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ABSTRACT 
 

A  currency  option  is  a  contract  written  by  a  seller  that  conveys  to  the  
buyer  the  right  but  not  the  obligation  to  buy  (in  the  case  of  a  call  
option)  or  to  sell  (in  the  case  of  a  put  option)  a  particular  currency.  In  
return  for  granting  the  option,  the  seller  collects  a  payment  (the  
premium)  from  the  buyer.  Two  types  of  options  are  there:  call  option  
and  put  option.   

Currency  trading  can  be  extremely  rewarding  when  we  use  hedging.  
Hedging  provide  a  investor  with  a  unique  opportunity  to  gain  a  high  
profit  percentage.  Trader  purchase  a  ‘Call  option’  if  the  currency  is  in  
rise  or  ’Put  option’  if  the  value  is  fall  down  using  this  pricing  model.  
If  investor  evaluate  accurate  trend  of  currency  then  profit  margin  will  
be  high.  The  main  object  of  this  paper  is  to  find  out  optimized  results  
using  hedging  for  the  investors  to  get  maximum  profit.   
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INTRODUCTION 
An  option  gives  the  right  to  buy  or  sell  a  particular  asset,  such  as  a  piece  of  
property,  or  shares  of  stock  or  some  other  underlying  security,  such  as,  among  
others,  a  futures  contract.  In  return  for  granting  the  option,  the  seller  collects  a  
payment  (the  premium)  from  the  buyer. 
 Buying  a  call  option  provides  the  right  to  buy  a  specified  quantity  of  a  
security  at  a  set  strike  price  at  some  time  on  or  before  expiration,  while  
buying  a  put  option  provides  the  right  to  sell.  Upon  the  option  holder's  choice  
to  exercise  the  option,  the  party  who  sold,  or  wrote,  the  option  must  fulfill  the  
terms  of  the  contract. 
 Exchange-traded  options  form  an  important  class  of  options  which  have  
standardized  contract  features  and  trade  on  public  exchanges,  facilitating  trading  
among  independent  parties.  Over-the-counter  options  are  traded  between  private  
parties,  often  well-capitalized  institutions  that  have  negotiated  separate  trading  
and  clearing  arrangements  with  each  other.   
 
 
Intrinsic  value  and  time  value 
The  intrinsic  value  (or  "monetary  value")  of  an  option  is  the  value  of  
exercising  it  now.  Thus  if  the  current  (spot)  price  of  the  underlying  security  is  
above  the  agreed  (strike)  price,  a  call  has  positive  intrinsic  value  (and  is  called  
"in  the  money"),  while  a  put  has  zero  intrinsic  value. 
 The  time  value  of  an  option  is  a  function  of  the  value  less  the  intrinsic  
value.  It  equates  to  uncertainty  in  the  form  of  investor  hope.  It  is  also  viewed  
as  the  value  of  not  exercising  the  option  immediately.  In  the  case  of  a  
European  option,  you  cannot  choose  to  exercise  it  at  any  time,  so  the  time  
value  can  be  negative;  for  an  American  option  if  the  time  value  is  ever  
negative,  you  exercise  it:  this  yields  a  boundary  condition. 
 
 
ATM:  At-the-money 
An  option  is  at-the-money  if  the  strike  price  is  the  same  as  the  spot  price  of  
the  underlying  security  on  which  the  option  is  written.  An  at-the-money  option  
has  no  intrinsic  value,  only  time  value. 
 
 
ITM:  In-the-money   
An  in-the  money  option  has  intrinsic  value.  A  call  option  is  in-the-money  
when  the  spot  price  is  above  the  strike  price  of  underlying  security.  A  put  
option  is  in-the-money  when  the  spot  price  is  below  the  strike  price. 
 
 
OTM:  Out-of-the-money 
An  out-of-the-money  option  has  no  intrinsic  value.  A  call  option  is  out-of-the-
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money  when  the  strike  price  is  above  the  spot  price  of  the  underlying  security.  
A  put  option  is  out-of-the-money  when  the  strike  price  is  below  the  spot  
price. 
 
 
Long  call 
A  trader  who  believes  that  a  stock's  price  will  increase  might  buy  the  right  to  
purchase  the  stock  (a  call  option)  rather  than  just  buy  the  stock.  He  would  
have  no  obligation  to  buy  the  stock,  only  the  right  to  do  so  until  the  
expiration  date.  If  the  stock  price  at  expiration  is  above  the  exercise  price  by  
more  than  the  premium  (price)  paid,  he  will  profit.  If  the  stock  price  at  
expiration  is  lower  than  the  exercise  price,  he  will  let  the  call  contract  expire  
worthless,  and  only  lose  the  amount  of  the  premium.   
 
 
Long  put 
A  trader  who  believes  that  a  stock's  price  will  decrease  can  buy  the  right  to  
sell  the  stock  at  a  fixed  price  (a  put  option).  He  will  be  under  no  obligation  
to  sell  the  stock,  but  has  the  right  to  do  so  until  the  expiration  date.  If  the  
stock  price  at  expiration  is  below  the  exercise  price  by  more  than  the  premium  
paid,  he  will  profit.  If  the  stock  price  at  expiration  is  above  the  exercise  price,  
he  will  let  the  put  contract  expire  worthless  and  only  lose  the  premium  paid. 
 
 
Short  call 
A  trader  who  believes  that  a  stock  price  will  decrease,  can  sell  the  stock  short  
or  instead  sell,  or  "write,"  a  call.  The  trader  selling  a  call  has  an  obligation  to  
sell  the  stock  to  the  call  buyer  at  the  buyer's  option.  If  the  stock  price  
decreases,  the  short  call  position  will  make  a  profit  in  the  amount  of  the  
premium.  If  the  stock  price  increases  over  the  exercise  price  by  more  than  the  
amount  of  the  premium,  the  short  will  lose  money,  with  the  potential  loss  
unlimited. 
 
 
Short  put 
A  trader  who  believes  that  a  stock  price  will  increase  can  buy  the  stock  or  
instead  sell  a  put.  The  trader  selling  a  put  has  an  obligation  to  buy  the  stock  
from  the  put  buyer  at  the  put  buyer's  option.  If  the  stock  price  at  expiration  is  
above  the  exercise  price,  the  short  put  position  will  make  a  profit  in  the  
amount  of  the  premium.  If  the  stock  price  at  expiration  is  below  the  exercise  
price  by  more  than  the  amount  of  the  premium,  the  trader  will  lose  money,  
with  the  potential  loss  being  up  to  the  full  value  of  the  stock.   
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Hedging  in  currency  option  trading 
Hedging  means  reducing  or  controlling  risk.  Hedging  is  a  two-step  process.  A  
gain  or  loss  in  the  cash  position  due  to  changes  in  price  levels  will  be  
countered  by  changes  in  the  value  of  a  futures  position.   
 
 
Example 
In  the  simplest  form,  an  Indian  trader  buys  some  goods  from  USA  and  after  
three  months  he  pays  $10,000  to  USA  trader.  Mr.  A  think,  In  future  $  price  
will  be  more  than  today  price.  So,  he  buys  a  call  option  for  $10,000  at  the  
strike  price  in  Rs.54.80/$  and  pay  premium  0.05.  He  buys  this  contract  for  
three  months.  After  three  months,  if  spot  rate  is  Rs.  55.10/$  then  Mr.  A  
mature  this  contract  because  contract  price  is  less  than  the  spot  price.  It  is  
profitable  for  A.  If  the  spot  price  is  Rs.  54.70/$  is  less  than  the  contract  price  
then  Mr.  A  will  not  mature  that  contract  because  he  had  a  call  option.  If  both  
price  is  same  means  spot  price  is  equal  to  strike  price  plus  premium  then  it’s  
a  break-even  point  i.e.  no  profit  or  no  loss.  Then  Mr.  A  completes  this  
contract. 
 Option  style-  In  this  paper,  European  option  has  used  that  may  only  be  
exercised  on  expiration. 
 
 
Cross  Hedging 
Cross  hedging  is  also  very  helpful  in  currency  option  trading  because  when  a  
particular  currency  is  not  available  in  the  market  then  a  trader  buy  a  another  
currency,  call  or  put  option  that  positively  co-related  with  needed  currency.  If  
required  currency  value  is  appreciated  then  that  currency  value  will  also  
appreciate. 
 Although  the  two  currency  are  not  identical,  they  are  correlated  enough  to  
create  a  hedged  position  as  long  as  the  prices  move  in  the  same  direction.   
 This  paper  shows  correlation  between  US  dollar  and  Australian  dollar  
(AUD).  For  this  correlation,  data  of  15  October  2012  to  19  October  2012  have  
been  taken  for  analysis. 
 US  Dollar  rate  is  denoted  -------  X 
 AUD  rate  is  denoted  --------  Y 

Date Us  dollar 
Rate  (  x) 

dx dx2 AUD  rate 
(  y) 

dy dy2 dxdy 

15.10.2012 53.09 0.23 0.0529 54.31325 -0.3432 0.1178 -0.0789 
16.10.2012 52.89 0.03 0.0009 54.32522 -0.3312 0.1097 -0.0099 
17.10.2012 52.86 0.0 0.0 54.65642 0.0 0.0 0.0 
18.10.2012 53.46 0.6 0.36 55.45203 0.7956 0.6330 0.4774 
19.10.2012 54.08 1.22 1.4884 55.76037 1.1040 1.2188 1.3469 

  ∑dx  =  2.08 ∑dx2  = 
1.9022 

 ∑dy  = 
1.2252 

∑dy2  = 
2.0793 

∑dxdy  = 
1.7355 
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 dx  =  X  –  52.86 
 dy  =  Y  –  54.65642 
   N  =  5 
   r  =  0.9   

 
 
 Where  x  and  y  are  two  variables  under  consideration.  The  value  of  
coefficient  of  correlation  obtained  shall  lie  between  +1  to  -1.  When  r=+1  then  
there  is  perfect  positive  correlation  between  the  variables.  When  r  =-1  then  
there  is  perfect  negative  correlation  between  the  variables.  When  r  =0  then  
there  is  no  relationship.  In  US  Dollar  and  AUD  coefficient  of  correlation  is  
o.9  then  positive  high  degree  of  correlation. 
 
 
CONCLUSIONS 
HEDGING  is  technique  designed  to  reduce  or  eliminate  financial  risk.  Hedging  
is  the  calculated  installation  of  protection  and  insurance  into  a  portfolio  in  
order  to  offset  any  unfavorable  moves.  Cross  hedging  is  also  useful  in  option  
trading  market.  Using  this  technique,  some  suitable  results  are  find  out,  when  
a  trader  need  a  particular  currency  for  hedging  but  in  the  market  that  currency  
is  not  available  then  trader  use  cross  hedging  means  they  can  use  another  
currency  that  is  positive  correlated  with  required  currency.  And  on  buying  that  
currency  it  reduces  risk. 
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