^

Mean

Panel A: Return Performance
Excess Return
Markel-Adjusted Return
Raw Return

Panel B: Return Variance
Std. of Daily Raw Return
Std. of Daily Excess Return
Market-Adjusted Variance

Pane! C: Syslematjc Risk
Market Model Beta

Panel D: Trading Volume
Percentage Trading Volume
Std. of Trading Volume

Before After

.041 -.034

.049 -.031

.103 .002

.0224 .0235

.0202 .0207
3.708 3.726

1.435 1.434

.(X)37 .0044

.(X)39 .0042

Median
Signiflcance Tests

for Difference

Before After
P-Value
for t-test

P-Value for
Wilcoxon Z

.051 -.018

.050 -.006

.095 .039

.0206 .0207

.0186 .0191
3.552 3.344

1.417 1.345

.0029 .0031

.0026 .0027

0.01
0.01
0.01

0.08
0.25
0.85

0.97

0.01
0.20

001
0,01
0,01

0.50
0.62
0.87

0.76

0.01
0.40

rhe introducLon event window is defined as (-3, +1). where the day 0 is the introduction day. The periods
before and after the mtroducUon event window contain 100 Irading days each. Tlie excess return is from the
LK.SP exce.ss return file^The market-adjusted return is rhe daily raw return minus the daily equally weighted
market return from the CRSP daily return file. TTie market-adjusted variance is the standJ-d deviation ôf the
raw return divided by the standard deviation of the equally weighted market return of the same period TTie

^ ' V m X r S ^ ' l " " ^ ' ""^^^^ ' " ' ^ ' ' * '* . ' ^ ^^''5' '^'"'"^ ^"'* 'he equally weighTed market
hv .h ^'^^^ '^^- ^f P«r'̂ ^"tage trading volume is the average daily number of shares traded
by the average (acro.ss the beginning and end of the period) number of shares outstanding

is. however, significant at any conventional level. Thus, the volatility of security returns
(foes not change with option listing.

Panel C of Table I reports sample firms' beta coefficients lor the 100 day interval
before and after the introduction event period. The results indicate that both the t- iind
Wilcoxon tests fail to reject the null hypothesis of no difference in betas before and after
opuon hsUng. The mean (median) OLS beta before listing is 1.435 (1.417), while lifter
listnig it is 1.434 (1.345). This evidence is consistent with both Skinner (1989) and
C ônrad (1989), although they employ different procedures to estimate beta.^

Panel D of Table 1 reports the percentage trading volume surrounding option listing
for the 327 sample firms with volume data available. The results indicate that the mean
daily percentage trading volume i.s .37 percent before listing versus .44 percent after hst-
ing, an mcrease of 19 percent that is significant at the 0.01 level with a two tailed t-test
I he mcrease m median is also significant at the 0.01 level using a Wilcoxon test This

evidence is consistent with Skinner (1989). Although (rading volume increases after list-
ing, panel D provides uo evidence of a significant increase in voIaUlity of trading volume
after listing. ^
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Table 2—Comparison of Return Performance Before and After Option
Introduction Using Ten Day Intervals

Excess Return
Mean Median

Cumulative Excess Return
Mean Median

Panel A: Before IJsting Period
(-103, -94)
(-93, -84)
(-83. -74)
(-73, -64)
(-63. -54)
(-53. -44)
(-43, -34)
(-33, -24)
(-23.-14)
(-13, -4)

.00385

.00159

.00602*

.00370
-.00110
.00358
.00220
.00506
.00876**
.00702*

Panel B: After Ustin" Period
(+2,+11)
(+12. +21)
(+22, +31)
(+32, +41)
(+42, +51)
(+52, +61)
(+62, +71)
(+72, +81)
(+82, +91)
(+92, +101)

-.00255
-.00130
-.00175
-.00247
-.00295
-.00647
-.00225
-.00282
-.00630*
-.00504

.00629#
-.00188
-.00108
-.00334
-.00728
.00120

-.00165
-.00083
.00733##
.OO678#

-.00686
-.00432
-.00319
-,00136
-.00107
-.00928
.00016

-.00542
-.00647*;
-,00227

.00385

.00545

.01147**
,01517**
.01407*
,01765**
.0)985**
.02491**
.03366***
.04069***

-.00255
-.00385
-.00560
-.00807
-,01102
-.01749**
-.01974**
-.02556*'
.02887***

-.03391***

.00629#

.00621#
,01127##
.01264##
.00787#
.01697M
.O1738««
O1I26###
.O3187«##
.05118«#H

-.00686
-.00824
-.01203
-.O0899#
-.01438##
-.01648##
-.OI585##
-.02139##
.O1579«#

• #* ,•+ (-̂  jff^ ffjtif) indicate significance at the 10 percent. 5 percent, and I percent levels for a two tailed l-
test (Wilcoxon test)

Io funher examine tiie retum performance sunounding option introduction. Table 2
reporfs cumulative excess retums using ten day intervals. Because similar results are
observed for three measures of retum performance (i.e., raw retums, CRSP excess retums,
and market-adjusted retums), we only reporf the results using CRSP excess retums. Panel
A ol" Table 2 provides tiie results for tiie period before option listing. The results indicate
tiiat nine of tiie ten day intervals have positive excess retums before listing for mean
excess retums. Only tiie two intervals close to tiie introduction day (-23, -14 and -13, -4)
and the (-83, -74) interval, however, are significant. The median excess retum is less con-
sistent across the ten intervals, but tiie positive excess retums for tiie (-23, -14) and (-13,
-4) intervals are also significant.'^ Results of ihe cumulative excess retum depict a pattem
of significantly positive retum perfonnance before option introduction. ITie mean cumula-

- It IS possible that the significant excess returns found in mtervals (-23. -14) and (-13, -4) are related t
announUment of option listing. According to Conrad (1989), the median number of ^l^^l^^^^T
ment and introduction of options is eight for the entire sample. For the f ' ™ ^ ' ' ^ ' ^ ' " ^
ber of trading days between announcement and introduction.s 13 We attempted ^ P^^^
announcement dates for our sample firms using The Wall Street Journal Index. Only 83 of 331 firnis (about
2 5 T S have such informaS^n on The Wall Street Journal Index. For these 83 firms the mean (.iiedian
n u E of .lays between announcement and intrc^iuction of options is five (zero). Tl.irty-s.x firms had
announcementVes preceded by mtroduction dates. For example. Block H&R Inc. commenced trading on
May 9 1988 with the announcement date of June 10. 1988.

To test for the announcement effect for these 83 firms we exannne the
(-23, +11) relative to the announcement day. No consistent pattern is observe^ / ^ ^ ^ ^
etu ns for the intervals (-23. -14). (-13, -4), (-3. .1). and (+2. +11) ^^ ^^,203 percent (-0,306 per.en .

-0 243 percent (-0.078 percent). -0.245 percent (0.494 percent), ami -0.030 percent (-0.351 percent),
respectively. None of the.fe return.s is signifkan, a- any conventional level ,n e.her a Mest or W,lc.>xon lest



QJBE. AUTUMN 1997, VOL. 36, No. 4 47

Figure 1—Excess Return8 Around Option Listing
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tivc excess return over the 100 day interval (-103. -4) is 4.07 percent with a t-value of
3.64. The median cumulative excess return over the same interval is 5.12 percent, which
is statistically signifieant at the 0.01 level under a two tailed Wilcoxon test.

The results for the (-3, +1) event window (not reported in Table 2) indicate that the
five day cumulative excess return is negative. The mean and median cumulative excess
returns are -.03 percent and -.14 percent, bnt they are not significant at any conventional
level. This result is inconsistent wilh Conrad (1989) who documenLs significant positive
excess returns from day -3 to day +1 relative to introduction.

Panel B of Table 1 presents the results of ten day intervals for the period after listing.
fiach of the ten intervals exhibit negative excess returns for mean excess returns. In addi-
tion, the mean cumulative excess return for the 100 day interval alter listing is -3.39 per-
cent- which is associated with a t-value of -2.89. If an investor had taken a short position
in the underlying security immediately after the introducUon day, excess returns of more
than 3 percent would have been earned within the 100 days after introduction. The results
based on median excess returns exhibit similar patterns.

The retum perfomance over the 100 day intervals before and after introduction is fur-
ther demonstrated in Figure 1. For the period before inlroduction the cumulative excess
returns move upward to approximately 4 percent from day -100 to day 0. The cumulative
excess returns, however, decline significantly from day 0 u> day +100. Again, this result
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is inconsistent with Conrad (1989). She finds that positive cumulative excess returns
remain for at least 30 days after introduction. The price decline after option introduction
lieems to suggest that more pessimistic information is impounded into the price after the
trading of options, as investors with bad news are less constrained to trade on such
information. The positive price performance observed before introdnction may be
explained as follows (sic): The existence of options is associated wilh a greater amount of
private information available in the market. Prior to the trading of options, however,
investors with bad news may not be able to trade on their negative private infonnation
immediately due to short selling constraints. Traders with good news would be more able
to incorporate their beliefs into the security price before option intrcxluction, which causes
the price lo move upward.

CONCLUSIONS
lliis study reexiunines the return bebavior surrounding option introduction for a sam-

ple of 331 firms with option listings from 1983 to 1990. We tlnd evidence of a price
increase on tbe underlying security beginning at least 100 days prior to the option intro-
duction date. Starting from day -3 relative to introduction most of the previous positive
excess returns disappear, and the price bebavior is dominated by a series of negative excess
returns. Tbe negative cumulative excess returns remain for at least 100 days after the
inu-cxiuction day. The price effect is accompanied by an increase in trading volume after
option introduction. No significant changes in the return variance and systematic risk of
the underlying stocks are observed around option introduction, however.

Tbe price effect of option introduction found in this study has nol been documented
in prior research. In contrast lo prior studies, this paper sbows a significant reversal in
price behavior surrounding option introduction. 1lie negative price effect suggests tbat bad
news would be impounded more easily into prices after the trading of options, as traders
witb negative private information are less consu-ained to trade on such information. The
positive excess returns observed prior to introduction seem to indicate tbal option listing
is associated with an overall improvement in the information environment, and the
timing of tbe positive effect may be explained by tbe asymmetries in the process through
which good and bad news become impounded into stock prices prior to the trading of
options.
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