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AIRLINE PASSENGERS AND PEAK-TO-PEAK CYCLES
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The rise of protecƟonist aƫ-
tudes, parƟcularly in the USA, and
the trade war with China are likely
to mean that the top four economic
areas (US, China, Japan and Euro area
— which between them account for
half of global GDP) will see economic
growth moderate further in the
medium term. A large part of the
organisaƟon’s forecast for global
economic upƟck in φτφτ comes from
a recovery in emerging markets that

had slowed in φτυύ, notably Brazil
and India, or those emergingmarkets
which had been under severe stress
(such as Venezuela, ArgenƟna and
Iran) which may have boƩomed out.
It also highlights the severe risks
on the downside — and the recent
geopoliƟcal tensions in the Gulf
between Iran and the USA is a case
in point — and that the outlook is
“precarious”.

Meanwhile, IATA, in its biannual

review of airline economic perfor-
mance, published in December,
downgraded its forecasts for annual
profits in the industry. It suggests
that the industry could end up with
an operaƟng profit of $ψφ.ωbn (υτ%
lower than its April forecast and
represenƟng a margin of ω.υ%) down
from $ψω.ύbn in φτυό on revenues
up by χ% and traffic (in terms of RPK)
up by only ψ.φ%. If so, this would be
χτ% down from the recent peak level
of profitability achieved in φτυω. At
the net level it is forecasƟng profits
of $φω.ύbn, a margin of χ% and
equivalent to $ω.ϋτ per deparƟng
passenger.

During φτυύ passenger demand
moderated. For the past five years in-
dustry RPKs had been growing at an
annual rate of ϋ-ό%, well above the
historic long term trend. In July, the

Economic and aviation
cycles: Are we at the peak
yet?

A¥ã�Ù an unprecedented eleven years of above-trend growth in
theairline industry there are signsof demandweakness emerg-
ing that might give support to those who think it is Ɵme for a

slowdown.The IMF in itsOctoberWorldEconomicOutlook againdown-
graded its esƟmate for GDP growth in φτυύ — by χτ basis points — to
χ.τ%,noƟngthat thepaceofeconomicacƟvity remainsweakandpoint-
ing out that the momentum in manufacturing has fallen to levels not
seen since the global financial crisis. An upƟck to χ.ω% in φτφτ is ex-
pected, however.
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northern hemisphere’s peak season,
the industry registered growth of a
just χ.ϋ% (and φ.ϋ% on internaƟonal
services) and since then growth in
RPKshas remainedmuted.But capac-
ity growth has also been a liƩle slow,
and IATA is forecasƟng that global
passenger load factors will have risen
to a record όφ.ψ%worldwide.

Part of the reason behind this
slowdown lies withthe grounding of
the ϋχϋMAX fleet and the lack of
deliveries of new aircraŌ from Boe-
ing (see following arƟcle). Part may
be due, parƟcularly in Northern Eu-
rope, to the “Greta” effect, increasing
awareness of the environmental im-
pact of aviaƟon and the growthof the
flygskammovement.A largepartmay
be due to reduced consumer confi-
dence. IATA is forecasƟng a further
slowdown inφτφτ to growth inRPKof
only ψ.υ%.

Cargo has suffered this year. Total
freight traffic inRTKs is expected tobe
downby χ.χ%with cargo yields down
by a further ω% year on year.

Ona regionalbasis, thereappears
to have been a slowdown in growth
rates in all areas. With domesƟc Chi-
nese traffic registering annual growth
of “only” ό.ω% for the ten months to
October, down from υφ.ω% in φτυό,
RPKgrowthamongcarriers in theAsia
Pacific region is expected to halve to
an annual ψ.ω%.

Growth among the Middle East
carriers meanwhile has slumped to
φ.ϊ%, with the carriers in the region
paying their passengers ω% of their
revenues at the operaƟng level to fly.

IATA is forecasƟng resonable lev-
elsofprofitability for theNorthAmer-
ican and European airlines but notes
that under its forecasts the industry
as a whole, with returns on invested
capital of only ω.ϋ%, has returned to
the normal state of destroying share-
holder value.
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BOEINGORDERS ANDDELIVERIES 2019

737 747 767 777 787 Total

Orders 68 26 38 111 243
CancellaƟons -119 -41 -27 -187

Net orders -51 26 -3 84 56

Deliveries 121 7 40 40 137 345

Backlog 4,591 17 97 388 569 5,662

Net orders 2018 580 6 27 48 145 806

Note: to endNovember φτυύ
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AIRBUSORDERS ANDDELIVERIES 2019

A220 A320 A330 A350 A380 Total

Orders 12 751 64 113 940
CancellaƟons -5 -91 -8 -48 -70 -222

Net orders 7 660 56 65 -70 718

Deliveries 31 537 45 96 6 715

Backlog 432 6,193 306 628 11 7,570

Net orders 2018 20 626 49 93 12 800

Note: to endNovember φτυύ

NÊã Øç®ã� the nadir for Boeing
as we suggested in the last
issue. ϋχϋ MAX producƟon

has now been suspended, the recer-
ƟficaƟon process is sƟll unclear, sec-
ond quarter φτφτ at earliest it seems,
andDennisMuilenburgwas sackedas
CEO.

Boeing ended φτυύ (up to end
November) with net orders of just
ωϊ and deliveries of χψω commercial
jets. Not that it was a parƟcularly
good year for Airbus either: φυφ can-
cellaƟons brought the net order to-
tal down to ϋυό, and there were just
ϋυω deliveries up to end-November
against an original target of ύϊτ for
the year.

The ramificaƟons of the MAX cri-
sis extend far beyond the immediate
performance of the twoOEMs. There
are two basic scenarios (with lots of
gradaƟons in between).

Scenario One implicitly underlies
the various traffic forecasts made by
IATA— that the ϋχϋMAX operaƟonal
issues are resolved, and producƟon
and deliveries resume, at least at
some point in φτφτ. In the medium

term the damage to Boeing’s reputa-
Ɵon is contained, with confidence in
the FAA’s role in cerƟfying aircraŌ re-
stored.

Boeing and its insurers will bear
the large majority of the costs of the
MAX grounding. Airlines and lessors
will receive compensaƟon for deliv-
ery delays allowing expansion plans
to be resumed. Public confidence
in the MAX may take some Ɵme to
come back but, with rebranding and
incident-free operaƟons for some
years, memories of the MAX acci-
dents and the grounding will fade,
as they did with historical problems
afflicƟng the ϋφϋ, DC-υτ, etc.

In summary, painful lessons will
be learnt but the impact of the ϋχϋ
MAX grounding will probably not be
percepƟble in the long-termperspec-
Ɵve.

Scenario two is at the opposite
extreme. Unable to remedy the
MCAS faults to the saƟsfacƟon of
its customers and the regulatory
bodies, Boeing is forced to cancel the
MAX programme, which would have
nightmarish financial and strategic

impacts.
As well as the compensaƟon due

relaƟng to the two accidents and de-
lays — $υτbn? — the manufacturer
would face the prospect of return-
ing deposits and Pre-Delivery Pay-
ments (PDPs) taken from orderers
(andwhich are calculated as percent-
ages of the list price not the dis-
counted actual price) plus the costs
of cancelling parked MAXes — in to-
tal $ωτbn as a guess. But Boeing,
having used most of the debt it has
raised over the past year to pay divi-
dends andmake sharebuy-backs, has
a weakened balance sheet, in fact
negaƟve equity of about $χ.όbn as at
the end of the third quarter (AviaƟon
Strategy, November φτυύ).

The implicaƟon, bizarre as it may
seem, is that the US government
would have to have to intervene to
organise a financial restructuring,
maybe spliƫng Boeing up into com-
ponent parts. Apart from themilitary
implicaƟons for Washington, there is
also the boost that this catastrophe
would give to the nascent Chinese
airframemanufacturing industry.

MAX crisis:
Two scenarios

ψ www.aviationstrategy.aero December φτυύ

https://www.aviationstrategy.aero/newsletter/?issue=250
https://www.aviationstrategy.aero/newsletter/?issue=250
http://www.aviationstrategy.aero/


�

�

�

�
0

500

1,000

1,500

2,000

2,500

3,000

3,500

4,000

2000 2005 2010 2015 2020 2025

JET AIRCRAFTORDERS ANDDELIVERIES

Deliveries

Net Orders

Source: ESG AirlineMonitor

�

�

�

�
0

2,000

4,000

6,000

8,000

10,000

12,000

14,000

16,000

2010 2015 2020 2025 2029

PROJECTEDAIRBUSNARROWBODY FLEET

A320ceo

A320neo

A220s

�

�

�

�
0

2,000

4,000

6,000

8,000

10,000

12,000

14,000

16,000

2010 2015 2020 2025 2029

PROJECTED BOEINGNARROWBODY FLEET

717/727/757

737 Classics

737NG

737Max

As for the airline and lessor cus-
tomers,would theyhave toworry not
only about compensaƟon but also re-
covering their PDPs? All-Airbus op-
erators might suddenly find them-
selves in a very favourable posiƟon,
buthowcould the industry as awhole
achieve its growth plans? According
to the projecƟons shownon this page
MAXes were expected to account for
over half of the operaƟng Boeing nar-
rowbody fleet, and a quarter of the
global narrowbody fleet, by φτφύ.

An all-new Boeing model will
take, maybe, ten years to cerƟfica-
Ɵon, while Airbus does not look as
if it can fill the producƟon gap. This
means retenƟon of older types in the
global fleet, which means, among
other things, that carbon emission
targets will bemuch harder tomeet.

Apologies for this unseasonal
speculaƟon. Scenario one is sƟll
much more probable than two, but
the laƩer has to be considered.

December φτυύ www.aviationstrategy.aero ω
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EASYJET FINANCIAL RESULTS (£m)

OperaƟng Result

Net Profit

Revenue

FY end September

E�ÝùJ�ã and Ryanair were both
children of wrath. Or at least
September υυ φττυ trans-

formed the prospects of the two
barely-established new entrants.
As traffic collapsed, orders were
cancelled and tradiƟonal carriers
teetered, the two manufacturers
turned their aƩenƟon to the new
LCCs, suddenly desperate to strike
deals.

Both easyJet and Ryanair nego-
Ɵated and placed mega-orders at
hugelydiscountedunit prices, locking
in a long-term criƟcal cost advantage
as the purchase contracts included
price guarantees that were carried
through to future orders. Ryanair
choose the maximum seat capacity
available — the υόύ-seat ϋχϋ-όττ —
while easyJet eventually opted for
the υωϊ-seat Aχυύ rather than the
ϋχϋ-ϋττ. The Airbus/Boeing decision
was extremely close, and no single
factor was decisive, but easyJet went

for Airbus, switching from its previ-
ous ϋχϋ-χττ fleet policy, bringing an
unforeseeable advantage υϋ years
later. EasyJet management at the
Ɵme had no precise idea of where
the φψτ new Aχυύs would operate
but there was belief in the operaƟng
model, which has generally been
jusƟfied.

Ryanair has never deviated from
its original concept (except maybe
with its recentmulƟ-branding experi-
ment—seeAviaƟonStrategy, August
φτυύ), and has always been led by
Michael O’Leary, someƟmes brilliant,
usually irascible, someƟme amusing,
someƟmes obnoxious, religiously fol-
lowinghisversionof theultra lowcost
model. EasyJet,on theotherhandhas
tried to move away from the pure
LCC model, posiƟoning itself some-
where between the ULCCs and the
Legacies, whose short-haul product
has become over the years more like
easyJet’s.

ConƟnuity of top management
has been a feature of the Ryanair
approach while easyJet has gone
through several management
regimes — first, under Ray Webster,
the architect of easyJet’s successful
expansion, then under Andrew
Harrison when the carrier seemed
to lose its way, followed by Carolyn
McCall who came from an unlikely
media background, and since De-
cember φτυϋ under Johan Lundgren,
a Swedish naƟonal whowas previous
Deputy CEO of TUI.

The founder Stelios Haji-Ioannou
soonƟred of jokey pictures of himself
with specs drawn on, and retreated
to Monaco from where he berated
the underperformance of the airline,
which is sƟll χω% owned by himself
and close relaƟves, under Andrew
Harrisons’s management. He was
soothed by the escalaƟon in share
price under Carolyn McCall, and has
remained (ominously?) quiet about
Johan Lundgren’s regime.

EasyJet has been polishing its
ESG (Environmental and Social Gov-
ernance) credenƟals. It measures
customer saƟsfacƟon (not too good,
rated ϋψ% in φτυύ against ότ% in
φτυω), on Ɵme performance (again
down to ϋω% in φτυύ from ότ% in
φτυω), is open about the detailed
criteria used to establish directors’
remuneraƟon, and is very keen on
environmental issues.

In fact easyJet has announced
that from December φτυύ it will be a
zero carbon emissions airline. It has
achieved this by by buying carbon
offsets from two companies that in-
vest in carbon neutralisaƟon, plant-

The evolution
of easyJet
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ing trees among other projects. This
will cost easyJet just £φωm or φωp per
passenger, though this is in addiƟon
to the esƟmated £υττm-plus easy-
Jet has to spend on buying carbon
creditsunder theEuropeanEmissions
Trading Scheme (ETS). SƟll for a small
outlay, easyJet has undoubtedly en-
hanced its brand.
BrandingmyƖeries

Branding is a curious process, but
one that easyJet (and the other easy-
Group companies) has always taken
very seriously; we turn to some quo-
taƟons from Lis Blair, Chief Market-
ing Officer at easyJet, in a recent in-
terview with Campaign, the publica-
Ɵon for media and adverƟsing types,
which summarises easyJet’s current
posiƟoning — how a LCC markets it-
self withoutmenƟoning price.

“A brand surviving on raƟonal
proof-points alone (and predomi-
nantly price) in a highly compeƟƟve
market would surely find itself in a
race to the boƩom. We needed to
elevate the brand from price alone
— to create an emoƟonal connecƟon
with our customers. To come of age…

“Sowesetout toappealonamore
emoƟonal level to increase affinity
anddrivebrandconsideraƟon—aim-
ing to reawaken a love for travel by
taking customers on a flight of imag-
inaƟon.

“To drive this change, we needed
tomakesomesubtlebut fundamental
changes to our adverƟsing, starƟng
with our pan-European brand cam-
paign.

“It was a thing of beauty…. A
sense of calm, taking the listener into
a dream-like state, instantly evoking
that flight of imaginaƟon.

‘Imagine where we can take you.
EasyJet. Europe from£φύ.ύύ.’

“But I had a hunch. A hypothesis
that the price message was superflu-

ous, telling people what they already
knew,maybe even holding us back.

“Andguesswhat? It turnsoutwith
the price message there, that’s all
people recall from the ad. When you
remove it, other messages are ap-
preciated and remembered. Includ-
ing value — so we sƟll convey value
without talking about price. Low-cost
travel is so strongly associated with
easyJet that people sƟll take it out as
a key message without us even need-
ing tomenƟon it.”

The financials

Back from markeƟng exuberance to
some uncreaƟve financials.

In FYφτυύ (to September χτ)
easyJet grew capacity by υτ.χ%
to υτω.τm seats while passengers
booked increased by ό.ϊ% to ύϊ.υm,
causing a slight decline in load factor
to ύυ.ω%. With unit revenue dipping
by υ.ό% to £ϊτ.ό/seat, total revenue
rose by ό.χ% to £ϊ.ψbn.

Unit costs rose by υ.ϊ% to
£ωϊ.ϋ/seat, but would have declined
if has not been for an escalaƟon in
fuel prices. Total operaƟng costs rose
by υυ.ϋ% to £ω.ύbn. To contain costs
and reduce the operaƟonal problems
that afflicted the airline in recent

years easyJet has invested in data-
based tools to predict and remedy
operaƟonal problems, crewing issues
and ATC delays. These seem to be
working as the number of “disrupƟon
events” was down by χτ% in FYφτυύ
compared to φτυό.

OperaƟng profit fell to £ψϊϊm
from £ωύωm in the previous year
while net profit aŌer taxwas down to
£χψύm from£ψϊϊm.

The balance sheet remains solid
with £ό.φbn of assets, including
£υ.χbn of cash, against total liabili-
Ɵes of £ω.φbn, giving shareholders’
equity of just under £χbn. Its credit
raƟng is high for an airline, BBB+.

The financial outlook for easyJet
is posiƟve in the short/medium term.
For FYφτφτ theBloomberg consensus
is an improvement in operaƟng profit
to £ψύψm, up ϊ%, which may be too
cauƟous if easyJet can seize the op-
portunity offered by its rivals’ MAX
problems.

Because of thatmarginal fleet se-
lecƟon decision made back in φττχ
easyJet does not have the ϋχϋ MAX
headache today. Both Ryanair’s and
TUI’s growth plans are dependent on
MAX deliveries resuming in the sec-
ond quarter of next year, which is
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EASYJET: TOP 20 ROUTES BY FLIGHTS

looking increasingly uncertain, and
they in the meanƟme have unpro-
ducƟve capital Ɵed up at Boeing and
management aƩenƟon diverted to
negoƟaƟngcompensaƟonpayments.
Easyjet has its ownproblemswithAir-
bus anddelays toAχφυdeliveries, but
on nothing like the same scale.

EasyJet’s flexible fleet strategy is
shown in the chart on the preced-
ing page. Its base plan is to increase
the fleet by only χτ units between
φτυύ and φτφχ (though the mix will
change with more neos in the fleet).
In dire circumstances It could reduce
its φτφχ fleet by ψό units from the
planned φτφτ level by reƟring aircraŌ
at υϊ years, or it could add χυ units by
extending leases if the market is bet-
ter than expected.

Given easyJet’s commitment to
low capacity growth — χ% planned
for FY φτφτ — it seems unlikely that
it will take advantage to an extension
of the MAX crisis by boosƟng capac-
ity. Its aim is topushunit revenuesup,
which is the story that it is present-
ing to investors, but is a strategy that
has hardly ever worked for LCCs (see
Ryanair comparison below).

EasyJet’s network strategy has in
recent years concentrated on build-
ing capacity at its main bases, in-
cluding buying slots out of airline
bankruptcies (notably, Thomas Cook
slots at Gatwick and Bristol for £χϊm
and invesƟng €ψτm in taking over the
leases of φω Aχφτs and Berlin Tegel
slots from Air Berlin). It is aiming to
gain increased pricing power from
maximisingmarket shares at its bases
andboosƟng frequenciesbetween its
bases in preference to adding new
points.

The airline is the largest carrier
at each of its five most important
bases — Gatwick, Tegel, Geneva,
Luton and Milan Malpensa — and it
is also number one at the next three

airports of Nice, Bristol and Basel
while achieving second posiƟon at
Paris CDG andAmsterdam, the global
hubs for Air France/KLM. The graph
below of easyJet’s top φτ routes
shows the strong preponderance of
connecƟons between its main bases.
It also indicates the increasingly
business-orientated nature of the
network, for which frequency is
usually a major demand factor. Only
Gatwick-Barcelona and Luton-Nice
are predominantly leisure routes,
and these are not tradiƟonal mass
market holiday desƟnaƟons. VFR sƟll
plays an important role in routes like
Belfast-Gatwick.

EasyJet has always been strong
in yield management, using dynamic
pricing techniques in advance of its
LCC and Legacy rivals. In the φτυύ
results presentaƟon management
emphasised how the airline is “in-
novaƟng with data”, with a “shiŌ
in algorithms towards predicƟve
demand management”. What this
means is that it has succeeded in
pushing up the yield curve for close-
to-flight bookings; In the German
market, for example, yields in the fi-
nal week before departure in August
φτυύ were χϋ% higher than those in

the samemonth in φτυό.

easyJet vs Ryanair

However, there is liƩle evidence as
yet that the data innovaƟons have
translated into improving yields on
a systemwide basis. In FYφτυύ easy-
Jet’s total revenue per passenger at
£ϊϊ.ωτwasmarginallydownonφτυό;
excluding ancillaries, the average fare
was down υ.ϊ% to £ωφ.υτ. Chart υ,
the first in a series of six comparing
easyJet with Ryanair over FYφτυψ-υύ,
shows easyJet’s unit revenue declin-
ing by an average of υ.τ% pa over this
period, though the gap with Ryanair
has broadened as its unit revenues
have fallen by φ.ϊ% pa. In φτυύ easy-
Jet unit revenues were ψω% above
those of Ryanair.

Unit costs tell a very different
story. Although there was a slight
convergence on φτυύ, easyJet’s oper-
aƟng costs, excluding fuel, were ϋψ%
higher than Ryanair’s. This presum-
ably was a factor behind the deci-
sion to recruit Peter Bellew, Ryanair’s
COO.Bellew’s appointmentwashigh-
lighted in the results presentaƟon in
October but he has been trapped in
a law suit alleging breach of contract,
with Ryanair aƩempƟng to block his
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move to a rival airline. Just before
Christmas an Irish court found that
the non-compete clauses of Bellow’s
employment contractwere invalid, as
the terms were too broad, but this
is not the end of this painful tale as
Ryanair has launched an appeal.

In terms of fleet operaƟonal effi-
ciencieseasyJetcanclaimtobeahead
of Ryanair, as illustratedby the simple
measure of passengers per aircraŌ:
easyJet now carries ϋ% more than
Ryanair. Load factors for both carriers
are extremely high — ύφ% for easy-
Jet and ύω% for Ryanair — but easy-
Jet achieves amuch higher uƟlisaƟon
— υτ.ύ block hours/day compared to

Ryanair’s ύ.τ hours. EasyJet’s focus
on building frequencies between its
bases has brought scheduling bene-
fits which are reflected in the higher
aircraŌ uƟlisaƟon, counterbalancing
the effect of longer turn Ɵmes at
congested airports. Also, easyJet has
been increasing its average seat ca-
pacity — as it has shiŌed from Aχυύs
toAχφτ/φυneos. It nowaverages υϋω
seats per aircraŌ and the addiƟon of
moreneoswill push theaverageclose
to Ryanair’s υόύ by φτφχ.

InteresƟngly, in the course of
the court case, Bellow made the
point that many of Ryanair’s cost
strategies could not be transferred

to easyJet or other carriers as they
were unique to Ryanair. Graphs
ψ and ω illustrate cost/efficiency
elements that are fixed in the two
carriers’ models. EasyJet evidently
needs more employees to deliver its
service than Ryanair— in φτυύ about
ωτ employees per aircraŌ against
Ryanair’s χϊ. The focus on primary
airports and the fact that easyJet
does not have the opportunity to
negoƟate volume-based discounts
at its airports (Gatwick vs Stansted)
results in a major difference — υωτ%
higher for easyJet — in average
airport/handling charges per turn.

Finally a reminder that, in terms
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of the boƩom line, Ryanair is more
profitable than easyJet — by φϊ% on
a pre-tax profit per passenger basis
in φτυύ — though the gap between
the twocarriershasnarrowedasboth
carriers’ profitability has declined in
recent years.

The compeƟƟon

Comparison with brutally efficient
Ryanair is a check on how the two

original European LCCs have diverged
specifically in cost terms. But easyJet,
as emphasised above has moved
away from pure price compeƟƟon.
The pie chart below encapsulates
easyJet’s direct compeƟƟon — seat
capacity by airline type on easyJet’s
network (admiƩedly a narrow defini-
Ɵon as it only covers airport to airport
markets as opposed to city to city).

Nevertheless, the analysis is illu-

minaƟng. In its own network market
easyJet provides just under half of
seat capacity and all other LCCs an-
other φτ%, but ULCCs, ie Ryanair and
to a lesser extent Wizzair, only ac-
count for ϊ%, the rest being the likes
of Eurowings, Transavia, Norwegian,
Vueling and Jetφ.

Network or Legacy carriers rep-
resent by some margin the biggest
compeƟtor group — φω % of seat
capacity on easyJet routes. This
breaks down into: Air France/KLM,
υτ%, reflecƟng easyJet’s number two
posiƟon at CDG, Orly and Schiphol;
LuŌhansa Group, ϊ%; IAG, ψ%,
which understates the compeƟƟon
between Heathrow and Gatwick ser-
vices; and other smaller flag-carriers,
ω%.

Thedirect compeƟƟon fromchar-
ter/AIT airlines was limited to about
ψ%ofeasyJet’s network inφτυόwhen
Thomas Cook/Condor and TUI each
accounted for roughly half of this
share.

Re-invenƟng AIT

FollowingthedemiseofThomasCook
easyJet has decided to make a ma-
jor expansion into Air Inclusive Tours
(AITs). Why does it think that it can
succeed in this sector where somany
others have failed, and which has
been wriƩen off by its LCC compeƟ-
tors?

The company appears to be
adapƟng the IT model to the φυst

century. Firstly, it is offering maxi-
mum flexibility, giving vacaƟoners
the opportunity to construct their
own trips and hotel stays around
their own Ɵmeframes. It can do this
simply because of the frequency and
breadth of its schedule. To illustrate:
the graphbelow shows the London to
Mediterranean country desƟnaƟons
in φτυό when Thomas Cook was sƟll
in business. The volume of easyJet
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flights dwarf those of the charter/AIT
companies — it can offer χ-ψ flight
per day in summer whereas the
charter carriers might only have
only χ-ψ a week. EasyJet also has the
edge on Ryanair which has retreated
from the Ryanair Holidays product
it introduced three years ago and is
much larger, in this market, than the
package holiday specialist Jetφ.

Second, the scale of its operaƟon
will, easyJet claims, enable it to nego-
Ɵate aƩracƟve hotel room prices and
short cancellaƟon condiƟons. It will
minimiseon-siteadministraƟoncosts
by using only hotels that are ψ or ω
star ratedby TripAdvisor (though sea-
soned travellers are jusƟfiably scepƟ-
cal about some of these raƟngs).

Third, the technologyusedwill be
“best in class”. Certainly, the website
(www.easyjet.com/holidays) does
appear to be very clear, flexible and
user-friendly.

One problem easyJet may have is
moving the model into the German
market. Unlike the UK and Scandi-
naviawhere internet holiday booking
has become the norm, Germany is
highly tradiƟonal, sƟll using high
street travel agencies and printed
brochures (only υχ% of TUI’s German
bookings are made online). A large
part of the reason is German retail
lawwhich is designed to protect local
shops — holidays have to offered at
the same price online as on the high
street.

In total easyJet esƟmates its
market opportunity to be the φτm
passengers who fly easyJet for a
holiday and book accommodaƟon
elsewhere. This is essenƟally ancillary
revenue for easyJet — it will be at-
taching hotel rooms to exisƟng flight
schedules not changing schedules
to accommodate hotel demand —
and the impact on operaƟng profit
may be relaƟvely modest. Analysts at

Bernstein esƟmate a £χτm accreƟve
potenƟal, which compares to φτυύ
EBIT of £ψϊϊm. Johan Lundgren has
promised transparency for this new
enterprise which will have it own
specialisedmanagement and P&L.

Longer term speculaƟon

The obvious path for easyJet to fol-
low is the one that it is currently on
— refining its posiƟon between the
ULCCs and the Legacies, growing ca-
pacity conservaƟvely and producing
reasonable but not industry-leading
profit margins. The persistent prob-
lem for easyJet it that it has tended to
underperform both Ryanair and IAG
in terms of the stockmarket — see
chart above.

There might be a radical oppor-
tunity — take advantage of a pos-
sible collapse of Norwegian by tak-
ing over selected long-haul routes at
Gatwick, using AχφυLRs. It has al-
ready experimented with short/long
haul connecƟon through its World-
wide by easyJet product offering as-
sisted self-connecƟons at its major
bases, although Worldwide did not
get a menƟon in the FY φτυύ pre-
sentaƟon. But in an environmentally-

conscious era, easyJet might have a
unique proposiƟon — ότ% of avia-
Ɵon carbon emissions come from just
φτ% of the global fleet, mostly long-
haul aircraŌ; easyJet could not only
market its zero emission credenƟals
but also promote the fact that its
high-density long-haul would drasƟ-
cally cut emissions per passenger.

]
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LATAMPAX 2018
“Iãó�Ý an offer we couldn’t

refuse.” So said LATAM’s out-
going CEO Enrique Cueto when

remarking on the approach by Delta
to take a φτ% stake, remove some
embarassingly unwanted Aχωτs and
persuade South America’s largest air-
line to switch alliance from oneworld
to SkyTeam.

The previous strategy had been
stymied by the courts in Chile: LATAM
had passed all the other hurdles to
enable it to set up an immunised JV
operaƟon with American Airlines to
the US and with Iberia and BriƟsh
Airways on the South AtlanƟc. But
the Chilean Supreme Court, on ap-
peals from Chilean tourism groups
and consumer associaƟons against
regulatory approval from the compe-
ƟƟonauthority,wasnot convincedby
theargumentsofdoublemarginalisa-
Ɵon which underpin the US DoT ap-
proval of joint ventures. It stated that
theproposed jointventureswould re-
sult in the airlines acquiring a mar-
ketposiƟon thatwouldbe “difficult to
challenge” in an industry that already
has high barriers to entry. This led to
amajor rethink of strategy.

LATAM Airlines is the largest air-
line group in South America. It was
formed from the merger between
LAN Chile and its Brazilian rival TAM
Airlines in φτυφ, and operates to υψχ
desƟnaƟons in φϊ countries with a
fleet of χχτ aircraŌ, carrying around
ϋτmpassengers a year.

It has a third of themarket among
airlines of the South American conƟ-
nent in terms of seats (and a quarter
in terms of the number of flights). It it
twice the size of its nearest compeƟ-

tors, GOL Linhas Aéreas Inteligentes,
Avianca, Azul and Aerolíneas ArgenƟ-
nas.

Three quarters of its traffic is car-

ried on domesƟc routes (see chart
above), a liƩle over half of which is
accounted for by Brazil — the largest
market in the region — in which it is

LATAM Airlines: Rewriting Alliance
Strategies
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SOUTHAMERICA AND ECONOMICS

2018 Real GDPGrowth (%ch)

GDP
($bn)

PopulaƟon
(m)

GDP per capita
(PPP)

Trips per
capita

2015 2016 2017 2018 2019e 2020e 2021e 2022e

ArgenƟna 519 44.6 20,551 0.7 2.7 -2.1 2.7 -2.5 -3.1 -1.3 1.4 2.3
Brazil 1,868 208.5 16,146 0.6 -3.6 -3.3 1.1 1.1 0.9 2.0 2.4 2.4
Chile 298 18.8 25,700 1.3 2.3 1.7 1.3 4.0 2.5 3.0 3.2 3.3

Colombia 331 49.8 14,936 0.8 3.0 2.1 1.4 2.6 3.4 3.6 3.7 3.8
Ecuador 108 17.0 11,760 0.5 0.1 -1.2 2.4 1.4 -0.5 0.5 1.6 2.7

Peru 225 32.2 14,242 0.8 3.3 4.0 2.5 4.0 2.6 3.6 4.0 4.0

Source: IMF

the second largest player with a χτ%
market share in φτυό (before the fail-
ure of Avianca Brasil in June φτυύ).
The other principal domesƟcmarkets
— which the group combines in its
reports as the domesƟc markets of
Spanish Speaking Countries (SSC) —
includeChile and Peru (where it is the
dominantplayerwithϊτ%andωϊ%of
the market respecƟvely), Colombia,
ArgenƟna and Ecuador.

About φψ% of its traffic is carried
on internaƟonal routes (two thirds of
whichweesƟmate to bewithin South
America, where it has nearly half the
market) from the main capital ciƟes
of SanƟago, São Paulo, Buenos Aires,

Lima and Bogotà.
Following the merger, the erst-

while economic buoyancy in the re-
gionevaporated.Brazil fell intoadeep
recession in φτυω and φτυϊ with real
GDP declines of χ.ω% in each year
(see table below), while from φτυϋ
the regionwas badly impacted by the
rise of US protecƟonism, the US dol-
laranddecline in local currencies. The
Brazilian economy has been recover-
ing, but growth rates are well below
levels in theφτττs.ArgenƟnahasalso
slipped into a severe recession with
hyperinflaƟon producing a significant
devaluaƟon of the ArgenƟnian peso.
And then towards the end of φτυύ,

civil unrest in Chile, originaƟng from
an increase in public transport fares,
has undermined confidence in the
Chilean peso and provoked fears for
the direcƟon of that country’s econ-
omy.

Despite this background LATAM
has done well. It went through a se-
vere cost cuƫng and raƟonalisaƟon
programme aŌer the merger. It cut
domesƟc operaƟons in Brazil by a
quarter (in ASK terms) between φτυφ
and φτυϋ, but saw load factors rise
by nine percentage points to όφ.ϋ%.
In the SSC domesƟcmarkets over the
same period it increased capacity by
an average annual ω% with demand
climbing by ϊ% and load factors im-
proving by χ.ψ percentage points to
όφ%. InternaƟonal operaƟons grew
at a slower rate of χ% a year, but
here too load factorsgrewby twoper-
centage points to όψ.χ%. Group rev-
enues have fallen by φτ% from the
peak $υχ.χbn in φτυυ.

While this restructuring led to
some deep losses at the net level —
the Group lost a total of $υ.υbn be-
tween φτυφ and φτυω — LATAM in
the last four years has been gener-
aƟng modestly good operaƟng mar-
gins of between ω% and ϋ% and grad-
ually improving net profits: for the
rolling twelvemonths toendSeptem-
ber φτυύ it reported an operaƟng
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margin of ϋ.υ% and a net income of
$χωϊm (amargin of χ.ψ%)— the best
performance since themerger.

One of the reasons behind this is
that the structural reforms it put in
place to generate synergies from the
merger seem to be working. In φτυό
it finalised a massive IT undertaking
to coordinate all the reservaƟon and

ƟckeƟngsystemsacross thegroup.All
operaƟng subsidiaries now work un-
der the LATAMAirlines brand and un-
der the “LA” IATA code (except for
LATAM Brasil which sƟll for the mo-
ment uses TAM’s “JJ” code for flights
to the USA). It has successfully intro-
duced a simple four category pricing
structure with various levels of un-

bundling (to allow passengers to pay
for what they want) to enable it to
competemore effecƟvelywith the in-
cursion of ULCCs into themarket.

One of the other reasons for re-
cent good performance is consolida-
Ɵon in the region — through airline
failures. Avianca Brasil (which had
υυ% of the Brazilian domesƟc mar-
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LATAMAIRLINES CORPORATE STRUCTURE (Simplified)
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LATAMFLEET PROFILE

At year-end: 2015 2016 2017 2018 2019E 2020E 2021E 2022E

Passenger aircraŌ

na
rr
ow

bo
dy


A319-100 50 48 46 46 46 41 41 41
A320-200 154 146 126 126 136 138 134 138
A320neo 2 4 4 13 18 24 29
A321-200 36 47 47 49 49 49 49 49
A321neo 4 9 13

Total narrowbody 240 243 223 225 244 250 257 270

w
id
eb
od

y



A330-200 10
767-300 38 37 36 35 31 29 28 28

A350-900 1 7 5 7 8 10 9 9
777-300ER 10 10 10 10 10 10 10 10

787-8 10 10 10 10 10 10 10 10
787-9 7 12 14 14 16 18 20 20

Total widebody 76 76 75 76 75 77 77 77

Cargo aircraŌ
777-200F 3 2 2
767-300F 8 8 8 9 11 11 11 11

Total cargo 11 10 10 9 11 11 11 11

OPERATING FLEET 327 329 308 310 330 338 345 358

AircraŌ leased out
A320-200 5 5 5 5 5 5
A350-900 2 2 3 1
777-200F 1
767-300F 3 3 1 1 1 1 1 1

Total subleases 4 3 8 8 9 7 6 6

TOTAL FLEET 331 332 316 318 339 345 351 364

Source: LATAMAirlines Group.
Fleet plan excludes the Airbus Aχωτ aircraŌ to be assigned to Delta

ket) fell into cash flow difficulƟes and
finally expired in June φτυύ: in the
six months to end September LATAM
saw unit revenues in Brazil jump by
φτ% year on year. In Peru two carriers
with φψ% of the domesƟc market be-
tween them went out of business —
LC Perú in December φτυό and Peru-
vian Airlines in October φτυύ.

Delta to the rescue

At the Ɵme of the merger between
LAN and TAM the former had been
in the oneworld alliance, the laƩer
in SkyTeam. The new group decided
to align with oneworld as a natural
fit: cultural linkswith Iberia and Spain
for the SSC in LATAM’s porƞolio (and
weakness for Iberia into Brazil); good
fitwithAmerican, the largestplayer in
SouthAmericaamongtheUScarriers,
with excellent links through its major
hub inMiami.

When the Chilean Supreme
Court denied the approval of a joint
business agreement (parƟcularly
with American) the Group may have
considered going ahead with the JV
but excluding the LAN Chile passen-
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ger operaƟon, as every other country
concerned had approved the JV, but
this would have led to a significant
level of complexity. Not that LATAM
is unused to the idea of complexity
(see chart on the previous page).

Strategically for Delta it is an
excellent move. They offered a full
joint business deal between South
America on routes into the USA,
$χωτm assistance in the cost of
moving from the oneworld alliance,
to acquire four Aχωτs from LATAM
and assume LATAM’s commitment
to acquire υτ addiƟonal aircraŌ that
LATAM has on order for delivery
from φτφτ; and to cement the deal
a promise to acquire φτ% of the
LATAM equity (for c$υ.ύbn) through
a public tender on the open market.
For this they get route access into the
one remaining conƟnent where its
presencewasweak.

The public tender offer closed on
φϊth December φτυύ — successfully.
Delta now controls φτ% of the share
capital of the LATAM Airlines Group,
while the Ceuta Group (the former
controlling shareholdersof LAN)have
sold down some of their stake to an
equal φτ%.

It will be interesƟng to see if the

new ownership causes a problem for
Qatar Airways who bought in a υτ%
stake in LATAM as part of its strategy
of invesƟng in oneworld airlines —
probably not.

The Amaro Group (former
controlling shareholders of TAM
Airlines) have gradually sold down
their interest, and it looks as if the
Brazilian family now only own φ.ϊ%
of the shares. Their presence in
the ownership structure had been
essenƟal. At the Ɵme of the original
merger, Brazil had a policy that a
Brazilian airline could have no more
than φτ% foreign ownership, and
the deal was structured so that they
had ότ% of the voƟng rights in the
LATAM subsidiary (HoldCo I) that
assumed the ownership of TAM
Airlines. Brazil subsequently revised
its laws to allow up to ψύ% foreign
ownership and then in the last year
both removed foreign ownership
restricƟons enƟrely (in the hope of
keeping Avianca Brasil alive), raƟfied
an open-skies agreement with the
USA, and inƟated full open-skies
agreements with other members of
theMercosur trading bloc.

However, this does mean a com-
plete shiŌ in alliances in the region.

Delta will be selling its stake in GOL
and will probably tell Air France-KLM
to sever its links with GOL (including
its shareholding and abandoning an
idea of a join AFKL-GOL hub in Re-
cife). This may leave GOL, the second
largest player on the conƟnent open
to a link with either IAG/American
(oneworld) or United/LuŌhansa (Star
Alliance) — except that United has
recently taken effecƟve control of
Avianca. But then IAG recently an-
nounced an agreed takeover of Air
Europa, while Azul’s stake in TAP Air
Portugal is rumoured to be in doubt.

The LATAM development may
have a couple of more general im-
plicaƟons. First, Global Branded
Alliances (GBAs), offering mainly
markeƟng and some operaƟonal
cooperaƟon, are vulnerable to defec-
Ɵons by important regional powers,
if another major carrier can offer
the huge benefit of an anƟtrust
immunised agreement. Second, no
alliance, even if bonded with equity,
is immutable in the long term.
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VIRGIN AUSTRALIA: SEGMENT PROFITABILITY

DomesƟc

InternaƟonal
Tigerair

Velocity

Note: FY end June

V®Ù¦®Ä Australia, Australia’s sec-
ond airline, has been pursu-
ing for the past ten years the

aim of establishing itself as a gen-
uinely effecƟve compeƟtor to Qan-
tas. Ithasn’t foundthis journeyparƟc-
ularly profitable.

Since the global financial crisis,
the airline industry has enjoyed a
strong uptrend and reasonable levels
of profits on a global basis, but Virgin
Australia has managed to lose a total
of A$φbn (US$υ.ωbn) at the net level
since φτυφ.

Even at the operaƟng level, only
its domesƟcoperaƟonsand its loyalty
programme have produced posiƟve
results: its lowcost subsidiaryTigerair
Australia, and the internaƟonal oper-
aƟonshavebeenheavily loss-making.

Weak results

In March, the architect of the plan
to move the airline to a mulƟ-brand
plaƞorm, CEO John Borgheƫ,was re-
placed by Paul Scurrah (formerly DP
World Australia, Queensland Rail and
AnseƩ). His first set of results, the full
year figures for the year to end June,
do not make encouraging reading.
ThegroupproducedoperaƟngprofits
of A$ύτm (down by two-thirds from
the prior year period) on revenues of
A$ω.όbn (up by ϋ%). This was on the
back of a modest φ% growth in pas-
senger numbers (to φω.ωm) and ω.χ%
increase in capacity in ASK terms.

AŌer wriƟng off the remaining
goodwill aƩached to Virgin Australia
InternaƟonal (A$ψόm) and Tigerair
Australia (A$υτωm), and applying
restructuring charges of A$φχψm the
Group reported a statutory net losses

of A$χυωm, halved from φτυό’s
A$ϊωχm.

OperaƟng profit in the domesƟc
operaƟon nearly halved to A$υχχm,
represenƟng a margin of χ.ψ%. But
Tigerair Australia increased its oper-
aƟng loss by a quarter to A$ψωm,

equivalent toό%of revenues, and the
internaƟonal operaƟons plummeted
further into the redwith an operaƟng
loss of A$ϋϊm (ω.ό%negaƟvemargin)
compared with loss of A$υχm in the
prior year.

The one bit of good news was

Virgin Australia = (Velocity + Domestic)
– (International + Tiger)
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that the group’s frequent flier
programme, Velocity, reported
impressive growth — in loyalty
programme parƟcipaƟon, to ύ.όm
members (ψω% of Australia’s pop-
ulaƟon), in revenues (up by υτ% to
A$ψυυm) andoperaƟngprofits (upby
υτ% to A$υφφm) giving an operaƟng
margin of χτ%.

At least this is what we believe
might have happened. TheGrouphas
a habit each year of restaƟng prior
year resultsmaking it difficult to anal-
yse consistent trends.

ReƖruĘuring essenƟal

The new CEO’s first task has been the
inevitable restructuring programme.
On the day he took office he empha-

sised that returning to profitability
— not winning market share against
Qantas— is his priority.

And his problem is highlighted
by the company’s own figures. Virgin
Australia DomesƟc achieved an ex-
fuel unit cost in the year to end June
of ό.ύA¢/ASK, ϊ% higher than that at
Qantas DomesƟc, but yields per RPK
were φφ% and unit revenues per ASK
φτ% lower than those of the market
leader.

There are two tradiƟonal
strategems in the industry to achieve
the goal ofwidening the gapbetween
unit revenues and unit costs: to try
to grow rapidly into unit cost savings
hoping that unit revenueswill not fall
as fast; or the far harder task to try to

shrink to improve unit revenues and
baƩle to cut out unnecessary costs.

Following an iniƟal review, he an-
nounced that he is taking the second
opƟon. Head office will lose ϋωτ po-
siƟons by the end of φτφτ (a third
of the administraƟve complement) to
saveanannualA$ϋωm.Theairlinehas
ψτ ϋχϋMAX on order, originally des-
Ɵned for delivery to start in Novem-
ber φτυύ. He has delayed introduc-
Ɵon of its first ϋχϋMAXυτ unƟl φτφυ
and the first ϋχϋMAXό to φτφω, while
converƟng υω of the ϋχϋMAXόs or-
ders to ϋχϋMAXυτs. In addiƟon he
announced a target annual saving of
A$ωτm from a renegoƟaƟon of sup-
plier contracts.

At the same Ɵme he brought in
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VIRGIN AUSTRALIA GROUP FLEET

@30 June 2017 2018 2019 Avg Age Orders

737-700/800 80 85 85† 9.1

737MAX 40

A320 16 15 15∗ 11.8

E190 7

A330 6 6 6 6.8

777 5 5 5 10.3

ATR72 13 8 8 6.6

F100 14 14 14 27.4

Total 141 133 133 11.1

Notes: †six ϋχϋ and ∗nine Aχφτ operated by Tigerair Australia
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VIRGIN AUSTRALIA: BALANCE SHEET ITEMS (A$m)

Velocity impact AASB16 Impact

end June 2019
A$m

change Proforma
(1)

change Proforma
(2)

Fixed assets 3,202 3,202 1,100-1,300 4,402
Intangible assets 581 581 581

Other 520 520 520

Cash 1,740 (376) 1,364 1,364
Creditors 269 269 269

Other 157 157 157

Current assets 2,165 (376) 1,790 1,790

ST Debt (772) 570 (202) (202)
Debtors (929) (929) (929)

Advance sales (1,263) (1,263) (1,263)
Other (273) 8 (265) (90-100) (360)

Current liabiliƟes (3,237) 578 (2,659) (2,754)

Net Current LiabiliƟes (1,072) 203 (869) (964)

Long Tern Debt (2,257) (932) (3,189) (1,850-2,050) (5,139)
Other liabiliƟes (356) (356) (350-450) (756)

Net Assets 619 (730) (111) (1,356)

Share capital 2,239 2,239 2,239
Reserves 118 (682) (564) (1,809)

Retained earnings (1,766) (19) (1,785) (1,785)

Shareholders’ equity 590 (701) (111) (1,356)

Minority interests 29 (29)

Total Equity 619 (730) (111) (1,356)

Source: Company Prospectus
Notes: Proforma (υ) aŌer repayment of Nov-υύ US$ notes, issuance of US$ψφωm and A$χφωm
unsecured loans and acquisiƟon of the Velocityminority. Proforma (φ) company esƟmates of the
effect of accounƟng for leases.

anall newtopmanagement teamand
announced plans for a new simpli-
fied organisaƟonal structure to un-
wind the legacy complexiƟes devel-
oped by his predecessor.

In November the group further
announceda significant series of culls
of loss-making routes, including Mel-
bourne to Hong Kong and Sydney
to Christchurch, reducing the group’s
network capacity by φ per cent.

“I think it’s the start of the way
we’re going to do business”, says
Scurrah, “We won’t fly everywhere
and parƟcularity won’t fly where it’s
not profitable to do so”.

And yet, Virgin Australia is sƟll
willing to open new internaƟonal
routes, the area where it has been
bleeding money. The group recently
hauled in Richard Branson for a
publicity stunt on a baggage carousel
on the announcement of its new
Tokyo Haneda route granted in Ɵme
for next year’s Tokyo Olympics (even
though airlines rarely make anything
but publicity from flying during an
Olympic season to the host country).
The group has a trans-Pacific ATI
joint venturewith Delta, and recently
signed a deep cooperaƟon agree-
ment with Virgin AtlanƟc (covering
joint pricing, inventorymanagement,
scheduling coordinaƟon, network
planning and markeƟng) for the
kangaroo route through either Hong
Kong or Los Angeles.

Velocity buybaė

However, topile on thefinancial pres-
sure, private equity group Affinity
(theminority shareholder in Velocity)
announced its desire to sell its stake.
Virgin Australia was virtually forced
to buy back in the χω% interest it did
not own for around A$ϋττm. To do
so it is raising US$ψφωm and A$χφωm
in unsecured loan notes at an ό%
interest rate. Part of these funds will
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VIRGIN AUSTRALIA GROUP SHAREHOLDING STRUCTURE

Virgin Australia Holdings

Singapore
Airlines

20.0%

Corvina Holdings
(Virgin Group)

10.0%

EAG Investment
Holding (EƟhad)

21.0%

Nanshang Capital
(Qingdao Airlines)

20.0%

HNA TourismGroup
(Hainan Airlines)

19.9%

Free Float

9.1%

Tigerair
Australia

100%

Velocity

64.72%

Virgin Australia
DomesƟc

100%

Virgin Australia
InternaƟonal

0% (1 share)

Tigerair
Holdings

100%

brand royalty payment

The Trust Company
(Australia) Ltd

100%

�

�

�

�

VIRGIN AUSTRALIA vQANTAS

DomesƟc InternaƟonal LCC FFP

Virgin Australia Qantas Virgin Australia Qantas Tigerair Jetstar Velocity Qantas Loyalty

Revenues 3,915 6,106 1,305 7,425 563 3,961 Revenues 411 1,654
OperaƟng profit 133 740 (76) 285 (45) 370 OperaƟng profit 122 374

Margin 3.4% 12.1% -5.8% 3.8% -8.0% 9.3% Margin 29.7% 22.6%

ASK 27,240 33,866 17,763 69,571 6,200 47,993 Members 9.8m 12.9m
Load factors 79.5% 77.8% 86.0% 86.1%

Yield 18.11¢ 23.18¢
RASK 14.40¢ 18.03¢
CASK 13.88¢ 15.84¢

CASK ex fuel 8.90¢ 8.37¢

Fleet 96 159 22 55 15 94
DesƟnaƟons 39 56 15 26 12 39

be used to repay an exisƟng A$ωϋτm
loan that became due in November.

The result of this move will be
to wipe out what liƩle sharehold-
ers’ equity remained on the balance
sheet. In the table on the preced-
ing page we show the proforma im-
pact of the fund raising and acquisi-
Ɵon of the minority stake. Long term
debt would increase by nearly A$υbn
to A$χ.φbn, net current cash would
increase a liƩle, the minority inter-
est of A$φύm would disappear, but
the balancing item of the acquisi-
Ɵonwould comeout of reserves. This

would produce a negaƟve sharehold-
ers’ equity of A$(υυυ)m. However,
the group claims that the acquisiƟon
is expected to generate synergies of
A$φτmat the EBIT level.

It is worth noƟng that Virgin Aus-
tralia has yet to adopt IFRS/AASBυϊ
(which brings operaƟng leases on to
the balance sheet — see ”No ac-
counƟng for leases”, AviaƟon Strat-
egy April φτυϊ), although it is do-
ing so in the current financial year to
end June φτφτ. We aƩempt to show
the proforma impact on the June
φτυύ balance sheet. The group has

guided that the accounƟng change
could add A$υ.υ-υ.χbn to the fixed
assets as “Right-of-use assets” but
that the debt porƟon of the cap-
italised leases could increase long
term liabiliƟes by between A$υ.όω
and A$φ.τωbn, maintenance porƟon
a further A$χωτ-A$ψωτm and vari-
ous other liabiliƟes of A$ύτ-υττm. As
a consequence, taking the mid-point
of this guidance, shareholders’ equity
could fall to a negaƟve A$(υ,χωϊ)m.

As the group’s chairman Eliza-
beth Bryam points out, shareholder’s
equity “is just an accounƟng mea-
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sure” and the group’s shares have
a market capitalisaƟon of A$υ.χbn.
A quick back-of-the-envelope calcu-
laƟon might suggest that with the
group ascribing a value of A$φbn to
Velocity, the market is valuing the
group’s airline operaƟons at a nega-
Ɵve A$(ϋττ)m.

However, the Australian Stock
Market’s assessment of the shares
may be irrelevant: there is less than
υτ%of a free float. In the chart on the
preceding page we show a simplified
view of the Virgin Australia corporate

structure. Unusually, Australia places
no limit on foreign shareholdings
in domesƟc airlines. Over ύτ% of
the ordinary shares are Ɵghtly held
by foreigners: founder Richard
Branson’s Virgin group sƟll has υτ%
through a Bermuda-based Corvina
Holdings, while φτ% each are held by
other airlines — SIA, Qingdao, EƟhad
and Hainan — all of which would no
doubt like to see some benefit from
their shareholding (the laƩer two
currently also financially challenged).
An Australian internaƟonal airline

sƟll has to be majority owned by
Australian naƟonals, and Virgin
Australia Holdings only owns one
share (out of over φm) in the interna-
Ɵonal operaƟons (which encompass
both the Virgin and Tigerair brands’
internaƟonal flights).

AuƖralia—a two airlinemarket

Australia is an unusual airlinemarket.
The conƟnent has a huge land mass
of ϋ.ϋm kmφ, but a populaƟon of only
φω.ωm (a density of just over χ people
per square kilometre). There is a lot
of empty space. It is highly urbanised:
ϊω% of the populaƟon live in the
fourmainciƟesofSydney (populaƟon
ω.φm), Melbourne (ψ.ύm), Brisbane
(φ.ωm), Perth (φ.υm) and Adelaide
(υ.χωm). Distances between themain
urban centres are large, with limited
realisƟc transport alternaƟves to air
travel.

In the context of the Asia-Pacific
region these populaƟon centres are
Ɵny (see AviaƟon Strategy Sept/Oct
φτυύ) and Sydney, the largest
metropolis, is smaller than the φτth
largest in China.

The domesƟc air system is char-
acterised by a “golden triangle” of
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VIRGIN AUSTRALIA’S HISTORY

Low-cost carrier Full service carrier Value driven focus

Commenced
service
as Virgin Blue
2000

Launched loyalty
programme, Velocity
2005

Renamed
Virgin Australia
2011

Renamed Virgin Australia
Cargo launched
Remaining 40% of Tigerair
Australia acquired
2015

2003
Virgin Blue
Holdings listed
on the ASX

2009
VAustralia
launched

2010
John Borgeƫ
appointed CEO.

Newbusiness
strategy – the
“Game Change”
programme.

2013
AcquisiƟon of Skywest
and launch of VARA

60%of Tigerair Australia
acquired

2019
NewCEO appointed
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Background
Virgin Australia started operaƟons as low
cost carrier Virgin Blue in φτττ. Helped by
the failure of Australia’s then second air-
line AnseƩ in φττφ, it had a good period of
growth through the early noughƟes culmi-
naƟng in a peak level of profitability in the
year to end June φττϋ: an operaƟng profit
of A$χφψm, and net of A$φυϊm, on rev-
enues of A$φ.φbn and υω.φmpassengers.

In that year it announced plans to
start internaƟonal long haul flights, finally
launching V Australia in February φττύ on
routes fromSydney andBrisbane to LosAn-
geles.

In φτυτ the group appointed John Bor-
geƫ as CEO. A former General Manager at
Qantas, he implemented a new business
strategy, the “Game Change” programme,
to transform the group into a full service
carrier — almost as a mirror image of the
flag carrier Qantas. In φτυυ the group re-
named itself to Virgin Australia, and then
in φτυχ acquired regional carrier Skywest
Airlines (to be renamed Virgin Australia Re-
gional).

As part of its compeƟƟve reacƟon to
the success of Virgin Blue, Qantas had es-
tablished Jetstar as a low cost subsidiary in
φττψ. Originally perhaps seen as a union-
bashing exercise, this low-cost subsidiary
turned out to be quite successful in its own

right, and Qantas has turned out to be one
of the first legacy carriers to have estab-
lished a complementary low cost brand in
its home country.

Virgin had to follow suit and bought
an iniƟal ϊτ% stake in Tigerair Australia in
φτυχ, subsequently taking out the remain-
ingminority in φτυω. The thoughtmayhave
beenthat ifQantascanbeamulƟ-brandair-
line, Virgin could too.

The Virgin Australia Group consists of
fourmain divisions:
( Virgin Australia DomesƟc (including
Virgin Australia Regional), operaƟng to χύ
desƟnaƟons in Australia with a fleet of ύϊ
narrowbody, widebody and turbo prop air-
craŌ;
( Virgin Australia InternaƟonal flying to
υωdesƟnaƟons acrossNewZealand, Pacific
Islands,NorthAmerica andAsiawith afleet
of φφwidebody aircraŌ;
( Tigerair Australia, its low cost brand,
flying toυφdesƟnaƟonswithinAustraliaus-
ing a fleet of υω Aχφτs and ϋχϋs;
( Velocity, its FFP loyalty programme,
with a diverse base of ύτ programme part-
ners who reward their customers with Ve-
locity points for loyal spending behaviour.
ϋτ% of Velocity points are earned bymem-
bers with partners other than Virgin Aus-
tralia.

routes between Melbourne, Sydney
and Brisbane. Indeed Melbourne to
Sydney is the second largest route in
theworldbynumberofflightsoffered
(and fourth largest in terms of seats).
Moreoverψψ%ofall domesƟcair trips
touch Sydney.

DomesƟcally it is a two airline
market, and has been for decades.
Virgin Australia has a χϊ% share of
the total number of seats compared
with the Qantas Group’s ωϋ%. Traffic
growth has beenmodestly good over
the last φτ years growing at a com-
pound rate of χ.ω% a year in passen-
ger numbers (although a more mod-
est φ% a year since the last peak, and
anannual averageτ.ϋ% in the lastfive
years).

InternaƟonally it is more com-
plex. The country has φτ designated
internaƟonal airports, but ύτ% of
internaƟonal traffic is concentrated
on the four main ciƟes. However,
the centres to which passengers
really want to fly are a long way from
anywhere. Qantas has its “Sunrise”
project targeƟng ultra-long haul
non-stop services: it is operaƟng
Perth-London (υψ,ωττkm) and has
plans for Sydney-London (υϋ,τττkm)
and Sydney-New York (υϊ,τττkm).
But on the whole (excluding the
important trans-Tasman operaƟons
to New Zealand which account for
υό% of internaƟonal seats) inter-

regional routes to Australia have
to stop somewhere, while intra-
regional routes are subject to intense
in-bound compeƟƟon.

The new CEO has a tough job
ahead of him to get the airline oper-
aƟons to a sustainable level of prof-

itability. Virgin Australia, playing sec-
ond fiddle to flag carrier Qantas, is in
a difficult posiƟon. But it does have
RichardBransonandtheVirginbrand.
And it does have Delta Airlines as a
friend.But itwill need to tap its share-
holders for new funds.
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FREIGHTER VALUES (US$m)

New 5 years old 10 years old 20 years old

A300-600RF 19.2 11.5
A330-200F 75.5 59.4 43.3

737-300QC 5.6
737-400SF 8.3
737-800CF 27.2 17.7
747-400F 34.1 20.3

747-400ERF 35.4
747-8F 166.2 125.6 88.9

757-200PF 12.0
767-300F 46.7 39.2 32.0 1.4
777-200F 139.3 108.7 78.0

MD-11F 3.2

�

�

�

�

FREIGHTER LEASE RATES (US$000)

New 5 years old 10 years old 20 years old

A300-600RF 163 141
A330F 655 544 433

737-300QC 77
737-400SF 102
737-800CF 258 240
747-400F 451 305

747-400ERF 477
747-8F 1,427 1,132 845

757-200PF 114
767-300F 365 330 299 219
777-200F 1,148 955 770

MD-11F 71

T«� ¥Ê½½Êó®Ä¦ tables reflect the
current values (not “fair mar-
ket”) and lease rates for cargo

aircraŌ. Figures are provided by The
AircraŌ Value Analysis Company (see
below for contact details).

The values and rates reflect
AVAC’s opinion of the worth of the
aircraŌ in the present market. In
assessing current values, AVAC bases
its calculaƟons on many factors such
as number of type in service, number

on order and backlog, projected life
span, build standard, specificaƟon
etc. Lease rates are calculated in-
dependently of values and are all
market based.

Freighter Values and Lease Rates – October
2019
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AIRCRAFT ANDASSET VALUATIONS
Contact Paul Leighton at AVAC

(AircraŌ Value Analysis Company)

Website: www.aircraŌvalues.net
Email: pleighton@aircraŌvalues.net

Tel: +ψψ (τ) φτ ϋψϋϋ ϊωϊχ
Fax: +ψψ (τ) φτ ϋψϋϋ ϊωϊψ
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The Principals and Associates of AviaƟon Strategy apply a problem-solving,
creaƟve and pragmaƟc approach to commercial aviaƟon projects.

Our experƟse is in strategic and financial consulƟng in Europe, the Americas, Asia,
Africa and theMiddle East, covering:

( Start-up business plans
( Due diligence
( AnƟtrust invesƟgaƟons
( Credit analysis
( IPO prospectuses

( Turnaround strategies
( PrivaƟsaƟon projects
( Merger/takeover proposals
( Corporate strategy reviews
( AnƟtrust invesƟgaƟons

( State aid applicaƟons
( Asset valuaƟons
( CompeƟtor analyses
( Market analyses
( Traffic/revenue forecasts

For further informaƟon please contact:

James Halstead or KeithMcMullan

AviaƟon Strategy Ltd

e-mail: info@aviaƟonstrategy.aero

Entermy AviaƟon Strategy subscripƟon for: υ year (υτ
issues – Jan/Feb and Jul/Aug are combined)

( UK: £ψϋω + VAT

( EU: €ϊυτ +VAT (unless valid VATnumber supplied)

( USA and Rest of world: US$ϋότ

starƟngwith the issue.

o I enclose a Sterling or Euro cheque made payable to
AviaƟon Strategy Ltd

o Please invoiceme

o I wish to pay by credit card or PayPal.

o I amsendingadirectbank transferof the the relevant
sum net of all charges to AviaƟon Strategy’s bank ac-
count:
Metro Bank Ltd, υ Southampton Row, LondonWCυB ωHA
IBAN: GBτψMYMBφχτω ότυχ υφτχ ϋψ
Sort code: φχ-τω-ότ Account no: υχυφτχϋψ
SwiŌ:MYMBGBφL

Delivery Address
Name
PosiƟon
Company
e-mail
Telephone
VATNo

Invoice Address
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PosiƟon
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Country
Postcode

DATA PROTECTIONACT
The informaƟon you providewil be held on our database andmay be used
tokeepyou informedofourproductsandservicesor for selectedthirdparty
mailings

PLEASE RETURN THIS FORMTO:
AviaƟon Strategy Ltd, Davina House, υχϋ-υψύ Goswell Road

London ECυV ϋET, UK
e-mail:info@aviaƟonstrategy.aero

Tel: +ψψ(τ)φτϋ-ψύτ-ψψωχ
VAT RegistraƟonNo: GB υϊφ ϋυττ χό
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