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Abstract- The financial hedging strategy is essential
for companies facing economic volatility, such as
fluctuations in commodity prices, exchange rates,
and interest rates. It allows organizations to ensure
predictability in costs and profit margins, providing
greater long-term financial stability. Recent studies
reinforce the importance of hedging, not only as a
tool for protecting against price variations but also as
a strategic mechanism that can increase a company’s
value, making it more competitive in the market. The
adoption of hedging in business decisions enables
organizations to make more informed financial
decisions, reducing uncertainty and optimizing
investments. The use of financial derivatives
facilitates the control of production costs and
protection against currency risks. However, its
application requires a clear understanding of its
accounting and financial implications, as evidenced
by the studies of Ranasinghe et al. (2021) and
Siallagan and Prijadi (2020), which highlight the
importance of accuracy in forecasts and risk
management. Furthermore, the implementation of
data-driven hedge policies and mathematical models,
as observed in the studies by Kouvelis and Turcic
(2020) and Entrop and Fischer (2020), shows that
the use of advanced technologies can further
enhance the effectiveness of hedge strategies. By
considering factors such as demand elasticity or
credit risk, companies can manage financial stress
more effectively. The ongoing use of these
techniques, with the integration of artificial
intelligence and machine learning, demonstrates
that financial hedging remains crucial for
companies adapting to a dynamic economic
landscape.

Indexed Terms- Financial Hedging, Risk Mitigation,

Financial Derivatives, Financial Stability, Hedge
Strategies.
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l. INTRODUCTION

The financial hedge strategy is crucial for companies
seeking to minimize risks associated with the volatility
of commodity prices, exchange rates, interest rates,
and other economic factors that can impact their
operations. This technique involves taking a position
in the financial market to offset potential losses in
other investments or operations. By adopting a hedge,
companies can protect their costs and ensure greater
predictability in profit margins, which is essential for
maintaining financial stability. Protection against
unexpected fluctuations in raw material prices, for
example, is one of the main motivations for using a
hedge.

Companies in the agricultural, energy, and
manufacturing sectors frequently face volatility in
commodity prices, which can lead to unexpected
increases in production costs. Without a hedge
strategy, these companies would be vulnerable to
sudden changes, damaging their competitiveness and
profitability. Financial hedge, therefore, functions as
insurance that helps mitigate these impacts, ensuring
that costs are predictable and controllable.
Additionally, hedge provides greater predictability in
profit margins, allowing companies to plan their
financial operations more efficiently. By locking in
input costs and minimizing exchange rate risks, for
example, companies can set more consistent sales
prices, avoiding financial surprises. This predictability
is essential for strategic planning, as it enables
managers to make informed decisions regarding
investments, expansion, and risk management.
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Figure 1: Benefits of hedging.
Source: TrueData.

In an increasingly globalized market, where external
factors can quickly influence costs and profitability,
the use of financial hedge strategies becomes a
powerful tool to ensure the long-term sustainability
and competitiveness of companies. Through more
precise control of costs and greater stability in profit
margins, financial hedge establishes itself as a key
element for companies seeking to operate resiliently in
a volatile economic environment. Several studies have
analyzed the impact of financial hedge, focusing on
profit predictability and company competitiveness.
The study conducted by Ranasinghe,
Sivaramakrishnan, and Yi (2021) explores the
influence of hedge on company performance,
particularly in industries that rely on derivatives for
price risk management, such as the oil and gas
exploration and production industry and the airline
industry. The research reveals that, after the
implementation of SFAS 133, even the most
sophisticated users of financial statements find it
difficult to understand the implications of hedge on
profit, with many economic hedges not qualifying for
hedge accounting and being considered "ineffective"
for financial reporting purposes. However, the results
indicate that hedge derivatives improve income
predictability and enhance the accuracy of analysts'
forecasts, while also reducing the dispersion of
predictions.

Another relevant study, conducted by Ni, Chu, and Li
(2018), investigates the role of financial hedge in a
company's competitive strategy, using a game theory
model. The results indicate that, in a competitive
market, financial hedge is not only used to protect the
company's results but can also significantly increase
the value of the organization, highlighting the strategic
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advantages of hedge beyond risk mitigation. Similarly,
the study by Siallagan and Prijadi (2020) examines the
impact of operational and financial hedge on the
performance of airlines, an industry characterized by
narrow profit margins and high competition. The
research highlights that by using financial derivatives,
airlines can reduce the cost per dollar of revenue, while
operational hedge tends to increase this cost, showing
how hedge can be a strategic tool in managing fuel
price volatility.

The study conducted by Kouvelis and Turcic (2020)
explores the effectiveness of two data-based hedge
policies to mitigate financial stress in the automotive
industry. The researchers analyze the "cost hedge”
policy, focused on protecting the prices of raw
materials and production inputs, and the "cash hedge,"
which aims to protect the company's cash flow through
a stochastic program. The results indicate that demand
changes, especially variations in demand elasticity, are
the most determining factors for hedge decisions,
while updates in car design have less influence. The
study reveals that, although cost hedge is widely used,
the cash hedge technique, which also considers
demand factors, is more effective in managing
financial stress.

Additionally, the study by Entrop and Fischer (2020)
analyzes the joint determinants of premiums and
spreads in structured financial products, focusing on
the hedge costs of issuers. The research reveals that
premiums and spreads are endogenous and negatively
related to each other, with significant economic
determinants for premiums, such as the dividends of
the underlying asset, credit risk of issuers, lifecycle
effects, and competition. Hedge costs, on the other
hand, are less economically relevant but may be
incorporated into the premium in cases of significant
changes in stock. The spread, in turn, is mainly
influenced by hedge costs and risk components, such
as initial hedge costs, rebalancing costs, volatility, and
night gap risk, but also by dividends.

Finally, the study by Barigou, Bignozzi, and Tsanakas
(2020) proposes an alternative approach to fair
valuation in insurance, addressing a common
limitation in traditional methods. Unlike conventional
methods, which do not incorporate regulatory risk
preferences into the hedge process, the authors present
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a hedge procedure based on generalized regression
arguments, leading to portfolios neutral to a risk
measure, such as Value-at-Risk or expectile. The
research introduces a neural network algorithm for the
evaluation and hedge of insurance liabilities, using a
general, easy-to-apply reverse iteration scheme that
requires only simulated trajectories of the risk drivers.
The financial hedge strategy plays a vital role in
mitigating risks for companies facing economic
volatility, such as fluctuations in commodity prices,
exchange rates, and interest rates. By adopting this
strategy, companies can ensure predictability in costs
and profit margins, which is essential for their long-
term financial stability. The analysis of recent studies
on financial hedging reinforces its importance, not
only as a tool for protecting against price fluctuations
but also as a mechanism that can enhance the strategic
value of an organization, ensuring greater
competitiveness in the market.

Furthermore, studies demonstrate that by integrating
the hedge strategy into business decisions,
organizations can make more informed and structured
financial decisions, reducing uncertainty and
optimizing investments. The use of financial
derivatives, for example, allows companies to adjust
their operations more efficiently, whether in
controlling production costs or protecting against
currency risks. Although hedging is a widely used
tool, its application requires a clear understanding of
its accounting and financial implications, as
highlighted by the studies of Ranasinghe et al. (2021)
and Siallagan and Prijadi (2020), which emphasize the
importance of accuracy in forecasting and risk
management.

Finally, the use of data-driven hedge policies and
mathematical models, as observed in the studies of
Kouvelis and Turcic (2020) and Entrop and Fischer
(2020), suggests that the adoption of advanced
technologies can further enhance the effectiveness of
hedge strategies. By considering factors such as
demand elasticity or credit risk, companies can
manage financial stress more assertively. The
continuous evolution of these techniques and their
integration with machine learning and artificial
intelligence models demonstrate that financial hedging
will remain an essential tool for companies to adapt to
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an increasingly complex and dynamic economic
environment.
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