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Option Market Sim User’s Guide 

To view full screen in Adobe Acrobat, hold 

down  the control key on your keyboard and tap 

the L key (Ctrl + L).  

Think you can beat the options market?  

First, make sure you can beat the option 

market simulator.  

Welcome to the Option Market Simulatorð 

OptionMarketSim. 

The simulator makes it easy for you to explore and 

develop option-trading strategies. In a few minutes, 

you can discover how much money a given strategy 

might makeð or lose. You can keep trying different 

strategies until you find the one that works best for 

you.  

The simulator lets you use the learning technique we 

always find most effective: trial and error. Unlike the 

market itself, the simulator lets you learn without 

putting your money at risk. Unlike playing the real 

market with play money, the simulator lets you see 

the results of months of trading in a few minutes. 

After a few hours of exploring trading with the 

simulator, you may feel like youôre ready to start 

your own hedge fund.  

To see the kinds of simulations you can run with the 

simulator, if you havenôt done so already, download 

and run the free hedge-fund marketing demo files 

from  

http://www.futureofhedgefundmarketing.com/downl

oad_and_save_all_files . The demo uses the 

configuration of the simulator designed for 

marketing presentations. It shows how a hedge fund 

might buy and sell calls and puts and manage its 

positions under different market conditions.  

After you get an idea from the demo of what kinds 

of simulations you can run, this userôs guide will 

show you how to run them. The userôs guide 

augments the information conveyed in the demo. If 

the userôs guide leaves you with questions about 

how to run trading simulations, review the demo. 

You even can run the demo and the simulator 

simultaneously.  

After you watch the demo, go to 

http://www.optionmarketsim.com/download_and_sa

ve_all_files_in_folder_near_C_drive  

One by one, save all files to the same folder on your 

computer. Save files to a location near your root or 

C: drive or on your desktop.  

If you bury the files deep within your hierarchy of 

folders, the .exe will not run. You will get an error 

message that says something about a problem with 

an .INI file and Pathname. 

The simulator runs only on Windows. It requires a 

minimum screen resolution of 1024 x 768 pixels.  

http://www.futureofhedgefundmarketing.com/download_and_save_all_files
http://www.futureofhedgefundmarketing.com/download_and_save_all_files
http://www.optionmarketsim.com/download_and_save_all_files_in_folder_near_C_drive
http://www.optionmarketsim.com/download_and_save_all_files_in_folder_near_C_drive
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If, when you try to open a file, you get an error 

message, chances are youôve saved the files to a 

location too far away from your C: drive. If, when 

you try to save a file, you get an error message, 

chances are youôre trying to save the file to a 

location too far away from your C: drive.  

The softwareôs open file and close file capabilities are 

limited to combinations of file path and names that 

contain a maximum of 126 characters.  

Also, if you try to open a file that is already open in 

another application, you will get an error message. If 

you try to open a file that is selected in another 

application, you may get an error message. 
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Browse to the folder into which you saved all the 

simulation files. 

Double click the file [OptionMarketSim.exe].  
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The simulations adapt to the size and shape of your 

computer screen. Drag the vertical yellow bar as far 

to the right as it will go. Drag the horizontal yellow 

bar as far down as it will go.  

If youôre going to be running a saved simulation 

and you want the rehearsal or presentation script 

to appear at the bottom of the screen, turn on the 

button labeled [At bottom of live areaé.].  

To advance, click [Execute]… 

Throughout your interaction with the simulator, 

moving forward is a two-step process. 

To see the results of your commands, click 

[Execute].  
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then [Record].  

To make the results of the command permanent, 

click [Record]. 

Record always brings you back to the main menu.  
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To set up initial conditions for simulations, 

bring in current market data.  

The simulator allows you to buy and sell European-

style puts and calls that have different strike prices 

and times to expiration. All the puts and calls are 

on the same underlying stock or index. (Future 

versions of the simulator will add American-style 

options.) 

To set up initial conditions, you bring into the 

simulator: 

> Option prices for all the options and LEAPS in an 

option chain,  

> U. S. Federal Reserve yield curve data, and 

> The underlyingôs historical prices.  

Examples of these files are included with the 

simulatorôs download files. If you like, you can use 

those. The following section of the userôs manual 

shows you how to download data files for the 

options in which youôre interested.  
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Where to get the data you need . How to 

download it.  

To download a file of option-chain prices, go to the 

CBOE web site 

http://cboe.com/DelayedQuote/QuoteTableDownloa

d.aspx .  

Type in the underlyingôs trading symbol and click 

[Download]. In this userôs manual, weôll be using 

the Russell 2000 index, RUT, as an example.  

http://cboe.com/DelayedQuote/QuoteTableDownload.aspx
http://cboe.com/DelayedQuote/QuoteTableDownload.aspx
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Click [Save].  
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Browse to the folder where youôre going to keep 

your simulation data. Give the file a name that you 

will recognize. Preserve the .dat file extension. 

Save the file.  
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To obtain a file of historical prices for the 

underlying, go to http://finance.yahoo.com .  

Type in the symbol of the underlying. (At Yahoo, 

index symbols are preceded by a ^.)  

Click [Get Quotes].  

http://finance.yahoo.com/
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Click [Historical Prices].  
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Scroll to the bottom of the screen. Click [Download 

to Spreadsheet].  
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Click [Save].  
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Browse to the folder where youôre going to keep 

your simulation data. Give the file a name that you 

will recognize. Preserve the .csv file extension. 

Save the file.  
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Calculate implied volatilities for all options in 

the chain.  

Now youôre ready to calculate implied volatilities for 

all the options in a chain. Click [Option Chain I 

Vols].  
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Click [Calculate and import option-chain implied 

volatilities.]  

 

The simulator includes an option-chain implied 

volatility calculator.  

Click [Open Option Chain I Vol Calculator].  
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On the far right, click [CBOE File].  

 

Navigate to the CBOE.dat file that you saved.  

Open it.  
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If youôre on-line, to obtain Federal Reserve H.15 

yield-curve data, click [Get Fed Data]. 

If you prefer to download an H.15 file manually, to 

do so, go to 

http://www.federalreserve.gov/releases/h15/Updat

e/h15upd.txt . Save the file to the same location 

where you keep your other simulation data files. 

Make certain that it is a .txt file that you download. 

The simulator cannot read data in other formats. 

If youôve saved an H.15 file earlier, you can open it 

instead of downloading a new one.  

http://www.federalreserve.gov/releases/h15/Update/h15upd.txt
http://www.federalreserve.gov/releases/h15/Update/h15upd.txt
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After you click [Get Fed Data], you may have to tell 

your Internet security software to allow the 

calculator to access the Fed data.  

 

To see the interest rates that the calculator 

imported, scroll to the bottom of the report.  
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In the Fed Data column of the calculator, click 

[OK]. 
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The calculator prompts you to save the H.15 file 

locally. Do so. Soon youôll need to import this same 

file into the simulator.  

If here or anywhere else, when you try to save a 

file, you get an error message, chances are youôve 

given the file too long a name or youôre trying to 

save the file farther away from the C: drive of your 

computer than this software can cope with. The 

softwareôs open file and close file capabilities are 

limited to combinations of file path and names that 

contain a maximum of 126 characters.  

Also, if you try to open a file that is already open in 

another application, you will get an error message. 

If you try to open a file that is selected in another 

application, you may get an error message.  



22 

 

At the top left, specify whether the options in the 

chain are American-style or European style.  

Even though the simulator treats all options as if 

they are European style, you can bring in and work 

with implied volatilities of American-style options. 

In effect, the simulator transforms American-style 

options to European style.  

Also at the top left, choose an option-valuation 

model. The Black-Scholes-Merton model is accurate 

only for European-style options (options that may 

be exercised only at the time of their maturity or 

expiration).  

Click [Marlow Negative Imp Vols]. For an 

explanation of how the simulator uses ñNegativeò 

implied volatility, click [?]. To make the explanation 

go away, click [?] again. 
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To test for data and logical integrity, on the right 

click one of the options. In the example, we click 

[30 2007 Sep 810.00].  
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If everything is in order, the calculator will fill in the 

required data fields and calculate implied volatilities 

for this strike price and time to expiration. It will 

calculate implied volatilities for call bid, call bid-ask 

average, call ask, put bid, put bid-ask average and 

put ask prices.  

If the calculator produces any negative implied 

volatilities, you will see that the corresponding 

market price of the option is lower than theoretical 

price would be if the volatility estimate for the 

underlying were zero.  
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If (and only if) the underlying pays lumpy 

dividends, click [Display Div Schedule].  

Enter estimates of future dividends as a percentage 

of asset price.  

Click [For optionôs time to exp, calculate present 

value of dividend stream]. 

(If you have not successfully tested an option 

before you enter the dividends, clicking this button 

will produce error messages.) 
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The present value of the dividend stream will 

appear in the dividend present value field.  

Click [Close Dividend Schedule]. 

If, instead of paying lumpy dividends, the 

underlying pays a dividend yield, click [Enter Div 

Yield]. Type the continuous dividend yield into the 

field at the bottom of the dividends column of the 

calculator. 
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If a single option tested successfully, at top right, 

click [Run All].  
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The calculator calculates implied volatilities for all 

the options in the chain. It prompts you to save the 

results as a .csv (comma-separated values) file. 

Save it with your other simulator data.  
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To close the option-chain implied volatility 

calculator, click [Close I Vol Calculator]. 
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Import the implied volatilities.  

To import the option-chain implied-volatility file into 

the simulator, click [Execute].  
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Browse to the option-chain implied volatility file you 

wish to open.  

Open it.  
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For every option in the chain, the simulator displays 

its days to expiration, strike price, ratio of strike 

price to underlyingôs current price, bid-price 

volatility, bid-ask-average price volatility and ask-

price volatility.  

For those options whose market prices were less 

than the theoretical prices would be with zero 

volatility, the simulator displays ñnegativeò 

volatilities.  

To make these implied volatilities the active implied 

volatilities in the simulator, click [Record].  

The simulator import s implied volatilities, not  

option prices.  

You might have noticed that the simulator does not 

import option prices. It imports implied volatilities 

and calculates option prices from the implied 

volatilities.  

As the price of the underlying changes over time, 

the simulator uses the ratio of the strike price to 

the price of the underlying to adjust strike prices 

relative to the price of the underlying, adjust 

implied volatilities and calculate new option prices.  

Whenever you import and record a new option-

chain implied volatility file, it rules. As time passes, 

the simulator modifies it.  
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Import Federal Reserve yield - curve data.  

To import yield-curve data for the risk-free rate, 

click [Risk-free Rate]. 

Click [Import and use Federal Reserve yield-curve 

data]. 
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If you want to obtain the data via the Internet from 

the Fed, select that button.  

If you want to open the file you saved locally with 

the option-chain implied volatility calculator, select 

the [Import local Fed H.15é] button.  

Click [Execute]. 
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To open a local H.15 Release, browse to it and open 

it.  
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The simulator displays the yield-curve data it will 

use to calculate option values.  

A calculator appears with which, if you wish, you 

can calculate simple and geometric risk-free rates 

for the time horizons of your choice.  

Click [Record].  
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Import underlying’s historical prices from 

which simulator will calculate historical 

volatilities.  

To import the file of historical prices that you 

downloaded from Yahoo, click [Hist Prices, Vol].  

Click [Import and use historical pricesé.]. 
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When you imported the file of option-chain 

volatilities, the simulator noted the longest time to 

expiration of the longest-dated option. It put that 

number of days in the field at top left of this 

screen.  

If you accept that default, when it imports historical 

price data, the simulator will reach that far back.  

If you put some other number of days or years in 

that field, youôre on your own.  

Click [Execute].  
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Browse to the file of historical prices that you 

downloaded from Yahoo.  

Make sure you open a file of historical prices. 

Opening any other type of file may cause the 

software to crash.  

Open the file.  
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The simulator calculates historical volatilities and 

geometric rates of return for a range of reach-back 

periods from a few days up to a reach-back period 

of the number of days in the field at top right.  

If you like, you can export these calculations as a 

.csv file. To do so, click [Export].  

Click [Record].  
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Analyze implied v olatilities against realized 

volatilities in implied - volatility display engine.  

Once youôve calculated option-chain implied 

volatilities and historical volatilities, you can 

analyze them visually.  

Click [Display Chain Vols].  

Click [Execute].  
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The implied-volatility display engine makes it easy 

to compare implied volatilities for puts and calls of 

different strike prices and of different times to 

expiration.  

On the left, the volatility smiles for puts and calls of 

a particular time to expiration appear. The red knob 

and highlight band on the right tell you the time to 

expiration of the optionsô whose implied volatilities 

are displayed on the left. In the illustration, on the 

left, we are looking at the implied volatilities of 

options with 36.3 days to expiration.  

The dollar amounts at bottom left are the strike 

prices of the different options. The ratios at top left 

are the ratios of the strike price to the current price 

of the underlying. In our example simulation, the 

current asset price is $776.70. Hence, at $777, the 

ratio of strike price to current asset price is 1.0.  

To see volatility smiles for different times to 

expiration, use the arrow keys on your keyboard or 

drag the red knob back and forth.  

To be able to use arrow keys to move the knob, 

first click the top of the displayôs frame. Also, to 

keep the display from disappearing when you click 

on the simulatorôs main display, click the displayôs 

top frame.  
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In the illustration above, the red knob is at 140.3 

days. The implied volatilities on the left are for 

options that expire in 140.3.  

On the right is the term structure of volatility. It 

shows how implied volatility varies with optionsô 

times to expiration. If effect, the smiles on the left 

are slices or transections of the graphs on the right.  

You may have seen volatility surfaces. The implied-

volatility display engine displays the same 

information but with multiple two-dimensional 

images instead of one three-dimensional image. A 

volatility surface cannot simultaneously display well 

implied volatilities for call-bid, call-ask, put-bid and 

put-ask prices.  

The yellow dot on the left is the realized or 

historical volatility for a reach-back period equal to 

the optionsô time to expiration. In the illustration, 

the yellow dot shows the realized volatility for a 

reach-back period of 140.3 days to be around 

18.3%.  

The yellow line on the right shows the realized 

volatilities for the range of reach-back periods that 

the simulator calculated earlier.  

If you want any display graph line to come to the 

fore, mouse over its button. If you want a graph 

line to appear or disappear, click its button.  
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To move the yellow indicator line and its call-out 

box up and down, drag the call-out box.  

To make the implied-volatility display engine 

appear and disappear, click its icon at bottom right 

of the main display.  

Whenever you make the display engine reappear, 

click its top frame to keep it from disappearing.  

To see how you can use the implied-volatility 

display engine to analyze options and make trading 

decisions, if you havenôt done so already, watch the 

free hedge-fund marketing demo 

http://www.optionmarketsim.com .  

Click [Record].  

http://www.optionmarketsim.com/
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As realized vol atility changes, how do you 

want implied volatilities to change?  

We imported implied volatilities for the entire 

option chain. The simulator will use those implied 

volatilities to price options before any time elapses. 

But as time passes, we can expect implied 

volatilities to change. If realized volatility goes up, 

we might reasonably expect all the implied 

volatilities to go up. Likewise, if realized volatility 

goes down, we might expect all implied volatilities 

to go down.  

To model or simulate how the market prices of 

options change, we have to model how implied 

volatilities might change as realized volatilities 

change. The simulator uses a simple approach: As 

the realized volatility for a specified reach-back 

period moves up and down, all the implied 

volatilities move up and down by the same amount.  

You have to decide how long a reach-back period 

you want to use to govern how implied volatilities 

evolve relative to realized volatilities. The shorter 

the reach-back period you specify, the more 

sensitive the evolution of implied volatilities will be 

to changes in realized volatility. The longer the 

reach-back period you specify, the less sensitive 

the evolution of implied volatilities will be.  
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In the userôs guide example, if we look at the 

volatility smiles and term structure  of volatility for 

a reach-back period of 36.3 days, we see a 

relationship between realized volatility and volatility 

smiles that one might call reasonableð maybe 

even normal. For at-the-money calls, implied 

volatility is slightly higher than realized volatility. 

For at-the-money puts, implied volatility is about 

5% points higher than realized volatility.  

On the right, we see how stable realized volatility is 

for reach-back periods of different lengths. A reach-

back period of 36.3 days is in a steep part of the 

curve, but not in a jagged part of the curve.  

In the trading weôre going to be simulating in the 

userôs guide examples, the longest trades weôre 

likely to make will be in the vicinity of 36.3 days. 

Hence, for those purposes, using a reach-back 

period of 36 days to govern how implied volatilities 

evolve is a reasonable choice. We use a whole 

number of days because one cannot directly 

calculate realized volatility for fractional days from 

daily prices.  

As you look at the option-chain implied volatilities 

for the data you import and as you think through 

the simulations youôre going to be running, you 

may want to make a different choice. If youôve 

researched how implied volatility changes as 
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realized volatility changes, you may want to take 

into account what youôve learned.  

A shortcoming of simply letting implied volatilities 

float up and down is that the shape of the term-

structure of implied-volatility remains the same. A 

better way to model how the term structure of 

implied volatility might evolve might be to adapt 

models that simulate how the term structure of 

interest rates might evolve. Some of those models 

are easy enough to program, but calibrating them 

to market data requires data and data manipulation 

techniques that are beyond the scope of this 

simulator. If you have a formula for how implied 

volatilities change as realized vol changes that you 

would prefer to use and a way to calibrate its initial 

conditions to market data, I can plug your formula 

into the software for you. 
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Click on the option-chain implied volatility display 

engineôs top frame. Drag the engine to the left.  

Click [Evolve Imp Vols].  
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Type in the number of days in the realized-volatility 

reach-back period you wish to use to govern how 

implied volatilities evolve as realized volatility 

changes.  

Click [Execute]. 

Click [Record].  
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To simulate the trading you want to do, h ow 

many worlds do you need in your trading 

u niverse ?  

When you ran the free hedge-fund marketing demo 

www.futureofhedgefundmarketing.com, you saw a 

trading universe divided into seven trading worlds. 

Each different time to expiration requires its own 

world. To make things easier to see, you can 

establish more than one world for a given time to 

expiration.  

The more worlds you establish, the smaller 

everything is. The fewer worlds you establish, the 

more things pile up on top of one another. You can 

create a maximum of eight trading world.  

If youôre going to do something simple like buy or 

sell a straddle and donôt plan on making any 

interventions before the options expire, one or two 

worlds might be enough. If youôre going to take 

complex positions and manage them closely, you 

might want to set up seven or eight worlds.  

To initialize the trading universe, click [Initiate Universe]. 

Type in the number of worlds you wish to create.  

Type in the number of trading hours into which you 

want the simulated trading day divided. For each 

ñhour,ò the simulator recalculates and graphs all 

position values.  

If youôre going to be buying and selling LEAPS and 

planning on making few interventions, you may 

want to specify only one trading ñhourò per day. If 

you want to simulate day trading, you may want to 

specify many more ñhoursò per trading day.  

The simulator makes all calculations on the basis of 

a 252-day trading year. You cannot change this 

number.  

Click [Execute]. 

http://www.futureofhedgefundmarketing.com/
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The simulator divides the universe into the number 

of worlds you specify plus one world at the bottom 

that it will use to graph aggregate position values.  

Click [Record].  
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What is the longest time to expiration with 

which you’re going to want to work? 

Different traders tend work with different ranges of 

times to expiration. The first time to expiration you 

set up is the longest one with which you might 

want to work.  

 

 

Click [Longest Expiry].  

To make the option-chain implied volatility display 

engine appear, click its icon at bottom right. Click 

its top frame. Drag it down the screen.  
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In World  

To indicate in which world you want the simulator 

to draw the longest expiry, you can type the 

number in the field or you can click the screen in 

that world. Click somewhere to the left of the stack 

of buttons on the right. Click above the world at the 

bottom of the screen. Click in the top world. See if 

1 appears in the in-world field.  

Current Price of Underlying  

When you import the option-chain implied 

volatilities, the simulator automatically fills in the 

current price of the underlying.  

Highest Ann Vol  

Whatever percentage you enter into the Highest 

Ann Vol field, the simulator will use to scale price 

axes and probability distributions. In our example, 

the highest at-the-money implied volatility is for 

options that have 16.3 days until expiration. It is 

around 30%. In the example, we use an annual 

volatility of 30% to scale everything.  

Start Sim ____ Pixels from Left  

You can control how far from the left edge of the 

screen the longest expiry begins. One hundred 

pixels usually works well.  
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Trading Hours to Longest Expiry  

When you import the option-chain implied volatilities, 

the simulator fills in the number of hours and partial 

hours remaining in the trading day from which the 

implied-volatility data was taken. If you wish to 

synch your trading simulation with the market data, 

leave this field as is. The first time it simulates price 

paths, the simulator will use up any partial hour.  

Trading Days to Longest Expiry  

Type in the number of whole days in the longest 

time-to expiry youôre going to want to trade. In the 

example, the longest time to expiration of the 

options weôll be trading is 36.3 days. Hence, in the 

example, we enter 36 in the days field.  

Stop sim ____ pixels from right  

You can control how close the expiry axis is drawn to 

the right edge of your computer screen. Oft times 

position elements appear to the right of the axis. 

They are often over 200 pixels wide. Hence 245 

works well in this field.  

Largest Expected Position, Net Positio n or 

Portfolio Value  

As you saw in the hedge-fund marketing demo 

www.futureofhedgefundmarketing.com , the 

simulator graphs the value of each position and the 

net value of your trading portfolio. Type in here the 

largest value you expect any of those positions to 

reach. The value you enter will determine the scale 

and labels of the graphs.  

http://www.futureofhedgefundmarketing.com/
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To make the implied-volatility display disappear, click 

its icon.  

Click [Execute].  

If you wish to change anything, click [Blot]. Make 

the changes. Click [Execute] again.  

When everything is as you wish, click [Record].  

If your screen looks a little different than the 

screen in the example, it looks different because, in 

the beginning, you dragged the yellow bars to 

different dimensions than we did for the userôs 

guide example. The user-guide example is scaled 

primarily for easy viewing in a browser window.  
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Add New Expiry  

Click [Add New Expiry].  
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Here, in world two, weôre going to add an expiry 

with the same time to expiration as our longest 

expiry.  

Click in world two to the left of the interactive stack 

on the right.  

In the Days field, type 36.  

Click [Execute].  
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If you wish to make any changes, click [Blot]. Make 

the changes. Click [Execute] again. 

Click [Record].  
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Add two expiries that have 16 whole days until 

expiration.  
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Simulate Preliminary Prices  

The simulation of preliminary prices is purely 

cosmetic. In some situations, cosmetics matter.  

Click [Sim Prelim Prices].  

Click [Sim preliminary prices from forecast].  
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In Worlds  

Whenever you bring up some commands, the 

simulator guesses in which worlds you want the 

command to take place. When it guesses wrong, 

turn on or off the buttons for the worlds that are 

wrong. In the example, the simulator will simulate 

potential preliminary price paths in worlds one, 

two, three, four and six.  

Forecast Av Ret  

Because preliminary prices are purely cosmetic, you 

can enter whatever forecast you think will draw the 

price path you want to illustrate. If you want to 

draw a price path coming down dramatically, enter 

a large negative number. Here we enter -400%.  

Forecast Volatility  

Type in a forecast volatility that will draw the 

potential price path you want. In the example, 

because recent short-term volatility has been 

around 30% we enter 30%.  

Click [Execute].  
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Lock Random Seed repeats same sequence of 

price - path perturbations.  

You probably have no reason to use lock random 

seed  here. If you like, you can play with it and see 

what it does.  

Click [Lock Random Seed].  

Double forecast volatility to 60%.  

Click [Execute].  
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With random seed locked, you get the same 

sequence of random perturbations but the 

magnitude of the price movements reflects the 

forecast average return and volatility.  

Obtain the preliminary price path you want.  

Click [Unlock Random Seed].  

If ever the simulator appears to acting really, really 

weird, it may be because you inadvertently have 

left lock random seed turned on.  

Click [Record].  
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Your Forecast: What  is  it ? What does it look 

like?  

In the trading demo 

www.futureofhedgefundmarketing.com , you saw 

one way to approach option trading: Formulate 

superior forecasts over different time horizons. 

Exploit differences between those forecasts and the 

forecasts implied in optionsô market prices.  

To support that approach, the simulator allows you 

to draw your forecast as a bell-shaped curve and as 

probability bands or cones. For a given trading 

horizon, your forecast consists of estimates of 

forecast average return and volatility.  

http://www.futureofhedgefundmarketing.com/
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Click [Your Forecast]. 

Click the implied-volatility display icon.  
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In worlds  

Turn on the worlds in which you wish to draw your 

forecast. 

Forecast Av Ret and Volatility  

Letôs say that, over your trading horizon, you think 

the RUT will come back from its recent decline. You 

enter an annualized forecast average return of 

20%.  

You think volatility over your trading horizon will be 

near the 25% realized volatility over the last 36 

days. For forecast volatility, you enter 25%.  

Solid PD or Outline PD  

You can draw your forecast as either a solid or an 

outline probability distribution. In all the examples, 

the traderôs forecast is drawn as a solid probability 

distribution. Forecasts implied by market prices are 

drawn as outline probability distributions.  

Std Devs or Deciles  

You can divide solid probability distributions into 

either standard deviations or deciles (tenths). 

Choose.  

Label PD  

You can label the breakpoints of the standard 

deviations or deciles or not. Choose.  

Execute  

Click the implied-volatility displayôs icon to make it 

disappear.  

Click [Execute].  
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When you draw your forecast as standard 

deviations and label them, the bell-shaped curves 

are marked off in standard deviations. In our 

example, the middle of the forecast for a 16.3-day 

horizon is $785.22. Other prices mark off one, two 

and three standard deviations up and one, two and 

three standard deviations down. 

Going down, this bell-shaped curve tells us that, 

according to our forecast, at the end of 16.3 days, 

there's  

a 50% chance that the RUT will be below $785.22;  

a 16% probability that it will be below $736.86; 

a 2.5% probability that it will be below $691.48; 

and  

less than 2 chances in a 1,000 that the price will be 

below $648.89. 

To see what forecasts divided into deciles look like, 

click [Blot].  

Change Std Devs to Deciles.  

Click [Execute].  
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When you divide probability distributions into 

deciles, thereôs one chance in ten that the 

underlying will finish the trading horizon in any 

particular band. We canôt label the top or bottom 

end of the probability distributions with decile 

markers because probability distributions trail off 

into infinity going up and negative infinity going 

down. (When your investment earns a geometric 

rate of return of negative infinity, you lose all your 

money.) In the simulations, we draw probability 

distributions out to three standard deviations. That 

range encompasses 99.73% of likely outcomes.  

Click [Record].  
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Probability Bands  

Click [Probability Bands]. 
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In worlds  

Turn on the worlds in which you wish to draw the 

bands. 

Forecast Av Ret and Volatility  

For the bands you wish to draw, enter the forecast 

average return and volatility.  

Std Devs or Deciles  

Choose standard deviations or deciles. You 

probably want to use the one you used to draw the 

bell-shaped curves.  

Label PD  

When you draw probability bands, the bands draw 

over the labels of the bell-shaped curves. If you 

wish to redraw those labels, turn on this button.  

Execute  

Click [Execute].  
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The probability bands show where you expect the 

price of the underlying to be during optionsô times 

to expiration. Where the probability bands meet the 

expiration axes, they map out the same zones that 

the bell-shaped curves map out. If effect, the 

probability bands show how the wave front of the 

bell-shaped curves expand through time.  

The bands widen rapidly initially and then less 

rapidly. They do so because volatility varies with 

the square root of time.  

Record  

Click [Record]. 
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How to buy low and sell high  

In modern financial theory, every forecast is a 

probability distribution. To value an investment is 

to evaluate a probability distribution. If youôve 

worked with the simulator and read the book 

Option Pricing: Black -Scholes Made Easy  by Jerry 

Marlow, you know how forecasts for underlyings 

translate into option prices. You know that the 

value of a European-style call option is the area of 

the probability distribution above the strike price. 

You know that the value of a European-style put is 

the area of the probability distribution below the 

strike price.  

If the area of your forecast above a callôs strike 

price is different from that of the forecast implied 

by the market price of the call, then you give that 

call a different value than does the marketplace. If 

youôre right and the marketplace is wrong, you can 

make money. In the trading demo at 

www.futureofhedgefundmarketing.com, you saw 

this procedure at work.  

The simulatorôs implied-volatility-curves at-k 

command lets you make these comparisons quickly 

and easily. K stands for strike price.  

I Vol Curves at K  

Click [I Vol Curves at K].  

http://www.amazon.com/exec/obidos/ASIN/0471436410/ref=nosim/blackscholesm-20
http://www.futureofhedgefundmarketing.com/
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The simulatorôs implied-volatility-curves at-k 

capability allows you to draw the bell-shaped curve 

that the bid or ask price any call or put implies. To 

use it effectively, you need to have in mind your  

forecastôs average return and volatility.  

Right now, our forecast is an average return of 

20% and a volatility of 25%. With that forecast in 

mind, we can shop for options whose implied 

forecasts differs from ours.  

To make the implied-volatility display reappear, 

click its icon.  
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Click the displayôs top frame.  

Use your keyboardôs left arrow key to navigate to 

16.3 days to expiration.  

All of the implied volatilities for puts are greater 

than the volatility of our forecast. The marketplace 

thinks all these puts are more valuable than we 

think. We can draw the difference.  

On the left, click in the gray area under the K/S 

ratio 0.9.  
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The strike price at a K/S ratio of 0.9 is roughly $699. 

In world four, letôs draw the implied forecast of the 

bid price of the put with a strike price of $700 and 

16.3 days until expiration.  

Draw in Worlds  

Turn on the worlds in which you wish to draw the 

implied forecast. Weôre going to draw the forecast 

only in world four.  

Strike  

Type in the strike price of the option whose implied 

forecast you want to draw. In our example, the 

strike price is $700.  

Which price  

Select call bid, call bid-ask average, call ask, put bid, 

put bid-ask average and/or put ask. Weôre going to 

want to sell this put. Hence we select put bid.  

Option style  

Options on the RUT index are European-style. We 

select European.  

Solid PD or Outline PD  

In the examples, we draw all implied forecasts as 

outlines. We select outline.  

Label PD  

In the examples, we label only our forecasts. We 

leave this button turned off.  

Implied - volatility display icon  

To make the implied-volatility display disappear, 

click its icon. 

Execute  

Click [Execute].  
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In world four, the simulator draws the outline bell-

shaped curve implied by the bid price of the put 

option with a strike price of $700 and 16.3 days 

until expiration. The horizontal line is drawn at the 

strike price of $700.  

The implied forecast has more area below the strike 

price than does our forecast. The marketplace 

thinks this option is more valuable than we think it 

is. We will sell lots of them to the marketplace.  

Record  

Click [Record]. 
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Trade New Option  

Click [Trade New Option].  
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In world  

Click in or type in the number of the world in which 

you wish to buy or sell the option. In the example, 

we want to trade in world 4.  

Sell or Buy  

Turn on buy or sell. We choose sell.  

Call or Put  

Turn on call or put. We choose put.  

Euro or Amer  

Turn on European-style option. Simulator is not yet 

programmed to simulate trading of American-style 

options.  

Strike  

If it is not there already, type in the strike price of 

the option you wish to buy or sell. We type in 700. 

How Many Options  

Type in the number of options (not contracts) you 

wish to buy or sell. As a preliminary number, we 

type in 1000.  

Fees: ____ plus __ __ per contract  

Type in the transaction fees you customarily pay for 

your option trades. We type in $10 plus $0.10.  

Calculate Values  

Click [Calculate Values]. 
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The simulator calculates bid and ask values for 

several measures. If you are selling options, the 

trade amount is the bid price times the number of 

options. If you are buying options, the trade 

amount is the ask price times the number of 

options.  

The simulator reports the bid-ask average value of 

the trade. In the simulatorôs mark-to-market 

accounting, positions are carried forward at their 

bid-ask average values.  

When you sell an option, the bid-ask average value 

is always higher than the trade amount. When you 

buy an option, it is always lower. Hence, in mark-

to-market accounting, every trade shows an initial 

loss. The amount of the loss depends on the 

number of options and the spread between bid and 

ask prices.  
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What if you want to trade a specific dollar 

amount of options?  

Often you may wish to trade not a specific number 

of options but a specific dollar amount of options. 

The simulator has an invisible feature that lets you 

do that.  

Letôs say you want to sell approximately $300,000 

worth of puts.  

In the trade amount field, fill in 300000. Click 

[Trade Amount]. 
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The simulator changes the number of options to the 

number that will produce the trade value closest to 

the one you specified. In our example, the 

simulator changed 1,000 options to 75,200 options 

which gives a trade value of $300,048.00.  

p < ___; p > ___  

When you watched the trading demo from 

www.futureofhedgefundmarketing.com, you saw 

how we used increases in the probability that 

options would finish in the money to limit losses 

and close out dangerous positions. Here is where 

we set the p trigger or triggers. When itôs time to 

run a simulation of potential underlying price paths, 

you can activate the triggers or not.  

In our example, based on market prices and 

implied volatilities, the probability that this option 

will finish in the money is currently somewhere 

between 0.130 and 0.136. Letôs say that, as part of 

our strategy, we will want to close this position if 

the probability of it finishing in the money roughly 

doubles to .27 or goes higher.  

http://www.futureofhedgefundmarketing.com/
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We turn on the p > button. We type in 0.27.  

Execute  

Click [Execute].  
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The position appears in the world in which you 

instructed the trade to be made. The position 

displays current summary information.  

Record  

Click [Record]. 

Mouse over p osition  

Mouse over the position.  
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When you mouse over a position, it displays a more 

detailed history of the position.  

Summary measures appear at bottom of 

screen.  

Summary measures of your aggregate position 

appear at the bottom of the screen. With only one 

position, much of that information is identical to the 

information for the one position. As your trading 

progresses, the measures at the bottom of the 

screen will track your overall position.  
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Sensitivity measures appear at  top of screen.  

At the top of the screen, measures tell you how the 

value of your long/short net position would change 

if the values of different determinants changed 

instantaneously and in isolation. You saw these 

sensitivities in use in the trading demo from 

www.futureofhedgefundmarketing.com.  

The measures show you the effect on the value of 

your long/short net position if:  

Â The price of the underlying increases or 

decreases by $1. 

Â The price of the underlying increases or 

decreases by 1%. 

Â Optionsô times to expiration decrease by one 

day.  

Â The risk-free rate increases or decreases by 1% 

point.  

Â The implied volatilities of the options increase or 

decrease by 1% point.  

Values Using Mark et Data  

The values and other measures discussed thus far 

are based on the forecasts implied by market prices 

of options. To see what those values are based on 

your forecast, mouse over or click on [Values Using 

Market Data].  

Click on [Values Using Market Data].  

http://www.futureofhedgefundmarketing.com/
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Values Using Our (your) Forecast  

Mouse over the open position.  

When you mouse over or click on Values Using 

Market Data, the simulator switches to Values 

Using Our (your) Forecast. Your forecast appears in 

the Average Return +/- 1% point and Volatility +/- 

1% point labels. The simulator takes your forecast 

to be the forecast you most recently used to draw 

either your forecast or probability bands.  

In modern financial theory and practice, to value an 

investment is to value its probability distribution. 

Since your forecast is different from the market-

equilibrium implied forecasts, your forecast gives 

your position a value different from its value under 

market data. Based on your forecast, this one trade 

produces not a mark-to-market loss of $11,365 but 

a hypothetical gain of $254,843.  
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More to come. Send your comments to 

jerrymarlow@jerrymarlow.com  

The simulator and user manual are works in 

progress. If and when I put more work into them 

depends in large part to how people respond to 

what Iôve created thus far. So email me your 

thoughts.  

I look forward to hearing from you. 

Jerry Marlow 

jerrymarlow@jerrymarlow.com 

www.jerrymarlow.com 
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