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* Volatility is a measure of the range that the underlying stock has fluctuated
over a certain period of time

— Important component of the pricing model
— Helps us determine which options to select
* Historical or Statistical Volatility

— The actual measure of how the underlying asset price fluctuates over time
— Annual standard deviation of the stock price
* Implied Volatility
— How much the marketplace “implies” or expects the underlying stock price
to fluctuate

— Reflected in the actual option price
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Volatility - continued
I

e Volatility is a measure of the risk, uncertainty, or variability of the
underlying stock

* |tisthe most subjective component of the pricing model and often
difficult to determine

* The higher the volatility:
— Greater the expected stock fluctuation —in either direction

— The higher the price for all options, calls and puts
— Most noticeable with ATM options
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Volatility and the Options Pricing Model
1

Calculating Option Price with known historical Volatility
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Calculating implied Volatility with known Option Price
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Example: ABC Jan 11 Calls and Puts M i‘i%%&fs‘;w

Low Volatility stock, 2 months to expiration
S

Stock Price: 50.00 Expiration: 2 months

Strike Price Call Status Option Price Intrinsic Value Extrinsic value
35 ITM 15.10 15.00 0.10
40 I™T™ 10.30 10.00 0.30
45 IT™ 5.80 5.00 0.80
50 ATM 1.60 0.00 1.60
55 OTM 0.80 0.00 0.80
60 OTM 0.30 0.00 0.30
65 OTM 0.10 0.00 0.10

Strike Price Put Status Option Price Intrinsic Value Extrinsic value
35 OTM 0.10 0.00 0.10
40 OTM 0.30 0.00 0.30
45 OTM 0.80 0.00 0.80
50 ATM 1.60 0.00 1.60
55 I™T™ 5.80 5.00 0.80
60 I™T™ 10.30 10.00 0.30

65 I™ 15.10 15.00 0.10



Example: XYZ Jan 11 Calls and Puts M i‘i%%&fs‘;w

High Volatility stock, 2 months to expiration
S

Stock Price: 50.00 Expiration: 2 months

Strike Price Call Status Option Price Intrinsic Value Extrinsic value
35 I™T™ 15.30 15.00 0.30
40 I™T™ 10.90 10.00 0.90
45 IT™ 7.10 5.00 2.10
50 ATM 4.20 0.00 4.20
55 OTM 2.10 0.00 2.10
60 OTM 0.90 0.00 0.90
65 OTM 0.30 0.00 0.30

Strike Price Put Status Option Price Intrinsic Value Extrinsic value
35 OTM 0.30 0.00 0.30
40 OTM 0.90 0.00 0.90
45 OTM 2.10 0.00 2.10
50 ATM 4.20 0.00 4.20
55 ITM 7.10 5.00 2.10
60 I™T™ 10.90 10.00 0.90

65 I™ 15.30 15.00 0.30
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WMT Chart (low volatility)

a B 72 (N R <ty (P24 Oravwings B Studies |53.789

D: 1172509 | O: 5486 |H: 55.09 |L: 54.78 |C: 5496 |R: 0.31 |¥: 57 62

[Hi: 56.27

o o > Lo: 47.77 o

Yolume | 9,063 494



PREMIER
TRADER
_ UNIVERSITY

_

WMT Dec Options (1 month)
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RIMM Dec Options (1 month)
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Long Call Parity Graph
e
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Long Call - Far OTM
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Long Call - ATM
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Long Call - ITM
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