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Executive summary 
Derivatives are financial instruments that are used to hedge or speculate for asset price changes to lock in a profit as well as avoid losses. Financial instruments derivatives usually involve two parties who are the seller and the buyer and there must be an underlying asset. The price of the asset is expected to show all the information that is required to make a rational decision and that no party has insider information. Therefore, all the parties are risk-takers. Sometimes the spot price may go below the contract price and in this case, the seller bears the loss while on the other hand if the spot price is higher than the contract price the seller bears the loss. The risk manager of Virgin Oz entered into a contract with a fuel firm to purchase their oil at $60 and the spot price now is -$37.65. This has led to the firm making losses. This report will look at the different derivative options that Virgin Oz has, which it can use for hedging and speculating to lock in a profit or avoid losses that are associated with changes in prices.  

Question a
Currency exposure- the firm operates in many countries and there it has several transactions and expenses that it has to pay for in those different countries. The firm is therefore exposed to currency losses due to changes in the exchange rates (Chee-Wooi and Chyn-Hwa, p. 90, 2010). The firm, therefore, is exposed to losing funds due to the transaction costs.  
Interest rate exposure- the firm is exposed to losses that arise due to changes in interest rates. This is especially the case when the airline has several bonds or loans. The increase in interest rate means that the firm will end up paying a lot of funds and this affects the firm cash flows.  
Price changes exposures- the firm regularly purchases the fuel for its airlines and vehicles. The fuels are also regularly changing up and down and this ends up affecting the firm’s projected finances (Morrell, p., 68, 2013). The firm can, therefore, hedge against these changes in price levels using the different derivative options available for hedging.  The different derivative options include the use of swaps, futures, options, and forwards. This prevents the firm from suffering a great loss if the price levels change in the adverse direction (Loudon, p. 300, 2004). Additionally, Derivatives may also help a firm to lock in a profit.
Question b 
Forward principles 
Virgin Oz entered into a forward contract with one of the fuel firms in the country. Virgin Oz is a flight airline firm that operates locally in Australia as well as in other countries. Therefore, the firm regularly has to refuel its planes and motor vehicles such as curbs. The Deputy Risk Manager of Virgin Oz entered into a forward contract in January. The contract price was 60 dollars per liter. The forward contract implies that the supplier should continue delivering fuel to Virgin Oz at the contract price while Virgin Oz as the buyer, should buy this at the agreed price. The contract agreed up can vary at the time of the actual sell of the asset as follows;
· The spot price may be more than $60. The spot price is the actual market value of the fuel at the actual date when the contract expires. In this case, where the spot price is higher than the contract price, the buyer who happens to be Virgin Oz firm gains for the excess price they would have bought at.
· The spot price may be at the same price as the contract price. That is, both rates may be at $60 and in this case, both the seller and the buyer do no lock in any profit or loss as the contract price is the spot price. 
· The spot price may be below the contract price. If $60, the buyer will lock in a profit of the difference between the spot price and the contract price. In this case, the buyer will be the one that is losing.
Futures 
Futures contracts differ from forward contracts in that they are exchange-traded while forwards are traded over the counter. Futures are highly standardized both in quality and quantity (Narandaran, et al., p. 220, 2016). If the deputy risk manager used the future as the derivatives for mitigating fuel price fluctuations, the firm has no option but to continue purchasing oil and other fuel products at the contract price.
It is more likely that the deputy risk manager used a future contract with the fuel firms to speculate for price changes for the firm. By the fact that the deputy manager suddenly resigned, he must have foreseen the loss that the firm will have to face while under his leadership and he hence had to quit before he is made responsible. The reason for the likelihood of the contract being a future rather than a forward is the fact that he resigned because he knew with a contract, you cannot default on the contract.
Since the contract price was $60 while the spot price is -$37.63, it means that the loss per liter for the firm will be;
=60-(37.63) = $97.63
With the future contract price, the parties had only taken into consideration other factors such as inflation and increase or decrease in oil supply. 
Question c
Futures and forward contracts are effective price hedging strategies as they can help a firm to effectively lock in a profit. Virgin Oz has the potential to lock in a profit if the spot rate or the market price simply stated goes higher than the contracts. The financial derivatives can also be used to hedge against currency fluctuations especially by the fact it transacts its businesses in several countries and this means that the firm regularly has to translate its currency for paying expenses in different countries (Shaeri, et al.,  p. 720, 2016). These derivatives are therefore used to reduce the losses that the firm can get due to the currency exchange ratios fluctuations. The firm has not entered into any appropriate contracts hence the reason for incurring losses.
Question d
[bookmark: _GoBack]The contract price was $US60 while the spot price was $US-37.63. The total loss incurred is expected to be $US97.63 per litre. The contracts signed previously did not protect the firm from price changes exposures. The contract had only taken into consideration factors such as an increase and decrease in oil supply, inflation rate, etc. There was no profit gained due to demand collapse which turned the may oil future prices negatively. The firm will have to part with an extra $US37.63 for every litre of oil. This is likely to have a great impact on the day to day operations of the firm.
Question e
The firm should opt for forward contracts that they pay for the contract price before the expiry period ends. If at the contract expiry date the spot price is higher than the contract price, the firm will be in a position to lock in the profit while if the price goes too low, the seller will have to compensate them for the excess cost that they paid (Tsai, p. 30, 2008). Moreover, the forward contracts will offer the firm a complete hedge in case of future changes in the spot price of the oil. Choosing the perfect edging strategy is very essential in eliminating any subsequent price movement. Additionally, forward contracts can be matched against the period of exposure and cash size of exposure. This will help the firm eliminate currency, interest, and price changes exposures.

 Question f
Financial derivatives are contracts that derive their values from an underlying asset. The seller agrees to sell the asset to the buyer on a specific future date at a certain price agreed on. Derivatives are commonly used for gold, gasoline, or oil products. They can be used for the currency class of assets especially when there is a projection of variances in currency exchange rates. Derivatives can also be used for interests, bonds, and other securities. There are therefore two parties that are involved in a derivative; the seller and the buyer, and the derivative gets its value from the asset's price fluctuations. Sometimes brokers may be involved in which case they will be connecting the buyer and the seller at a fee. Derivatives are aimed at preventing the buyer from losing too much if the prices go above the contract price of the asset and the seller tries to minimize losses if prices go below the contract price. Derivatives can be traded over the counter or through an exchange. There are different derivatives that an airline has an option to use for financial contracts as explained below;
Forward contracts
It is a contract that is customized between two parties to sell or buy an asset on a certain future date at a specified price. It can be used for speculation or hedging of financial assets. It is not standardized, unlike future contracts. It can be customized according to the seller's or buyers' desires according to the commodity at hand. The issues that can be customized include the asset price, date of selling the underlying asset, the commodity itself, and the delivery place. They cannot be traded through an exchange due to their unstandardized nature. Since they are traded over the counter, they present a high default risk which may be a loss for either of the firms. An airline firm may use forward contracts to speculate for fuel prices. In this case, the firm will look for a fuel provider and they will negotiate for the contract over the counter. For example, the flight company X enters into a forward contract to purchase flight fuel from fuel firm Y.  They can set to buy fuel at $70 per litre for the next three months. However, forward contracts give either of the parties a right to terminate the contract. This means either flight firm X or fuel firm Y can cancel this forward contract before the lapse of the three months. Forward contracts also require their payment to be made at the end of the contract period rather than daily like future contracts. From the example above, the flight firm will be mandated to pay for the asset price at the end of the contract period.  
Future contract
 	This is a contract between a seller and a buyer that gives both of the parties an obligation rather than a right to sell/ buy the asset at a price that has been set today to be used in the future. The date for the contract is also determined currently. It is also similar to the forward contract but it is highly standardized while forward contracts are not standardized at all. They are also not traded over the counter; rather they are traded in the exchange. They are standardized on both quality and quantity to ensure that they reach the standards that are required for the exchange trading (Treanor, et al., p. 150, 2014). The seller takes the obligation to ensure that they deliver the asset to the buyer in the best quality at the price agreed upon and place where applicable. On the other hand, the buyer should pay for the asset at the end of the contract period. Futures are obligations and therefore, the holders cannot cancel the contract at any time, unlike the forwards. The seller is obliged to sell the asset after the expiry of the period regardless of the selling price of the asset in the market at that time. The buy similarly must pay for the future price regardless of whether the price goes down or not. Using the example explained earlier, if firm X had agreed to buy fuel from fuel firm Y at $70 per litre after three months in a future contract, whether the market price goes down below $70, the buyer had no option but to buy it from firm X at $70 as agreed in the future contract. Similarly, whether the price goes higher above $70 to $100 per litre in the market, the seller is obligated to sell the fuel at $70 to firm X as stated in the future contract.
Option contract
 This is a derivative financial contract that gives the seller/ buyer the option but not the obligation to sell/buy an asset at a predetermined price and date. This means that unlike forwards and future contracts, this gives the holders a right but not an obligation to complete the transaction. There is a minimum consideration or providing a valuable item when entering into this contract that will be used for the performance of this contract or will prevent either party from repudiating the contract (Treanor, et al., p. 215, 2014). The asset can be sold/bought on or before the expiry of the contract period. Options are powerful tools especially in hedging against the download movement of an asset or security. They are used by speculators whenever they try to earn a profit from unpredictable price changes. Just like when using any other derivative, options involve taking risks as you do not have surety that the price movement will favor you. Options can either be a call or put option. Put gives the holder the option or right to sell the underlying asset or stock while call options give the buyer the right to buy the asset. Options are important derivatives for the airline industries when hedging or speculating against the movements of fuel prices. The parties involved are both risk-takers as they expect to earn a profit if the price movement favors them.
Swaps
There is a derivatives contract that involves two parties that exchange their liabilities or cash flows that are from two different financial instruments owned by each party. The principle is not exchanged; rather the liabilities or cash flows only. The cash flow or liability from one of the instruments is variable while the other is fixed. Just like forward contracts, option contracts are not traded in exchange but over the counter. The parties customize their contracts according to their needs and desires.  
If the risk manager opted for a forward contract when selecting the hedging derivative, the firm would be in a good position now. If the contract price was $60 when they entered the contract, and the spot rate right now is -$37.65, then it means that a future contract will translate to the firm having to continue purchasing oil at the contract price. However, with a forward price, they would have paid $60 before the expiry date of the contract. Then with the sudden drop in price to below a negative mark, the fuel firm as the seller in this case would have to repay the Virgin Oz as the buyer.

Recommendations
Derivatives are useful financial assets in hedging the firm's assets and currencies to prevent losses that are associated with price changes. The firm should try out different types of derivatives to identify the best derive they can use to hedge their different products. Moreover, there is a need to seek financial advice from firms or other experts rather than just relying on one's knowledge as an individual. 
Conclusion 
Financial derivatives are important financial contracts that help firms mitigate losses and lock in profits from the changes in price levels and exchange rates. The different types of derivatives include swaps, options, futures, or forwards. The derivatives involve two parties that agree to buy or sell an underlying asset at a predetermined future date. The different derivatives vary in terms and conditions. For instance, some are obligatory while others give the holders a right to choose. Therefore, the risk manager of the firm that wants to use derivatives must carefully consider the derivative conditions and rules that they want to use for hedging or speculation.
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