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Executive Summary
The report addresses the optimal hedging ratio of two assets to aid the CFO of USC Airlines determine the most appropriate asset to hedge for the firm. The analysis uses data collected from Bloomberg. The data comprises of time series data for Spot market Jet Fuel, HO1 Commodity and CO1 Commodity. The analysis uses multiple regression model to examine the optimal hedging strategy. The regression model shows that the sport market Jet fuel price and the volume of jet fuel consumed is significant in estimating the hedging ratio. The analysis shows that HO1 commodity is the most optimal assets the CFO can adopt in establishing the hedge of the company.



Regression Results
Table 1: Regression Statistics
	Regression Statistics

	
	CO1
	HO1

	Multiple R
	0.15569263
	0.190569

	R Square
	0.024240195
	0.036317

	Adjusted R Square
	0.012959735
	0.025176

	Standard Error
	13.3756802
	38.72419

	Observations
	176
	176



Table 2: ANOVA for CO1
	ANOVA
	
	
	
	
	

	 
	df
	SS
	MS
	F
	Significance F

	Regression
	2
	768.9021
	384.451
	2.148866
	0.119719

	Residual
	173
	30951.23
	178.9088
	
	

	Total
	175
	31720.13
	 
	 
	 



Table 3: ANOVA for HO1
	ANOVA
	
	
	
	
	

	 
	df
	SS
	MS
	F
	Significance F

	Regression
	2
	9776.433
	4888.217
	3.25976
	0.040769

	Residual
	173
	259424.4
	1499.563
	
	

	Total
	175
	269200.9
	 
	 
	 



Table 4: Regression Results for CO1
	 
	Coefficients
	Standard Error
	t Stat
	P-value
	Lower 95%
	Upper 95%
	Lower 95.0%
	Upper 95.0%

	Intercept
	                       53.140752 
	   3.499671 
	   15.184501 
	   0.000000 
	   46.233202 
	   60.048301 
	   46.233202 
	   60.048301 

	OPEN_INT
	                          0.000004 
	   0.000007 
	     0.520722 
	   0.603227 
	   (0.000010)
	     0.000017 
	   (0.000010)
	     0.000017 

	PX_VOLUME
	                          0.000005 
	   0.000003 
	     1.746147 
	   0.082561 
	   (0.000001)
	     0.000010 
	   (0.000001)
	     0.000010 



[bookmark: _GoBack]Table 5: Regression Results for HO1
	 
	Coefficients
	Standard Error
	t Stat
	P-value
	Lower 95%
	Upper 95%
	Lower 95.0%
	Upper 95.0%

	Intercept
	                        161.797806 
	        7.315809 
	  22.116 
	     0.000000 
	       147.358071 
	     176.237541 
	     147.358071 
	     176.237541 

	OPEN_INT
	                             0.000127 
	        0.000089 
	    1.425 
	     0.155838 
	          (0.000049)
	          0.000303 
	        (0.000049)
	          0.000303 

	PX_VOLUME
	                             0.000029 
	        0.000037 
	    0.786 
	     0.432905 
	          (0.000044)
	          0.000103 
	        (0.000044)
	          0.000103 



Justification of the Regression Results and the Optimal Asset
Asset HO1 is more significant than asset CO1. The CFO should therefore select Asset HO1 as illustrated in table 3 where the F statistic is higher than the significance F.  The regression statistics show that there is a weak correlation for both the price and the volume of jet fuel as illustrated in table 1. According to the results in table 1 the coefficient of determination is 0.024 and 0.036 for CO1 and HO1 respectively. Therefore this shows that there is a weak correlation between the volume of jet fuel and the price, however, according to the table there is a positive correlation between the price of jet fuel and the volume consumed. 
The model used to hedge the jet fuel prices is significant since the F statistic is higher than the significance F as illustrated in table 2 and 3. Therefore, the volume of fuel consumed can be used to hedge against the fuel prices. HO1 commodity has a higher F-critical than that of CO1 meaning it will be more beneficial to the firm.
Table 4 and 5 above show that OPEN_INT and PX_VOLUME are significant in hedging the prices of jet fuel. However, OPEN_INT is more significant as compared to PX_VOLUME since the p-values of OPEN_INT are higher than the level of significance. Therefore, OPEN_INT and PX_VOLUME are good estimates of hedging for the jet fuel. Also, the significance of the variables in HO1 as indicated by the t-static is higher than that of CO1 as shown in table 4 and 5 respectively.
The asset should also be adopted since foreign exchange exposure is a critical factor in hedging strategy as many companies undertake financial transaction in foreign markets (Arize et al., 2018). Some of these foreign exposures include translation exposure, economic exposure and transaction exposure. A company needs to have an optimal asset that it will hedge against these risks to ensure future performance. The asset will aid the company to maximize on the future performance of the jet fuel prices in the economy. Furthermore, the company will safeguard itself from unexpected downturns in the market which might lead to adverse effects to the industry. The airline will further ensure the optimal asset of HO1 is hedged for a given period of time to facilitate increased performance of the industry and promote the stability of the fuel prices.
Critique of the Hedging Strategy
Optimal hedging ratio is an effective tool for hedging against the derivatives especially where there are foreign exchange exposures. The model is not limited to derivatives but can also be sued in futures contracts. Therefore, the model predicts the future prices of the jet fuel and the company can purchase now or hedge its assets against the future prices (Carter, Rogers, & Simkins, 2006). Consequently, this ensures the strategy that is adopted as the optimal hedging ratio for the company can be used in determining the future prices of jet fuel and other assets. 
However, the model does not factor in non-economic factors such as diseases, insecurity and violence. These non-economic factors impact adversely on the performance of the derivative market thereby affecting the hedging portfolio of a company. Many companies have been affected by rampant cases of Covid-19 which broke out in 2019. There were economic implications resulting from reduced travels and increased investment in healthcare as compared to other sectors. Therefore, while identifying an optimal asset to hedge it is critical to address all economic and non-economic factors affecting the derivatives market. 
Conclusion
USC Airlines should consider hedging in HO1 asset as it predicts to generate more returns. The regression results indicate that the asset has shown a higher correlation with the jet fuel consumption. Also, the variables used are more significant in this asset as compared to those of CO1. However, the model does not factor in non-economic factors such as insecurity, violence and diseases. These non-economic factors may adversely affect the market making it difficult for the hedged assets to perform. Also, different hedging strategies have to be evaluated to avoid hedging against one specific asset which may be affected by these factors. Consequently, hedging helps a company to safeguard its assets to shield the effects of increasing jet fuel prices in the international market.
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