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E(R)=) P-r,
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Stock Returns
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Volatility Strategy Returns
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Comparison of Normal, Negatively Skewed, and Fat-Tailed Distributions

== Normal Distribution (Skewness = 0)
—— Negatively Skewed Distribution (Skewness is negative)
— Fat-Tailed Distribution (Kurtosis is greater than normal)
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SUMMARY STATISTICS OF ANNUAL TOTAL
RETURNS FROM 1926 TO 2009
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The Empirical Distribution of Annual Returns for U.S. Large stocks (S&P 500), Small Stocks,
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Settlement of the contract

Mr. Smith enters the
forward contract

>

Mr. Smith pays: -1'655'000 USD
He receives: +1'000'000 EUR

(Settlement Date): 3 Liziwy! fo,5 e Aadall Juloms

by o Ao uLA c 9092 g}ﬂ)yj.b1.70 dl é).e«.” ‘3‘9{94.“ Lo 3)‘9_.4’_” -JO SNV " ta_'b‘ ‘.31

N&odﬁi@j)ﬁd}#&&d&ﬁi@qm4)Y3:1.655 92 J81 paug gyeudl gl ¥

NEPOR

931655 puny ¥ (Bylus S Cepose ded O3 < 9392 S ¥551.60 J) byl yae pnaiesl 13)

Boadl @ JBT yan 03], iSay Laiyy 993 ST

800.00

600.00

400.00

200.00

0.00

-200.00

-400.00

-600.00

-800.00

Payoff of the forward at maturity

Payoff profile of a long forward on the SMI

Forward info:
Purchase date:
April 6
Maturity date:
June 17t
Forward price
on purchase

2 8 8 8 872 8 8 8 8 8date
e I e o B

Value of the SMI at maturity of the forward

SMI spot price
on purchase
date:

CHF 7650
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Payoff profile of a short forward on the SMI )
Forward info:

800.00 Purchase date:
April 6
Maturity date:
June 17t
Forward price
on purchase
date:

CHF 7546
SMI spot price
on purchase
date:

Value of the SMI at maturity of the forward CHF 7650

Payoff of the forward at maturity
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Payoff profile of a perfect hedge of the SMI
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S g
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Japan 94% 6% Japan 31% 69%

The dominant risk in foreign stock A large fraction of the risk of
markets is local asset return foreign bonds is due to exchange
volatility. rate variability!
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