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This article studies the pricing of options in an extended Black Scholes

economy in which the underlying asset is not perfectly liquid. The

resulting liquidity risk is modeled as a stochastic supply curve, with the

transaction price being a function of the trade size. Consistent with the

market microstructure literature, the supply curve is upward sloping

with purchases executed at higher prices and sales at lower prices.

Optimal discrete time hedging strategies are then derived. Empirical

evidence reveals a signi�cant liquidity cost intrinsic to every option.
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