
This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.
This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to

Demand-Based Option Pricing
February 25, 2009


E Q U I T I E S

Index and equity options are notoriously difficult to price. A large body of research has been conducted in the field, led by the Black-
Scholes-Merton benchmark and its assumptions about the dynamics of the underlying asset. While these efforts have met with undeniable
success, nontrivial pricing puzzles remain.

This article takes a different approach. We recognize that, in contrast to the Black-Scholes-Merton structure, in the real world options
cannot be hedged perfectly. Consequently, if intermediaries who take the other side of end-user option demand are risk averse, end-user
demand for options will affect option prices.

We develop a model of competitive, risk-averse intermediaries who cannot perfectly hedge their option positions. We compute equilibrium
prices as a function of net end-user demand and show that demand for an option increases its price by an amount proportional to the
variance of the part of the option that cannot be hedged. Further, we find that demand changes the prices of other options on the same
underlying asset by an amount proportional to the covariance of their unhedgeable parts.

The empirical part of the article measures the expensiveness of an option as its Black-Scholes implied volatility minus a proxy for the
expected volatility over the life of the option. We show that on average index options are quite expensive by this measure, and that they
have high positive end-user demand. Equity options, on the other hand, do not appear expensive on average and have a small negative
end-user demand.
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