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Disclaimer 

The example provided is purely for illustration and should not be construed in any way as a 

recommended trading strategy or current market conditions. The reader should verify current 

contract specifications and other relevant information before using these techniques and 

products. 

 

 

Introduction  

 

Stelco Inc is one of the biggest Canadian hot-rolled coil steel producers located in Ontario. This 

company is an example of a company operator who produces and supplies commodities. An 

essential part of the company’s ERM framework is to mitigate the market risk.  Stelco is 

affected by the exposure of coil steel price volatility as well as price decrease. In other words, 

the company is looking for a way to reduce market risk by a short hedge. 

The company has several ways to mitigate market risk. However, the company operator has 

their hedging peculiarities do this. Internal risk mitigation techniques can't give sufficient 

protection against full commodity risk amount, and the company-operator has to search for 

external solutions (fig. 1): 
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Fig. 1. Risk mitigation techniques.  

 

Risk mitigation techniques overview  

Internal risk mitigation techniques: 

1. The first way is to manage commodity risk is doesn't use hedging practices at all. In this 

way, the company assumes full market risk acceptance and tries to transfer risk to their 

clients by selling prices increasing. The company also may try to reduce risk by 

adequately managing inventory. However, this way is more common for company 

resellers or companies who use commodities in their production process. Commodity 

operators and commodity producers are hardly affected by market risk and can't 

transfer all commodity price volatility to their clients and use hedging techniques to 

reduce this risk. 

2. The operator can try to use inside risk mitigation techniques. For example, he can 

develop fixed price delivery forward contracts with their current and potential 

customers. However, this way depends on the market situation and the client's interest 

in doing this. This way is mostly not acceptable for the big commodity operator as a 

complex commodity risk mitigation solution. To sign hundreds of small forward 

contracts with many clients may significantly increase credit risk, the operations 

amount, and be very costly to the company. The commodity operator can develop 

forward contracts practices for clients, but this will be an additional service for clients 

and not a total solution for commodity risk mitigation. 
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Next two way is an external hedging solution:   

3. The first way is short hedging by commodity exchange-traded derivatives contracts. The 

company can sell futures contracts, buy put options or develop an option strategy using 

contracts listed in one of the derivative exchanges. These hedging techniques highly 

depend on the availability of futures or options on underline assets. In our case, STELCO 

can use U.S. MIDWEST DOMESTIC HOT-ROLLED COIL STEEL (CRU) INDEX future contracts 

available in Chicago Mercantile Exchange (CME). The contract unit size is 20 short 

tonnes, and it is financially (cash) settled. Monthly contracts are listed for the current 

year and the next three calendar years.  

Note 1: Stelco can also try to hedge the risk by hot-rolled coil steel contracts traded in 

London Metal Exchange (LME); however, they do not have enough liquidity today.  

Note 2: Hot-rolled coil steel futures contracts actively traded on Shanghai Futures 

Exchange. This contract is deliverable. However, it is traded in Chinese currency 

(renminbi), creating additional currency exchange risk during the hedging process. 

Another problem is a difference in the specification of Chinees traded steel. 

 

This hedging method for Stelco requires additional calculations and estimates: 

 

• The underline asset for CME futures contracts is U.S. MIDWEST DOMESTIC HOT-ROLLED 

COIL STEEL (CRU) INDEX; however, Stelco produces and distributes their productions in 

Canada. This example demands developing a Risk/ Hedging model and the basis 

calculation. Important to note that this hedging may be a subject of substantial basis 

risk due to differences between Canadian and U.S. Midwest markets.  

• Additional risk is currency exchange fluctuation risk between CAD and USD. The futures 

contracts are settled in USD, but the company uses CAD for its operations. 

• The subsequent risk is a margin risk.  According to exchange regulations, the company is 

subject to mark-to-market margin adjustment. It may be significant demand funds to 

keep sufficient margin requirements. 

• The next problem that I see is market liquidity. The trading activity and open interest 

are concentrated around the first 4-5 months. At fig. 2, is presented the fragment of the 

daily Information bulletin CME. To create a longer hedging horizon, we'll have to roll 

over the futures in the hedging process and make other basis and trading risks. 
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Fig 2. Daily Information Bulletin CME. U.S. MIDWEST DOMESTIC HOT-ROLLED COIL STEEL (CRU) INDEX 

future contracts.  

 

 

Stelco: The company’s short hedging strategy. 

 

 

4. The company chose the OTC hedging with US financial institutions.  
 

The company "entered into a series of commodity-based swaps with U.S.-based financial 

institutions as part of a strategy to mitigate the Company's exposure to hot-rolled coil steel 

price fluctuations in connection with future sales orders from customers" (Fig. 3). In other 

words, the company entered into Fixed - Floating commodity swaps. The commodity swap 

contract is an exchange by cash flow between two parties. STELCO as a commodity producer is 

looking for a short hedge, so the company is interested in receiving a fixed price accepted in the 

contract and paying floating to the counterparty. These cash flows will net out each period, and 

the party will pay or receive the difference. If the market price is lower than the fixed price, 
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STELCO has positive net cash flow and gets a difference from a financial institution and vice 

versa.  

During the second part of 2020 and the first half of 2021, the steel prices rocketed. The 

company had to pay the difference between market prices and Commodity Swap prices. 

According Q2-21 report "company paid approximately $111 million in cash in connection with 

commodity-based swap contracts that matured during the period". We can see this loss in the 

quarterly report as a "loss from hedging operations." (Fig. 3). 

However, the commodity swap agreement with US institutional is only one part of the hedging 

strategy. The second part is profit from the higher prices for company production due to the 

higher steel prices. Unfortunately, the hedging effectiveness and results are not presented in 

the company quarterly report, and we can't estimate this hedge.     

 

Fig 3. Commodity – Based Swap. Q2 2021 finance results.  
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