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WHAT IS A HEDGE?
First let’s understand hedges in laymen terms. Hedges are wagers on certain asset’s price movement in order to protect another investment. Its main motive is to limit risks in financial assets. Usually hedging techniques involve taking offsetting positions in derivatives that correspond to an existing financial position. A hedge is basically in essence an insurance policy on a financial investment. Like how inverters in case of an electricity cut hedges provide protection from financial adversity in case an investment or a business transaction goes awry.
Well then everyone should hedge, shouldn’t they?
Not always. There’s a catch in this financial strategy. A hedge essentially minimizes. See where I’m going with this? While a hedge can minimize losses it also pulls down profits. You can stand to not loose any money or gain a smaller amount of profit than what you could have gained without hedging. Let us understand this with an example from daily life. You own a car and you take out an insurance policy on it. If you have an accident or your car gets stolen the policy protects you from the otherwise loss. But if nothing happens to the car it (the policy or rather the premiums) seems like a burden, the premium fells like a loss or an unnecessary expense. But nevertheless, the cost of the policy is outweighed by its benefits and so is the case with hedging. A sensible business person would take lower profits than crushing, small or any amount of loss. Wouldn’t you?
Why is this cost acceptable to lower profits?
This is so because the amount that is foregone when conditions are favorable are known and losses during unfavorable conditions are minimized. Whereas not hedging would be equivalent to blindly walking into traffic hoping a car doesn’t hit you.
Investors and money mangers use hedging strategies to reduce and dominate their or their client’s exposure to risk. 
A perfect hedge is one where a 100% of the risk is eliminated. But this is not possible. Even a perfect hedge comes at a cost. Perfect hedge is simply a theoretical concept. 
Hedging is done using certain financial instruments. Let’s learn about them.

Forward Contracts:
 A forward contract is a contract between two parties to buy or sell a particular asset for a certain price at a specified time. Forward contracts are generally sold in over the counter markets and hence are very flexible and therefore can be customized to the parties’ involved necessities and needs. Financial institutions that initiate forward contracts are exposed to a greater degree of settlement and default risk compared to contracts that are marked-to-market regularly.
Long position where a party agrees to buy a particular asset for a certain price at a                                                                   specified time.
Short positions where a party agrees to sell a particular asset for a certain price at a                                                                   specified time.

Future Contracts:
Future contracts are contracts to buy or sell an asset for a certain price at a specified time. They are usually traded on exchanges and have standardized features as specified by the exchange, i.e., the contracts are not flexible and customizable. The parties to the contract to the contract do not know each other. The exchange provides a guarantee that the contract will be honored. Price is regulated by demand and supply forces.
Long position where a party agrees to buy a particular asset for a certain price at a                                                                   specified time.
Short positions where a party agrees to sell a particular asset for a certain price at a                                                                   specified time.
 
Options:
An option renders its owner the right to trade an asset at a specified time, in case of European options, or before a specified time, in case of American option, for a certain price. When an option expires without being used it is rendered useless having no value.
A call option gives the holder the right to buy a particular asset for a certain price at a specified time.
A put option gives the holder the right to sell a particular asset for a certain price at a specified time.

Hedging Through Forward Contracts:
Suppose you are an exporter in India who will receive a sum of £100 million 4 months from now. The current value for £1 is Rs. 102 and is open to volatile fluctuation in the daily market. You do not want to stress about this sum for the months to come and want to be safe from adverse price movements in the forex market. So, to aid in this you sell £100 million in the forward market(short position), with delivery date the same as when payment of £100 million is due receivable, for a pre-determined price say Rs. 103 per pound. 
The same could be done for situations where you have to pay a sum of money in a foreign currency instead of receiving it. Imagine you own a clothing firm in India and have to pay for raw materials imported from Japan in yen. Suppose the sum of money you have to pay is ¥3 million in 4 months’ time. We know the foreign exchange is very volatile in nature and hence decide to take out forward contracts (long position) fixing the rate at which the transaction has to be made.
Of course, these circumstances can backfire.

When hedging turns sour:
Take the first case. Suppose 4 months from now £1 is worth Rs. 105 in the market, i.e., the spot price for a pound is Rs. 105, then we make a Rs. 2 loss per pound on the transaction. This adds up to a loss of Rs. 200 million.
In the second case, suppose the price agreed upon is Rs. 0.75 per yen and the spot price in 4 months from is Rs. 0.66 we make a loss of Rs. 0.09 per yen. This adds up to a loss of Rs. 270000.

When hedging works:
In the first case if the spot price turns out to be lesser than the agreed upon price in the forward contract, we make a gain. Suppose the price per pound id Rs. 100 we will receive Rs. 103 per pound leading to a profit of Rs. 300 million.
In the second circumstance if the spot price raises to Rs. 0.88 and our agreed upon price in the contract is Rs. 0.7f we make a profit of Rs. 0.13 per yen which leads to a total profit of Rs. 390000.

Hedging Through Options:
Imagine you are an investor who owns many shares of various companies. One of these companies share prices behave very volatile and you have a hunch that in the next month the price is going to decline very steeply, however in case it doesn’t you do not want to give your equity ownership. You own 1000 shares of this company which we will name Company X. So as a rational investor you buy enough put options to sell the shares. The current market price for the share is Rs. 1400 and you buy 10 put options with strike price Rs. 1000 for Rs. 100 each share. This has the effect of locking in price to be realized in case of decline at Rs. 1000000. If the price does not decline as much as one thought or at all the value of those shares still remains above Rs. 1000000 (before deducting Rs. 100000 for the cost of the options.).

Case 1: When Hedging Using Options Turn Fruitful.
Suppose your hunch is correct and the price falls to Rs. 700 almost half its value 2 months ago. You exercise your option and sell the shares for a strike price of Rs. 1000.
Your proceeds from the sale therefore are Rs.1000000.
The cost of the options is Rs. 100000.
Therefore, the net profit is Rs. 900000.

Case 2: When Hedging Is Not Fruitful.
Suppose your hunch is incorrect and the price does not decline your loss is now equal to your cost for buying 10 put options which is Rs. 100000.

Inference Of These Two Strategies of Hedging:
Hedging using options neutralizes the risk by fixing a price to be paid or received. Hedging using options protects the investor from adverse price movements and allows them to benefit from favorable price movements. Forward contracts neutralize risks whereas options provide insurance to the investors. We can see that the forward contracts provide protection from market price going up in case you are a buyer and market price going down in case you are a seller. And options protect you from value of your holding diminishing. Also, in case of call options it allows you to benefit from price going up by providing ways to buy at prices lower than market price. 
Therefore, the statements are true.






  

