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How	does	volatility	affect	option	prices

It	is	common	in	finance	for	the	core	essence	of	an	idea	to	be	hidden	behind	complex	language	and	the	liberal	use	of	mathematics.	One	of	the	objectives	of	the	derivatives	section	of	the	Financial	Pipeline	is	to	make	the	revolution	in	financial	engineering	accessible	to	everyone	so	that	people	can	make	informed	decisions	about	the	opportunities
derivative	instruments	present	as	well	as	the	pitfalls	they	create.	In	evaluating	volatility,	one	question	a	derivatives	professional	might	ask	themselves	when	examining	a	particular	opportunity	is:	“If	I	buy	this	structure,	will	I	be	able	to	make	more	money	trading	the	underlying	cash	instrument	than	I	will	pay	in	time	decay	over	the	life	of	the
instrument?”	Conversely,	the	derivatives	trader	could	have	asked:	“If	I	sell	this	product,	will	the	losses	I	sustain	trading	the	underlying	cash	instrument	against	this	structure	be	less	than	the	premium	I	am	paid	at	inception?”	Let	us	restrict	ourselves	to	the	question	facing	the	prospective	buyer	of	this	non-linear	instrument.	Think	of	it	as	a	call	option
on	a	particular	stock,	for	example	“Dollar.com.”	For	the	purpose	of	argument,	assume	that	the	current	stock	price	is	$100,	our	option’s	notional	amount	is	100	shares,	the	option	matures	in	three	months	and	the	strike	price	is	$100.	Understanding	Volatility	Volatility	and	Time	In	evaluating	this	central	question	of	value,	there	are	two	important	factors
affecting	option	premium	that	stand	out:	volatility	and	time.	We	will	consider	them	both	individually.	The	higher	the	implied	volatile-level	of	this	product,	the	higher	the	premium	will	be	and	the	more	difficult	it	will	be	to	pay	for	the	option.	However,	if	we	expect	actual	volatility	to	be	higher	than	the	implied	level,	it	may	pay	for	us	to	own	this	option
and	to	trade	GE	stock	against	it.	The	key	here	is	our	expectation	of	what	volatility	will	actually	turn	out	to	be	as	it	relates	to	the	implied	amount.	For	example,	if	the	implied	level	on	our	Dollar.com	call	is	15%	(on	an	annualized	basis)	in	the	marketplace,	but	we	think	that	the	actual	level	will	be	closer	to	25%,	we	should	buy	the	option.	We	will	make
more	money	delta-hedging	the	option	(or	rebalancing	it	in	response	to	market	movements)	than	we	will	pay	in	premium.	Now,	what	does	it	mean	if	implied	volatility	for	our	option	in	the	marketplace	jumped	from	15%	to	25%	immediately	after	we	bought	our	option?	This	might	happen	if	there	was	an	unexpected	announcement	from	a	takeover
company,	“Savage	LBO	LLC,”	that	they	were	going	to	make	an	unfriendly	bid	for	Dollar.com.	The	outcome	is	uncertain.	Outcomes	First,	for	the	option	we	own,	we	will	see	the	premium	jump	higher	since	we	will	own	something	that	has	now	increased	substantially	in	value.	Because	the	option	is	at-the-money	spot	(i.e.	its	strike	is	equal	to	the	current
spot	rate),	this	effect	is	at	a	maximum.	Recall	that	the	change	in	the	option’s	value	due	to	a	change	in	implied	volatility,	all	other	things	being	equal,	is	referred	to	as	its	“vega.”	Second,	we	can	see	that	the	3-month	call	we	bought	at	an	implied	volatility	of	15%	is	now	worth	what	a	6-month	call	is	worth,	with	the	same	strike	before	volatilities	shot	up	in
response	to	the	announcement.	Therefore,	the	higher	move	in	implied	volatilities	is	like	an	extension	of	our	3-month	option	into	a	6-month	option.	It	is	as	if	we	got	three	months	for	free.	Relationship	Between	Time	and	Volatility	Time	value	is	the	measure	of	how	much	money	we	should	make	if	the	stock	turns	out	to	be	as	volatile	as	the	implied
volatility	says	it	should.	Changes	in	the	implied	level	of	volatility	necessarily	mean	changes	in	time	value	(and	therefore	premiums).	We	could	make	the	same	absolute	amount	of	money	delta	hedging	a	short-dated	option	on	a	very	volatile	underlying	as	we	could	on	a	long-dated	option	on	a	calm	underlying.	Article	by	Chand	Sooran,	Point	Frederick
Capital	Management,	LLC	Options	are	derivative	contracts	that	give	the	buyer	the	right,	but	not	the	obligation,	to	buy	or	sell	the	underlying	asset	at	a	mutually	agreeable	price	on	or	before	a	specified	future	date.	Trading	these	instruments	can	be	very	beneficial	for	traders	for	a	couple	of	reasons.	First,	there	is	the	security	of	limited	risk	and	the
advantage	of	leverage.	Secondly,	options	provide	protection	for	an	investor's	portfolio	during	times	of	market	volatility.	The	most	important	thing	an	investor	needs	to	understand	is	how	options	are	priced	and	some	of	the	factors	that	affect	them	including	implied	volatility.	Option	pricing	is	the	amount	per	share	at	which	an	option	is	traded.	Although
the	option	holder	is	not	obligated	to	exercise	the	option,	the	seller	must	buy	or	sell	the	underlying	instrument	if	the	option	is	exercised.	Learn	more	about	options	and	how	volatility	and	implied	volatility	work	in	this	market.	Option	pricing,	the	amount	per	share	at	which	an	option	is	traded,	is	affected	by	a	number	of	factors	including	implied	volatility.
Implied	volatility	is	the	real-time	estimation	of	an	asset’s	price	as	it	trades.	Implied	volatility	tends	to	increase	when	options	markets	experience	a	downtrend.	Implied	volatility	falls	when	the	options	market	shows	an	upward	trend.	Higher	implied	volatility	means	a	greater	option	price	movement	can	be	expected.	Options	are	financial	derivatives	that
represent	a	contract	by	a	selling	party,	or	the	option	writer,	to	a	buying	party,	or	the	option	holder.	An	option	gives	the	holder	the	ability	to	buy	or	sell	a	financial	asset	with	a	call	or	put	option	respectively.	This	is	done	at	an	agreed	price	on	a	specified	date	or	during	a	specified	time	period.	Holders	of	call	options	seek	to	profit	from	an	increase	in	the
price	of	the	underlying	asset,	while	holders	of	put	options	generate	profits	from	a	price	decline.	Options	are	versatile	and	can	be	used	in	a	multitude	of	ways.	While	some	traders	use	options	purely	for	speculative	purposes,	other	investors,	such	as	those	in	hedge	funds,	often	utilize	options	to	limit	risks	attached	to	holding	assets.	An	option's	price,	also
referred	to	as	the	premium,	is	priced	per	share.	The	seller	is	paid	the	premium,	giving	the	buyer	the	right	granted	by	the	option.	The	buyer	pays	the	seller	the	premium	so	they	have	the	option	to	either	exercise	the	option	or	allow	it	to	expire	worthless.	The	buyer	still	pays	the	premium	even	if	the	option	is	not	exercised,	so	the	seller	gets	to	keep	the
premium	either	way.	Consider	this	simple	example.	A	buyer	might	pay	a	seller	for	the	right	to	purchase	100	shares	of	Company	X's	stock	at	a	strike	price	of	$60	on	or	before	May	19.	If	the	position	becomes	profitable,	the	buyer	will	decide	to	exercise	the	option.	If,	on	the	other	hand,	it	does	not	become	profitable,	the	buyer	will	let	the	option	expire,
and	the	seller	gets	to	keep	the	premium.		There	are	two	facets	to	the	option	premium:	the	option's	intrinsic	value	and	time	value.	The	intrinsic	value	is	the	difference	between	the	underlying	asset's	price	and	the	strike	price.	The	latter	is	the	in-the-money	portion	of	the	option's	premium.	The	intrinsic	value	of	a	call	option	is	equal	to	the	underlying
price	minus	the	strike	price.	A	put	option's	intrinsic	value,	on	the	other	hand,	is	the	strike	price	minus	the	underlying	price.	The	time	value,	though,	is	the	part	of	the	premium	attributable	to	the	time	left	until	the	option	contract	expires.	The	time	value	is	equal	to	the	premium	minus	its	intrinsic	value.	There	are	a	number	of	factors	that	affect	options
pricing,	including	volatility,	which	we'll	look	at	below.	Other	factors	that	affect	options	pricing	include	the	underlying	price,	strike	price,	time	until	expiration,	interest	rates,	and	dividends.		Volatility,	in	relation	to	the	options	market,	refers	to	fluctuation	in	the	market	price	of	the	underlying	asset.	It	is	a	metric	for	the	speed	and	amount	of	movement
for	underlying	asset	prices.	Cognizance	of	volatility	allows	investors	to	better	comprehend	why	option	prices	behave	in	certain	ways.	Two	common	types	of	volatility	affect	option	prices.	Implied	volatility	is	a	concept	specific	to	options	and	is	a	prediction	made	by	market	participants	of	the	degree	to	which	underlying	securities	move	in	the	future.
Implied	volatility	is	essentially	the	real-time	estimation	of	an	asset’s	price	as	it	trades.	This	provides	the	predicted	volatility	of	an	option’s	underlying	asset	over	the	entire	lifespan	of	the	option,	using	formulas	that	measure	option	market	expectations.	When	options	markets	experience	a	downtrend,	implied	volatility	generally	increases.	Conversely,
market	uptrends	usually	cause	implied	volatility	to	fall.	Higher	implied	volatility	indicates	that	greater	option	price	movement	is	expected	in	the	future.	Another	form	of	volatility	that	affects	options	is	historic	volatility,	also	known	as	statistical	volatility.	This	measures	the	speed	at	which	underlying	asset	prices	change	over	a	given	time	period.
Historical	volatility	is	often	calculated	annually,	but	because	it	constantly	changes,	it	can	also	be	calculated	daily	and	for	shorter	time	frames.	It	is	important	for	investors	to	know	the	time	period	for	which	an	option’s	historical	volatility	is	calculated.	Generally,	a	higher	historical	volatility	percentage	translates	to	a	higher	option	value.	Another
dynamic	to	pricing	options,	particularly	relevant	in	more	volatile	markets,	is	option	skew.	The	concept	of	option	skew	is	somewhat	complicated,	but	the	essential	idea	behind	it	is	that	options	with	varied	strike	prices	and	expiration	dates	trade	at	different	implied	volatilities—the	amount	of	volatility	is	uniform.	Rather,	levels	of	higher	volatility	are
skewed	toward	occurring	more	often	at	certain	strike	prices	or	expiration	dates.	Every	option	has	an	associated	volatility	risk,	and	volatility	risk	profiles	can	vary	dramatically	between	options.	Traders	sometimes	balance	the	risk	of	volatility	by	hedging	one	option	with	another.	Preview	Preview	Preview	Preview	Stock	option	volatility	is	the	last	pricing
component	we	will	be	discussing	in	this	module.Volatility	in	and	of	itself	is	a	measure	of	price	movement	over	a	given	period	of	time.	A	measure	of	how	much	a	stocks	price	moves	up	and	down.Stocks	with	high	volatility	have	wild	up	and	down	price	swings,	and	low	volatile	stocks	have	slow	and	steady	price	movement.	High	Volatility...	Low	Volatility...
Option	Volatility	is	a	measure	of	risk/uncertainty.The	more	volatile	a	stock	is,	the	higher	the	options	premium	will	be.	The	difficulty	of	predicting	the	behavior	of	a	volatile	stock	commands	a	higher	price	for	the	option	because	of	the	additional	risk/reward	it	poses.High	volatility:	higher	option	premiumLow	volatility:	lower	option	premium	2
Components	of	Option	Volatility...	Option	volatility	is	broken	down	into	two	components:	Historical	Volatility:	tells	us	how	volatile	something	has	been	in	the	past.Implied	Volatility:	is	the	market's	view	on	how	volatile	things	will	be	in	the	future.These	two	components	are	combined	and	priced	into	the	volatility	portion	of	the	options	premium.**Side
Note**	I'm	sure	you	can	already	gather	from	Lesson	1	up	until	now	the	complexity	of	option	pricing.	The	complexity	of	option	pricing	usually	discourages	a	lot	of	people	from	learning	about	options.	I	encourage	you	not	to	give	up	because	things	seem	confusing.I	literally	stayed	confused	for	about	6	months	when	I	first	started	and	then	one	day	things
just	snapped	together	in	my	brain.	The	light	bulb	went	off	so	to	speak.	It	may	take	awhile	for	everything	to	sink	in,	but	once	it	does	this	will	be	second	hand	nature	for	you.	Option	Volatility	When	You're	in	a	Trade...	If	you	don't	fully	understand	how	option	volatility	affects	the	price	of	an	option,	then	you	may	have	10-50%	price	swings	in	the	option
price	in	one	day	and	it	will	freak	you	out.Without	the	understanding	it's	hard	to	watch	a	$1,000	investment	go	up	in	value	to	$1,500	and	then	an	hour	later	it's	only	worth	$700.	If	a	stock	has	been	trending	at	a	slow	and	steady	rate	and	then	for	2	days	it	starts	to	become	very	volatile,	the	value	of	those	options	will	"usually"	increase.If	you	are	already	in
the	trade	then	this	is	good.	You	can	take	advantage	of	this	volatility	by	selling	your	options	at	a	higher	cost.The	only	time	this	doesn't	happen	is	when	the	expected	move	of	the	stock	has	already	been	priced	into	the	option's	value.	This	is	due	to	implied	volatility.	So	even	if	the	stock	has	a	violent	move	up	or	down	the	option	may	not	move	as	much	as
expected.	Option	Volatility	Example...	Let's	say	you	discover	a	stock	that	has	just	taken	off	in	price	and	you	feel	like	you're	missing	out	on	the	big	gains.This	large	movement	entices	you	to	get	into	the	trade.	It's	like	a	piece	of	chocolate	that	seduces	you	while	you're	on	a	diet.	In	this	case,	the	options	you	purchased	were	already	inflated	in	price
because	as	we	said	above,	more	volatility	equals	a	higher	premium.This	is	an	example	of	what	they	call	"chasing	strength".	It's	like	buying	a	train	ticket	and	chasing	down	a	train	after	it	has	already	left	the	station.You've	already	missed	out	on	the	"big	move,"	but	now	you're	hoping	that	it	keeps	going.	If	it	does	great,	you	get	to	make	some	good	money
but	if	it	doesn't...You	will	lose	money!Remember	lower	volatility	equals	a	lower	option	premium.	When	you	bought	the	option	the	price	was	inflated	because	of	the	recent	activity	(high	volatility),	but	once	the	stock	settles	down	the	value	of	the	option	will	essentially	erode	away.If	you	are	making	money	on	the	trade	your	profit	will	began	to	erode
away.I	often	use	my	losing	trades	to	show	you	what	"not"	to	do.	Well	I	shamefully	admit	that	I	chased	the	train	down	the	railroad	tracks	after	it	had	already	left	the	station.What	can	I	say,	even	the	best	of	us	gets	caught	in	a	mistake	every	now	and	then	(smile).	I	won't	go	over	the	trade	details	just	know	that	I	chased	strength	and	I	paid	the	price	for	it.
I	lost	$95	or	-76%	of	the	total	money	invested.	Final	Thoughts...	Highly	volatile	stocks	have	the	most	potential	for	quick	gains,	however	they	lose	money	just	as	quickly.	Low	volatility	stocks	are	more	stable	and	produce	gains	the	slow	and	steady	way.So	what's	my	advice?	Pick	a	trading	style	that	fits	your	personality.I	prefer	the	slow	and	steady	way,
it's	more	predictable.	I	don't	have	the	stomach	to	watch	the	stock	and	my	profits	go	up	and	down	and	all	over	the	place.	It's	too	unpredictable	for	me.	However,	when	I'm	looking	for	some	excitement	or	looking	to	make	a	quick	buck	or	two,	I'll	intentionally	choose	a	volatile	stock.	Actually,	that	is	how	I	raised	money	to	pay	for	my	wife's	engagement
ring	and	our	honeymoon.I	made	a	few	quality	trades	with	a	volatile	stock	and	in	a	few	weeks	I	was	done.	I	made	some	quick	money	and	quit	while	I	was	ahead.	If	you	ever	find	yourself	in	the	same	position	I'd	suggest	you	do	the	same...Please	proceed	to	Option	Greeks.	If	You're	Looking	For	A	Reliable	Lower	Risk	Way	To	BeProfitable	With	Options,	Try
The	"Buffett	Strategy"...	I	don't	know	what	has	brought	you	to	my	page.	Maybe	you	are	interested	in	options	to	help	you	reduce	the	risk	of	your	other	stock	market	holdings.Maybe	you	are	looking	for	a	way	to	generate	a	little	additional	income	for	retirement.	Or	maybe	you've	just	heard	about	options,	you're	not	sure	what	they	are,	and	you	want	a
simple	step-by-step	guide	to	understanding	them	and	getting	started	with	them.I	have	no	idea	if	options	are	even	right	for	you,	but	I	do	promise	to	show	you	what	has	worked	for	me	and	the	exact	steps	I've	taken	to	use	them	to	earn	additional	income,	protect	my	investments,	and	to	experience	freedom	in	my	life.If	you	want	to	learn	more,	I	invite	you
to	download	a	FREE	video	case	study	on	how	to	trade	options	like	Warren	Buffett.Inside	you	will	discover...How	investors	pay	me	money	to	buy	their	stock.How	"combining	option	selling	with	option	buying"	resulted	in	a	60%	growth	of	my	account.The	"Family	Freedom	Fund"	strategy	I	use	to	beat	the	market	each	year	(I'm	an	experienced	investor	so
your	results	may	vary).And	lastly,	there	is	a	high	risk	way	to	trade	options	and	a	low	risk	way.	You'll	discover	a	low	risk	"sleep	well	at	night"	method	of	investing.Fill	in	your	details	below	to	download	your	FREE	case	study.	Along	with	your	case	study,	you'll	also	get	my	daily	emails	where	I	share	my	favorite	option	trading	strategies,	examples	of	the
trades	I'm	currently	in,	and	ways	to	protect	your	investments	in	any	market.	Wealth	Building	ResourcesFree	Video	Case	Study	(Newsletter)MarketClub	(Stock	Trading	Software)Options	Trading	Made	Simple	Book	(Kindle	book)MarketClub	Options	(Budget	Friendly	Training	Program)The	Success	Academy	(Most	Popular	Training	Program)	Free
Options	Course	Learning	Modules	Learn	Stock	Options	Trading	Home	PageTrader	Travis's	YouTube	ChannelMisc.	Articles
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