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Introduction
Airlines & jet fuel

Back in the Fall, Bloomberg published an article on fuel hedging and its 
results within the airline industry (“Airlines Bet on Long Oil Slump after 
Millions Lost to Hedging”). The article took a detailed look at the 
airlines industry’s response to different approaches to managing jet 
fuel exposure and risk. 

If you’re like us, you have been wondering why, with fuel costs 
plummeting over the past couple of years, it hasn’t gotten any cheaper 
to fly?  After all, the article points out that fuel represents about 30% of 
US airlines’ total costs.

Well, the real story turns out to not be so simple, because airlines can 
(and to varying extents do) hedge their fuel costs. They do this with 
financial instruments like futures, swaps, forward purchases and 
options.  If you’re an airline that -- back in 2014 -- fully hedged 100% of 
its 2015 fuel costs, you probably aren’t in a position to lower ticket 
prices due to lower fuel costs.  This is because your hedges have 
created financial losses that offset the decline in fuel costs (the article 
spends a lot of time dwelling on these losses), so lower ticket prices 
would eat into your profits.

%5bhttp:/www.bloomberg.com/news/articles/2015-11-25/airlines-bet-on-long-oil-slump-after-millions-lost-to-hedging%5d


Is Hedging The Same 
as “Betting”? Myth? 
Or Fact? Read on for 
more context. 

“Anyone active in managing 

energy for a company should be 

aware of (at least) the following 

myths and misconceptions”
- Alexander Wright

This article does a fine job of explaining how US airlines’ hedging programs 
relate to the market’s view of next year’s oil price – which is what the folks at 
Bloomberg are really trying to get at here.  However, the article doesn’t do 
much to clarify the purpose behind hedging – in fact, it reinforces a number of 
common stereotypes, myths and misconceptions about hedging. 



CHAPTER ONE

Myth One: A Hedge is a Bet



Myth or Fact? 

The tone of the article is that any airline booking financial losses on fuel 
hedging did the “wrong” thing or made the “wrong bet.” One expert 
consultant is quoted in the article as saying that American, which cut its 
hedging program before other airlines, had “the smarter approach” to 
the issue of volatile fuel costs.  The article also says “getting it wrong 
has been costly” for airlines who did a lot of hedging last year, only to 
see prices fall farther in 2015.  

If you’re going to say a hedge is a bet, you have to (absolutely must --
we insist on it) also say that not hedging is a bet.  If your business 
results are exposed (meaning at-risk) to something that has a volatile 
price, you are betting regardless of whether you hedge or not.  

For example, in New York State all utility tariff costs for electricity 
supply are based on a day-ahead index.  This means prices for 
electricity change every day and every hour. So even if you take what 
you perceive to be the “safe route” by remaining on utility service, you 
are betting that market prices will not rise so much that they break 
your budget. Or, alternatively, you’re betting that in the long run, index 
prices will be lower than the costs to fix and hedge your risk. . 



You can read more on the how we define and describe different power products 
here. 

The “do nothing” approach to this situation is, in fact, is a “bet” -- even if most 
corporate decision-makers prefer not to talk about it that way. 
Specifically, not hedging is a bet that prices will fall.  
On the other side of the coin, hedging is a bet that prices will rise. 

Because this is true, the way the Bloomberg article discusses the outcomes of 
airline fuel hedging is misleading and unhelpful, we think. 

Using Good Data and 
Getting a Forward 
View is the Only Way 
to Navigate Markets : 
Without a view of 
markets and how they 
impact your business, 
you’re flying blind. 

“If your business results are exposed 

(meaning at-risk) to something that 

has a volatile price, you are 

betting regardless of whether you 

hedge or not.”

https://home.themwh.com/2012/10/what-is-an-electricity-product-focus-on-index-or-variable-rate-product/


CHAPTER TWO

Myth Two: Financial Losses = 

Cost of Hedging 



Losses = Hedge Costs
This is another common but wrongheaded view the Bloomberg article 
puts forth.  They quote the president of American Airlines (which didn’t 
lose money on hedges this year because they didn’t hedge last year) as 
he calls out his competition:  

“You look at how much our competitors have lost this year on 
that so-called safe insurance policy. There is no free lunch. You 
can’t go off and protect against the downside and pretend it 
doesn’t cost you a lot of money.”

This, in our experience, is pretty typical of the way corporate decision 
makers play both sides with regard to hedging:  when they don’t hedge 
and book gains, they crow about how smart they were; when they do 
hedge, and book hedge losses, they talk in responsible, grown-up 
voices about the value of risk management. 

Here’s a counter-example, from the airline that hedged prices the most 
(and hence booked some of the biggest financial losses on the hedges):

“We view our hedging program as catastrophic insurance,” 
Chris Mainz, a Southwest spokesman, said in an e-mail. “We 
will continue to actively manage our hedging position to protect 
from the impact of rising fuel costs.”

Now, doesn’t that sound prudent and responsible?  It sure does.  And 
we are pretty sure it’s almost exactly what the American Airlines 
president would be saying too, if they had decided to hedge their fuel 
costs last year.



CHAPTER THREE

What is a business person to 

do? 



Who’s Right? 

Who’s right?  Who’s smarter?  Who did the right thing in this situation?

First, we have to say that focusing only on the financial losses of a 
hedging program in a vacuum is definitely not good finance, not good 
leadership, and not particularly good journalism either.  Why didn’t the 
article focus on the net effect of the hedging program and the price 
decline, instead of just the hedging program?  Well, that makes for a 
more complicated story, and one that’s not as eye-catching as a 
headline like:  “Airlines lose hundreds of millions of dollars on wrong 
bets!” This kind of headline vastly oversimplifies the whole issue.  

Why hedge? The entire point of hedging is reducing the volatility of a 
business’s financial results.  Financial hedge losses are offset by gains 
on the item (in this case, jet fuel) being hedged.  The effect is to lower 
the volatility of the business’s cash flows, over time.  What’s relevant is 
that not hedging increases the volatility of a company’s cash flow, while 
hedging (properly done) decreases the volatility of a company’s cash 
flow.  (See, that was pretty boring by comparison.)

Why hedge? 



Now, this is in fact a fairly common problem with hedging:  people 
often look at hedge losses in isolation, and not in the context of 

(1) the goals of the hedging program, 

(2) the combined financial impact of hedges and the thing being 
hedged, 

(3) the overall business of the entity doing the hedging.  

Why?  One reason is that corporate accounting standards now actively 
prevent most hedges from being netted against the hedged item.  So 
the results of hedges are presented in financial statements more or less 
naked – where journalists can dig them out and make stories out of 
them.  This may increase transparency around hedging, but it also 
reinforces this common misunderstanding about hedging.

What is your organization’s risk tolerance? 

The real story about hedging is way more complicated than just gains 
and losses.  Each airline has its own risk tolerance, time horizon and 
hedging philosophy.  These are informed by their financial health, their 
market share, their pricing strategy, marketing strategy, etc.  If you’re a 
small, young, no-frills, low-cost airline, you might feel one way about 
being exposed to fuel prices.  By contrast maybe an older, larger, full-
service airline would have good business reasons to feel completely 
differently about taking this risk.  And that’s all as it should be – but it’s 
a longer, more complicated story than just: “Gains! Losses!  Aaargh!”



What do your stakeholder’s care about? 

And it doesn’t even stop there, because there are internal and external 
stakeholders who have views about the costs and value of hedging too.  
Take for example current shareholders and any prospective investors.  
Maybe those investors value a decrease in the volatility of one airline’s 
earnings relatively highly, and are inclined to discount gains or losses 
from any one hedging program.  But for a different airline, investors 
might be inclined to scrutinize quarterly gains or losses more closely, 
and care less about longer term issues like earnings volatility.  

Simply counting up the dollar impact of a hedge doesn’t tell you if it 
was a success or not.  Especially not with your boss, who is a critical 
internal constituency you don’t want to forget about.  How does he or 
she think or feel about hedging?  

What direction has the CFO or Finance Director given about risk 
management?  These are important questions to ask before embarking 
on a hedging program.

But wait!  Isn’t this whole hedge/don’t hedge thing supposed to just be 
a rational decision-making exercise, based on data and forecasts and 
cost-benefit analysis and stuff?  Well . . .  some of this just comes down 
to human nature.  People seem to have a hard time maintaining a 
consistent point of view about hedging.  

Everyone is susceptible to Monday morning quarter backing.  Most 
people, including corporate decision-makers, are uncomfortable with 
or poorly versed in the language and discipline of hedging.  Many of 
them don’t seem to trust even the very concept of hedging.  They wish 
it would just go away – because if it did, they wouldn’t have to spend 
time thinking about it, executing hedges, and then (horrors!) justifying 
their decisions and process after the fact (to their Boards, bosses, etc.).  



CONCLUSION

Understanding the True Costs 

of Hedging
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Conclusion 
One last word on hedging costs:  there are indeed costs to hedging, but 
they aren’t what people usually think they are.  Most hedging will 
involve a financial instrument, like the ones mentioned above.  All of 
the folks who provide these instruments, (banks, investment banks, 
specialized brokers, energy firms, and some traded markets) make a 
business out of it, which means they make money doing it, and that 
money comes from you, their customer.  Their margin is basically a “bid 
– offer spread” (or perhaps sometimes a broker’s commission as well).  

This “spread” is a dollar difference between a wholesale price (which 
these experts and market-makers have access to) and the retail price, 
which is what they charge you, their retail customer.  The dollar 
amount of this spread depends on a number of factors.  More complex, 
tailored hedges in markets that are less liquid have higher spreads –
you get charged more.  

Simpler, more standardized hedges executed in very active, liquid 
markets with lots of players on both sides (for example, some buying, 
some selling) have lower spreads.  Understanding what these spreads 
cost you, in terms of dollars, is an important part of the hedging 
decision.

There are other interesting tidbits in the article – things about the price 
movements in jet fuel, and how that affects decisions about hedging, 
and the price of some call options that Southwest bought, to name two 
– but we have probably already gone on for too long on this subject.  
We’re pretty passionate about getting hedging right, as you can see.  
Are you in a position to hedge energy costs?  Are you getting pressured 
to hedge, but concerned about how it might turn out?  Let us know.



DETERMINE THE BEST PRODUCT 

FOR YOUR BUSINESS

The next step is to set up a 10 minute call with our energy experts to 
discuss how to determine your savings potential and the best product for 

your organization. 

SET UP A CALL 

TODAY
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