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Abstract

Since the issue of the first future product "Taiwan stock exchange
capitalization weighted stock index (TAIEX)", Taiwan stock market then
formally holds the market mechanism of investment risk hedging with
derivatives. The main purpose of the paper is to explore the relationship
between the financial spot and future product, and illustrate a most optimal
hedged portfolio to avoid investment risk. We selects minimax hedging
strategy as the major approach associated with OLS and M-GARCH models to
do the stock hedging operation and employs Taiwan stock index futures to
hedge the spot risk of the Taiwan stock index. To find out which model is
more appropriate, the outcome of the minmax hedging performance is
compared with the hedging performances of the OLS model and the
M-GARCH model while they are subject to the same underlying and hedging
criteria. The findings of this paper state that under the same hedging condition,
the correlation between the spot and future will become lower with the shorter
time interval (present) and the minimax hedging strategy has the superior
hedging performance to the OLS model because of the non-linear
characteristics of the spot and future research data. On the other hand, the
correlation between the spot and future will become higher with the longer
time interval (7 days, 14 days, and 21 days) and thus the OLS model will
outperform the M-GARCH and even the minmax due to the linear




characteristics of the spot and future research data. The M-GARCH however
performs not quite well as we expected since it only models the second
moment of the spot and future data that have high correlation and strong linear
characteristics.
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