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ABSTRACT 

The cost of jet fuel is the second largest operating expenditure in the airlines 
sector. Even a small increase in the fuel price often leads to a significant increase of 
expenditure on the operating cost of the airlines. Airlines use derivatives as hedging 
instruments for hedging their fuel requirements. However, derivative contracts on jet 
fuel, is not often traded in exchanges and the airlines engages themselves in cross 
hedging. This practice exposes them to another risk known as basis risk, while 
protecting them from the price risk. The primary objective of this paper is to look into 
the effectiveness of cross-hedging practiced by the airline industry. It looks into the 
problem of basis risk attempting to identify its' significance in terms of un hedged 
exposure it creates which could possibly lead to very significant financial losses. The 
effectiveness of hedging strategy of Malaysia Airlines was analyzed using secondary 
data obtained on the proxy commodity used by the airline. The data was analyzed 
using standard practices of airline industry in designing an optimal hedge. The 
calculations made attempts to identify the proportion of the price risk volatility that 
can be hedged and the proportion of the exposure that remains un hedged, when the 
said proxy is used to hedge jet fuel. The result showed that a significant portion of the 
price risk volatility remained un-hedged. This finding was in agreement with the 
established theory that high correlation between commodities does not remove the 
basis risk. It concludes that along with many other factors, the un-hedged exposure 
due to basis risk would have contributed to the losses suffered by the airline in their 
fuel hedge for the year 2011, unless precise measures are taken to hedge the basis 
risk. 
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CHAPTER ONE 

INTRODUCTION 

Managing a large business investment in the presence of the uncertainty in 

the business world today is a challenging task. The businesses are potentially exposed 

to various risks resulting from the adverse movement in interest rate, exchange rate 

and commodity prices. These issues remain the focal point of all organizations 

engaged in businesses as it is directly related to the organizations' performance in 

terms of operating income and profit. 

For those organizations that take oil as their primary input, the pnce 

volatility of oil is of major concern. The continuous mcrease in global energy 

consumption along with many other factors is an indication that the days for cheap oil 

might not return. It is reported that the US Energy Information Administration (EIA) 

predicts global energy demand to climb up to 88.2 million barrel per day (mbpd), and 

that it would follow an annual growth of 1.4mbpd between 2009 and 2015. Gosh 

(2011) 

Thus, for a corporation or an organization that takes oil as their primary input 

for their business operations, it is extremely important and necessary to have 

significant resources available in hand and dedicated to design and implement risk 

management strategies to protect themselves against unfavorable price movements 

that could have an adverse impact on the company's performance. 
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The airline industry is an industry in which all the operating companies are 

exposed to this risk, which can result in significant losses in terms of income, if 

necessary preventive measures are not taken into account in advance. It is an industry 

that is capable of capturing interest of a huge number of business demand and 

travelers worldwide with its ability to provide the most comfortable and faster means 

of travel with excellent services offered to its customers throughout their journey .It is 

an industry with enormous unpredicted business opportunities and unlimited 

development potential. Over the years, the industry has witnessed that travel remains 

a large and constantly growing business that accelerates economic growth, world 

trade, foreign direct investment and tourism. Thus, it serves as a means of 

globalization for many other industries. 

Along with the fascinating service of traveling it offers, the airline industry is 

also exposed to various risks in terms of business, security and safety. The high 

operating cost is a key entity that could turn the operations into unrecoverable losses 

that could ultimately lead to bankruptcy, if not handled with strategic planning and 

monitoring. Hence the industry employs various strategies of managing the risk it is 

exposed to. The increasing price of jet fuel has put constant pressure on the airline 

industry. It is the second largest operating expenditure for the airlines. The 

International Air Transport Association (IAT A) reported in its' press release no 15 of 

20 II, that the cost of fuel used to represent about 17% of the total operating cost for 

major airlines in the past, whereas at present, it represents over 29% of the total 

operating cost. 
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Needless to say, with this significance, any unfavorable fluctuation in the 

fuel price would inevitably have a significant adverse impact on the airline, if the 

airline had not taken preventive measures such as hedging1 their fuel requirements. 

Hence fuel hedging has become a common practice in the airline industry today. The 

effectiveness of fuel hedging in terms operating gains and losses has been a subject 

under research and discussion for decades. While some advocates on the importance 

of fuel hedging, others have strongly argued that fuel hedging do not serve the 

purpose of protecting the airline against the possible losses due to price uncertainty of 

jet fuel. 

While there can be several incentives behind fuel hedging, it becomes 

evident that the risk associated with the volatility of oil prices, is a key factor that 

forces airlines to take the preventive measures by hedging their future fuel 

requirements.The strategies adopted by different airlines vary depending on the 

requirements and the financial strength of the airline and various other factors such as 

the volatility and maturity dates of the traded contract. It is known that financially 

more profitable and stable airlines adopt more aggressive hedging while the less 

profitable and financially weak airlines do otherwise. The airlines have various 

hedging strategies available to them including the use of different derivative 

instruments and remaining un-hedged. 

1Hedging is a position taken in an investment, using different types of financial instruments, aimed at 
protection or offsetting of potential losses that may occur. 
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