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WHAT IS IMPLIED VOLATILITY

IMPLIED VOLATILITY IS

a measure of the market's expectation for future price volatility of a financial instrument, typically
expressed as a percentage. In the context of options trading, implied volatility is a key component in
determining the price of options. It reflects the market's consensus on the level of future volatility and
can have a significant impact on option prices.

IMPLIED VOLATILITY IN OPTIONS PRICING
1. Options Pricing Model

e Options pricing models, such as the Black-Scholes model, use several factors to calculate
the theoretical or fair value of an option. These factors include the current stock price,
the option's strike price, time to expiration, risk-free interest rate, and volatility.

e Implied volatility is not directly observable but is a parameter that can be derived from
the other inputs when solving the pricing model for an option's theoretical value.

2. Impact on Option Premium

e Implied volatility has a direct impact on the premium of an opftion. As implied volatility
increases, the option premium tends to rise, and as it decreases, the premium tends to
fall.

e High implied volatility implies a greater likelihood of significant price movements, making
options more valuable to fraders seeking to hedge or speculate on volatility.

3. Market Expectations

o Implied volatility reflects the collective expectations and opinions of market participants
about the future price movements of the underlying asset. If traders anticipate increased
volatility, they are willing to pay more for options, driving up implied volatility.

4. Comparison with Historical Volatility

o Implied volatility is often compared to historical volafility, which is a measure of past price
fluctuations. If implied volatility is higher than historical volatility, it suggests that the
market expects increased price movements in the future.
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IMPLIED VOLATILITY IN TRADING
1. Voldtility Trading

o Traders offen engage in volatility trading by taking positions based on their expectations
of future voldtfility. If a frader believes implied volatility is too low compared to what is
likely to occur, they might buy options to benefit from a potential increase in volatility.

2. Options Strategies

e Implied volatility influences the selection of options strategies. For instance, in periods of
high implied volatility, tfraders might prefer selling opfions to fake advantage of elevated
premiums. Conversely, in low implied volatility environments, traders might lean fowards
buying options to benefit from potential price movements.

3. Earnings Announcements and Events

e Implied volatility tends to increase around events such as earnings announcements or
other significant corporate events. Traders may adjust their options positions based on
their expectations for volatility leading up to or following these events.



