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 ]Commodity price risk is the possibility that commodity price changes will cause financial losses for either commodity buyers or producers. Commodity price risk is a real risk to businesses and consumers, and not just to traders in commodities markets. This is because everything from raw materials to finished products depend on buying and processing various commodities, from metals and energy to agricultural and food products. As a result, changes in prices can impact things from the price of gas at the pump to that of groceries or plastic goods.                                                                                                                              Factors that can influence commodity prices include global demand and supply scenario, inventory levels, macro-economic conditions, technology, political factors and government policies.
IMPACT OF COMMODITY PRICE
A fall in commodity prices can decrease input costs for our company, thus potentially increasing profitability, which in turn can lead to an increase in value of the business. It also Increases the purchasing power leading to higher volumes purchased.                                                                                                       A rise in commodity prices can reduce profitability for our company if the business is unable to pass on the cost increases in full, potentially reducing the value of the organization. It also decreases the purchasing power.
HEDGING
Hedging in finance refers to protecting investments. Hedging plays a crucial role in the industry today for proper risk management and to protect shareholder value. As an investment, it protects an individual’s finances from being exposed to a risky situation that may lead to loss of value. However, hedging doesn’t necessarily mean that the investments won’t lose value at all. Rather, in the event that happens, the losses will be mitigated by gains in another investment. Hedging is recognizing the dangers that come with every investment and choosing to be protected from any untoward event that can impact one’s finances. Through the years, hedge funds have evolved from an investment vehicle for wealthy individuals into a tool used by institutional investors – state and corporate pensions, university endowments, non-profit foundations – to help manage investment risk, diversify portfolios and produce reliable returns over time. Hedging techniques generally involve the use of financial instruments known as derivatives. Hedging can be performed by taking a long or short position against the asset or the product. Long hedge position is a strategy taken by generally producers of the commodity to protect from the prices going up in future when they have to source the asset at a future price, whereas short hedge is taken when you are already owning the asset and have to protect from the prices falling in future. Because there are so many different types of options and futures contracts, an investor can hedge against nearly anything, including stocks, commodities, interest rates, or currencies.           Hedging performed in an efficient way can lead to real value addition to the company, but there are risks associated which should be carefully considered and monitored - the risk of mis selling funds of hedge funds, the liquidity risk, the valuation risk, the operational/fraudulent risk related to the underlying funds and the other issues raised by the experts relate to the lack of harmonization of the funds of hedge funds’ regulations.
COMMODITY PRICE RISK – HEDGING

Hedging has long been a way for global commodity buyers and sellers to mitigate the risks of price fluctuations for feedstocks, which are the raw-material inputs for industrial products. Producers and consumers of commodities use futures markets to protect against adverse price moves that could result in large financial losses. A hedge will guaranty a consumer a supply of a required commodity at a set price. A hedge will guaranty a producer a known price for their commodity output. The variety of commodity inputs for industrial goods has increased with the development of products such as advanced batteries
In our situation a hedge will guaranty us a supply of gas at a set price. The ideal plan for implementation of the Hedging program in a time bound manner would be:                                                                                                                 
1) EXPOSURE COLLATION AND AGGREGATION: Identification and recognition of commodity exposures based on type for procurement and maturity profile of the procurement.
2) RISK QUANTIFICATION AND ASSESSMENT OF POTENTIAL IMPACT: Quantification of risk-based pricing and market movements and assessment of factors affecting off-set between hedges and underlying exposure.
3) DECISION SUPPORT & SETTING HEDGE RATIOS: Limits to market operations and monitoring for the same and setting of the hedge ratios based on risk appetite.
4) PRICE FIXING ARRANGEMENTS: Lock-in of purchase price to minimize impact on inventory value and structured margins. 
5) RE-BALANCING INSTRUMENT MIX: Decision support to re-balance hedging instruments and pricing options based on market movements and hedging strategy.
6) HEDGE TRANSACTION EXECUTION: Entering into hedge transaction using derivatives, establishing hedge rationale & basic documentation support and linking hedges to underlying exposures.
7) P/L AND MTM COMPUTATION: Mark market value of hedge and exposure on a specific date of hedges & exposures to track performance on an ongoing basis along with profit & loss computations to assess extent of off-set from underlying and hedge positions 
8) HEDGE PERFORMANCE ASSESSMENT: Assess hedge performance based on degree of offset achieved on the underlying exposure along with other performance and risk indicators.


TYPE OF DERIVATIVES WHICH CAN BE USED:
There are various financial instruments(derivatives), which can be used to hedge commodity price risk. Broadly, these instruments consist of futures, forward contracts, options and swaps.
COMMODITY FUTURES: Commodity futures are contracts to buy or sell a commodity at a specified future date.                                                                                                                                                                Commodity futures contracts are regulated and traded on exchanges and therefore standardized in terms of the quantity and characteristics of the underlying commodity. Although futures contracts are based on a future sale of a commodity, they are typically cash settled and rarely end in physical delivery. Additionally, futures contracts are liquid instruments, meaning there's a lot of trading activity in them and they're generally easy to buy and sell. Futures cover a wide range of commodities in agriculture, raw materials, metals and energy. Due to the emergence of financial futures, which are based on financial assets and indices such as stocks, treasury bills, interest rates or exchange rates rather than commodities, trade in commodity futures today constitutes a relatively small share of the entire futures market. 
FORWARD CONTRACTS: Forward contracts are similar to futures in that they are based on the agreement of a future sale of a commodity.                                                                                                           The main difference between the two instruments is that forward contracts are not standardized and generally traded over the counter rather than on exchanges. This means that the transaction costs for hedging price risk using forward contracts can be higher than for futures. Forward contracts can be customized to fit the specific needs of contract parties meaning the parties involved can agree on a fixed price for the sale of a commodity or a future reference price and stipulate other individual contract characteristics. Also forward contracts carry the risk of default by one of the contract parties because there is no clearing house involved. Forward contracts are often used by physical commodity traders to hedge price risk and the market for commodity forward contracts is very heterogeneous.
OPTIONS: Options are instruments that allow buyers and sellers of a commodity to lock in a minimum price and maximum price, respectively.                                                                                                                     The buyer of an option pays the counterparty a premium for the right to buy or sell the underlying commodity at a pre-specified price on or before an expiration date. Call options give the holder the right to buy the underlying commodity, while put options represent the right to sell the underlying commodity. Options entail no obligation to buy or sell a commodity and, if they are not used, the premium is the only cost to the holders. Options are comparatively new financial instruments.
SWAPS: Swaps are financial instruments where contract parties exchange cash flows that are based on the price of an underlying commodity.                                                                                                                            Swaps are often used by commodity consumers to lock in commodity prices over the medium to long term. We can use swap contracts to hedge the risk of rising gas prices. if the price increases beyond the pre-specified price our company receives a payment equivalent to the price difference for a notional quantity stipulated in the contract. In case of a decrease in the price of gas, the company pays an amount equal to the difference in price. In both cases, the company is guaranteed a fixed gas price and has used the swap agreement to hedge price risk.
However, after selecting the derivative and hedging we should remember Warren Buffett's famous stand: He has attacked all derivatives, saying he and his company "view them as time bombs, both for the parties that deal in them and the economic system...derivatives are financial weapons of mass destruction, carrying dangers that, while now latent, are potentially lethal."
The availability of new financial instruments to help hedge the price volatility of commodities presents an opportunity to reduce the companies’ financial risk. We might struggle to gain from commodity hedging if we do not utilize hedging as part of a comprehensive risk management program. Commodity hedging is an opportunity only if companies approach it as a component of a comprehensive risk management program aimed at mitigating EBITDA-margin volatility. Such an approach requires the involvement of multiple parts of the organization, a deep understanding of a company’s exposure to commodity price risks, and an optimized hedging strategy. The best hedging strategy should involve considerations of different hedging avenues, including long-term fixed-price arrangements with both suppliers and buyers as well as an expanded presence in the value chain (a process where a firm identifies its primary and support activities that add value to its final product and then analyze these activities to reduce costs, increase profitability or increase differentiation) to avoid exposure to intermediate markets or financial instruments. Also, A comprehensive understanding of hedging instruments is also crucial as liquidity differs between instruments and hedging commodities that have limited liquidity can introduce additional risk into an organization’s hedging strategy Therefore, it is critical to consider all options before selecting an approach. We can successfully hedge commodity prices by smoothing out our bottom-line performance.
BENEFITS OF COMMODITY HEDGING
1) It will help the management to avoid the downside.                                                                                                                
2) It is one of the ways to lock in the profits.
3) It will help us save time as our company would not have to adjust on the daily volatility basis.
4) These contracts can benefit commodity buyers and producers by reducing price uncertainty.
5) We can protect ourselves from fluctuations in commodity prices by purchasing a contract that guarantees a specific price for a commodity.
6) There is some strong evidence that hedging does seem to improve shareholder value, particularly when looked at over a longer-term horizon. The ability to continuously fund business investments unhindered by market volatility can be shown to improve shareholder value.          
7)  Managing cash flow is a challenge for almost every company. Business owners as a result stay vigilant in order to keep the business financially viable. Fluctuating commodity prices especially on a significant part of the value chain can cause cash flow fluctuations in the business. One of the advantages of hedging commodity price risk is the ability to minimize cash flow fluctuations attributed by commodity price movements. Hedging insulates the company from such volatile price movements, and is poised to stabilize cash flow volatility by creating an offsetting impact in case of commodity price fluctuations                    
8) Hedging the commodity price risk using exchange traded derivative contracts tends to lower the cost of hedging as compared to undertaking an over-the counter derivative contract for the purpose of hedging. This is largely attributing to lower spreads on the derivative prices when compared to OTC market which do not require any additional negotiation.     
THANKYOU.                                                               
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