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Many businesses incur costs that are related to
commodities. These costs may relate to power or
metals or agricultural products.

The prices of many commodities are determined by
the perception of the global supply and demand dia
balance, and are agreed on international exchanges.
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In some cases Chinese buyers have been protected
from dramatic and sudden changes in commodity prices,
but such protection can only be provided for short
periods and will eventually be removed.

Therefore businesses may already seek to protect e
themselves from the negative impact of such price oe
changes. =
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The term ‘Hedge’ has been adopted
In finance because it describes the

act of sheltering from danger or risk;
as If by hiding in or behind a hedge.
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There are two types of hedging generally
available to commercial businesses.
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You may agree to buy a certain amount of electricity, natural
gas, coal, liquefied petroleum gas, aluminium, nickel, zinc,
tin, copper, rice, corn, cocoa or sugar to be received In
December 2010 at a price fixed today.

Your supplier could be a producer or a trader of physical
products.
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o Supplier fails to deliver (Performance Risk)
e Supplier demands cash or other security, when the future

price fal

Is below the contract price, to protect against risk

Buyer will not honour contract (Liquidity Risk)

 Competitors are able to sell goods more cheaply (Market
Share Risk)
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The risk that not enough cash and/or bank credit will be
available to pay an obligation when it is due. Such
obligation may for example be an invoice, interest due
on a loan, or a margin call.
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A supplier that agrees to deliver in the future at a fixed price will request
protection against possible loss, in case the buyer fails to accept the
commodity at a time when the market price of the commodity is less
than the fixed price. Often protection is obtained through a ‘margining
agreement’, which requires the buyer to pay the supplier cash equal to
the supplier’s potential loss or additional potential loss, each day when
the market price is lower than the contract price.
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When a buyer, that is not a back-to-back trader, signs a physical hedge
agreement it will be confident that it will take delivery. Confident that, if the
market index price is lower than the contract price, it will not have to drop its
sales prices to compete, so will remain profitable. Therefore the buyer will be
confident that it will be able to pay the supplier’s invoice on due date.

However the cash from sales will only be received after the commodity is
received, so cash to meet margin calls will have to be found from other
sources. Itisthis ‘timing difference’ that creates Liquidity Risk.
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 Negotiate a margin free portion; called a ‘variation
margin threshold’. That is only pay (post) margin if the
supplier’s risk exceeds a threshold amount. Beware; a
threshold may change if your credit rating changes.

* Negotiate to provide Standby Letters of Credit (SBLCS)
or bank guarantees to cover margin calls, instead of
cash. May not be permitted by SAFE.
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Model or project the amount of cash that will have to be paid to cover
margin calls in various extreme situations. For example; consider
how much cash will have to be paid if the price of the commodity
Increases by 300%.

Then approach a bank that understands the business and request
‘committed’ loan facilities sufficient to provide enough cash in such
extreme circumstances.
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You have bought a certain amount of electricity, natural gas, coal,
liguefied petroleum gas, aluminium, nickel, zinc, tin, copper, rice, corn,
cocoa or sugar to be received in December 2010 at a price related to the
global index price published at the time of receipt.

To fix the cost today, a swap contract can be concluded with a Broker or
Bank.
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 Bank or Broker demands cash or other security, when the
future price falls below the contract price, to protect
against risk Buyer will not honour the swap contract. An
Initial margin may also be demanded. (Liquidity Risk)

 Competitors are able to sell goods more cheaply (Market
Share Risk)
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An initial margin (IM) is a cash deposit given to the Bank or Broker
(also demanded by any Exchange) before swap trading begins,
and held as a permanent security as long as trading continues.

The amount can be changed on demand by the Bank or Broker.

This initial margin cash provides the Bank or Broker with a reserve
amount to use to cover (pay) any losses that may be incurred if its
client’s position is closed. A position may be closed, for example, if
a client fails to pay a margin call. However prices may move during
the three to ten days that it takes to close the positions, so the
variation margin (VM) already held by the Bank may be insufficient.
In such a case the initial margin will be used to clear
the balance due to the Bank or Broker.

A Bank, Broker or Exchange will only rarely accept a I/p

Standby Letter of Credit or Bank Guarantee instead éw/

of cash, as an initial margin deposit. ‘gl
O
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