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Proposed Derivatives Regulations May Adversely Impact an Already
Turbulent Jet Fuel Hedging Market

As crude oil prices reached record highs this past summer, jet fuel costs began to account for a greater
percentage of airlines’ operating costs.? In anticipation of oil prices soaring even further, airlines began
hedging oil at prices that regrettably turned out to be much higher than actual prices. With oil’s precipitous
drop to below US$40.00 a barrel, these hedging contracts have left global and domestic carriers with
losses totaling in the billions.® Even Southwest Airlines, long envied for its jet fuel hedging strategy, has
felt the sting as it incurred US$117 million in losses in the fourth quarter of 2008 relating to the falling
value of its jet fuel-hedging positions.*

According to the International Air Transport Association, approximately half of all jet fuel used by the
global airline industry was hedged in 2008.° With airlines being hard hit by astronomical losses related
to jet fuel hedging, many have called into question the utility of the practice. Considering that the price
of jet fuel has gone from US$2 a gallon in 2007 to US$4 in July 2008 ° the prima facie appeal in jet fuel
hedging is its potential to reduce the effects of energy price volatility; an expense to which airlines are
particularly vulnerable, as jet fuel represents a significant component of their cost structure.

In order to cope with volatile price swings, airlines hedge jet fuel costs by locking in the cost of future
jet fuel purchases. Hedging protects airlines from rising jet fuel costs and enables them to stabilize
costs, cash flows and profits. Conversely, however, jet fuel hedges also reduce an airlines” ability to
realize gains when jet fuel prices decline. However, unlike investors, who enter into derivitives to profit
from oil price swings, airlines hedge to level price volatility so that going forward they can develop and
deploy an appropriate business strategy.

Underlying any airline jet fuel hedging strategy is the notion that oil prices move in cycles instead of
consistently in one direction. If properly understood, the use of a variety of derivatives over the ail price
cycle can be the basis for an effective jet fuel hedging strategy; for example, receive-fixed swaps are used
at cycle low points to lock in low prices whereas caps are used at cycle high points to guard against future
increases in prices as well as to allow an airline to benefit from reductions in price. In the mid-range of the
cycle, where cycle movement is more indeterminable, collars are used to lock in a known range of prices
so that an airline will be protected against further price increases.

Despite the dearth of evidence linking the over-the-counter (“OTC") derivatives market with the financial
crisis, the current economic turmoil has nevertheless prompted a push for closer scrutiny of these
financial instruments. To this end, the Committee on Agriculture of the US House of Representatives
(the “Committee”) approved the “Derivatives Markets Transparency and Accountability Act of 2009"
(the “bill") on February 12, 2009 which is intended to bring greater transparency and accountability

to the commodities market.”
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The bill, which has been recommended by the Committee
to be considered by the entire House of Representatives,
in relevant part, calls for the US Commaodity Futures Trading
Commission (“CFTC") to: (1) subject all OTC commodities
transactions to reporting and recordkeeping requirements®
and (2) set position limits for: (a) all physically-deliverable
commodities® and (b) fungible OTC transactions that have
the potential to disrupt market liquidity or otherwise affect
price discovery in the market.”® Moreover, the bill also calls
for prospective OTC transactions to be cleared through a
CFTC-regulated entity."

In conjunction with Congress, the CFTC has also called for
greater oversight over the OTC derivatives market and futures
market, both of which have facilitated jet fuel hedging for
airlines. Under the current regulatory regime, the CFTC:

(1) grants bona fide hedge exemptions to swap dealers in

the futures markets from speculative position limits so that
they can better manage the risk that results from serving as

a market maker to OTC clients and (2) classifies swap dealers’
trading activity as “commercial” in its Commitments of Traders
report since swap dealers principally use the futures markets
for the commercial purpose of hedging their price risk.”

In June of 2008, the CTFC undertook a survey of swap dealers
and index traders to better understand the positions held

by participants in the futures market. From the survey, it
recommended, among other things, that: (1) swap dealers

be removed from the “commercial category” and a new
category be created for reporting purposes; (2) “long form”
reporting be developed for large traders to better assess their
trading activity and (3) staff undertake a review of whether

to eliminate the bona fide hedge exemption for swap dealers
and instead create new limited risk management exemptions.”

Airlines principally hedge jet fuel by entering into customized
OTC contracts with swap dealers, who in turn hedge their own
risk by entering into other swaps and futures contracts since
customized OTC contracts offer low liquidity. Accordingly, many

market participants, from US swap dealers to global

and domestic airlines, are asking themselves how these
proposed regulatory initiatives, if implemented, will affect
jet fuel hedging in the airline industry.

It seems that subjecting US swap dealers to position

limits and eliminating their bona fide hedge exemption,
which in turn subjects them to the futures markets’ position
limits, will inhibit their ability to trade to better mitigate the
risk associated with customized OTC contracts and increase
liquidity. Given these trading constraints, US swap dealers
will likely: (1) pass costs associated with this increased

risk exposure to their OTC clients, which include global

and domestic airlines and (2) be less inclined to tailor

OTC contracts to meet an airling’s specific needs unless

a substantial premium is paid. Moreover, reporting,
recordkeeping and clearing requirements will generally
increase transaction costs for all hedging parties.

Although airlines have recently incurred significant losses
relating to their jet fuel hedging strategies, the necessity
for jet fuel hedging as protection against volatile energy
prices is clear as every extra penny paid for a gallon of jet
fuel costs the industry nearly US$200 million annually.*
Moreover, sophisticated jet fuel hedging strategies, which
can be used successfully by airlines as both a sword and
shield, have proven fruitful for those airlines who have
implemented them with prudence and patience.

Nonetheless, even successful jet fuel hedging strategies
raise serious risk management issues for airlines such as
what percent of its projected jet fuel usage should the airline
hedge and what degree of basis risk can the airline tolerate,
given that oil futures only correlate with, but are not identical
to, jet fuel costs. The proposed regulatory initiatives,

if implemented, ultimately threaten to compound the
complications already present in developing and deploying
jet fuel hedging strategies as jet fuel hedging could become
more burdensome, costly and difficult for airlines to obtain.
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White & Case is a leading global law firm with more than 2,400 lawyers in 34 offices in

23 countries. Among the first US-based law firms to establish a truly global presence, we
provide counsel and representation in virtually every area of law that affects cross-border
business. Our clients value both the breadth of our global network and depth of our US, English
and local law capabilities in each of our regions and rely on us for their complex cross-border
transactions, arbitration and litigation provided by our global practices. Whether in established
or emerging markets, the hallmark of White & Case is our complete dedication to meeting the
business priorities and legal needs of our clients.

Our approach is based on listening to our clients’ needs, taking the time to understand their business
and responding with effective strategies and solutions, no matter how big the opportunity or
formidable the challenge. With new technologies, globalization, consolidation and other forces
continuously changing how business gets done, we help our clients evaluate the risks and rewards
of ventures designed to advance their interests.

We work with the world’s most established and respected companies, including two-thirds of the
Global Fortune 100 and half of the Fortune 500, as well as with start-up visionaries, governments and
state-owned entities.
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