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From a dealer’s bid and ask
prices for an option, you
can extract the forecast
for the underlying currency
that the option price implies.
Thus far, to begin your assessment
of an option, we’ve asked you
to express your forecast for the
underlying currency as a six-sigma
span of end-of-period prices.
We’ve assumed that you can do
your analysis or think about a
currency and readily come up with
an end-of-period high price and
an end-of-period low price.
Most likely, rather than come up
with your forecast out of the blue,
you would find it easier to express
how and how much you disagree
with what everybody else thinks—
the consensus forecast.
Fortunately, with the simulator, you
can do exactly that.

From an option’s price and
a couple of other pieces of
information , you can use the
standard model for valuing FX
options to extract the forecast for
the underlying currency that the
option price implies.
You can use the implied forecast as
your reference and, if you disagree
with it, express how you disagree
with it by your choice of end-ofperiod high and low prices.
To extract the implied forecast
from an option price, we also need:
 the spot price,
 the domestic risk-free rate,
 the risk-free rate of the
underlying foreign currency and
 the option’s strike price.
Let’s say that, for this option,
the dealer’s ask price is 0.501
and bid price is 0.499.
To find the implied forecast, we use
the midpoint of the ask and bid
prices, which is 0.500.
Let’s say the domestic risk-free rate
is 7.0% geometric; the foreign
currency’s risk-free rate is 4.0%
geometric.
Once you have entered this
information, click …
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Calculate Implied Volatility.

The simulator extracts the forecast
that the option price implies.
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Click Standard Devs.

Within the standard framework for
valuing foreign exchange options,
the implied forecast embodies the
market-equilibrium view of how
the spot price of a foreign currency
is likely to evolve relative to
a domestic currency over
the option’s time to expiration.
We call this the market-equilibrium
forecast because its estimate of
expected volatility is derived from
the market-equilibrium price of the
option. The market-equilibrium
price of the option is arrived at
through an auction process in the
financial markets. The equilibrium
price is the price at which the
supply of a particular option
(ask prices) finds equilibrium
with the demand for it (bid prices.)
Market equilibrium prices are
dynamic. A net influx into the
auction of buyers willing to pay
higher prices will drive up the
price at which transactions clear
the market. A net influx of sellers
willing to sell at lower prices
will drive down the price at which
transactions clear the market.
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The six-sigma end-of-period price
span of this implied forecast is from
a high of 18.40431 to
a low of 5.54327.
If you disagree with this forecast,
then— depending on how you
disagree— you believe your
dealer’s price for this option either
undervalues it or overvalues it.
Let’s say you’ve been studying
unfolding or impending events
in the home country of either
the domestic or foreign currency.
You think the market at large
is underestimating the impact
of these events on the future
exchange rate between the two
countries.
You think the spot price of the
foreign currency is more likely
to go up than the marketequilibrium view says. You think
the spot price is likely to be more
volatile than the marketequilibrium view says.
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You decide that an end-of-period
high price of 24.59603 and an
end-of-period low price of 6.77057
best express how you disagree
with the market-equilibrium view.
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Your forecast looks like this. It will
give this call a value very different
from its market price.
To find the call’s value according
to your forecast, we evaluate your
forecast against the option’s strike
price.
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From your forecast, the highest
end-of-period price we might
expect would be 27.27544.

The payoff would be 16.24775.
With your risk-adjusted cost of
capital of 7.0%, this payoff would
add 0.00757465 to the option’s
cumulative probability-weighted
present value.
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We sweep through your forecast’s
probability distribution. We tally
the cumulative probabilityweighted present value of its
potential future option payoffs.
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According to your forecast, this call
is worth 2.302, which is much more
than the dealer’s ask price of 0.501.

Of course, if you buy this call, your
trading platform will show that you
have a small loss, because you paid
the ask price and, if you had to sell
the option right back, you’d have to
sell at the bid price of 0.499 which
is below the market-equilibriumforecast price.
The market hasn’t realized yet
that the market-equilibrium
forecast is wrong and your forecast
is right. The market view is that its
forecast is right and yours is wrong.

To reap the benefit of your superior
forecast, you have to hold the
option until the spot price evolves
as you expect, not as the marketequilibrium forecast expects.
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