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Dual Discretion Model of Dynamic Hedging with Option:
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Abstract: Since the financial market has the nature of variability investors should always dynamically adjust their hedging strate—
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gy accordingly so as to make sure the risk of portfolio price fluctuation can be hedged. Yet as the traditional static hedging with
option will not meet this requirement it is desirable to establish dynamic hedging with option model to obtain the optimal dynamic
option positions. Therefore investors should dynamically make relocation by referring to the positions generated by the estab—
lished model in order to minimize the risk. However investors should pay premium to call option and hedging namely investors
must bear the cost when they want to minimize the risk. In this case the investors will face one problem that whether the invest—
ment is cost-effective or not. Moreover to buy European long put option will mitigate the risk of spot price dropping. European
style option can only be exercised at the expiry date. Investors will not have to hold the option until the expiry date. Then another
problem for investors is how to select the most profitable timing to exit the investment.

This paper puts forward the criteria of exiting investment and making adjustment to the existing problems caused the traditional
strategy hedging with option such as missing the best opportunity to exit investment or too frequent relocation makings. It further
optimizes the traditional strategy of hedging with option. The optimal dynamic hedging model is established on the basis of VaR
( value at risk) by fulfilling the conditions of enough budgets anticipated profit and good positions. Traditional dynamic hedging
strategy is formed. Hence the risk and cost will be uniformly measured based on economic value of risk. Furthermore the strat—
egy of hedging with option will be adjusted accordingly under the dual discretion criterion of exiting investment and relocation by
using end4erm performance evaluation. How to select the timing to exit investment during investment period will be another prob—
lem for dynamic hedging with option.

The result shows that the cease of discretion rules will provide the reference timing to exit investment. Discretion criterion of relo—
cation will decrease the cost of relocation by reducing the unnecessary relocation makings. Defects caused by the traditional dy—
namic hedging with option strategy are explored by comparisons. Hedging with option based on dual discretion is proved to be
more effective. 7 proposed reference timings to exit investment makes a higher profit and the profit is increased when discretion
criterion is applied.

Optimal hedging model which takes dual-discretion into consideration improved the single-discretion in traditional model. It pro—
poses a more effective strategy in risk control. More importantly it has more significance in practice when investors are making
their decisions.

Keywords: dynamic option hedging; cease of discretion rules; discretion rules of relocation; value at risk; economic value
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