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Calculated Risks

Probability

o zyen com 75,00 25,00 25,00 75.00 125.01
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Valuing Shape Changers




}Z Two Cases Priced By Black-Scholes

e Stable
I standard deviation 10%
F option = £2.51

e Wild

I standard deviation 300%
E option = £54.90

J— S = current stock price, say £100
R T = time till expiration, 3 months
v e _ o _
0 K = option striking price, say £100

R r = risk-free interest rate, say 4%



vV Sustainable = Stable?

Average Premium/Discount to Market by GMO Composite Valuation
Top 1000 UK stocks, mcap-weighted quintiles, Dec-69 to Aug-03, 5-year earnings volatility
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Volatility Loss = Equity Gain

e Move perceptions of future profit volatility
from 50% to 20% on £10 billion market
capitalisation

e Estimated gain of 15% on share price
from profit volatility reduction

e Estimated gain of 10% on share price
from share price volatility reduction

o Price/earnings ratio of 8 justifies investing
/ up to £125 million for the lower figure
>4 (£187.5 million for the higher)



Y/ Measuring the Immeasurable Benefits of
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