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HEDGING USING FUTURES


The given statement is true
 
Future is a standardised contract. Futures are also often used to hedge the price movement of the underlying asset it helps prevent losses from unfavourable price changes. The futures markets are regulated by the commodity futures trading commission (catch).

Futures contracts are use by two categories OF market participants: hedgers and speculators. Producers or purchasers of an underlying asset hedge or guarantee THE price AT which the commodity is sold or purchased, while portfolio managers and traders may also make A bet on the price movements of an underlying asset using futures.

For example,
Mr X has bought 300 shares of TCS in the spot market at 3337. He is bullish on TCS. The company is all set to announce its quarterly result. Mr X expects that there might be a loss in these in the quarter, which will decrease the stock price. So, to avoid this risk he has decided to take a short position in future.

Shorting the future at=> 3340
The lot size of the tics future contract => 150
So, Mr. X need to buy 2 lots.
Contract value => 10,02,000

	Arbitrary price
	P&L from long position
	P&L from short position
	Net P&L

	3000
	-119100
	102000
	-17100

	2850
	-164100
	147000
	-17100

	2500
	-269100
	252000
	-17100




So instead of having loss of 2,69,100, now with future contact loss is only 17100, which is limited loss Mr. X have to face in bearish trend. The advantage of using the future is trader or portfolio manager only have to pay the initial margin to enter into the contract.

Conclusion: -hedging using future eliminate volatility of any movement in underlying hedge item. it protects the capital and limit the losses from any trend. 


ELIMINATING DOWNSIDE VOLAITILITY OF UNDERLYING ASSET USING OPTIONS

The given statement is true

Downside volatility measures how much value of the underlying asset will reduce with reduction in the prices of that asset. 
Options can aid in eliminating this risk by fixing the price beforehand, thus negative fluctuations will keep the holder’s net position protected.

The hedge is directly proportional to the protection it provides from the downside risk. Option contracts traded over stock/index are overseen by the Securities and Exchange Commission.

Since the investor is assumed to bear the stock, he can hedge against the price decline by buying a put option. This will enable him to sell at a specified price. Buying an option offers the right, but not the obligation, to purchase or sell the underlying asset.

To understand the concept, I have taken the example of only one stock and one long American put option .

The following are the specifications of the same :-
Stock price (S)- Rs. 100 
Option Premium (P)– Rs .5
Strike price (K) -Rs. 105

Assuming a hypothetical situation, the price of a stock declines by 10 every day

	Stock price
	Payoff from the stock 
	Premium
for put option
	Put option
	Payoff from the put
	Net payoff

	90
	-10
	-5
	15
	10
	0

	80
	-20
	-5
	25
	20
	0

	70
	-30
	-5
	35
	30
	0

	60
	-40
	-5
	45
	40
	0

	50
	-50
	-5
	55
	50
	0



The last coloumn shows that there is no negative payoff.

Here the stock price is continuously declining, if the investor had only one stock, he would have lost 10 rupees every day, but because he had fixed his price in the options market, he offset his losses and eliminated downside risk completely with a premium of 5 rupees. 


Conclusion: - Hedging using options does eliminate the downside volatility of the price movement in the underlying asset at an associated cost. Speculators can also benefit from options without risking their entire capital
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