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Founded in 1807, John Wiley & Sons is the oldest independent publishing company in the
United States. With offices in North America, Europe, Australia, and Asia, Wiley is glob-
ally committed to developing and marketing print and electronic products and services
for our customers’ professional and personal knowledge and understanding.

The Wiley Trading series features books by traders who have survived the market’s
ever changing temperament and have prospered—some by reinventing systems, others
by getting back to basics. Whether a novice trader, professional, or somewhere in be-
tween, these books will provide the advice and strategies needed to prosper today and
well into the future.

For a list of available titles, please visit our Web site at www.WileyFinance.com.
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Preface

This book is designed to help forex traders build upon their knowledge and skills in
trading forex and apply it to forex option strategies.

There are important differences between spot forex and options trading. In con-
trast to the spot forex trader, the options trader puts on trades “anticipating” a move
over a longer duration of time. Whereas the spot forex trader concentrates on trades
to achieve profits intraday and even intrahour, the option trader is liberated from the
slavery of the screen and can set and let fundamental and market forces generate the
intended profits. Position trading strategies become an important part of the repertoire
of the forex option trader.

Forex option trading also is accompanied by an entirely different mind-set from spot
trading. While neither one can claim superiority over the other, there are significant con-
sequences to pursuing a forex option mind-set. The differences between the forex spot
and option trading perspectives generate different strategies and goals and also a differ-
ent need for information. For example, the spot trader often seeks frequent small moves
and focuses on intraday and intrahour charts, avoiding the need for constantly absorbing
information on fundamentals and the big picture. In contrast, the forex option trader’s
decision to put on a trade is a result of a more intense evaluative process where the
trade fits optimal conditions, since forex option trading is less frequent than spot trad-
ing. Forex option trading requires more experience evaluating broad market conditions
and top-down analysis, while forex spot trading requires greater focus on trading itself
with precision management of moment-to-moment trading.

The presence of high leverage exists in both spot forex and options on forex trading.
However, the main difference is that many of the forex option techniques explored in
this book provide high leverage without the associated risks of margin calls.

This book is different from the option literature that is available—a great deal on the
Internet—because it places the concepts of option trading in a strict forex environment
with examples to guide the reader. The book is also designed to prepare the forex trader
for new option variations and intermarket choices for shaping and putting on forex op-
tions. Those individuals who are familiar with equity option or futures option trading
will find the application of basic option principles to be straightforward. But it should
be clear that in the coming years forex trading is going to occur in many venues. The
rise of exchange-traded funds (ETFs) provides a rich new source of data on forex option
price action. Those traders having equity platforms can immediately trade forex options

ix
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through their equity accounts because of the increasing availability of currency instru-
ments such as those currency options provided at The International Securities Exchange
(ISE) and Philadelphia Stock Exchange (PHLX) .

It’s also important to note that those forex traders staying in the spot side can
use the access through equity accounts to analyze patterns relating to currencies and
commodities. The forex option trader will improve the odds of winning by tapping into
more than one market for information. The ETFs will certainly become a tool for trad-
ing. The futures markets are also improving their forex option product line. The CME’s
forex product line is expanding and offering new trading opportunities in options. The
Chicago Board of Trade’s (CBOT’s) options on federal fund futures and the more recent
binary options on federal funds provides unprecedented opportunities for forex traders
to gain market knowledge about the probabilities of Federal Open Market Committee
(FOMC) moves—without needing to trade those instruments. But this book is also de-
signed to prepare the forex trader for these and even newer variations in forex options
that are coming to the market. Binary options allowing traders to play touch, no-touch,
double-touch, and double-no-touch are becoming available worldwide and in the United
States. These binary options will revolutionize the ability of people to trade forex with
limited risk.

For the serious forex trader, considering forex options and becoming skilled in forex
options analysis is advisable because it is increasingly apparent that the world is, more
than ever, interconnected. Many of us have heard the phrase, “No man is an island.” To-
day, we can state that no market is isolated. Equity, commodity, and debt markets cannot
be totally separated. They all tap into each other and generate a global liquidity market
that fuels buying and selling. Today’s trader in any of these realizes that currency price
movements reflect more than a determination of the value of the dollar versus another
pair. The forex market reflects the totality of market psychology versus the prospects of
growth versus inflation.

The goal of this book is to provide a “get started” manual for understanding and
trading forex options, from the basic plain vanilla calls and puts to the intriguing first-
generation exotic binary options. Our goal is to provide the reader access to the right
information to make the most well-informed decision. The challenge of trading forex is
among the most exciting of all the markets, and this book is designed to help the trader
meet those challenges.
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P A R T O N E

Key Option
Elements

The objective of Part One is to provide a knowledge base for learning about the key
elements of forex options. This includes a description of plain vanilla options and
how option premiums are impacted by volatility. To prepare the forex trader for

shaping option trades, Part One also provides a detailed outline on the basic elements of
“the Greeks,” which are the components that provide insight on how forex option prices
change with time and volatility.

1
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C H A P T E R 1

The Elements of an
Option Trade

PLAIN VANILLA OPTIONS

This chapter provides a review of the key elements that comprise an option trade. The
simplest form of option trading is called plain vanilla. Plain vanilla options in all markets
include calls and puts and are exactly the same as in forex trading.

PURCHASING AN OPTION

First, let’s talk about purchasing an option. Purchasing an option means holding an op-
tion. A trader purchases an option by paying a premium for it.

Calls

Once a trader has purchased (gone long) and is holding a call, he has the right but not
the obligation to buy the underlying spot forex upon expiration. If it’s a European-style
option, exercising rights are on expiration and not before. If it’s an American-style option,
exercising rights are any time up to and including expiration.

The key concept is that a buyer of a call anticipates an upward move or is bullish. The
trader selects a target called a strike price. If the price of the spot forex moves through
and beyond the strike price, the position will be in profits. If the spot price is beyond the
strike price at the time of expiration, the position is known as “in the money.” We can
see in the profit payout graph (see Figure 1.1) that a call option becomes profitable once

3
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Profit Profits occur after Strike
Price + Premium

Break Even

Premium Paid

Long Call

+

−

Strike PriceA

FIGURE 1.1 Currency Call Option Example

the price is beyond the strike price and beyond the cost of the position. This is a generic
example for any call.

Let’s begin to examine the elements of an option trade by looking at the following
example involving the EURUSD.

After scanning the weekly chart of the EURUSD, a trader is anticipating a stronger
EUR against the dollar and has selected a 1.47 strike price for a February 14 expiration.
The premium charged for this is calculated to be $790 USD. Notice that the EURUSD
spot position is at 1.4419. To be clear, the example as shown in Figures 1.2 and 1.3 would
mean the trader expects the EURUSD to move to and beyond 1.47 by the expiration
date. Actually, to be profitable if held to expiration, the spot position needs to be 79 pips
beyond that, or 1.4779 to recover the costs of the premium since each pip is worth $10.
But the most that the trader would lose is the premium paid and any associated other
fees (source of the premium price example: www.ikongm.com).

Puts

Once a trader has purchased (gone long) and is holding a put, he has the right but not
the obligation to buy the underlying spot forex upon expiration. If it’s a European-style
option, exercising rights are on expiration and not before. If it’s an American-style option,
exercising rights are any time up to and including expiration.

What is important about purchasing an option is the element of risk control. Once an
option is purchased and the premium is paid (along with any other fees), this total cost
is the maximum risk facing the trader. No matter what happens to the price action, the
most the trader can lose is the cost of the premium paid.

The key concept is that a buyer of a put anticipates a downward move or is bearish.
The trader selects a target called a strike price. If the price of the spot forex moves
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FIGURE 1.2 Placing a Call on the EURUSD
Source: c© ProRealTime.com, web-based charting software

FIGURE 1.3 Trader Expects EURUSD to Move Beyond 1.47



P1: a/b P2: c/d QC: e/f T1: g

c01 JWBK254-Cofnas September 19, 2008 11:6 Printer: Yet to come

6 THE FOREX OPTIONS COURSE

Long Put

Strike Price

Premium Paid

Profits occur after
Strike Price – Premium

For Reference

−

+

A

FIGURE 1.4 Profit Region on Puts

toward, and possibly through and beyond the strike price, the position will be in profits.
If the spot price is beyond the strike price at the position is known as “in the money.”
We can see in the generic profit payout graph (see Figure 1.4) that a put option be-
comes profitable once the price is beyond the strike price and beyond the cost of the
position.

In Figures 1.5 and 1.6 we see an example regarding the GBPUSD. The market price
is at 1.9816. The strike price selected is at 1.9400. The expiration date is February
14. The cost of a put is $1290. The trader placing this put will pay in pip terms 129
pips if trading a standard lot of 100,000. This means that the break-even point will be
1.9400–0.0129, or 1.9271 if the trade is allowed to go to expiration. It is possible that
the premium price could move up in value if volatility in the market increased and the
GBPUSD fell quickly and early toward the strike point (source of premium price exam-
ples: www.ikongm.com).

The trader needs to always remember that time itself is important. The longer the
time to expiration, the greater the risk that the strategy can go wrong and a new event
will interfere and change the price direction. However, more time can allow the trade to
work out and overcome periods where the price movements go against the trader. Time
is a double-edged sword for the forex option trader.

Figure 1.7 shows an example of a put option on the EURUSD. The trader expects a
fall in the EURUSD and has selected 1.46 for the strike price. The amount of the premium
charged is estimated to be $580. Remember this is 200 pips away from the spot price
which is at 1.4829 (see Figure 1.8).

Compare the premium price of this put to the call that was at 150 or 180 pips
away, which was at 763. In other words, the market expected the move to be up be-
cause the price of an option almost the same distance was much higher for the call.


