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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. 

A futures contracts is used as a hedging strategy, the goal is to reduce the likelihood that a loss will be experienced due to an unfavorable change in the market value of the underlying asset, usually a security or another financial instrument. If the security or the financial instrument typically experiences a lot of volatility, an investor may be more likely to purchase a futures contract.
Numerical example: Assume that a company must purchase 50,000 ounces of cotton in 3 months. The current market price for cotton is $2.5 per kg and the price of a 3-month futures contract is $3 per kg. By purchasing the futures contract, the company can guarantee a price of $3 per ounce. This reduces the company's risk because it will be able to close its futures position and buy 50,000 ounces of cotton for $3 per ounce in 3 months at the contract's expiration date.
	Price of Cotton on Jan 2022
	2.5/kg

	Futures Price of cotton on March 2022
	3/kg



CASE 1
On March 2022, the price of cotton increases to $3 per kg.
· He hedged his risk by buying the futures contract and here the price moved in the favourable direction.
· In this case, the company pays a lower price than the spot price and makes a net gain of $0.5 per kg by getting into the futures contract. 


	Price of Cotton on Jan 2022
	2.5/kg

	Futures Price of cotton on March 2022
	2/kg



CASE 2

On March 2022, the price of cotton decreases to $2 per kg.

· In this case, the price decreased, and the company will face a loss as they could’ve bought it at a lower price. 
· The company pays a higher price than the spot price and makes a net loss of $0.5 per kg by getting into the futures contract. 




























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

Hedging strategies are used by investors to reduce their exposure to risk in the event that an asset in their portfolio is subject to a sudden price decline. When properly done, hedging strategies reduce uncertainty and limit losses without significantly reducing the potential rate of return
Numerical example: Using the same example as above, suppose that this time the company decides to hedge his position using options

	Cotton price on JAN 2022
	250/KG

	MARCH Call option $3
	Option premium = ₹50



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

	Scenario 1
	200/KG

	Scenario 2
	300/kg




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

	1
	300
	250
	50
	250
	300

	2
	200
	250
	0 (No exercise)
	200
	250




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. 

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

