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Figure 2 Jet Fuel Prices over 1992-2003
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Source: Energy Information Administration. Spot prices are for U.S. Gulf Coast.

results show an increase in the hedging premiums over the
time period studied. The largest hedging premiums occurred
in 2002 in both models, a year in which fuel prices were both
high and volatile. (In addition, the premiums are statistically
significant in both models for 2002 and 2003.)

Moreover, as shown in Figure 2, we classified jet fuel
prices into four different “regimes”™—(1) low prices and
volatility (1992-1996), (2) declining prices (1997-1998),
(3) increasing prices (1999-2000), and (4) high prices and
volatility (2002-2003)—and then estimated hedging value
premiums during each of these periods. As reported in
Panel B of Table 6, we found that the premium value for
hedging generally increased over these four time periods,
with the highest premiums occurring in 2002-2003, the
period covered by our study that experienced the highest
prices and volatility. And if we were to create a fifth period

running from 2004 to the time of this writing (October
2006)—a period in which the level and volacility of fuel
costs have continued to rise—our best guess is that the
hedging value premium would have continued to grow
along with them.

Conclusions

In response to the question posed at the beginning of the
article: “Does hedging add value to corporations?” our
response is a definite “yes” for the 28 airlines in our sample.
Those airlines that hedge their fuel costs have Tobin’s Q
ratios that are 5-10% higher than those of airlines that
choose not to hedge. Our results also suggest that the main
source of value added by hedging is its role in preserving the
firm’s ability to take advantage of investment opportunities
that arise when fuel prices are high and airline operating

24. See Allayannis and Weston (2001), cited earlier.
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cash flows and values are down. Specifically, we find that
the value premium associated with hedging increases with
the level of the firm’s capital investment.*
We also find that the more active hedgers of fuel costs
- among the airlines are the larger firms with the least debtand
highest credit ratings. This result is somewhat surprising, at
least to the extent the smaller airlines might be expected to
have larger financial distress costs (as a percentage of firm
~ value), and hence greater motive to hedge. One explana-
tion is that the smaller airlines have lacked either sufficient
-~ resources or the strategic foresight to acquire a derivatives
‘ ng capability. A second possibility, however—one that
consistent with our main findings—is that the largest
airlines also have highest costs of financial distress (even
as a percentage of firm value) in the form of more growth
opportunities that could be lost as a result of high leverage

and financial risk. Conventional wisdom says it is mainly
just the largest airlines that are able to buy distressed assets
during periods of weak industry cash flows—and to the
extent this is so, such firms may also have the most to gain

from hedging.
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reted more broadly, our study provides evidence that the use of commaodity
commodity users increases firm value.This is in contrast to other studies that
ittle or no value gain from hedging by commodity producers. For an example
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of the latter, see Yanbo Jin and Philippe Jorion, “Firm Value and Hedging: Evidence from
U.S. Oil and Gas Producers,” Journal of Finance 61 (2006), pp. 893-919.
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