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Empirical Hedging Performance of Index Options: SPX and TXO
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Abstract

Hedging performance for index options on SPX in US and TXO in Taiwan is empirically
studied in this paper. Daily hedging costs include transaction costs and taxes. Profit and loss (P/L)
and Sharpe ratio are employed to measure the hedging performance. Focusing on elimination of
the market price risk and volatility risk, tested hedging strategies include the delta hedging, an
adjusted delta hedging, and the delta-gamma hedging, possibly combined with three volatility
estimations from the historical volatility, the instantaneous volatility, and the implied volatility. In
particular, the instantaneous volatility is estimated by a new nonparametric method; namely, the
(corrected) Fourier transform method. It is worth noting that these hedging strategies and volatility
estimations do not depend on any specific model of volatility dynamics. Hence the proposed
hedging mechanisms are robust. Our finding documents that hedging performances in SPX and

TXO are significantly different and the volatility risk in TXO is higher than SPX.

Keywords: model-free hedging strategies, nonparametric volatility estimation, (corrected) Fourier

transform method
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(b HE
58
i U RN S JRE S B (=
Panel A: ‘3R CHralf
Delta 19233.48%** 19372.26 19175.65%**
Adjusted Delta 19314.67%** 19401.42 19331.53***
Delta-Gamma 19827.43 19656.75%** 19733.44%**

Panel B: E 58]

Delta 0.39327#:%* 0.3961 0.3918%**
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