CASE 4: Hedging Risk with Put Options
Harry Rockefeller purchased one share of Dell Computer stock for $94.25 in June of 1998.  Harry is worred about the stock price falling and would like to buy some Euporean puts, which expire in 145 days (November 22, 1998), for %.25/put.

OBJECTIVE
Create a model based on the worst-case/best-case scenario for the return earned on Harry’s portfolio during the 145 day period.  Also, analyze the change in earnings if Harry buys 100 shares instead of one.

SPREADSHEET MODEL

The decision variable in the model is the number of puts that Harry should purchase.  The  model was create using the following:

1. Enter all inputs and values (trial) for the stock price and number of puts purchased.

2. Calculate the formulas

a. Amount Invested (this tells us the total amount of one share, using June’s price plus the cost of the puts)

b. Amount Received (when Harry sells his share of stock at the going price in November, he will exercise his put option if the price of the share is below $80.  You need an IF statement to reflect this)

c. Return (this will be formatted as a percentage)

	Inputs
	
	
	
	
	
	

	Current price of Stock
	$94.25
	
	
	

	Price per put
	$5.25
	
	
	

	Exercise price
	$80.00
	
	
	

	
	
	
	
	

	Decision Variable
	
	
	
	

	Number of Puts to Purchase
	3
	
	
	

	
	
	
	
	

	Model of portfolio return
	
	
	
	

	Amount invested
	$110.00
	
	
	

	Future stock price (trial value)
	$60.00
	
	
	
	
	

	Amount received from stock
	$60.00
	
	
	
	
	

	Amount received from puts
	$60.00
	
	
	
	
	

	Total Amount Received
	$120.00
	
	
	
	
	

	Return
	9.09%
	
	
	
	
	


The above model shows a return of 9.09%, which is the result of the number of puts purchases and the future price of the stock.  A two-way data table was created to determine the portfolio return for each stock price between $40 and $150 and each number of puts from 0 to 5.

ANALYSIS

	Worst and Best Case returns from data table below for each number or puts purchased

	Number of Puts
	0.00%
	1
	2
	3
	4
	5

	Worst Return
	-57.56%
	-19.60%
	-23.63%
	-27.27%
	-30.59%
	-33.61%

	Best Return
	59.15%
	50.75%
	43.20%
	45.45%
	73.54%
	99.17%


If Harry buys not puts he incurs a 57.56% loss, however, in the best case scenario if Harry buys 5 puts he incurs 99.17% gain.

RECOMMENDATION
The model does not give us a clear answer as to how many puts Harry should purchase.  There is still the uncertainty of the stock market to consider, as well as Harry’s own feelings on how much risk he is willing to accept.

Range Names Used:�CurrPrice - B4�Putprice - B5�ExerPrice - B6�NumPuts - B9�AmtInvested - B12�FutPrice - B13�AmtReceived - B16�Return - B17








