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Options involve risk and are not suitable for all investors. For information on the uses and risks of 
options, you can obtain a copy of the Options Clearing Corporation risk disclosure document titled 
Characteristics and Risks of Standardized Options by visiting ibkr.com/occ. Multiple leg strategies, 
including spreads, will incur multiple transaction costs.

Futures are not suitable for all investors. The amount you may lose may be greater than your initial 
investment. Before trading futures, please read the CFTC Risk Disclosure. For a copy visit 
interactivebrokers.com. 

There is a substantial risk of loss in foreign exchange trading. The settlement date of foreign exchange 
trades can vary due to time zone differences and bank holidays. When trading across foreign exchange 
markets, this may necessitate borrowing funds to settle foreign exchange trades. The interest rate on 
borrowed funds must be considered when computing the cost of trades across multiple markets.

The Order types available through Interactive Brokers LLC’s Trader Workstation are designed to help you 
limit your loss and/or lock in a profit. Market conditions and other factors may affect execution.  In 
general, orders guarantee a fill or guarantee a price, but not both. In extreme market conditions, an order 
may either be executed at a different price than anticipated or may not be filled in the marketplace.

There is a substantial risk of loss in trading futures and options. Past performance is not indicative of 
future results. 

Any stock, options or futures symbols displayed are for illustrative purposes only and are not intended to 
portray recommendations.

•IRS Circular 230 Notice: These statements are provided for information purposes only, are not 
intended to constitute tax advice which may be relied upon to avoid penalties under any federal, 
state, local or other tax statutes or regulations, and do not resolve any tax issues in your favor.

•Interactive Brokers LLC is a member of NYSE FINRA SIPC
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What Is An Option Pricing Model

An option pricing model is a sophisticated mathematical framework that serves as 
a tool to assign a quantifiable and trackable value to an option.

The model converts the price of an option to a relative value.



How To Use The Option Pricing Model

The model can be used in several ways:

Finding a fair value for an option price using your unique assumptions

Risk Management of the option and your portfolio for changes in underlying stock 
price, implied volatility, interest rates and dividends

Helps Guide Your Trading Decisions



How To Use The Option Pricing Model

Helps Answer Important Questions:

You can use the model to help determine what the markets imply about the future 
volatility, interest rates and dividends for the underlying stock

Does the put-call parity hold?



What Are The Strengths 

Option Pricing Models can be applied across the board using the same 
assumptions.

Helps you with option valuation

Creates a framework for trading using the option greeks



Option Greeks

Delta: Measures the directional sensitivity of an option for a dollar move in the 
underlying stock

Traders can manage directional risk by hedging delta



Option Greeks

Gamma: Measures the rate at which the delta of an option changes in response to 
changes in the underlying asset's price. In other words, it's the second derivative 
of the option's value with respect to the underlying asset's price. Gamma gives 
insight into how quickly an option's delta will change as the underlying asset's 
price moves.



Option Greeks

Theta: Theta represents the rate of time decay, indicating how much an option's 
value will change with the passage of one day. It's often expressed as a negative 
number because it represents the decrease in option value over time.



Option Greeks

RHO: Rho is a measure of how much an option's price will change in response to 
a change in the risk-free interest rate. It's often expressed as a positive number for 
call options and a negative number for put options.



Option Greeks

Vega: Vega measures how much an option's price will change in response to a 
change in implied volatility. It's often expressed as a positive number, indicating 
that when implied volatility increases, option prices tend to increase, and vice 
versa.



Option Pricing Model Weakness

Non-Normal Distribution: The Black-Scholes model assumes a normal distribution 
of price movements, but actual price distributions may deviate from this 
assumption, especially during periods of high volatility or market crises.

Non-Constant Parameters: Parameters like interest rates and volatility are not 
constant over time, but option pricing models often assume constant values. 
Changes in these parameters can affect options pricing, and models that don't 
account for these changes might provide inaccurate results.



Option Pricing Model Weakness

It is not good for pricing

Binary Events such as earnings

Implied Volatility Skew- Tail risk



Actual Examples

Changing Assumptions and Comparing to Market Prices

Assessing Risk of an Option




