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The model of hypothesis tests in the delta hedging strategy

KAZUKI YAHAGI' and KOICHI MIYAZAKIY

When the market price of an option is higher than the theoretical price of it, theoretically,
we can make profit with 100% certainty by selling the expensive option and activating the
delta-hedging strategy. However, in reality, we sometimes lose in the option trade. In this
research, we clarify why such a counter intuitive situation occurs based on our simulation
model and hypothesis tests focusing on the efficiency in the delta hedging. We examine the
hedging efficiency depending on the delta in the delta-hedging by utilizing the three kind
of volatilities such as actual volatility in the period, implied volatility in each delta-hedging
timing and GARCH volatility. Making our analysis to be more realistic, we introduce the
trading cost of the underlying equity in the delta-hedging and examine the trade-off between
the hedging cost and the hedging efficiency by comparing the results in the different hedging
frequencies.
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Table 1 The result of the profits and hypothesis test (1day hedging interval, trading cost 0%)
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