GSBF

Greenwich School of
Business and Finance

Change your life. Start from here

Advanced Skill Certificate in Commodities Hedging Strategies (United Kingdom)

Introduction To Commodities Hedging

Commodity hedging is a risk-management technique that allows producers, consumers, and traders to
protect themselves against adverse price movements in physical markets. In the United Kingdom, the
regulatory environment is shaped by the FCA and the European Market Infrastructure Regulation (EMIR),
which impose reporting, clearing and margin requirements on most derivative contracts. Understanding the
terminology that underpins this discipline is essential for anyone pursuing the Advanced Skill Certificate in
Commodities Hedging Strategies. The following glossary presents the most frequently encountered terms,
explains their practical significance, and illustrates how they are applied in real-world scenarios. Where
appropriate, the discussion highlights common challenges and pitfalls that learners should be aware of.

Spot price — The current market price at which a commodity can be bought or sold for immediate delivery.
Spot prices are quoted in major exchanges such as the ICE, CME, or LME, and they form the reference point
for most forward-looking contracts. For example, a wheat farmer monitoring the spot price of wheat will see
how much a bushel can be sold for today, which informs the decision to lock in a price for the next harvest.

Forward contract — A private, over-the-counter (OTC) agreement between two parties to exchange a
specified quantity of a commodity at a predetermined price on a future date. Unlike exchange-traded
futures, forwards are customized to suit the exact delivery location, quality specifications, and settlement
terms required by the counterparties. A UK oil refiner may enter a forward contract with a producer to
secure 500,000 barrels of crude at a price fixed six months ahead, thereby eliminating exposure to volatile
spot-market fluctuations.

Futures contract — A standardized, exchange-traded agreement obligating the buyer to take delivery (or to
settle in cash) of a specified amount of a commodity at a set price on a future date. Futures are cleared
through a central clearinghouse, which mitigates counter-party risk by requiring margin deposits and daily
mark-to-market. The standardization of contract size, delivery month, and quality makes futures highly
liquid, enabling participants to adjust positions quickly. A coffee exporter in London might sell CME coffee
futures to hedge against a potential fall in coffee prices before the beans are shipped.

Option — A derivative that gives the holder the right, but not the obligation, to buy (call option) or sell (put
option) a commodity at a predetermined strike price on or before a specified expiration date. Options
provide asymmetric risk profiles: the premium paid is the maximum loss for the buyer, while the potential
upside is theoretically unlimited for a call or limited to the strike price minus premium for a put. A UK grain
trader buying a put option on wheat can protect against a price decline while retaining the ability to benefit
from a price rise.
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Swap — A bilateral contract in which two parties exchange cash flows based on different underlying price
indices or interest rates. In commodity hedging, a common structure is the commodity-linked swap, where
one leg is tied to a physical commodity price (e.g., Brent crude) and the other leg is a fixed rate. Swaps are
typically cleared through a central counter-party (CCP) when they meet exchange-traded criteria, otherwise
they remain OTC. An electricity generator might enter a swap to exchange its variable revenue based on the
day-ahead price for a fixed cash flow, thereby stabilising cash-flow projections.

Basis — The difference between the spot price of a physical commodity and the price of a related futures
contract for the same delivery month. Basis = Spot — Futures. The sign and magnitude of the basis reflect
local supply-demand conditions, transportation costs, quality differentials, and other factors. For a grain
farmer hedging with futures, a narrowing basis (basis moving toward zero) indicates that the futures price is
converging with the local cash price, which is expected as delivery approaches. Basis risk arises when the
basis does not move as anticipated, potentially leaving the hedge imperfect.

Basis risk — The risk that the basis will change in an unfavorable direction between the time a hedge is
placed and the time it is closed, reducing the effectiveness of the hedge. Basis risk is especially relevant in
cross-hedge situations where the underlying commodity of the hedge instrument differs from the exposure.
A UK dairy farmer hedging milk price exposure with a cheese futures contract may encounter basis risk
because the price dynamics of cheese and milk are not perfectly correlated.

Hedging ratio — The proportion of the exposure that is covered by the hedge instrument. It is calculated as
the size of the hedge position divided by the size of the underlying exposure. A hedging ratio of 1 (or

100 %) indicates a fully hedged position, while a ratio below 1 reflects partial hedging. Determining the
optimal ratio involves balancing the cost of the hedge against the desired level of risk reduction. For a
copper miner forecasting a production of 10,000 tonnes, a 0.8 hedging ratio using copper futures would
lock in price for 8,000 tonnes, leaving a controlled portion of the output unhedged to benefit from potential
price increases.

Delta — The sensitivity of an option’s price to a one-unit change in the underlying commodity price. Delta
ranges from 0 to 1 for calls and —1 to O for puts. In practical hedging, delta can be used to estimate the
equivalent futures position needed to mimic the option’s price exposure. If a wheat put option has a delta
of —0.55, the holder could neutralise the price risk by taking a long futures position equal to 55% of the
option’s notional.

Gamma — The rate of change of delta with respect to changes in the underlying price. Gamma measures the
curvature of the option price-vs-price relationship and becomes significant when the underlying price
moves substantially. High gamma indicates that delta will change quickly, requiring active management of
the hedge. A commodity trader using options may monitor gamma to decide when to “re-delta” the
position by adjusting the associated futures hedge.

Volatility — The statistical measure of the dispersion of returns for a commodity price over a given period,
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often expressed as an annualised standard deviation. Implied volatility, derived from option prices, reflects
market expectations of future price swings. Higher volatility generally leads to higher option premiums,
influencing the cost-benefit analysis of hedging with options versus futures. A coal producer facing a
volatile market may find that purchasing put options is expensive, prompting a switch to a lower-cost
futures hedge with a small residual basis risk.

Margin — The collateral required by a clearinghouse to guarantee performance on a futures or cleared swap
contract. Initial margin is posted when the position is opened, while variation margin (or maintenance
margin) is adjusted daily based on the mark-to-market profit or loss. Failure to meet margin calls can result
in a liquidation of the position. Effective margin management is crucial for a UK trading house that holds
multiple futures contracts across different commodities, as insufficient liquidity can force premature
unwinding of hedges.

Mark-to-market — The daily process of revaluing a futures or cleared swap position at the current settlement
price, with resulting gains or losses settled in cash. This mechanism ensures that the clearinghouse's
exposure is continuously covered. For a commodity hedger, mark-to-market movements affect cash flow
and may necessitate additional funding or the reallocation of capital. A farmer who is long wheat futures
will see daily gains when the spot price rises, which can be used to offset cash-flow needs for planting
inputs.

Settlement — The method by which a derivative contract is concluded at expiration. Settlement can be
physical, where the actual commodity is delivered, or cash, where the difference between the contract price
and the prevailing market price is paid. Physical settlement requires the holder to arrange logistics, storage,
and quality verification, while cash settlement simplifies the process but may introduce basis considerations.
An energy retailer in the UK may prefer cash-settled gas swaps to avoid the operational complexities of
physical gas delivery.

Delivery — The transfer of ownership of the physical commodity from the seller to the buyer, typically
occurring at a designated delivery point and date. Delivery terms are specified in the contract and include
quality grades, measurement standards, and transportation arrangements. For exchange-traded futures, the
delivery process is governed by the exchange's rulebook, and participants can choose to offset the position
prior to delivery to avoid taking or making physical delivery. A sugar refiner who holds a short position in a
sugar futures contract close to expiry must decide whether to roll the contract or accept delivery of raw
sugar.

Physical settlement — When a futures or forward contract is settled by the actual exchange of the
commodity. This requires the parties to coordinate logistics, customs clearance (for cross-border trades),
and compliance with regulatory standards. Physical settlement is common in metals markets (e.g., copper,
aluminium) where the underlying asset is a standardized metal bar. A UK metals trader who sells LME
copper futures may be required to deliver copper cathodes to the LME warehouse if the position is held to

expiry.
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Cash settlement — Settlement by payment of the cash difference between the contract price and the
prevailing market price at expiration. Cash settlement eliminates the need for physical delivery and is
prevalent in energy and agricultural contracts where storage or transport constraints would otherwise
complicate settlement. For example, the ICE Brent Crude futures contract is cash-settled based on the
average price of a basket of physical Brent crude transactions, allowing market participants to hedge price
risk without moving barrels of oil.

Long position — The ownership of a contract that obliges the holder to buy the underlying commodity at
the contract price (in the case of futures) or gives the holder the right to purchase (in the case of a call
option). A long position benefits from rising commodity prices. A UK-based airline might take a long
position in jet fuel futures to lock in fuel costs ahead of the travel season.

Short position — The ownership of a contract that obliges the holder to sell the underlying commodity at the
contract price (for futures) or gives the holder the right to sell (for a put option). A short position profits
when commodity prices fall. A wheat processor who expects a future decline in wheat prices may sell wheat
futures to lock in the current higher price.

Roll — The process of closing an existing futures or forward contract that is approaching expiry and opening
a new contract with a later delivery month. Rolling allows hedgers to maintain continuous protection
without taking physical delivery. The roll may involve a cost or benefit, depending on the shape of the
forward curve. A grain trader who rolls a March wheat future into a June contract will experience a roll yield
that reflects the difference between the March and June futures prices.

Carry — The cost of holding a physical commodity over time, including financing costs, storage fees,
insurance, and any convenience yield. The carry cost influences the shape of the forward curve. When the
cost of carry is high, futures prices tend to be higher than spot prices (contango); when the convenience
yield is strong, futures may trade below spot (backwardation). Understanding carry is essential for
evaluating the profitability of a hedge, as the cost of financing the hedge must be weighed against the
expected price movement.

Contango — A market condition where futures prices are higher than the spot price, usually reflecting
positive carry costs such as storage and financing. In contango, the forward curve slopes upward. Hedgers
who lock in futures prices in a contango market may incur higher costs but also benefit from the potential
for futures prices to converge downward toward spot as delivery approaches. For example, a UK oil refiner
buying crude oil futures in a deep contango environment may face higher hedging costs, prompting an
analysis of whether the hedge's risk-reduction benefit justifies the expense.

Backwardation — A market condition where futures prices are lower than the spot price, often indicating a
strong convenience yield or tight physical supply. The forward curve slopes downward. Backwardation can
be advantageous for hedgers who sell futures, as the futures price they lock in may be below the current
spot price, potentially improving cash flow. A UK coal mine operating in a backwardated market may sell

Read online: https://certificates.gsbf.co.uk/guides/4846461/ Greenwich School of Business and Finance - 23 Jun 2026
introduction-to-commodities-hedging



GSBF

Greenwich School of
Business and Finance

Change your life. Start from here

coal futures at a price lower than the current spot, but the expectation of price convergence can generate a
roll-down profit that offsets the lower hedge price.

Liquidity — The ease with which a contract can be bought or sold in the market without causing a material
price change. Liquidity is measured by depth of order book, trading volume, and bid-ask spreads. Highly
liquid contracts, such as major energy or metal futures, enable participants to enter and exit hedges
efficiently. Low-liquidity contracts may lead to higher transaction costs and slippage, making precise hedge
sizing more difficult. A UK farmer hedging a niche vegetable crop may face limited liquidity in the relevant
futures market, necessitating the use of OTC forwards or cross-hedges.

Open interest — The total number of outstanding contracts (both long and short) that have not been settled
or closed. Open interest provides insight into market participation and the depth of the market. Rising open
interest alongside increasing volume typically signals new money entering the market, whereas declining
open interest may indicate that participants are closing out positions. Monitoring open interest helps a
hedger gauge whether the market can absorb additional volume without excessive price impact.

Market depth — The quantity of contracts available at each price level in the order book. Greater depth
reduces the likelihood of large price moves caused by modest order flow. While market depth is not a term
that appears in official exchange rulebooks, it is a practical measure used by traders to assess execution risk.
A UK electricity trader may examine market depth before placing a large futures order to ensure that the
transaction will not move the price unfavourably.

Cross-hedge — The practice of hedging exposure to one commodity by using a futures or options contract
on a different, but correlated, commodity. Cross-hedging is employed when a direct hedge instrument is
unavailable or illiquid. The effectiveness of a cross-hedge depends on the correlation between the two
commodities and the stability of that relationship over time. For instance, a UK cocoa processor might
cross-hedge with coffee futures if cocoa futures are thinly traded, acknowledging that the basis risk will be
higher due to imperfect correlation.

Basis hedge — A hedging strategy that focuses on managing the basis rather than the absolute price level.
The hedge is typically constructed using a futures contract that is closely related to the physical commodity,
with the expectation that the basis will remain stable or move predictably. Basis hedges are common in
agricultural markets where the producer can lock in a local cash price while the futures contract provides
price protection. A UK barley farmer may implement a basis hedge by selling barley futures and
simultaneously arranging a physical forward sale, thereby locking in the basis spread.

Risk exposure — The potential for loss arising from price, quantity, or timing uncertainties associated with a
commodity position. Exposure can be quantified in monetary terms, as a value-at-risk (VaR) figure, or
expressed as a sensitivity to price changes. Accurate measurement of exposure is the first step in designing
an effective hedge. A UK steel manufacturer might calculate its exposure to copper price increases based on
the amount of copper used in alloy production, then decide on the appropriate hedge size.
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Price risk — The uncertainty that the market price of a commodity will move unfavourably relative to the
expectations of a business. Price risk is the most common form of commodity risk and is typically addressed
through futures, forwards, or options. For example, a UK power generator that purchases natural gas on the
spot market faces price risk; by entering into gas futures contracts, the generator can stabilise its fuel cost.

Quantity risk — The risk that the volume of commodity needed or produced deviates from the forecast,
leading to mismatches between hedged quantities and actual exposure. Quantity risk can arise from
weather variability, production outages, or demand fluctuations. Managing quantity risk may involve flexible
contracts, inventory buffers, or the use of weather derivatives. A UK vineyard may face quantity risk due to
an unexpected frost, prompting the use of a weather-linked swap to offset the potential loss in grape yield.

Convenience yield — The non-financial benefit derived from physically holding a commodity, such as the
ability to respond quickly to market shortages or to guarantee supply to customers. The convenience yield
can cause futures prices to be lower than spot prices, contributing to backwardation. It is a theoretical
construct that helps explain the shape of the forward curve. For a UK refinery, the convenience yield of
maintaining a strategic oil inventory may outweigh the cost of carry, influencing its hedging decisions.

Correlation — A statistical measure of how two price series move together, ranging from -1 (perfect inverse
relationship) to +1 (perfect direct relationship). Correlation is a key input when evaluating cross-hedge
effectiveness. High correlation reduces basis risk, while low correlation increases it. A hedger should
regularly test the correlation between the targeted commodity and the proxy instrument, as relationships
can change due to market dynamics, policy shifts, or seasonal factors.

Hedge effectiveness — The degree to which a hedge reduces the variance of the underlying exposure.
Effectiveness is often measured by the proportion of risk eliminated, using statistical methods such as
regression analysis (R-squared) or the variance-reduction test prescribed by accounting standards (e.g., IAS
39/IFRS9). A hedge that achieves 85 % effectiveness is considered strong, while one below 80 % may be
deemed insufficient for accounting purposes. Continuous monitoring of effectiveness helps ensure that the
hedge remains aligned with the risk-management objectives.

Regression analysis — A statistical technique used to quantify the relationship between the changes in the
value of the hedged item and the changes in the value of the hedging instrument. The slope coefficient
(beta) indicates the optimal hedge ratio, while the R-squared value reflects the proportion of variance
explained. In practice, a commodity trader may run a regression of monthly cash-flow changes against
futures price changes to determine the appropriate hedge size.

Value-at-Risk (VaR) — A risk metric that estimates the maximum expected loss over a given time horizon at a
specified confidence level (e.g., 99 %). VaR is widely used for reporting and regulatory purposes, and it can
be applied to commodity portfolios to assess the potential impact of price movements. While VaR does not
capture tail-risk events, it provides a baseline for setting risk limits and capital buffers. A UK commodity
fund might set a daily VaR limit of £2 million for its oil exposure, prompting the risk manager to adjust
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hedge positions when the limit is approached.

Stress testing — A scenario-analysis technique that evaluates the impact of extreme market movements on a
portfolio. Stress tests are complementary to VaR, providing insight into how hedges perform under
conditions that exceed normal volatility. Examples include a 30% drop in oil prices, a sudden supply
disruption due to geopolitical events, or a major weather anomaly affecting agricultural output. Conducting
regular stress tests helps a hedger identify weaknesses in the hedge design and develop contingency plans.

Margin call — A request by the clearinghouse for additional collateral when the variation margin balance
falls below the maintenance margin requirement. Failure to meet a margin call can trigger liquidation of the
position. Effective cash-flow management is essential to avoid forced unwind of hedges, especially during
periods of high volatility when margin requirements can increase sharply. A UK trading desk that monitors
margin calls closely can plan funding ahead of time, thereby preserving the integrity of its hedging
program.

Clearinghouse — An entity that interposes itself between buyers and sellers of exchange-traded derivatives,
guaranteeing the performance of contracts and managing margin and settlement processes. The
clearinghouse reduces counter-party risk by netting positions and maintaining a default fund. In the UK, the
LCH (London Clearing House) is a major clearinghouse for interest-rate, credit, and commodity derivatives.
Understanding the rules and procedures of the clearinghouse is vital for participants who wish to trade
cleared swaps or futures.

Central Counter-Party (CCP) — A clearinghouse that becomes the buyer to every seller and the seller to every
buyer, effectively centralising counter-party risk. The CCP requires participants to post margin and may
impose additional risk-mitigation measures such as position limits and stress-testing. The shift toward
central clearing of commodity swaps under EMIR has increased transparency but also introduced
operational requirements for reporting and collateral management.

Reporting obligation — The regulatory requirement for parties to disclose derivative transactions to a trade
repository, as mandated by EMIR. The reports include details on the counterparties, contract terms, and
valuation. Non-compliance can result in fines and reputational damage. A UK commodity hedger must
ensure that all OTC forwards, swaps, and options are reported within the prescribed timeframes, typically
within the same business day for new contracts.

Position limit — The maximum number of contracts that a single participant may hold in a particular
commodity futures market, designed to prevent market manipulation and excessive speculation. Limits are
set by the exchange and may vary by contract month and market participant type. Hedgers must monitor
their positions to stay within these limits, or they may be forced to unwind positions, potentially
compromising the hedge. A UK grain trader who accumulates a large long position in wheat futures must
be aware of the exchange's position-limit thresholds.

Portfolio diversification — The practice of spreading risk across multiple assets or commodity classes to
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reduce the impact of any single adverse price movement. Diversification can be achieved by holding a mix
of physical commodities, futures, options, and swaps. While diversification lowers unsystematic risk, it does
not eliminate systematic market risk, which is the focus of hedging strategies. A UK investment firm may
diversify its commodity exposure across energy, metals, and agricultural products, using a combination of
futures and options to manage price risk.

Hedging horizon — The time period over which a hedge is intended to protect against price fluctuations. The
horizon determines the selection of contract maturities, the frequency of rolling, and the appropriate
risk-management tools. Short-term hedges may rely on nearby futures contracts, while long-term hedges
might use a series of contracts rolled over multiple years or employ long-dated OTC forwards. Aligning the
hedging horizon with the underlying exposure is essential to avoid mismatched timing that could create
unintended risk.

Cash-flow matching — The process of aligning the timing of cash inflows and outflows generated by the
hedge with the underlying business cash-flow needs. Effective cash-flow matching reduces the need for
external financing and improves liquidity. For example, a UK power plant that purchases natural gas on a
quarterly basis may use monthly gas futures to match the cash-flow pattern of fuel purchases, thereby
smoothing out cash-flow volatility.

Netting — The offsetting of opposite positions to reduce the overall exposure and associated margin
requirements. Netting is commonly applied within a clearinghouse or a corporate treasury to consolidate
multiple contracts into a single net position. Netting can lower operational costs and simplify risk reporting.
A UK multinational with both long and short oil positions across subsidiaries can net these exposures to
reduce the total number of contracts that need to be managed.

Collateral management — The administration of assets pledged to satisfy margin and clearinghouse
requirements. Effective collateral management involves selecting appropriate collateral types (cash,
government securities, high-quality corporate bonds), monitoring haircuts, and ensuring timely substitution
when required. Poor collateral management can lead to liquidity strains and forced unwind of hedges. A UK
commodity trader must maintain a collateral pool that meets the CCP’s eligibility criteria and can be
mobilised quickly in response to margin calls.

Haircut — The percentage reduction applied to the market value of collateral to account for risk, liquidity,
and volatility. Haircuts are used by clearinghouses to determine the amount of collateral that can be
accepted against a derivative exposure. For instance, a CCP may apply a 5% haircut to Treasury bonds,
meaning that £1 million of bonds is valued at £950,000 for margin purposes. Understanding haircut levels
helps a hedger optimise the use of available assets.

Liquidity premium — The additional return demanded by investors for holding a less-liquid asset. In
commodity markets, less-liquid contracts may embed a liquidity premium, influencing the pricing of
forwards and swaps. Traders must consider this premium when evaluating the cost of an OTC hedge versus
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an exchange-traded alternative. A UK trader dealing in rare earth metals may encounter a higher liquidity
premium due to the thinly traded nature of those futures.

Convenience yield — (Repeated for emphasis) The implicit benefit of holding the physical commodity, which
can affect the forward curve shape. The convenience yield is particularly relevant for commodities with
seasonal demand spikes, such as natural gas during winter. Recognising the magnitude of the convenience
yield assists hedgers in choosing between cash-settled and physically settled contracts.

Forward curve — The graphical representation of futures or forward prices across different delivery months
for a given commodity. The curve reflects market expectations of future supply-demand balance, carry
costs, and risk premiums. Analyzing the forward curve enables hedgers to select the most appropriate
contract month for their exposure. A UK gas marketer might observe a steep upward slope in the forward
curve, indicating expectations of higher future prices, and therefore decide to lock in current prices through
longer-dated futures.

Swap spread — The difference between the fixed rate paid in a commodity-linked swap and the prevailing
market rate for a comparable instrument. The spread reflects credit risk, liquidity, and supply-demand
dynamics. A positive swap spread may indicate that the fixed rate is higher than market expectations,
potentially making the swap less attractive. Understanding swap spreads is essential when negotiating OTC
swap terms.

Credit risk — The risk that a counter-party will fail to fulfil its contractual obligations. Credit risk is more
pronounced in OTC markets, where there is no central clearinghouse. Mitigation techniques include the use
of collateral, credit support annexes (CSAs), netting agreements, and selection of highly rated
counterparties. A UK commodity importer engaging in a forward contract with a foreign producer must
assess the producer’s creditworthiness and may require a cash-collateral deposit to protect against default.

Counter-party — The other party to a derivative contract. In a bilateral OTC transaction, each participant is
the counter-party to the other. Counter-party risk management is a core component of commodity
hedging, involving due diligence, credit limits, and legal documentation. The choice of counter-party can
affect pricing, as more credit-worthy entities may command tighter spreads.

Legal documentation — The set of contracts and supporting agreements that define the rights and
obligations of the parties to a derivative transaction. Standardised documentation, such as the ISDA Master
Agreement for swaps and the CME Global Trade Repository (GTR) for futures, provides a common legal
framework. For OTC forwards, bespoke agreements are often drafted, covering price, quantity, delivery, and
termination provisions. Accurate legal documentation reduces the risk of disputes and facilitates regulatory
reporting.

ISDA Master Agreement — The International Swaps and Derivatives Association’s standard contract that
governs OTC derivatives transactions. The Master Agreement sets out the general terms, while Schedule and
Credit Support Annex (CSA) documents tailor the agreement to the specific relationship. The ISDA
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framework is widely used for commodity swaps, providing mechanisms for netting, early termination, and
collateral management. A UK energy company entering a long-dated commodity swap will typically sign an
ISDA Master Agreement with its bank.

Credit Support Annex (CSA) — An attachment to the ISDA Master Agreement that outlines the collateral
arrangements, including thresholds, haircuts, and eligible collateral types. The CSA defines when and how
collateral is posted, replaced, or returned, thereby managing credit exposure. Effective CSA negotiation can
reduce funding costs and improve the efficiency of the hedge.

Early termination — The option for a party to close out a derivative contract before its scheduled maturity,
often triggered by a credit event, a breach of covenant, or a market-driven decision. Early termination may
involve a settlement payment based on the market value of the contract at termination. Hedgers must
consider the potential cost of early termination, especially if market conditions have moved unfavourably.

Mark-up — The price adjustment added by a broker or dealer to the quoted market price of a derivative. The
mark-up compensates the intermediary for providing liquidity and taking on risk. In illiquid markets,
mark-ups can be substantial, affecting the overall cost of the hedge. A UK commodity broker may charge a
wider mark-up on a forward contract for a specialty grain, influencing the hedger’s decision to seek
alternative instruments.

Spread trade — A strategy that involves taking offsetting positions in two related contracts to profit from the
price differential while limiting exposure to the broader market movement. Spread trades can be
intra-commodity (e.g., calendar spreads) or inter-commodity (e.g., crack spreads between crude oil and
refined products). For hedgers, spread trades can be used to lock in processing margins. A UK refinery may
hedge its crack spread by buying crude oil futures and selling gasoline futures, thereby fixing the margin
between input and output prices.

Crack spread — The price differential between a barrel of crude oil and the refined products (typically
gasoline and diesel) obtained from it. It is a key profitability metric for refiners. Hedging the crack spread
with futures or swaps helps stabilise refining margins. A UK refinery that expects a widening crack spread
may go long gasoline futures and short crude oil futures to capture the anticipated profit.

Calendar spread — The difference in price between two futures contracts of the same commodity but with
different delivery months. Calendar spreads are used to exploit expectations of the shape of the forward
curve, and they can also serve as a hedge against changes in the curve. For example, a UK wheat producer
might trade a calendar spread by selling the near-month wheat future and buying the far-month future to
manage the risk of a flattening curve.

Seasonality — The predictable pattern of price fluctuations that occur at regular intervals due to seasonal
factors such as weather, planting cycles, or demand peaks. Seasonality influences the shape of the forward
curve and the timing of hedges. Understanding seasonality allows hedgers to align contract expiries with
periods of expected price movement. A UK agricultural trader knows that corn prices tend to rise in the
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early summer due to planting demand, and may therefore time futures sales accordingly.

Weather derivative — A financial instrument whose payoff is linked to a weather index, such as temperature,
rainfall, or heating degree days. Weather derivatives enable hedgers to mitigate weather-related quantity
risk. For instance, a UK dairy farmer may purchase a temperature-linked swap to offset the risk of a cold
winter that reduces milk yields. Weather derivatives are typically OTC and require custom modelling of the
weather index.

Index-linked contract — A derivative whose settlement is based on a published commodity price index rather
than a specific physical delivery. Index-linked contracts simplify settlement and reduce operational
complexity. Many energy swaps, such as the ICE Brent crude oil swap, are index-linked. Hedgers must
ensure that the index accurately reflects the price of the commodity they wish to hedge, taking into account
any location or quality differences that could generate basis risk.

Location basis — The price difference between the same commodity traded at two different geographic
locations, reflecting transportation costs, local supply-demand balances, and regional quality differentials.
Location basis is a component of the overall basis and must be considered when hedging with contracts
that reference a different delivery point. A UK coal exporter hedging with Rotterdam coal futures must
account for the London-Rotterdam location basis, which may fluctuate with shipping rates and regional
demand.

Quiality differential — The price premium or discount associated with variations in commodity quality, such
as grade, purity, or specification. Quality differentials affect the basis and must be incorporated into the
hedge design. When a UK copper producer sells a lower-grade concentrate, it may hedge using LME copper
futures that reference a higher-grade copper, thereby exposing itself to quality-differential risk. Adjustments
can be made through basis swaps or by negotiating a price differential in the physical contract.

Transportation cost — The expense incurred to move a commodity from its production site to the delivery
point, including freight, insurance, and handling fees. Transportation costs are a key driver of location basis
and can be volatile, especially for bulk commodities like coal and grain. Hedgers often embed
transportation cost assumptions into forward contracts or use freight-linked swaps to manage this risk.

Freight-linked swap — A derivative whose payoff is tied to freight rates, such as the Baltic Dry Index for bulk
shipping. Freight-linked swaps enable commodity producers and traders to hedge the cost of shipping. A
UK iron ore exporter may enter a freight-linked swap to lock in the cost of transporting ore to Europe,
thereby protecting against sudden spikes in freight rates.

Liquidity risk — The risk that a trader cannot enter or exit a position without causing a material price impact
or incurring excessive transaction costs. Liquidity risk is heightened in thinly traded markets, for large block
trades, or during periods of market stress. Managing liquidity risk involves monitoring market depth, using
algorithmic execution tools, and possibly breaking large orders into smaller slices. A UK commodity fund

managing a large position in a niche agricultural futures contract must plan its execution carefully to avoid

Read online: https://certificates.gsbf.co.uk/guides/4846461/ Greenwich School of Business and Finance - 23 Jun 2026
introduction-to-commodities-hedging



GSBF

Greenwich School of
Business and Finance

Change your life. Start from here

adverse price movement.

Operational risk — The risk of loss arising from inadequate or failed internal processes, systems, people, or
external events. In commodity hedging, operational risk can manifest as settlement failures, data entry
errors, or miscommunication of contract terms. Robust operational controls, such as trade capture systems,
reconciliation procedures, and clear escalation pathways, are essential. A UK hedge fund that automates its
futures trading must ensure that the order-routing software correctly maps the intended contract
specifications to avoid costly mistakes.

Regulatory risk — The risk that changes in legislation, reporting requirements, or market rules will affect the
cost or feasibility of hedging strategies. In the United Kingdom, ongoing regulatory developments such as
the UK's post-Brexit alignment with EMIR, the FCA's supervisory approach, and evolving tax treatment of
derivatives can create uncertainty. Hedgers must stay informed of regulatory updates and may need to
adjust their documentation, reporting, or collateral practices accordingly.

Tax treatment — The rules governing how gains, losses, and cash flows from commodity hedges are taxed. In
the UK, hedging transactions may be subject to corporation tax, capital gains tax, or specific tax reliefs such
as the "hedge accounting” provisions under IFRS 9. The tax classification of a derivative (e.g., as a financial
instrument vs. a commodity) influences the deductibility of losses and the timing of tax liabilities. Engaging
tax advisors early in the hedge design process helps avoid unintended tax consequences.

Hedge accounting — An accounting method that aligns the timing of profit-or-loss recognition on the
hedged item with the corresponding hedging instrument, thereby reducing earnings volatility. To qualify for
hedge accounting under IFRS 9, the hedge must be documented, the hedge ratio must be effective, and
ongoing effectiveness testing is required. Hedge accounting can be applied to both fair-value and cash-flow
hedges. A UK manufacturing firm that uses a cash-flow hedge to lock in raw-material costs must maintain
the necessary documentation to satisfy audit requirements.

Cash-flow hedge — A hedge of the variability in cash flows associated with a forecasted transaction, such as
the purchase of raw materials. Gains and losses on the hedging instrument are initially recognised in other
comprehensive income (OCl) and re-classified to profit or loss when the forecasted transaction occurs. This
treatment smooths earnings and reflects the economic purpose of the hedge. For example, a UK bakery that
anticipates buying wheat in six months may enter a cash-flow hedge using wheat futures, recording the
hedge’s fair value changes in OCI until the wheat purchase is made.

Fair-value hedge — A hedge of the exposure to changes in the fair value of a recognised asset or liability, or
an unrecognised firm commitment. Gains and losses on both the hedged item and the hedging instrument
are recognised immediately in profit or loss. Fair-
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