




Why hedging is the best way 
how we can protect ourselves with?












What is hedging?

The commodity market mostly consists of two participants, hedgers and speculators. Most of the risk in the market are taken up by the speculators to make bigger money, whereas a hedger is on the safer side, he looks for ways in which he could save money. Commodity hedging is an activity conducted by an individual or a company that is involved in a business where the underlying are commodities.
 
Simply hedging is an activity which means that you are buying an insurance against any expected financial loss. Its basically securing yourself from those uncertain events of bad incidents of life, financial impacts are reduced because of hedging. Well, it is not something an insurance company sells where you simply pay a premium and you get a claim when any uncertainty happens, instead financial or commodity hedging need much rigorous work. Whoever is looking after the activities of hedging or overviewing the policy documents of the strategy accepted, must have a good sense to work around these strategies. But of course, there are companies and individuals who are experts in hedging and may sell their service for a commission. 

In the recent years the turmoil’s that have occurred in the market were due to the shift in supply and demand dynamics globally and has caused a huge volatility in the market prices. Because of these price swings the companies that buy and sell such products or produce such products had equally faced the profitability swings. Hedging is a step up to make an attempt to safeguard such volatility swings and avoid situations which can threaten or hamper the survival of a business.

If the management strategy plays well and there is an active participation of the portfolio managers, the benefits can go beyond, not just to avoid any financial disasters but it can also open up to create values. In the commodities market if the hedging practice is not done properly then the company might loose more than what was actually at exposure. 







How to address commodity risks

Commodity price risk intrinsically is the uncertainty faced by corporates to source or sell a product at a price. The nature & type of commodity price risk varies from industry to industry. Every company procuring a certain commodity will face the challenge of effective price management. Depending on the commodity, it can be treated as a “procurement commodity risk” or “tradable commodity risk”. Procuring risk is more focused towards the physical supply chain side of the business whereas tradable risk is on the financial risk & hedging of the business. Within the commodity value chain, corporates are faced with different types of commodity risks including ‘inventory price risk’ with the risk of falling prices, ‘basis risk’ which is the difference in benchmark price of the physical commodity and the derivative instrument used to hedge the commodity price, and ‘margin risk’ which for a producer is on the risk of falling prices, and consumers on rising prices.

Corporates exposed on the procurement side of the value chain initially assess the feasibility of reducing the impact of rising commodity prices by ‘passing it on to the customer on the finished goods’. Alternatively, such corporates also tend to negotiate with their suppliers towards a fixed price agreement – which becomes a difficult ordeal where the price discovery and benchmark prices of that commodity are transparent and easily available to all market participants. Similarly, corporates exposed on the sales side of the value chain structure pricing barriers or through stepped-price bands within the sales contract which act as an embedded derivative. Alternatively, most corporates look towards hedging their sales should the commodity benchmark price be available to hedge through a derivative instrument.









Ideal plan for implementation of a hedging program

· Identify, analyse and quantify all risks
Identify all of the company’s gas commodity related risks including markets, basis, operational, credit, liquidity and regulatory risks. Once all identifiable risks or the exposures are brought under the limelight, they can now be reviewed, categorized, quantified and prioritized. Quantitative and statistical analysis are used quiet rigorously to analyse most of the energy related risks. Risks that are unidentifiable or not properly done so cannot be effectively managed or mitigated.

· Net economic exposure hedging
A silo-based approach to management of such risk by taking up individual positions and strategies may create and hamper the aggregated risk across the broader enterprise. In a multi business organisation, mostly it’s a silo-based approach that is used, individual managers of individual departments only look for the exposure that their department is going to face and not what the organisation at large will face. An economic exposure of a company can be identified by starting determining the natural offset across businesses where we can ensure and analyse that if the hedging strategy is going to increase the risk exposure.

· Computing costs and benefit
Sometimes the risk managers or the risk management committee do not consider the true cost of hedging and they tend to underestimate it. They only focus on the bid ask spread and brokers commission. These are a few components that are smaller part of the picture, these are smaller portions of the entire cost, the main cost are indirect costs which are larger portion of the total amount and the hedging cost exceed the benefits.
There are two types of indirect costs, (i) opportunity costs, (ii) lost upside cost. 

· Only hedge what is important
Only those positions should be hedged where the position can threaten the survival of the existence of the business entity. Sometimes in a large conglomerate, individual business entities take a position in a manner such that it only protects their position which does not make a lot of sense at a portfolio level. The small strategies does not safeguard the aggregated exposures, this is not so much of putting in so much time and hard work for the management of such portfolio, which basically is immaterial and affects the company risk profile marginally.  
Ideal plan for implementation of a hedging program

· Determining the risk tolerance and developing risk management policy
Risks which are relevant should be addressed through a process that establishes risk management goals and objectives as well as risk tolerance. Then a commodity hedging policy, should then be developed to formalize the goals, objectives and risk tolerance, defining clearly defining the decision-making process and identify the individual or the committee who is responsible for all such accountability. 

· Development of hedging strategies and procedures
All possible strategies (forward/future/options/swaps) should be approved and documented into the policy. Most of the times the commodity hedging strategies are managed by the risk management committee who are responsible od overseeing the policy. At times the policy and the strategy may need to be adjusted due to a change in the risk management or the companies’ goals and objectives, changing market conditions, such as sustained lack of liquidity in a specified market.

· Implementing the strategy
The risk management policy needs to be supported by controls, procedures, systems and reports that ensure the company’s hedging activities receive an appropriate level of oversight. Proper control, procedures, systems and reports should be implemented to provide the company’s various stakeholders with a transparent view of how the company in managing it’s energy commodity risk, on both a macro and a micro level.

· Hedging transaction execution
Now we have to execute the hedging transactions. Execution and management of the hedges should be a dynamic process, as opposed to a static process. Existing and potential hedges should constantly be analysed to ensure the position the company holds are within the limits of the guidelines of the policy and are highly likely to allow the company to meet its goals and objectives. The portfolio should be analysed and optimized to reduce risk and improve pricing if and when the market conditions allow.




Ideal plan for implementation of a hedging program

· Analysing, monitoring and reporting the risks
All identifiable risks in the earlier steps that we mentioned here, both those which are actively managed and those which are not, should continuously be monitored, quantified and reported through company’s commodity risk management structure. As the variability of risk exposure changes, there be a systematic process for reporting such changes and determining, if the existing policy, as well as the accompanied strategies, processes for reporting remain fit for the purpose. If it is not in lieu then the committee should take appropriate actions.

· Repeat
The final step is the most important one, repeating the entire process as often as is prudent, regardless of whether it’s as frequent as once a month or as infrequent once a year. While the formal commodity risk management policy may only be modified, the remaining steps should remain the same, circular process, even if the movement is slow.















Instruments that can be used for commodity price risk management

Hedging using Options

Options give the holder the right – but not the obligation – to buy or sell an asset at a specified price, known as the strike price, within a set timeframe. There are two types of options – calls and puts. Call options gives the holder the option to buy an asset at the strike price on or before the expiry date, while put options give the holder the holder the option to sell an asset at the strike price on or before the expiry date. 

Options are a very popular hedging tool but speculators commonly use this tool. The hedging strategist has an upper hand here as the market does not always move in the direction when it has been predicted to, the buyer of the option can simply let the position expire and only has to pay the premium to be the rightful owner of the option. In an option strategy premium is the maximum amount that you can lose whereas the seller has not such limits, for the seller the downside risk is unlimited and the profit side of the trade for the seller is the premium amount that is paid by the holder of the option. 


Advantages of trading in options

Cost Effective
Leverage power are huge in option trading. With a much lower margin the investor or the trader can get option position equal to a stock position. Example, suppose you want to purchase 200 shares of ABC ltd. trading at $80 per share. You require a total sum of $16000 to purchase the lot, but if you purchase a call option of equal weightage then the premium would come around to be $4000. 

High Return potentials
The return potential on an option trade is much higher that what you can make of if you had bought the asset. We are getting an option to buy an asset at a lower margin and getting the same profits as that of with buying the stock the percentage return would be much higher comparatively. 

Lower Risks
Predefinition of option implies that the maximum loss that an investor can incur is the premium paid to purchase the option.
Instruments that can be used for commodity price risk management

More Strategy Available
The traders can combine a number of different types of options on the same commodity, and create a strategic position with the help of a call and put of different expiries and different strike prices. They are number of different types of options categorised under calls and puts; they are called as exotic options. Exotic options are options strategies where there are trading strategies or the trading underlying can be of different natures. Exotic option are options which are non-traditional than that of the traditional calls and put options.


Disadvantages of trading in options

Less Liquidity
Some asset options have lower liquidity which makes it very difficult for a trader to make entry and exit of the trade.

High Commission
Option trading is more expensive as compared to future or asset trading. However, there are some discount brokers that give the opportunity to traders to trade on lower commissions. But most of the full-service brokers charge higher fees for trading in options.

Time Decay
Time decay is a worse thing while trading options. The value of your option premium decreases by some percentages each day irrespective of movement in the underlying.

Non availability of all asset options
All the asset does not have options contracts. This makes it difficult for a trader to hedge his position with options strategies.



Instruments that can be used for commodity price risk management

Hedging using Futures contract

A futures contract is a legal agreement that requires two parties to exchange an asset at a predetermined price, on a specific date. Most futures contract will require the physical asset to exchange hands, however, they also can be settled in cash. They are most commonly used by producing companies and end users in order to secure a predetermined price for a product and limit the adverse impact of market fluctuation. A futures contract can be an ideal contract that can be used to hedge the companies gas prise risk measure. 

The company when entering into a contract knows what sort of money that is needs to pay for the gas in the market and want to fix their payments at a future date then they may enter into such a contract but something like a futures contract is a standardized exchange traded contract, the company might enter into a tailored forward contract. 


Advantages of a future contract

Opens the market to the investors
Futures contracts are useful for risk-tolerant investors. Investors get to participate in markets they would otherwise not have access to.

Stable Margin Requirements
Margin requirements for most of the commodities and currencies are well-established in the futures market. Thus, a trader knows how much margin he should put up in a contract.

No time decay involved
In options, the value of assets declines over time and severely reduces the profitability for the trader. This is known as time decay. A futures trader does not have to worry about time decay.

Instruments that can be used for commodity price risk management

High liquidity
Most of the futures markets offer high liquidity, especially in case of currencies, indexes, and commonly traded commodities. This allows traders to enter and exit the market when they wish to

Simple pricing
Unlike the extremely difficult Black-Scholes Model -based options pricing, futures pricing is quite easy to understand. It's usually based on the cost-of-carry model, under which the futures price is determined by adding the cost of carrying to the spot price of the asset.

Protection against pricing fluctuations
Forward contracts are used as a hedging tool in industries with high level of price fluctuations. For example, farmers use these contracts to protect themselves against the risk of drop in crop prices.

Hedging against future risks
Many people enter into forward contracts for better risk management. Companies often use these contracts to limit risk that may arise from foreign currency exchange.


Disadvantages of a futures contract

No control over future events
One common drawback of investing in futures trading is that you don't have any control over future events. Natural disasters, unexpected weather conditions, political issues, etc. can completely disrupt the estimated demand-supply equilibrium.

Leverage issues
High Leverage can result in rapid fluctuations of futures prices. The prices can go up and down daily or even within minutes.


Instruments that can be used for commodity price risk management

Expiration Dates
Future contracts involve a certain expiration date. The contracted prices for the given assets can become less attractive as the expiration date comes nearer. Due to this, sometimes, a futures contract may even expire as a worthless investment.
























Why do we need to Hedge?

Hedging is always a good investment play. And it doesn’t have to be complicated – it can be as simple as not putting all your investment eggs in one basket. 
Since the commodity prices are volatile and vulnerable to economic developments across the globe, the profitability of a business that is dependent on commodities is also influenced by the price at which it can be bought or sold. By applying hedging, the commodity-dependent businesses can manage their costs and profits in a much better way.

For any major purchaser, seller or processor of commodities, guarding the price risk and volatility by way of hedging is a great choice. While one can understand and analyse price fluctuations on the basis of seasonal demand-supply trends, one cannot predict the intensity of volatility because apart from seasonal factors there are various other aspects that impact the prices. Hence, there arises a need for prudent hedging practices.


Benefits of Hedging

Enhanced price stability
Creating price stability is an obvious advantage hedging cash flows offers. The benefits manifest in two ways. For goods that are imported for sale, it lowers volatility in the cost of goods sold (COGS). For goods that are sold in foreign markets, hedging offers the ability to maintain a stable price in local currency, increasing competiveness with local firms. Both can raise the present value of future earnings. These effects have two broader implications. First, the company's brand and reputation benefits from the ability of customers to rely on price stability. If it is a B2B business, this advantage can lead to enhanced long-term supplier relationships. Second, competitive advantages are experienced, especially if other players in the market do not hedge their sources and have to reprice more often.






Why do we need to hedge?

Higher corporate valuations 
The positive impact of hedging on corporate valuation is a strongly-confirmed effect. The main reason is the salutary effects of earnings stability on multiple corporate measures.
Higher valuations enhance a company's acquisitions, sales and divestitures capacity. Typically, an acquisition will be funded from multiple sources, including stock swaps. The acquiring company uses its own stock to pay for the acquired company. Each shareholder of the newly acquired company receives a certain number of shares of the acquiring company's stock for each share of stock they previously held in the acquired company. If the firm's valuation is higher because of hedging, then its ability to acquire other companies is enhanced. Additionally, if debt is also used in an acquisition, hedging enables higher leverage and lower credit spreads.

Enhanced ability to raise capital 
The ability of a firm to raise capital for expansion and investment is increased with hedging. There are two main sources of funds to a company - the equity market, and the debt market. The equity market makes investment decisions based on many factors, but one of them is the well-known Sharpe Ratio.

In the debt market, a firm's ability to borrow is increased when it hedges. This is because the firm's ability to repay the debt is more assured when its cash flows are more stable. This intuitive conclusion is borne out by research which shows hedging increases allowable debt ratio. A key metric of corporate credit is net foreign exchange exposure to equity. When FX exposures are hedged, this metric improves. The FASB’s Conceptual Framework assists investors in making investment decisions, and includes predicting future earnings. Under this framework, earnings quality is defined as the ability of reported earnings to reflect the company’s true earnings, and to help predict future earnings. It considers earnings stability, persistence, and lack of variability to be key. Clearly, hedging will enhance this metric. Companies nearly always hedge transactional risk, which includes translational risk of monetary assets. There is debate about whether non-monetary translational exposure is relevant from a risk management perspective, but it turns out to be important in a company's ability to raise debt. There is a significant effect hedging non-monetary assets can have on debt and reserves, and thus on gearing and, in turn, on compliance with covenants. Critical ratios such as debt to equity must be maintained to avoid triggering net worth covenants and paying higher credit spreads. Thus, hedging nonmonetary foreign assets may enable lower credit spreads. It should be kept in mind that hedging nonmonetary assets creates cash flow impacts. There is a trade-off between balance sheet and income statement effects that should be considered.

Why do we need to hedge?

Reduced taxation 
There are two benefits that hedging has on taxation. The first is tax convexity. The function that maps income into tax liability is convex for most companies. The firms can expect to reduce their tax liability from reduced income volatility through hedging. The second contribution is the effect of increased debt capacity and the tax deductibility of interest. This effect is much larger than convexity.

New market entry 
Expansion into new markets, whether developed or emerging economies, carries with it increased exposure to foreign exchange volatility. While regions such as China, Brazil, India, Mexico and the Philippines offer large and growing populations, their respective currencies are usually quite volatile. To ensure that revenue forecasts and projections are not sunk by adverse currency moves, long-term hedging solutions are indicated. A corporation should make use of natural hedging opportunities, which carry no premiums and are not limited in tenor. For example, when a company is exporting to a new market, natural hedges should create offsetting expenses. These include establishing local personnel, offices and warehousing, and local currency debt. To the extent that natural hedges are insufficient to hedge the exposure completely, derivative cash flow hedges can then be used.
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