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Overview

Many private firms and some public agencies such as transit authorities routinely hedge their fuel purchases.  They do so by purchasing or selling oil futures or fuel-related options contracts.  Oil producers hedge to protect the prices they will receive while private buyers such as airlines hedge to protect the prices they will pay.   Public agencies generally are fuel buyers, and those who hedge do so to achieve budget surety.  In this presentation we will explore how public agencies go about doing so, and whether it makes good economic sense.   
Methods
The presentation and background paper will address a number of related questions.  These include the following:

1. What is fuel hedging?

a. An explanation of what fuel hedging is and what is accomplished by it 
2. How does one fuel hedge?

a. Financial derivative instruments used to hedge
i. futures, options, collars
3. Where does one go to hedge future prices?
a. Organized exchanges
b. Over the Counter market  

4. What is a fuel hedging strategy? 
a. What instruments to use, when to hedge, how much to hedge, etc.   

5. Who engages in fuel hedging?

a. Examples of firms and public agencies that engage in fuel hedging

6. What does it cost to hedge?

a. Transaction costs, margin money

7. What alternatives to fuel hedging are there?

a. Cost passthrough, diversification, budget reallocation

8. Why do public agencies engage in fuel hedging, and how do they do so?

a. Budget surety 
b. Banks as counterparties

9. Does this make good economic sense?

a. The gains and costs of hedging.  Why it may make sense for public agencies to hedge.  
Results

The presentation will explain the basics of fuel hedging, what strategies are available to fuel hedgers, and what alternative ways they have to stabilize their profits or budgets.  It will give examples of companies and of public agencies that hedge against crude oil and product price changes, and explain what it costs them and what they gain from doing so.  The presentation also will explain how the media and others often misinterpret fuel hedging and why such misinterpretation puts pressure on companies or governments not to hedge even where it may be sensible to do so.  Examples will be offered showing that hedging often is confused with speculation, which is an entirely different type of activity.  Once the distinction is understood, hedging can be seen as a kind of insurance, a way of paying to avoid costly internal reallocations of resources.  
Conclusions
The concluding section will take up the question of whether it makes sense for public agencies to attain budget surety through fuel hedging.  The question addressed is whether hedging enables agencies to overcome political incentives that otherwise would lead to worse outcomes for the public.  The tentative conclusion is that fuel hedging indeed offers a superior alternative, at least in some instances.  
