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In the complex world of financial derivatives and hedging, aligning each move with a company's 

overarching objectives is not just wise—it's imperative. For non-financial firms venturing into this 

realm, the creation of a robust hedging policy is the foundation of ensuring that every derivative trade 

aligns seamlessly with their goals. I will shed some light on the pillars of an effective hedging policy, 

emphasizing how such a framework guarantees the suitability of derivative trades to a company's 

unique needs and aspirations. 

 

 Clear Definition of Hedging Objectives 

The first pillar of a robust hedging policy is a clear articulation of the company's hedging objectives. 

These should be directly tied to the company's broader financial goals, whether it's stabilizing cash 

flows, managing foreign exchange risks, or safeguarding against interest rate fluctuations. A well-

defined objective and asset class coverage ensures that every derivative trade undertaken serves a 

specific, strategic, and documented purpose. 

 

 Risk Identification and Assessment 

A comprehensive risk assessment is vital. This involves identifying the market, accounting, and 

operational risks associated with the derivatives in question. The policy should outline procedures for 

evaluating the potential impact of these risks on the company’s financial health and operations. This 

calls for utilizing risk metrics to understand the degree of the risks faced and evaluate the associated 

materiality.   

 

For example, the effective application of risk management metrics, such as Monte Carlo simulation 

and stress testing, is essential for understanding the impact of interest rate derivatives. Monte Carlo 

simulation uses statistical methods to model different scenarios and predict outcomes, helping 

companies gauge potential cash flows and Mark-to-Market (MtM) variabilities. Stress testing involves 

evaluating the resilience of derivative positions under extreme conditions like severe interest rate 

changes or market disruptions.  

 

If the market trends unfavorably against the hedged exposure, such as a floating loan tied to the 

SAIBOR, and the derivative fails to fulfill its hedging requirements (that is, it does not offset the 

anticipated losses of the hedged exposure), the primary purpose of the hedge is undermined. This 

situation could result in increased risk and a higher utilization of the company's credit lines.  

 

This step ensures that the company is not blindsided by unforeseen risks inherent in derivative 

transactions. 
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 Establishing Risk Tolerance and Limits 

A key aspect of the policy is setting clear boundaries on risk tolerance. This includes establishing limits 

on the size and type of exposures taken through derivatives. It may involve setting thresholds for 

acceptable losses or defining the maximum duration of 

contracts.  

 

The limit may be defined according to a certain financial 

covenant imposed by lenders, such as Debt Services Coverage 

Ratio (DSCR) or Interest Coverage Ratio (ICR). The involvement 

of the company’s board or the risk appetite framework is critical 

to establish risk tolerance and limit levels. These limits ensure 

that the company's engagement with derivatives remains within 

a spectrum of risk that is acceptable and manageable. 

 

 Criteria for Instrument Selection 

The policy should detail the criteria for selecting the appropriate derivative instruments. This involves 

choosing instruments that best match the hedging objectives and risk profile of the company. Whether 

it’s swaps, futures, options, or forwards, each instrument has its unique characteristics and risk profile, 

and the policy should guide which is most suitable for the company's needs. Conversely, any use of 

complex or non-permissible products, when necessary, should be subject to a more rigorous process. 

This is to guarantee that the company consistently aligns with its core hedging objectives and does not 

deviate from them. 

 

 Implementation and Execution Guidelines 

This pillar focuses on the practical aspects of executing derivative trades. It includes guidelines on how 

trades should be executed, who is authorized to conduct them, and the procedures for monitoring and 

managing these trades. This ensures that trades are executed in a controlled, transparent manner, 

aligned with the company's hedging objectives. 

 

 Continuous Monitoring and Review 

A dynamic component of the policy is the ongoing monitoring and review process. The financial 

markets are constantly evolving, and a static policy may quickly become outdated. Regular reviews 

and adjustments to the policy in response to market changes, regulatory updates, and shifts in the 

company's risk profile are crucial. 

 

 Compliance and Reporting 

Lastly, the policy should enforce strict compliance with regulatory requirements and internal reporting 

standards. This includes maintaining proper documentation, reporting trades accurately, and ensuring 

that all derivative activities are transparent and accountable to stakeholders. The policy should be 

governed by a framework specifically crafted to uphold and ensure the practice of checks and 

balances.  

 
The involvement of the 

company’s board or the risk 

appetite framework is critical 

to establish risk tolerance and 

limit levels. 
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 Conclusion 

A bulletproof hedging policy is not just a set of guidelines; it's a strategic tool that aligns a company's 

derivative activities with its core objectives. By adhering to the core pillars outlined above, companies 

can ensure that their use of derivatives is prudent, purposeful, and perfectly tailored to their specific 

needs. In the complexities of risk and reward that characterize the derivatives market, a well-crafted 

hedging policy is a roadmap that ensures every step is taken with confidence and strategic foresight. 

 

 

 

For more information, please contact Muadh Alhusaini, Partner at Ehata Financial Company, 
Muadh.alhusaini@ehata.com.sa. You can also read the article from the website here. 
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ABOUT EHATA 
Ehata is a specialist financial risk management advisory firm, licensed and regulated by the Capital Market Authority (license 

No. 17183-20). We are independent practitioners with expertise covering interest rate, foreign exchange, commodities, and 

derivatives. We leverage on our technical capabilities and market know-how to ensure that our clients get the excellence of 

the advice and the satisfaction that comes with it. 
 

DISCLAIMER 
Ehata Financial Company is authorized and regulated by the Capital Market Authority (license no. 17183-20). Ehata Financial 

Company may only undertake the financial services activities that fall within the scope of its existing CMA license. Principal 

place of business in Saudi Arabia: King Fahad Rd, Avenue Building, 5th Floor, P.O. BOX 241106, Riyadh 11322. The information 

contained in this article was prepared by Ehata Financial Company. Though the information herein is believed to be reliable, 

Ehata Financial Company makes no representation as to its accuracy or completeness. You should not rely solely on this 

communication when making a decision whether or not to enter into a derivatives transaction. If you are not an experienced 

user of derivatives, if you are not capable of making independent trading decisions and you do not understand the terms and 

risks related to derivatives transactions, you should refrain from entering into such transactions. You should consult your own 

legal, tax and accounting advisers with respect to any proposed derivatives transaction. Under no circumstances shall we or 

any of our associates or any of our associates' respective directors, officers, employees or agents, be liable for indirect or 

consequential losses including any failure to realize any profit, advantage or opportunity relating to the transaction or 

otherwise. The information contained in this article should not be reproduced in any form without the express consent of 

Ehata Financial Company. The information contained in this article from the sender shall not be considered as advice or 

solicitation to buy or sell any securities. 

 


