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Volatile fuel rates hit airlines

By Mike Obel Sep 29, 2006, 15:50 GMT 

	printer 
email 
RSS 
Talkback
 


	

	[image: image1.jpg]



WASHINGTON, DC, United States (UPI) -- Global commodity markets are punishing some airlines that loaded up on too much insurance against the very volatility of those markets.

Recently, jet fuel prices have dramatically changed direction: In the last six weeks, they have tumbled about 20 percent and are near a six-month low. While some carriers are benefiting from that drop, others are not.

The difference has to do with how much of that price insurance, a financial strategy called 'hedging,' each airline bought. Hedging protects buyers from rising costs by locking in current prices for future purchases, purchases that presumably will happen when prices have risen. The strategy keeps a lid on expenses when prices actually rise, something airlines must be very used to by now.

But if fuel prices suddenly change direction -- as they have since the latter part of summer -- some forms of hedging can go from being protection to punishment.

Two of the biggest U.S. carriers appear well positioned to benefit from recent drops in the price of jet fuel.

United Airlines hedged a mere 28 percent of its third quarter jet fuel consumption at an average price of $69.84 per barrel. That gives United significant exposure to the recent price drop, which has cut crude to nearly $60 per barrel.

'While some of our hedges are above the current spot jet fuel price, that cost is dwarfed by the benefit we are seeing from the lower price,' spokesman Brandon Borrman said Thursday.

Likewise, American Airlines hedged 36 percent of its third quarter jet fuel consumption at an average price of not more than $66 per barrel. For the second half of the year, American expects to have hedged 34 percent of its jet fuel consumption at an average price of not more than $64 per barrel.

Andy Backover, an American spokesman, said that on July 19 the company projected an average third quarter jet fuel cost of $2.32 per gallon. But earlier this week, it trimmed that projection to $2.16 per gallon. At the same time, American also trimmed its July 19 projection of full-year fuel costs from an average $2.18 per gallon to $2.03 per gallon.

That`s a savings of roughly $475 million, Backover said.

'The benefit of falling fuel prices far outweighs any potential costs of hedging,' he said.

Big U.S. carriers are not the only ones happy. JetBlue`s management has hedged 57 percent of its third quarter consumption and 51 percent of its fourth quarter consumption. The discount airline estimates its third-quarter jet fuel costs at $2.10 per gallon and its full-year jet fuel costs at $2.02 per gallon, spokesman Bryan Baldwin said.

Other airlines may not be as pleased. Ireland`s discount carrier Ryanair, for example, reportedly hedged its fuel requirements for January to March at the equivalent of $73 a barrel, the Telegraph of London said. Ryanair, Europe`s top discount airline, hedged 90 percent of its October fuel requirements at $70 per barrel. And its November and December purchases are hedged at $74 per barrel.

In other words, at current prices Ryanair will be paying 16 percent more for its fuel than had it not hedged at all.

Southwest Airlines is also heavily hedged, said spokeswoman Whitney Eichinger. But the Texas carrier has hedged its fuel purchases at stunningly low prices.

'We are over 73 percent hedged for the remainder of 2006 at approximately $36 per barrel; 65 percent in 2007 at $41 per barrel; 38 percent in 2008 at $40 per barrel; 34 percent in 2009 at $44 per barrel; and 12 percent hedged in 2010 at $61 per barrel.' 

Australia`s biggest airline, Qantas, has adopted a strategy closer to Ryanair`s. Qantas just boosted its fuel hedging level to 90 percent of its needs for 2006-07, up from 60 percent five weeks ago, the Sydney Morning Herald said. However, 66 percent of the airline`s hedges are in the form of options, instead of so-called 'swaps,' meaning Qantas could switch to the spot market if it provided a better deal.

The percentage of fuel needs hedged by Air India, on the other hand, is lower than many of its peers, perhaps because it only started hedging earlier this year. By mid-September, the carrier lifted its hedging limit from 10 percent to 25 percent, letting it hedge as much as 75,000 barrels per day.

With such a relatively low percentage of jet fuel consumption hedged, Air India stands to benefit dramatically from recent price declines.

As crucial as hedging flexibility is, other factors also threaten the industry.

'The declining fuel prices are being offset by two other events that occurred over the same period of time: First, a significant increase in the number and total weight of checked baggage following the Aug. 10 foiled U.K. terror plot; and, second, the seasonal dip in demand,' said JetBlue`s Baldwin. 

Still, hedging poses a subtle psychological trap for airlines, according to a new report from Calyon Securities (U.S.A.).

'Although falling oil prices, if they continue, will cause some airline fuel hedges to be out of the money, fuel hedges as used by airlines are like an insurance policy, you are happy when you do not collect,' it said. 'Airlines would gladly take losses on their hedge positions in return for a significant decrease in oil prices. Our main concern, and it is minor, is that airlines may become less diligent in continuing to cut non-fuel unit costs and could become more complacent in controlling capacity increase.'

(Comments to energy@upi.com)
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