
OPTION PORTFOLIO  INVESTING  

 

Perception of Risk for Option Portfolios 
 
Investorôs perception of using derivatives is widely perceived as a risky 

investment. However, an investor can reduce his or her risk and increase 

return with the use of derivatives. The total return of an overall portfolio 

when using option portfolios outpaces the S&P 500. Throughout the 

business cycle there are peaks and troughs, which create depressed asset 

prices based on future earnings. Thus, creating an opportunity to 

diversify the portfolio during a recession and create additional return for 

an investment portfolio. When using an option portfolio, an investor 

reduces the impact of depressed asset prices due to the overall increase 

from revenue generated from the option portfolio. Further, increasing 

the overall performance of the portfolio based on the future value of the 

derivatives for the underlying equity in the portfolio.  

 

For an optimal portfolio, the excess derivative return added to the 

portfolio will be the amount in excess of the optimal portfolioôs return 

taking into consideration the premiums distance to the strike price of the 

underlying equity. Therefore, returns are based on the duration of 

premium, volatility of premium, distance to strike, and the risk of the 

underlying equity for a balanced portfolio. Depending on the duration of 

the premium and the distance to strike, an investor can increase a 

portfolioôs return based on his or her equity holdings. Each portfolio is 

different and volatility changes daily creating opportunities to add new 

positions to the portfolioôs current holdings. Further, adding the ability 

to increase the return for the portfolio due to the increase in volatility of 

the premium and the enhanced value of the premium based on the 

underlying equity within the portfolio. As discussed further, this case 

study will show the value alternative asset classes can add to a portfolio 

during different stages of the economic cycle. 

 

THIS CASE STUDY COMPARES THE PERFORMANCE OF TWO ASSET CLASSES. 

 OPTION PORTFOLIOS VS . S& P500  

 

ENHANCING MARKET RET URNS 
WITH OPTION PORTFOLI OS 

Investors can increase risk or 

decrease risk with option portfolio 

investing. Investors should assess 

his or her risk profile determining 

the appropriate use of derivatives 

before performing the trade on the 

long side or the short side of the 

market. Option Portfolios can be 

used for multiple purposes as 

alternative strategic approaches to 

the market.  
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TOTAL RETURN USING OPTION 
PORTFOLIOS 

 
Total returns for investors, when using option portfolios, exceed the 

S&P 500 from buying and holding a diversified portfolio of equities 

and hedging the positions from selling options. During a downturn in 

the markets, the revenue generated in the portfolio from a portfolio of 

options reduces the impact of the depressed equity assets in the 

portfolio.  

 

The figure seen below demonstrates a portfolio consisting of $5,000 

holding equities and selling an option portfolio. During the downturn 

in the market, the option portfolio cushioned the depressed assets and 

rebounded as the market advanced giving the portfolio enhanced 

returns which outpace the S&P 500. As of October 6, 2010, the S&P 

500 portfolio would need to increase 18.75% to match the value of the 

portfolio hedged with an option portfolio.    

 

The dividends and derivative premiums determining the portfolio 

values are not reinvested. The portfolio value size would be larger 

depending on timing, size of the premium, and when the portfolios 

were created. Therefore, the portfolio value would be larger 

amplifying the portfolio value difference between using option 

portfolios and indexing.  

 

Portfolio value based on holding the S&P 500 

 
 

 

ALTERNATIVE INVESTING GIVES INVESTORS THE ABILITY TO DIVERSIFY  RISK . 
 

 

ñReduce your Risk and Increase your Returnò 
 

Portfolio value based on holding equities and selling an option portfolio 

 
 

 

THE BENCHMARK FOR TH E INDUSTRY 

The S&P 500 is a broad measure for the market 

or market risk; which is comprised of 500 large 

cap stocks. Returns for the S&P 500 will 

exceed rates of inflation and give investors a 

real rate of return over a period of time. 

Depending on the investment style, investors 

can buy and hold or continue to add to their 

investment. This will alter the actual rate of 

return for each portfolio. Therefore, asset 

comparison sampling must be done over 

extended periods of time to value the asset class 

or investment strategy.   

  

There are multiple asset classes that may 

exceed the performance of the S&P 500 on a 

one month, three month, or one year window of 

time. However, the S&P 500 is seen as optimal 

risk. Therefore, investors add beta to the 

portfolio to increase returns through 

investments in small cap, mid cap, and 

leveraged strategies. The downside to adding 

beta to the portfolio is the pace of decline is as 

fast as the ascent.  
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HOW OPTION PORTFOLIOS WORK? 
 
 

There are multiple ways to use option portfolios when investing. Investors 

can use calls or puts and be long or short depending on the strategy an 

investor chooses to use based on his or her risk profile. Balanced option 

portfolios can be used to increase risk or reduce risk in a portfolio based on 

the underlying equity within the portfolio. Further, option investors can 

choose premiums that contain multiple different timeframes in terms of 

duration. Therefore, when using option portfolios, there are multiple 

�R�X�W�F�R�P�H�V���E�D�V�H�G���R�Q���W�K�H���X�V�H�U�¶�V���L�Q�S�X�W���� 

 

This case study compares the covered call strategy for an option portfolio. 

This is the most conservative of the three strategies that can be applied when 

using option portfolios. On a risk adjusted basis, option portfolios reduce the 

risk of holding the underlying equity based on price risk and increase the 

amount of revenue generated for the portfolio. In doing so, this method 

gives investors an increased portfolio return based on the total return of the 

portfolio.  

 

The total return of the portfolio is enhanced from the value of the premiums 

and the time depletion of the equity derivative. The time depletion of the 

option is based on the curve depending on duration of the call option. As the 

option moves towards expiration, the portfolio of options will move to a 

delta of 1 or trading 1 to 1 with the price of the stock. Therefore, increasing 

your portfolio return is based on the time factor and volatility levels of the 

option; which increases the overall return in the portfolio for investors.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

HEDGED SOLUTIONS TO 
DOWNFALLS  

During periods of time of market 

weakness and a weaker economy, 

companies will tend to miss 

earnings growth targets and have the 

potential to reduce its dividend. On 

a portfolio risk level, that is hedged, 

the impact of downfalls to the 

overall portfolio is reduced to risks 

from management decisions and 

economic conditions based on what 

events may occur during the 

economic cycle.  

ñReduce your Risk and Increase your Returnò 
 

ALTERNATIVE INVESTING GIVES INVESTORS THE ABILIT Y TO DIVERSIFY RISK . 
 

 

Potential downfalls 

of equities  

�‡���:�K�D�W���K�D�S�S�H�Q�V��
when a company in 
the portfolio misses 
its earnings? 

 

�‡���:�K�D�W���K�D�S�S�H�Q�V��
when a company in 
the portfolio reduces 
its dividend to 
investors? 
 

 

 

 
Average Returns for Earnings Surprises 
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