



Basic Definitions:

Hedging: Is an investment strategy that is made with the intention of reducing the risk of adverse price movements in an asset by taking an offsetting or opposite position in a related security.
 A short hedge is employed once you plan on selling your product at a future date and wish to guard yourself against falling prices.


A long hedge is employed once you commit to buy a commodity or a specific asset and need to guard against prices increasing.




Futures: These are contractual agreements to buy and sell assets at a certain price at a certain time in the future.


Options: It is a derivative contract that gives the buyer the right, but not the obligation, to buy or sell the underlying asset by an expiration date at a specified strike price.
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Statement 1: Hedging using futures can potentially eliminate volatility for any movement in underlying hedged item.
We agree with the above statement because short futures hedge can be used to offset the risk of prices falling by the time the underlying assets are ready for market and if we need to buy an asset in future we will be disadvantaged if the prices of the assets rise, in that case long futures hedge can offset the underlying risk. However, risk can never be completely eliminated. 
Example
Short Hedge Futures (assuming zero basis): -
It is July and investor is planning to sell machinery in December. The Investor is uncertain about the outlook for machinery prices and want to protect the value of his asset from falling prices. The current cash price in October is $3000.00. The December Machinery Futures contract is also trading at $3000.00. Investor sell Machinery Futures contract $3000.00. 
Scenario 1: Prices Fall Scenario 1: 
Prices Fall in December, cash market price is $2500.00. Investor deliver his machinery and receive $2500.00, and offset his futures positions by buying a December Machinery Futures contract at $2500.00
	Cash Market
	Futures Market

	July: cash machinery @ $3000
December: sell machinery @ $2500
	July: sells Machinery Futures @ $3000
December: Buy Machinery Futures @ $2500

	Change:- $500 less
	Change:- $500 gain



Summary: - sold machinery at cash market for $2500 and made a gain of $500 in futures, so the net sell price turns out to be $3000







Scenario 2: Prices Rise: -
In December, cash market price is $3500.00 cwt. Investor deliver his machinery and receive $3500.00, and settles his futures positions by buying a December Machinery Futures contract at $3500.00
	Cash Market
	Futures Market

	July: cash machinery@ $3000
December: sell cash machinery @ $3500
	July: sell machinery @ $3000
December: buy machinery @ $3500

	Change: $500 gain
	Change: $500 loss

	
	


So the Net sell price is $3500 less loss of $500 i.e. $3000
The Long Hedge (assuming zero basis)
If I need to buy jet fuel in future, I will be disadvantaged if prices increases. I can use a long hedge to control that risk.
It is August and I plan to buy jet fuel in March. I am uncertain about the outlook for fuel prices. Cash price in October is trading at $250/lit. The March Jet Fuel Futures contract is also trading at $250.00. You buy 1 contract to cover your future jet fuel prices.
Scenario 1: Price Falls
In March the price of jet fuel is $220/lit. I buy my fuel at $220 and offset my futures position by selling 1 March Jet Fuel Futures contract at $220.
	Cash Market
	Futures Market

	August: cash fuel price @ $250
March: buy fuel price @ $220
	August: Buy Jet Fuel Futures @ $250
March: Sell Jet fuel Futures @220

	Change: $30 savings
	Change: $30 loss



Net Purchase Price is purchase price in March at $220 add loss $30.




Scenario 2: Prices Rise
 In March, cash market price for jet fuel is $280.00. I buy my fuel in cash at $280.00 and offset my futures positions by selling March Jet fuel Futures contract at $280.00. 
	Cash Market
	Futures Market

	August: cash fuel price @ $250
March: buy fuel @ $280
	August: buy futures @ $250
March: sell futures @ $280

	Change: $30 more expensive
	Change: $30 gain



Net Purchase price in this scenario turns out to be purchase price in March $280nless gain of $30, i.e. $250


















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


According to us in a real world scenario we cannot totally eliminate the downside volatility of the price movement of an underlying asset because it depends upon various factors, but we are able to always try and minimize the danger by using some hedging strategies for example:
· Principal-Protected Notes
· Bear Spreads
· Normal Put


Principal-Protected Notes
So a Principal Protected Note (PPN) is a fixed-income security that guarantees a minimum return equal to the investor's initial investment regardless the performance of the underlying assets.
PPN will be created from a European Call/Put option and a zero-coupon bond. 


Bear Spreads
A bear spread is a bearish options strategy used when the trader believes that the price of underlying asset will go down moderately. This strategy will minimize your risk in the event of prime movements going against your expectations.






Bear Put Spread:
It involves selling a Put Option while simultaneously buying a Put option.
Maximum Possible Loss
 => Net Premium Received * Lot Size
Maximum Possible Profit
 => (Strike Price of Long Put - Strike Price of Short Put – Net Premium Paid) * Lot Size
Breakeven
 => Strike price of the Long Put - Net Premium


Example for Bear Put Spread

	
	Strike Price
	Premium 

	Buy 1 ITM Put
	100
	5.50

	Sell 1 OTM Put
	95
	4.32



Net Premium 
= 5.5-4.32 = 1.18 
Maximum Loss = 1.18
Maximum Profit = 100-95-1.18 = 3.82
	Closing Price 
	Payoff from ITM Put
	Payoff from OTM Put
	Net Payoff

	102
	-5.5
	4.32
	-1.18

	101
	-5.5
	4.32
	-1.18

	100
	-5.5
	4.32
	-1.18

	99
	-4.5
	4.32
	-0.18

	98
	-3.5
	4.32
	0.82

	97
	-2.5
	4.32
	1.82

	96
	-1.5
	4.32
	2.82

	95
	-0.5
	4.32
	3.82

	94
	0.5
	3.32
	3.82

	93
	1.5
	2.32
	3.82

	92
	2.5
	1.32
	3.82

	91
	3.5
	0.32
	3.82

	90
	4.5
	-0.68
	3.82


                       
As you can see from this example your maximum loss is 1.18. as we known that hedging strategies can also limit our profit potential, so here our max profit is 3.82.

Normal Put Option 

Basic put option can also minimize your risk. 
EXAMPLE:
Suppose you have a stock of a company XYZ with a strike price of 50.
 Premium = 2
Formula => Strike price – Spot price 
	SPOT PRICE 
	PAYOFF

	53
	-2

	52
	-2

	51
	-2

	50
	-2

	49
	-1

	48
	0

	47
	1

	46
	2



In this example the risk is minimized with the help of put option. 

