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Overview 
 

An investor who accumulates a concentrated stock 
position in their investment portfolio typically reacts in 
one of two ways: “It’s not a problem” or “Sure it’s riskier, 
but there’s nothing I can do about it.” An astute advisor 
knows neither of these statements rings true.   
 
Concentrated positions and portfolios suffer from both 
systematic market risk as well as idiosyncratic risk. The 
latter, unique to individual companies, adds numerous 
potential events to the risk equation such as earnings 
releases, executive misconduct, legal 
matters, government investigations, 
new regulations, etc.  Due to the non-
diversification inherent with 
concentration, normal portfolio risk 
reduction methods won’t work. 
  
However, proper hedging techniques 
can solve for idiosyncratic risk, without 
divesting the concentrated position 
and potentially suffering disastrous 
capital gains taxes. In addition, this 
hedging expertise can further reduce 
the systematic market risk of the 
entire portfolio—more so than classic 
diversification—while offering 
additional income generating 
opportunities.  
 
Sound too good to be true? The following pages provide 
market-based empirical evidence to support our 
approach to risk management. More importantly, our 
methodology is grounded in logic and mathematics. Since 
we can’t predict the future, we manage it. 
 

Why concentrated stock positions 
 

There are several reasons why an investor winds up with 
a concentrated stock position. There are the lucky 
employees when startups go public, and executive 
compensation or bonus programs that grant stock or 
stock options; the inheritance from the rich aunt; long-
term dividend reinvestment programs; and, our personal 
favorite, the great advisor stock pick that just keeps 
growing and growing in value (remember stock splits?). 
 
There are valid reasons not to reduce a concentrated 
stock position even after an investor acknowledges the 

added risk. For example, an executive’s stock transactions 
might be restricted by corporate rule or by concern for the 
investing public’s reaction to insider sales.   
 
Frequently, a position’s low cost-basis and the potential 
capital gains tax whammy outweighs any perceived 
market risk. (In the case of an estate distribution, advisors 
should be aware of any step up in basis on the inheritance 
date.) With Federal capital gains taxes above the minimum 
0% bracket ranging from 15% to 23.8% including the net 
investment tax (not to mention state tax implications), it 
would be easy to say: “It’ll cost me 20% just to diversify.” 

And how much of a market drop 
am I looking to hedge against? Of 
course, it’s wrong to think of that 
20% tax avoidance as any type of 
hedge as it does not protect against 
a real market-related loss nor 
reduce the cost basis. 
 

What investors want 
 

Clearly, investors want to avoid 
taxes. But we also need to fully 
understand what an investor’s goals 
are specific to any concentrated 
position; and what impact, if any, this 
has on the respective investment 
goals established for the overall 
portfolio. Generally, an investor 

wants to participate on some level of growth in the stock. 
However, we find that even more importantly they would 
like to retain value. (Many aren’t even aware that protection 
against dramatic selloffs is available to them.)  
 
For some, their concentrated position might pay a dividend 
that represents a significant portion of their annual income. 
They may also be interested in augmenting their income 
through new strategies that capitalize on existing holdings. 
 
In the end, the predominant theme we hear is preservation. 
This means preserving levels of income, preserving levels of 
wealth, and preserving opportunities to provide generational 
wealth transfers to family and/or charities. No matter how 
someone got there, the truth that needs to be told—and 
managed—is that the higher the concentration in a single 
stock, the greater the risk.  
 
 

Post earnings 1-day drops 
 Q2 2019 

Zillow -18.3% 

Kraft Heinz -14.8% 

Tesla -13.6% 

Beyond Meat -12.3% 

IFF -15.9% 



How to manage the added risk of concentrated stock positions ZEGAFinancial.com   3  

 

 

Understanding concentration risk 
 

Concentrated stock positions or concentrated portfolios 
suffer from two main types of risk: idiosyncratic risk and 
systematic market risk. Idiosyncratic risk stems from 
events, sentiment, or momentum driving the pricing of 
a single asset (e.g. stock) or asset class. Examples of 
idiosyncratic risk include earnings announcements, 
competitor announcements, regulations, executive 
officer actions and conduct, legal issues, government 
investigations, and product liability. While not making 
light of specific corporate issues, seeing the CEO being 
led out in handcuffs may not be good for business. 
Some companies in specific industries may have unique 
risks, such as pharmaceutical companies waiting for FDA 
approval of a new drug. 
 
Historically, idiosyncratic risk has been managed by 
diversification. While diversification alone may fail 
investors when they need it most (see Figures 3, 4), 
research suggests that diversification can eliminate 
more than half the risk of a concentrated portfolio. Risk 
is traditionally defined by looking at a portfolio’s 
variance around its mean. The single standard deviation 
indicates to an investor how much movement, 
potentially, to expect in value above or below the 
average on an annual basis. The higher the standard 
deviation, the riskier the portfolio. 
 

FIGURE 1 

 
Source: Surz & Price 
 
In one study, researchers (Surz & Price, 2000) reviewed 
the price movement of New York Stock Exchange (NYSE) 
stocks from 1986 to 1999. They pointed out that moving 
from a single stock portfolio to a portfolio of the entire 
market reduced the standard deviation from 45% to 
14.5%. Such improvement via a diversified portfolio was 
also noted in the study by Burnside in 2005. 

 
Think back to your statistics class and the old bell curve. 
You may recall that 68% of the time results fall between 
the plus one and minus one single standard deviation 
area. Then consider Figure 2, which includes multiple 
deviations. After adding the 30% single stock risk 
premium which we discussed earlier, this table lays out 
the dramatic difference in probable range of price 
movement between a broad market portfolio and a 
single stock. 
 
FIGURE 2 

Standard 
Deviation 

Market  
Range 

Single Stock 
Range 

-1 σ - 8.11% to 
+30.83% 

- 38.11% to 
+60.83% 

-1.5 σ -17.85% to 
+40.57% 

-47.85% to 
+70.57% 

-2 σ -27.58% to 
+73.02% 

-57.58% to 
+103.02% 

Source: Authors’ calculations based on S&P 500 total 
return data NYU Stern & Burnside, 2004 
 

When diversification doesn’t work 
 

So far, we have focused on idiosyncratic risk, i.e. the 
added risk of concentrated stock positions. The classic 
approach to mitigate such risk is diversification, which 
typically results in a mix of asset classes weighted 
depending on risk tolerance, age, and time to or in 
retirement. But the cure comes with its own disease: 
Systematic market risk or the overall market drawdown, 
bear market, or selloff.  
 
The primary goal of diversification is building a portfolio 
with non-correlated assets. Correlation is generally 
measured on a scale from -1 to +1. Assets with +1 
essentially move in lockstep point for point. Assets with 
a -1 correlation move in exact opposite directions. 
 
While diversification mitigates idiosyncratic risk, it may 
not help when investors need it most. Why? During 
material market events, correlations for all assets tend 
to move closer to +1, meaning assets become highly 
correlated. Consider the stock market selloff from the 
end of 2007 to March of 2009 during the Great 
Recession. Different sectors and countries became very 
correlated as the selloff intensified. Looking at Figure 3, 
we can see the declines experienced across the board. 
Figure 4 then gives the global perspective. 
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FIGURE 3 
Peak to trough % change of sector ETFs versus SPY, 
2007-2009 

Sector ETF 
Symbol 

Percent 
Change 

S&P 500 SPY -56.5% 

Financials XLF -82.5% 

Healthcare XLF -39.7% 

Industrials XLI -63.3% 

Consumer 
Discretionary 

XLY -57.6% 

Consumer  

Staples 

XLP -30.6% 

Materials XLB -58.2% 

Technology XLK -52.2% 

Utilities XLU -44.9% 

Energy XLE -48.8% 

Data source: Yahoo Finance 
 
FIGURE 4 
International ETF performance, Oct 2007 – Mar 2009 

Data source: Yahoo Finance 
 

 

We also can look at 2015, when China devalued its 
currency leading to a couple day selloff as depicted in 
Figure 5.  
 
 

The theme of intensifying correlation should be clear. 
Typically, diversification can only go so far. Yet a hedging 
program can offer protection on both fronts. 
 
FIGURE 5 
% change of sector ETFS versus SPY 8/18-24/2015 
 

Sector ETF 
Symbol 

Percent 
Change 

S&P 500 SPY -9.73% 

Financials XLF -10.40% 

Healthcare XLV -9.71% 

Industrials XLI -9.13% 

Consumer 
Discretionary 

XLY -9.84 

Consumer 

Staples 

XLP -7.83% 

Materials XLB -9.41% 

Technology XLK -10.10% 

Utilities XLU -5.06% 

Energy XLE -13.20% 

Data source: Yahoo Finance 
 

So, what are my options? 
 

Well, your options include options. Options are 
incredibly flexible instruments that can be used for 
speculation, growth, hedging, and income. In this case, 
our conservative approach focuses on the benefits and 
characteristics of hedging and income generation. 
While hedging is a term you have heard, here we 
specifically mean the use of derivatives to define or 
offset losses in an underlying stock or portfolio. We call 
this “creating a downside floor.” This may include a “full 
hedge” which sets a definitive price point below which 
no losses are incurred; or a “partial hedge” where we 
again set a floor, but with only a portion of losses 
avoided. 
 

For portfolios with multiple stocks, we can either hedge 
the stocks themselves or create a portfolio hedge using 
beta weighted calculations to approximate relative 
index weights, factoring in historical relationships to the 
underlying assets. 

Regional ETF Symbol Percent 
Change 

MSCI Japan EWJ -52.7% 

China Large Cap FXI -63.0% 

MSCI Emerging 
Markets 

EEM -60.7% 

MSCI EAFE 
International 

EFA -62.4% 

Europe IEV -64.6% 

MSCI Australia EWA -68.2% 
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While hedging downside risk is the primary tactic, 
generating income can either be achieved through the 
direct sale of overhead volatility (covered calls) or 
through an overlay of a broad index. In the latter, we 
generate income by selling broad market volatility, but 
solely in high probability scenarios. (Ask us about ZEGA’s 
HiPOS product.) This type of income augments any 
existing dividend streams in the portfolio. Another 
option, selling put volatility below the current stock 
price, can also bring in additional income, but we 
generally consider this a reduction in the cost of 
hedging rather than additional income. 
 

The tools of hedging 
 

Hedging involves paying a premium much like with car 
insurance. We refer to this premium as the “cost of 
hedging.” Unlike a fee, this cost is not charged to an 
account holder. Rather, it is what an investor might give 
up for the price of protection. (We also construct 
various scenarios that look to lessen the cost of hedging 
for clients.)  
 
Now let’s go over some terms and tactics. 
 
Direct Hedging A direct hedge utilizes option contracts 
on the underlying stock itself. An option contract in 
most cases represents 100 shares of an underlying 
stock. This enables hedges to be notionally aligned to 
the underlying value of the stocks themselves. 
 
Defined Floor Position A full protection hedging pro-
gram creates a downside floor below an asset’s price.  
 
The protection, once established, creates a line in the 
sand, so to speak. Losses in the underlying stock 
position begin to be offset as the hedging instrument 
starts to gain in value dollar for dollar. 
 
The target cost of hedging on an annual basis is usually 
between 2% to 4%.  It’s the net cost of premium 
associated with purchasing put protection. Puts are 
purchased out of the money (OTM) at an agreed upon 
downside level: the client’s chosen defined floor. This 
may range from 10% to 20% down depending on an 
investor’s situation, and the underlying volatility which 
determines the cost of hedging a specific stock. 
 
Positions utilize laddered expirations (e.g. varied 
tranches with varied expiration dates). This allows 
traders to opportunistically roll or close protection at  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

OPTIONS PRIMER 
 

Before jumping into specifics on the various 
approaches and tools available, let us 
define some aspects of options in general.  
 
Owners of either calls or puts have rights 
while sellers have obligations. Those rights 
or obligations are at the strike price. This is 
the price that owners can exercise into 
either a long or short stock position while 
sellers are obligated to deliver shares (calls) 
or purchase shares (puts).  
 
Buyers pay a premium depending on what 
the options are trading at, while sellers 
receive a credit of premium. It is also worth 
noting that both long and short options can 
be combined to form a total position 
commonly referred to as a spread position.  
 
A call or put strike price is considered to 
either be in, at, or out of the money. An at-
the-money option is when the underlying 
stock price is equal to the strike price. 
Generally, option strike prices may not line 
up exactly with the underlying stock price, 
so when a stock price is in the vicinity of an 
options strike price these are often referred 
to as at or around the money.  
 
Call options are considered out of the 
money when the underlying stock price is 
above the strike. Puts are considered out 
the money when the underlying stock price 
is below ǘƘŜ ǎǘǊƛƪŜ ǇǊƛŎŜΦ !ǎ ŀ ǎǘƻŎƪΩǎ ǇǊƛŎŜ 
gets further away from a strike price it is 
considered to be deeper out of the money.  
 
Option contracts have an expiration 
anywhere from a few days to several years. 
 

OPtions PRIMER 

 



How to manage the added risk of concentrated stock positions ZEGAFinancial.com   6  

 

 

 
various points on the calendar, and it spreads single 
strike and expiration risk over a diversified series of 
positions. 
 
FIGURE 6 
Defined floor protection hedging strategy risk graph 

 
 
In Figure 6 we start to visualize the comparison between 
a long stock position and a long stock with hedge 
position. This is referred to as a profit and loss graph 
and is commonly used to illustrate various scenarios 
within a specific option strategy. The X or horizontal axis 
shows a stock’s change in price where 0% is at the 
center with the left showing negative changes and right 
positive changes. The vertical Y axis represents the 
overall position profit or loss. As price moves lower or 
higher along the X axis, the respective red or blue lines 
shows what a current profit or loss would be. Notice 
that the red line representing un-hedged shares of stock 
would see losses continue all the way to zero or a 100% 
loss on the position. The blue line represents the same 
long stock position but with a corresponding long put 
position, thus stopping losses in this example ≈ 20% 
down. That is where losses stop and the P&L goes to a 
flat line or the defined floor in the position. Also notice 
the spread between the red “stock only” line and the 
blue “long stock with long put” line. The red line moves 
higher as the stock goes up while the blue line trails the 
return of the red line. The reason for this is the cost of 
hedging. This is what an investor would give up on a 
percentage basis for the ability to put a downside floor 
in a portfolio. This should help visualize that the cost is 
actually forgone upside capture. 
 
Before we transition to partial protection positions it’s 
worth noting that the downside protection level helps 
to inform the cost of hedging. The closer the protection 

level is set, meaning less possible downside, the greater 
the cost of hedging for investors. Looser hedge levels 
would reduce cost but also increase downside risk. 
 
The benefits of constructing a full protection position 
include: 
 

 The investor sets the point where losses stop and 
does not start again even if the stock goes to 
zero 

 If an underlying stock pays a dividend, investors 
continue to receive the cash flow or automatic 
stock reinvestment 

 Any income (option or dividend) can be thought 
of as reducing the cost of the hedge or used to 
further diversify the portfolio  

 
Defined Range Position   While full protection hedging 
strategies create a defined floor, partial protection looks 
to combine a defined floor until a point lower, creating a 
defined range of protection.  
 
A defined range position utilizes the same out of the 
money put option, which creates a line or floor below 
the current stock price; then sells an out of the money 
put at an even lower price point. Remembering our 
characteristics of long and short puts, the former gives 
the investor the right, but not the obligation, to sell 
stock at the strike price. Even if the stock is later at $0 
dollars. It is a defined floor of protection. The short put 
obligates the seller to buy stock at the strike price, even 
if the stock is currently lower in price. Selling the further 
out-of-the-money put helps offset some of the cost of 
the long put. The short put is typically sold for 50% of 
the cost of the long put.  
 
This approach can also be combined with a covered call. 
Selling a covered call would require an investor to 
deliver or give up their corresponding shares if called 
away. Generally, this would happen at expiration if the 
stock is above the short call strike price. We will explore 
some nuances specific to covered calls later and tactics 
used to not have shares called away. This sale of a 
covered call can generate additional premium in the 1% 
per annum range.  
 
By not protecting a stock position all the way to $0, and 
by selling a put option below the long put option, and by 
having the option to sell a covered call, the net target 
cost of hedging is reduced from 2-4% (when utilizing full 
protection) to 0-2%. It’s like having a higher deductible 
on your insurance in order to reduce the premium. 



How to manage the added risk of concentrated stock positions ZEGAFinancial.com   7  

 

 

 
FIGURE 7 
Defined range protection hedging strategy P/L graph 

 
 
Figure7 uses the same profit and loss graph approach as 
before, only this time for a defined range position. You 
can see once again how the long-stock-only red line 
experiences dollar for dollar appreciation and 
depreciation as price moves. The blue line represents an 
example where a protection floor was instituted to limit 
the downside to 20% and offset underlying stock losses 
another 20% down until reaching the downside 40% 
level where protection would come off. Once a stock 
was down greater than 40%, losses would again accrue. 
But notice that even if the underlying was down more 
than 40%, the results are still more positive than just 
holding long stock. Due to the reduced cost of hedging, 
the strategy investor would participate almost step for 
step with a long stockholder on the upside. 
 
When executing a defined range protection strategy, 
ZEGA analyzes the implied volatility landscape and 
multiple standard deviation ranges to optimize strike 
utilization. Put another way, the calculus tells us the 
likelihood of where the market will and won’t go. Then 
we place our range of protection accordingly. Once 
again, the use of laddered expirations provides the 
same benefits as in the defined floor position. 
 

Adding income and tax management 
 

In Figure 8, we explore instituting a covered call 
program to add income and further reduce the cost of 
hedging. We can quickly see that the investor realizes 
upside participation until the ceiling imposed by selling 
the call comes into play. While seemingly a simple 
strategy, generating income by selling calls becomes 

more complex when the risk of being exercised—i.e. 
having the stock called away—is not an option. 
 
Covered calls are often the gateway strategy to those 
new to options due to the straightforward nature of 
executing such trades. However, the complexity comes 
at the back end and ongoing management—especially if 
we are selling covered calls where the intention is to not 
let shares get called away and trigger a capital gains 
event. Frequent adjustments, rolls, and careful 
monitoring all become part of the tactical management 
of this position. 
 
If the underlying stock has moved up and against the 
short call where the intention is not to let it get called 
away, a tactic called rolling may be implemented. 
Typically, a roll would involve a simultaneous closing out 
of the existing short call while selling a new one. The 
goal is to roll up and out, meaning up to a higher strike 
price and out to a further out expiration in order to give 
the stock a chance to level out or retrace. It is not 
uncommon to need to do multiple rolls. 

 
FIGURE 8 
Defined range protection strategy with covered calls 

 
 
One of the reasons why this tactic is needed is that call 
prices tend to be less robust than put prices due to 
something called volatility skew. Put another way, puts 
(i.e. protection) typically have higher premiums as 
investors and institutions use them to hedge downside 
fear. Plus, most market participants are net long in their 
portfolio disposition as opposed to being short and 
needing to hedge upside moves. This is a crucial point, 
as short calls tend to be less far out of the money than 
puts due to the premium disparity.  
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When running a covered call component with the 
mandate of not having shares called away through 
assignment, another factor is careful monitoring of the 
arbitrage calculation on issues with dividends paid out 
quarterly. If the holder (the other side of your trade) is a 
skilled institution, they would typically run a scenario 
analysis to review the extrinsic value of the call option(s) 
they are holding to see whether it makes sense to 
exercise into shares to capture the dividend a stock 
would pay. If the numbers work then they may choose 
to exercise, hold the shares overnight to get the 
dividend through the ex-date, and then liquidate the 
shares. This is done to avoid the drop in price of their 
long call—the offset of the dividend long shareholders 
experience. 
 
 When a significant news event makes assignment 
inevitable, another, more complex strategy to avoid 
unwanted tax consequences is to 
purchase corresponding long calls. 
First, to re-establish participating 
again in upside movements of the 
stock. Second, to exercise the long 
calls into shares with a higher cost 
basis in advance of the 
unavoidable upcoming 
assignment. The importance of 
the timing and execution quality 
of this tactic cannot be 
overstated.  
 
Briefly, let’s cover one more 
potential income-generating 
scenario. A concentrated stock 
position in a portfolio can be used 
as collateral through more 
innovative strategies than covered calls. Typically, when 
investors would use existing positions to borrow and 
buy additional shares they would be bought on margin. 
But margin interest rates start at a base 9.50% annually 
(TD Ameritrade, 2019). Unlike buying on margin, an 
option premium selling strategy can be overlaid on top 
of existing shares in a margin account—without 
additional fees or interest payments. While there are 
many different premium selling strategies an option 
trader could deploy, we prefer to use our own High 
Probability Option Strategy [insert URL of sales piece]. 
 
Here’s how the overlay works without creating a margin 
balance. Take a typical spread on an S&P 500 Index 
where a short put is sold at 1400 and a long put is 
purchased at 1350. The requirement or hold out is 

computed by taking the number of contracts (1) 
multiplied by the difference between the strikes (1400-
1350=50), then multiplied by the deliverable which 
would be 100 shares. So, 1 x 50 x 100 is $5000 as the 
requirement for each contract. This $5000 is not 
borrowed per se. Instead, available buying power is 
simply reduced, and no interest is charged unless 
positions need to be closed out at a loss. 
 

The hedger’s opportunity 
 

One of the unique aspects of implementing a hedging 
program is that by avoiding the loss, or realizing profits 
on the hedges themselves, it provides an opportunity. 
The first part is rather obvious in that investors who 
miss out on a majority of a down move preserve their 
purchasing power relative to portfolios that are 
unhedged.  

 
For example, if an investor 
established a 10% defined floor 
position and the market dropped 
50%, a $1,000,000 portfolio might 
hypothetically be down to only 
$900,000 compared to an 
unhedged portfolio being worth 
only $500,000. We understand 
that if a market sells off 50% in a 
given year, it will take a 100% gain 
to get back to break even. To 
break even or recover from a 10% 
loss the underlying stock only 
needs to gain ≈11%. Besides the 
increased hurdle to break even, 
preserving wealth means 
preserving the ability to achieve 

certain withdrawal amounts or rates in retirement. It 
preserves purchasing power on a relative basis. Lastly, it 
provides the hedgers opportunity! 
 
To continue the example, we will assume that since the 
losses stopped at 10% or $100,000, the avoided loss or 
hedging profit was $400,000. The hedger’s opportunity 
would be to take those profits and reinvest while the 
market is at depressed levels thus acquiring more 
shares at a substantial discount. Then any market 
recovery significantly adds to the overall return of the 
portfolio, in essence outperforming the market. 
 
The hedger’s opportunity is also a diversification tool. 
Consider a $2,000,000 concentrated stock position 
where a defined floor is set 15% below the stock’s 

More scary 1–day drops 
 (There’s a lot to choose from) 

 Disney Aug 2015 -8.9% 

 LinkedIn Feb 2016 -43.5% 

 SMTP Feb 2019 -50.0% 

 MMM Apr 2019 -13.0% 

 2U Inc. Jul  2019 -65.0% 
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current market price. The company reports bad news or 
misses earnings leading to a 30% decline over several 
months. The investor would experience the first 15% 
down but would not realize losses beyond that point 
due to respective hedges gaining in value dollar for 
dollar from -15% to -30% lower. The avoided losses 
amount to 15% or $300,000 of the initial $2,000,000 
concentrated stock position. These hedging profits 
could be utilized to then, without selling any existing 
shares, invest in other assets such as a diversified 
market portfolio or index. Of course, this new diversified 
investment could also be hedged using the conventions 
previously mentioned that would address systematic 
market risk. Without selling shares or giving up the 
existing dividend, this method provides a transition 
away from the additional risk of concentration.  
 
Possibly the most interesting aspect of reinvesting 
hedging profits is that they tend to be put to work while 
prices are depressed, thus buying more shares than 
would have been possible given bull market conditions. 
 

Conclusion 
 

The conundrum that exists with concentrated stock 
positions is real. Diversify and pay substantial capital 
gains or income taxes, or stay in positions subject to 
both idiosyncratic and systematic market risk. Shares 
are susceptible to quarterly misses on earnings, 
negative guidance, or simply tweets in the era of social 
media. 
 
Thankfully, there are positive alternatives. Direct 
hedging to build in floors may offer real opportunities 
for advisors to provide value to clients holding 
concentrated portfolios. That value extends beyond 
protecting losses but also provides opportunities to 
leverage holdings to generate additional returns and/or 
income for portfolio owners. 
 
Now more than ever, strategies as outlined in this paper 
can offer actionable solutions. Solutions that are 
intended to provide peace of mind to the end investor. 

 
 
 

The Conagra case study 
FIGURE 9 

 
Source: Yahoo Finance 



How to manage the added risk of concentrated stock positions ZEGAFinancial.com   10  

 

 

Investors interested in hedging a concentrated stock 
position often ask for a real-world example that includes 
some or all of the hedging and income generation 
strategies we have outlined.  A good example from one 
of our SMA accounts is Conagra (CAG) starting at the 
beginning of June of 2017. This was a low cost-basis 
position that paid a dividend. The investor did not want 
to sell shares in the current market, but they did have 
an end goal of structurally diversifying over time. Figure 
13 charts the stock’s performance from June of 2017 to 
August of 2019.  
 
The first step, with Conagra trading near $40 a share, 
was to sell covered calls with a $46 strike which at that 
time represented a +15% upside move. That premium 
was then applied to reduce the cost of hedging on a 
long $32 strike put, which was approximately -20% 
down. This established a floor below the stock that 
losses could not continue and a ceiling above the 
shares. It is worth noting that positions do not have to 
be held to expiration. Instead they are flexible 
instruments that can be rolled early to avoid assignment 
or take profits. 
 
Almost right away in 2017, Conagra dropped 17.5% in 
one month allowing the short calls to be covered for a 
1% profit while realizing a 3% gain when the puts were 
closed after the decline leveled out. The rationale 
behind closing the hedges early arose from the position 
gaining almost 2 times the expected annual dividend in 
a single month. The stock later rebounded to $37 and a 
new hedge was established at the -19% protected level. 

Remember that hedging levels are customized based on 
what an investor is looking to manage and are 
dependent on their individual preferences. It’s worth 
noting that on this new hedge position, the annualized 
cost was only 2%. 
 
Over the next year covered calls were sold multiple 
times, which generated a 2% return. In addition to the 
selling of upside call premium via covered calls, we also 
overlaid our HIPOS strategy during the period. 
 
Subsequently, the Conagra position really benefited 
from owning hedges, as it dropped -45% in November 
and December of 2018. When this happens, the hedges 
are capitalized by taking profits and rolling down the 
$30 strike puts, that were now in the money, down to 
the $23 strike level. The gain per share wound up being 
+$7 or a realized +19% gain. All while still being hedged. 
 
In summary, over 18 months Conagra dropped 45% —a 
clear example of idiosyncratic risk where a single stock 
experiences much greater volatility or standard 
deviation than a market portfolio. Option trading 
generated +26.5% in gains on the original balance. 
Further broken down, direct hedges on the stock itself 
yielded +20%. Covered calls donated +2.5% while a 
HIPOS Conservative overlay on 25% of the assets 
(collateral) produced an extra 4%.  
 
Finally, no dividends were sacrificed. And no capital 
gains on the sale of stock were generated. 

 
Clearly, Conagra is a real world example of optimal hedging in a terrible single-stock market. So, when does concentrated 
position hedging go bad, or, at a minimum, work less well? Here are a few examples. If the stock never goes down, the 
annual cost of the hedge is a drain on the cash in the portfolio. If the stock goes down, but the drop does not exceed the 
defined floor in place, the investor still loses some money and still pays for the hedge. And if the hedge is a defined range, 
the stock can exceed the lower limit of the range and the investor will continue to suffer losses. 
 

For more information regarding this case study and other hedging examples, call us at: (800) 380-9342 
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Disclaimers 
 
ZEGA Financial is an SEC registered investment adviser and only transacts business in states where it is properly registered, 
or is excluded or exempted from registration requirements. Registration does not constitute an endorsement of the firm 
by securities regulators nor does it indicate that the adviser has attained a particular level of skill or ability. 
 
The content of this white paper should not be construed as legal or tax advice. Always consult an attorney or tax 
professional regarding your specific legal or tax situation. ZEGA Financial is not engaged in the practice of law or 
accounting. 
 
Information presented is believed to be factual and up-to-date, but we do not guarantee its accuracy and it should not be 
regarded as a complete analysis of the subjects discussed. All expressions of opinion reflect the judgment of the authors 
on the date of publication and are subject to change. A professional adviser should be engaged before implementing any 
of the strategies discussed. 
 
Content should not be viewed as personalized investment advice and should not be construed as an offer to buy or sell, or 
a solicitation of any offer to buy or sell the securities mentioned. All investment strategies have the potential for profit or 
loss. Different types of investments involve varying degrees of risk, and there can be no assurance that any specific 
investment or strategy will be suitable or profitable for an investor’s portfolio. A list of all specific recommendations made 
by the firm for the past year is available upon written request.  
 
Historical performance results for investment indexes and/or categories generally do not reflect the deduction of 
transaction and/or custodial charges or the deduction of an investment-management fee, the incurrence of which would 
have the effect of decreasing historical performance results. There are no assurances that an investor’s portfolio will 
match or outperform any particular benchmark. Asset allocation and diversification will not necessarily improve an 
investor’s returns and cannot eliminate the risk of investment losses. 
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