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If we had to sum up the hedging in a few words as possible, we could probably trim it to two: risk mitigation. This is, in fact, the thinking behind all the hedging strategies. The classic definition of hedging is that the position taken by the market participant in order to reduce their exposure to price movements. For example,
the airline is prone to fluctuations in fuel prices due to the associated costs of doing business. Such an airline may choose to buy oil futures to mitigate the risk of rising fuel prices. This will allow them to focus on their core flying activities. They hedge their impact on fuel prices. In this sense, the hedger is the opposite of
the speculator. Hedger takes a position to reduce or eliminate risk, as we have already said. This is in contrast to a speculator who takes on a price risk in the hope of making a profit. But is there a way to make your cake and eat it? Is there a loss Of Forex hedging strategy and methods where you can take positions to
achieve profits but also mitigate risk at the same time? While it is not really possible to remove all the risks, the answer is yes. There are a huge number of different Forex hedging strategies that aim at this to varying degrees. The real trick of any Forex hedging technique and strategy is to ensure that trades that hedge
your risk don't destroy your potential profits. The first Forex hedging strategy, which we will look at, is looking for a neutral position in the market, diversifying risks. This is what is known as the Hedge Fund approach. Because of its complexity, we are not going to look too closely at the specifics, but instead discuss the
overall mechanics. A market-neutral position through diversification hedge funds use the opportunity to go long and short, in order to seek profit, while only exposed to minimal risk. At the heart of the strategy is the targeting of price asymmetry. Generally speaking, this strategy is aimed at doing two things: to prevent the
impact of market risk by trading with several, correlated instruments Exploitation asymmetry in price for profit. This strategy is based on the assumption that prices will eventually return to the average, giving a profit. In other words, this strategy is a form of statistical arbitration. Transactions are built in such a way as to
have a common portfolio that is as neutral as possible in the market. That is, price fluctuations have little effect on total profit and loss. Another way of describing this is that you are hedging against market volatility. The key advantage of such strategies is that they are inherently balanced in nature. In theory, this should
protect you from various risks. In practice, however, it is very difficult to maintain a market-neutral profile at all before all. Why is this so? Well between tools can be dynamic, for starters. Therefore, it is a task to simply stay on top of measuring the relationship between tools. It's This. the task of acting on the basis of
information in a timely manner without in any significant transaction costs. Hedge funds usually work with such strategies using a large number of stock positions. With stocks, there are clear and simple commonalities between companies that operate in the same sector. It is not so easy to define such close
commonalities with currency pairs. In addition, there are fewer tools to choose from. The good news is that the MetaTrader 4 Supreme Edition comes with a Matrix Correlation, along with a host of other advanced tools. This makes it easier to recognize the close relationship between the couples. Click on the banner
below to get a FREE MetaTrader 4 Supreme Edition download! Using options trading in a hedging strategy What is the option? Another way to hedge risk is to use derivatives that were originally created for this apparent purpose. Options are one of these types of derivatives and they are a great tool. The option is a type
of derivative that effectively functions as an insurance policy. So it has many uses when it comes to hedging strategies. Options are a complex topic, but we will try to keep it at a basic level. That being said: in order to discuss how they can help with our foreign exchange hedging strategies, we need to introduce some
terminology options. First of all, let's define what an option is: a currency option is correct, but it is not the duty to buy or sell a currency pair at a fixed price at some fixed time in the future. Right to buy is called the call option. The right to sell is called the put option. The fixed price at which an option entitles you to buy or
sell is called a strike price or exercise price. The set date in the future is called the expiration date. For example: call 1.2900 GBP/USD is entitled to buy one lot of GBP/USD at 1.2900. The price or premium option is governed by supply and demand, as is everything that is traded in a competitive market. We can,
however, consider the value of the option consists of two components: Its intrinsic value Its being the value of the internal value of the option, how much it costs if it is exercised in the market. The call will only have an internal value if its exercise prices are less than the current base price. The opposite is true for the put
option. The put will only have an internal value if its price exercises more than the current base price. An option with an internal value of more than 0 is said to be in the money. If the internal value of the option is 0, it is said to be out of money. The price of an option often exceeds its internal value though. Why is that?
The option offers protective benefits for its buyer. Because of this, traders are willing to pay an extra amount of time value. With all the equal conditions, the longer the option expires, the longer the time it takes. Consider our example of a 1.2900 GBP/USD call from before. The GBP/USD spot rate is the base rate. If If
trades at 1.2730, for example, our call is out of money. Its internal value is 0. However, if the GBP/USD pair is trading at 1.3050, our call option has an internal value of 150 pips. This is because if we took advantage of the option, we could buy GBP/USD at 1.2900, the implementation price of our call. This would allow us
to sell at a base price of 1.3050, with a profit of 150 pips. After going through these basics, let's see how we can use the options in the Forex hedging strategy to protect against losses. The interesting thing about options is an asymmetrical way in which their price changes as the market goes up or down. The call option
will grow in price as the market grows without a ceiling. But if the market falls, the premium call can go no lower than 0. This means that if you bought a call, you have an unlimited upside, with a strictly limited downside. This opens the door to wealth opportunities when it comes to your Forex hedging strategy. Consider a
simple example: buying an option as a protection against price shocks. Let's say you miss the AUD/USD currency pair. You have taken the position to benefit from the current negative interest rate difference between Australia and the US. For example, if the short cost of SWAP is 0.17 points, it means that every day you
are not enough to trade, you are gaining interest. However, holding a position also puts you at price risk. If the currency pair moves sideways, or falls, you will be fine. But if its net movement is up more than the average of 0.17 pips per day, you're going to make a loss. Your real problem is a sharp rise that can far
outweigh any gains made from a positive SWAP. So how do you reduce this price risk? One of the easiest ways is to buy an AUD/USD call that is out of money. Because the option of money, this premium will consist only of the cost of time. The further away from the money, the cheaper the premium you will have to pay
for the call. The risk profile of the call is that you have a fixed cost (i.e. the premium you pay to buy the call). But once you've paid this, it provides protection against sudden upward movements. Let's work out some numbers:Source: AUD/USD Daily Chart - MetaTrader 5 Supreme Edition - Data Range: March 20, 2019 -
November 1, 2019 - Please note: Past indicators do not indicate future results and are not a reliable indicator of future performance. Let's say on September 2, when the price was 0.6730, you sold one lot AUD/USD. You have taken a short position as a carry trade to benefit from a positive swap. However, you want to
protect yourself from the risk of a sudden upward jump. You decide that the best way to hedge risk is to buy out a money option to challenge. You buy a 0.7000 call with a three-month Priced at 0.0030.At expiration, a 0.7000 call would cost something if the base price went up above 0.7000. When buying a call, you you
reduced the maximum short trade short gap to 270 pips. This is because the internal value of your call starts to rise as soon as the market rises above its price exercise. Your overall drawback: 270 pips between your short position and the price of the exercise, as well as the cost of the call. In other words, a total of 300
pips. The chart below shows the performance of the strategy relative to the expiration price: You may think of the value of the option as the equivalent of an insurance premium. Based on this analogy: the difference between the price of the exercise and the level at which you are missing on the main, a bit like a
deductible insurance policy. Want to know the best bit? Your flaw (theoretically) has no limit (theoretically, as the value of AUD is unlikely to fall to 0). As long as AUD/USD continues to fall, you will continue to make a profit. To continue our example: let's assume that the AUD/USD pair rises to 0.7300 after the expiration
date. You lost 570 pips in a short position. But your call, right to buy AUD/USD for 7000, should cost 300 pips. So you've only lost 270 pips. Add in 30 pips the cost of a premium option in the first place, and your total downside is 300 pips as stated above. No matter how far the AUD/USD pair grows, this number never
increases. Now let's assume that the AUD/USD pair is reduced to 0.6000 after the expiration date. You make 730 pips in a short position, but your option costs 30 pips. Overall, you make a difference that is 700 pips profit. The final word on Forex hedging strategies and methods is always a bit of a balancing act. The
hedging act delays the risk, but the trade-off is how it affects your potential profit. As mentioned earlier, some market participants hedge to completely reduce their risk. They are happy to give up their chances of getting speculative profits in exchange for eliminating their price impact. Speculators are not entirely happy to
do so. The best forex hedging strategy for them is most likely: Keep some element of potential profits contain some trade-offs in terms of lower profits, in exchange for downside protection. Options are an extremely useful tool for hedging, as we have seen in our example. Their complexity, however, means that they are
better suited for traders with more advanced knowledge. Options offer versatility to customize different Forex hedging risk profiles. This allows you to fully adapt your best Forex hedging strategies to properly satisfy your risk-taking attitude. If you want to practice different Forex hedging strategies, trading on a demo
account is a good solution. This is because you only use virtual funds and there is no risk of actual loss of cash, so you can find out risk suits you personally before moving to live markets. Click on the banner below to open your free demo trading account today! About Admiral MarketsAdmiral Markets is a multi-award
winning, globally regulated Forex and CFD CFD offering trading on more than 8,000 financial instruments through the most popular trading platforms in the world: MetaTrader 4 and MetaTrader 5. Start trading today! This material does not and should not be construed as containing investment advice, investment advice,
offer or application for any transactions in financial instruments. Please note that this trading analysis is not a reliable indicator for any current or future performance, as circumstances may change over time. Before making any investment decisions, you should seek advice from independent financial advisors to make
sure you understand the risks. Risks.
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