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In the current debate and analysis of causes of the world wide banking crisis, government banking officials and financial news 

commentators have often made mention of the financial practice known as hedging and some of the devices used to accomplish 

hedging. 
 

The purpose of this article is to present a brief introduction to the financial management practice known as hedging and to give 

some examples of hedging of equity and debt investments. 
 

What is Hedging? 
 

A standard financial dictionary definition of hedging might read as follows: 

 Hedging is a practice used by investors in traded securities and other financial instruments to 

reduce or cancel out the risk in one investment by entering into a second investment transac-

tion. 
 

Simply by parsing this definition we see that hedging is something used by investors.  Secondly, it is a way of reducing risk. 

Third, hedging is accomplished by entering into a second transaction to offset a previous investment or financial transaction.   

Hedging can be done with respect to both equity and debt investments. 
 

The term ñhedging your betsò is commonly heard in everyday English. A bet is hedged as follows. Assume a football fan likes to 

bet on his favorite team, Team A, and places a $100.00 bet on Team A against Team B. After placing his bet, the fan begins to 

have second thoughts because a key player on Team A is injured in practice and two key players on Team B who had been in-

jured have recovered and are returning to their side for the game between Team A and Team B. This fan, while still believing 

Team A will win, decides the bet he made on Team A is too risky in light of the circumstances. To hedge that bet, he bets $90.00 

on Team B.   
 

If Team A wins the fan will win $100.00 while losing $90.00 on Team B for a net gain of $10.00.  If Team B wins, the bettor will  

lose $100.00 on his bet on Team A, but will win $90.00 on his bet on Team B for a net loss of $10.00.  By ñhedging his betsò the 

bettor reduced his risk of a potential $100.00 loss to a potential loss of $10.00.  At the same time, however, he reduced his poten-

tial gain from $100.00 to $10.00.  The fanôs bet on Team B is a hedging device.  If the fan decided he wanted simply cancel the 

entire risk of his original bet on Team A, he could have bet $100.00 on Team B. 
 

For a financial hedge to work, the hedge must move in the opposite direction from the original investment, i.e. there must be a 

negative correlation between the two outcomes.  The term correlation means that two things move with respect to each other, ei-

ther in the same direction, a ñpositive correlationò or in the opposite direction, a ñnegative correla-

tionò.  The fanôs bet on Team B had a negative correlation to his original bet on Team A, because 

one team or the other had to win, assuming the rules provide for breaking a draw.  

Examples of Hedging Equity and Debt 
 

The real world of international investment is far more complicated than making a simple wager.  

Following are two examples of hedging devices, one for equity holdings and one related to debt.   

We wish to point out that the hedging example involving debt would likely not be Shariôa compli-

ant and not of interest to investors willing to purchase only Shariôa compliant securities. 
 

Short sales have been used to hedge stock trading (equity) transactions for quite some time.  

A short sale is made when an investor believes that the value of a stock will go down in the future.  The investor borrows a num-

ber of shares of such stock with the promise that he will return them at later time.  The investor then sells the borrowed stock at 

the prevailing price at the time the short sale is completed.  If the stock falls as the investor expects, he can buy at a price lower 

than the price for which he sold the stock and return it at the agreed upon time.  The difference between the short sale price and 

the lower purchase price after the stock has fallen is the profit per share on the short sale.  
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If an investor owns shares of stock in Company X and wants to reduce the risk of holding such stock, but prefers not to sell it, he 

can hedge his position by making a short sale of the stock of Company Y, the main competitor of Company X.  In this situation, 

there is no certainty that the price of the stock of the two companies will move as the investor expects as there was in the case of 

the football game were one team would win and the other would lose.  

However, if based on statistical analysis over time of the prices of the stock of Company X and Company Y, it is shown that the 

price of the stock of the two companies do in fact tend to move in opposite directions there is a statistical negative correlation.  Of 

course, it is quite possible that the stock of both companies will move in the same direction with unusual economic events such as 

the current banking crisis.  Under such conditions, the prior statistical correlation between the price of Company X stock and Com-

pany Y stock would no longer be predictive. 

Based on a statistical negative correlation of the prices of the respective stock of Company X and Company Y, an investor could 

hedge holdings in the stock of Company X by the use of a short sale of the stock of Company Y.   

Letôs assume that Company X and Company Y are in the same country and make heavy equipment for sale abroad.  An investor 

buys 100 shares of Company X at $10.00 per share for a total investment cost of $1,000.00 with the expectation that the shares 

will increase in price allowing the investor to sell at a profit.  However, the investor wants to limit his down side risk on such pur-

chase.  To hedge the investment in Company X, the investor also executes a short sale of Company Y stock for $1,000.00 by short-

ing 200 shares of Company Y at $5.00 per share. 

At a later time, owing to an international banking crisis, the share prices for both Company X and Company Y fall by $3.00 result-

ing in values of $7.00 per share and $2.00 per share respectively.  At that point the value of the 100 ñlongò shares of Company X is 

$700.00 resulting in a loss of $300.00.  However, the value of the 200 ñshortò shares of Company Y is now $400.00, so the inves-

tor can buy 200 Company Y shares and return them for a profit of $600.00 which not only cancels the loss of $300.00 on Com-

pany X but earns the investor $600.00 for a net profit of $300.00. 

The negative correlation is not based on the movement of the prices of X and Y stock because they both 

decreased in value, but in the fact that the Company X investment was long and the Company Y invest-

ment was short.  If the price of the 200 Company Y shares had decreased to $3.50, the gain on the short 

sale would have been only $300.00, exactly canceling the loss on the Company X shares. 

An interest rate swap is a way to hedge an investment in debt.  

In an interest rate swap, parties (referred to as counter parties) who have complementary needs with respect to a fixed interest rate 

and a floating interest rate are matched in a the swap transaction.  Often floating rates are based on LIBOR (the interest rate at 

which US dollars are loaned for short periods by banks in London to each other).  The amount on which an interest rate swap is 

based, expressed in a chosen currency, is called the notational amount. 

A simple interest rate swap in the same currency works as follows.  One counter party pays a set fixed rate and receives from the 

other counter party a floating rate with payment amounts based on the value of the notational amount and calculated for each pay-

ment period as agreed between the parties.  The net result is the same as if each party loaned the same amount of principal to each 

other, in one case at a fixed rate and the other at a floating rate, producing net cash flows equal to the difference between the fixed 

rate and the floating rate during a payment period.  The party paying the fixed rate is designated the ñlong partyò in the swap. 

Following is an example of an interest rate swap.  The first counter party (CP1) pays a fixed interest of 6.2% on a loan in the 

amount of USD 10,000,000 with monthly payments.  CP1 also receives income on an investment returning monthly USD One 

Month LIBOR + 35 basis points on USD 10,000,000.  (There are 100 basis points per 1% interest.)  CP1 enters into a rate swap 

with a notational amount of USD 10,000,000 in which it pays a floating rate of USD One Month LIBOR + 35 basis points and 

receives a fixed rate of 6.5%.  CP1 thereby locks in a profit of 20 basis points (6.5 received ï 6.3 paid).  The other counter party 

gets and pays the reverse, so it receives USD One Month LIBOR + 35 basis points and pays 6.5% fixed.  CP2 by entering into the 

swap as the counter party receiving the floating rate now has a hedge against changes in LIBOR.   

Conclusion 

Hedging is an investment risk management tool . There are a great many hedging devices and techniques available to investors, 

some older than others.  The availability of derivative products, which can be used as  hedging devices, increased significantly in 

the 1980ôs with the increasing popularity of interest rate swaps and other similar derivative products.  Standardized documentation 

for derivatives was developed by ISDA, originally standing for Interest rate Swap Dealers Association and now standing for Inter-

national Swaps and Derivatives Association, Inc.  The use of a standard Master Agreement and individual agreements following a 

form for individual derivative transactions fostered the voluminous secondary market for derivative products that exists today.   
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News Bulletin 

 

Qatar Petroleum inks deal with Wintershall Holding  

Qatar Petroleum has signed an oil and gas exploration and production sharing 

agreement with German firm Wintershall Holding for Qatar Offshore Block-4N 

(Khuff). The terms of this 25-year agreement call for an initial 30-month explo-

ration period during which Wintershall Holding will undertake a work program 

comprising technical studies, acquisition of 2-D and 3-D seismic data, process-

ing, re-processing, interpretation and exploratory drilling in the Khuff forma-

tion. All relevant operations and studies will be conducted with QP supervision. Pending the results, hy-

drocarbon development will be carried out. 

Kuwait's Noor Investment looks for buys in Asia, Middle East     

 Kuwait's Noor Financial Investment Co. is looking into equity buys in Asia and the 

Middle East to take advantage of lower asset prices and wants to set up a $ 1 billion 

"opportunity fund" investing in agriculture and food supply in the Middle East and 

North Africa. Managing Director Naser Al-Marri said that Noor is looking to buy 

majority stakes in firms in the telecom and energy sectors.  ñWe are looking into 

one deal in Turkey, one deal in China, one deal in India, Malaysia and Indonesia soon and also Leba-

non and Saudi Arabia," he said. The firm plans to spend $ 300 million on acquisitions in 2009, but 

could also double that amount with the option of using leverage.     

 

 
 

Local News 
 

Kuwait Central Bank to buy local assets 

Kuwait's Central Bank plans to start a fund to buy assets from local investment companies 

as part of an effort to limit the impact of the global financial crisis, reported state-run Ku-

wait News Agency (KUNA). Kuwait Investment Authority will oversee the operation of the 

fund, which will be formed by government agencies. 
 

Arab News 

Beltone opens in Libya 

Egypt-based investment bank Beltone Financial has expanded into Libya and 

opened an office in Tripoli. Beltone Financial will provide a suite of services in-

cluding securities brokerage, asset management, investment, corporate restructuring 

and advisory services. The investment bank manages about EP30bn of assets, mak-

ing it one of the largest investment banks in the country.  
 

GCC News in Brief 
EIB opens bank branch for women 

Al Reem, a specialised branch of Emirates Islamic Bank designed to cater to the 

banking and financial needs of women, was inaugurated in Dubai on Tuesday. 

The new branch, besides meeting day-to-day banking needs of customers, also 

offers clients custom-made products and services. Exclusive lounges and service 

areas, special discounts on bank products, exclusive retail outlet discounts, spe-

cial travel packages and invitations to 'ladies-only' social events among other features are aimed at pro-

viding a better banking experience for women. The new branch becomes Emirates Islamic Bank's 25th 

branch in the UAE.  
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This story can fit 175-225 words. 

The purpose of a newsletter is to provide specialized information to a targeted audience. Newsletters can be a great way to 

market your product or service, and also create credibility and build your organizationõs identity among peers, members, em-

ployees, or vendors. 

First, determine the audience of the newsletter. This could be anyone who might benefit from the information it contains, for 

example, employees or people interested in purchasing a product or requesting your service. 

You can compile a mailing list from business reply cards, customer information sheets, business cards collected at trade 

shows, or membership lists. You might consider purchasing a mailing list from a company. 

If you explore the Publisher catalog, you will find many publications that match the style of your newsletter. 

Next, establish how much time and money you can spend on your newsletter. These factors will help determine how frequently 

you publish the newsletter and its length. Itôs recommended that you publish your newsletter at least quarterly so that itôs con-

sidered a consistent source of information. Your customers or employees will look forward to its arrival. 

  

 

 

This story can fit 175-225 words. 
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