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ABSTRACT

MARGIN CALL RISK MANAGEMENT WITH FUTURES AND OPTIONS

Aliravel, Murat
M.S., Department of Industrial Engineering

Supervisor : Assist. Prof. Dr. Serhan Duran
Co-Supervisor : Assist. Prof. Dr. Fehmi Tanrisever

January 2013, 85 pages

This study examines dynamic hedge policy of a company in a multi-period framework. The company
begins to operate a project for a customer and it also has a subcontractor which completes an important
part of the project by using an economic commodity. The customer will pay a fixed price to the
company at the end of the project. Meanwhile, the company needs to pay the debt to the subcontractor
and the amount of the debt depends on the spot price of the commodity at that time. The company
is allowed to hedge for the commodity price fluctuations via future and option contracts. Since the
company has a limited cash reserve as well as previously planned payments, it may face financial
distress when the net cash balance decreases below zero. Consequently, the company maximizes the
expected value of itself by minimizing the expected financial distress cost.

Keywords: Risk Management, Price Risk, Margin Call, Futures, Options



0z

VADELI iISLEMLER VE OPSIYONLAR iLE TEMINAT TAMAMLAMA CAGRI RiSK
YONETIMI

Aliravcl, Murat
Yiiksek Lisans, Endiistri Mithendisligi Boliimii

Tez Yoneticisi : Yrd. Dog. Dr. Serhan Duran
Ortak Tez Yoneticisi : Yrd. Dog. Dr. Fehmi Tanrisever

Ocak 2013, 85 sayfa

Bu caligsma bir sirketin dinamik olarak riske karg1 korunma politikasini ¢cok periyotlu bir cergevede
incelemektedir. Sirketin miisterisi i¢in bir proje yapim sorumlulugu bulunmakta ve belirli bir emtia
kullanarak projenin 6nemli bir boliimiinii gergeklestirecek bir alt yiikleniciye bu projede ihtiya¢ duy-
maktadir. Miigteri bu proje baglangicinda belirlenen bir fiyat1 proje sonunda sirkete 6deyecektir. Yine
proje sonunda, alt yiikleniciye borcunu ddeyecek ve borcun miktari emtianin o andaki piyasa fiyatiyla
dogrudan baglantili olacaktir. Bu senaryo kapsaminda sirket, emtiaya bagl vadeli tiirev iglemleri ve
opsiyonlar araciligiyla riskten korunabilir. Sirketin nakit hesap dengesinin sinirlilifi ve daha once-
den planlanmig 6demelerinin varlig1 sebebiyle nakit hesabinin sifirin altina indigi durumlarda sirkette
mali sikintilar yasanabilir. Bu sebeple sirket, gelecekteki beklenen degerini en list diizeye ¢ikarmaya
calisirken nakit yetmezliginden kaynaklanan mali sorunlarin beklenen maliyetini en diisiik diizeye in-
dirmelidir.

Anahtar Kelimeler: Risk Yonetimi, Fiyat Riski, Teminat Tamamlama Cagris1, Vadeli Islemler, Opsiy-

onlar
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CHAPTER 1

INTRODUCTION AND MOTIVATION

In today’s economy, commodity prices in markets are important for companies that are utilizing them
in their projects. When the prices are not predicted right and companies do not secure their financial
positions against risks by hedging, changes in prices may lead to decrease in revenue. Such unexpected
decreases may lead distress in the financial situation of companies and financial distress costs may
incur when their cash balance becomes negative. The breakpoint values of the prices of commodities
that may lead financial distress are approximately calculated by considering the cash exchange of the
company during different time periods of the project. In the time that companies reach an agreement
with their customers for the project that requires a specific delivery date in the future, companies
already have planned deliverables or receivables to be realized during the project. Considering all those
planned deliverables or receivables as well as the initial cash balance, they are generating a financial
plan during the project. However, if companies face a financial distress, a loan may be received from
the bank with an interest rate higher than the minimum rate of return in the market. Financial distress
cost may be accumulated by both simple and compound interest models. Accumulated distress cost
may be paid in the beginning of the next period, or it may be delayed for the following periods. In order
to prevent the emergence of financial distress costs, hedging may be applied on the main commodities
used during the project. However, the magnitude of the hedging decision and the derivatives used for
it is a critical decision for companies.

In this paper, risk management decision of a firm which has an agreement to deliver a product mainly
manufactured by using a common commodity will be considered. The firm will receive a revenue at
the delivery of the products and will also pay the related debt to the subcontractor at that moment. The
revenue to be received from the customer is known at the beginning of the contract. However, the debt
of the firm to the subcontractor is a variable that is affected by the current price of the commodity and
the profit margin of the subcontractor. Due to the price risk of the commodity, the firm may prefer
to use financial instruments; especially over-the-counter derivatives that are derived by the price of
the commodity used by the firm. Indeed, buying or selling forward contracts, futures contracts and
call options maturing at the delivery time of the firm are probably the most common choice for such
companies.

In both of the interest rate models, financial distress cost is accumulated by multiplying the cash need
of the firm with bank loan interest rate. However, both models behave differently when time horizon
is more than a single period. If simple interest is used, the interest is calculated on original principal
only. However, compound interest takes original principal and all interest accumulated during past
periods into account. Since the companies may be exposed to financial distress in some periods, some
of the companies prefer to have overdraft arrangements with the banks. By using these agreements,
the companies may borrow money from the bank and it will be exposed to a predefined interest rate
for its loan up to a predefined limit. Although both compound and simple interest rates may be used



for overdraft arrangements, simple interest rates are quite popular especially in case of long term
commitments between the bank and the companies. Simple interest rates may be higher in some cases,
however it is more secure in case of an unexpected long term scarce of cash.



CHAPTER 2

INTRODUCTION TO FINANCIAL DERIVATIVES

Derivatives are financial instruments whose values are derived from one or more underlying variables.
These variables may have a wide variety, such that commodities (steel, silver, oil, gas, etc.), finan-
cial assets (bonds, stocks, etc.), another derivative (e.g. options on futures), index and interest rate.
Forwards, futures and options will be mentioned in this paper.

Forwards are contracts that are held between two parties to buy or sell an asset at a predetermined price
and a predetermined delivery date in future. The contracts are traded in over-the-counter markets and
are non-standardized, as a result the traders can exchange all kind of assets without limitation. Thus,
it is a popular derivative in the market and mainly does not have initial payment. The positions of the
parties in the contract are classified as long and short positions. Having a long position means agreeing
to buy the asset. On the other hand, the party agreeing to sell an asset in the forward contract is taking
a short position. Suppose that §; is the spot price of the asset at time i and Fy; is the agreed price by
two parties at time O for the delivery time i. The payoff of the contract per unit is (S; — Fy;) for the
party with long position and it is (Fyp; — S ;) for the party with short position at the end of the contract,
at time i. It means that taking long position lead to a profit in case that realized price of the commodity
is higher than the future contract price, and it is vice versa for the short position. At the end, one party
has a profit and this profit emerges as a cost to the other party.

Price risk may be completely eliminated by hedging through forwards. For instance, suppose that there
is a company which needs to buy 100 tons of a certain commodity at time 2 and tries to avoid the price
risk by hedging for the whole amount at time 1. The forward price of the commodity for time 2 is $
10 per ton at time 1 and there is no initial payment for the forward contract. In all cases, the firm will
pay $ 1000 totally due to the hedging policy. Suppose that the realized spot price of the commodity
becomes $ 11 per ton. If the firm did not hedge at all at time 1, it would pay $ 1100 for the commodity
purchase at time 2 in this case. Therefore the firm has $ 1000 of profit due to hedging. On the other
hand, the firm would have a financial loss of $ 1000 if the spot price of the commodity would be $
9 per ton, which is lower than the forward price. All financial transactions related to this scenario is
shown at Table 2.1 and Table 2.2.



Strategies Cash flows at time 1| Cash flows at time 2

Long a forward contract for 100 ton of

0.5 11-10)*100 = 5100
commodity at time 1 for time 2 ( ) ®
Pay for steel delivery at time 1 0 -11*100 = 5-1100
TOTAL 0 S -1000

Table 2.1: Cash flows when realized price is $ 11 in case of full hedge policy via forwards

Strategies Cash flows at time 1 | Cash flows at time 2
Long a forward contract for 100 ton of
0 9-10)*100 =% -100
commaodity at time 1 for time 2 ( ) 3
Pay for steel delivery at time 1 0 -9*100 = 5-900
TOTAL 0 S -1000

Table 2.2: Cash flows when realized price is $ 9 in case of full hedge policy via forwards

Futures are standardized contracts that are held between two parties to buy or sell specified asset with
standardized quantity and quality at a predetermined price and a predetermined delivery date in future,
which are traded in over-the-counter markets. The party agreeing to buy the asset is said to be long
positioned, the party agreed to sell the asset is said to be short positioned. Both parties have to post
a margin when futures contract is agreed. Suppose that S; is the spot price of the asset at time 7, F;
is the agreed price by two parties at time O for the delivery time ¢ and «j is the initial margin. Lastly,
Fj; denotes the futures price of the commodity at time j for time i. When the change in the price of
the future exceeds the margin, the party that has a negative payoff should post margin call. It means
that the buyer needs to deposit a margin call x; when the futures price at time j decreased more than
prepaid margin with respect to futures price at time 0, i.e. Fo; — F;; = ko. In the opposite case, i.e.
F;; — Fy; 2 ko, the seller needs to deposit the margin. In this study, it will be assumed that there is
no initial payment to enter into futures contract. However, the margin account of the firm needs to be
updated between the time periods.

Suppose that a firm buys 10 units of futures of a commodity at 1st of February for 1st at a price of $ 100
per unit. It is also assumed that the initial margin for the contract is $ 50 and maintenance margin is $
35; therefore the firm needs to pay $ 50 at the beginning of the contract and needs to compensate the
margin account when it becomes less than $ 35. Daily margin account updates of the first three days
are shown in Table 2.3. In the case denoted in this table, the firm has a loss of $ 10 at 2nd of February
and balance of the margin account of the firm becomes $ 40 which is still more than maintenance
margin. Additionally, margin account becomess less than the maintenance margin at 3rd of February
and the firm needs to pay $ 40 to make its margin account $ 50 again. At 4th of February, the unit
price of the contract increases to $ 97 and the daily gain of the firm becomes $ 10.



Day Futures Price | Daily Gain Cumulative Margin Account | Margin call
(%) (Loss) (%) Gain (Loss) (3) Balance (%) (%)
100 30
1 Feh oo (10} {10y 40 0
3-Feb 96 (30} (407 10 40
4-Feh o7 10 (30% 60 0

Table 2.3: Marking to market example for three days of operation

Options are contracts that are held between two parties which gives to buyer (also called as option
holder) the right, but not the obligation, to buy or sell a specified asset at a predetermined quantity and
a specified strike price on or before a specified date. The seller, in other words “option writer”, has to
fulfil the transaction when the buyer chooses to exercise the option. The buyer pays a premium to the
seller for this right at the beginning of the contract. The agreement is called “call” option when the
agreement is based on buying an asset, and it is called “put” option when the agreement is based on
selling. The position of buyer is called long position, while the position of seller is described as short
position.

Suppose that there is a company which needs to buy 100 tons of a certain commodity at time 2 and
tries to avoid the price risk by hedging via call options on futures for the whole amount at time 1. The
strike price of the call option for time 2 is $ 10 per ton at time 1 and the company needs to pay a risk
premium of $ 0.5 per ton. Now, suppose that the realized spot price of the commodity becomes $ 11
per ton. If the firm did not hedge at all at time 1, it would pay $ 1100 for the commodity purchase at
time 2 in this case. However, the firm totally pays an amount of $ 50 at time 1 and $ 1000 at time 2
due to hedging via call options, as shown in Table 2.4. On the other hand, the firm would totally pay $
50 at time 1 and $ 900 at time 2 if the spot price of the commodity becomes $ 9 per ton of commodity
as shown in Table 2.5.

Strategies Cash flows at time 1| Cash flows at time 2

Long a call option for 100 ton of
commodity at time 1 for time 2

Pay for steel delivery at time 1 0 -11*100 = 5-1100
TOTAL 5-50 5 -1000

-0.5%100 = 5-50 {11-10)*100 = 5100

Table 2.4: Cash flows when realized price is $ 11 in case of full hedge policy via call options



Strategies Cash flows at time 1| Cash flows at time 2

Long a call option for 100 ton of

-0.5*%100 = $-50 ]
commodity at time 1 for time 2 5
Pay for steel delivery at time 1 0 -9%100 =5 -300
TOTAL 5-50 5 -900

Table 2.5: Cash flows when realized price is $ 9 in case of full hedge policy via call options




CHAPTER 3

LITERATURE REVIEW

Companies try to secure their financial situation and avoid risks by hedging, especially in financially
critical situations and low liquidity. They may use different kind of derivatives for hedging and most
common examples are forward, future and option contracts. Moreover, using financial derivatives is
a growing practice in different industries nowadays. Therefore, there is a vast collection of litera-
ture on using of derivatives and these studies are mainly divided mainly into three groups as utility
maximization, value maximization and variance minimization problems.

The utility maximization models focus on utility function by considering risk approach of the deci-
sionmakers. Indeed, most of the studies on this area focus on hedging of risk averse decisionmakers.
The study of Heifner (1972) on finding optimal hedge policies for cattle feeding is an early example of
utility maximization models. Another example is Rolfo (1980) which focuses on optimal hedge policy
for cocoa producers with a risk averse approach. The paper considers both price and quantity risks with
logarithmic utility functions. On the other hand, variance minimization is another useful model used
in risk management problems. Minimizing variance reduces the unexpected consequences for the de-
cisionmaker. The traditional method of static minimum-variance hedges are discussed by Stulz (2003)
and McDonald (2006). One of the latest studies, Basak and Chabakauri (2012), provides a simple an-
alytical solution for hedge decisions in a dynamic programming framework and discrete time settings
for incomplete markets. Besides, Xing and Pietola (2005) figure out optimal hedge ratios of a wheat
producer under quantity and price risk using both mean-variance and expected utility frameworks.
They suggest that the correlation between price and quantity is important in determination of the opti-
mal hedge ratio. Their results suggest that price and quantity are negatively correlated which creates a
natural hedge. They show that when there is natural hedge, the optimal hedge is always less than the
expected quantity. Moreover, they suggest that hedging effectiveness decreases as quantity uncertainty
increases. These two methodologies are compared in a perspective of decisionmakers in some studies.
For example, Cecchetti, Cumby, Figlewski (1988) suggest utility maximization approach rather than
variance minimization on 20 year treasury bonds that would be held for one month periods.

Utility function maximization and variance minimization are properly applicable frameworks for in-
dividual decisionmakers, risk averse and little sized companies, and may be more useful than other
approaches. On the other hand, in the risky business environments of today’s economy, the companies
need to manage the possible risks and seek for opportunities to grow. Therefore, variance minimiza-
tion may not be an appropriate decision framework for many companies. Besides, utility maximization
may not be applicable to the decision process of large corporations because there are a lot of stake-
holders which have different types of risk approaches. Therefore, setting a common objective to be
accepted by all of the components is necessary.

Value maximization problems maximize the discounted values of the expected financial balance of the



company; as a result it is more prone to be used as the main decision criteria for large corporations.
The study of Modigliani and Miller (1958) proved that hedging does not add any value to the value of
the company in perfect markets. On the other hand, Smith and Stulz (1985) demonstrated that hedging
may increase the expected value of the company in case of market imperfections such as managerial
risk aversion, financial distress costs, bankruptcy and taxes. Indeed, hedging is an important practice to
prevent financial distress. A more recent study completed by data collecting from 400 UK companies,
Judge (2006), shows that one of the most common reasons of hedging is avoiding financial distress
and firms with higher cash balance are less likely to hedge.

In our study, value maximization approach is used to decrease the expected financial distress cost. The
company may face financial distress due to the price risk of the commodity used in its processes. There
is a large literature about the effect of price risk on hedging decision; yet, a few of them use value
maximization approach. One of them is the study of Maes (2011) which uses value maximization
approach in order to analyze the hedging decisions of a wheat miller that is confronted with price,
quantity and blend risks. It shows that when uncertainty increases, a lower optimal hedge ratio appears.
Goel and Gutierrez (2009) and Goel and Gutierrez (2011) also use value maximization framework.

Goel and Gutierrez (2009) show the effects of changing futures and spot prices on inventory man-
agement decision of a company. Likewise, Goel and Gutierrez (2011) examine the additional value
due to procurement by using commodity markets. Additionally, Goel and Tanrisever (2011) analyzes
the hedge behavior of a company using a commodity in procurement, its processes and distribution.
They analyze the optimum policy to balance procurement in spot market and forward/options mar-
ket in a multi-period framework while the transportation cost paid for the spot market is higher than
forward/options market.

Tanrisever and Gutierrez (2011) examine the motives for hedge actions of a flour miller using value
maximization under financial distress risk. Their study considers price risk of the commodity used and
it shows that hedging increase the value of the firm. They showed that price risk can be eliminated
completely by hedging of the related commodities in make-to-order production and production level
may be increased.

Margin call risk management is also another important characteristic of our study. Since margin calls
may create an unexpected cost to the company, literature partly focuses on avoiding margin calls due to
future and option contracts. For example, Garner (2010) focuses on different hedge strategies in order
to reduce margin requirements of hedging via futures and options. Another characteristic approach
is provided by the study of Dau and Groch (2005) which suggests a decision framework for buying
contracts with margin call risk by using historical data to examine buying power of the company in
future for an automated risk management back office. One of the two studies that is largely benefited
in this paper is Tanrisever and Levij (2011) which examine the hedge policy of an electricity trading
company facing margin calls due to price risk in a value maximization perspective in a two-period
framework. Another beneficial study is Tanrisever, Duran and Sumer (2011) which focuses on hedge
behavior of an offshore wind-farm construction company which mainly uses steel for construction,
under price and quantity risk in one and two-period framework. This study uses value maximization
approach with compound interest rates and underhedging is proved to be optimal for two-period model
under price risk.

Unlike the previous studies, we analyze the hedge policy of a company facing price risk by using
value maximization approach. One, two and multi-period analysis is completed by using futures and
forward contracts, and the decision of buying call options in one-period of time is also analyzed in
order to benchmark with the usage of futures and forwards. Although simple interest rates are used by



assuming that there is an overdraft agreement between the company and a bank, an approximation for
the model with compound interest rates in two-period perspective is also examined.
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CHAPTER 4

MATHEMATICAL MODELS

In this study, the hedging decision of a firm to manage its financial distress risk is examined. The firm
undertakes an agreement with a customer to deliver a product at the agreed date. Customer will pay
a predefined price p per unit for a predefined quantity £ at the agreement date. The firm outsources a
considerable amount of work to a subcontractor which produces the necessary portion of the project.
The debt to the subcontractor will also be paid at the end of the agreement when the firm gets paid
by the customer. However, the main part of the cost paid to the subcontractor depends on the price
of the underlying commodity of the delivered asset at the end of the project. The remaining part is
a fixed profit margin of the subcontractor. If the project is ending at time i, the total cost paid to the
subcontractor is (§; + A) & for € units of assets where spot price of the asset at the end of the project is
denoted as S; and the profit margin of the subcontractor is denoted as A.

Cash reserve of the company at time i after the transactions are realized (except any possible financial
distress) cost is denoted as y;. During the fulfillment process of the agreement, the firm will also
receive or pay its payments that are irrelevant to the project. These payments are already known at
the beginning of the project. A payment to be completed at time i is denoted as n;. The value of n;
may also be negative, in this case the company has receivables for time i. Additionally, the firm has an
overdraft agreement with a bank using simple interest rates. Therefore, in case of a negative balance
in the cash balance of the firm, it may borrow money at a predefined simple interest rate. In this study,
the firm’s account of loans from the bank will be totally evaluated after the project ends. For instance,
the financial distress costs until time i (including financial distress cost at time i) will be taken into the
account. The interest rate of bank loan is the same in all periods and denoted as r, as a result financial
distress cost due to scarce of money at the beginning of period i is denoted as r [y;]".

The aim of the company is to maximize the expected total change in the value of the company during
the project. In the model, the firm is assumed to deal only with one project during the periods that are
examined, or the others are isolated from the decision. In order to maximize the total value change in
positive direction, the firm is able to long or short futures or call options. In case of futures are obtained
for this aim, a higher hedging quantity from the beginning to the end of the project may decrease the
financial distress risk at the delivery date of the project assets, yet it surely increases the financial
distress risk in the periods before the delivery date due to margin call of futures and it is vice versa for
lower hedging quantity. On the other hand, options do not have margin calls and the risk premium is
paid at the beginning of the contract. Therefore, the firm pays the expected cost of the risk that will
be faced and does not have margin call updates during the contract is active. Although this approach
may prevent the financial distress due to unexpected price fluctuations, it decreases profitability due to
risk premiums paid to purchase the contract and will be paid after the project ends (or the debt will be
considered until the end of the project).
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In this study, pricing of the futures contract of an asset is modeled as a stochastic process. Indeed
Fj,1; has a normal distribution with mean F;; and standard deviation . Finally the spot price of
the underlying commodity S, has a mean of F i—1,; and standard deviation o~. Therefore the following
expression is valid for a decisionmaker at time j.

Fj’,' = E¢ (Fj+l,i) = E¢ (Fj+2,i> = .= E¢ (Fi—l,l) = E¢ (gz)

However, for the same decisionmaker, the expected price of F j+2,; may not be equal to F;; because
the realized price of Fj,;; may be different than F ;. Consequently, the following may be true for the
decisionmaker in time j + 1.

Fj,i * Fj_,_l,,' =E? (Fj+2,i) =..=FE° (Fi—l,i) =E’ (Sl)

In this study, the payoff of the call option will be examined with strike price of the future price of the
commodity maturing at the end of the delivery date of assets, i.e. F;;. Thus, the risk premium of the
option will be calculated as & = f:z (S »—F 1,2) ¢st (S2)dS, and this amount is needed to be paid by
the buyer when the call option is bought.

Finally, a minimum required rate of return is used to evaluate expected future transactions in the
objective function. The minimum required rate of return is the same for all periods and is denoted as
rq. Besides 3 is defined in order to derive the value of a transaction of a discrete time to the previous
one and it is formulized as 1/ (1 + ry).

Notation used in this table is provided briefly in Appendix.

4.1 One-Period Model

This case is assumed to be a scenario where there are no financial transactions between sign of the
contract and delivery of asset. The firm has a debt at the amount of n, that is planned to be paid at
time 2. It will receive the revenue from customer at an amount of p& and will have to pay the cost of
the assets to the subcontractor at an amount of (S’ 2+ /l) & at time 2. The cash balance of the firm at the
beginning of the project is y;.

In the beginning of the period, the firm considers to long x; » units of commodity futures contracts at
time 1 maturing at time 2 for the futures price F; , while the spot price of the commodity is S| at this
time. By this action, the firm aims to decrease the risk of having financial distress cost at time 2 due
to unstable price of the commodity. In this part of the study, it is assumed that the account of the firm
is only updated at time 2, similar to a forward contract there is no margin update during the period.
Since initial margin that is to be modeled is not considered in the model, it is the same model with
the futures contract for one-period when margin call is not deposited during the project. The amount
of cash transaction at time 2 led by hedging is denoted by (5 — F 1,2) X12. It is also assumed that the
price of the commodity at time 2, which is denoted as S ,, has a normal distribution with mean F , and
standard deviation o~. Another assumption is that the price of the futures contract maturing at a certain
time is equal to the expected spot price of the underlying commodity at that time. Thus the expected
value of the underlying commodity at time 2 is equal to the price of the futures contract maturing at
time 2,i.e. Fi, = E? (S 2). The decision variable for the firm is the amount of futures contract to buy
which is denoted as x; ».
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All financial transactions of the described problem are briefly shown at Figure 4.1.
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Figure 4.1: Summary of financial transactions for one-period model

To sum up, the firm has only one available decision, it is setting of hedging quantity at the at time 1.
Besides it has to borrow money with interest rate r if the cash balance becomes negative. All financial
transactions, decisions and actions of the company are shown together at the summary of events table

below, at Table 4.1.

I Period Model

t=1

t=2

t=3

Observe: 54, F 5

Decision:

» Long x ; units of
futures contract

Observe: §,
Cash Flows:
¥ Transactions included in y5:
* Receive of revenue from
developer: p&
* Cost paid to manufacturer:
(52 + )¢
* Transaction due to futures
position:
(5, —F 12)%12
* Other payments of the firm:
Mz
Conditional Action:

# Loan from bank is taken at the

amount of [v,]~ if needed

Cash Flows:
# Accumulated FDC
paid/accounted: yz ]~

Table 4.1: Summary of events for one-period model

In this study, it is assumed that the company aims to maximize the expected total value of the company
at the end of the contract. Therefore V; (y;) is used as a function decision variables which maximizes
the expected change in the value of the company at time j with an initial cash y;. Besides another
function AV (y;) is defined to describe the change in the expected value of the company at the end
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of period j with an initial cash y;. Finally, the objective function V; (y;) can be defined as a function
referring the maximum value of the function AV (y;), which can be translated into a minimization
problem by minimizing (—AVj (y,-)). Another assumption is that the decisionmaker is risk neutral.
Since the current problem is solved in one period framework and the only decision variable is x; », the
problem of the firm can be formulated as follows:

Objective Function:

Vo) = max AV (y1) = —"fliﬁ (=aVa (1))

= min EY [nz - (p -85, - /l)é" - (Sz - F1,2) X1+ pr [yz]f]

X12

Subject to:
Y2 =y1—nm +(P—§2 —/1>§+(§2 —F1,2)x1,2

The terms of the objective function may be explained referring to Table 4.1. The term n, is the planned
payments of the company, the term

( p-8,- /l) £ is the profit of the company due to the project and

(5 »—F 1,2) X1 is the transaction due to the futures contract. Finally, r[y,] is the transaction due to
financial distress cost incurred at time 3. Therefore, it is multiplied by S in order to derive the value of
it to time 2.

It can easily be observed that the firm will have a positive outcome from the futures contract if the price
of the derivative realizes higher than the price of futures contract, i.e. S,>F 12. On the other hand,
the firm will have a negative outcome if the opposite scenario comes true and this negativity may cause
financial distress. Indeed, in order to examine these situations, it is already known that the problem can
be shown as the following by multiplying the whole expression by the risk neutral probability density
function of random variable S »:

00

V2 () = min f[—sz D8, (S2)dS>

0

As observed from the equation above that the only term in the equation above that is effected by deci-
sion x5 is the financial distress cost premium. The decision variable has no effect on the magnitude
of the term y; — n, + (p -S,- /l)f and the expected value of the term (§2 - Fl’z) X1 is equal to
zero. Thus, the first derivative of the objective function will be equal to the derivative of the financial
distress cost at ¢ = 2 with respect to x;». Indeed, by minimizing the financial distress cost at t = 2, the
decisionmaker maximizes the expected value of the company.

Theorem 1: The optimum hedging decision of the company at time 1 for one-period model is x| , = ¢&.

In this model, the only risk of facing financial distress is because of the price risk of the commodity.
The price risk is completely eliminated by applying the full-hedging decision, i.e. the company should
hedge at the same quantity with amount used for the assets delivered at the end of the project. The
result approves the deductions in the study of Tanrisever, Duran and Sumer (2011). The details of the
proof can be found in Appendix.

The solution found in this part may also be applied to forward contracts as well as futures (when
margin call updates are neglected). On the other hand, full-hedging decision is especially suggested

14



to companies running their business with little amount of cash because the expected financial distress
cost would be relatively high in such cases.

4.2 Two-Period Model

In this scenario where the firm signs a contract at time 1 for a delivery at time 3; and the company
receives the revenue pé from the contract and pays to the subcontractor at an amount of (5 3+ /l) & at
time 3. Similar to the previous model, the firm has a debt of n; that is planned to be paid at time ¢ = i
where i = 2,3. Besides, the company has an initial cash reserve y; and the cash balance of the firm
at time i after the transactions are realized is again denoted as y; where i = 2, 3. It can also face a
financial distress costs of 7 [y;]” at time 2 and 3, if the net cash balance of the firm decreases to a value
lower than zero. It is assumed that simple interest is used for calculation of the loans due to financial
distress. Additionally, the firm is assumed to have an overdraft contract with a bank. In this model,
financial distress costs during the project are considered and they are collected (or at least accounted)
together at time 4.

The firm considers to long x; 3 units of futures contracts at time 1 maturing at time 3 for the futures
price F 3, and x 3 units of futures contracts at time 2 maturing at time 3 for the futures price F» 3. By
these actions, the firm aims to decrease the risk of having financial distress cost at time 2 and time 3 due
to unstable price of the underlying commodity. In this part of the study, it is assumed that the margin
account of the firm is updated at time 2. The amount of cash transactions at time 2 led by hedging are
denoted by (F2,3 -F 1,3) x13. Besides, it is assumed that the price of the futures contract maturing at a
certain time is equal to the expected spot price of the underlying derivative at that time. Therefore at
the end of the futures contract, the account of the firm is updated by addition of (S~ ;- F 2,3) X»3. Figure
4.2 shows all cash transactions of the company in two-period problem.
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Figure 4.2: Summary of financial transactions for two-period model

To sum up, the firm has only two available decisions, it is the setting of hedging quantity at the at time
1 and 2. The company may change the amount of the futures contract on hand without any additional
transactions because the prices are evaluated at the end of every period and initial margin payment is
neglected in the model. In addition, it has to borrow money with interest rate r if the cash balance
becomes negative. All financial transactions, decisions and actions of the company are shown together
at Table 4.2.
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II Period Model

=1 =2 =3 =4
Observe: 5y, Fy3 | Observe: FZE Observe: 5 Cash Flows:
Decision: Cash Flows: Cash Flows: ¥ Accumulated FDC
¥ Long xy3umits | »Transactions included ¥ Transactions included paid/accountad:
of futures inys: inys: rya]™+rys]”
contract « Transaction due to = Receive of revenue from
futures position: developer: p§

» Cost paidto
manufacturer: (53 +A)F
= Transaction due to futures
position: [§3 —Fz;ﬂxz;
= Other payments of the

(Fz3—Fy3ityg
+ Other payments of
the fim:#y
Conditional Action:
J#Loan from bank is taken at

the amount of [ya] ™ firm:ng

Decision: Conditional Action:

*Long xq 3 units of futures | % Loan from bank is takenat
contract

the amount of [y3]™

Table 4.2: Summary of the events for two-period model

As observed from the table above, the decisionmaker should optimize hedging decisions at time 1
and 2 by using the function V; (y;). Since V; (y;) includes the changes in the expected value of the
company in the future, V3 (y;) should also be included in this function after multiplied by 8. After
considering all these facts and assumptions, the optimum hedging decision problem of the firm can be
summarized as the following:

Objective Function at t = 1:

Vo) = ”}ﬁXAVZ(Y1)=’3C1Ii:1 (=aV2(y1)

min E;@m [nz + (F1,3 - F2,3)X1,3 —ﬁV3(Y2)]

X13

subject to:
=Ey-—mt (Fz,a - F1,3) x13
where:
Vs02) = maxaVs(y) = —min (=aV3(y2)
= min ES [ns = (p—S83= )&+ (Fas = 83) a3+ Br([ya]” + [ys]7)]
subject to:

y3 =Y2—n3+(P—§3—/1>§+(§3—F2,3)X2,3

It is already mentioned that the decisionmaker aims to maximize the expected total value of the com-
pany at the end of the contract, t = 3. Therefore a dynamic programming approach is an appropriate
way to deal with the problem. Firstly, the problem at time 2 should be solved. According to the previ-
ous section which examines the decision for one-period model, the optimum hedging decision of the
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decisionmaker at time 2 is x ; = £ In order to solve the optimization problem at ¢ = 1, the solution of
the first period should be placed into function V; (y;), i.e. the decision variable x; 3 in function V; (y;)
should be replaced by £&. Moreover, it is already known that the objective function should be multiplied
by the risk neutral probability density functions of the variables F,3 and S3 to examine the expected
value of it.

Lemma 1: The optimum hedging decision of the company at t = 2 for two-period model is full hedging,

. .
Le Xy3 = &

By using Theorem 1, this result is obvious for the company. Unless the magnitude of the & changes,
the optimum hedging quantity at time 2 stays at the same level.

Theorem 2: The optimum hedging decision of the company at t = 1 for the two-period model is
0sxt, <&
=M3 =

The details of the solution can be found in the Appendix. This result proves that decisionmakers may
under-hedge (in some special cases full hedge or no hedge) independent of any parameters if there is
an opportunity to update the hedging amount before the project ends. This outcome is logical because
company needs to balance two factors that can create financial distress while it can still update its
decision in further periods.

o Risk Factor I: The first risk is facing financial distress in the project delivery time due to changing
price of the commodity. In order to minimize this risk, the firm needs to hedge at an amount of
. If the amount becomes less or more than &, the risk of financial distress appears.

e Risk Factor II : The second factor is emergence of financial distress cost before the project
delivery time, which is caused by margin call updates. In case of a decrease in the price of the
future contract and the company has long position, the company needs to deposit margin call
updates; and the same situation occurs in short position when price increased. However, if the
hedging amount is too high, the company may face a shortage of cash to pay deposits. Therefore,
in order to minimize this risk, the firm should not hedge at any amount.

In conclusion, one risk factor is minimized at full hedging decision and the other is minimized at no
hedging. Thus, it is obvious that the optimum hedging amount will be between 0 and & but the exact
optimum solution depends on the parameters in the model. The details of the proof can be found in
Appendix.

For ease of notation, two terms are defined. A denotes the future cash reserve of the company at time
2 when the company does not hedge at all and it is equal to y; — n,. Besides, ¢ is used to describe the
expected profit margin of the company per unit and it is calculated as p — 4 — F 3.

Theorem 3: The optimum hedging decision att = 1 is Xy 3 = &0/ (20 — n3 + 68) when A (& — n3 + 68) 2
0, and x| 5 = —€A/ (—n3 + 6€) when A (& — n3 + 6€) < 0 satisfying that 0 < X]3 <&

The result is found by using the features of normal distribution, and true for any kind of central
weighted symmetrical distributions. As well as theoretical findings, it may also be used as a bene-
ficial approach in real life problems in case of roughly symmetrical price distribution assumptions. It
also provides an opportunity for sensitivity analysis with respect to different values of the variables in
the model. The details of the proof can be found in Appendix. The final solution can be summarized
as the following.
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ENJ QA —n3+08) if A(A—ny+6E) =0
X =
Y —eas (cns 68 ifaa-ny+06) <0

Theorem 4: The optimum hedging decision of the company at t = 1 when A = 0 and A # n3 — 6¢ for
two-period model is not hedging any unit of the underlying commodity, i.e. xj ; = 0.

If the company will have a zero cash balance at r+ = 2 without hedging, then the cash balance of the
company may decrease below zero and hedging could cause a financial distress cost (at %50 per cent
probability for symmetrical distributions). In order to prevent a financial distress cost at the end of first
period, the company should not hedge at all. The details of the proof can be found in Appendix.

Theorem 5: In case of A = n3 — 6€ and A # 0, the optimum hedging decision att = 1 is x{ ; =& .

Expected cash balance of the company at the end of the project without hedging payment is O in these
conditions. As a result, the cash balance of the company may decrease below zero and hedging could
cause a financial distress cost (at %50 per cent probability for symmetrical distributions). In order to
prevent a financial distress cost at the end of the project, the company should hedge at amount of ¢. In
conclusion the optimum decision is x| ; = &. The details of the proof can be found in Appendix.

Theorem 6: In case of A = n3 — 6& = 0 and A = 0, the hedging decision becomes insignificant while
0 = x7 5 S &, in other words it does not effect to the expected financial distress cost and all decisions
satisfying 0 < xj ; < & are optimum.

In this case, the company will have a zero cash balance at + = 2 without hedging, then the cash balance
of the company may decrease below zero and hedging could cause a financial distress cost. In order
to prevent a financial distress cost at the end of first period, the company should not hedge at all.
On the other hand, expected cash balance of the company at the end of the project without hedging
transactions is 0 in these conditions. Therefore, the optimum decision to minimize this risk is full
hedging.

In conclusion, both of the factors that affects to the hedging decision of the company are at their highest
influence points. Besides, both have the same effect in magnitude but one tries to push the decision
to the level O while the other pulls it to to £. Therefore, all hedging decisions in the interval [0, £] are
mathematically optimum in these conditions. The details of the proof can be found in Appendix. I

Theorem 7: In case of A approaching plus or minus infinity, i.e. A — =*oo, the optimum hedging
quantity line approaches to /2. However, hedging lose its significance after some point and becomes
a value-neutral action due to the probability density function of the normal variable F .

In case that the firm has a lot of cash, it does not need to hedge its money because there is no risk
of having financial distress cost in this condition. Similarly, if its cash reserve is hugely negative, it
cannot prevent the financial distress cost by hedging; as a result it would not be necessary to hedge at
any amount. The details of the proof can be found in Appendix.

Theorem 8: In case of ny approaching positive or minus infinity, i.e. n3 — oo, the optimum hedging
quantity line approaches to 0. However, multi-optimality occurs due to the probability density function
of the normal variable F 12-

In case that the firm will have a lot of cash at ¢ = 3, it does not need to hedge its money because there
is no risk of having financial distress cost in this condition. Similarly, if its cash reserve is hugely
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negative, it cannot prevent the financial distress cost by hedging, as a result it would not be necessary
to hedge at any amount. The details of the proof can be found in Appendix.

Summary of theorems at two-period model:

After all the examinations completed in this section, hedging quantity is mainly dependent on the value
of A and expression n3 + 0. By analyzing the values of these variables, an appropriate decision can
be made by the decisionmaker. As well as the outcomes in the Table 4.3, It is also true that hedging
becomes a value neutral action while A or n3 is getting closer to +co. The summary of theorems in this
section are shown in Table 4.3.

ns
A < ngy —8E A=mny; — 8 A > ngy — 8F
A<D Under-hedge: Full-hedge: Under-hedge:
IA/(2A— ng + %) 3 —%A/(—n3 + 8%)
ﬂ A=0 No Hedge: Under-hedge (Multioptimal): No Hedge:
o (0, 8 o
A>0 Under-hedge: Full-hedge: Under-hedge:
—8A/(—n; + 8%) £ 5A/(24 — n3 + 8¥)

Table 4.3: Summary of theorems for two-period model

4.3 Three-Period Model

The company signs a project contract at t = 1. It receives a revenue of p& from the customers when the
project is completed at £ = 4. On the other hand, it pays the cost of assets at an amount of (§ 4+ /l)f
to the subcontractor at the end of the project, again at + = 4. Additionally, the firm has debts of n;
that is planned to be paid at + = i where i = 2,3,4. The cash balance of the firm at time i after
the transactions are realized is denoted as y; where i = 1,2,3,4. Obviously, the company may face
financial distress costs when the net cash balance of the firm decreases to a value lower than zero at
time i, where i = 2,3,4 . In this model, accumulated financial distress costs during the project are paid
or accounted at ¢ = 5 and they are desired to be minimized.

The firm considers to long x; 4 units of futures contracts at time { maturing at ¢ = 4 for the futures price
F;4 where i = 1,2,3. By hedging, the firm aims to decrease the risk of having financial distress costs,
rlyi]~, ati = 2,3, 4 due to the unstable price of the underlying commodity in its project. In this part of
the study, it is assumed that the margin account of the firm is updated at t = 2 and ¢ = 3. The amount
of cash transactions at time i led by hedging are denoted by (F ia—F ,-_1,4) Xi—14 where i = 2,3. Due to
the previously mentioned price assumptions of the futures contracts and spot prices of the commodity,
it is assumed that Fy4 = E? <F2‘4) = E? (F3,4) = E? (S 4> for a decisionmaker at t = 1. The decision
variable at r = i is the amount of the units of futures contract undertaken at r+ = i for maturity date
t = 4 which is denoted as x;4 where i = 1,2, 3. All financial transactions of the described problem are
briefly shown at Figure 4.3.
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Figure 4.3: Summary of financial transactions for three-period model

Briefly, there are four time periods, as a result five different time epochs for events. The firm has
to borrow money from the bank if cash balance goes to negative. Therefore, the company tries to
minimize its expected financial distress cost by using three different decision variables. A clear and

brief view of the information on the problem is shown in Table 4.4.

III Period Model

futures position:
(Faa—Fi4)71y4
# Other paymenits of
the fim:ng
Conditional Action:
¥Loan from bank is
taken at the amount
of [¥a]™
Decision:
¥ Long x4 units of
futures contract

futures position:
(F3g4— Fa4)¥pe
& Other payments of
the fimn:ng
Conditional Action:
J#Loan from bank is taken
at the amount of [¥3]™
Decision:
Flong x34 units of
futures contract

from developer: pf

* Cost paidto
manufacturer:
%y + 1)

* Transaction due to
futures position:
(54 — F34)x34

# Other payments of
the fim:my

Conditional Action:
¥ Loan from bank is
taken at the amount

of [ya™

=1 =2 =3 =4 =5
Observe: 51 Fy, | Observe: Fyy Observe: Fyg Observe: 5, Cash Flows:
Decision: Cash Flows: Cash Flows: Cash Flows: » Accumulated FDC
¥ Long xy4units | »Transactions included | »Transactions included » Transactions paid/accounted:
of futures iny;: iny;: included inyy: ya]” +{ya] +yy] ™~
contract » Transaction due to » Transaction due to » Receive of revenue

Table 4.4: Summary of the events for three-period model

As observed from the table above, the decisionmaker should optimize hedging decisions at three dif-
ferent time epochs, time 1,2 and 3. Similar to the previous models, in order to achieve this aim, the
company use the function V; (y;), the maximum value of the expected the future cash change of the
company at # = 1 which is discounted to the respective value of ¢ = 2. After considering all these facts
and assumptions, the optimum hedging decision problem of the company at = 1 can be summarized

as:

Vo () max AVy(y1) = ’3(111‘3’1 (=aV> (1)

= min Eﬁm [l’lz + (F1,4 - F2,4) X1.4 —ﬁvs(y2)]

X14
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subject to:
Yo =y —np+ (ﬁ2,4 - F1,4) X1.4

where:
Vi(y) = ES |-ny+(Fsy-F + BVa(y3)
302 maxy |—Nn2 34— Fog)x14 +BVa(ys
X2.4 "
subject to:
y3=y»—n3z+ (F3,4 - Fz,4) X14
and:

Va(ys) = "}Ciin[—m +(p=S8a=2)€+ (84— Fsa)xsa—pr(al + sl + [)’4]_)]

subject to:
Y4 =y3—ng+ (P -84 —/l)cf+ (§4 - F3,4)x3,4

Lemma 2: The optimum hedging decision of the company at t = 3 for three-period model is full-
hedging, i.e. x3, = ¢&.

This result follows from Theorem 1. Unless the magnitude of the ¢ does not change, the optimum
hedging quantity at ¢ = 3 stays at the same level.

Lemma 3: Suppose that the terms A" and & are defined such as A" =y, —n3 and 6 = p — A — Fay.
The optimum hedging decision att = 1 is x; , = N/ (ZA/ —ng + 65) when A’ (A/ —ng + 66) 20, and
Xy = &0 (=n3 + 6&) when A (A/ —ng+ (5§) = 0 satisfying that x5, < &.

The result directly follows from Theorem 2. On the other hand, both y, and § has stochastic term F 2.4
inside and it means that the decision at xJ , is dependent on the realized value of the futures contract.

Theorem 9: The optimum hedging decision of the company at t = 1 for three-period model is 0 <

% —k
X4 = X4

After examinations of all possible cases with respect to the decision variables, the optimum policy is
found as underhedging and details of the solution may be found in Appendix.

The interpretation of Theorem 9 is that the decisionmaker should increase its hedging amount while
getting closer to the delivery date in an optimum policy, such that 0 < X4 S Xy S x3, = ¢ However,
it should be noted that this problem is a dynamic problem and after the futures prices in a period is
realized, it has to be solved again for the next period.

Moreover, Theorem 9 can be generalized for the cases where the decisionmaker has opportunities to
update its hedge amount more than three times, in Theorem 10.

Theorem 10: The optimum hedging decision of the decisionmaker at t = 1 for n period model is
always underhedging and is less than or equal to the expected hedging amount of the next period, i.e.
0=x],=%,S..SX,,5x_,=¢

After examinations of all possible cases with respect to the decision variables, the optimum policy is
found as underhedging and details of the proof may be found in Appendix.
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The interpretation of this theorem is the following. The decisionmaker should increase its hedging

amount while getting closer to the delivery date in an optimum policy, such that 0 < X}, < x;, <
w =X,

n-2,n § X

n—1,n
further from the delivery date. As mentioned earlier, it is an important point that this problem is a

= ¢&; since the decisionmaker has more flexibility to update the hedge amount

dynamic problem and after the random variables in a period are realized, it has to be solved again for
the next period. In case of a false decision that is made during a period, the decisionmaker may justify
the optimum hedging quantities in the beginning of the periods again and should be able to increase or
decrease the hedging quantity. In such a case, the inequality stated in Theorem 10 may not be satisfied;
however the reason of it is the false hedging decisions during the previous periods.

Theorem 11: Similar to two-period problem, hedging is becoming a value neutral action when A goes
to +o0 in multiperiod model.

When the company has a lot of cash, it is not necessary to hedge at time 1. As long as facing financial
distress is out of possibility, hedging at reasonable amounts does not affect its expected cash balance
in the future. Consequently, hedging becomes a value neutral action as long as the company hedge at
reasonable amounts. This amount is affected by the magnitude of A and standard deviation o

4.4 Approximation of Two-Period Model with Compound Interest

As mentioned earlier, this paper mainly aims to examine how to avoid financial distress cost under
simple interest. However, compound interest is also charged by financial institutions in real life and
the results found in two-period simple interest model may be used as an approximation to solution of
the same problem with compound interest. By the simple interest approximation, we can provide a
solid decision methodology for real life decisionmakers using compound interest rates.

The mathematical model is almost the same with simple interest except that the financial distress costs
are directly accumulated at the period it is incurred. Therefore, interest of financial distress cost is
also accounted in the model. After considering all these facts and assumptions, the optimum hedging
decision problem with compound interest rates for a two-period problem may be summarized as the
following:

Vo) = max AVy(y1) = fgglifl (=aV2 (1)

= min Eﬁu [Vlz + (F1,3 - F2,3)x1,3 +rly] —BVS()Q)]

X13

subject to:

=yn-—m+ (Fz,s - F1,3) X13

where:

V3 (32)

max AV3 (yp) = —min (—AV3 (y2))
x23 23

min Ef [ns—(p=S3-2) &+ (Faz = §3) x5+ Br[ys] |
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subject to:
y3=y2—n3 +(P—§3 —/l)§+ (53 —F2,3)X2,3 —rly]".

The company tries to minimize the total of expected financial distress costs discounted to time 2 which
is formulated as r ([yz]_ +8 [yg]_). However, the most critical observation to make in this formulation
is the fact that the term [y3]~ includes [y,]” inside. This makes the problem harder to solve by classical
mathematical approaches.

Lemma 4: The optimum hedging decision of the company at t = 2 for two-period model is full hedging,

e xy;=4&.

In one-period problem, there is no difference in the optimum hedging quantity because there is no
difference between compound and simple interest rates formulation for one-period. In addition, the
company is again trying to minimize the expected value of the only possible financial distress cost in
the future. Therefore, interest of interest is not considered and the optimum hedging decision at time
2 is equal to the quantity of commodity used for the project. When this result is used in the model,
further calculations are possible.

Theorem 12: The optimum hedging decision of the company at t = 1 for two-period model is 0 <
X3 =6

Similar to the model with simple interest, the optimum hedging decision at time 1 is also between 0
and &. The details of the proof can be found in Appendix.

Theorem 13: The optimum hedging decision of the company att = 1 when A = y; —np, = 0 for
two-period model with compound interest is not hedging any units at all, i.e. x} ; = 0.

Similar to the model with simple interest, the cash balance of the company may decrease below zero
and hedging could cause a financial distress cost (at %50 per cent probability for symmetrical distri-
butions) if the company will have a zero cash balance at r = 2 without hedging. In order to prevent a
financial distress cost at the end of first period, the company should not hedge at all. The details of the
proof can be found in Appendix.

Theorem 14: The optimum hedging decision of the company at t = 1 cannot be higher than £/ (1 + r)
when A < 0. The optimum hedging quantity will be in the interval of 0 < X3 SE/(+7).

If the net cash reserve of the company will be less than zero at time 2 except the transactions due to
hedging, then the maximum optimum hedging amount of the decisionmaker is &/ (1 + r). Otherwise
the firm can face a higher expected financial distress cost due to hedging and the expected net cash
reserve of the company will decrease at = 1. The details of the proof can be found in Appendix.

Although the model with compound interest behaves similar to the model with simple interest for two-
period, finding mathematical results for three or more periods is not as easy as the model with simple
interest. Therefore, our idea is to use simple interest model as an approximation to this model and use
numerical data analysis to judge the goodness of this approximation.

4.5 One-Period Model with Call Option

This case is assumed to be a scenario where there are no financial transactions between sign of the
contract and delivery of project. The firm has a debt at the amount of n; that is planned to be paid at
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time 2. It will receive the revenue from customer at an amount of p& and will have to pay the cost of
the assets to the subcontractor at an amount of (S, + 1) & also at time 2. The cash balance of the firm
at the beginning of the project is y;.

In the beginning of the period, the firm considers to long x;» units of call options on the commodity
futures at time 1 maturing at time 2 for the strike price F';,, which is the expected spot price of the
commodity at time 2. By this action, the firm aims to decrease the risk of having financial distress cost
at time 2 due to unstable price of the commodity. Unlike the using of future contract to hedge, this
time the firm needs to pay risk premium to buy the contract at time 1 and the unit price of the option
contract is equal to 4 where, h = f:z (S~ »—F 1,2) ¢§22 (S2)dS . By this action, the firm aims to decrease
the risk of having financial distress cost at time 2 due to unstable price of commodity. It is assumed
that the account of the firm is only updated at time 2. The amount of cash transaction at time 2 led by
hedging is denoted by (§2 - F1,2>+ x12. It means that the firm will get paid by (Sz - Fl,z) x12 when
realized spot price of the commodity at time 2 is higher than the strike price of the option contract,
which is F, for our model. Otherwise, there will be no financial transactions at time 2 due to the
option contract. The only decision variable for the firm is the amount of call options to buy at time 1
for maturity date time 2, which is denoted as x) ».

Unlike the other models considered in this study, the firm is assumed to pay a risk premium to buy
the financial derivative. Therefore, )/1 is defined the cash balance of the firm after buying the option
contracts and it is formulated as y/] =y — hxi».

All financial transactions of the described problem are briefly shown at the Figure 4.4.

Ay 'ﬁ:-;:_ﬂ,::]-l'xm

ot

t=1 o |t=z =3
Yo
i
|G+ A
‘ﬁ._‘ Moy r]
W '[1-:'51; W W r[}’:]_

Figure 4.4: Summary of financial transactions for one-period model with call option

To sum up, the company has only one available decision, the hedging quantity at the at time 1. Besides
it has to borrow money with interest rate r if the cash balance becomes negative. All financial transac-
tions, decisions and actions of the company are shown together at the summary of events table below,
at Table 4.5.
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[ Period Model with Call Option

t=1 1=2 1=3
Observe: 5y, Fy3 Ohserve: .'E'z Cash Flows:
CashFlows: Cash Flows: ¥ Accumulated FDC
¥ Paymentdueto ¥ Transactions included inyy: paid/accounted:
buying call options: * Receive of revenue from Myy] +va]”
hxya developer: p§
* [Cost paidto manufacturer:
Decision: _ {52 + )E
# Long x4 3 units of » Transaction due to call

options contract option:

(33— F12)7 %12
* (Other payments of the firm:
L
Conditional Action:
¥ Loan from bank is taken at the
amount of [ye]” if needed

Table 4.5: Summary of events for one-period model with call option

Again the company aims to maximize the expected total value of the company at the end of the project.
Therefore, V; (y;) is used as the objective function which maximizes the expected change in the value
of the company at + = j with an initial cash y;. Besides another function AV, (y;) is defined to
describe the change in the expected value of the company in period i with an initial cash y;. Thus, the
objective function V; (y;) can be defined as a function referring the maximum value of the function
AV (yi), which can be translated into a minimization problem by minimizing —AV;,; (y;). Since
the only decision variable is x) , the decision problem faced by the company can be summarized as
follows:

Vo (1) = max AV, (y1)
X122

=min — AV, (y1)

X1,2

= r)y}lz:z Efz[nz - (p -8, - /l)f + hx12 — [Sz - Fl,z]Jr X12 — ’”[y’l]i +pr [)’2]_]

Subject to:
Y2 =y —ny+ (P—§2 —/l)f—hxl,z + [52 - F1,2]+x1,2

y; =y —hxi,
where
h= f(Sz - 171,2)<I55Q2 (§2)dS,
Fia

25



The terms of the objective function may be explained referring to Figure 4.5. The term Ax; » is the cost
of buying or selling call options, n; is the planned payments of the company, the term (p -8, - /l) &is
the profit of the company due to the project and (5 ,—F 1)2)+ X1 2 1s the possible gain from call options.
Finally, r[y,] is financial distress cost incurred at time 3. Therefore, r[y,]” is multiplied by 8 in order
to discount it to time 2.

The only term in the objective function affected by the decision of x;, is the financial distress cost
premium. The decision variable x; , has no effect on the magnitude of the term y; —n, + ( p-S8,- /l) &
and the expected value of the term (§ »— F 1,2) X1 2 18 equal to zero. Thus, the first derivative of the
objective function will be equal to the derivative of the financial distress cost at + = 2 with respect
to x; 5. Indeed, by minimizing the financial distress cost at time 2, the decisionmaker maximizes the
expected value of the company.

Theorem 15: The optimum amount of call options to buy at time 1 with the strike price F, and
maturity date 2 is always less than or equal to yW‘

The company buys some call options to prevent financial distress costs at t = 2 by paying the expected
payoft. However, if the firm pays expected payoff more than its budget at + = 1, it will immediately
face financial distress cost instead of avoiding it. As a result, it should not buy more call options than
its budget at r = 1. The details of the proof can be found in the Appendix.

When the result of Theorem 15 is utilized, the overall model can be rewritten:

Vo) = max AV2 (1)

=min — AV, (y|)
X1.2
. S & + —
= min EY, [”2 - (P =82~ /1)9‘? +hxip = [Sz - F1,2] x12 + Bry2]
X12
Subject to:
p ~ +
Y2 =y —h +(P—52 —/l)f—hxl,z + [52 —F1,2] X12
X1 < %
where

oo

h= [ (52 Fiz) o8, s21d5:
Fiz

) —A-F12)é-m \* , —A-F12)é-n \" .
Theorem 16: 3 + (W) 2 x;, 2 &aslong as 3 + ((p—hlz)fnz> is more than &.

The details of the proof may be found in Appendix. Supporting numerical results may also be found
in Chapter 5, Numerical Analysis.
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When 3 + ((’D_ﬂ_?ﬂ)i < &, an optimal as suggested by Theorem 16 is not possible. In such

(p-A-F12)é-ny \~
h

L S o . W .
situations, the company may intuitively try to equalize its hedging level to 5 + ) in order

to get closer to the optimality due to convexity. Although we do not prove this claim mathematically
in this study, it will also be examined in numerical analysis part of this study.
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CHAPTER 5

NUMERICAL ANALYSES

Numerical analysis is performed to observe the effects of mathematical results and gain further insight
that could not be acquired by formal mathematical analysis. Simulation models are utilized in numer-
ical analysis, and random variables are created by suitable random number generators for the related
distributions. For all decision settings, the same random price streams are used and financial distress
costs are calculated accordingly.

In mathematical models used throughout this study, futures contract prices are assumed to be stochas-
tic. Indeed Fj.1; is assumed to follow a normal distribution with mean F;; and standard deviation
o and the spot price of the underlying commodity S; has a mean of F;_;; and standard deviation o-.
Therefore, the realized value of the futures contract at a period is used as the mean of the futures
contract price at the next period maturing at the same date in numerical analysis.

In order to eliminate the bias of random number generator, a specific approach is used. It is already
stated that F';; is the mean and o is the standard deviation for the price of futures contract F,; at
the beginning of the project. These variables are utilized in the normal distribution random number
generator and necessary random numbers for futures prices in the model are created. Suppose that
m random variables are generated for period 2 (in other words, random F,; values are created for

m times) by using the generator, and ;"

number is referred as FY'". After we create Fy;” using
the random number generator with the mean of F;, another number F (zli’j’_) is calculated such that
F (2j;+) + F ;j;._) = 2F;,;. Thus, totally 2m numbers are created denoted as F. (2,‘;9,) and where (2 may be

either (+)or(—=)and 1 £ j < m.

For the next period, this time the numbers F ;{;Q‘) are placed into the random number generators as
mean of the price at the next period, and 2m numbers are generated denoted as F' ;{;Q“J'). By using these
numbers, the numbers F ;‘ﬁ.ﬂ"_) are also created such that F° gﬁ.Q"Jr) + F é'f;Q"_) =2F ;{;Q‘) where Q; may
either be + or —and 1 < j < m. As a result, 4m numbers are obtained as F' g{;.Q"QZ) for the future price
of the second period where Q; and Q, may either be (+) or (=) and 1 < j < m. The random number

generation procedure is illustrated below for the first two-periods.

_ U+
Fr: = F(j’+) F?’” - F3,i
2= Pai (™)
F F3,i = F3!l‘
Li )
(-7) F3’i - F .
Fr,. = F Js 3,i
2= Pai (=)
F3,i = F3,i

By this procedure, 4m different price sets are composed for the first two-period, and the overall means
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of both of the random stages are equal to F;;. The price sets of futures contracts for ¢ = 1,2, 3 are as
the following where j is an integer such that 1 < j < m.

Flz’F(j+) F(J++)
Flz’F(j+) F(J+ -)
Fl,,F(j )F(J— +)
Flz’F(j )F(J——)

( )
( )
( )
( )

As stated before, all sets should satisfy F;jf) + F;j;_) = 2F; and F ;j;.Q"Jr) + F;j}ﬂl’_) = 2F;j;.g‘)for
Q; = {+,—}. All numerical analyzes in this study are completed by using this procedure with 100,000
sample data size.

During numerical analysis, multi-optimality is observed as Theorem 7 and 8 suggested. The multi-
optimal decisions exits due to the normally distributed future prices and significance limit of the de-
cisionmaker for the expected financial distress cost. According to the observations, multi-optimality
exists while the terms b and ¢ are becoming far from the mean F; 3 with respect to the standard devia-
tion o. In order to analyze this phenomenon, let us define a magnitude { that can be neglected by the
decisionmaker in the objective function. In addition, a function D (x; 3, @) is defined as the following:

D (xi3,a) = |AV2 (Y1|x1,3 = X’Lg) - AV, (y1|x1,3 =Xj3+ 0)'

Suppose that an optimum interval of x] , is identified such that

[XT,3 +am, ), + 0/*] where ot and o~ are integers as ¢” > 0 > a~. It means that o is defined
as the positive deviation from the optimum decision x| , and @ is the negative deviation. Then the
deviations a* and o~ are calculated by solving D (x13,a%) = D(x;3,a”) = {. However, a linear
differential approximation may be applied by assuming that new line D (x; 3, a") =

o (1/2)d(aV,(yilx 3=x] y+a* J+aVa(yilxi 3=x] 5)) d(aVa(yilxi3=x;3))
dX|v3 T

. Since is equal to 0, the function D (x;3,a")

becomes the following:

at (1/2)d(AV2 (Y1|x1,3 =Xj5+ (f))
dx1,3

D ()C1,3, (I+) =

IR
U~

Then the value of a* is approximately calculated as the following:

2
d(AVZ(,VI |X|'3:XT_3+(1+))
T dmy

at =

5.1 Analysis of Two-Period Model

The variables A (cash balance of the company at t+ = 2 without hedging) and n3 (payment at ¢ = 3)
are the most important variables. Therefore, the behavior model will be examined as these two main
parameters are changing.

30



FDC

-100 -50 o 50 100 150

Figure 5.1: Expected total financial distress costs for x; 3 values for two-period model with base pa-
rameter setting

A set of values of the parameters will be taken into account as base settings for numerical analysis. In
this base setting, the values of the variables are chosen as y; = 100, n, = 30, n3 = 30,& = 100, p = 11,
A1=05,F3=10,0 =1,r =0.1, 8 = 0.95. Besides, amounts less then { = 0.0001 units of expected
financial distress cost is supposed to be insignificant for the company, as a result multi-optimality exist
for the company when difference of financial distress costs with respect to different decisions are less
than ¢ = 0.0001. Expected total financial distress costs for the base case with respect to changing
values of x; 3 are shown below. For each x) 3 decision in Figure 5.1, FDC represents the average total
financial distress cost for 100, 000 different realizations of the future and commodity price realization.
As observed from Figure 5.1, the function is convex and the optimum decision for the model is 45
which is less than & = 100 as Theorem 2 suggests.

5.1.1 Analysis of Two-Period Model With Changing Values of A

A = y; —ny is an effective parameter to the hedging decision and it is also important for real life
decisionmakers. Moreover, while two-period model is examined mathematically in previous sections
of this study, a summary of theorems table is already provided at Table 4.3 and it is primarily based on
the values of A. Therefore, the first parameter to consider should be A. Typical behavior of the optimal
decision for changing A values is obtained in Figure 5.2 when the model is solved with base setting
parameters.

In Figure 5.2, X axis represents different A values while Y axis shows the optimum hedging deci-
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Figure 5.2: Simulated optimum hedging decisions corresponding to changing values of A for two-
period model with base parameters

sions for corresponding A values. In both extreme sides of X axis, multiple optimality is observed as
suggested in Theorem 7 and the points where multi-optimality started to be observed will also be ex-
amined in this section. On the other hand, firstly, the behavior of the optimal hedging quantity function
should be inspected by using Theorem 3. Theorem 3 suggests the following result for solution of the
model:

ENQRA—n3 +68) ifA(A—n3+68) 20
X =
Y en) (-ns 68 ifa(a-n3+068) <0

In order to check the conformity to the theoretical results obtained in previous settings, the expressions
EN] QA —n3 + 6¢) and —£A/ (—n3 + 6&) should also be drawn while A is changing and they will be
called as Line 1 and Line 2, respectively in Figure 5.3. Figure 5.3 shows the optimum hedging values
suggested by Theorem 3 with corresponding A values. It is observed that the solution found by using
Theorem 3 is an exact fit to the solution found by simulation in Figure 5.3 except multi-optimum
solutions. Consequently, the multi-optimality conditions should also be examined.

As stated in Theorem 4, the optimum hedging amount xj 5 is equal to 0 when A = 0. On the other
hand, the optimum hedging amount is equal to £ when A = n3 — 6¢. Between these two points, the
optimum line is flat with a constant slope of &/ (n3 — 0&) which is shown as Line 2 at Figure 5.3.
Outside this region, the optimum line has a curvy shape since the optimum hedging amount is equal to
EA/ (2A —n3 + 6€) and it is represented as Line 1 in Figure 5.3. Besides, the line is converging to &£/2
at both sides of X axis.
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Figure 5.3: Theoretical optimum hedging decisions corresponding for different values of A for two-
period model with base parameters

In order to analyze where multi-optimality starts while A — +co, b and ¢ should carefully be analyzed.
It is already known that Line 1 is the optimum line and b = ¢ = F|3—(2A — n3 4+ 6¢) /€ while A — +oo.
As a result, the point where multi-optimality begins (such as the decision x7 ; and xj, + 1 will be
indifferent for the decisionmaker) is the point that satisfy D (x;3, 1) = £. Although, the first derivative
of the expected total financial distress cost with respect to x; 3 is hard to calculate, we may use the
linear differential approximation mentioned in the beginning of this section in order to understand the
variables affecting to the multioptimality.

Suppose that, A* is the value of A where multi-optimality starts while A — +co. It is known that the
optimum Line 1 (which represents xj ; = £/ (24 — n3 + 6£)) is symmetrical with respect to the point
(A = (—n3 + 6¢) /2, x‘{’3 =¢ /2), and this situation is also observed at Figure 5.3. Therefore, the starting
point of multi-optimality while A — —oco may be defined as A~ such that A*+A™ = n3—6¢. On the other
hand, it is numerically observed that the one of the most important factor on where multi-optimality
begins is standard deviation o of futures prices of the commodity due to characteristic behavior of
normal distribution. However, standard deviation o~ does not affect magnitude of the optimum decision
value, as observed in Theorem 3.

Now analysis of the total expected financial distress cost will be continued by considering other dis-
crete parameters while A continuously changes. In these examinations, multi-optimality region will be
ignored in the figures in order to improve the presentation.
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Figure 5.4: Optimum hedging decisions corresponding to changing values of A for two-period model
with base parameters and different ns levels

5.1.1.1 Effect of n; while A values change:

In order to analyze the effect of n3, again especially Theorem 3 should be considered. Therefore, the
point where A = n3 + 6¢ = 0 is important and this is satisfied by n3 = 50 when predefined base values
of the parameters are used. As stated in Theorem 8, there is multi-optimality while we get closer to
the origin, A = 0 when n3 = 50.

Five different values of n3 are utilized such as 10,30, 50,70,90 while the other parameters are set
to their predefined base values. Figure 5.4 shows the respective optimum hedging decisions while
A changes on a continuous interval and n3 has these values. In addition, the optimum hedging line
when n3 = 50 is shown by two different lines to show the multi-optimal area. Moreover, in case of
i+ j = 2 50, the graphical representations of the optimum hedging lines with n3 = i and n3 = j will
be symmetrical to each other with respect to Y axis. For example, the optimum value lines where the
parameter value n3 is 30 and 70 are symmetrical with respect to Y axis. As obtained from Theorem 5
and observed from Figure 5.4, the point where the optimum hedging quantity reaches to ¢ shifts with
direct proportion to value of n3. Consequently, n3 is a vital parameter for setting the hedging amount
and decisionmakers should use approximations to set their hedging position on the optimum line in
Figure 5.4.
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Figure 5.5: Optimum hedging decisions corresponding to changing values of A for two-period model
with base parameters and different § levels

5.1.1.2 Effect of 6 while A values change

The value of the expected profit margin 6 = p — A — F 3 is another important factor for the company
while setting the hedging level. The value of ¢ should be positive, to get the company involved in the
project. Similar to the analysis of the effect of n3, the point where A = n3 + 6¢ = 0 is important and
this is satisfied by ¢ = 0.3 when predefined base values of the parameters are used. Furthermore, again
multi-optimality is observed as getting closer to origin, A = 0 when ¢ = 0.3.

Five different values of ¢ are exercised such as 0.1,0.3,0.5,0.7, 0.9 while the other parameters are set
to their predefined base values. Figure 5.5 shows the respective optimum hedging decisions while A
changes and ¢ has these five value levels. Besides, the optimum hedging line when ¢ = 0.3 is shown by
two different lines to show the multi-optimal area. The graphical representation of optimum hedging
lines when value of the parameter J is equal to i and j will be symmetric to each other with respectto Y
axis as long as i + j = 2% 0.3. For example, the optimum value lines where the parameter value ¢ is 0.1
and 0.5 are symmetric with respect to Y axis. As obtained from Theorem 5 and observed from Figure
5.5, the point where the optimum hedging quantity reaches to & shifts with direct proportion to value
of . Consequently, ¢ is another vital parameter for setting the hedging amount and decisionmakers
should use approximations to set their hedging position on the optimum curve in Figure 5.5.
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Figure 5.6: Optimum hedging decisions corresponding to changing values of A for two-period model
with base parameters and different & levels

5.1.1.3 Effect of £ while A values change

The value of the quantity of the assets required for the project ¢ is a vital factor for the company to set
its hedging position. Referring to Theorem 2, it is seen that the value of ¢ determines the boundaries
of the optimum region. Besides, Theorem 3 suggests that it also affects the slope of the lines of
optimum solution while A changes. Similar to the analysis of the effect of n3 and ¢, the point where
A = n3 + 06 = 0 is important and this is satisfied by ¢ = 60 when predefined base values of the
parameters are used. Therefore, multi-optimality emerges while getting closer to origin, A = 0 when
&=060.

Four different value levels of & are exercised; 20, 60, 100, 140, while the other parameters are set to
their predefined base values. Figure 5.6 shows the respective optimum hedging decisions while A
changes and ¢ has these 4 value levels. Moreover, the optimum hedging line when & = 60 is shown by
two different lines to show the multi-optimality region.

Since the magnitude of & has a direct proportion with the risk of financial distress due to price risk, it
is an effective parameter. As mentioned above, the upper limits of hedge quantity is also determined
by the value of & as observed from the curve of optimum hedge decision in Figure 5.6.

The following facts can be summarized as important for of real life decisionmakers:

e The optimum hedging quantity always follows the line €A/ (n3 — 6&) starting from origin point
until reaching to & where A = n3 — 6¢.

e When the expression n3 — d¢ is negative and multi-optimal region is ignored, the optimum hedg-
ing decision at # = 1 is always higher than &£/2 as long as A < n3 — §¢. On the other hand, it is
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Figure 5.7: Optimum hedging decisions corresponding to changing values of A for two-period model
with base parameters and different n3 levels

always lower than £/2 as long as A > 0 for this case.

The value of n3 — ¢ with base parameter values except n3 = 10 is equal to 40. Therefore, the line
representing the optimum hedging decisions when n3 = 10 in Figure 5.7 is an example for the
case described above. The optimum hedging line follows the line £A/ (n3 — 6€) in the interval
[n3 — 8¢,0]; additionally it is always higher than £/2 in the interval [—co, n3 — 6¢] and always
lower than £/2 in the interval [0, +oo].

e When the expression n3 — 6¢ is positive and multi-optimal region is ignored, optimum hedging

decision at t = 1 is always higher than £/2 when A > n3 — 6&. On the other hand, it is always
lower than &/2 as long as A < 0 for this case.
The value of n3 — 8¢ with base parameter values except n3 = 90 is equal to —40. Therefore,
the line representing the optimum hedging decisions when n3 = 90 in Figure 5.7 is an example
for the case described above. The optimum hedging line follows the line £A/ (n3 — 6€) in the
interval [0, n; — 6£]; additionally it is always higher than &/2 in the interval [n3 — 6&, +o0] and
always lower than £/2 in the interval [—oo, 0].

o Finally, the optimum hedging quantity line converges to £/2 while A — +oo; yet multi-optimality
emerges simultaneously.

5.1.2 Analysis of Two-Period Model With Changing Values of r;

Another important parameter about the financial situation of the company is 73 in this model. It is
an important parameter and may also contain uncertainty in real life cases. Thus, an analysis on the
effect of n3 by simulation is necessary. A typical behavior of the optimum hedging amount function
by changing n; values is given at Figure 5.8 when the model is used with the base parameters.
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In Figure 5.8, X axis shows continuously changing n3 values while Y axis shows the optimum hedging
decisions for corresponding n3 values. In both extreme sides of X axis, multi-optimality is observed
as suggested in Theorem 7 and the points where multi-optimality started to be observed will also be
examined in this section. On the other hand, the behavior of the optimum hedging amount function
should be inspected by using Theorem 3 which states:

EN] QA —n3 +6&) if A(a—n3+68) 20

3T eal e 468 ifa(a—ny+68) S0

The expressions A/ (2A — n3 + 6&) and —€A/ (—n3 + 6&) will be drawn while n3 is changing and they
will be labeled as Line 1 and Line 2, respectively at Figure 5.9. Figure 5.9 shows the optimum values
suggested by Theorem 3 with corresponding n3 values and it is observed that these lines indicate the
exact solution when two parts of lines 1 and 2 are considered together where 0 < X3 < &. However,
multi-optimality occurs while n3 goes to oo as Theorem 8 suggests.

The optimum hedging amount x| , is equal to & when A = n3 —6¢ as stated in Theorem 5. It is satisfied
by n3 = 120 when predefined base values of the parameters are used. As a result, the optimum line
peaks at n3 = 120 and it decreases while getting away from that point. By using Theorem 3, it is
observed that the curves are symmetric with respect to the line n3 = 120. Additionally, the optimum
decision curve is converging to X axis while n3 goes to +oo.

The behavior of the optimum value function while 73 is changing is similar to 6. However, the magni-
tude of the slopes and the point where it peaks is dependent to £. Therefore, analysis of the optimum
hedging decision with respect to n3 represents the analysis with respect to the corresponding value §
as long as the magnitude of ¢ stays the same.
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5.2 Analysis of Three-Period Model

Similar to two-period model, the variables A (cash balance of the company at ¢ = 2 without hedging),
n3 and n4 are the most important variables.

A set of values of the parameters will be taken into account as a base for numerical analysis. In this
base parameter value set, the values of the variables are A = y; —ny = 100, n3 = 30, ns = 30, £ = 100,
p=11,1=05,F;4 =10,0 =1,r = 0.1, 8 = 0.95. Besides, amounts less then { = 0.001 units of
expected financial distress cost is supposed to be insignificant for the company. Similar to two-period
problem, multi-optimal decisions exist for the company when difference of financial distress costs
are less than {. Expected total financial distress costs with base parameter values and with respect
to changing values of x; 3 are shown at Figure 5.10. Similar to the numeric analysis for two-period
models, for each x; 4 decision, financial distress cost is calculated as the average financial distress cost
for 100,000 different realizations of the futures and commodity prices.

X axis denotes different x; 4values while Y axis shows the corresponding expected total financial dis-
tress costs in Figure 5.10. As observed from Figure 5.10, the financial distress cost function is convex
and the optimum decision for the model with base parameter value set is 44 which is less than &.
Moreover, at time 1, it is observed that hedging amount gets smaller in expected value as time to go
increases, i.e. 0 < Xl 4 < X34 < X34 =¢&

5.2.1 Analysis of Three-Period Model With Changing Values of A

The first term to be analyzed is again A. Typical behavior of the optimal hedging amount function by
changing A values and with base parameter set is obtained, and shown at Figure 5.11.
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for three-period model at ¢ = 1 with changing values of y; and base parameters

Just as Theorem 11 suggested, hedging is becoming a value neutral action while A is going through +co
in Figure 5.11. Therefore, as long as hedging quantity stays in the reasonable limits for corresponding
A values, multi-optimality exists in both sides of Figure 5.11. It is also observed that the optimum
hedging decision is equal to O when A = 0 and A = n3 = 30.

As obtained from Theorem 9, the hedging policy will be as 0 = x} , = x7, = xj, = &. Therefore, the
optimum hedging decision at time 1 is smaller than or equal to expected optimum hedging decision at
time 2 and it is smaller than & when the company considers hedging at = 1. However, the expected
value of x; , at time 1 may be very different at time 2, after the futures prices and cash flows related to
future contracts are realized. Figure 5.12 shows the optimal hedging decision at # = 1 and the expected
optimal hedging decision at ¢ = 2 for three-period model with base parameter setting and withn, = 0,
as well as the hedge quantity at ¢ = 1 for two-period model with base parameter set. As observed from
the figure, optimum hedging quantity at r = 1 is always lower than or equal to the optimum expected
hedging quantity at ¢ = 2.

Similar to two-period model, A = y; — ny is an effective parameter to the hedging decision and it is
also important for real life decisionmakers. As obtained from Theorem 9, the hedging policy will be
as 0 < X] 4 < X34 < x; 4 = & where expected values are considered for future decisions when the
company isattime 1.

5.2.1.1 Effect of n; while A values change

It is known that n3 is an important variable and it is one of the most effective factors on hedging
quantity for three-period model. Figure 5.13 shows the respective optimum hedging decisions at time
1 while A changes and n3 has three different values as 0, 15,30 while the other parameters are set to
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their predefined base value levels.

The first thing to notice in Figure 5.13 is that the company hedges nearly to amount of zero when the
cash reserve of the company at t=1 except hedging is zero, i.e. A = y; —ny = 0. This is a similar result
to the two-period model. The reason is that the company will have financial distress at time 2 cost at
50% probability if it hedges.

Another important thing to notice is that the optimum hedging quantity becomes zero when the cash
reserve of the company at t=3 except hedging is zero, i.e. A —n3 = 0. Thus, the company does not
hedge at the points where A = n3 in Figure 5.13. Another observed point is that the optimum decision
lines are converging to £/2 while A — +oco and this behavior is similar to the optimum solution at time
1 for two-period model.

5.3 Analysis of the Approximation of the Model with Compound Interest

In this section, numeric comparison of compound and simple interest model will be performed for two-
period model. The base parameter set is the same as the one with simple interest. Typical behavior of
the optimum decision function as A values are changing is obtained when the simulation model with
base parameters is used, and shown at Figure 5.14. Similar to the model with simple interest, hedging
is a value neutral action while A — +oo. Likewise, the optimum decision lines are also converging to
&/2 while A — =*oo.

As mentioned in the previous parts, the model with simple interest rates is aimed to be used in esti-
mation of the optimum hedging decision at t=1 for the model with compound interest. The discount
factor B is chosen to be 1 to equate the weight of both of financial distress costs in the model with
compound interest, just as simple interest model. The comparison of these two models with the base
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Figure 5.14: Optimum hedging decisions corresponding to changing values of A for two-period model
with compound interest and base parameters

parameters (except 8 = 1) is shown in Figure 5.15.

Similar to the model with simple interest, there is a flat line between A = (n3 —0&) /(1 +r)and A =0
when n3 — 66 < 0 and 8 = 1. It is known that the expression (n3 — 6¢) is equal to -20 for the base
parameters, which is lower than zero. As an illustration to this case, Figure 5.15 shows the optimum
hedging amounts corresponding to changing values of A with base parameters. It is observed that,
the optimum decision of the model with compound interest is less than the other one as long as A is
between —co and —n3 + 6&. Another fact is that, all possible optimum decisions when A < 0 are less
than &/ (1 + r).

In case of n3 — 66 > 0, again a flat line starting from the origin takes place in the optimum hedging
decision figures; yet this line may reach to the level x]; = & in extreme positive values of n3 — 6.
Figure 5.16 shows that two models almost behave the same in the interval (0, o) of A when 8 = 1 and
n3 — o6& = 20, which is more than zero. It is seen that, the optimum hedging quantity of the model with
compound interest is lower than the one with simple interest in the interval (—co, 0) of A.

When the expression n3 — 6¢8 = 0, multi-optimality exists around A = 0; and this is also a similar
behavior of the model with simple interest. Besides the optimum hedging quantity becomes close
to £/2 while A goes to +oo. Figure 5.17 shows the behavior of the optimum hedging decisions of
two-period model with compound interest rates when n3 — 648 = 0. Minimum and maximum values
of optimum decision sets are shown as separate lines because there is multi-optimality. It may be
concluded that the optimum hedging quantity line for model with compound interest and 8 = 1 has a
similar shape to the one with simple interest when Figure 5.17 and Figure 5.5 are compared.

Although the models with compound and simple interest rates are pretty much similar when 8 = 1,
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Figure 5.17: Optimum hedging decisions of two-period model with compound interest corresponding
to changing values of A by using base parameters (except 8 = 1 and n3 = 50)

differences become more apparent while 8 decreases. Figure 5.18 shows the optimum hedging decision
of the company at time 1 with compound interest rates and for different 8 and A values. It is observed
that, the optimum hedging amount decreases while 5 decreases. The decisionmakers should also
consider 3 as an important factor for the hedging decision.

In conclusion, the model with simple interest may be helpful in estimating the optimum hedging
amount of the model with compound interest. Two models behaves very similar between max (0, n3 — 6¢)
and +oco when 8 = 1. On the other hand, the optimum hedging decision at time 1 for the model with
compound interest decreases in some regions while £ is getting smaller. Briefly, the optimum hedging
amount with compound interest at time 1 is always less than or equal to the optimum hedging quantity
with simple interest.

5.4 Analysis of One-Period Model With Call Option

As stated in the mathematical model, buying call option decision should be examined and profitability
of this decision with respect to the model with futures contract should be compared. The same base
parameter set is used in these comparisons. In this base setting, the values of the variables are chosen
asy; =100,n, =30, =100, p =11.5,4=05,F;, =10,0 =1,r=0.1, 8= 0.95 and { = 0.0001.
By using the value of F';» and o, the value of # is found as approximately 0.4.

The first step for testifying claims of Theorem 15 and 16 is to prove that expected total financial distress
cost is convex with respect to x;,. Possible hedging decisions and corresponding expected financial
distress costs in the model with base settings are shown in Figure 5.19. For each x;, decision in
Figure 5.19, FDC represents the average total financial distress cost for 100, 000 different realizations
of the future and commodity price realization. As observed, the function is convex with respect to the
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Figure 5.18: Optimum hedging decisions of two-period model with compound interest corresponding
to changing values of A and 8 by using base parameters

decision variable x 5.

The next step is to examine a typical behavior of the function. Figure 5.20 shows the optimum decision
sets (by denoting highest and lowest optimum values) corresponding to changing values of y;. As

(e

is always an optimum decision for the company where

+ ( _(p”l’Fh'l)'f*”z )_

suggested in Theorem 16, %‘ +
(p=A=Fip)é-m \~
oo peen

solution as suggested in our intuition.

> £. Itis also observed that the solution }7‘ is always an optimum

Finally a numerical comparison between using futures and call options should be made in order to
understand which policy is more profitable for the company. It is already known that the optimum
hedging decision is always equal to ¢ regardless of any other parameters and ¢ = 100 in the base
parameter set. On the other hand, the optimum amount of call options are shown at Figure 5.20 for
base parameter set and changing values of y;. Corresponding financial distress costs at optimum policy
of two different models for base parameter settings and different y; values are shown in Figure 5.21.

As observed, buying future contract (or forwards) is a better choice in the case of one-period model
since the firm sets the price of the commodity to a fixed price without paying a considerable amount of
money. However, the firm pays the risk premium while buying call options and this causes a decrease
in its cash balance. Therefore, expected financial distress cost becomes more when option contract is
used.
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CHAPTER 6

CONCLUSION AND FUTURE WORK

6.1 Conclusion

This study focuses on hedge decision of a company mainly using a specific commodity for a project
with a predetermined delivery date and amount. Besides it benefits from a subcontractor to produce
the necessary output for the project which consists of the commodity. The revenue from the customer
of the company is at a fixed amount and is received at the end of the project; however the cost paid
to subcontractor is changing with respect to the spot price of the commodity at the payment date and
again is to be paid at the delivery date when revenue is received. Therefore, the company is open to the
price risk and it may use a proper hedge policy to avoid facing financial distress. As well as financial
transactions due to the project, the company has also previously planned payments to be paid during
the project. The decision is examined both under simple and compound interest rates.

The outcomes of mathematical models and computational results suggests that the firm needs to hedge
at the same amount of commodity needed for the project when using forward contracts or future
contracts in one-period (it means that margin call requirements of future contracts are completely
ignored). By having such an action, the risk of financial distress at the end of the project due to
change in price of the commodity is fully eliminated. On the other hand, the firm needs to decrease
hedge amounts while the number of periods is increasing because of another risk; the risk of financial
distress during the project due to margin calls of future contracts. This risk is completely eliminated
when hedge amount is zero. Since the risk of financial distress at the end of the project is eliminated
at a perfect hedge policy, the firm needs to have a balance between these two risks; as a result the firm
needs to hedge at an amount between zero and the amount of commodity necessary for the project.
Besides, the optimum hedge amount decreases in average while the number of periods where margin
calls are adjusted are increasing, because the risk of financial distress due to margin call requirements
is increasing.

Decision of buying call options, with a strike price of the expected commodity price at the end of the
project, is also examined in one-period framework in order to benchmark the profitability with the
hedge decision via futures. The optimum hedging policy via call options is mainly analyzed by using
numerical results. When using call options, it is found out that the firm may both under-hedge or over-
hedge in expected value maximization perspective with respect to the values of the parameters in the
model. In addition, according to the numerical results of our models, hedging via futures (or forward
contracts) is more profitable than hedging via call options in one-period.
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6.2 Future Research

In this study, decision of hedging via futures contract of a company under price risk is elaborately
analyzed in different number of periods of time and through expected value maximization framework.
However, initial margins of future contracts are not taken into account in these studies. Therefore, this
study can be improved by considering different initial margin models.

Call option decision with a strike price of the expected price of the commodity in the end of the project
(which is equal to the future contract price of the commodity maturing at the end of the project) is also
examined in this study. However, further analyzes are needed in order to fully analyze the decision of
hedging via option contracts. The decision should be analyzed in different time frames and especially
with different strike price levels.
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APPENDIX A

LIST OF NOTATIONS

In this study, discrete points in time are used and time i happens before time i+ 1. The random variables

[T
~

are shown with the sign on the top of the variable whereas the realization of the corresponding

random variables are denoted as standard uppercase letters.

S;: Unit price of the commodity at the time i

p : Unit contract price fixed at time 1 to be paid by the customer to the company

(§; + A): Unit price paid by the company to the subcontractor for asset delivery at time i.

& : Units of commodity required for the project

F; j.Futures contract price of commodity starting at time 7, maturing at time j

x;,j - Amount of futures or call options longed at time i for the maturity time j

n; : Cash outflow of the company at time i

y; : Cash reserve of the company at time i after the transactions are realized except FDC premium

r4 : Minimum required rate of return which is used to discount future cash flows and is assumed to be
constant for all periods

B : The multiplier used to discount a cash flow to the previous time point, formulized as 1/ (1 + r;)
r : Cost of financial distress per unit which is assumed to be constant at all time points
¢JQ (.) : Risk neutral probability density function of random variable J

EJQ (.) : The expected value function which is found by using risk neutral probability function of
random variable J

AV (vi) : Expected future cash change of the company discounted to respective value of time i + 1
when the company is at time i

Vit1 () : Maximum value of the expected future cash change of the company discounted to respective
value of time i + 1 when the company is at time 7 , i.e. Viy; (v;) = max AV (i)

A : Net cash balance of the company after the preplanned cash transactions are completed at time 2,
i.e. A= y1—ny

¢ : Expected unit profit margin of the company, calculated as p — A4 — S; for a project starting at time 1
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and ending at time i

h : Unit risk premium price of option contract
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APPENDIX B

PROOFS

B.1 Theorem 1

The first derivative of the term (—AV; (y;)) with respect to x; » is shown as the following:

d(=aVa () d ;" [m=(p—S2-2)&= (52— Fia) xiz +Bryal"| ¢S (S2)dS,

dxyn dxyo
~ d [ [(Fra=S2)xi2+pr [,Vz]7]¢§22 (§2)dS»
dxip
) Brivl 67, (S2)ds:
dxi 2

Since xj, is included only in the terms (F 12— S 2) x12 and —r [y2] ", the derivatives of these terms are
taken. However, it is already known that

fooo S 2¢SQ2 dS, = F1,. Consequently, the only term left over is the term referring financial distress cost,
i.e. r[y2]”. As aresult, the expression can be transformed into the following by writing the term r [y,]~
explicitly:

d(-aVy ) Ay Br[n+ (2= Fio)xia+(p =82 - )¢~ m| ¢¢ (S2)ds:

dx dx

For y, to be negative, there are two cases to be considered. The cases are shown as the following where
N1 +F1ax10—(p=Dé+n,
x12—¢

is denoted as a:

§2<a l.fX|,2>€:
w<0e
Sz>a ifx1,2<§

By using the only the terms having x; » as a multiplier and Leibniz Rule on taking derivative of y,, the
first derivative of the function (—AV; (y;)) can be referred as the following:

d=aVa (o)) _ Brf; (FI,Z - 52) ¢S (S2)dSy  forxin> &
dxi2 Brf” (Fia—S$2)¢? (S2)dSy forxip <&

The point where the first derivative of the function is zero will be an extreme point. The main term
in both of the cases are partial moments of normal distribution of order 1. Therefore, for the case of
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X1 > &, the first derivative of V; (y;) is positive and it is vice versa for the case of x; » < €. By referring
to the paper “the Determination of Partial Moments” written by Winkler, Roodman and Britney (1972),
the first derivative of the function can only be equal to zero when x;, = &.

At the next step, convexity of the term (—AV; (y;)) should be examined. In the term (—AV; (y1)), the
expression ny — (p -5, - /l) &— (§2 - Fl,z) X1 is linear in x; . Therefore the term Br[y,]™ should be
examined. Obviously the term is a piecewise linear function in x; , too. It is known that if a function
is convex, its expected value function is also convex. Finally the term (-AV; (y;)) is concluded to be
convex, because all parts of it are convex. Due to convexity, the extreme point found is the universal
minimum point of the function. Therefore, the decision x}, = ¢ is proved to be the optimum hedge
quantity.

B.2 Theorem 2

In order to prove the theorem, firstly the term of (—AV; (y;)) should be minimized similar to the proof
of Theorem 1. The term (-AV, (y;)) at t = 1 can be described mathematically as the following after
replacing x; 3 by & due to Lemma 1:

(=aVa () = [nz - (F2,3 - F1,3)x1,3
/
+8 [ (p=53- e - (52~ Far)e
0
+ﬁ(r [y2]" + r[y3]7)]¢§23 (S3)d53}¢%3 (F23)dF23

where
Y2=yr—na+ (F2,3 - F1,3) x13

ys=y2-ns+(p-Faz— )&

In order to find the optimum hedging quantity at time 1, it is necessary to analyze the first and the
second derivatives of the term (—AV; (y;)) with respect to the decision variable at # = 1, i.e. x;3. Since
Fi3= fow [(F 2,3)] ¢%3 dF; 3 and the rest of the expression do not contain x 3 except financial distress
cost premiums, the first derivative of the term (—AV; (y;)) is the following.

dCavion) ﬁd( fo""[r o]+ [ rlys]” ¢§3d53}¢%3 (F2,3)dF2,3)

dxi 3 dxi 3

In order to examine the expression above, the breakpoints where y, and y; becomes zero should be

found. The condition that makes the expression y, = y; —np + (F 23— F 1,3) x13 becomes less than zero

is the following where b = s
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F2‘3 <b l'f)C1y3 >0

»w<0e
F2,3 >b ifx1,3 <0

Since the expected financial distress cost at the end of the second period is also aimed to be found, the
conditions that satisfy y3 < 0 should be examined. Thus y; will be equal to

Vi +(F2,3 - F1,3) x1,3+(p —Fy3— /l) &—n3—n,. The condition for y3 < 0 where ¢ =
is the following.

V1+F13x13-(p—Dé+na+n3
x13—§

F2,3 <c ifx1,3 > f
»n<0s

F2’3 >c ifx1,3 < f

We will prove that the firm should underhedge in order to decrease the total of the expected financial
distress costs. By examining the negativity conditions of y, and y3, and corresponding first derivative
of the objective function in these 2 different intervals:

Casel: x;3 > ¢

As aresult, the expression will be as the following.

d(=aVa () d [ﬁ” fob (=v1 + (F13 = Fa3) x13 + m) ¢2,, (F23) sz,a]
dx1,3 - dxl,g,
+d[ﬁr IN [_yl + (F1,3 - Fz,s)xm +ny = (P ~Fa3~ /l)f + ns] ¢%3 (F2,3)dF2,3]
dx1,3

This expression can be transformed into the following by only considering the terms including x; 3 and
use of Leibniz rule:

(F1,3 - 13‘2,3)(151(32'3 (F2,3)dF2,3

b

daV00) _ f
dx1,3

0

c

+ﬁrf(F1,3 —Fz,s)czb%} (F23)dF23

0

Both of the terms Sr ﬂ) (F1,3 - 17"2,3) ¢2 (F23)dFs3 and
Br foc ( Fis— Fz,s) ¢§23 (F23) dF, 3 are positive. Consequently, there cannot be an extreme point when

X13 > f
CaseIl: 0 S x5 ¢

In this case we have:
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d(=aVs () d [ﬁr fob (=31 + (Fis = Fas) xis +m) 92 (Fz,s)sz,s]
dX1y3 dx1,3
dpr [ [-v1 + (F13 = Faz)x13 + ma — (p = Faz — 1) € + n3] 02, (Fa3)dFs3
N :

dX1‘3

This expression can be transformed into the following to use Leibniz rule easier.

b

) ﬁrf<Fl,3 - F2’3) ¢g2_3 (F2,3)dF2’3

0

d(=aVy(y1)

dx1,3
[oe]

+,3"f(F1,3 — Fa3)¢2, (F23)dFas

c

The term Sr foh (F 13— F 2,3) ¢%3 (F23)dF, 3 is positive and the term
Br foc (F 13— F 2,3) gz&ILQﬂZz (Fp3)dF,3 is negative. Consequently, an extreme point may exist when 0 <

X3 S €.

CaseIII: x;3 <0

In this case the company is selling futures contracts. As a result, the expression will be as the following.

d-aVa(py  A[Br [ (v (Fis = Fas) s + m) 67, (Faz)dFas]
dxi3 B dxi3
+d'3V N [_)’1 + (F1,3 - F2,3)x1,3 + - (p —Fas - /l)f * n3] ¢%3 (F25)dF23
dx1‘3

Ignoring terms not including x; 3 and use of Leibniz rule, we have:

d(=aV2 (1)
dX1,3

= ﬂrf(F1,3—F2,3)¢%3 (F23)dF23

b

oo

o (o= o), Py

c

Both of the terms are negative. Consequently, an extreme point may not exist when x; 3 < 0.

Similar to Theorem 1, the all terms except 3 (r ] +r [y3]_) are linear in x; 3 in —AV, (7). Besides,
it is known that both of the financial distress costs at time 2 and 3 are piecewise linear functions in x 3.
It is known that if a function is convex, its expected value function is also convex. Finally the term
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—AV, (y1) is concluded to be convex, because all parts of it are convex. Due to convexity, the extreme
points found are universal minimum points of the function. In other words, they are the solutions that
generate the minimum value of the term. Consequently, there cannot be an optimum solution when
x13 > & or x13 < 0, optimum solution can take place when 0 < x5 <&

B.3 Theorem 3

d(=aV2(y1))

v = (0 at case
X1,3

We can rewrite b and ¢ as (F 13— ﬁ) and (F 13+ %ﬁ;‘%) respectively. Setting
Fia—-2- .
II (which suggests 0 < x; 3 < £) at Theorem 2, we get ﬁ) R (F1,3 - F2,3) ¢gﬁ (F23)dF3 =

—A+n3—6§
(F 13- F 2,3) ¢gz,3 (F»3) dF, 3 since the random variable F, 3 has a normal distribution with

mean F 3. Indeed, in order to satisfy

_d_
dxm

(=V2 (31)) = 0, the following equation should also be satisfied:

A

X1,3

A —n3 +0&

&—x13

Casel: A(A—n3+6&6) >0

Suppose that A > 0 and A —n3 + 6 > 0, 0r A <0 and A — n3 + 66 < 0.

EA = X130 = X130 — n3X13 + 0EX) 3

Finally xj ; = £/ (24 — n3 + 6¢) satisfying x] ; < & and A (A —n3 +6¢) > 0.
CaseIl: A(A—n3 +06£) <0

Suppose that A <0 and A —n3 + & > 0,0r A > 0and A —n3 + 66 < 0.

—.fA + X134 = X134 —n3x 3+ 5{,:)61’3

Finally xj ; = —£A/ (—n3 + 6) satisfying x} ; <& and A (A —n3 +6£) > 0.

B.4 Theorem 4

When A =y, —ny =0, wehave b = Fizandc = Fi3 + gi:': Thus, the first derivative of the term

(=AV; (1)) in the region where optimal hedging amount is found 0 £ x5 < st

Fis
d(=AV, (y1)) 2
d—z(yl = lBrf(Flg — F2,3) ¢I%; (F2,3) dF,3
X13 4 i

00

+Br f (F1,3 - F2‘3) ¢gz,3 (F3)dF»5

S6-njy

F1*3+5*-‘1.3
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Itis already known that j(;Fm (F1’3 - F2!3) ¢I%; (F2,3) dF2,3

+ f:ﬁ% (F1,3 - F2,3) ¢g23 (F23)dF,3 > 0, as a result djl - (=aV, (y1)) is positive. Indeed, increas-
X3 ’ ”

ing x; 3 will increase the expected financial distress cost and we already know that the optimum deci-
sion should satisfy 0 < x; 3 < &. Consequently, x; , is equal to O when A = 0.

B.5 Theorem 5

It is already known that b = F 3 — ﬁ andc = Fi3 + %ﬁ;f‘f. When A = n3 — 6¢, we have ¢ = F 3.

Finally the first derivative of (—AV, @1)) is the following for x; 3 < &:

Fis

—A
R )

d(—=AV, 2
M = Br f (F1,3 - F2,3) ¢g2.3 (F23)dFy3
0

dx1,3
(&)

+Br f (Fis - Fas) ¢2, (F23)dFs 3

Fi3

F; ’% ~ 00 ~ . .
Since ﬁ) R (F1,3 - F2,3) q)g”sz,g + fFl . (F]’_g - F2,3) ¢%3 (F»3)dF,3 < 0, the expression above is
negative and the decisionmaker should increase its hedging quantity until it reaches to £&. The optimum
hedging decision is full-hedging, i.e. x} ; = &

B.6 Theorem 6

When A =y; —ny = n3—96¢6 = 0, we have b = ¢ = F| 3, and the first derivative of the objective function
isfor0 < x5S &

Fi3
d(=AV, (y1)) - 0
dx 3 - BFJ(F1’3 - F2’3) ¢, (F23)dFas

oo

+pr f (Fis - Fa3) ¢2, (F23)dFs3
Fi3

= 0

In this case, hedging quantity is not important in terms of financial distress cost minimization.

Figure B.1 shows numerical simulation results of a model with 100,000 runs and values n3 = 50,
£E=100,p=11,1=05,F;3=10,0 =1,r = 0.1, 8 = 0.95. Besides, amounts less then ¢ = 0.0001
units of expected financial distress cost is supposed to be neglected for the company.
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Figure B.1: Expected total financial distress costs by changing values of x; 3 for two-period model
with base parameters

In Figure B.1, two different lines show the maximum and minimum hedging amounts for the decision-
maker at optimality. Moreover, the dashed line shows the numerically calculated optimum points. As
observed from Figure B.1, multi-optimal decisions exist for the company when getting closer to the
point where A and n3 — ¢ equal to 0.

B.7 Theorem 7

As stated above, the optimum hedging policy follows the function below.

ENJ QA —n3+68) if A(A—n3+6E) =0
X =
YT —eal (cns 68 ifaa-n3+08) <0

The optimum hedging decision line will follow —£A/ (—n3 + 6&) when min (0,n3 — 66) < A <

max (0,n3 —8¢). On the other hand, at the both edges while A goes to +oo, the optimum hedging
decision will be equal to €A/ (2A — n3 + 6€). If the limits of the lines are calculated, it can already be
seen that:

Jim (EA/ (20 —n3 +68)) = £/2

It means that the optimum hedging quantity is £/2 while A goes to +co. However it should also be
noted that the normal distribution is used in the model. Thus, the total expected financial distress cost
does not change in significant amounts in both infinite ends and the behavior of the function should be
examined in the region where we have the optimal hedging decisions 0 < X3 < & and A —> o0, As
A — 005 b — —ooand ¢ — oo; and as A — —oo0; b — oo and ¢ — —oo. Finally, the first derivative of

(=aVy (1)) is:
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(Fl 3= F2,3) ¢22‘3 (F23)dFa;

b

daV00) f
dx1,3

0

oo

+ﬁ"f(F1,3 - F2,3) ¢%3 (F23)dF23

= 0

The expressions j(;w (F1’3 - F2’3) ¢g23 (F2’3) dF2‘3 and f: (F1‘3 - F2’3) ¢1%} (F2,3) dF2’3 are known to
be zero. As a result, there is no effect of hedging in these conditions as shown above.

Figure B.2 shows numerical simulation results of a model with 100,000 runs and values n3 = 30,
£=100,p=11,1=05,F;3=10,0 =1,r = 0.1, 8 = 0.95. Besides, amounts less then ¢ = 0.0001
units of expected financial distress cost is supposed to be neglected for the company.

&
X1y

s I Of
Optimen Decsion
4t

Wmismaen of
Optimen Dacgion
St

- (e b O

Figure B.2: Expected total financial distress costs by changing values of x; 3 for two-period model
with base parameters

In Figure B.2, two different lines show the maximum and minimum hedging amounts for the decision-
maker at optimality. Moreover, the dashed line shows the numerically calculated optimum points. As
observed from Figure B.2, multi-optimal decisions exist for the company when A — +co. However,
the calculated optimum quantity line converges to &/2.

B.8 Theorem 8

As stated above, the optimum hedging policy follows the function below.

ENQRA—n3 +68) ifA(A—n3+66) 20
X =
Y en) (-ns + 68 ifa(a-n3+068) <0
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The optimum hedging decision line may follow both of the scenarios with respect to the sign of A and
n3 while n3 goes to +co. When A > 0 and n3 goes to +o0 or A < 0 and n3 goes to —co, the optimum
hedging decision at # = 1 will follow the line —£A/ (—n3 + 6£). On the contrast, x’l"3 will follow the line
EN] (2A —n3 + 6€) when A < 0 and n3 goes to +oo or A > 0 and n3 goes to —co. Thus the optimum
decision will converge to 0 in both ends as shown below.

lim (8] (28 =n3 +68) = 0

Jim (=§A/(=n3 +66)) =0

It means that the optimum hedging quantity is 0 while n3 goes to +co. However, again it should be
noted that the normal distribution is used in the model. Thus, the total expected financial distress
cost does not change in significant amounts in both ends and the behavior of the function should be
examined in the region where we have the optimal hedging decisions 0 < X3 < & and ny — +o0. As

n3y — +ooand A > 0; xj, = —6A/(-n3 +066), b = Fl,z—%andc =Fip+ ”325§;b — —oo and
¢ — +co. Asny = —0and A < 0; X} 5 = —€A/ (-n3 +68), b = F1,2—%‘5"c and c = Fip + "35;06,
b — +ocoand ¢ — —co. Asny — +ooand A < 0; x] 5 = £A/ (24 —n3 +5§),b=F1,2—2A_';—3+6§and

c=Fp+ ZA+3+'5§; b — t+ooand ¢ — —co. Asny — —ccand A > 0; xj, = EN[ QA — n3 + 66),
b=F,— M%M andc = Fy, + ZA_';—3+6§; b — —oco0 and ¢ — +o0. Consequently, the first derivative
of (=AV, (y1)) is known to be the following expression:

d
Klﬁ (=aVa (1)

b
Br f (F1,3 - Fz,s) ¢%3 (F23)dF23
0

+ﬁrf<Fl'3 - F2’3) ¢1gz.3 (Fa3)dFas

= 0

Since, the expressions foo (Fl,g - F2,3) qﬁg” (Fp3)dF,3,

f;o (F1,3 - F2’3) ¢g2‘3 (F23)dF,3 and fom (F1,3 - F2,3) ¢I%v3 (F23)dF, 5 are all known to be equal to
zero. Therefore, in the region 0 < xj, < ¢ that we considered, there is multioptimality due to
characteristics of normal distribution.

Figure B.3 shows numerical simulation results of a model with 100, 000 runs and values y; = 100,
ny =30,n3=30,6 =100,p=11,1=05,F;3 = 10,0 =1,r = 0.1, 5 = 0.95. Besides, amounts less
then £ = 0.0001 units of expected financial distress cost is supposed to be neglected for the company.
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Figure B.3: Expected total financial distress costs by changing values of x; 3 for two-period model

with base parameters

In Figure B.3, two different lines show the maximum and minimum hedging amounts for the decision-
maker at optimality. Moreover, the dashed line shows the numerically calculated optimum points. As
observed from Figure B.3, multi-optimal decisions exist for the company when n3; — +oco. However,

the calculated optimum quantity line converges to 0.

B.9 Theorem 9

The first derivative is to be examined in order to observe the behavior of the function.

d(-aVy (o)) 4B [Eg (] + D] ™ + vl )]
B dxy 4

dxi4

The expression above should better be analyzed in three different components. First of all, the break-
points of financial distress costs in all those components should be found.
It is already known that y, = y; + (F 2a—F 1,4) x14 — mp. It behaves different in two different cases

with respect to the value of x; 4. Suppose that e = W Then the negativity condition of y, is

F2?4 < e when x; 4 > 0; and the condition in case of x; 4 < 0 is F2,4 > e.

e Suppose that x; 4 > 0:

Then the expected value of r[y,]” will be as the following:

Eﬁ ([Y2]_) = f(—)’I + (F1,4 - F2,4)x1,4 + nz) ¢%4 (Fa4)dFa4

0
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Finally, first derivative of expected value of r [y, ] is:

e

= f(FlA - F2,4) ¢>%4 (F24)dF4

0

d(EZ(1y2]))

dxia

e Suppose that x; 4 < 0:

Then the expected value of r[y,]” will be as the following:

+00

Ei ([)’2]_) = f(—YI + (F1,4 - F2,4) X4+ nz) ¢22_4 (Fr4)dF24

e

First derivative of expected value of r[y,] when x; 4 > O:

+00

= f(FlA - F2,4) d)%m (F24)dF24

e

(£ (b21))

dxy 4

We have y; = y; + (F2’4 - F1’4) X14—Np+ (F3’4 - F2!4) X4 — N3. Negativity condition of y;3 should be
found by assuming that y3 < 0, then the condition becomes the following:

Foa(x14—x24) <=y + Fraxia +ny+n3 — Fagxoy

For the sake of notation ease, suppose that g = —y; + F4x14 + np + n3 and f = x;4 — x24. There are
two cases with respect to value of x; 4 as the following. In case of x;4 > xp4, the condition of ys is

F 24 < J%. On the other hand, the condition evolves into F 24 > % in case of xj4 < x24.

Note that, the decision variable is x; 4 at = 1. Therefore, the first derivative of [y;]” with respect to
X1 4 s to be analyzed. Moreover, F 4 is known, while F 2.4 and F 3.4 are random stochastic variables at
t = 1; as a result recursive integral will be used to calculate the expected financial distress cost.

e Suppose that x; 4 > x4:

First derivative of r [y3]” when x; 4 > x24:

§-F34%04

d(Eﬁ ([y ]_)) dfmzo ﬁm:g (=y3) ¢?214 (F24) dF2,4¢f;)3A (F34)dFs4

F34

dx1,4 dx|’4

8 F34%24
400 T

f (F1,4 - F2,4) (/522’4 (F24) 611!72,4(75,%4 (F34)dF34

F34=0 Fp4=0

o Suppose that x; 4 < x4:

First derivative of r [y3]” when x; 4 < x34:
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d (Eﬁ ([y ]f)) d me +°o: Fin (=y3) ¢?2.4 (F24) sz,4¢§3v4 (F34)dFs4

34=0 JFp4

dxi4 dx 4

(F1,4 - F2,4) (/522’4 (Faa)dFy4¢2.  (Fsa)dFsg

F34

F34=0

8~F34%4
Fra= 7

The term y4 is equal to y; + (F2,4 - F1,4) Xi4— Ny + (F3!4 - F2’4) Xo4 — N3 + (§4 - F3,4) X34

+ (p -84- /l) ¢ — ny. Negativity condition of y, should be found by assuming that y; < 0. By using
Lemma 2, it is already known that: x3, = & Furthermore, Theorem 2 suggests that (xo4 —§) = 0
regardless of the value of the other variables. Therefore the expression becomes the following:

Fas(x1a—X24) < —yi+Fiaxiatm+ny+ng—(p—0E—F34(x04—§)

There are two different conditions for the different cases with respect to the value of xj,. For the
sake of notation ease, suppose that f = x14 — X24, k = =y + Fiaxja + np +n3 + ny — (p— )€ and

I = xp4—&. The negativity condition of y, for x; 4 > x4 18 F 24 < k_?“‘l; while the negativity condition
for X4 < X24 is F2,4 > kil;“l.
e Suppose that x; 4 > x24:
The first derivative of [y4]~ with respect to x; 4 is shown below.
k=F34ly
+oo T 0 0
d (Ei ([y4]_)) . d (fF“:O ﬁmzo (=y8) OF,, (Fo4) dF2ady,  (F3a)dFsg4
dxi4 - dxi4
k=F3 41
+00 7
= f f (F1,4 - F2,4) ¢§2_4 (Fa4) sz,Mﬁ%4 (F34)dF34
F34=0 F4=0
e Suppose that x; 4 < x24:
The first derivative of [y4]~ with respect to x; 4 is shown below.
00 —+00
d (Eﬁ ([y4],)) d ( FZ.4=0 = T2l (=y4) ¢%4 (F24)dF240%, , (Fsa)dFs,

dxi 4 dx4

(F1,4 - F2,4) ¢2274 (Fa4) 61'1’72,4¢%4 (F34)dF34

I
i
Y

The convexity of the function may be proved by using the same methodology used in Theorem 2.
Similar to the previous models, it is observed that the expressions [y,]” .[y3] and [y4] are piecewise
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convex functions and other variables in —A V), (y;) are all linear, and if a function is convex, its expected
value function is also convex. Consequently, it is obvious that the term —AV; (y;) is convex in xj 4.

From the point of decisionmaker, there are two different intervals of x; 4.

CaseI: x;4 > xp4 and x14 > 0

d(=aV,(y1)

_ _F [
Z1a = f (F1,4 F2,4) br,, (F2a)dFa4

Fg,4:0

8-F34%4
+00 f

+ f f (F1,4 - F2,4) ¢%4 (F24) sz,4¢§3v4 (F34)dF34

F34=0 Fp4=0

k-F3q4l

+oo 7
+ f f (F1 4= F2,4) (15%4 (F24) sz,4¢%4 (F34)dF34

F34=0 F4=0

This expression is positive, it means that the expected total financial distress cost will increase while
X1.4 1s increasing. Indeed, an extreme point cannot exist here; as a result it is not the optimum interval.

Case II: X14 < X24 and X1,4 > 0

d(=aV2 ()

e
— ” 0
oy = f (F1,4 - F2,4) br,, (F2a)dFa4

F4=0

+00 +00

+ f f (F1,4 - F2,4) ¢%V4 (Fa4) sz,Ml%%4 (F34)dF34

F34=0 8-F3 4%,
34 F2,4= 3/4 2.4

+00 +00

+ f f (F1,4 - F2,4) ¢§§2A (F24) szAQ’,%4 (F34)dFs4

F34=0 k-F3 41
3450 p, = f3,4

This expression can either be positive or negative or zero. Therefore, the optimum decision may exist
in this interval.

Case III: x4 > xp4 and x;4 <0

This case suggests that x,4 < 0. However, this assumption contradicts with our previously proved
knowledge via Lemma 2; x, 4 > 0. As a result, there is no need to examine this situation.

Case IV: X1,4 < X24 and X14 < 0

o0

= f (F1,4 - F2,4) ¢?2_4 (F24)dFoy

Fa4=e

d(=AVs (y1))
dx1,4
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+ f f (F|,4 - F2,4) ¢%4 (Fa4) 611:2,4(151%4 (F34)dF34
F34=0 Fpy= R-"'3}4A2.4

+00 +00

+ f f (F1,4 - F2,4) ¢?2‘4 (Fa4) dF2,4¢g3'4 (F34)dFs4

Fy4= k-F3 41
340 p) 4= f3.4

This expression can be only negative and it means that the total expected financial distress cost always
increases while x; 4 is increasing in the interval (—oco, 0]. Consequently, there cannot be an optimum
decision in this interval and optimum x} , should be equal to or higher than 0 because of the convexity.

After examining all the possible cases with respect to the values of the decision variables and convexity
of —AV; (y1), that suggests the optimum decision policy is under-hedging, such that x], < xj, < &
where x; , is considered as the mean of the expected optimum hedge amount at time 2.

B.10 Theorem 10

Initially, the mathematical model should be composed. The model of n period model is shown below.

Va (y1) = min Eizw [ﬂz + (Fl,n+l - FZ,n+l)xl,n+l —ﬂva()/z)]

Xin+l

Subject to:
Y2=y1—n+ (FZ,n+l - Fl,n+1)x1,n+1
V3 (32) = min Ep |2+ (Fanet = Fane1) Xiae1 = BVa(y3))
2,n+1 ’
Subject to:
y3=y2—n3+ <F3,n+l - F2,n+1)x1,n+1
— in E? _F -
Vn (yn—l) - xmll’l EF")HI [nn—l + (Fn—l,nJrl Fn,n+l)x1,n+1 ﬁVnJrl(yn)]
n—1,n+1 -
Subject to:
Yn =Yn-1 —Np + (FS,n - F2,n) X1.n
Vn+ n) = ) f n+l — - §n+ —A)é+ an+ _§n+ nn+l Vn+ n+
1) = min B [mnsr = (p = Suer = )&+ (Faer =St tuer = BVoa O]
Subject to:

Yn+tl =Yn — Hpy1 T (P - §n+1 - /1)5 + (§n+1 - Fn,n+1)xn,n+1
There is no decision variable at t = n + 1, as a result the function V,,,»(y,+1) is as the following:
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Vn+2(yn+l) == :1:21 r[yi]_

Our aim is to solve the problem at r = 1. Thus, the first derivative is to be examined in order to observe
the behavior of the function.

d(-aVy () _ 4[BEL )]

dxl,n+1 dxl,nJrl

Similar to the proof of Theorem 9, the expression above should better to be analyzed in three different
components. Initially, the breakpoints of financial distress costs in all those components should be
found.

It is already known that y, = y; + (F ont1 — F 1,n+1)x1,n+1 — ny. Negativity condition of y, should be

found by assuming that y, < 0. It behaves different in two different cases with respect to the value

“V1+HF 1 X1+

of xj,+1. Suppose that m; = . Then the negativity condition is the following when

X1n+1
X1,4 > 0:

Frpi1 <my

The condition in case of x; 541 < 0 is the following:

Fz,n+1 > my
o Suppose that xj 1 > 0:

Then the expected value of r[y,]” will be as the following:

my

E, ([yz]f) = f(—)n + (Fl,n+1 - F2,n+1)xl,n+1 + nz) ¢g2>”+] (Fopne1) dF2 41

(=}

Finally, first derivative of expected value of r[y,] is:

d(Ep (1)
M = f(FlyyH.l - F2,n+l)¢1%1n+l (Fon1) dF2
0

dxi 41

o Suppose that xj 1 < 0:

Then the expected value of r[y,]” will be as the following:

+00

Ei ([y ]_) = f(—)ﬁ + (Fl,n+l - FZ,n+1)xl,4 + ”2) ¢%_m (Fans1) dFapi1

my

First derivative of expected value of r [y,] when x; 4 > 0:
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+00

= f(Fl,n-H - F2,n+1) ¢%M (Fone1) dF2 11

ny

d(E} (Iy2]))

dxpet

It is already known that y3 = y; + (Fz,n+1 - Fl,n+1) X+l — N2
+ (F" 3l — F 2,n+1) Xan+1 — n3. Negativity condition of y; should be found by assuming that y; < 0,
then the condition becomes the following:

Fopit (X111 = X2041) < =V1 + Flps1 X1t + 12 + 13 = F3 01 X0 501

For the sake of notation ease, suppose that

—yi+F +ny+n3—F . .
ed "”“)&”“ S ; 120l There are two cases with respect to value of x4 as the following.
Ln+17X2n+1

In case ofx| 4 > x; 4, the condition is:

nmyp =

Fru1 <my

On the other hand, the condition evolves into the following expression in case of xj 4 < xp4.

Frpi >mo

Note that, the decision variable is x;4 at t = 1. Therefore the first derivative of [y3;]” with respect
to x| 41 1S to be analyzed. Moreover, F ,;is known, while F 2.n+1 and F 3+1 are random stochastic
variables at t = 1; as a result recursive integral will be used to calculate the expected financial distress
cost.

o Suppose that x| 41 > X2 41:

First derivative of r [y3]” when xy 41 > X2,41:

— +00 m
d(Es (Iys])) df” o fe o988 (Frun) dFonnidf, | (Fine) dF3uei

dxyp+1 dxl,n+1

+oo  my

(Fl,n+l - Fann ) ¢%M (Fops1) dF 21 ¢%M (F341) dF3 501

F34=0 F24=0

o Suppose that x| 41 < X2 41:

First derivative of r [y3]” when xy 41 < X241

_ +00 +00
d (Eﬁ ([yg] )) ~ d J;vw[:o Famermy (V3 (1522“1 (Fans1) dF2 i1 ¢%M (F3n41) dF3041
dxl,,,ﬂ dxl,n+1
+00 +00

(Fl,n+1 - FZ,}H—I) ¢,%‘n+, (F41) Cll”z,r¢+1¢>,%n+I (F3n41) dF3 11

F30461=0 Fon41=m)
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After all those observations, a generalized examination is necessary to produce general formulas. Sup-
pose that 3 < i < n + 1. Then y; will be defined as the following:

y3+ le=4 ((Fj,n+l - Fj—l,n+1)xj—1,n+1 - nj)

v+ (Fz,n+1 - Fl,n+1)x1,n+1 + (F3,n+] - F2,n+1)x2,n+l

Vi

i
—ny—n3+ 2y ((Fj,n+1 - Fj—l,n+l)xj—1,n+l - nj)

For the sake of ease of notation I' is defined such as I = —y| + F| 1 X1 41 — F3,n+1x2,n+1 +n, +n3. The
breakpoint of negativity of y; is also defined as the following:

r-y., ((Fj,nn - Fj—l»n+')x-/""”“ _ nj)

(Xl,n+1 — X2.n+1 )

mi—; =

There are two cases with respect to value of x;4 as the following. In case ofx;,+1 > xp,41, the
condition is:

Fau1 <miy

On the other hand, the condition evolves into the following expression in case of x| ;41 < X2441-

Frpi > miy

Note that, the decision variable is x; .1 at = 1. Therefore the first derivative of [y;]” with respect
to xj .41 is to be analyzed. Moreover, F| 4 is known, while F n+1 18 a random stochastic variable at
t =1 while j = 2,3,4,...,i — 2,i; as a result recursive integral will be used to calculate the expected
financial distress cost.

o Suppose that x| 41 > X2 p41:

First derivative of r [y;]” when Xy 41 > Xp,41°

& _ +00 400 mj_ N0 0 0 : )
‘I(EF ([y,'] )) ~ d Fipe1 =0 F3,n+l:0'F2,n+I:0( yz)tbpzyw1 (Fz"’”)sz‘"*MFlml (F3”‘*')dF3*”*l"'¢Fi,,z+1 (Fins1)dFine1
dxi 41 dxi 41
400 +o0 mi_1
= f f f (Finst - Fz,n+|)¢gz el (Fz,n+1)sz,n+1¢g3n+] (Fz.n+|)dF3,n+|md)giml (Fine1)dFins1

Fins1=0 F3,41=0F,41=0

o Suppose that x| 41 < X2 41°

First derivative of r [y;]” when x,+1 < Xp41:

+00 +00

d(E‘f/), (Lvi]’)) d‘Fi,nH:O m‘f;;;H:O JEy oy =mi_y (=yi) ¢gzyn+1 (Fz,m-])dFZ.;HI(ﬁI.Q*}JH] (F3,n+l)dF3,n+l '4'¢1'Q-i,n+l (Fl.n+l)dFi,n+l

dxy ) dxy ps1

+00 +0o +0o

(Flan - Fz,nn)tbg? il (Fz,n+1)dF2,n+1¢g3 el (Fz.ml)sz,u+|---¢gm+l (Fine1)dFini
Fins1=0  F3,41=0 Fp e =mj_)
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Time n+1 is the time for delivery of the assets in the agreement of the firm. After all those observations,
a generalized examination is necessary to produce a general formula for this instance. The value of the
term v, is defined as the following:

Yn+1 = Yut (§n+1 - Fn,n+l)x3,n+1 + (P - §n+1 - /l)é: — Npt1

yi+ (Fz,n+1 - F1,n+1)x1,4 + (F3ne1 = Fope1) Xope1 =2 —n3 + (Sn+1 - Fn,n+1)xn,n+1

+ (P ~ St = /1)5 — et + 2y ((Fj,n+l - Fj—l,n+1) Xjln+l — nj)

Negativity condition of y,,; should be found by assuming that y,,; < 0. By using Lemma 2, it is
already known that: x3, = & Furthermore, Theorem 2 suggests that (x24 — &) < 0 regardless of the
value of the other variables.

There are two different conditions for the different cases with respect to the value of x7 ,. For the sake
of ease of notation w is defined such as

w=- ;24 ((F el — F j,l,nﬂ) Xj_tp+1 — 1 j). Then, the variable breakpoint value m, will be defined
such that:

Ftow-3%, ((Fj,nH - ij1,n+1) Xj_tp+l — nj)

(-xl,n+1 - -x2,n+1)

Finally, the negativity condition for x; ,+; > X241 is shown below.

F2,n+1 <my

The negativity condition for x; ;41 < X241 is shown below.

F2,n+l >my
e Suppose that x| 41 > X2 41:

The first derivative of [y4]~ with respect to x; 4 is shown below.

_ 00 +00 mp - 0 0 0 _
A(E (bn17)) ) e =07 Jrynii=0 sz,,Hl:U( I, (FZ.IH-])([FZ,»1+I¢F3JH] (F3,n+l)dFB,n-v»lw-(ﬁF’_ynJrl (1) dFins1
dxi s dxi 41
+o0 +oo mn
= f f f (Finet - Fz,nn)tﬂgz il (Fz,n+1)dF2,n+1¢g3 il (Fzml)sz.m]---d’gi”“ (Fune1)dFipan

Fpns1=0 F3041=0F241=0

o Suppose that x| 41 < X2 p41:

The first derivative of [y4]~ with respect to x; 4 is shown below.

_ +00 +00 +00 _ Q Q Q X
d(Ef. ([y/,”] )) B dan,yHI:U = JF3 4120 JFp 1 =mn ( er+])“’;:2’”+] (Fz,n+|)dF2,n+1¢F3yn+1 (F3,n+])dF3.n+l "'¢Fi.u+] (Fn,)l+|)dF1.ll+]
dxy pe1 dxy ps1
+o0 +o0 +oo
— _F Qo Q Q .
= f f f (Fraet Fz‘n+1)¢F2‘n+] (F2.n+])dF2,n+l¢F3ﬂ+l (F3,n+l)dF3,n+1---a)F’.JH] (Funs1)dFipsn

Fpps1=0 F3,41=0Fp 1 =mn
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The convexity of the function may be proved by using the same methodology used in Theorem 2.
Similar to the previous models, it is observed that the expressions [y2]™ ,[y3] ..., [y.] ,and [y,] are

piecewise convex functions and other variables in —AV, (y;) are all linear. It is trivial that if a func-

tion is convex, its expected value function is also convex. Consequently, it is obvious that the term

—AV, (y1) is convex in this model.

After a similar examination to the Theorem 9, it is observed that there are 4 different cases with respect

to the decision variable.

o Case I: x141 > x2,41 and xj 41 > O: In this case, the value of

is observed to be

d=aV2()
dxy el
positive. It means that the expected total financial distress cost will increase while xj,4; is

increasing. Indeed, an extreme point cannot exist here, as a result it is not the optimum interval.

Case IL: X1 11 < X241 and Xy 541 > 0: The expression

d
dx1 a1

may exist in this interval.

(=AV;, (y1)) can either be positive or negative or zero. Therefore, the optimum decision

Case III: x;41 > X241 and xj,41 < 0: This case suggests that x;,,; < 0. However, this
assumption cannot be a valid one because it is already known that x, ,,+; > 0 by using Theorem
9. As a result, there is no need to examine this situation.

Case IV: xy 41 < X241 and xj 41 < 0: In this case, the value of W

+1

can only be nega-
tive and it means that the total expected financial distress cost always increases while x 41 is
increasing in the interval (—oo, 0]. Consequently, there cannot be an optimum decision in this
interval and optimum x; ., should be equal to or higher than 0 because of the convexity.

After examining all the possible cases with respect to the expected values of the decision variables,

it is observed that the optimum decision policy is underhedging, such that 0 < xj = % = .. =

*

X

< x* =
n-2n = xn—l,n - f

B.11 Theorem 11

It is already stated that Case 2 leads to the optimum solution. When A approaches to +co, upper

and lower limits of the integrals goes to minus or positive infinity too. Therefore, the first derivative

of —AV, (y;) with respect to x; 4 is given by the equation below and it is equal to O because of the

characteristics of normal distribution.

e

d . ~
doa (-aVa ) = lim f (F1,4 - F2,4) ¢1%,4 (F24)dFa4

F244:0
+00 +00
+ lim f f (F14—F24)¢Q (F24)dF24¢Q (F34)dF34
A—t00 ’ g Foa g AV Fag g E
F34=0 Fra= R-Fs}yu
+00 +00
li Fig—Fr4)¢2 (Frs)dFa4¢2 (Fs4)dF
+m L4 =24 ¢F2'4( 24) 2,4¢F3A( 34)dF34
Faa=0p, 104l

!
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B.12 Theorem 12

In order to prove the theorem, firstly the behavior of the term of —AV, (y;) should be examined, similar
to the proof of Theorem 2. The term —AV, (y;) at ¢+ = 1 can be described mathematically as the
following after replacing the term x, 3 by & due to Lemma 2 ( the optimum decision quantity for one-
period model):

00

-AVy(y1) = f[nz - (Fz,a - F|,3)X1,3 +ry]”

0

y +ﬂf[n3 —(p-S3-2)¢= (S5 - Faz) €+l |62, (53)d53}¢>%3 (F23)dF23
0

where
2=y —m+ (Fz,s - F1,3)x1,3

yi=ya—m+(p=S83-2)&+ (83— Faz)é—rly]

In order to find the optimum hedging quantity, it is necessary to analyze the first and the second
derivatives of the term —AV; (y;) with respect to the decision variable at ¢ = 1, i.e. x;3. Since F3 =
fom [(F" 2,3)] ¢%3 dF;3 and the rest of the expression does not contain x 3 except financial distress cost
premiums, the first derivative of the term —AV; (y;) is:

00 _ 0o -0 0
d(_sz (yl)) _ dj(; |:r [yZ] +j(; :Br[y3] ¢S3 (S3)dS3:|¢F2‘3 (F2,3)dF2’3

dx1,3 dx1,3

In order to examine the expression above, the breakpoints where y, and y; become zero should be
found. Same notations used in the simple interest case are used also for breakpoints in this case. The
condition that makes the expression y, = y; — np + (F" 23— F 1,3) x13 less than zero is the following
—Vi+F13X13+m

where b =
X13

F2’3 <b l'fX1,3 >0
nw<0eq.
F2,3 >b ifx1,3 <0
Since the expected financial distress cost at the end of the second period is also aimed to be found, the
conditions that satisfy y; < 0 should be examined with respect to the negativity condition of y,. In the
case of y, > 0, y3 will be equal to y; + (F2,3 - F1‘3)X1,3 + (p —Fy3 - /l)§ — n3 — np. The condition of

Vi+Fi3x13=(p=Dé+na+ns . .
1S:.
xi13=¢

y3 < 0 wherey, >0andc =

F2,3 <c ifxi;3>&andy, >0
3 <0e

F2’3 >c l'fX1!3 <§andy2 >0
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Similarly, y; becomes equal to (y1 + (F2,3 - F1,3) X13— nz) 147+ (5’3 - F2,3)§-‘

+ (p -85- /l) & —n3 when y, < 0. Thus the condition of y3 < O where y, < 0 and

(i Fax )0+ —(p-Dé+ns .
d= TR e 15

F2,3 <d ifx3>&/(1+r)andy, <0

n<0ed
F2’3 >d ifx1,3 < f/ (1+7r andy2 <0

We will prove that the firm should underhedge by contradiction, by supposing x; 3 > &£. The value of
d will be composed with respect to the values of b and c. Besides, the only intervals where variables
b and c are larger than zero will be examined because hedging will become a value neutral action in
other case (the fact denoted by Theorem 7 and 8 is also valid for this model).

Decision Interval I: x; 3 > &
Casel: b > ¢

In this case, we have ¢ < d < b. As a result, the expression will be as the following.

d(-aVy(y)) dr fob (—)’1 + (F1,3 - FZ,S)XI,S + "2) ¢%3 (F23)dFa3
dx1’3 - dxlqg
+dﬁr fod [(—)’1 + (FI,S - F2,3)X1,3 + ”2) d+r- (P ~Fa3 - /1)5 + ”3] ¢g2'3 (F23)dFas
dx1,3

By applying Leibniz Rule, the following expression is obtained.

b d

d . -
s (—aVa () = "f(Fu - F2,3)¢%3 (F23)dFa;3 +ﬁrf(F1,3 - F2,3)¢g273 (F23)dFa3
B 0 0

The expression above is definitely positive. As a result, decreasing hedging amount will also decrease
expected financial distress cost.

Casell: b < ¢

In this case, we have b < d < c. As a result, the expression will be as the following.

davson) A (o (Fis = Fas)ns +m) 6f | (Fas) dFas
dx,3 - dx 3
dﬁr j(;b [(—)’1 + (F1,3 - F2’3) X13 + }’lz)(] + I‘) - (p - F2’3 - /l)é: + }’l3:| ¢g2,3 (F2’3)dF2’3
* dx1,3
+d/3r f,,( [—)’1 + (F1,3 - F2,3)X1,3 +n - (P - Fys - /l)é: + n%] ¢%B (F23)dFa;
dX1’3

This expression can be transformed into:
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d(-AV2 () dr fob (=y1 + (F13 = Fas) x5 +m) ¢2, (Fa3)dFs3

dX1,3 dx1’3
dpr Ji |=vi + (Fis = Fas) vis +mo = (p = Fas = )€+ 5|97, (Fa3)dFas
+ dx1,3
dapr’ fob (=31 + (Fis = Fas)xis +m) 67, (Faz)dFas
s ;
dx1,3

After applying the Leibniz Rule, we obtain:

d(=aV2(y1))
dx1,3

b
= rf(F1,3—F2,3)¢%3 (F23)dF23

0
c

+pr f (F1,3 - F2,3) ¢%V3 (F23)dF23
0
b

+Br? f(Fm - Fz,s) ¢1%’3 (Fo3)dF23

0

The expression above is also positive. Consequently, all of the first derivatives are positive in both
cases if b, ¢, d are larger than zero. Then, hedging amount should be decreased as long as x; 3 > £.

Decision Interval I1: x; 3 < 0

This case means that the company gets short position. Again, there are 2 different cases with respect
to values of b and c.

Casel: b > ¢

In this case, we have ¢ < d < b. As a result, the expression will be as the following.

d(=aV, () dr f;o (—yl + (F1,3 - F2,3)x1,3 + nz) a%,} (F23)dFs3
dX|’3 - dX|,3
dﬂrj:o [(—yl + (F1,3 - F2,3))C1’3 + I’lz) (1 + r) - (p - F2,3 - /l)é: + l’l3] ¢g2‘3 (F2’3)dF2,3
* dx1’3
d,Br Lb [(—Y1 + (Fl,3 - 17‘2,3))(1,3 + nz) - (p - F2’3 - /l)f + I’l3] 1%13 (F2,3)dF2,3
+
dx1’3

This expression can be transformed into:
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d(=aV2 (1)) dr [ (=1 + (Fis = Fas)xis +m) 67, (Faz) dFas

dx3 dx3
+d,8r2 57 (=1 + (Fras = Fas) xis +m) 92, (Fas)dFas
dx 3
+d,8r fcm [(—yl + (F1,3 - F2,3)x1,3 + nz) - (p - Fys - /l)§ + n3] ¢gz'3 (Fp3)dFy3

dx1,3

By applying Leibniz Rule, we obtain:

F13—F23 ¢F (Fr3)dF>3

dx1,3

d(-aVa () f”
b

00

+,3”f(F1,3 — Fa3) ¢7,, (F23)dFa3

c

00

+Br’ f(Fm - Fz,a) ¢§2>3 (F23)dF23

b

The expression above is definitely negative, therefore the decision variable should be increased in this
case.

Casell: b < ¢

In this case, we have got b < d < c¢. As a result, the expression will be as the following.

d(=aV,(y) dr f,,oo (—)’1 + (F1,3 - F2.3)X1,3 + "2) r/%'} (F23)dF;
dx3 - dx 3
dﬁr fdw [(—y1 + (F|3 — F273)X1’3 + }’lz) (1 + 7') - (p - F273 — /l)f + ng] ¢1%.3 (Fzg)szq
+
dX|,3

After applying the Leibniz Rule, we get:

oo oo

= Vf(Fl,s - F2,3) ¢>%3 (F23)dF23 +,3’”f(F1,3 - F2,3) ¢>%3 (F23)dF23

b d

d(=aV>(y1))
dx1,3

The expression above is also negative. Consequently, all of the first derivatives are negative in both
cases if b, ¢, d are larger than zero and x; 3 < 0. Thus we should increase x; 3 if x;3 <0

Now let us examine the convexity of —AV, (y;). Similar to the model with simple interest rates, all the
terms in —AV; () except financial distress cost are linear. It is already known that the terms related to
financial distress costs are piecewise convex, it means that all terms in the function are convex. Since
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if a function is convex, its expected function is also convex; t —AV, (y;) is concluded to be convex in
X 1,3

In conclusion, we increase x; 3 in the region x;3 < 0 and we decrease x; 3 when x;3 > &; and the
function is convex in x| 3. Therefore, the optimal solution must be in the region 0 < x5 < &.

B.13 Theorem 13

(p—Dé-Fi3x13—13 and d =

In the case that A = y; — ny = 0, the variables are realized as b = F3, ¢ = P

0 71)5;32’?1%:)“)7”3. Now suppose that x; 3 = 0, then the variables are: b = Fij3andc = d = %.
Consequently, the first derivative of the term —AV; (yy) is:
Fis 0
d ~ N
o (CaV20m) = ﬁr(f (Fis = Fa3) 87, (Fas)dFas + f (Fis = Fa3) 02, (F23) dF2,3)
X1,3 S )3
0 (p-é-n3

3

Similar to Theorem 4, it is known that this term is positive. Thus, the financial distress costs increase
while x; 3 increases when x13 = 0 which proves that the company should not hedge at all, i.e. xj; =0
when A = 0.

B.14 Theorem 14

For this theorem, we will prove that there cannot be an optimal solution such that £/ (1 +r) < x13 < ¢
when A < 0.

Decision Interval IT1: ¢/ (1 +r) < x13 <&

Casel: b > ¢

When b > ¢, both numerator and denominator of ¢ are negative while it is vice versa for b. Therefore,
it is also obvious that the denominator and numerator of d are positive, and d > b. As a result, the first
derivative will be as the following.

dr K (—yl + (F1,3 - F2,3)X1,3 + nz) ¢§2V3 (Fz,s)dF2,3

d
KI,S =aVa(y) =

d.XL}
dpr fob [(—)ﬁ + (F1,3 - F2,3)X1,3 + nz) d+r- (P - Fys - /l)f + n3] %3 (Fa3)dFas
* dxl,g
dﬁr fbm [—)’1 + (F1,3 - F2,3)xl,3 +ny, — (p - sz:, — /l)é‘: + n3] ¢[‘Q~2‘3 (F2’3)dF2Y3
+
dx1,3

Then the expression can be transformed into the following by Leibniz Rule:
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oo

b
r(1+Br) f (Fis = Fa3) 2, | (Fa3)dFas +Br f (Fis—Fa3) ¢, (Fa3)dFas
0

0

d
m (=aV, (1))

b
r(1 +,8r)f(F],3 - Fz,3)¢%3 (F23)dFy3
0

Since the first derivative is always positive in the region, there cannot be an optimum solution here.
Casell: b < ¢

When b < ¢, both numerator and denominator of ¢ are negative while it is vice versa for . Therefore,
the denominator of d is positive while the numerator may either be positive or negative. Thus, d < b.

As a result, the first derivative of —AV; (yy) is:

dr fob (_yl + (F1,3 - F2,3) X13 + nz) ¢%3 (Fa3)dF3

d
ds (=aVa (1) =

dx1,3
+d,3" Ommo’d) [(=v1 + (F13 = Faz)xis +m) (L + 1) = (p = Faz = 1) € + n3| 62, (Faz)dFas3
dX]’g,
+dﬁr J7 |+ (Fra = Fas) xis +ma = (p = Faz = A) € + 13| 62, (Fa3)dFas3
dx1,3

The expression above can be simplified into the following by using Leibniz Rule:

b oo

d . ~
T (-aVa() = rf(Fu - F2,3)¢g273 (Fa3)dF>3 +[3rf(F1,3 - F2,3)¢g273 (Fa3)dF>3
’ 0 c
max(0,d)
_F Qo
+pBr f (F1,3 172,3)¢p2~3 (F23)dF23
0

b is equal to F13 — A/x13 which is larger than Fy3, since A < 0. Thus, F13 < b < c¢. Note
that, the biggest value of the expression fol (F 13- F 2,3) ¢%3 (Fp3)dF, 5 realizes at i = Fy3. While
drifting away from F 3, the value of the expression decreases, and finally it reaches to zero in both
ends. Due to Fi3 < b < c and 8 < 1, the following the expression rfob (F1,3 - F2,3) ¢g2>3 (Fp3)dF)3

+Br fc * (F 13— F 2,3) ¢%} (F,3) dF, 3 becomes larger than zero. In addition,
ﬁ}" max(0,d)

0
pression is concluded to be positive when A < 0 and there cannot be an optimal solution in the region
of £/ (1 +r) < x13 < &. On the other hand, the expression may be equal to zero when A > 0.

(F 13— F 2,3) ¢%3 (F»3)dF,3 is also a nonnegative variable. Consequently, the whole ex-

In conclusion, the first derivative never reaches to zero and there cannot exist an optimum decision
suchas &/ (1 +r) < xj,; < &when A <0. Yet such an optimal decision is possible when A > 0.
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B.15 Theorem 15

The objective function of the problem can be written more implicitly as:

Vay) = min f [~aV2 ()] 65, (S2)dS,
0

mm[f (nz ~(p-82-2)&+hx1,-[S2- F1,2]+x1,2 +r[v] +Br [)’2]_) ¢S (S2)dS,
X1,2 5
Fip

+ f(nz ~(p=S2=A)é+hxia+r|y| +pr [yz]*)qb;i (Sz)dsz]
0

Firstly, the conditions to face financial distress costs should be examined. We will prove the theorem
by contradiction. The condition for incurring a financial distress cost due to the negativity of y’1 is:

V1
— <X
h 12

Additionally, financial distress cost incurs due to y, when:

yi —n2+(P—§2—/l)§—hX1,z+ [52—F1,2]+x1,2 <0

However, two different cases occur with respect to the value of §,. When the realized derivative price
is higher than the strike price of the underlying derivative, i.e. §, > Fi,, and x;» > £, the negativity
condition of y; is the following:

G, tm - (p—DE+hxip+ Fraoxip

2 (x12 =€)

On the other hand, the condition is the following for S,>F 12 and decision x;, < &:

. +m—(p—DE+hxp+ Fipxip
(x12-9)

—y1+n—(p—D)é+hx 2 +F12x1 2 —y1+m—(p=A=F12)é+hx1

The term ) may be written as Fj, + ) to benefit from the
1,27¢ 1,27¢
characteristics of normal distribution. Additionally, tm—(p E;l)&g"”nmz will be denoted as «, and
1,276
yi4m—(p=A—Fy2)é+h . . .
Nt (gx - 5‘2)& 22 will be denoted as 6, for ease in illustration.
o

ForS, < F 12, the financial distress cost occurs at the following condition.

= +n2—(p;/1)§+hxl,2
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. —y1+n—(p-A-F y — —(p—
may be written as Fio+ yi+m—(p — |,2)§+1x1,2’ yi+ny (1_96/1)§+hx112 may be called

—F12)é+hxi 2
3

—Yi+tm—(p—D)é+hxip

Since

—y1+m—(p-2
as b and = z(p_

may be called as 6.

In order to prove the theorem, x> is divided into two pieces. Suppose that x1, = x{, + x{, such that
y# > xll‘yz; and x[f,z > 0 when % = xﬁ“z. Here, x”]"z denotes the magnitude of call (,)ptioné under the
budget. On the other hand x{ , represents call options bought over the budget. As stated, the theorem
will be proved by contradiction by supposing x{, > 0. Thus, the first derivative of the objective
function should be examined in two different intervals with respect to x{ ,. If the result is positive, the

firm should not hedge more than %‘ units.

In case that (x;, > &) and %‘ < X172, the value of —AV; (y;) is the following:

—aVa(y) = f (m—=(p=S2-2)€+hxi = (S2 = Fia)xi2 = 1)) ¢, (S2)dS>
max(a,F5)
max(a,Fi2)
+ f (nz—(p—gz—/l)§+hx1,2—(§2—F1,2)x1,2—ry/, —,Bryz)gbst (§2)dS,
F
Pa
+ f (Vlz —(P—§2 —/1)§+hx1,2 -y, _ﬁ'yz)ﬁbgzdSz
min(b,F )
min(b,F) )
+ f (nz—(p—§2—/l)§+hx1,2—ry/])¢?2dS2
0
max(a,F5) Fi,
= (m-(p-52-2)€)-pry, - f Brys¢g dSa — f Brya¢?, (S2)dS
Fin min(b,F2)

Now, the first derivative of the expression above with respect to x{, should be checked in order to
understand whether hedging over the budget is profitable or not.

d(=aVs (1) d|(m=(p - $2-2)&) - pry]
dx(l)l dx(l’,z

max(a,F F
) D gl dss + [l BriagS, (S2)dS

m

0
de2

—prd[ [, (~hx;,) 62, (S2)dS,]

dx‘l’,2
) —ﬁrd[ Fnzx(a,Fl,z) ()’1 - + (p -5, /l)f —hxi, + (5'2 - Fl,z) xlyz) ¢SQ2 (SQ)dsz]
dx‘l"2

F ~

o [ty (=2t (p = 82 = 2)& = hxi2) 68, (525
dxi,
max(a,F]g) Fip
= Blrh+ f (h=(S2- Fi2))¢2 dSy + f h¢$ dS
Fia min(b,Flyz)
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max(a,F] ‘2) F

1,2
¢S dS, + f ¢S (S2)dSy+1

Fia min(bA,Flvz)

= ﬁ’[ (52—F1,2)¢5Q2 ($2)dS,
Fip

- f (§2 - Fl,Z) ¢st (S2) ng]

max(a,Flvz)

Here, the result is always positive regardless of the values of a and b, due to the characteristics of
normal distribution. As a result, the company should decrease the value of x{ , to its minimum value,

zero when x5 > £.

Then the second decision, under-hedging, should be analyzed. The value of —AV; (y;) will be as the
following when x;, < &.

max(a,Flvz)
—AVZ(_YI) = f (ng—(p—§2—1)§+hx1,2—[§2—F1‘2]+xl)2—ryl1)¢sgz (S,)dS,

Fip

+ f (nz—(p—gz—/l)§+hx1‘2—[52—F1,2]+x1‘2—ry’I —ﬁry2)¢SQ2 (Sz)dSz
max(a,F5)
Fip

+ f (nz—(P—Sz—/l)erth—ry; —Bryz)¢§22 (§2)dS»
min(b,Flyz)

min(b,Fm)
+ f (2= (p=S2=2)€+hxia = 1y)) 02 (S2)dS,
0

= (m-(p-3.-2)¢)- fﬁry}¢?2 (S2)dS>
0

Fip

- [ el saasi- [ praeg s

max(a,Flyz) min(b,Flyz)

Let us take the first derivative of the expression with respect to x{ ,

~ 00 ’ Q
davio) |l (p=82-2)&)- [ pryidf, as:]
dx‘l”2 dx‘l”2
00 F
ey Bry205,dS2 + [0, Bryig, (S2)dS,
dx‘l’,z

—Brd|[ ;" (~hxi,) 82, (S2)dS>]
dx{,
_'Brdlif::x(ﬂ»l"l,z)ﬁ(yl —ny + (p - Sz — A)f - hXLz + (gz - Fl,z) X|Y2)¢)SQZ (Sz)dSz]

7
0
dxl,2

+
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ﬂr [ sty 01 =12+ (p =82 = 2) ¢ = i) 85, (Sz)dsz]
dxi,
w Fia
= pr f(SZ_F12)¢SZ(S2)dS2 f ,3¢52(52)d52+ f o2 L (82)dS, +1

Fip ax(a.Fy ;) min(b.Fy )

max(a,Fy2)

- f (52— F12) 08, (S2)dS>
Fia

Here, the result is always positive regardless of the values of a and b. Therefore, the company should
decrease the value of x{ , to its minimum value, zero. Since both cases suggest the same result, it can
be said that the company should not have a decision such as & < xj5.

B.16 Theorem 16

At the proof of the Theorem 15, the terms a, b, 6, and 6, are defined. It is already known that both of
the terms 0, and 6, have the same expression —y; + n, — (p — A4 — F15) € + hx;» as numerator. As a
result, both of the terms 6, and 6, have to be in the opposite sign when x;, > &. Thus there are three
cases that can be valid when x;, < € as the following.

o a>F1’2,b<F|,2
° a<F1,2,b>F1,2
ea=Fipb=F

Similarly, the terms 6, and 6, have to be in the same sign when x;, < &. Thus there are three cases
that can be valid when x;, < é.

° a>F1,2,b>F1,2
o a<F12,b<F|)2
e a=Fi,b=Fi,

We also know that the term —AV; (y;) is convex with respect to x; ». The value of —AV, (y;) is shown
below.

—aVan) = (m—(p-S2-2)¢)

+f hxi2 - Sz—Flz] X1,2+ﬁr[y2]7)¢5Q2(52)d52
0

Since the term (nz — (p -85, - /l) .f) is linear, which means it is both convex and concave. When the

e . . . . . +
probability distribution functions are ignored, it is observed that the expression hxl,z—[S »—F 1‘2] X12+
Br[y2] is also convex. It is known that if a function is convex, its expected function is also convex; as
aresult —AV; (1) is concluded to be convex.

Since —AV, (y;) is convex and optimum solutions may exist in different intervals of x;,, we will
provide just one optimum region that satisfy optimality conditions in some realistic cases.
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After all these analysis, two different decision should be examined by getting the first derivative of the
objective function with respect to x; ,.The examination of the decision x;, > &

Decision I: x15 = ¢

-AVa(y) = f (nz—(P—gz—/1>f+hX1,2—(Sz—Fl,z)xl,z)lﬁSQz ($2)dS,
max(a,F.vg)
max(a,Flvz)
+ f (”2—<P—§2—/1)§+hxl,2—(Sz—Fl,z)xl,z—ﬂryz)(ﬁgz (§2)dS>
Fia
Fip
o [ = (p-Sa- Qg+ hxia - pra) o, (52ds2
min(b,F.vg)
min(b,Flvz)
+ f (nz—(P—Sz—/l>§+hx1,2)¢gz(52)d52
0
max(a,F2) Fia
= (m-(p-3.-1)¢)- f Bry26%, (S2)dS, — f Bry26%, (S2)dS»
Fip min(b,F) )

The value of the expression above changes with respect to the values of a and b. Therefore, subcases

should be analyzed separately.
Decision LIL: a < Fy5,b > Fipand x5 2 &

First derivative:

(= (p - $2 - 2)&) = [ prusg?, (525

d(-aVa(y))
dxlgz - dx1,2
Fia 0
d( ity oy P28, (520dS2)

- dxl,z

—Brd [f;: G-+ (P-S2-)9 ¢st (Sz)d52]
B dxl’z
= 0

The cluster of the decisions that satisfies the condition above may cause multi-optimality because all
are local extreme points. If the problem is proved to be convex, it means that this is the optimum

decision.
Decision LIII: a = F1,2, b= F1,2 and X1,2 z f

It is the same with case a < F», b > F,. It is always zero, as a result there is an extreme point here.
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Now, it is analyzed that both of the cases always provide an optimal solution. It is already known
that the conditions satisfying a < Fj,, b = F;, should also satisfy 8; < 0, 6, = 0. Therefore, the

expression —y; + 1y — (p — A — F12) & + hx; has to be less than zero because it is the numerator of

both 6; and 8, terms. Then, another condition may be written for optimal hedging decision at time 1

suchas x;p < 3 + ;

. . . . - . —A-Fy)é-n
It is observed that the decision of x}, = ¢ is an optimal decision as long as x, , < ¥ + %;
and also the budget constraint at time 1, which is xj, < 2L are satisfied together. Two maximum

- . . : ~A-Fi2)é-m \~ . S
limit conditions may be united as xj, = %‘ + (W) . Therefore, the optimum decision is the

.. P —A-F15)é-ny \~ ) —A-F)é- .
decisions satisfying %‘ + (%) 2 xj, 2 €as long as %‘ + ((17—};2)5"2) is more than £.
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