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Objective

As the head of the Treasury Team of Ally Enterprises Steel Manufacturing Team, it is to understand and explain the concept of hedging and its strategies to the stakeholders. How it would help during the fall of gas prices. What its benefits and drawbacks are?  To understand what commodity price risk management is. What could the factors be for consideration while deciding which derivatives to be used in that. How is it beneficial rather than keeping their positions open? All these pointers shall be put in the report along with other details.
 
	

	

	“Always Hedge your bets. That’s how I do it. I lay all my bets on what I can contribute and suffer no illusions that I’m generating stuff by myself”
· Dan Hormon
	
	

	

About the Company

Ally Enterprises is a rising steel manufacturing company. It has been 26 years in the industry. Since it is a new company they have used gas which helps the sweeping transition in a country that depends largely on oil and coal for energy. It uses gas in the process of manufacturing steel, hence exposing itself to the fluctuations in the price of gas. the company faces high price risk emanating from the uncertainty around oil and gas prices and is considering hedging for the purpose of commodity price risk management. 
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	What are risks and exposures?

· Risk is the possibility of something bad happening.
· It involves the uncertainity of particular activities or effects happening due to some action and is gives undesirable results.
· Exposure is the amount of risk that can be quantifyable for an organisation.
· Market Risk is the possibility that an individual experiences losses due to the performance of the financial market.
· There are many types of risks in market risk like interest rate risk, currency risk, commodity risk, equity risk and etc.


[bookmark: _Hlk86790505]What is Hedging?

Hedging is a strategy to manage the risk that is undertaken to offset the losses in the investments by taking an contrasting position in a relating asset.
· It is like an insurance that you won’t be bankrupt.
· When people are hedging, they are insuring themselves from the negative events from happening. If they are properly hedged, the impact of negative events gets cushioned.
· Hedging happens everywhere. We hedge by insuring the cars that we bought, we hedge by insuring our life for our family and other forms.
· Hedging in investment risk means having portfolio managers and others to use hedging techniques to reduce their clients exposure to various known risks.
· It is using financial instruments to divert the risk of any untimely price movements. It is hedging one investment by making another trade.
· It requires offsetting trades in securities with negative correlations.
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Ideal considerations for getting a proper hedging program

1) Determining the risks and potential events that are very concerning
2) Understanding the time horizon for the hedge program
3) Finding a provider to help manage the solutions
4) Choosing the right policy/strategy
5) Getting the hedge precision
6) Choosing the suitable hedge instruments
7) Understanding where the hedging account fits in which statemnt of accounts


Strategies for managing portfolio risk by implementing a structured approach
1) Assess the risks
2) determining the objective and setting appropriate appetite and tolerance.
3) Identify and evaluate potential strategies
4) Executing a hedging strategy
5) Organizational design and process
6) Increasing the corporation’s commodity risk strategy
7) 

Advantages of hedging

· Hedging limits the losses to a great extent
· It helps increasing the liquidity as it facilitates the investors to invest in different sset classes.
· Hedging requires lower margin outlay and thus price becomes flexible. 
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What are derivatives
Derivatives are contracts between parties whose value is decided upon underlying financial assets. Some common underlying instruments include bonds, commodities, stocks etc. 
· They can be traded on an exchange or over the counter (OTC)
· These are used in certain markets to hedge against risk.
· Fluctuations in the asset is derived for the prices of the derivatives. 
· Derivatives are leveraged which helps increase their potential risks or rewards
· Types of Derivatives are Forwards and futures, options, swaps, Fra etc.

Commodity Price Risk
It is the possibility that commodity price changes will cause financial losses for buyers or producers. 
· Buyers face the risk of the prices being higher than expected.
· Producers face the risk of the prices being lower 
· It is the financial risk on the organization’s financial performance upon the fluctuations in the prices of the commodities. 
· Sharp fluctuations in commodity prices creating big significate business challenges that can affect the production costs, earnings and credit.
· A fall in commodity prices can decrease the sales revenue for producers and decreasing the values of the organization.
· A rise in commodity prices can increase the sales revenue for producers and helping in increasing the value of the business.
· Despite some of the inherent limitations in using commodity derivatives, many industrial products companies successfully manage commodity exposure associated with energy purchases, industrial metal and other precious metal use derivative instruments 

	[bookmark: _Hlk86797638]Commodity Price Risk Management

	



Commodity Price Risk Hedging

· Managing commodity price risk is difficult and unavoidable for companies making a place in the society.
· Liquidity Management and working capital are important for corporations. 
· A business plan is difficult to sustain when it is depending on working capital. Therefore thre capital and cost of hedging is the most important factors for selecting derivative products.
· The other could be the payoff of the hedging instrument. Depending on the compatiblity of the commodity and the magnitude of the hedge payoff corporates selects the strategy.
· Basis risk is also important consideration for corporates when they ocnsider certain futures to hedge with. 
· Liquidity of the traded derivative product becomes an important parameter for  the corporation.
· It is not difficult, it just requires proper understanding of the exposure of the company engagement and understanding of all departments involves and strong governance

Stages of commodity price risk and hedging
· Exposure Collation and aggregation
· Risk quantification and assessment of potential impact
· Decision support and setting hedge ratios
· Price arrangements
· Rebalancing instruments
· Hedge transaction execution
· Hedge performance assessment. 


Commodity Risk Management Strategies for Producers
· Diversification
· Flexibility
· Price pooling arrangement
· Production contracts
Commodity Risk Management Strategies for Buyers
· Supplier  Negotiations
· Alternative sourcing
· Production Process review

Conclusion

Hedging is definitely better than keeping the position open. An open position is when a trade is established but has not yet been closed out with an opposing trade. Open position is basically speculation. Hedgers try to reduce the risks associated with uncertainty while speculators help making money on the movements of the market to try  to profit from the fluctuations. Hedging is a risk neutralizing strategy and open position is vulnerable in both upside and downside of the market. Hence having hedge is more beneficial for the corporation. 
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