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O O Lets take our favorite option, the IBM calls with a strike price of $80. Theprice of such equity options is usually
quoted per share, which means thatmultiplying by 100 [J the number of shares the call owner is entitled to buy

[ gives the dollar price of the option. For example, the June IBM 80 call optionis quoted at $3, and so it costs $300
to buy; if the option were quoted at $15, itwould cost $1,500, and so on. What determines whether the price of the
IBM8O calls is $3, $15, or $350]

The three main factors are the current price of IBMstock, the volatility of IBMs stock price, and the time to
expiration of theoption. We will look at each factor in turn.[J O It should be fairly intuitive that a call option with a
given exercise pricewill be worth more the higher the price of the underlying asset. If IBM stock isselling for $90, the
$80 call gives you the fight to buy 100 shares at a pricewhich is $10 below the price at which you could sell the
shares. Thus everyonewould pay at least $10 for the IBM $80 calls if IBM stock sells for $90, sincethey could lock in
an immediate profit if the call were selling for less. If IBMstock were selling for $110, for example, the $80 call would
be worth at least$30. Somewhat more generally, options will sell for at least their intrinsicvalue at any time, even
prior to expiration. And that means that a higher stockprice implies a higher call value at all times.[J 0J But that can
hardly be the entire story. If IBM stock were selling at $80 pershare, the intrinsic value of the $80 calls would be
zero, but the options couldstill be quite valuable. And that is especially true if the calls have a significantamount of
time left before expiration. In particular, if the price of IBM is veryvolatile, and there is a lot of time before the
option expires, then there isalways a chance that the price could move up significantly between now andexpiration.
The greater the volatility of IBM stock, the higher its price can go,hence the more the call could be worth on
expiration. Therefore, given thecurrent price of the stock, call buyers will pay more for a call option if
theunderlying stock is more volatile than otherwise. A similar argument makesoption sellers less willing to write
options on stock with large price volatility. Thus for any given price of the underlying asset, call option premiums
will belarger for stocks with high price volatility.
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