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STATEMENT-1
Hedging using futures can potentially eliminate volatility for any movement in underlying hedged item”                                           ~Ishika Shah
Futures contract is a legally binding agreement to buy and sell a commodity at an agreed price on a future date. Futures allow an individual/company to secure a specified price on a commodity and protect themselves from volatility of the price in the future. Eg:- The commodities can be oil, agriculture products, stocks etc. Futures are traded in stock market (BSE and NSE) and commodity markets (NCDEX and MCX). 

Hedging is a method to reduce/offset risk on an investment. It helps to reduce/mitigate the risk of price moment on an asset or commodity. The effectiveness of a hedging strategy on a derivate can be calculated using ‘hedge ration’. Hedge ratio is the value of hedged position upon the value of the total exposure. It is used for quantifying the amount of risk exposure.
Hedging can be done on a stock/commodity using futures, forward, option and swap contracts.

In the past, hedging was used on derivate instruments to reduce the risk of price volatility but now hedging is often used as a tool to increase profits. For example, if a steel manufacturer (seller) expects the price of steel to fall can use futures contract to protect himself against the fall in the price, which can result in loss to the manufacturer. The buyer of the futures contract can purchase the contract by steel manufacturer for a future date at a pre-decided price. This allows buyer to protect himself if there’s a rise in steel price.  

While dealing with future contracts, the value of the future’s contract is determined by the fixed income, share price or currency. A hedge ratio is used to compare the value of a position with the position’s aggregate itself. In a research paper published at Financial Analyst Journal, the researchers found that currency future contracts can reduce the price volatility of foreign currency and bonds. The researchers conducted their analysis on Spot position and Future contract in US Treasury Bond and foreign currency respectively. The futures contract (hedged position) proved out to be less risker than unhedged position 
 
Example:
Forward contracts can be used to hedge foreign currency risk. Suppose that, on June 24, 2020, the treasurer of a US corporation knows that the corporation will pay £1 million in 6 months (i.e., on December 24, 2020) and wants to hedge against exchange rate moves. The treasurer agrees to buy £1 million 6 months forward at an exchange rate of 1.465. The corporation then has a long forward contract on GBP. It has agreed that on December 24, 2020, it will buy £1 million from the bank for $1.465 million. The bank has a short forward contract on GBP. It has agreed that on December 24, 2020, it will sell £1 million for $1.465 million. 
Both sides have made a binding commitment.

Consider the position of the corporate ( Long Position)
The forward contract obligates the corporation to buy £1 million for $1,465,000. 

· Increase ↑
If the spot exchange rate rose to, say, 1.7000, at the end of the 6 months, the forward contract would be worth $235,000 (= $1,700,000 -$1,465,000) to the corporation. It would enable £1 million to be purchased at an exchange rate of 1.4650 rather than 1.7000. 

· Decrease ↓
Similarly, if the spot exchange rate fell to 1.3500 at the end of the 6 months, the forward contract would have a negative value to the corporation of $115,000         (= $1,350,000 - $1,442,200) because it would lead to the corporation paying $115,000 more than the market price for the sterling.

Consider the position of the Bank (Short Position)
The forward contract obligates the Bank will sell £1 million for $1,465,000. 

· Increase ↑
If the spot exchange rate rose to, say, 1.7000, at the end of the 6 months, the forward contract would be 
worth negative value of $244,000 (= $1,465,000 - $1,700,000) to the bank. 
· Decrease ↓
Similarly, if the spot exchange rate fell to 1.3500 at the end of the 6 months, the forward contract would have a value of $115,000 (= $1,465,000 - $1,350,000) because it would lead to the bank receiving $115,000 more than the market price for the sterling.

STATEMENT-2 
“Hedging using options can eliminate the downside volatility of the price movement in the underlying asset at an associated cost.”
~Jash Dattani
It is a true statement.
Hedging techniques are utilized by investors and organizations to lessen their exposure to risk where a particular asset experiences a sudden downfall. If hedging is appropriately done, then hedging techniques can lower the maximum losses in times of such unforeseen events. 
Generally, investors and firms purchase financial instruments inversely correlated with a vulnerable financial asset in their portfolio. During an unforeseen event, the price of the underlying asset would fall sharply, but due to the inverse correlation of the two assets, they start moving in opposite direction. Thus minimizing the loss acting as a hedge in the portfolio. Some traders purchase derivatives to hedge their portfolio. When these derivatives are used well, they could restrict investor’s and firm’s losses to a set amount.

Downside Volatility 
The hedging strategies using options will be related to the downside risk in the underlying financial asset. Downside volatility is the likeliness of the price of an asset falling. Here, the statement clearly specifies us to restrict the downside volatility which makes one thing clear, that the investor is holding the underlying asset in positive value. That is, there is no short selling involved. 


Associated Cost 
Financial instruments like Options come with a cost attached to it known as Options Premium. If the underlying asset is capable of higher volatility or price movements, the option is considered as riskier and thus the premium would be higher. On the contrary, a more stable asset which is relatively stable on the daily basis is less expensive. 
This premium is paid by the bearer of the option to the writer of the option. This is because the bearer holds the right to exercise the option on the maturity date depending on the price at that time. Thus he is supposed to pay a charge as premium to the writer, which acts as a security for the risk taken by him.

Hedging using Put Option
By using a put option, the company or the investors can sell the underlying asset at a particular price on a predetermined future date.
[bookmark: _Hlk86791277]Mr X buys shares of Apple at $150 per share as he assumed that the price of shares of Apple will increase, but to protect himself from the fall in price of shares of Apple in a short period of time, Mr X can buy put option by paying a small fee of $5 to guarantee that he can exercise his right and sell the stock at $140 after 3 months. 
If in three months the value of shares of Apple increased to Rs175, then Mr X will not exercise his put option and will lose $5 and will earn $25 and hence earn a net of $20. However, if in three months if the value of shares of Apple decreases to $125, then Mr X can sell shares of Apple at $140. With the put option, Mr X limited his losses to $10 + the fee of $5 hence limited his total loss per share to $15. Without the put option, Mr X would have lost $25. Now, no matter the price of the stock, the maximum loss of Mr X would be $15.

 
Hedging using Call Option
By using a call option, the company or the investors can buy an underlying asset at a particular price at a predetermined future date. 
A manufacturing firm XYZ Ltd. requires 100 tonnes of Copper after 3 months. The analysts at XYZ Ltd. expects a rise in price of Copper in the coming months and wishes to lock in its price that they will pay right away while making their budget. The current price of the copper is $800 per tonne, XYZ buys Call Option at a premium of $25 with strike price of $900 per tonne expiring after 3 months. This gives XYZ the rights to buy the underlying asset at the fixed price.
If the price of 1 tonne of Copper after 3 months is greater than $900, XYZ will exercise its right to buy and thus save itself from the sudden price movement. Whereas, if the price of 1 tonne of Copper is below $900 XYZ will not exercise its right to buy and thus forego the premium paid and purchase the asset at market value.


Final Payout at various prices 

Net Profit	
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Payoffs at different Market Prices

Series 1	
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