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Aim: The purpose of the thesis is to give small private investors an insight the financial world 

of derivatives and to show that an investor does not need to consult with an advisor in order to 

make decisions about the investments. The aim was to show through a new product that a 

small investor can beat the market return.  

Method: The method used in the thesis is to collect data over a three year period for an 

option, a bull ETF and a treasury bill. The database DataStream was used to obtain statistics 

of the option and the Treasury bill and Nasdaq OMX Nordic was used for the Bull ETF. We 

calculated the expected return and variance of each in order to use in the portfolio. Having the 

information needed we then used a trial-and-error method to calculate the weight each 

component will be given, with the help of Excel and its Solver add-on.  

Result & Conclusion: The results were surprising in that over the three year period the 

product had a 100% increase, while the market only went up by 30%. The major reason for 

the products strong return was that the daily earnings were shifted everyday so that the 

weights remained constant throughout the life of the product. The issue with the product was 

that no transaction costs were included in the calculations, and as there would be at least one 

transaction per day the costs would be enormous for the given product.  

Suggestions for Further Research: As one of the limitations for the thesis was that no 

transactions cost were included, one idea for further research could be to calculate the 

transaction costs as well as seeing if there is a method to minimize them so that the product 

could be profitable. 

Contribution to the Field: To our knowledge we are the first to test theses three components 

in order to from a structured product. Through our method interested parties could do the 



same with other components or retest our product. We have showed through our method one 

way to create your own structured product. 
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1 Introduction 

This section describes the background surrounding the thesis, and the problem presented in 

relation to the study. The chapter should introduce the reader into the topic and give a 

purpose that is interesting and relevant to the field. It gives the reader an insight to the 

problem and ends with the limitations. 

1.1 Background  

The use of financial derivatives over the last few decades has grown at an extreme rate. The 

most common of these derivatives are forwards, options and swaps  (Kowk, 2008). A 

financial derivative is a security whose value is dependent on an underlying object (Kowk, 

2008). Given that financial derivatives are only a click away it is easy to see why they have 

become so popular. The majority of financial investors use derivatives to protect themselves 

from unforeseen changes or events that could lower the value of their portfolios. Although 

they are considered a security, there are also a high risks attached to derivatives, which could 

result in substantial losses. 

Financial derivatives are used in various financial markets of which the most important are: 

stock markets, bond markets, currency markets, commodity markets and future and option 

markets (Wilmoll, Howison, & Dewynne, 1995). With all these markets finance has become 

one of the fastest growing areas in the corporate world. Financial derivatives are a relative and 

modern topic that can be seen applied throughout the world. In a study, of 7,319 firms in 50 

countries that together comprise about 80% of the global market, the results show that on 

average the implementations of all types of financial derivatives is 54,3% (Bartram, Brown, & 

Fehle, 2004). Given that more than half of companies are using some kind of financial 

derivative makes it a very interesting issue.  

Considering the current economical conditions it is difficult for people to predict the financial 

outcomes which the world is facing. Will this lead to investors avoiding unnecessary risk and 

using more financial products to protect themselves from risks? The behavior of investors is a 

complex issue and is dependent on many diverse factors. The current economical crisis has 

affected countless investors in their decision making. People are less reluctant to take on more 

risk for greater returns when there is a falling market.  
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According to Linder and Wennerholm (2011) there is a growing concern in how financial 

advisers inform investors about the different costs they face. They mention that in addition to 

the visible costs of financial products, there are other hidden costs that investor’s pay, which 

comes directly out of their earnings. The costs are never reported for the customer (Linder & 

Wennerholm, 2011), which puts into question why an investor should purchase financial 

products via a bank?  

The intention of the thesis is aimed at small private investors in Sweden with financial 

knowledge. The investors can simply add the different part of the structured product to reduce 

exposed risk in the market. All online and off-line service companies for trading have a 

different standard of charging their customers. As there are many different providers with 

multiple solutions for their customers, it makes it hard to included transaction costs in our 

calculations. Therefore, the thesis is based on a theoretical foundation.  

1.2 Problem definition 

Our aim with the study is to research and investigate to see if we can come up with our own 

structured financial product that can cope and be profitable in both an expansion and a 

recession of the economic cycle. The product should be able to beat a reasonable benchmark 

index.    

1.3 Purpose 

The purpose of the thesis will be to find the right balance of each component in the structured 

product so that it will be profitable in all conditions. With the term profitable we mean that 

the product should outperform the benchmark index of the OMX 30 stock exchange. 

1.4 Limitations  

We have decided to choose the products from the Swedish financial market. To narrow it 

down even further we will use only an Option, a government Treasury bill and a Bull 

Exchange Traded Fund (ETF) as the components of our financial product. The calculations 

will be made in Microsoft Excel program, where we will use three years of historical data to 

calculate the expected return and variance. We have excluded all the fees and transaction 

costs to purchase the different components in our calculations. The reasons for excluding the 

transaction costs are due to the variety of the fees from different institutions. To optimize the 

product we also need additional limits in our calculations: 

1. To give the minimum variance for the portfolio. 
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2. To have the combined weight = 1, this meaning that there is no borrowing or lending. 

3. To have a minimum of 0.1% expected daily return for the portfolio. 

Furthermore, no tax effects are taken into the aspect due to the possibilities of getting capital 

income tax shield with just an average standard tax. 
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1.5 Outline 

 

 

Figure 1.1 Source: Own, 2012 

  

Introduction 

•This section describes the background surrounding the thesis, and the problem 
presented in relation to the study. The chapter should introduce the reader into the 
topic and give a purpose that is interesting and relevant to the field. It gives the 
reader an insight to the problem and ends with the limitations. 

Methodology 

•This chapter discusses and justifies the essays scientific approach. It mentions the 
different methods use in an underlying essay. Furthermore, describes the choices that 
form the basis for the investigation. 

Litturature 
and Theory 

•This chapter describes the theories that form the basis for this paper. First describes 
the background to our products and the various theories in the field of finance, and 
why it is important to the thesis. 

Empirical 
Findings 

•This chapter presents the results. The idea is that the reader will gain an 
understanding of what this study means and the scope of the investigation. This will 
be done both with graphs and statistical measures. 

Analysis and 
Reflection 

•In this chapter, the results of the study are analyzed and the results will be related 
with the theory section as a support. Together with the existing models, the results 
are discussed. 

Concluding 
Remarks 

•This section discusses the conclusions from the discussion in the analysis. The authors' 
own thoughts and reflections are made on the basis of the chosen purpose. The 
contribution of this study is also an element in this chapter. In addition, suggestions 
for further research in the field are recommended. 
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2. Methodology information search 

This chapter discusses and justifies the essays scientific approach. It mentions the different 

methods use in an underlying essay. Furthermore, describes the choices that form the basis 

for the investigation. 

2.1 The development of a our problem  

This paper is based on a quantitative study with a deductive approach. All data collected is 

secondary data from different institutions. The reason for undergoing this study is to develop 

a product that small investors, with basic financial knowledge, can replicate with the help of 

our paper.  We want to describe different theories and financial products and make it 

complete and perfectly weighted. By this we have to confront the problem, and to see the 

connection between theory and empirical data of our weighted product. 

 

2.2 Research Philosophy 

2.2.1 Hermeneutics 

Hermeneutics is the philosophy of understanding and interpreting text. The principal idea 

behind the hermeneutics approach is to suggest meanings deduced from a text. It should entail 

that the meanings are from the perspective of its author, and therefore explain the author’s 

ideas that lie behind the words. The concept is to understand the big picture behind text and 

not the details. Another important aspect of hermeneutics is the attention to the social and 

historical background of how and why the text was produced (Bryman & Bell, 2007).    

2.2.2 Epistemology 

An epistemological question, or also called epistemological problem is based on considering 

what is or can be regarded as acceptable knowledge in the field. A very special and important 

part of this philosophy is how the social reality should and can be reviewed, using the same 

principles and methods. This is done in order to recreate the reality of the image in the 

sciences. Positivism is based on epistemological view, which means to imitate or reproduce 

science is important (Bryman & Bell, 2007). 

2.2.3 Positivism 

Positivism is an epistemological approach that deals with the methods of the natural sciences. 

It concentrates on the study of social reality and beyond (Bryman & Bell, 2007). Observation 
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is vital to the philosophy and only data that can be observed is considered to be credible. The 

positivism viewpoint is built upon developing hypothesis that are then tested and confirmed or 

refuted (Saunders, Lewis, & Thornhill, 2009). 

2.2.4 Utilized Philosophy     

As the thesis is going to create a new product it is difficult to only have one philosophical 

approach, and therefore a combination will be adopted. The main approach that will be used is 

the positivism philosophy, whereby we collect and observe data. However, there is a need to 

both understand and interpret the data as well as regarding what is acceptable within the field, 

which is where the hermeneutic and epistemology viewpoints are implicated.     

 

2.3 Research approaches  

The two main research approaches that are commonly used in studies are the deductive 

approach and the inductive approach. However, the chosen method does not need to be 

mutually exclusive to one paper. The same study can incorporate both approaches to give a 

better well rounded approach to the thesis providing that it is appropriate (Saunders, Lewis, & 

Thornhill, 2009). 

The deductive approach is the development of a theory and hypothesis that endures rigorous 

tests through the use of empirical data. It uses the relationship between two or more variables 

that are operationalized in a way that they can be measured quantitatively. A deductive 

approach should also use a highly structured method in order for others to replicate the study 

as well as giving the research higher reliability. An important aspect in using the deductive 

approach is to generalize the study by using a sufficient sample (Saunders, Lewis, & 

Thornhill, 2009). 

The inductive approach is the alternative method used, which involves the development of a 

theory as a consequence to the gathered empirical data. It is more flexible in its approach 

allowing for changes as the research progresses. It also uses the method of gathering 

qualitative data but emphasizes less concern in the generalization of the theory (Saunders, 

Lewis, & Thornhill, 2009).     

2.3.1Utilized approach  

The research approach that is implemented in this thesis is mainly the deductive approach. 

The possibility of explaining the relationships between variables is an important 
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characteristic. The method of testing forward a given theory through test is suitable for our 

thesis. The secondary data that we collect will then be put through a process where we test if 

our theory is correct. To illustrate the process of our testing method we have produced a 

simple diagram (figure 2.1).  By continually evaluating and diagnosing the test results, can we 

slowly increase our knowledge and come closer to our target. This is a so called trial-and-

error approach where by failing, we gain a greater understanding of how to next undergo the 

test.      

 

Figure 2.1 Source: (Saunders, Lewis, & Thornhill, 2009) p. 143 

 

2.4 Scientific approach 

The amount of existing knowledge one has before undertaking any form of research is vital, 

and has a huge impact in how the project is prepared. Depending on the questions of the study 

there are three main ways in which a study can be accomplished; exploratory, descriptive and 

explanatory (Saunders, Lewis, & Thornhill, 2009). An explorative study is used when there is 

little knowledge of the subject, and the authors try to gain the fundamentals within the subject 

(Björklund & Paulsson, 2010). The descriptive approach is used when the authors have 

fundamental knowledge of the subject, and the purpose is to describe, but not explain the 

relationships between variables (Björklund & Paulsson, 2010). Finally, the explanatory 

method is when the authors will gain a deeper knowledge of the subject and therefore both 

describe and explain the relationships between variables (Björklund & Paulsson, 2010).  
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2.4.1 Utilized scientific approach  

The scientific approach that is most appropriate to our study is the explanatory approach, as 

we have the fundamental knowledge of the subject. We will with that knowledge describe and 

explain how we intend to construct our own structured product. This in turn will lend to us 

gaining a greater understanding of the subject area.  

 

2.5 Research methods   

The two main research methods used when writing a thesis are how data is obtained and 

presented. Qualitative data and quantitative data are the two methods used. Qualitative is 

often applied when the aim of gathering data is in the form of interviews and the analysis is 

represented into categories or in a non-numerical form. Quantitative, on the other hand, is 

applied when the data collection process is in the form of questionnaires or statistics and the 

analysis is represented into graphs or statistics of a numerical nature. It is, however, 

noteworthy to state that the methods are not mutually exclusive and a combination of the two 

can be applied. (Saunders, Lewis, & Thornhill, 2009). The main distinctions between 

quantitative and qualitative data can be illustrated by the table below (table 2.1). 

Quantitative data Qualitative data 

Based on meanings derived from numbers Based on meanings expressed through words 

Collection results in numerical and standardized 

data 

Collection results in non-standardized data 

requiring classification into categories  

Analysis conducted through the use of diagrams 

and statistics 

Analysis conducted through the use of 

conceptualization  

Table 2.1 Source: (Saunders, Lewis, & Thornhill, 2009) p. 482           

2.5.1 Utilized research method 

Given the premises of our thesis the most appropriate method to utilize is the quantitative data 

approach. We will use historical data from different institutions to analyze if our structured 

product will be profitable in extreme conditions. We will use Microsoft Excel to record and 

calculate if the product works. With the given results we will then present in graphs and 

numerical terms. To calculate the product we will use the daily closing prices of the products 

to obtain the daily change in return. With these we will then calculate the expected return, 

variance and standard deviation of each product. 
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2.6 Method discussion  

According to Saunders et al (2009) it is important to discuss weaknesses, limitations and 

strengths in a report. Through open discussions about these aspects the authors show a level 

of understanding and awareness of the problems and restrictions surrounding the purpose 

(Saunders, Lewis, & Thornhill, 2009).  

Using secondary data in a research that has another purpose, other than for the given study, is 

naturally affecting the results. The reason for mentioning this dilemma is to enlighten the 

reader to be critical about the weaknesses of the paper. By not using the world’s assets, the 

thesis limitation of creating a structured product in a Swedish market is the geographic area. 

As a result of using only the Swedish market the optimal solution might not be recognized. 

However, for a private investor, who is home bias to the financial market in Sweden, there is 

a significant benefit for this type of limitation.      

 

2.7 Collection of data 

Secondary data is referred to data that already exists. In almost all research fields there are 

some existing sources to be examined and/or studied. According to Robson (2007) there are 

both advantages and disadvantages of using secondary data (table 2.2). 

Advantages Disadvantages 

It is not difficult to get hold of relevant 

documents and can be gathered for little or no 

cost. 

A need to assess the extent to which the purpose 

is going to affect the document, as it was 

produced for a different purpose. 

It is open to to a wide variety of qualitative and 

quantitative styles of analysis. 

Assessing the credibility can be difficult and 

complex. Its authenticity or genuineness has to be 

established. 

Documents are usually in a permanent form and 

can easily be returned to for re-analysis, or for a 

reliability check.   

Analytical data are based on both the authors 

interpretation and on your own interpretation of 

this.  

Table 2.2 Source: (Robson, 2007) Own modification, 2012 

 Finding secondary data has large variety of dilemmas which all have to be eliminated. One of 

them is to make sure that all date used in the same research are in time frame. Furthermore 

you have to make sure that all data is collected and calculated in the same procedure. By 
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calculating, time-series based data on the same procedure the risk of receiving unusual results 

reduces (Bryman & Bell, 2007). 

The data gathered in order to achieve our aim is from what we consider reliable sources. The 

institutes used are DataStream for the Treasury bill, Nasdaq OMX Nordic for the bull product 

and DataStream for the option statistics.  

We will also produce a forecast with all the data collected, with the help of Microsoft Excel. 

For how we undergo our forecast see section 3.13. 

 

2.8 Reliability  

Reliability is defined as the extent of which the data collection will yield trustworthy and 

constant results (Eriksson & Wiedersheim-Paul, 2011). The reliability of a study is vital to 

how believable the work is and can be tested by posing the following three questions 

(Easterby-Smith, Thorpe, Jackson, & Lowe, 2008):  

 Will the measures yield the same results on other occasions? 

 Will similar observations be reached by other observers? 

 Is there transparency in how sense was made from the raw data?  

To insure the reliability of our study we will use a structured method to allow others to follow 

our steps. In addition, we will use a form of source triangulation, where we use different data 

collection techniques to acquire different views on the same subject area (Saunders, Lewis, & 

Thornhill, 2009). Once we have many sources, we will then chose the one that we consider 

most appropriate and with the most validity. 

 

2.9 Validity  

Validity can be defined as a measuring instrument's ability to measure what one intends it to 

measure and nothing else (Eriksson & Wiedersheim-Paul, 2011). The results should therefore 

agree with the purpose of the study. A measure can be reliable without being valid and that is 

why it is an important part of any study. Validity can be categorized into two categories: 

internal validity and external validity. 
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Internal validity is the degree to which the findings can be attributed to interference rather 

than any flaws in the research design. This can be done without the use of empirical data, for 

example the use of factual data or statistics. External validity is the degree to which the study 

result is generalized to all relevant situations (Saunders, Lewis, & Thornhill, 2009). External 

validity is independent of the internal validity and can only be reviewed after the empirical 

data in gathered and how it looks (Eriksson & Wiedersheim-Paul, 2011). 

To insure the validity of the study we have used a form of triangulation to collect data. The 

questions we posed when gathering data where the following (Björklund & Paulsson, 2010): 

1. Is the information current and up-to-date? 

2. In how many different, independent sources can you find the information? 

3. Is the information taken from the original source? 

4. Is the information bias? 

We consider all these questions answered in our paper to elimination the invalidity of our 

research.   

 

2.10 Credibility  

Whatever method used throughout a study it is important to be able to defend the choice with 

a well rounded argument. The credibility depends on the strength of the argument, and/or the 

trustworthiness of the source used. The method used is also more credible if details and 

explanations are given to why they were used (Robson, 2007).  

The articles, books and other sources used are almost all well established. They have either 

been published in journals, books or are well acclaimed authors within the field. The 

statistical data used has all come from established institutes or government bodies. We 

consider these institutes to have high credibility.  However, every source used, should be 

observed with a critical point of view. Even the sources not published with a scientific 

background should be more critically scrutinized.      

Using the program Microsoft Excel makes it easy for anyone who would like repeat this study 

over again to verify the reliance of the research.    
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3. Literature and theory 

This chapter describes the theories that form the basis for this paper. First describes the 

background to our products and the various theories in the field of finance, and why it is 

important to the thesis. 

3.1 Bonds 

There are many different forms of investments in the financial market and one of the safest is 

considered to be a bond depending on the issuer. This can be seen on the interest rate of the 

bond, where a low interest rate implies low to no-risk and vice versa. A bond is a long-term 

security that a government or corporations issue (Madura, 2009). The issuer is then required 

to pay back the lender/investor the amount borrowed plus interest over a given time, which is 

usually ranging from 1 to 30 years. The interest is usually paid annually or semi- annually 

(Choudhry, 2010). There are a variety of different forms of bonds that can be issued, the most 

common being a conventional bond. A conventional bond is where the borrower receives 

regular payments of interest either annually or semi-annually, and the principal investment is 

redeemed on the date of maturity (Choudhry, 2010). However, there are two main ways in 

which the investor can receive their interest payments. The coupon rate is one, where the 

coupon refers to the amount of interest that is to be paid. The coupon rate is multiplied by the 

principal investment to give the value in monetary terms, and is paid annually or semi-

annually. The other type being a zero-coupon bond, where the interest is accumulated over the 

life of the bond and paid on the maturity date (Strukturerade Produkter).   

There are different types of bonds depending on who issues them. Some of the most common 

are treasury bonds, corporate bonds, municipal bonds and foreign bonds.  

Treasury bonds or government bonds, as they are also known, are bonds issued by a federal 

government. These tend to have no default risk attached to them as most governments can be 

considered dependable in their repayments. However, the bonds can be affected by interest 

rates, if interest rate rise the price of the bond will decline (Brigham & Houston, 2009).  

Corporate bonds are bonds issued by companies. These bonds have a certain risk because if 

the firms get into trouble it will affect the bond. If there is a crisis for example it may control 

whether the company can payout the promised interest as well as the principal payment. The 

investors will require higher interest rates, depending on the characteristics of the firm, the 

higher the risk the more they will demand (Brigham & Houston, 2009).  
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Municipal bonds are bonds issued by states or local governments. These bonds are like 

corporate bonds in that they have a certain degree of risk. However, the advantage is that they 

are exempt from taxes if the bondholder is a resident of that state. These nevertheless have a 

drawback as they do not payout high interest compared to corporate bonds with the same risk. 

These types of bonds are most common in the US (Brigham & Houston, 2009).   

Foreign bonds are issued by a foreign government or corporation. All foreign corporate 

bonds are open to default risk, even some foreign government bonds are exposed to default 

risk. Additional risk is attached if the bonds are set in another currency other than that or the 

investor’s home currency (Brigham & Houston, 2009).    

In order to value a bond we must take into account all cash flows and denote them in the 

present. This can be achieved by using the net present value approach.   

Value of Bond (Brigham & Ehrhardt, 2009): 

Where: 

VB = value of bond 

INT = coupon value or interest, which can be explained as the coupon rate x the principal 

value. 

M = Maturity value of the bond, what must be paid back to the investor at the date of 

maturity.  

N = number of years before the bond matures.  

rd = coupon rate or interest in percent.  
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3.2 Treasury bill 

An additional way a government could chose to raise money is in the form of a treasury bill. 

A treasury bill, or T-Bill, is issued by the government to raise funds for temporary needs. T-

Bills are issued regularly and are short term investments categorized into monthly, 3-month, 

6-month and 1 year maturities. Unlike a government bond it pays no coupons to the investor. 

However, the T-Bills have a so called discount rate. The discount rate refers to the percentage 

discount rate the T-Bill is purchased for.  An example could be that a 1year T-Bill that has a 

face value of 10 000 SEK and a discount rate of 5% is purchased for 9 500 SEK (Musiela & 

Rutkowski, 2005).        

3.3 Exchange Traded Funds 

An Exchange Traded Fund (ETF) is a fund traded on a stock exchange.  The product is much 

like a regular stock fund, or combination of stocks. An ETF can also hold assets such as 

commodities or bonds, and trades close to its net asset value over the course of the trading 

day. An ETF can also have different leverage, for example it can include 2x the market 

leverage which will result in a double increase or decrease in the fund comparing to the 

underlying component. The founder of an ETF can be a bank or a financial institution. They 

are favored for having a low costs and stock like features. There are also ETFs traded in favor 

of both up and down falling market (Ferri, 2008).   
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3.4 Options 

An option is a derivative contract based on an agreement between two parties. To simplify it even 

more it can be explained as an agreement that gives the buyer of the Put Option the right, but not 

the obligation to sell the underlying asset during the options duration time. The provider of the 

option is obligated to follow the buyer of the option´s decision  (Chance, 1998). The opposite 

conditions apply with a Call Option (See Table 3.1). 

 

Table 3.1 Source: Own, 2012 

          

The decision to buy a put or a call option is based on your belief in the underlying asset and if you 

are long or short in your position in the market. (Chance, 1998) 

The underlying assets to an option can be a stock, interest rate, foreign currency or commodities.  

The market for options can be private markets, and custom made options when traded are called 

over-the-counter. Since 1985 options can be traded on organized markets, for example the 

Stockholm OMX in Sweden. (http://www.nasdaqomxnordic.com/optioner, 2011)    

The profit no matter the options value is the risk premium the buyer has to pay the seller of the 

option. The two most used options are European and American options. The European call and 

Put can only be exercised at the expiration date, whereas the American option can be exercised 

either before or on the expiration date (Chance, 1998).  

Type of Option: 

•Call Option 

 

 

 

•Put Option 

Buyers perspective: 

•Right to buy asset 

 

 

•Right to sell asset 

Sellers perspective: 

•Obligation to sell 
asset if option is 
exercised 

•Obligation to 
buyasset if option 
is exercised 
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The option value can be calculated out from different models, one of them is Black-Scholes-

Merton-model. Another model is the binomial, but that one will not be used in this study. Year 

1973 Fischer Black and Myron Scholes developed a mathematical way to set a theoretical price 

for a European stock put and call option (Black & Scholes, 1973). The reason why this model 

where only a theory and not the real value is because of Black and Scholes assumptions was based 

on if the option were priced correct there would be no risk-free profits by creating an option 

portfolio (Hull, 2008).  

One type of option that is common among investors that have a long time period is to use a rolling 

option. A rolling option is where the buyer as well as having the right to use the contract they 

also have the choice to extend it, for a fee (Investopedia). 

 

3.5 Types of risk 

Before undergoing an investment of any kind it is important to understand the risks that are 

connected to the investment. For an investor considering purchasing a security the following 

types of investment risks should be measured: business/credit risk, purchasing power risk, 

interest rate risk, market risk, political risk and currency risk (Boston Institute of Finance, 

2005).    

Business/credit risk is also known as default risk. Default risk is the risk that the security in 

question will not make interest or principal payments. As mentioned, bonds have little to no 

default risk depending on the government and therefore can be considered a risk-free asset. 

Other securities however do not provide this luxury and can have a high default risk, the 

higher the default risk the higher the expected rate of return on the asset (Brigham & Houston, 

2009). One way to check the credit risk is to look at the credit rating issued by institutes, such 

as Standard and Poor’s (Standard and Poor's).  

Purchasing power risk refers to the fact that money will lose its value over time, due to 

inflation. Securities that provide fixed-income returns are the ones that are most vulnerable 

the purchasing power risk. Consider, for example, a security promises a return of the principle 

payment back in 10 years time with a fixed rate of 8% per year. If the principle payment is 

$1000, then the annual interest rate payments are $80. However, if the inflation rate is 4% 

then the real rate of return will then be 4% (8% - 4%). This type of risk is important because 

of the fact that if inflation is not taken into consideration then the expected returns will be 
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incorrect and the anticipated purchasing power will be less than projected (Boston Institute of 

Finance, 2005). 

Interest rate risks refer to the risk that arises when there are adverse changes in the interest 

rate. The risk is present in investments that borrow or lend in interest-bearing assets, such as 

long and short term bonds. A rise in the interest rate will result in the price of the bond to 

decline and vice versa, however it affects long-term bonds more than short-term bonds. The 

way it affects the bond is that a bond pays a fixed coupon rate on the principle value of the 

bond, and a rise in the interest rate gives the holder of the bond a decreased opportunity cost 

as the holder is able to attain greater yields by switching to an investment that reflects the 

higher interest rate (Coyle, 2001). 

Market risk or systematic risk is the risk an investor faces due to the unpredictable changes 

in the market price. These risks cannot be avoided even with a well diversified portfolio, but it 

will lessen the effects of fluctuations. The systematic risk in influenced by changes in interest 

rates, inflation rate movements, tax rate changes and the general situation of the market 

(Butler, 2008). 

Political risk deals with unexpected changes in the political, legal or regulatory environment 

of a country. It is directly related to the stability of the country and how stable their policies 

are. The more unstable the country the more likely there will be policy reforms. Political risk 

can be divided up into two groups: business environment factors and political environment 

factors. Business environment factors comprise of changes in taxes, tariffs, regulations and 

property rights. Political environment factors include issues like civil war, corruption, 

terrorism and military or religion in policies (Butler, 2008). 

Currency risk is the risk for unforeseen changes in the foreign exchange market. If for 

example an investor has an asset in a foreign country and the exchange rate changes it will 

directly result in a profit or loss for the investor if the asset is realized (Butler, 2008).  

 

3.6 Risk tolerance 

Financial risk taking is an everyday process where a person must outweigh the risks of going 

through with a transaction. It can be as simple as buying a premium product over a cheaper 

alternative to more complex transactions like investing in a financial derivative. People are 

generally sorted into three groups according to the risk taking habits: risk averse, risk neutral 
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and risk takers. Risk averse categorizes people who generally avoid unnecessary risk, risk 

neutral classifies people who are indifferent to risk taking, and risk takers are those who try 

and generate a higher return by taking greater risks. In general, investors are more risk averse 

than risk takers, and therefore they prefer less risk than more risk (Hamberg, 2004).  

According to John E. Grable (2000) the tolerance of people’s behavior can be assessed by 

their gender, age, marital status, occupation, income, and expectations. Depending on these 

factors one can group them into how tolerant they are to risk taking. Grable’s (2000) research 

concluded that:  

 “Males were more risk tolerant than females  

 Older respondents were more risk tolerant than younger respondents  

 Married respondents were more risk tolerant than single respondents  

 Professionals (occupational status) were more risk tolerant than those with lower 

incomes  

 Respondents with higher incomes were more risk tolerant than those with lower 

incomes  

 Respondents with higher attained education were more risk tolerant than others  

 Respondents with higher levels of financial knowledge were more risk tolerant than 

respondents with less knowledge  

 Those with greater economic expectations were more risk tolerant than respondents 

with lower expectations” (Grable, 2000) 

The second and third statements receives pleas from other studies, and are not considered 

general to the behavior of risk tolerance.   

 

3.7 Risk Management by measurement 

In this thesis we have decided to use the measurement, standard deviation, which is based on 

extrapolating events from the past. The data after that is used to calculate the diversity or 

variability, and is wildly used in statistics and probability theory. The whole point of 

calculating the variation is to analyze what might happen from the expected value. If the 

standard deviation is low, it indicates that the expected values are not spread far from the 

mean (Hamberg, 2004).  
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In order to exemplify how a normal distribution of observation is plotted from the mean. A 

generalization is that 68 % of the data is allocated within one standard deviation. Two 

standard deviations are within 95% of all outcomes, and the same goes for three standard 

deviations, where 98 % of the observations are observed (Hamberg, 2004). This is illustrated 

in Graph 3.1 below. 

 

 

 

 

 

 

 

 

3.8 Behavioral Finance  

One of the basic theories in our economy is Behavioral Finance, which explains the investors’ 

actions behind their thoughts of investing money. Basically this study tells us how psychology 

influences investors participating in the financial market. Because of this theory the market 

might lose its efficiency.  With cognitive and emotional factors in understanding individuals 

decisions and how that will affect the prices of the assets in the market.  This will of course 

lock out the rational decisions of lenders, borrowers and other individuals’ interest hold in the 

market. The conclusion of Behavioral Finance might end up in the favor of self-interest, 

rather than the rational decision of an investment (Shiller, 2003).   

 

As the winner of Sweden’s Riksbank Prize in Economic Sciences in Memory of Alfred 

Nobel, Kahnman and Tverskys study shows evaluation of expected utility theory as a 

descriptive model of decision making during risk taking. By that it shows that it´s possible to 

develop an alternative model named prospect theory (Kahneman & Tversky, 1979). In 

Kahnman and Tverskys paper, from 1979, it shows that numerous enveloping effects that 

don’t correlated with basic thoughts in utility theory. Especially people have in particular a 

Graph 3.1 Source: (Personalwm) 2011-12-28 
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minimum profile that has a focus on achieving the greatest return as possible.  This leads 

Kahneman and Tversky’s (1979) to believe that thoughts are based on the humans’ relation to 

sure losses and how failure that is certain can be less tempting than risk for actual possible 

return. This means that the pattern for an investor changes when a proposal is presented in 

different forms. This shows that people are inconsistent in their behavior, which is called 

isolation effect. Kahneman and Tversky’s present another theory of choice where 

probabilities are substituted by decisions weight. The value is allocated to gains and losses. 

The function will be convex for losses and concave for gains in normal cases, further more 

steeper for losses than for gains. As the illustration in Graph 3.2 shows how the importance of 

losses is decreasing to a certain degree of failure for individuals. Before this theory the 

general human was considered to be rational and the slope in such curve would be upward 

linear (Kahneman & Tversky, 1979). 

 

 

Graph 3.2 Source: (Li, Tan, & Xie, 2003) p. 430 

  

Three things that are considered to be of importance in Kahnemans and Tverskys (1979) work 

are:  

1) The value of the gain / loss depends on the reference position. 

2) Losses are more negative than the corresponding profit is in positive value. 

3) The value of gains and losses decreases as they become bigger in their worthiness. 
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3.9 Hedging  

The reason for hedging is to reduce investors risk to suffer significant financial losses from 

their international equity investments during crisis. To control the financial risk for firms 

there are studies that point out the importance of using risk management to decrease big 

economic losses. The same study points out the importance for risk management by hedging 

for budgeting. Firms approach risk management by using derivative products as a rationale 

investment (Guay & Kothari, 2003). In history there has been a great deal of negative 

attention on the use of derivatives by the press.  

Firms which individual investors place their money have exposure to volatility in all kinds of 

financial markets. These fluctuations are normal behavior in the market when the expectations 

continuously changes. What this study is referring to is that financial prices include; interest 

rates, commodity prices, equity prices and foreign exchange rates. The price changes in the 

market is duo to reports, expectations of the market and more or less demand and supply of 

private investors and the amount of money flow in the market (Cusatis & Thomas, 2005).  

For example different companies come out with profit warnings caused from different 

happenings, for example decline in suppliers’ foreign exchange rates and more expensive 

commodity prices. On the other hand this could be more profitable for the company when 

these two examples take another course. This is the reason for firms’ as well private investors 

to hedge their exposure in the market to lessen the risk and avoid losses. By decreasing the 

risk market players can use different strategies, which can be a decision that will give effect to 

the financial outcome (Cusatis & Thomas, 2005). 

 

3.10 Home Bias 

The meaning of home bias is the fact that full diversification to reduce the risk does not occur. 

The reason for the poor international diversification is that most people choose to invest in 

their home countries, despite a good knowledge of portfolio theory (Butler, 2008). 

Several studies suggest that this phenomenon exists around the world. Tesar & Werner (1995) 

show in their research that there is a strong home bias, although there is potential for gains 

around the world through international diversification. The reasoning for the choice of foreign 

assets in the portfolio composition depends on several factors other than the elimination of 

specific risk. An example of this is the costs of buying assets abroad (Tesar & Werner, 1995). 
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Reasons way investors chose to invest in the home country is the lack of knowledge and trust. 

The issue taxes, in certain countries where foreign investors may own companies in the 

country, the governments has higher or no taxes at all, which can be beneficial for investors. 

An additional issue is the regulation of information about foreign companies’ reports. How to 

report, the design and the basis of inputs and outcome in companies are a few examples of 

differences in regulations. These are also the causes that lead to Home Bias (Butler, 2008). 

This also is supported by another research that shows five theories that influence home bias; 

hedging domestic risk, implicit and explicit costs of foreign investments, information 

asymmetries, corporate governance and transparency and behavioral biases. (Sercu & Vanpée, 

2007) 

3.11 Portfolio Theory 

Portfolio theory tells investors and other market stakeholders how a portfolio of different 

assets should be put together in order to eliminate the specific risk. In 1990, Harry M. 

Markowitz, an American economist received the noble award of Nobel’s Prize in economy 

for developing the theory. The main fundamental of portfolio theory is considered to be the 

mean-variance, which also is where H. M. Markowitz contribution has been distinctive. 

Markowitz portfolio model is based on the mean value and the variance, which also is the 

factor that is considered to be the foundation of portfolio theory. The formula below shows 

how the variance of a portfolio is defined according to Markowitz (Markowitz, 1952). 

Formula for portfolio with three assets:  

  
    

   
    

   
    

   
                                             

The formula above shows that the variance of the portfolio is dependent on the variance, 

weight and covariance of the assets. The goal is now to minimize portfolio variance. In order 

to optimize the portfolio by the mean-variance model, we will have to create an efficient 

frontier where we can find all the optimal weights in the portfolio (Hamberg, 2004). 

According to Markowitz (1952) the fusion of the assets volatility will form a minimum 

variance portfolio. Using the efficient frontier investors can find the best balance between 

return and risk (Hamberg, 2004).    
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Every possible asset combination can be plotted under the area of the region known as the 

efficient frontier line. Portfolio combinations along this line represent different weights, 

excluding the risk-free security, for which there is lowest risk for a given level of return 

(Hamberg, 2004). 

Weights will be chosen where the maximum return is at the same point as we have the 

minimum variance. One question that immediately comes to mind is why choose the point 

where the risk free interest rate touches the efficient frontier, and why not the highest point 

along the efficient frontier? In order to answer that question one has to think logically, and 

follow the capital allocation line (CAL). The CAL is the amount of return a risk avert investor 

requires to accept the risk level. Markowitz contribution was to choose a portfolio along the 

efficient frontier, whereas Tobin extended the view towards the maximization of portfolio 

theory by using a risk free security. By choosing the market portfolio (Graph 3.3) it will 

contribute to the best opportunity, through optimal diversification (Tobin, 1958).  

3.12 Beta 

The ratio Beta in the financial context is used to give a comparison between a stock or a 

portfolio to the market as a whole (Hamberg, 2004).  

    
          

  
   

Using the calculation of the formula above can give a variety of results. A beta equal to zero, 

gives an indication that the changes in the market does relate to the individual asset. Positive 

 Graph 3.3 Source: (Hamberg, 2004) Own modification, 2012  
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beta assures that the return of the asset generally follows the return in the market. This means 

that with a Beta of 1 the asset in the market moves in the same direction by one 1%, if that is 

the actual change of the day. Negative beta indicates that market and the asset commonly 

move in the opposite direction (Sharpe, 1964).  

3.13 Forecast 

As the product is only based on historical data we decided to do a forecast to see how the 

product will develop in the future. When predicting a forecast it is vital to take into 

consideration that it is not completely accurate, but gives a good indication on how the 

product may develop. There are a few important steps to follow when conducting a forecast: 

 Determine the purpose of the forecast, and what will be needed. 

 Establish a time horizon, as well as projection time period. 

 Select a forecasting technique.  

 Gather and analyze the data. 

 Indentify assumptions and prepare the forecast. 

 Monitor the forecast and see if it is performing to the assumptions made (Shim 

& Siegel, 2007). 
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4. Empirical findings 

This chapter presents the results. The idea is that the reader will gain an understanding of 

what this study means and the scope of the investigation. This will be done both with graphs 

and statistical measures. 

Empirical data has be taken from different institutes and then processed in excel. We will 

combine the different components of our product so that it is perfectly weighted to handle 

extreme conditions in both an increase and decrease of the market. In order to weight the 

product perfectly we will be using a trial-and error method where we test many different 

circumstances.  

In order to complete the purpose of the thesis, we gathered in statistical data of our chosen 

products. We used the database DataStream to gather in historical data for the Option and T-

bill and we gathered in the data for the Bull from Nasdaq OMX Nordic. The time period for 

each product was the same, which was almost a three year period of the daily closing prices, 

resulting in 749 observations (2009-01-03 to 2011-12-16). To make it more realistic and so 

that the reader could identify with the products progress over the period, we decided to use a 

start capital of 10 000 SEK.  By obtaining the historical data we were then able to determine 

the daily change in return, which we could then use to calculate the expected return of the 

products. However, for the Treasury bill the method was quite different, instead we calculated 

the daily discount rate of the T-bill. Given, these calculations we were able to determine the 

variance and standard deviation. The T-bill has a guaranteed return and thus has zero risk. The 

results were as follows (table 4.1): 

 Table 4.1  Option T-Bill Bull 

Expected daily return 0,6700% 0,0004% 0,0917% 

Variance 1,4381% 0,0000% 0,0627% 

Standard deviation 11,9920% 0,0000% 2,5049% 

Source: Own, 2012 

The next step was to determine the weight of each component so that it will give the lowest 

risk, and optimal return. As there are many different possibilities, we used Microsoft Excel’s 

instrument, Solver. Solver will test all possibilities and then give the optimal solution given 

the specific criteria that are provided. Before we could do that, we were also required to work 

out the covariance between the products, which will then lead to us calculating the 
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correlation. Given the correlation we could then combine the products with Markowitz‘s 

portfolio equation to give the variance of the portfolio (Markowitz, 1952):  

  
    

   
    

   
    

   
                                             

As the T-bill has zero risk, they are not moving correlated in the market. The function will 

result with the parts multiplied by the t-bill being equal to zero, and the function can be 

simplified even further to give: 

  
         

        
       

      
                                         

The expected return for the portfolio will be calculated with the following equation 

(Markowitz, 1952): 

                                                 

Now the only variables missing are the given weights of each individual product. Now, we 

can use solver to give the optimal weights. The criteria were as follows: 

4. To give the minimum variance for the portfolio. 

5. To have the combined weight = 1, this meaning that there is no borrowing or lending. 

6. To have a minimum of 0.1% expected daily return for the portfolio. 

The criteria of the portfolio were chosen as a result of trial and error. The criteria above 

proved to be the best after many different tests. Given the criteria the result of the product was 

as follows (table 4.2): 

 

 Table 4.2  Option T-Bill Bull Portfolio 

Expected return 0,6700% 0,0004% 0,0917% 0,1000% 

Variance 1,4381% 0,0000% 0,0627% 0,0109% 

Standard deviation 11,9920% 0,0000% 2,5049% 1,0442% 

Weight 9,46% 50,80% 39,74% 100,00% 

Source: Own, 2012 

Given the weights obtained through Solver gives the following when we use the equations 

above: 
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Graph 4.1 illustrates the products construction, and how each component is constructed to 

give the final product.  By valuating the daily return as a minimum of 0,1%, we used trail-and 

–error to find the ultimate weight for each one of the components. The risk of each product is 

a key factor to how much percent is invested in each piece. As the Treasury bill has zero risk 

the largest amount is in the T-bill, just over 50%. The option is the most volatile so the least is 

invested in that, just over 9%, and almost 40% being invested in the bull product. 

 

 

 

 

 

 

 

 

 

 

The main advantage of the product is that it continuously rearranges the profits and losses 

after each day, so that the weights are constant throughout the life of the product. With that 

we mean an investor does not simply invest 9,46% in the option and then let it grow or fall 

Graph 4.1 Source: Own, 2012 
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over the period. If we take a simplified example with a portfolio of stocks A, B and C, and 

invest 20%, 30%, and 50%, respectively. If we invest 10 000 SEK and after the first day stock 

A goes up 5%, stock B down 10% and stock C up 2%. The result after the first day would be 

2 100 SEK (2000*1,05) in stock A, 2 700 SEK (3000*0,9%) in stock B and 5 100 SEK 

(5000*1,02) in C giving a new total of 9 900 SEK. Now with this new total we would 

distribute it with the set weights to give 1 980 SEK (9900*0,2) in A, 2 970 SEK (9900*0,3) in 

B and 4 950 SEK (9900*0,5). The results of continuing the process after each day gives the 

product an impressive return. Illustrated below (Graph 4.2) is the individual daily return of 

each component when the process is implemented in product, with a start capital of 10 000 

SEK. 

 

Graph 4.2 Source: Own, 2012 
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Graph 4.3 shows the progress of the product by accumulating each component. First you have 

the option (blue line), then comes the addition of the T-bill (red line), thus being both the T-

bill and the option combined. Finally, there is the complete product by adding the Bull 

component to the existing two parts (green line).  

   

Graph 4.3 Source: Own, 2012 
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4.1 Forecasting the product  

For our forecast, the aim was to see the development of our product one year in the future. 

The technique used was a time-scale forecast. We used Excel to calculate the trend of our 

product to then create a forecast. Before the forecast our assumption was that it will follow the 

upward trend that the product showed over the last three years. The result of the forecast is 

shown below in Graph 4.4.  

 

The graph 4.4 shows the daily returns of the product. Along the x-axis are the numbers of 

days the product is active, starting in January 2009. It shows the calculated daily returns of the 

product up until December 2011 (red line). The blue line shows the trend of the product as 

well as the forecast of how the product is likely to develop one year into the future.  

  

Graph 4.4 Source: Own, 2012 
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4.2 Product Vs Market 

By only evaluating the product it gives no real indication as to how well it performs against 

the market index. To simplify we have used the OMX 30 index as the market, which includes 

the 30 largest companies in Sweden that are traded on the Stockholm stock exchange. In order 

to compare our product to the market, we had to obtain data of the OMX 30 for the last three 

years. As the time period for the market and our product is now the same a fair comparison 

can be made. The first comparison was to compare the daily fluctuations of the product and 

the market. Graph 4.5 shows the standard deviation of the product as the red line, and the 

market as the blue line. The market has a higher volatility compared to our product, which is 

illustrated in the graph 4.5.  

To verify our calculations we have used a typical financial key ratio, Beta. By using the Beta 

function we can easily compare how the product corresponds to the market. Table 4.3 shows 

that the beta of the product is 0,22677. To validate that beta was correct we calculated it in 

two ways. The first was to calculate the beta of each individual product and weight it in to the 

portfolio. The other way was by calculating the beta of the portfolio directly. As you can see 

both methods give the same result (table 4.3). What this tells us is that our product moves in 

the same direction as the market but with a lower degree. It also means that with a falling 

market our product will be better off than the market, as it does not fall to the same degree. 

Graph 4.3 confirms the value of our products beta, as the fluctuations are to a much smaller 

scale on average compared to the market. 

Table 4.3  Beta Weight Beta in  portfolio 

Beta, Option -3,96394 0,09460 -0,37500 

Beta, T-bill -0,00003 0,50801 -0,00001 

Beta, Bull 1,51434 0,39739 0,60178 

Total  1,00000 0,22677 

    

Beta, Portfolio   0,22677 

Source: Own, 2012 
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Graph 4.5 Source: Own, 2012 



33 

 

To make it even more visible we have made a comparison of the historical growth of the 

market to the historical growth of our product. We started with a capital of 10 000 SEK to see 

what the daily changes in the holdings will accumulate to. Along the x-axis are the days of the 

data collected, which are given an observation number. The process is illustrated below by 

showing the beginning and the end (table 4.4).    

Observation number: Date: 

1 2009-01-02 

2 2009-01-05 

746 2011-12-14 

747 2011-12-15 

748 2011-12-16 

Table 4.4 Source: Own, 2012 

The graph 4.6 shows that the market has a growth up until observation 500 (2010-12-22), 

where it begins to decline. By researching major events that happened at observation 500, our 

only conclusion was that tax deductions to lower the consumer price index (CPI) resulted in 

the downfall. The major downfall of the market that begins around observation 600 and ahead 

is due to the European crisis. However, the downfall appears not to affect our product and it 

has continued in the upward trend.   
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5. Analysis and reflection 

In this chapter, the results of the study are analyzed and the results will be related with the 

theory section as a support. Together with the existing models, the results are discussed. 

This product can result in higher returns than the market for an investor, but for a well 

diversified investor there should be more parts included in the portfolio. With the theory of 

Home Bias our product could reduce risk for an investor in Sweden, even though the parts are 

mainly influenced of the Swedish market. The reason for this argument is Tesar & Werner’s 

(1995) phenomenon about the strong Home Bias, which is not in favor for an investor. As we 

mentioned in the theory chapter, several studies suggest that, although there is potential for 

gains around the world through international diversification, most investors tend to buy assets 

in the home country.  

By using this product an investor will reduce the specific risk and the risk of behavioral 

finance to a certain extent. As we earlier mentioned, Kahnman and Tverskys (1979) shows 

evaluation of expected utility theory as a descriptive model of decision making during risk 

taking. If we follow the market return during 2011, it shows us a decreasing return which is 

reduced in our product (Graph 4.6.). As Kahnman and Tverskys paper from 1979, we also 

tried to maximize the return with a low risk, for the product. We have adopted a T-bill to 

reduce decreasing falls in the utility curve, shown in graph 3.2. The purpose of having the T-

bill is an advantage for investors as they never have to be indifferent to losses, no matter the 

amount. Having the T-bill as the fundamental part of the product the goal is not to achieve the 

greatest profit, but to get as much profit as we can with a minimized risk.  However, we can 

never influence individual investors and their view of risk taking and losing capital.  

As the product is designed for small private investor the risk tolerance has to be as low as 

possible. Hamberg (2004) states how investors prefer less risk than more risk in general, thus 

categorizing them self as risk averse. Nevertheless, the product will according to us not fall 

into everybody’s liking which can be strengthen by Grable (2000) where a numerous of 

factors, such as gender, age, marital status, occupation, income, and expectations will affect 

the risk aversion of an individual.   

Every decision that an investor makes has to be based on the value of the risk. Taking into 

consideration this statement, a bond from a government, as Madura (2009) mentions, should 

be a good base in the product. According to us, this is why our product continues to rise in a 

market that is falling.  
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Treasury bonds or government bonds, which are considered to have no default risk. The 

reason for using a bond issued by a government is because the risk is basically nonexistent. 

We did not use a corporate bond, where the companies default risk is too big and difficult to 

take into the calculations  (Brigham & Houston, 2009). Municipal bonds would not been 

considered totally risk free, as it´s possible for a local government to default, even though this 

is very rare. The same possibilities are for foreign bonds according to Brigham & Houston, 

(2009) because of the lack of information most investors have of foreign assets.  

The implementation of the option into the product is simply the basic point of using 

derivatives, which in this case gives us the opportunity but not a obligation to follow the 

contract. In our product we are using a so called rolling option, where the buyer as well as 

having the right to execute the contract they also have the choice to extend it (Investopedia). 

The advantage of using a rolling option over an option with an expiration day is that the 

investor has the choice of how long they wish to continue to have the product. However, each 

time you “roll” over the contract there is a fee. We have not taken into consideration the 

transaction costs of the product. 

Like we have already revealed earlier in the paper the importance of undergoing an 

investment of any kind it is vital to understand the risks that are connected to the investment. 

For an investor considering purchasing a security in Sweden, the investor will eliminate the 

political risk, since Sweden does not contain any of Butlers (2009) examples of characteristics 

of a country with high political risk. The default risk is minimal given that two parts of the 

product are directly connected to companies that are widely spread, and includes 30 

companies which makes the diversification extremely high. So the expected rate of return 

shouldn’t be extremely high as the risk is minimized through diversification, which is in 

agreement with what Brigham & Houston, (2009) declare.  

An investment that has a fixed income over several years time is more vulnarbal to inflation. 

This is one of the strengths for the product as well as for each componant in the product as we 

do not tie up the investment to a long-term bond, which is in accordance with Boston 

institution of Finance (2005). If the intrest rate increases or decreses in Sweden there will be 

automatic consequens for the product.  

The product has minimal problems with currency risk, which is implicit in the different 

companies, that are underlying in the different componants. This is exactly what Butler (2009) 
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declares in his book, where companies can adobt enormous profit loses if  they don’t hedge 

cost and income.    

To get a higher return without losing our financial risk we use the leverage in an option 

without borrowing any money, which is the main reason for using a derivative in the product. 

To control the risk investment companies uses derivatives, and this argument is supported 

with studies from Guay and Kotharis (2009). As companies use the derivatives to hedge we 

can use it to maximize the profit, without eliminate the risk preferences. By using the same 

weight throughout the whole period the exposure to volatility is limited.  And due to the 

markets oriented information that is updated, the market will make only the two most exposed 

assets vulnerably to bad information. By acting with curiosity an investor can eliminate risk. 

One major point is argued by Cusatis & Thomas (2005), which we have adopted by using 

ultimate diversification. The whole product is missing one prioitized diversification factor and 

that is due to the Home Bias, which occurs in a market by small investors around the world 

according to Tesar & Werner (1995). This is why we were Home bias and included parts only 

from the swedish market. If we would have used assets from different parts of the world the 

lack of trust and knowledge would have been even smalar than it is, according to Butler’s 

(2008) reasoning. There are even more aspects that can be used in favour for being Home 

bias, for example the access to information abroad. Hedging foreign curreny risk and the 

transparacy in other countries is a major reason for us being Home Bias as well as according 

to Sercu & Vanpée, (2007) theories.  

The whole point of portfolio theory according to H. M. Markowitz (1952), where the mean-

variance is the key to find the balance where we can make the product balanced with the 

optimal return and minimized risk. If we would been putting this into a curve where we can 

find the optimal return for our product along the efficient frontier it would have been exactly 

where risk free interest rate line touches the efficient frontier curve, for a risk averse investor. 

This is exactly how it should be according to Tobin (1958).  
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We are not according to Tobin (1958) optimal diversified; to reach that level we should have 

used all the assets around the world in our portfolio. However, to not include international 

assets into the portfolio we are eliminating international influences to a certain degree. That is 

why we were not able to make our own example of an efficient frontier curve.  

By comparing market Beta in the financial context, between the portfolio and the market, we 

can illustrate and predict the outcome of a market day.   

    
          

  
   

         
         

        
 

In 1964 Sharpe, intended by explaining Beta calculations, and applicate that our combination 

of product will move 23% in relation to the movment of the market.  

  

 Graph 3.3 Source: (Hamberg, 2004) Own modification, 2012 
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6. Concluding remarks 

This section discusses the conclusions from the discussion in the analysis. The authors' own 

thoughts and reflections are made on the basis of the chosen purpose. The contribution of this 

study is also an element in this chapter. In addition, suggestions for further research in the 

field are recommended. 

This thesis will help investors to make rational decisions for their private economy instead of 

buying the products from banks or other institutions. The point is to calculate a perfectly 

weighted product that can do well in both bear and bull markets.       

The objective of the study was to comprise a structured product that could cope with financial 

swings in the market. Most small investors are risk averse and try to avoid unnecessary risk. 

Given that most studies agree with that statement it is safe to say that a new product will 

interest small investors if they understand and feel safe in the investment. We have tried to 

carefully show how the product was constructed, so that other private investors could use our 

method to either create a similar product or create their own. The aim is to show that you 

don’t have to go to a bank or an advisor when deciding your investment opportunities.  

Though our method and the result we achieved it showed that our product can cope with most 

situations and still give a fair return over the time of our studied period. By having a product 

with no risk as the base, in our case a treasury bill, it gives the product the stability to cope 

with circumstances that arise in the ever changing financial market. The T-bill offers 

guaranteed return with no risk, so it is vital for the product and also decreases the overall risk 

of the product. One of the major assumptions of our thesis is that the zero correlations 

between the t-bill and the other two assets in our product minimized the overall risk of the 

portfolio. Another vital aspect is that losses are restricted so the investor will not descend on 

the utility curve and will be indifferent to lost capital, according to us. 

By having an option and a bull product that in some way counter the effects of each other it 

creates an opportunity to deduct the losses. We even see that they move in opposite directions 

through there correlation of -0,53, which means that in most cases when one moves up by 1% 

the other will move down by 0,53% and vice versa.     

The main aim of the thesis was to create a product that can give a fair return in an upward 

market as well as give a return and minimize the effects of a downward market. The product 

has to some degree met the purpose as it follows the market but to a lower degree. This is 
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shown by the beta of the portfolio. We even see that through the historical data and the 

forecast that the product has an upward trend, even when the market declines. The leading 

factor as to why is generates such a good return is the way that it continuously shifts the daily 

returns so that the percentage share in each product is constant for the following open trading 

day. However, as we have not taken into consideration the brokerage costs to this method. It 

may not be realistic to state that it performs better than the market if we were to include the 

transaction and tax costs.  

Overall we believe the given weights for the different components of the product are ideal for 

a small private investor. However, we also believe that the transaction costs for the product 

will be too high for an investor to include the product in their portfolio, and thus take a huge 

chunk out of the earnings. We are confident that if there is a way to reduce the transaction 

costs, the product will be a success among small private investors.  By doing a simplified 

calculation of the transaction cost of each component the product, we get the following:  

Total transaction cost = 9 (taken transaction cost from Avanza & Nordnet 2012-04-02)*3 

(each component) *729 (observations) = 19 863 SEK 

Which means the profit from the product will be erased by the transaction costs.     

Our ethical view of the thesis is that private investors should keep their savings for themselves 

rather than the big banks and financial institutions taking a chunk out of their earnings. It 

shows that you don’t have to pay an advisor to have a possibility to get a return, instead use 

our method.  

 

6.1 Contribution to the field 

Our thesis gives small investors the knowledge to put together a financial product. It shows 

that in a downhill sloping stock market you can still manage the market that you are Home 

bias to (see graph 4.6). By adding assets to combine a product with a perfect weight, we can 

prevail over the market index return (OMX 30), even though we have not perfectly diversified 

the portfolio due to implementing Home bias. The results are shown in Graph 4.6, where our 

combination outperforms the market return when the market is decreasing.  

We are the first in our knowledge to test these combinations for a Home bias investor in 

Sweden. The result in the paper was higher than our initial expectations, in comparison to the 
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market. This is something that is extraordinary in today’s market. According to us this is a 

excellent model, and without transaction costs it will generate a fair return.    

6.2 Further research ideas  

One important aspect to take into consideration is the transaction costs that come with buying 

and selling assets. As the product produced in the paper gives an extremely good return, one 

aspect that could be looked into further is the transaction costs that would affect our product. 

If there is a way around the charging fee for every time we shift the daily earnings, the 

product could be an accomplishment in the financial world. Another way to confirm the 

results is to test another time period in any century.  
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