




AIRLINE INDUSTRY           
RESPONSE TO HIGH FUEL 
PRICES
Airline plans made during the first half of 
2008 in response to high fuel prices may 
soften the impact of slow economic activity 
and the current crisis that threatens national 
and global financial markets.  Airline efforts 
to increase their pricing power and revenues 
by reducing capacity and establishing a la 
carte fees may significantly improve their 
financial positions in light of the recent de-
cline in oil prices.  Similarly, improvements 
in airline liquidity, particularly by increasing 
total cash on hand, will provide a safeguard 
against both volatile fuel prices and the 
current credit crisis.  However, the benefits 
of lower fuel prices may be offset by hedg-
ing losses if prices remain lower than the 
airlines’ fuel hedging arrangements for 2008 
and 2009.  In addition, if fuel prices remain 
at levels that support the low cost airline 
business model, network airlines could face 
increased low fare competition, which may 
undermine their capacity reduction plans.  
The challenge for airlines is to continue 
to pursue cost control and other revenue 
enhancement measures, particularly in a 
slow economic environment that threatens 
to further reduce passenger demand.

DOMESTIC AIRLINE CAPACITY
Airlines are continuing to reevaluate 
schedules and fleet plans since their 
first announcements of capacity reduc-
tions were made in May and June 2008.  
During the first 9 months of 2008, total 
capacity at U.S. airports, in terms of 
scheduled departing seats, decreased 1.3% 
compared with the same period of 2007.  

As of Octo-
ber 31, 2008, 
the number 
of scheduled 
departing seats 
at U.S. airports 
is expected to 
decrease 8.7% 
in the fourth 
quarter of 2008 
compared with 
the fourth 
quarter of 
2007, as shown 
in Table 1.  If 
these scheduled 
decreases are 
implemented, 
total seating 

capacity at U.S. airports will 
decrease 3.1% in 2008 com-
pared with 2007.

AIRLINE FUEL HEDGES
The effect of high oil prices 
varies substantially among air-
lines as a result of fuel hedging 
arrangements that shield the 
airlines from oil price spikes 
and lock in a share of their fuel 
costs at a specific price.  For 
example, Southwest Airlines 
hedged about 80% of its fuel 
costs during the second half 
of 2008, as shown in Table 
2.  These hedges require an 
upfront payment for a finite 
amount of fuel; as such, the 
fuel at the hedged price will 
eventually run out.  Airline 
financial results will be affected 
by the volatility of oil prices 

and the fuel hedging arrangements already 
in place that may result in hedging losses 
for the airlines if prices continue to decline.  
In the third quarter of 2008, Southwest 
Airlines reported its first loss in 17 years re-
lated to the decreased value of its hedges as 
the price of oil dropped during the quarter.  
Alaska, Continental, JetBlue, Northwest, 
and United airlines also reported fuel hedg-
ing losses in the third quarter of 2008.

EFFECTIVE FUEL PRICES
The effective fuel price that an airline pays 
for a gallon of jet fuel is the weighted aver-
age of the share of fuel covered by airline 
hedging arrangements at a specific price 
and the share of fuel that airlines purchase 
at the market price.  As shown on Figure 4, 
Southwest Airlines has the lowest weighted 
average jet fuel price as a result of its hedg-
ing arrangements.  During the second quar-
ter of 2008, Southwest Airlines reported 
$500 million in gains from fuel hedging 
contracts, which industry analysts suggest 
was responsible for Southwest’s profitable 
second quarter.  Southwest will continue to 
be protected by fuel hedges in coming quar-

ters, but the benefit 
will decrease as the 
hedged prices increase 
and the amount of fuel 
hedged declines.  In the 
fourth quarter of 2008, 
Southwest hedged 
about 80% of its fuel 
usage at the crude-oil 
equivalent price of $58 
per barrel. Those shares 
and prices decline to 
70% at $66 per barrel 
in 2009 and 40% at $81 per barrel in 2010.

FUEL SURCHARGES
In recent years, airlines imposed fuel 
surcharges to recover high fuel costs.  Fuel 
surcharges are included in the average pas-
senger ticket price, but are not typically 
reported with other fees, such as passenger 
facility charges, security fees, and segment 
fees.  At most airline websites, informa-
tion on fuel surcharges can be found under 
fare rules and restrictions.  According to 
industry analysts, airline fuel surcharges are 
not consistently applied and have no direct 

correlation 
with the cost 
of fuel, even 
on the same 
flight of an 
individual air-
line.  Attempts 
by airlines to 
increase air-
fares, whether 
it is an increase 
in the base 
fare or a fuel 
surcharge, are 

not always successful, particularly 
if other airlines do not match 
the increase.  Data reported by 
FareCompare, an online fare and 
travel company, indicate that 
U.S. airlines attempted 11 fuel 
surcharge increases in 2008, with 
7 of the 11 attempts being suc-
cessful.  The inability of airlines 
to consistently and successfully 
pass on the high cost of fuel has 
led to recent reductions in airline 
seating capacity, which reduces 

the number of available low-fare seats and 
puts upward pressure on average airfares.
Airline fuel surcharges have come under 
increasing scrutiny by corporate travel buy-
ers and industry organizations.  Corporate 
discounts typically apply to the base fare 
ticket price and not to the fuel surcharge.  
An analysis of 193,000 domestic fares in 
September 2008 by FareCompare showed 
that 38% of airfares did not carry fuel sur-
charges, while 44% of airfares had surcharg-
es on 7-day or less advance-purchase tickets.  
In addition to fuel surcharges, a la carte fees 
for baggage and ticket changes are also of 
concern to corporate travel buyers because 
these relatively new fees are not covered in 
corporate discount arrangements.

AIRLINE LIQUIDITY
The high and volatile fuel prices of the past 
year prompted recent efforts by airlines to 
improve their liquidity, including increas-
ing cash-on-hand and renegotiating credit 
card holdbacks.  The eight U.S. airlines that 
ceased operations during the past year (see 
Table 3) cited their inability to respond to 
high fuel prices as a factor in their shut-
downs.  In April 2008, Frontier Airlines 
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Note:  Data include mainline and code-sharing a�liate activity and
re� ect airline � lings with the O� cial Airline Guide as of
October 9, 2008, which are subject to change.

Source:  O� cial Airline Guides, Inc., online database, accessed
October 31, 2008.

Airl ine 2008 Q4 2009 Q1

   AlaskaAirlines (9.3) (8.0)

  AirTran Airlines (6.7) (3.6)

  American Airlines (11.0) (11.2)

  Continental Airlines (8.3) (9.1)

  Delta Air Lines (9.3) (5.4)

  Frontier Airlines (7.7) (10.2)

  JetBlue Airways (2.9) (1.1)

  Hawaiian Airlines 22.4 24.2

  Northwest Airlines (6.6) (7.4)
  Southwest Airlines (0.5) (6.6)

   Spirit Airlines (12.0) (12.7)
  United Airlines (11.9%) (12.4%)

  US Airways (8.6) (9.2)

   All  air lines (8.7) (9.2)

Table 1
AIRLINE SEATING CAAA PACITYAT U.S. AIRPORTS 

YearYY -over-year percent increase (decrease)

Year/quarter AirT
ran

Alaska
American

Continental

Delta
JetBlue

North
west

Southwest

United
US Airw

ays

2007 Q1 28%
2007 Q2 35
2007 Q3 50
2007 Q4 50
2008 Q1
2008 Q2 48

37

2008 Q3 82
2008 Q4 74
2009 Q1 29
2009 Q2 29

50
50
50
46
39

50%
53
50
50
50

29%
34
35
40
35
36
35
n.a.
n.a.
n.a.

n.a.  =   not available

30%
35
35
32
22
18
63
65
35
24

38%
48
21
21
27
49
46
59
51
28

71%
65
53
35
35
47
33
23
n.a.
n.a.

45%
35
40
50
45
40
71
68
41
n.a.

100%
95
90
90
70
70
80
80
70
70

25%
23
27
18
13
30
46
58
37
32

56%
60
54
56
50
56
58
47
n.a.
n.a.

Source:  Individual airline �lings with the U.S. Securities and Exchange Commission.

Table 2
AIRLINE FUEL HEDGES

PERCENT OF FUEL HEDGED

Figure 4
WEIGHTED AVERAGE FUEL PRICE BY AIRLINE

Source:  Individual airline �lings with the U.S. Securities and Exchange Commission. 
Note:  Weighted average fuel price per gallon includes fuel hedges.
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U.S. airline Airport base Ceased operations

MAXjet Airways Washington Dulles International December 25, 2007
Big Sky Airlines Billings Logan International March 7, 2008
Aloha Airlines Honolulu International March 31, 2008
ATA Airlines Indianapolis International April 3, 1008
Skybus Airlines Port Columbus International April 5, 2008
Eos Airlines New York John F. Kennedy International April 27, 2008
Champion Air Minneapolis-St. Paul International May 31, 2008
Air Midwest Kansas City International June 30, 2008

Note:  Frontier and Sun Country airlines �led for Chapter 11 bankruptcy protection on April 11, 2008 and 
 October 6, 2008, respectively.

Table 3
U.S. AIRLINES CEASING OPERATIONS IN 2007 AND 2008

Figure 5
TOTAL CASH ON HAND FOR SELECTED U.S. AIRLINES

Ranked by Second Quarter 2008 Cash on Hand
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In billions
Note:  Total cash on hand includes cash, cash equivalents and short-term 
 investments, but excludes restricted cash.

Source:  Individual airline �lings with the U.S. Securities and Exchange Commission. 

2008 Q2
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•When you think about what you would 
rather manage at an airline, you would rather 
deal with demand cessation than $150 oil.  In 
some respects, with fuel dropping the way it•s 
dropping, we•re somewhat hedged against 
the economic downturn.Ž   
Richard H. Anderson,  Chief Executive Officer, 
Delta Air Lines, The New York Times, October 10, 
2008

Figure 3
OIL PRICES IN U.S. AND OTHER CURRENCIES
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Source:   U.S. Federal Reserve and U.S. Department of Energy, Energy Information Administration, Short-Term 
 Energy Outlook, Table 2, •U.S. Energy Nominal Prices and Inventories,Ž www.tonto.eia.doe.gov.  
 Accessed September 10, 2008.
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he belief that high oil prices are 
here to stay is shared by many, 
although there is much debate 

about the underlying causes of high oil 
prices and the ultimate pricing point that 
will redefine airline business models.  The 
decrease in oil prices from a peak of $147 
per barrel in July 2008 to a 16-month low 
of $63 per barrel in October 2008 fuels this 
debate and introduces another element of 
uncertainty.  Is this the “tipping point” that 
will return the airline industry to profit-
ability?  Or, is this only a temporary respite 
from a long-term trend of high oil prices 
and constrained supply?

OIL AND THE GLOBAL 
ECONOMY
Although the recent decline in oil prices 
promises to improve the financial fortunes 
of the U.S. airline industry, oil is a global 
commodity that will continue to affect and 
be affected by world economic conditions, 
geopolitical events, and supply disruptions.  
The volatility of oil prices in recent years re-
flects changing global conditions that have 
resulted in imbalances in world oil supply 
and demand.  During all of 2007 and the 
first part of 2008, world oil demand ex-
ceeded supply, as shown on Figure 1.  At the 
same time, world oil production was lower 
throughout much of 2007 than in 2006, 
until October 2007, when world oil prices 
reached nearly $90 per barrel and triggered 
increased production.  

Between 2007 and 2008, the oil demand 
of developing countries, such as China and 
India, increased 4%, faster than growth 
during the past 10 years (averaging 3% 
between 1998 and 2008).  In 2008, the oil 
demand of developing countries accounted 
for 44% of world oil demand (up from 
36% in 1998).  In contrast, the oil demand 
of developed countries, such as the United 
States and the United Kingdom, decreased 
2% between 2007 and 2008, compared 
with relatively slow growth during the past 
10 years (averaging 0.2% between 1998 
and 2008).  As shown on Figure 2, devel-
oping countries (those not included in the 
Organization for Economic Cooperation 
and Development) have driven increases in 
world oil demand since 2007, while the de-
mand of developed countries has decreased.
High oil prices can also relate to other 
factors that affect the balance of world oil 
supply and demand.

• Fuel subsidies in developing countries 
have contributed to high oil prices 
by supporting the consumption of 
oil at below market prices.  In recent 
months, a number of countries in 

 Asia, including China, Indonesia, 
Malaysia, and Vietnam, have reduced 
fuel subsidies, although prices remain 
artificially below world market prices.      

• Speculation in oil futures markets by 
noncommercial traders has been cited 
as a reason for high oil prices.  Non-
commercial traders purchase oil fu-
tures as part of investment portfolios 
and, as a result, increase the volume 
of trading and put upward pressures 
on oil prices.  In contrast, airlines are 
price-sensitive consumers of oil and 
purchase oil futures as a hedge against 
future price spikes.   

• Since the reference price of oil is 
quoted in U.S. dollars, oil prices typi-
cally increase when the U.S. dollar de-
creases in value relative to other cur-
rencies.  The devaluation of the U.S. 
dollar in the past year has resulted in 
higher oil prices in U.S. dollars than 
in other currencies, such as the euro 
and the Japanese yen, as shown on 
Figure 3.  In recent months, the U.S. 
dollar has regained strength against 
other currencies.

Figure 2
WORLD OIL DEMAND FOR OECD AND NON-OECD COUNTRIES

   Note:   The OECD (Organization for Economic Cooperation and Development) includes the countries of 
   Australia, Austria, Belgium, Canada, the Czech Republic, Denmark, Finland, France, Germany, Greece, 
   Hungary, Iceland, Ireland, Italy, Japan, Luxembourg, Mexico, the Netherlands, New Zealand, Norway, 
   Poland, Portugal, Slovakia, South Korea, Spain, Sweden, Switzerland, Turkey, the United Kingdom,  
   and the United  States.
Source:  U.S. Department of Energy, Energy Information Administration, Short-Term Energy Outlook, Table 3a. 
   “International Petroleum Supply, Consumption, and Inventories,” www.tonto.eia.doe.gov. 
   Accessed September 10, 2008.  
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filed for Chapter 11 bankruptcy protection 
to avoid efforts by its credit card proces-
sor to substantially increase the holdback 
of customer receipts, which threatened its 
liquidity.  In September 2008, United Air-
lines announced an amendment to its co-
branded card marketing services and credit 
card processing agreements that increased 
its liquidity by $1.2 billion.  As shown on 
Figure 5, U.S. airlines increased their cash 
on hand in 2008, reflecting the conversion 
of short-term investments into cash, the sale 
of aircraft, the return of leased aircraft, and 
the rescheduling of aircraft orders, which 
require large cash outlays. 

AIRCRAFT RETIREMENTS
A number of airlines announced the retire-
ment of fuel inefficient aircraft as part of 
their capacity reduction plans.  For exam-
ple, United Airlines plans to retire at least 
30 of its oldest B-737 aircraft in the fourth 
quarter of 2008, primarily B-737-500s but 
possibly B-737-300s as well.  Continental 

Airlines plans to retire its B-737-300 and 
B-737-500 aircraft in 2008 and 2009 and 
remove a number of leased B-737-300s 
from its fleet when leases begin expiring in 
September 2008.  Delta Air Lines intends 
to remove 15 to 20 mainline aircraft out 
of its fleet by the end of 2008, including 
MD 80, B-757, and B-767-300 aircraft.  A 
recent report by JP Morgan and a review of 
individual airline filings with the U.S. Se-
curities and Exchange Commission indicate 
that more than 500 aircraft will be retired 
in 2008 and 2009, as shown in Table 4.

LOOKING FORWARD TO 
2009
There are many views on the outlook for 
2009.  A recent JP Morgan report noted 
that jet fuel prices may be lower in 2009 
than in 2008 and that the industry could 
potentially have a strong year, assuming 
that fuel prices are lower, airline capacity 
reductions are implemented, and additional 
revenue is generated from new fees, such 

as checked baggage fees.  Other scenarios 
are less optimistic but much depends on oil 
prices, the slowdown in economic activity, 
the current crisis facing national and world 
financial markets, and the impact of all of 
these factors on disposable income and the 
propensity to travel.  As of October 31, 
2008, the number of scheduled departing 
seats at U.S. airports is expected to decrease 
9.2% in the first quarter of 2009 compared 
with the first quarter of 2008, as shown in 
Table 1.  A profitable 2009 for the airline 
industry could have both positive and 
negative implications for airports.  On the 
one hand, a profitable airline industry will 
be more financially viable and poised to 
order new fuel efficient aircraft and support 
airport capital improvement programs.  On 
the other hand, a profitable airline industry 
is likely to be the product of significant 
capacity reductions and increases in airfares 
and a la carte fees, which may reduce pas-
senger traffic and revenues at many airports.  
The challenge for airport operators is to 
evaluate and anticipate how the changes 
that the airlines are making today may af-
fect their airport operations in the future.
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“By and large carriers have found that they have 
greater leverage to reduce service than to raise 
air fares.”    

John Heimlich,  Chief Economist, Air Transport 
Association, The Wall Street Journal, October 13, 2008

Aircraft type
American

Continental

Delta
JetBlue 

Northwest

US Airways

United
Total

Narrowbody

A300/A320
B-737-300/500
B-757
B-767
DC-9
MD 80

Widebody
A320-300
B-747

Regional jets
Turboprops

Total

10
--
--
--
--

30

--
--

37
26

103

--
67
--
--
--
--

--
--

64
--

131

--
--
5
5
--
5

--
--

100
--

115

--
--
--
--
--
--

--
--
4
--

4

--
--

14
--

33
--

--
--
--
--

47

4
6
--
--
--
--

2
--
--
--

12

--
100

--
--
--
--

--
6
--
--

106

14
173

19
5

33
35

2
6

205
26

518

Note:  Includes 10 aircraft that are being returned under leases or capacity purchase arrangements.
Sources:  Individual airline filings with the U.S. Securities and Exchange Commission and press releases.

Table 4

PLANNED AIRCRAFT RETIREMENTS IN 2008 AND 2009

Figure 1
WORLD OIL SUPPLY AND DEMAND

(a)  Excludes withdrawals from oil inventories.
Source:  U.S. Department of Energy, Energy Information Administration, Short-Term Energy Outlook, Table 3a. 
 “International Petroleum Supply, Consumption, and Inventories,” www.tonto.eia.doe.gov.  
 Accessed September 10, 2008.  
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Please contact any of the 
following individuals for 
additional information:

“Things have changed quite a bit in just two short months.  The good news is that the change in oil prices 

has worked in our favor over this period, but the questions about the steady-state price of fuel and the 
direction of the economy are as yet unanswered.”   

Beverly Goulet,  Vice President of Corporate Development and Treasurer, American Airlines, speaking at the Calyon 
Securities U.S. Airline Conference, September 18, 2008
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