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Statement 1: Hedging using futures can potentially eliminate volatility for any movement in underlying hedged item

Hedging using futures is a good way to fix the price for a certain item. For example, if a jeweller thinks that the price of gold will increase in the future, he may enter into a long futures contract which will fix the price of gold for him.

The following will be the effects of the futures contract-
· The price of gold for the jeweller will be fixed at the price of the contract. This will protect him from any price fluctuations.
· If the price increases, the jeweller will benefit from it and buy the gold at the agreed upon price which will be lower than the market price.
· If the price decreases, he will not be able to benefit from the negative price fluctuation and will buy the gold at the agreed upon price which will be higher than the market price.
· Since there are only 2 possibilities of the price movement, the jeweller will always buy at the agreed upon price in a futures contract. 
· Therefore, the futures contract has eliminated volatility in any movement in the underlying hedged item.

Let us take a numerical example to illustrate the above-

In November 2021, the jeweller foresees his need for gold in January of 2022. Gold prices are currently volatile in the market, and the jeweller decides to enter into a January futures contract to fix his price.

	Gold price @ Nov 2021
	₹4800/gram

	JAN Futures price @ Nov 2021
	₹4900/gram



The jeweller decides to take a long position in the January futures contract at ₹4900/gram.

Suppose the jeweller closes out his position in January 2022. 2 possible scenarios can now take place

	Scenario
	Spot price of Gold in Jan 2022.

	Scenario 1
	₹5000/gram

	Scenario 2
	₹4800/gram


We will be assuming that this is a perfect hedge and there is no basis between the spot price and futures price.

	Scenario
	Spot price (S2)
	Futures price (F2)
	Futures price (F1)
	Effective price paid (S2+F1-F2)

	1
	5000
	5000
	4900
	4900

	2
	4800
	4800
	4900
	4900



Here, we can see how volatility in price has been eliminated and the jeweller pays the same amount in both the scenarios.
However, there are a few observations which can be made –

· In Scenario 1, we see that the jeweller pays a lower price than the spot price prevailing in the market. He makes a net gain of 5000 - 4900 = 100 by getting into the futures contract. 
· In Scenario 2, the jeweller pays a higher price than the spot price prevailing in the market. His net payoff is 4800 - 4900 = -100.
· The jeweller might regret his decision to hedge using futures in Scenario 2, as he made a net loss. His competitors bought gold at a lower cost, and as a result, they were able to generate more sales by lowering their prices. 
· The opportunity cost of the price of the asset going in a favourable direction is foregone when hedging using futures.
· Hence, hedging using futures removes the uncertainty of cash flows for the business, but it may result in a net negative payoff for the business. 
· Therefore, it is necessary to think about the disadvantages of eliminating price volatility before entering into a futures contract.

In conclusion, YES, hedging using futures can potentially eliminate volatility for any movement in underlying hedged item, provided that the hedge is perfect.









Statement 2: Hedging using options can eliminate the downside volatility of the price movement in the underlying asset at an associated cost.

Hedging using options gives the hedger the option to exercise the contract or not. It provides more flexibility than hedging using futures. In order to illustrate this, we will be using the same example of the jeweller hedging his exposure to gold price fluctuations.

Since the jeweller needs to buy gold in the future, he will be using a long call option on gold for hedging. 

The effects of the long call option will be as follows –

· The call option will give the jeweller the right to buy gold at the strike price.
· In return, the jeweller will have to pay an option premium to buy the option contract.
· If the price increases, the jeweller will benefit from it and exercise the option, getting a positive payoff from the option.
· If the price decreases, the jeweller will not exercise the option and it will expire useless. His option premium will be wasted.
· Since there are only 2 possibilities of the price movement, the jeweller will either buy gold at the strike price of the option or at a price below it.
· Therefore, the long call option has eliminated the downside volatility of the price movement in gold at an associated cost

Let us illustrate this numerically-

Using the same example as above, suppose that this time the jeweller decides to hedge his position using options

	Gold price @ Nov 2021
	₹4800/gram

	JAN Call option 4900
	Option premium = ₹65



Using the same scenarios as above,
	Scenario
	Spot price of Gold in Jan 2022.

	Scenario 1
	₹5000/gram

	Scenario 2
	₹4800/gram



	Scenario
	Spot price (S)
	Strike price (K)
	Net Payoff 
(Max((S-K),0))
	Effective price 
	Net price (including option premium)

	1
	5000
	4900
	100
	4900
	4965

	2
	4800
	4900
	0 (No exercise)
	4800
	4865



Here, we see how the downside risk has been eliminated with the long call option. The only negative payoff is the option premium. When the market spot price is lower than the spot price, the option is simply not exercised. 

A few observations –

· The effective prices are different in both the scenarios.
· In Scenario 1, S>K, therefore the option was exercised at strike price of ₹4900.
· In Scenario 2, K>S, therefore the option was not exercised and the jeweller bought the gold at the market spot price of ₹4800.
· A transaction cost of ₹65 is incurred in both the scenarios. It is an unavoidable cost.
· If the volatility in gold prices is low, then the jeweller might not want to pay ₹65 as the option premium, especially if it is more than his net gain from the hedge.
· Therefore, volatility of the price of the underlying asset should be considered before hedging using a call option.

In conclusion, YES, hedging using options can eliminate the downside volatility of the price movement in the underlying asset at an associated cost.




[image: hexagon 1]

2 

3

image1.png




image6.png




image70.png




image8.png




image2.svg
  
.MsftOfcThm_Accent1_Fill {
 fill:#3F1D5A; 
}

  


image3.png




image4.svg
   


image5.png




image6.svg
  
.MsftOfcThm_Text2_Fill {
 fill:#F3642C; 
}

  


image7.png




image8.svg
  
.MsftOfcThm_Text2_Stroke {
 stroke:#F3642C; 
}

  


image50.png




