CASE STUDIES

ISSUE#2

OPTION PORTFOLIO INVESTING

THIS CASE STUDY COMPARES THE PERFORMANCE OF TWO ASSET CLASSES
OPTION PORTFOLIOS VS. S& P500

V& A

ENHANCING MARKET RET URNS
WITH OPTION PORTFOLI OS

Investors can increase risk or
decrease risk with option portfolio
investing Investors should aes
his or her risk profile determining
theappropriatause of derivatives
beforeperformingthe 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

Perception of Rk for Option Portfolios

Il nvestordés perception of wusing
investment. However, anvestor can reduce his or her risk and incre¢
return with the use of derivatives. The total return of an overall portf
when using option portfolios outpaces the S&P S00oughout the
business cycle there are peaks and troughs, which create édpssst
prices based on future earnings. Thus, creating an opportunity to
diversify the portfolio during a recession and create additional returr
an investment portfolio. When using an option portfolio, an investor
reduces the impact of depressed gsees due to the overall increase
from revenue generated from the option portfolio. Furtinereasing

the overall performance of the portfolio based on the future value of
derivatives for the underlying equity in the portfolio.

For an optimal pudfolio, the excesslerivativereturn added to the
portfolio wild.@l be the amount i
taking into consideration the premiums distance to the strike price o
underlying equity. Therefore, returns are based on the duration of
premium, volatility d premium,distance to strikeand the risk of the
underlying equity for a balanced portfolidbepending on the duration o
the premium and the distance to strike, an investor can increase a
portfoliobs return based ofdioifi
different and volatility canges daily creating opportunitissadd new
positors t o t he p oholdifigs.Ruitherpfaddinghe abitite n
to increase the return ftie portfolio due to the increase in volatility o
the premium and thenbanced value of the @mium based othe
underlying equitywithin the portfolia As discussed furthethis case
study will show the value alternative asset classes can add to a port
during dfferent stages of the economic cycle.
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Portfolio value based on holding the S&P 500

THE BENCHMARK FOR TH E INDUSTRY

The S&P 500 is a broad measure for the marl
or market isk; which is comprised of 500 large
cap stocksReturns for the S& 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 pfolio. Therefore, asset
comparison samplinghustbe done over
extended periods of time t@lue the asset clas
or investment strategy.

There are multiple asset classes that may
exceed the performance of the B&00 on a
one month, three month, or one year window
time. However, the S&P 500 is seen as optim
risk. Therefore, investors add beta to the
portfolio to increase returns through
investments in small cap, mid cap, and
leveraged strategies. The dowrestd adding
beta to the portfolio is the pacédecline is as
fast as the asot.

ISSUE#2

TOTAL RETURN USINGOPTION
PORTFOLIOS

Total returns for investors, when using option portfolios, exceed tr
S&P 500 from buying and holding a diversified portfolio of equities
and hedging the positions fraselling options. During a downturn in
the markets, the revenue generated in the portfolio from a portfolic
options reduces the impact of the depressed equity assets in the
portfolio.

The figure seen below demonstrates a portfolio consisting of $5,01
holding equities and sellingn option portfolio During the downturn
in the market, theption portfoliocushioned the depressed assets a
rebounded as the market advanced giving the portfolio enhanced
returnswhich out@ae the S&P 500. As o©ctober6, 2010 the S&P
500 potfolio would need to increase 18%30 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 wbaltarger
depending on timing, size of the premium, and when the portfolios
were createdT herefore, the portfolio valugvould be larger
amplifying the portfolio value difference between using option
portfolios and indexing.

$7,000.00
$6,000.00
$5,000.00
$4,000.00
$3,000.00
$2,000.00
$1,000.00
$0.00

= Options

Portfolio Value

o O
£ O
) O
N ¥

v (L
'\}\ '\;\\

Portfolio Value
$5,968.69
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Portfolio value based on holdingequities and sellingan option portfolio

ALTERNATIVE INVESTING GIVES INVESTORS THE ABILITY TO DIVERSIFY RISK.
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Potential downfalls

of equities
f :KDW KDSS
when a company in
the portfoliomisses
its earnings?

¥ :KDW KDSS
when a company in
the portfolio reduces
its dividend to
investors?

Average Returns for Earnings Surprisi

How OPTION PORTFOLIOS WORK?

There are multiple ways to use option portfolios when investing. Investo
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 optiot
portfolios can be used to increassk or reduce risk in a portfolibased 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 nwiltip
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This case studgompareghe covered call strategy for an option portfolio.
This is the most conservative of the three strategies that can be agpied
using option portfolios. On a risk adjusted basis, optiatf@as reduce the
risk of holding the underlying equity based on price risk and increase th
amount of revenue generated for the portfdhodoing so, this method
givesinvestors an increased portfolio return based on the total return of
portfolio.

The total return of the portfolio is enhanced from the value of the premit
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. A
option moves towards pkation, the portfolio of options will move to a
delta of 1 or trading 1 to 1 with the price of the stock. Therefore, increas
your portfolio return is based on the time factor and volatility legtthe
option which increases the overall return retportfolio for investors.



