
options pricing model

options pricing model is a fundamental concept in financial markets that
determines the fair value of options contracts. These models are essential
for traders, investors, and risk managers to evaluate the cost of options and
implement effective trading strategies. The most widely known models, such as
the Black-Scholes and Binomial models, use various mathematical approaches to
estimate option prices based on factors like the underlying asset price,
volatility, time to expiration, and interest rates. Understanding these
models helps market participants make informed decisions and manage risk
efficiently. This article explores the fundamentals of options pricing
models, their key components, popular types, practical applications, and
limitations. The discussion provides a comprehensive overview suitable for
both beginners and professionals seeking to deepen their knowledge of options
valuation.
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Understanding the Basics of Options Pricing
Model

An options pricing model is a mathematical framework used to calculate the
theoretical value of an option contract. Options are derivatives that give
the holder the right, but not the obligation, to buy or sell an underlying
asset at a specified price before or on a certain date. The pricing model
aims to determine what the option should be worth given current market
conditions and expectations. This valuation is crucial because options prices
fluctuate based on market dynamics, and a reliable model ensures fair trading
and hedging strategies.

Definition and Purpose

The primary purpose of an options pricing model is to estimate the fair
premium of call and put options. This helps traders identify mispriced
options and exploit arbitrage opportunities. Additionally, pricing models aid
in risk management by quantifying sensitivities to various market factors.
Without a robust model, market participants would struggle to assess the true
value and risks associated with options contracts.



Types of Options

Options come in various forms, including European, American, and exotic
options. European options can only be exercised at expiration, while American
options can be exercised at any time before expiry. Exotic options have more
complex features and payoff structures. The choice of pricing model often
depends on the type of option being evaluated, as different models
accommodate different exercise styles and complexities.

Key Components Influencing Options Pricing

The value derived from any options pricing model depends on several critical
variables. These inputs reflect both the intrinsic and extrinsic factors that
affect an option's price in the financial markets.

Underlying Asset Price

The current price of the underlying asset is the most direct influence on an
option’s value. For call options, higher underlying prices generally increase
option value, while for put options, the opposite is true. Models incorporate
this variable as the starting point for calculating potential payoffs.

Strike Price

The strike price is the predetermined price at which the option can be
exercised. Options pricing models assess the relationship between the strike
price and the underlying asset price to determine whether an option is in-
the-money, at-the-money, or out-of-the-money, which impacts its premium.

Time to Expiration

Time is a critical factor since options lose time value as expiration
approaches, a phenomenon known as time decay. Longer durations generally lead
to higher option premiums because there is more opportunity for the
underlying asset price to move favorably.

Volatility

Volatility measures the expected fluctuation range of the underlying asset’s
price. Higher volatility increases potential for profitable price movements,
thus raising an option’s value. Implied volatility, derived from market
prices, is a key input in many pricing models.

Risk-Free Interest Rate

The risk-free interest rate, often based on government bond yields, affects
the cost of carrying the underlying asset and influences option prices.
Higher interest rates typically increase call option prices and decrease put
option prices.



Dividends

Expected dividends on the underlying asset reduce the asset's price during
the dividend payout, affecting options pricing. Models adjust for dividend
payments to accurately reflect their impact on the option’s value.

Popular Options Pricing Models

Several established models dominate the landscape of options valuation, each
with unique features suited for different market conditions and option types.

Black-Scholes Model

The Black-Scholes model, developed in 1973, is the most widely used options
pricing model for European-style options. It assumes a lognormal distribution
of asset prices, constant volatility, and no dividends. The model provides a
closed-form formula to calculate call and put option prices based on inputs
such as underlying price, strike price, time to maturity, risk-free rate, and
volatility.

Binomial Model

The Binomial options pricing model uses a discrete-time framework to model
possible price paths of the underlying asset. It constructs a binomial tree
representing potential up or down price movements at each step until
expiration. This model is flexible and can handle American options and those
with complex features by allowing early exercise.

Monte Carlo Simulation

Monte Carlo methods use repeated random sampling to simulate a wide range of
possible outcomes for the underlying asset price. This approach is
particularly useful for pricing exotic options or situations where closed-
form solutions are unavailable. It allows for complex modeling of stochastic
variables and path-dependent features.

Other Models

Additional models, such as the Black Model, Barone-Adesi and Whaley
approximation, and stochastic volatility models like Heston, provide further
sophistication. These models address limitations of simpler frameworks by
incorporating features like volatility smiles, jumps, and stochastic interest
rates.

Applications of Options Pricing Models

Options pricing models are indispensable tools in modern finance, serving
various practical purposes beyond simple valuation.



Trading and Arbitrage

Traders use pricing models to identify mispriced options and execute
arbitrage strategies to profit from price discrepancies. Accurate models
enable faster and more confident decision-making in volatile markets.

Risk Management and Hedging

Risk managers rely on options pricing models to calculate sensitivities known
as “Greeks” (Delta, Gamma, Theta, Vega, Rho), which measure how option prices
react to changes in market variables. These metrics help in constructing
hedging strategies that mitigate portfolio risk.

Portfolio Management

Portfolio managers incorporate options pricing into asset allocation
decisions, enhancing returns and controlling downside risk. Valuation models
facilitate the integration of options into broader investment strategies.

Corporate Finance

Corporations use options valuation techniques for employee stock options,
capital budgeting, and strategic decision-making. Pricing models help
estimate the cost and potential benefits of compensation plans or investment
opportunities.

Limitations and Challenges in Options Pricing

Despite their usefulness, options pricing models are subject to several
limitations and challenges that can affect accuracy and applicability.

Assumptions and Simplifications

Many models rely on assumptions such as constant volatility, risk-free rates,
and lognormal price distributions that may not hold true in real markets.
These simplifications can lead to pricing errors, especially during periods
of market stress or rapid change.

Volatility Estimation

Estimating future volatility is inherently difficult, and implied volatility
can fluctuate significantly. Incorrect volatility inputs can distort option
prices derived from models.

Market Frictions

Models often ignore transaction costs, liquidity constraints, and taxes,
which can affect actual trading prices and execution strategies.



Complexity and Computation

Advanced models like Monte Carlo simulations require significant
computational resources and expertise, which may limit their practical use
for some market participants.

Assumptions of constant volatility and interest rates1.

Difficulty in accurately estimating future volatility2.

Ignoring transaction costs and market liquidity issues3.

Challenges in modeling early exercise features for American options4.

Computational intensity of advanced models for exotic options5.

Frequently Asked Questions

What is an options pricing model?

An options pricing model is a mathematical framework used to determine the
fair value or theoretical price of options contracts based on various factors
such as the underlying asset price, strike price, volatility, time to
expiration, interest rates, and dividends.

Which is the most commonly used options pricing
model?

The Black-Scholes model is the most commonly used options pricing model,
especially for European-style options. It provides a closed-form solution to
estimate the option's theoretical price.

How does volatility affect options pricing models?

Volatility represents the expected fluctuation in the underlying asset's
price. Higher volatility generally increases the value of both call and put
options because it raises the probability of the option finishing in-the-
money.

What is the difference between the Black-Scholes and
Binomial options pricing models?

The Black-Scholes model provides a closed-form formula assuming continuous
trading and constant volatility, suitable mainly for European options. The
Binomial model uses a discrete-time lattice framework, making it flexible for
pricing American options and incorporating varying volatility or dividend
assumptions.



Can options pricing models accurately predict market
prices?

While options pricing models provide theoretical values based on assumptions,
they may not always match market prices due to factors like market sentiment,
liquidity, supply-demand imbalances, and changing volatility conditions.

What role does the risk-free interest rate play in
options pricing models?

The risk-free interest rate is used to discount the expected payoff of the
option to present value. Changes in the risk-free rate can affect the
option's price, with call option values generally increasing as the interest
rate rises.

How do dividends impact options pricing models?

Dividends reduce the underlying asset's expected price during the option's
life, which typically lowers call option prices and raises put option prices.
Some models adjust the underlying price or use dividend yield inputs to
account for this.

Are there any advanced options pricing models beyond
Black-Scholes?

Yes, advanced models like the Heston model incorporate stochastic volatility,
and the Merton model includes jump diffusion processes. These models aim to
address limitations of Black-Scholes by capturing more complex market
behaviors.

Additional Resources
1. Options, Futures, and Other Derivatives by John C. Hull
This comprehensive book is widely regarded as the standard textbook for
derivatives and options pricing. It covers the fundamental concepts of
options, futures, swaps, and risk management techniques. Hull provides
detailed explanations of the Black-Scholes-Merton model, binomial trees, and
more advanced models, making it accessible for both students and
practitioners.

2. Dynamic Hedging: Managing Vanilla and Exotic Options by Nassim Nicholas
Taleb
Taleb’s book delves into the practical aspects of options pricing and risk
management, focusing on dynamic hedging strategies. It provides a deep
understanding of the sensitivities involved in options trading and the impact
of volatility. The book is particularly useful for traders and quantitative
analysts looking to bridge theory and real-world application.

3. Options Pricing Models and Volatility Using Excel-VBA by Fabrice D. Rouah
and Gregory Vainberg
This book is designed for readers who want to implement options pricing
models programmatically. It introduces various models including Black-
Scholes, binomial trees, and stochastic volatility models, with detailed
Excel-VBA code examples. It is ideal for both academics and practitioners
aiming to develop practical pricing tools.



4. The Concepts and Practice of Mathematical Finance by Mark S. Joshi
Joshi’s text provides a clear introduction to the mathematics behind options
pricing. It covers stochastic calculus, the Black-Scholes framework, and
numerical methods such as finite difference and Monte Carlo simulations. The
book balances theory with practical examples, making it suitable for graduate
students and quantitative researchers.

5. Volatility and Correlation: The Perfect Hedger and the Fox by Riccardo
Rebonato
This book focuses on volatility modeling, a critical component of options
pricing. Rebonato explores the dynamics of volatility and correlation in
financial markets, providing insights into advanced pricing models and risk
management techniques. It is particularly valuable for those interested in
the quantitative aspects of volatility derivatives.

6. Stochastic Calculus for Finance II: Continuous-Time Models by Steven E.
Shreve
Part of a two-volume series, this book covers continuous-time models
essential for modern options pricing. Shreve explains the Black-Scholes
model, martingale measures, and advanced topics such as stochastic volatility
and jump processes. The rigorous mathematical approach makes it a key
resource for serious students of quantitative finance.

7. Financial Calculus: An Introduction to Derivative Pricing by Martin Baxter
and Andrew Rennie
This concise book offers an introduction to the mathematical principles
underlying derivative pricing. It presents the fundamental theorems of asset
pricing and applies them to options valuation in a clear, accessible manner.
Its brevity and clarity make it a popular starting point for those new to the
subject.

8. Introduction to the Economics and Mathematics of Financial Markets by
Jakša Cvitanić and Fernando Zapatero
This text blends economic theory with mathematical methods to explain
financial markets and option pricing. It covers the fundamental no-arbitrage
principle, equilibrium models, and continuous-time finance. The book is well-
suited for readers seeking a rigorous yet broad perspective on options
pricing.

9. Exotic Options and Hybrids: A Guide to Structuring, Pricing and Trading by
Mohamed Bouzoubaa and Adel Osseiran
Focusing on more complex derivatives, this book explores the pricing and risk
management of exotic options and hybrid instruments. It offers detailed
modeling techniques and practical insights into structuring these products.
This resource is valuable for practitioners dealing with advanced derivatives
beyond vanilla options.
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  options pricing model: Black Scholes and Beyond: Option Pricing Models Neil Chriss, 1997 An
unprecedented book on option pricing! For the first time, the basics on modern option pricing are
explained ``from scratch'' using only minimal mathematics. Market practitioners and students alike
will learn how and why the Black-Scholes equation works, and what other new methods have been
developed that build on the success of Black-Shcoles. The Cox-Ross-Rubinstein binomial trees are
discussed, as well as two recent theories of option pricing: the Derman-Kani theory on implied
volatility trees and Mark Rubinstein's implied binomial trees. Black-Scholes and Beyond will not only
help the reader gain a solid understanding of the Balck-Scholes formula, but will also bring the
reader up to date by detailing current theoretical developments from Wall Street. Furthermore, the
author expands upon existing research and adds his own new approaches to modern option pricing
theory. Among the topics covered in Black-Scholes and Beyond: detailed discussions of pricing and
hedging options; volatility smiles and how to price options ``in the presence of the smile''; complete
explanation on pricing barrier options.
  options pricing model: Advanced Option Pricing Models Jeffrey Owen Katz, Donna
McCormick, 2005-03-21 Advanced Option Pricing Models details specific conditions under which
current option pricing models fail to provide accurate price estimates and then shows option traders
how to construct improved models for better pricing in a wider range of market conditions.
Model-building steps cover options pricing under conditional or marginal distributions, using
polynomial approximations and “curve fitting,” and compensating for mean reversion. The authors
also develop effective prototype models that can be put to immediate use, with real-time examples of
the models in action.
  options pricing model: Option Pricing Robert A. Jarrow, Andrew Rudd, 1983
  options pricing model: A Time Series Approach to Option Pricing Christophe Chorro,
Dominique Guégan, Florian Ielpo, 2014-12-04 The current world financial scene indicates at an
intertwined and interdependent relationship between financial market activity and economic health.
This book explains how the economic messages delivered by the dynamic evolution of financial asset
returns are strongly related to option prices. The Black Scholes framework is introduced and by
underlining its shortcomings, an alternative approach is presented that has emerged over the past
ten years of academic research, an approach that is much more grounded on a realistic statistical
analysis of data rather than on ad hoc tractable continuous time option pricing models. The reader
then learns what it takes to understand and implement these option pricing models based on time
series analysis in a self-contained way. The discussion covers modeling choices available to the
quantitative analyst, as well as the tools to decide upon a particular model based on the historical
datasets of financial returns. The reader is then guided into numerical deduction of option prices
from these models and illustrations with real examples are used to reflect the accuracy of the
approach using datasets of options on equity indices.
  options pricing model: Computational Intelligence Applications to Option Pricing, Volatility
Forecasting and Value at Risk Fahed Mostafa, Tharam Dillon, Elizabeth Chang, 2017-02-28 This
book demonstrates the power of neural networks in learning complex behavior from the underlying
financial time series data. The results presented also show how neural networks can successfully be
applied to volatility modeling, option pricing, and value-at-risk modeling. These features mean that
they can be applied to market-risk problems to overcome classic problems associated with statistical
models.
  options pricing model: Option Pricing Menachem Brenner, 1983
  options pricing model: Option Market Making Allen Jan Baird, 1992-11-11 Approaches
trading from the viewpoint of market makers and the part they play in pricing, valuing and placing
positions. Covers option volatility and pricing, risk analysis, spreads, strategies and tactics for the
options trader, focusing on how to work successfully with market makers. Features a special section
on synthetic options and the role of synthetic options market making (a role of increasing
importance on the trading floor). Contains numerous graphs, charts and tables.
  options pricing model: Currency Options and Exchange Rate Economics Zhaohui Chen, 1998



This volume is a collection of classical and recent empirical studies of currency options and their
implications for issues of exchange rate economics, such as exchange rate risk premium, volatility,
market expectations, and credibility of exchange rate regimes. It contains applications on how to
extract useful information from option market data for financial forecasting policy purposes. The
subjects are discussed in a self-contained, user-friendly format, with introductory chapters on
currency option theory and currency option markets. The book can be used as supplementary
reading for graduate finance and international economics courses, as training material for central
bank and regulatory authorities, or as a reference book for financial analysts.
  options pricing model: Options Trading - A concise Handbook for Beginners The
Financial Edits, 2023-04-06 Options Trading - A concise Handbook for Beginners 1. Introduction to
Options Trading 2. Understanding Call and Put Options 3. The Options Market: Exchanges and
Participants 4. Options Pricing Models and The Greeks 5. Analyzing Market Trends and Volatility 6.
Fundamental and Technical Analysis for Options Trading 7. Building an Options Trading Strategy 8.
Vertical Spreads: Bull Call, Bear Call, Bull Put, and Bear Put 9. Straddles, Strangles, and Condors:
Advanced Strategies 10. Calendar Spreads and Diagonal Spreads 11. Trading Index and ETF Options
12. Risk Management and Position Sizing 13. Options Trading for Hedging Purposes 14. Leveraging
Options for Portfolio Optimization 15. Options Trading Psychology and Discipline 16. Taxes and
Regulatory Aspects of Options Trading 17. Implementing Options in Algorithmic Trading 18. Options
Trading Performance Metrics and Tracking 19. Choosing the Right Broker and Trading Platform 20.
Real-World Case Studies in Options Trading 21. Trading Options on Futures and Commodities 22.
Synthetics: Creating Positions with Equivalent Payoff Profiles 23. Exercising, Assignment, and
Managing Early Expiration Risks 24. Continuous Education and Staying Up-to-Date in Options
Trading
  options pricing model: Investment Valuation Aswath Damodaran, 2002-01-31 Valuation is a
topic that is extensively covered in business degree programs throughout the country. Damodaran's
revisions to Investment Valuation are an addition to the needs of these programs.
  options pricing model: International Financial Management Jeff Madura, Ariful Hoque,
Chandrasekhar Krishnamrti, 2018-01-01 Equip your students for success in international finance
with the unrivalled depth of theory and practical applications presented in Madura, Hoque and
Krishnamurti's INTERNATIONAL FINANCIAL MANAGEMENT, Asia-Pacific 1st edition. This APAC
edition builds on the fundamental principles of corporate finance to provide the timely information
and contemporary insights your students need to prosper in today's global business environment.
With the original US edition being well known for its inviting reader-friendly style and clear
explanations, this APAC 1st edition introduces international finance with a focus on the important
role of modern multinational corporations in global commerce within a strong APAC context. Using a
strong corporate perspective, it discusses a wide range of managerial topics and emphasises the
most recent changes in the international environment. Relevant examples, instructive diagrams,
self-tests, and other learning features provide hands-on experience to help your students develop the
skills they need to effectively manage in contemporary practice.
  options pricing model: Introduction To Derivative Securities, Financial Markets, And
Risk Management, An (Third Edition) Robert A Jarrow, Arkadev Chatterjea, 2024-05-03 The
third edition updates the text in two significant ways. First, it updates the presentation to reflect
changes that have occurred in financial markets since the publication of the 2nd edition. One such
change is with respect to the over-the-counter interest rate derivatives markets and the abolishment
of LIBOR as a reference rate. Second, it updates the theory to reflect new research related to asset
price bubbles and the valuation of options. Asset price bubbles are a reality in financial markets and
their impact on derivative pricing is essential to understand. This is the only introductory textbook
that contains these insights on asset price bubbles and options.
  options pricing model: The Options Edge Michael C. Khouw, Mark W. Guthner, 2016-03-07
Capture the fortune you're losing with every trade by learning to exploit options The Options Edge +
Free Trial shows you how to capture the fortune you lose out on every day. Buying and selling



traditional investments often entails instruments with optionality. Sometimes this optionality is
explicit, while other times it is hidden. If you're not leveraging these embedded options to their
fullest advantage, you're losing money. Most retail investors don't truly understand the nuances
involved in successful options trading and instead rely on more comfortable instruments with fewer
complex mechanics. If you're interested in optimizing your portfolio, it's time to step out of your
comfort zone and learn what you've been missing. This book gives you the background you need to
take full advantage of options in this booming market. The companion website features easy to use
analytical tools that help investors find the best opportunities so you can start applying these
methods right away. Whether or not you ultimately decide to start actively trading options, the
concepts discussed will make you a better all-around trader with greater security in your financial
affairs. Most investors buy and sell options every day without ever knowing it. This book relates
stories of those who have leveraged options to make fortunes and those who have lost by not
understanding the optionality of their financial endeavors. You must know the fundamentals of
options, and then learn to recognize hidden options, in order to improve success in all of your
investment activities. After taking these steps, you can go on to: Create hidden options at little or no
cost Structure your finances to reduce risk and increase wealth Utilize a practical pricing model for
smarter investing The listed options are currently the only growing exchange traded financial
product in the developed markets, with a current average volume of 20 million contracts—equivalent
to 2 billion shares—per day. Now is the perfect opportunity to fortify your finances, and The Options
Edge + Free Trial gives you the understanding and practical tools you need to optimize your
portfolio today.
  options pricing model: Trading and Investing in Bond Options M. Anthony Wong, 1991-09-03
To become successful in the bond options market, it is important for professionals to gain a basic,
yet thorough understanding of how options are priced, traded, and used in interest-rate risk and
fixed-income portfolio management. Provides practical answers to questions that new participants
will ask as they become more sophisticated in the bond option market. It describes the U.S.
government bond options markets and discusses how options pricing and computer technologies are
used in market-making, strategic trading, and value investing. After introducing standard options
terminology, it provides background data on U.S. Treasury bonds, bond options pricing models,
advanced pricing models, the fundamentals of bond options dealing, strategies driven by interest
rate forecasts, the most widely used structured portfolio strategies involving options, and more.
  options pricing model: Derivatives and Risk Management: Janakiramanan, 2011 Derivatives
and Risk Management provides readers with a thorough knowledge of the functions of derivatives
and the many risks associated with their use. It covers particular derivative instruments available in
India and the four types of derivatives. It is useful for postgraduate students of commerce, finance
and management, fund managers, risk-management specialists, treasury managers, students taking
the CFA examinations and anyone who wants to understand the derivatives market in India.
  options pricing model: FINANCIAL DERIVATIVES Priyanka Singh, Vipin Singh , 2025-06-19
MBA, FOURTH SEMESTER According to the New Syllabus of ‘Dr. A.P.J. Abdul Kalam Technical
University’ Lucknow
  options pricing model: Strategic Real Options: A Modern Framework for Business
Valuation Pasquale De Marco, This book provides a comprehensive overview of real options,
financial instruments that give the holder the right, but not the obligation, to buy or sell an asset at a
specified price within a specified time period. This flexibility can be extremely valuable for
businesses, as it allows them to respond to changing market conditions and make strategic decisions
that can maximize their value. Real options can be used in a wide variety of business situations. For
example, a company may acquire a real option to purchase a piece of land in order to gain the
flexibility to develop the land in the future. Similarly, a company may acquire a real option to sell a
division in order to gain the flexibility to exit the business if conditions change. Real options can also
be used to hedge against risk. For example, a company may acquire a real option to purchase a
commodity in order to protect itself against the risk of rising prices. The valuation of real options is a



complex process that requires specialized knowledge and expertise. However, the basic principles of
real option valuation are relatively straightforward. The Black-Scholes option pricing model is a
widely used tool for valuing real options. This model takes into account factors such as the asset
price, the exercise price, the time to expiration, and the volatility of the asset price. This book
provides a detailed explanation of the Black-Scholes model and other real option valuation
techniques. It also discusses the applications of real options in a variety of business situations,
including investment analysis, capital budgeting, mergers and acquisitions, and risk management.
By understanding the basic principles of real option valuation, businesses can make informed
decisions about when and how to use these instruments. This book provides a comprehensive
overview of real options that will help businesses create value and manage risk. This book is written
for business professionals who want to learn more about real options. It is also a valuable resource
for students and academics who are interested in the field of real options. If you like this book, write
a review!
  options pricing model: Essentials of Excel VBA, Python, and R John Lee, Jow-Ran Chang,
Lie-Jane Kao, Cheng-Few Lee, 2023-03-23 This advanced textbook for business statistics teaches,
statistical analyses and research methods utilizing business case studies and financial data with the
applications of Excel VBA, Python and R. Each chapter engages the reader with sample data drawn
from individual stocks, stock indices, options, and futures. Now in its second edition, it has been
expanded into two volumes, each of which is devoted to specific parts of the business analytics
curriculum. To reflect the current age of data science and machine learning, the used applications
have been updated from Minitab and SAS to Python and R, so that readers will be better prepared
for the current industry. This second volume is designed for advanced courses in financial
derivatives, risk management, and machine learning and financial management. In this volume we
extensively use Excel, Python, and R to analyze the above-mentioned topics. It is also a
comprehensive reference for active statistical finance scholars and business analysts who are
looking to upgrade their toolkits. Readers can look to the first volume for dedicated content on
financial statistics, and portfolio analysis.
  options pricing model: A Closed-form GARCH Option Pricing Model Steven L. Heston, Saikat
Nandi, 1997
  options pricing model: Derivatives Markets David Goldenberg, 2016-03-02 Derivatives
Markets is a thorough and well-presented textbook that offers readers an introduction to derivatives
instruments, with a gentle introduction to mathematical finance, and provides a working knowledge
of derivatives to a wide area of market participants. This new and accessible book provides a lucid,
down-to-earth, theoretically rigorous but applied introduction to derivatives. Many insights have
been discovered since the seminal work in the 1970s and the text provides a bridge to and
incorporates them. It develops the skill sets needed to both understand and to intelligently use
derivatives. These skill sets are developed in part by using concept checks that test the reader's
understanding of the material as it is presented. The text discusses some fairly sophisticated topics
not usually discussed in introductory derivatives texts. For example, real-world electronic market
trading platforms such as CME’s Globex. On the theory side, a much needed and detailed discussion
of what risk-neutral valuation really means in the context of the dynamics of the hedge portfolio. The
text is a balanced, logical presentation of the major derivatives classes including forward and futures
contracts in Part I, swaps in Part II, and options in Part III. The material is unified by providing a
modern conceptual framework and exploiting the no-arbitrage relationships between the different
derivatives classes. Some of the elements explained in detail in the text are: Hedging, Basis Risk,
Spreading, and Spread Basis Risk Financial Futures Contracts, their Underlying Instruments,
Hedging and Speculating OTC Markets and Swaps Option Strategies: Hedging and Speculating
Risk-Neutral Valuation and the Binomial Option Pricing Model Equivalent Martingale Measures: The
Modern Approach to Option Pricing Option Pricing in Continuous Time: from Bachelier to
Black-Scholes and Beyond. Professor Goldenberg’s clear and concise explanations and
end-of-chapter problems, guide the reader through the derivatives markets, developing the reader’s



skill sets needed in order to incorporate and manage derivatives in a corporate or risk management
setting. This textbook is for students, both undergraduate and postgraduate, as well as for those
with an interest in how and why these markets work and thrive.
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