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STATEMENT 1 : HEDGING USING FUTURES CAN
POTENTIALLY ELIMINATE VOLATILITY FOR ANY MOVEMENT IN UNDERLYING HEDGED ITEM

A futures contract is a standardized, legal agreement to buy or sell an asset at a predetermined price at a specified time in the future. At a specified date, the buyer must sell the underlying asset at the agreed-upon price, regardless of the current market price at the expiration of the contract.
The underlying assets can be financial assets like stock or commodities like petrol, gold, grains etc.
A futures contract is generally used by large cooperation and investors as part of their hedging strategy. usually, the cooperations that deal with large transactions in regards to commodities and foreign currencies use futures contracts to hedge themselves against any fluctuations in the future prices in the market.
For example, suppose that company ABC is an airline company. it has to purchase 10,000 litres of aircraft fuel every 3 months. the aircraft fuel is trading for 100 RS per litre in the market. company ABC suspects a significant rise in price in the coming months. Therefore company ABC decides to buy 10 futures contracts of 1,000 litres each at a strike price of Rs. 102 per litre.
After 3 months the aircraft fuel price raised up to Rs. 107 per litre. Profit made by company ABC = 10,000 x (107-102) = Rs. 50,000.

STATEMENT 1 : HEDGING USING OPTIONS CAN ELIMINATE THE DOWNSIDE VOLATILITY OF THE PRICE MOVEMENT IN THE UNDERLYING ASSET AT AN ASSOCIATED COST.

various strategies can be created using derivatives to hedge against the downside risk of any financial transaction. one of the most prominent options in derivatives is the options contract.
An option is a contract that gives its buyer the right (not obligation) to buy ( in case of a call) or sell (in case of a put) at a predetermined price.
A put option gives its holder the right to sell an asset at a predetermined price in a given time frame. suppose AL wants to sell 1,000 Apple share in 3 months, AL suspect that the prices of the Apple stock will fall in the coming months. in order to hedge himself from the downside risk of price falling he decides the enter into a put contract by paying a premium of $200. after 3 months of purchasing the put option. the price of the Apple share fall by 30%. but since Al held a put option for the share he saved himself from experiencing a loss of 30% by selling at the strike price (strike price - spot price)
Put option protects the holder from the risk of a fall in the price. by giving the holder the right to sell at a predetermined price.
