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		Abstract

		This is Chapter 2 of Stochastic Volatility Modeling, published by CRC/Chapman & Hall.  

In this chapter the local volatility model is surveyed as a market model for the underlying together with its associated vanilla options.  

First, relationships of implied to local volatilities are derived, as well as approximations for skew and curvature. Exact and approximate techniques for taking dividends into account are presented.  

We then turn to the dynamics of the local volatility model. We introduce the Skew Tickiness Ratio (SSR) and derive approximate formulas for the SSR and volatilities of volatilities in the local volatility model.We also examine future skews.  

We then consider the delta and carry P&L of a hedged option position. We derive the expression of the market-model delta of the local volatility model and discuss the relationship between sticky-strike and market-model deltas. We characterize the gamma/theta break-even levels of a hedged position and show that the local volatility model is indeed a market model. We then derive the expression of the vega-hedge portfolio.  

Markov-functional models are considered next.  

Finally, we survey the Uncertain Volatility Model and its usage.  

A digest summarizes key points. 
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