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GLOBAL INDUSTRY PROFITS ($bn)

With most of the world’s fleet
grounded for a large part of the sec-
ond and third quarters, the group is
forecasƟng total passenger traffic de-
mand to be down by ωω% year-on-
year (with a φτpercentagepoint drop
in load factors to ϊφ.ϋ%), and passen-
ger revenues to fall byϊτ%to$φψυbn.
Cargo demand conƟnues, but with-
out the aircraŌ to fly it (ωτ%of freight
is carried in the belly-holds of pas-
sengeraircraŌ)and IATA is forecasƟng
freight demand will be down by υϋ%
year on year while, with the squeeze
on capacity, freight yields could grow
by χτ% and total freight revenues
could rise by nearly υτ%.

With so many unescapable fixed
and semi-fixed costs, it expects oper-
aƟng expenses for the industry as a
whole to fall by χω% and the industry
to register full year operaƟng losses
of an astounding $-ύόbn (a negaƟve
margin of φχ%) and net losses of
$-όψ.χbn (equivalent to each depart-
ing passenger being paid $χϋ.ωτ).

Thenumbersarehugebutalso re-
flect the fact that this will be the first
truly global crisis to affect the indus-
trywith airlines in each of the regions
worldwide equally hammered: IATA
expects net losses of $φτ-φωbn each
in North America and Europe, $φύbn
in Asia; negaƟve operaƟng margins

of over φτ% in North America, Eu-
rope, theMiddle East and LaƟnAmer-
ica and nearer χτ% negaƟve margins
in Asia and Africa.

The organisaƟon is muted on op-
Ɵmism for recovery. It is forecasƟng
a rebound in φτφυ and a ωτ% jump
in passenger traffic: but an expecta-
Ɵon of χ.ψbn total passenger num-
bers for that year would be φω% less
than thepeak inφτυύandeven repre-
sent a shorƞall fromtheχ.ωbn carried
in φτυω. Its forecast for industry rev-
enues of $ωύόbn would sƟll be φό%
below the peak in φτυύ (and ϋ% be-
low that achieved in φτυυ). In profit
terms IATA is suggesƟng that φτφυ

will see further operaƟng losses of $-
φω.φbn and net losses of $-υω.όbn.

In context, the $υττbn of losses
IATA is forecasƟng for the next two
years equates with half the total net
profits generated by the industry
since the second world war (actually
since φττω as the industry had mod-
estly lost a net $φbn in the previous

IATA and OECD reveal the
bad news

IÄ JçÄ� IATA published its biannual update of the airline industry eco-nomic performance. The economics team usually does this to coin-
cide with the trade group’s annual general meeƟng— but this year

the AGM has been postponed to December in deference to the lack of
airline connecƟvity in the coronavirus crisis (although it is sƟll currently
planned to be a physical rather than virtual meeƟng). The forecasts do
notmake forhappyreading: IATAbluntlypointsout thatφτφτwill be the
worst year in the history of the airline industry.
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ϊτyears); andas the IATA teampoints
out in its report, the annual average
$υυυbn in tax revenues generated by
the industry and its customers; and
an esƟmated $υφχbn (by mid-May)
of government aid made available to
the industry because of the Covid-υύ
crisis.

But the aid, while welcome and
possibly allowing the industry to
survive the crisis, is helping to add
a significant debt burden (ωτ% of
the government aid comes in the
form of debt and loan guarantees)
which will delay recovery from the

crisis. In an earlier study in May,
IATA esƟmated that industry debt
levels could rise by $υφτbn in φτφτ to
total $ωωτbn. IATA’s Director General
and CEO, Alexandre de Juniac, was
quoted as saying: “Government aid
is helping to keep the industry afloat.
The next challenge will be prevenƟng
airlines from sinking under the bur-
den of debt that the aid is creaƟng. It
changes the financial picture of the
industry completely. Paying off the
debt... will mean that the crisis will
last a lot longer than the Ɵme it takes
for passenger demand to recover”.
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GDP FORECASTS BY REGION

50

60

70

80

90

100

110

Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

2020 2021

Single Hit

Double Hit

Global

100

102

104

106

108

110

112

114

2014 2015 2016 2017 2018 2019 2020 2021

Canada

USA

North America

92

94

96

98

100

102

104

106

108

110

2014 2015 2016 2017 2018 2019 2020 2021

France

Germany

Italy

UK

Western Europe

98

100

102

104

106

108

110

112

114

116

118

2014 2015 2016 2017 2018 2019 2020 2021

Japan

South Korea

North East Asia

100

105

110

115

120

125

130

135

140

145

2014 2015 2016 2017 2018 2019 2020 2021

China

India

Indonesia

Asian Emergent Economies

85

90

95

100

105

110

115

2014 2015 2016 2017 2018 2019 2020 2021

ArgenƟna

Brazil

Chile

Mexico

South America

Source: OECD, IMF.
Notes. Global Real GDP seasonally adjusted, Qψ φτυύ=υττ. Regional φτυψ=υττ.

Also in June, the OECD released
its Economic Outlook, containing an
assessment of how Covid-υύ will af-
fect GDP, to which the aviaƟon in-
dustry contributes, and by which it is
driven.

Globally, there are two basic sce-
narios: single-hit epidemic in which
economic acƟvity gradually creepsup
so that by the end of φτφυ the world
is just υτ% below the end-φτυύ GDP
level; a double-hit scenario whereby
the virus returns in a second wave
which depresses the recovery path
so that GDP at the end of φτφυ is
over φτ% below end-φτυύ levels. The
OECD is unwilling to hazard a view
beyond φτφυ, which is understand-

able given the record errors made by
all forecasters when predicƟng φτφτ
GDP.

The regional analyses reveal
some interesƟng differences.

( US GDP grew strongly since φτυψ
but the φτφτ fall is precipitous, so the
φτφυ recovery only gets the country
back to φτυϋ levels.
( In Europe, Germany appears bet-
ter off than the other three major
economies, with a shallower reces-
sion and a return to φτυό levels in
φτφυ. (LuŌhansa is another story —
see over.)
( A relaƟvely minor impact from
Covid-υύ inSouthKoreawhichgetsall

the plaudits for its handling of the cri-
sis. But Japan’s long tern GDP growth
has been so insipid that the crisis
means that in φτφυ Its GDP will be
about the same as in φτυψ.
( A quick reversion to dynamic
GDP growth is anƟcipated For China,
the principal generator of aviaƟon
growth, as well as for India and
Indonesia.
( By contrast, Covid-υύ has just
added to the longer term recession in
Brazil, which in φτφυwill be ϋ%below
where it was in φτυψ in GDP terms.
With none of the South American
economies performing well, it may
not be a surprise that the first big
casualty of the crisis has been LATAM.
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Source: Company reports, Bernstein esƟmates.

Lç¥ã«�ÄÝ� Group entered the
current crisis as well-prepared as
could be expected from any air-

line. Its finances were in good shape,
and the future had been looking rosy.

In φτυύ revenues in φτυύ had
grown by φ.ω% to a record €χϊ.ψbn.
While profitability had been under
pressure from increases in fuel prices
and intense compeƟƟon in Vienna,
the group sƟll managed to report an
operaƟng result of over €φbn and
a margin of ω.ω%. Within this, the
network airlines — LuŌhansa, Swiss
and Austrian—achieved respectable
margins of nearly ό%, while losses at
the point-to-point Eurowings airline
subsidiary hadbeen cut bymore than
a quarter to amere €-υϊϊm.

Indeed the restructuring mea-
sures the group had put in place for
the short haul operaƟon seemed to
be starƟng to work. These measures
included simplifying the plethora of
AOCs into a single one in Germany;
placing long haul ”tourisƟk” routes,
and realigning Brussels Airlines into
the Network Airlines division; mod-
ernising and harmonising the fleet;
concentraƟng on simplicity, improv-
ing crew and aircraŌ producƟvity. All
looked set to allow Eurowings, now
Europe’s third largest point-to-point
airline (behind Ryanair and easyJet)
to aim for break-even by φτφυ and
achieve long termmargin goals of ϊ%
a year.

At the φτυύ capital markets
day, CEO Carsten Spohr reiterated
the group’s prime corporate strat-
egy message to be the #υ for all
stakeholders, commiƩed to drive
sustainably higher returns: for cus-

tomers (“there is no beƩer way to
fly”); for employees (“there is no bet-
ter place towork”); and shareholders
(margins and return on capital dou-
bled since φτυψ, free cash flow to
exceed €υbn a year in the medium
term, and dividends of up to ψτ% of
net income).

Coronavirus crisis shaƩered all
rosy plans.

LuŌhansa was one of the first air-
line groups to react decisively to the
pandemic. On the announcement of
its annual results at the beginning
of March, having seen a dramaƟc
plummeƟng of demand in a mat-
ter of a mere fortnight, it effecƟvely
grounded themajority of its fleet and
cut flying capacity by ύω%.

But LuŌhansa, despite its natu-
ral conservaƟve accounƟng tenden-
cies, had one of the lowest levels
of available liquidity of all the large
European carriers as it entered the

crisis with only €ψ.ψbn of cash and
equivalents (almost enƟrely funded
by advance Ɵcket sales). In grounding
the fleet it could avoid variable costs
(ϊτ% of the total) and has worked
hard to try to slash its fixed costs as
much as possible. Even with these ef-
forts, as Carsten Spohr pointed out at
the group’s virtual AGM at the begin-
ning of April, the group was burning
through cash at the rate of €υm an
hour (or €ϋττ-όττm amonth).

At the same Ɵme, because of its
very conservaƟve nature, it had one
of the lowest level of leased aircraŌ
in its fleets (υυω planes out of a to-
tal fleet of ϋψψ), perhaps relying on
the idea that, if necessary, it would
be able to raise cash on its unencum-
bered assets. A low level of leased
equipment has certainly reduced the
level ofmonthly cash obligaƟons, but
the policy has not provided flexibil-
ity in a crisis. Various major carriers
have been able to raise funds backed

Lufthansa state aid: How difficult can it be
to give away €10bn?

ψ www.aviationstrategy.aero May/Jun φτφτ
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Sustainable balance of all stakeholders’ interests?
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by aircraŌ since the onset of the crisis
(notably Qantas, Delta and recently
BriƟshAirways), but LuŌhansa seems
to have found difficulty in achiev-
ing reasonable capital market trans-
acƟons, averring on itsQυ results’ call
that the aircraŌ financingmarketwas
virtually dead.

With only a fewmonths of liquid-
ity remaining, Ɵme has been running
out fast, and LuŌhansa has had to go
cap in hand to governments for help.
Naturally, as the naƟonal flag carrier
of Germany, it is far too big and im-
portant to the German economy to
be allowed to failmerely because of a
pandemic.

But it is also the owner of the
naƟonal flag carriers of Switzerland,
Austria and Belgium. And the very or-
ganisaƟonal structure has created a
fraught background to negoƟaƟons
with governments in the four coun-
tries inwhich thegroupownsairlines.

The second of the European
major network carriers to the con-
solidaƟon game, LuŌhansa was able
to learn from some of the mistakes
of the Air France-KLM merger of
φττψ. But it didn’t quite have the
imaginaƟon to go beyond making
its acquisiƟons of Swiss (φττω-ό),
Austrian (φττύ) and then SN Brussels
(φττύ-υϋ) anything more than direct
subsidiaries of the German airline.
This has possibly created difficulƟes
around the negoƟaƟng tables in
trying to get State help.

Switzerland came to the forewith
a CHFυ.ωbn package of loan faciliƟes
(with an όω% stake-backed guaran-
tee up to CHFυ.φωbn) but seems to
have been done with a condiƟon of
being secured on the shares of Swiss
and its leisure subsidiary Edelweiss.
The funds will be ring-fenced, requir-
ing all cash flow to be used primar-
ily to repay the liquidity assistance,
and banning dividends or remiƩance

to the group parent unƟl repaid. The
Swiss general council said that it did
not envisage taking direct ownership
in theairlines, “as thesuccessof Swiss
and Edelweiss is essenƟally linked
to their significant integraƟon into
LuŌhansa Group”. (InteresƟngly, on
the announcement the Swiss govern-
ment stated that it would not pro-
vide support to easyJet — which has
a Swiss AOC — on the grounds that
its parent company had adequate re-
sources).

NegoƟaƟons in Austria have
taken longer. LuŌhansa is reported to
a have approached the government
there for support of up to €όττm for
Austrian Airlines (AUA), but there ap-
pears to have been some reƟcence.
The Austrian Chancellor SebasƟan
Kurz said “LuŌhansa is and remains
a German company, so there can
be no state aid without something
in return”. Austria has stumped up
€χττm in loans (with a ύτ% state
guarantee and no doubt secured on
AUA’s fleet) and €υωτm in grants,
while LuŌhansawill beadding€υωτm

of its own cash. The deal includes
a υτ-year guarantee that Vienna
Scwechat will grow in proporƟon
to the group’s other hubs. “For us
the priority was saving Austrian jobs
and in parƟcular securing Vienna
as a hub,” said Kurz. “We have four
strong hubs in a small space — we
have Munich, we have Frankfurt, we
have Zurich andwe have Vienna. And
since LuŌhansa is aGerman company
and the Zurich hub is extremely
profitable, in Austria of course we
are always slightly concerned about
this Vienna hub.” At least Carsten
Spohr successfully negoƟated away
the original idea that Austria would
require an equity stake.

On top of this the Austrian gov-
ernment is requiringAustrianAirlines
to halve its carbon emissions by
φτχτ (which it was probably going
to achieve anyway), will introduce
a €χτ tax on flights of up to χωτkm
(which will affect only ύ out of over
φττ routes from Vienna pre-crisis,
and maybe none post) and impose
a minimum Ɵcket price of €ψτ, plan-
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LUFTHANSAGROUP TOP SHAREHOLDERS

June 2020 Post bailout

German State (WSF) 20.0%
Heinz-Hermann Thiele 15.5% 12.4%

Amundi AssetManagement 3.2% 2.6%
Lansdowne Partners 2.9% 2.3%

Lyxor Intl AssetManagement 2.0% 1.6%
Norges Bank IM 1.9% 1.5%

DWS Investments 1.9% 1.5%
Vanguard 1.5% 1.2%

Deka Investment GmbH 1.4% 1.1%
BNP Paribas AM 1.2% 0.9%

Dimensional Fund Advisors 1.1% 0.9%

Top shareholders 32.5% 46.0%

ning to sƟpulate in law that an airline
Ɵcket cannot be sold “below cost to
the airline”.

Equally in Brussels LuŌhansa is
reported to have asked the Belgian
government for support of up to
€φύτm. But comments by Carsten
Spohr at the AGM that Brussels
Airlines would have to accelerate its
“reboot” restructuring programme
and could end up with an operaƟon
φω%-χτ% smaller do not seem to
have gone down well. An arƟcle in
the Brussels Times suggests that
the Belgian Prime Minister Sophie
Wilmès hasmade it clear she expects
hard guarantees from LuŌhansa on
how the money, if any is forthcom-
ing, will be used. Those include a
commitment to invest in Brussels
Airlines, to ring-fence the Belgian aid
for the Belgian arm of the group, and
to invest in the growth of Brussels
Airport. Meanwhile there has been
growing pressure from local environ-
mental groups that Belgium should
concentrate state aid on greener
transport soluƟons, asserƟng that
“air travel is oŌen non-essenƟal and
reserved for amore affluent segment
of the populaƟon”.

But it is on Berlin that the

LuŌhansa team has been concentrat-
ing efforts. The coaliƟon government
recognised that LuŌhansa had liƩle
other choice (and was hampered in
its negoƟaƟons by the departure of
its CFO on health grounds), but the
individual poliƟcal parƟes seemed to
have difficulƟes in working out what
they themselves wanted out of a
deal. Spohr tried to resist suggesƟons
that the German State should take
an equity posiƟon in LuŌhansa, but
his threats to put the group into
liquidaƟon didn’t quite work, and
a €ύbn bailout deal now appears to
have been agreed.

Under the terms of the deal, the
country’s WirtschaŌsstabilisierungs-
fonds (the Economic StabilisaƟon
Fund, orWSF) will take a φτ% stake in
new equity for €χττm (at the nomi-
nal price of €φ.ϊω a share) in one fell
swoop making it the group’s largest
shareholder (see table above).

It will also provide up to €ω.ϋbn
in sƟlle Einlagen (or “silent contribu-
Ɵons” — an idiosyncraƟcally German
debt and equity hybrid instrument)
in two parts. The first, for €ψ.ϋbn
(precisely €ψ,ϊύχ,ύωω,ϊϋχ.ϊτ), canbe
drawn in tranches at the company’s
opƟon up to the end of φτφυ. It is un-

dated, can be terminatedby the com-
pany in whole or in part on a quar-
terly basis, and carries a “profit par-
ƟcipaƟon” coupon of ψ% for the first
two years rising thereaŌer to ύ.ω% by
φτφϋ. It can be treated as equity and
used to offset balance sheet deficits.

The second part, for €υbn, is to
be treated as converƟble debt and
has a ϊ year term at the same rate
of interest as part I. It gives the WSF
the right to an addiƟonal ω% equity
stake (plus one share) in the case
of a “takeover event” (which under
German law could act as a blocking
minority “golden share”); protecƟon
against diluƟon should LuŌhansa
issue equity without subscripƟon
rights; and “coupon protecƟon” of
ω% equity each in φτφψ and φτφϊ
should the accrued coupon on the
silent contribuƟon Part I not have
been paid, subject to a maximum
χτ% total stake.

InaddiƟonLuŌhansawill haveac-
cess to a €χbn three-year credit facil-
ity organised by the state-ownedKfW
Bankengruppe.

The WSF undertakes to sell its
shareholding in full at the market
price by the end of φτφχ, as long as
the sƟlle Einlagenhavebeen repaid in
full and the sale price reflects a mini-
mumυφ% annual return.

It is hardly surprising that this
bailout comes on the condiƟon of
two seats on LuŌhansa’s Supervisory
Board, restricƟons on dividends,
share buybacks and management
remuneraƟon. In addiƟon, LuŌhansa
has to commit not to make any
acquisiƟons; not to cross-subsidise
group companies; and not to prepay
exisƟng debt obligaƟons. As a sop
to poliƟcal tensions, it is required
to “make a strong effort to use the
funds... in connecƟon with the green
and digital transformaƟon including
the EU target of climate neutrality

ϊ www.aviationstrategy.aero May/Jun φτφτ
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by φτφω” (which it was planning to
do anyway) while it will conƟnue its
fleet modernisaƟon programme to
invest in ότ new aircraŌ between
φτφυ-φχ (cleverly avoiding any polit-
ical pressure to favour Airbus) and
“expand its strategic alliances for
aviaƟon fuels based on renewable
energies”. Other condiƟons include a
ban on using the funds in tax havens
and, somewhat surprisingly, for
commercial adverƟsing.

The agreement needed the
approval of the Supervisory Board,
an Extraordinary General Meet-

ing of shareholders, and the EU
Commission.

ObjecƟons sprouƟng from
Brussels

Brussels had relaxed certain aspects
of its regulaƟons against state aid in
the wake of the crisis — and had
worked at break-neck speed (for it)
since the middle of March in approv-
ing the plethora of applicaƟons by
member states for the circumvenƟon
of the rules: responding within φψ
hours and even at weekends. As the
Economist pointed out in a recent ar-

Ɵcle, “Neverhave the rulesbeen loos-
ened to the extent they have been
today... poliƟcians are brokering aid
packages to industry in a way no one
in livingmemory has been allowed to
do”.

But Germany had gained ap-
proval for nearly ωτ% of the total
€φtn state-aid approved so far, and
was proposing to take a major equity
stake in return for its support to
LuŌhansa.

The European CompeƟƟon
Commissioner, Margrethe Vestager
emphasised that the EU would re-
quire penalƟes in order to allow the
proposed state aid deal to go ahead
because the provision of equity and
the suggesƟon of the German state
taking a major stake in the carrier
would distort compeƟƟon in a way
that merely providing debt support
would not. Rescue packages in which
states injected large amounts of
capital, she said, would be seen by
investors as “a strengthening of the
company”, and thus make it easier
for saved businesses to raise money.
(This incidentally raises the idea that
the EU Commission will disallow
Italy’s proposed renaƟonalisaƟon of
Alitalia).

As remedies for perceived com-
peƟƟve distorƟon, the Commission
required slot disposals at Frankfurt
and Munich. These are LuŌhansa’s
two German interconƟnental hubs
and are only constrained airports be-
causeofLuŌhansa’sdominaƟngpres-
ence (Munich has some aƩracƟon for
tourism, but Frankfurt has a relaƟvely
low level of point-to-point O&D de-
mand). As the charts above show,
LuŌhansa controls ϋτ-ϋω% of Euro-
pean departures and two thirds of all
departures at these two airports, and
the group has a similar dominance
at its other three hubs. IniƟal sug-
gesƟons for a disposal of up to ότ
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slots and around υτ% of the porƞo-
lio were watered down to a paltry
υφ slots (to be shared betwen three
aircraŌ) at each airport. Only avail-
able to new entrants and by compet-
iƟve tender — and importantly for
operaƟons to be based at the air-
ports — the measure seems to be
an empty face-saving gesture. Impor-
tantly it ignores the group structure
and its dominant posiƟon within the
tedescophone home markets where
the LuŌhansaGroup has an όϋ%mar-
ket share (see graph above).

Brinkmanship

NegoƟaƟons done, a (virtual) EGM
was called for the φω June to gain
shareholder approval. But share-
holder approval for the deal was not
necessarily a foregone conclusion.

Industrialist Heinz-Hermann
Thiele (and Germany’s third richest
individual) had built a υω.ω% stake
in LuŌhansa’s since the beginning
of March to become the group’s
largest single shareholder, and had
been criƟcal of the need for the
government to acquire any equity
interest. According to the Frankfurter
Allgemeine Zeitung (FAZ) he said

“LuŌhansa doesn’t need the state
as a shareholder to restructure it-
self”, displaying a healthy distrust of
poliƟcal influence.

The threat that he may have
voted against the proposal was
enough for LuŌhansa to pay staff
wages for June a few days early while
it sƟll could.

In the end he voted in favour and
the EGMgranted themandate for the
capital issuance and the bailout deal.
Looking ahead to LuŌhansa’s post-
bailout future,Theile toldtheFAZthat

he “will conƟnue to exert influence”.

Dire financial results

LuŌhansa had delayed the full
announcement of its first quarter
earnings pending government ne-
goƟaƟons: had these failed, it might
well have had to file for bankruptcy
protecƟon. It is hardly surprising that
the resultsdonotmakegood reading.
With the fleet mostly grounded for
half the quarter, total traffic was
down by φψ% in RPK terms (and φϊ%
in passenger numbers), revenues fell
by υό% and operaƟng losses reached
€-υ.φφbn (a negaƟve margin of υύ%)
from €-χχϊm (-ψ%) in the prior year
period. Net losses for the period
came in at €-φ.υφψbn. The group had
to write off €ύφωm for inefficient
fuel hedges. Having decided on the
premature reƟrement of ψύ aircraŌ
from its fleet of ϋψψ (six Aχότs,
five ϋψϋ-ψττs and υυ Aχφτs from
LuŌhansa; three ϋϊϋs, υχ Dash-όs
at Austrian; and υυ leased aircraŌ at
Brussels Airlines) it applied a charge
of €φϊϊm against realisable values.
In addiƟon it took a charge of €υωϋm
against goodwill at Eurowings and
catering arm LSG.

The one bright point that the
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SupporƟng the flag-carrier
The Coronavirus epidemic represents an
existenƟal crisis for all the the major Eu-
ropean carriers, but each of the European
countries haveprovided support in their id-
iosyncraƟcways.

Air France-KLM has also been given
a €υτbn life-line. It got a quick response
from the French government when it ap-
pealed for help: a €ψbn loan with a ύτ%
state guarantee (solely for the use of the
subsidiary Air France) and a €χbn convert-
ible shareholder loan. The EU raised no ob-
jecƟons,possiblybecauseFrancehadacted
so quickly, but also because the French
state sƟll has a υψ% stake in the group
(with double voƟng rights thanks to the
loi Florange) and so therefore it could be
treated as a raƟonal decision from a raƟo-

nal investor. CondiƟons aƩached are min-
imal (no dividends or bonuses) or aspira-
Ɵonal (“Air France becomes the most envi-
ronmentally friendlyairlineontheplanet”).
It has also been told to cut back on do-
mesƟc flying (which it has been wanƟng to
do) giving it a poliƟcal green light to aƩack
the restructuring of loss making short haul
routes.

KLM separately asked the Dutch Gov-
ernment (which also has υψ% of the group
equity) for support. This has taken a lit-
tle longer to negoƟate highlighƟng per-
haps a conƟnuing level of distrust between
the two naƟons: the Dutch pragmaƟcally
wanƟng to have oversight to ensure that
the funds they provided did not get trans-
ferredup to the group. But theHague came

throughwith a five year package of €χ.ωbn.
IAG in contrast has only taken advan-

tage of general help that was on offer:
BriƟsh Airways raising £χττm through the
UK’s Coronavirus Corporate Credit Facility
(CCF), Iberia andVueling receivingfive-year
ring-fenced loans fromtheSpanishGovern-
ment respecƟvely for €ϋωτm and €φϊτm.
IAG entered the crisis in a lot beƩer finan-
cialhealth than itsmainrivals,andnodoubt
realised that to ask for sector specific help
from the Boris JohnsonGovernmentwould
be problemaƟc. The BriƟsh love to hate
their naƟonal treasures, but IAG may not
haveexpectedthedeep levelofpoliƟcalop-
probrium it is receiving for its aƩempts to
use the crisis to restructure BA for the next
normal.

management could menƟon was an
increase in margins in the logisƟcs
business: freight rateshadbeengiven
a strong boost by the effecƟve elim-
inaƟon of belly-hold capacity in pas-
sengeraircraŌ (which innormalƟmes
would provide half the total freight
capacity).

In comparison with its European
network carrier peers, LuŌhansa pro-
duced the worst figures for the quar-
ter (see chart on the preceding page).
Air France-KLM reported results with

revenues only down by υω% year-
on-year, an operaƟng loss of €-όυωm
(υω%of revenues), while a fuel hedge
loss pushed it to a net loss of €-υ.όbn
for the quarter. IAG saw revenues de-
cline by υχ%, an operaƟng loss of
€-ωχωm (υχ% of revenues and down
from a profit of €υχωm in Qυ φτυύ)
while write-offs below the line re-
sulted in a net loss of €-υ.ϊόbn.

But the comparison is irrelevant.
All three of the large network carriers
know that the financial news will get

worse, and that their very existence
relies on retenƟon of sufficient liq-
uidity to ride out the crisis. All three
acknowledge that the airline industry
is unlikely to return to the level of
acƟvity seen in φτυύ unƟl at least
φτφχ, while the covid-coincident
world-wide economic recession will
parƟcularly restrict a recovery in
business and corporate travel on
which they rely for the bulk of their
business.

NeverwaƖe a good crisis

On theQυearnings call Carsten Spohr
highlighted that LuŌhansa was work-
ing on the basis that the groupwould
have to be significantly smaller, but
given the level of debt it was build-
ing (effecƟvely raising υττ% of what
were its shareholders’ funds), would
need to use the crisis as a catalyst to
transform itself into generaƟng cash
flow — and significantly higher lev-
els of cash flow than it has been able
to achieve in the past. In the last ten
years the group has managed to av-
erage annual free cash flow gener-
aƟon of less than €υbn (see chart
above), and under pre-crisis plans
wasn’t promising much more than
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LUFTHANSAGROUP FLEET

LuŌhansa SWISS Austrian Brussels Eurowings LH Cargo Total Leased AvgAge Orders OpƟons

A330 15 16 15 46 11 12.4
A340 37 9 46 17.2
A350 16 16 2.1 30 10
A380 14 14 8.6
747 32 32 12.5
767 6 6 24.3
777 12 6 18 2 8.5
787 20 20

777-F 7 7 4.7 2 1
MD11F 10 10 -4 21.4

Widebody 114 37 12 15 17 195 12.6 52 31

A220 29 29 2.5 30
A319 29 7 22 50 108 37 15.5
A320 96 30 24 17 59 226 35 11.4 82 17
A321 68 9 6 5 88 2 15.1 43
737 6 6 6 12.4

Narrowbody 193 68 37 39 120 457 80 12.5 125 47

CRJ 35 35 35 11.3
E190 9 9 10.1
E195 17 17 34 9.3
Dash8 14 14 15.8

Regional 61 31 92 35 6.8

Total 368 105 80 54 120 17 744 115 12.3 177 78

Source: Company reports.
Note: LuŌhansa includes Air DolomiƟ.

that. But to be in a posiƟon to pay
back the government bailout it will
need to generate over €χbn a year in
fairly short order.

Any return to operaƟons will be
slow. In the short run, the group aims
to rebuild producƟon from χ% of the
original plan in May towards ψτ% in
September. In the longer run Spohr
said that he expected the fleet to be
χττunits smaller thanpre-crisis plans
in φτφυ; and to operate φττ fewer air-
craŌ than expected in φτφφ and υττ
fewer fromφτφχ (see chart right).

The company has already perma-
nently grounded ψύ aircraŌ, and we
should probably expect a significant
number of the larger capacity and
older equipment (Aχότs, Aχψτs and
ϋψϋ-ψττs) to be mothballed prema-
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turely.
But the group is sƟll likely to con-

Ɵnue its fleet reequipment, having
commiƩed to acquiring ότ new air-
craŌ over the next few years (all now
tobe leased)aspartof theagreement
for the bailout — at the beginning of
thecrisis it hadordersoutstanding for
χτAχωτs, φτϋόϋsandυφωAχφτs (see
table on the facing page).

It also needs a way permanently
to reduce overheads and variable
costs. This will mean redundancies;
and the group will be hoping that it
will finally be able to achieve long
lasƟng adjustments to its legacy
employment contracts, effecƟvely
hiding behind the pandemic crisis to
affect change. LuŌhansa had been
busy trying to negoƟate with its
main unions to be able to present an
agreement in principle by the Ɵme
of the EGM. Publicly the group has
stated that it will need to get rid of
φφ,τττ full-ƟmeposiƟons groupwide
(out of a total group complement
of υψτ,τττ) and half of these in
Germany. LuŌhansa German Airlines
will suffer the brunt of the cuts, but
Eurowings—nowenvisaged to come
out of the crisis with only ύτ aircraŌ
(down from υφτ) — and the opera-

Ɵons at Austrian and Brussels, which
had been financially challenged
even in the good Ɵmes, will also be
targeted.

Will these measures be enough?
It is likely that the group will need to
sell some of the family jewels.

LuŌhansa had already planned to
dispose of the European arm of its
catering operaƟon LSG SkyChefs to
Gategroup (a deal finally approved
by the European compeƟƟon author-
iƟes at the beginning of April) having
admiƩed that it no longer sees cater-
ing as a core acƟvity. It is likely to start
hunƟng for possible buyers for the re-
mainder of the operaƟon.

Through LuŌhansa Technik the
group operates theworld’s largest in-
dependent MRO business. Although
a third of the €ϊ.ύbn revenue comes
from intra group sales, it prides itself
on a customer base of over όωτ air-
lines, lessors, OEMs and operators of
private jets worldwide. It has tended
to regard theMRO business as a core
acƟvity butmay (perhaps grudgingly)
consider aminority sale or IPO.

Similarly its LogisƟcs operaƟons,
with revenues of €φ.ωbn, make it one
of the largest European freight oper-
ators, and one of the few, through

LuŌhansa Cargo, to conƟnue to oper-
ate ameaningful fleet of freighter air-
craŌ.

Unlikely as it may appear, there
may even be someone at some point
in the future willing to acquire Brus-
sels Airlines (which never fiƩed com-
fortably in the porƞolio) — or the
group could let it slip into liquidaƟon
—although LuŌhansawould baulk at
the idea of dismantling the tedesco-
phonehegemonic groupingwithAus-
trian and Swiss. Finally it also has a
bundle of unencumbered aircraŌ.

However, these are all aviaƟon
assets, and prices at anything more
thanfiresalevaluaƟonsaredifficult to
foresee for some Ɵme to come.

Carsten Spohr holds on to
the idea that it is right to pursue
a policy to treat all stakeholders
equally to provide the basis for a
sustainable future. But, with gov-
ernment stakeholders on board,
superseding customer, employee
and shareholder, LuŌhansa will be a
considerably changed animal when it
emerges from this existenƟal crisis.

]
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WIZZ AIR GROUP
BALANCE SHEET

€ billions

Fleet and equipment 2.55
Receivables 0.19
Other Assets 0.10

Cash etc 1.52
Total Assets 4.36

Payables 0.47
Deferred Income 0.18

DerivaƟves 0.31
Provisions 0.12

Debt 2.04
Total LiabiliƟles 3.12

Equity 1.24

Note: Wizzair’s fleet is enƟrely under operat-
ing lease, somostof thefleet valueand related
debt is calculated according to IFRSυϊ.

IÄ ã«� pool of despond that is Euro-pean aviaƟon Wizz Air projects a
bright ray of opƟmism. Is it jusƟ-

fied?
Wizz Air has been impacted just

as much as other airlines. In May it
operated just ϋ% of the φτυύ equiva-
lent capacity. It has furloughed about
υ,τττ employees, υύ% of the total,
and cut salaries by an averageof υψ%.
Yet CEO József Váradi is convinced
that once lockdowns are eased and
restricƟonsonair travel removed, de-
mand for Wizz seats will rebound.
His plan is for Wizz to operate at
ότ%of the previous year’s capacity in
the second quarter of FY φτφυ (July-
September) and to get close to υττ%
by the end of the year.

There are parƟcular characteris-
Ɵcs of Wizz’s demographics which
support this outlook. Most of Wizz’s
key markets are in Central and East-
ern European countries (CEE) where
Covid-υύ has been relaƟvely mild but
its core business also involves con-
necƟng these markets to the UK, the
worst affected country in Europe. A
highproporƟonofWizz’s clienteleare
young (the average age is χϊ) with a
strong inclinaƟon to travel, and two
thirds of demand is related to VFR
which is probably more resilient than
pure leisure. In some markets, no-
tably the UK, potenƟal demand may
have been boosted by the savings
built up during lockdown by normally
high spending youth.

In contrast to just about every
other airline Wizz Air has been ex-
panding itsplannednetwork inrecent
months, taking advantage of airports
desperate to sell unused capacity. It

has reaffirmed its ambiƟous Aχφυ-
based fleet plan which is designed to
grow traffic at an average of υω% a
year from ψτm passengers in FYφτφτ
(year toMarch χυ) to around υυτm in
FYφτφϋ.

FY φτφτ results issued in June
were good, despite the impact of
Covid on March numbers. Total
revenues rose υυ.φ% to €φ.ϋϊbn
while EBIT before excepƟonal cost
increased υφ.ϊ% to €ψτφm. the
excepƟonal item related a loss of
€ϊψm on disconƟnued fuel hedges.
Net profit aŌer tax was €φόυm, more
than twice the φτυύ result of €υφχm.
As is the norm for LCCs, management
is giving no guidance on the losses
expected for the current year.

Underpinning the company’s
confidence is a healthy balance
sheet, with a debt/equity raƟo of
υ.ϊ/υ, and more importantly, very
good liquidity; as at the end ofMarch
Wizz Air had €υ.ωbn of cash, almost

all unencumbered, and has since
received £χττm of low-interest loans
from the UK government under CCFF,
a scheme available to all solvent UK

Wizz Air: Virus,
what virus?
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companies. Even assuming a full
grounding, the airline esƟmates that
itsmonthly cashburn is only €ϋτ-ύτm
which would allow it to survive a
prolonged crisis of over one year.

Despite the fact that it was gen-
eraƟng hardly any income, Wizz Air’s
capitalisaƟonontheLondonStockEx-
change was €χ.χbn in early June, the
third most valuable airline in Europe,
below IAG at €ω.ωbn and Ryanair at
€υφ.ψbn, but remarkably above easy-
Jet at €χ.τbn. Investors tend to put
Wizz Air in the same category as
Ryanair; in φτυύ, when such mea-
surements were possible, Wizz and
Ryanair had p/e raƟos of υψ to υω,
while theLegacieswererated intheχ-
ϊ range.

High-levelmarket basics

The pie chart below opposite is a re-
minder of the structure of the intra-
European market in the pre-Covid
era (based on scheduled capacity be-
tween countries in west and central
Europe, ex-Russia, and in domesƟc
markets). It is remarkable that the
three network groups, the Legacies,
accounted for nearly ψτ% of themar-

ket, and the three main low cost sub-
sidiaries within these groups— Vuel-
ing, Eurowings and Transavia — con-
tributed for just υτ% of themarket

Add in the smaller flag-carriers—
Alitalia, SAS, TAP etc— and over ωτ%
of intra-European capacity market is
now facing a traumaƟc restructuring,
partly dictated by the condiƟons of
state aid, finally being forced into ad-
dressing the reality of the economics
of feed to their global hubs, abandon-
ing unprofitable routes and airport
bases.

About χτ% of the market is op-
erated generally efficiently by the
threewell-capitalised and liquid LCCs
— Ryanair, easyJet and Wizz Air —
though each is differently posiƟoned
to deal with the post-Covidworld.

The remaining φτ% of the
intra-Europe market is again mostly
populated by endangered carriers
— regionals like Flybe which has
folded, charters like TUI which are
drasƟcally downsizing or LCCs like
Norwegian, perpetually on the brink
of bankruptcy — though there are
some dynamic airlines — for exam-
ple, Volotea, which has found low

cost niches overlooked by larger
carriers, or Aegean, combining low
cost with strong local branding.

In the post-Covid era there will
undoubtedly be a re-seƫng of the
intra-European industry, though
there are a lot of opaque quesƟons.
Howmuch demand will disappear al-
togetherasaresultofchanged leisure
and business travel paƩerns? Can
demand be re-sƟmulated through
low fares or will anƟ-viral regulaƟons
permanently raise costs? How radical
will the Legacies’ restructurings be?
Will Air France and LuŌhansa in
parƟcular use this crisis to cull their
loss-making short-haul networks? Or
will governmental largesse, to use
Michael O’Leary’s terminology, be
used to offer below-cost fares?

Overall though, all the opportuni-
Ɵes seem to be with the LCCs while
most of the threats arewith the Lega-
cies.

Wizz Air’s strategy is to seize the
opportuniƟes; more precisely, to be
opportunisƟcwith itswestern expan-
sion while being dependent on regu-
latory change for eastern expansion.
In the middle of the Covid crisis Wizz
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Air has announced a stream of new
bases: MilanMalpensa (five aircraŌ);
Larnaca (two); Tirana (three); Lviv in
theUkraine (one); Dortmund (three);
Saint Petersburg (one); Bacău in Ro-
mania (two); plus expansion at Bel-
grade (three). a doubling to six air-
craŌ at its new Abu Dhabi venture
and plans for a Gatwick base. (How-
ever, it should be noted that air-
craŌ have been moved from other
Wizz airports to these new bases).
József Váradi commented: “We con-

Ɵnue take advantage of market op-
portuniƟes and re-sƟmulate demand
for low-cost travel. This expansion
further contributes to the vital re-
covery of the economy in our mar-
kets and we remain focused on best
servicing them, while protecƟng the
health of our customers and employ-
ees”.

Airports are, to varying extents,
desperate for new business as both
aeronauƟcal and commercial rev-
enuehaveevaporatedwhile costs are

mostly fixed. Even London Gatwick
now faces a pile of spare slots de-
pending on whether BA’s withdrawal
is permanent and whether Virgin
AtlanƟc and Norwegian find financial
support. It is significant that it is Wizz
rather than the other two LCCs that
has made the first move here, with
plans for a four-aircraŌ base in the
winter, possibly rising to υτ next year.
Wizz has beenallocated anaddiƟonal
υύϊweekly slots, to add to its exisƟng
slot total of ωϊ, though it is not clear
what proporƟon of the new slots are
historic.

In the post-September υυ crisis,
the secondary and terƟary airports
looked to the new entrant LCCs for
rescue; in the Covid crisis almost all
airports need the LCCs to begin to re-
store traffic volumes. Yet Wizz is the
only real player at present.

easyJet is being cauƟous, revert-
ing to its low fleet growth plan (see
AviaƟon Strategy, December φτυύ)
and planning to return to only about
ψτ%ofpre-Covid capacitybySeptem-
ber and starƟng to focus on a major
cost reducƟon effort. If Sir Stelios had
managed to persuade other share-
holders, easyJet would be retrench-
ing like a Legacy carrier, having can-
celled its Aχφτ neo orders.

Ryanair is aiming at restoring ϊτ-
ϋτ% of capacity by August and in the
meanƟme seems to be concentraƟng
on renegoƟaƟng its exisƟng airport
contracts, with the threat of intensi-
fying its churn tacƟc whereby under-
performing airports, or those that do
notagreetoRyanair’scostandperfor-
mance terms, are dropped or aircraŌ
are shiŌed tomoreprofitable or com-
pliant bases.

Wizz vs Ryanair

Ryanair’s post-Covid expansion
prospects are sƟll clouded by the ϋχϋ
MAX. Its plans require the delivery
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WIZZAIR FLEET PLAN (as at June 2020)

yeMarch 2020 2021 2022 2023 2024 2025 2026 2027

A320 72 68 56 40 32 17 13 5
A320 neo 7 13 13 14 32 46 65

A321 41 41 41 41 41 37 25 15
A321 neo 8 15 40 76 113 137 168 190
A321 XLR 6 12 18 20

TOTAL 121 131 150 170 206 235 270 295

SEATS (000s) 24.3 26.6 31.5 37.2 46.2 53.1 61.1 66.6
Change 9% 19% 18% 24% 15% 15% 9%

of φττ units over the next five years,
υωτ of which are for growth rather
than replacement, and It expects
recerƟficaƟon to be completed by
this summer and delivery of some of
the backlog to take place soon aŌer,
but nothing is certain. Its fall-back
strategy of gaining experience as an
Aχφτ operator at Lauda Air, then

negoƟaƟng amajor orderwithAirbus
now seems to have been abandoned,
with Lauda Air being downgraded to
awet-lease operator.

Meanwhile, Wizz Air intends
to conƟnue to take delivery of nine
Aχφυs, six neos and three ceos,
through this financial year. The
expected operaƟng improvements of

the Aχφυ neo compared to the Aχφτ
include: φχύ against υόϊ seats, υϊ%
lower fuel burn per block hour and
ωτ% reducƟon in noise polluƟon. In
total φϊόAχφτneo familyunits areon
firm order, including φτ XLRs. As the
table below shows a net increase of
υϋψ to φύω units is planned between
now and FYφτφϋ.

Both airlines will have to grapple
with the repercussions of the Covid
crisis on new aircraŌ prices and lease
rates. According to AVAC (see………)
new market prices for MAXes and
neos have collapsed by at least φτ%
andoperaƟng lease ratesaredownby
around χτ%.

Ryanair is negoƟaƟng fiercely
and successfully for compensaƟon
and discounts from Boeing. It has
massive leverage because, as well as
being is a key customer, it is legally
enƟtled to cancel deliveries and
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recover all its deposits and PDPs as
delays in fixing the aircraŌ design
have exceeded one year. On the
other hand, there is no alteraƟve
supplier in the foreseeable future.

Wizz is a key customer for Air-
bus but probably cannot negoƟate
any significant change in the pric-
ing on its Aχφυ contracts. The mar-
ket price analysis, necessarily tenta-
Ɵve at present, implies thatWizz now
stands to receive less cash from the
sale/leaseback transacƟons it uses to
finance its deliveries. But there will
probably sƟll be a cushion between
the discounted unit price negoƟated

by its founding shareholder, Indigo
Partners, with Airbus. On the other
hand, the lease rate on its new deliv-
eries should fall.

Ryanair and Wizz bases overlap
everywhere in the CEE. Wizz’s own
analysis puts itself at ψτ% of the LCC
CEE market, Ryanair at χφ%, easyJet
at ϊ% and others (Norwegian, Pega-
sus, Flydubai, Blue Air, etc) at φφ%.
Significantly, Wizz places itself as the
number one LCC operator in nine of
the υψ CEE countries it serves. Wizz’s
share of the total CEE market is esƟ-
mated at υό%, with Ryanair number
two at υψ% and LOTwith ϊ% in third.

In terms of cost and efficiency
there is almost nothing between the
two LCCs. Wizz has a longer average
stage length, υϊχω km, than Ryanair,
υφωτ km, and achieves total revenue
of €ϊύ per passenger against €ωϋ
white its operaƟng cost per passen-
ger is €ϊυ against €ωτ, a φυ% differ-
ence in both cases. Net profit margin
at Wizz in FYφτφτ was υτ.φ%, preƩy
close to Ryanair’s υυ.ό%.

The point is that Ryanair has po-
tenƟally a serious compeƟtor on cost
andefficiency inWizz, andonewhose
expansion path is more certain be-
cause of the Aχφυ. It could be added
that Wizz is a more aƩracƟve brand
than Ryanair.

Finally, Wizz Air’s joint venture
with the Abu Dhabi Developmental
Holding Company (ADDH), is not only
going ahead this summer but also
the number of based aircraŌ has
been doubled from three to six. Wizz
envisages a growth in this fleet to ωτ
aircraŌwithin ten years. The logic is a
market of fivebillionwithin anό-hour
radius of Abu Dhabi and counter-
seasonality, UAE travel tending to
peak in thewinter season. The reality
is another unknown element added
into themaelstromofMiddle Eastern
aviaƟonmarket (see next arƟcle).
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CÊò®�-υύ tends to target those
with underlying problems so
the over-expanded connect-

ing networks of Emirates, EƟhad and
Qatar are parƟcularly suscepƟble to
the coronavirus.

The Middle East Super-
connectors essenƟally link υττ
different countries by funnelling traf-
fic flows through their terminals at
Dubai, Abu Dhabi and Doha, a logisƟ-
cally superb system but potenƟally a
super-spreader for disease. The op-
erators are faced with the challenge
of carrying φττ-plus naƟonaliƟes on
each long-haul flight and complying
with the relevant naƟonal health
and safety regulaƟons of each of the
naƟonaliƟes.

When business re-starts, the
implicaƟon is that some traffic, es-
pecially premium traffic, will divert
where possible to point-to-point
compeƟtors, notably the European
and Asian tradiƟonal flag carriers.
China was the originator of Covid-υύ
but it also dealt ruthlessly with the
outbreak and is now in a posiƟon
to resume internaƟonal service.
Chinese carriers are targeƟng not
only direct traffic from China to
Europe but also building up their own
regional hub networks. Then there
is THY, the fourth super-connector;
Turkey claims to have been only
mildly impacted by Covid-υύ, and
business there seems to be moving
swiŌly back to normal.

It is ironic that Covid-υύ has
brought an end to US complaints
about the Middle Eastern carriers
state aid as US carriers have re-
ceived their own support funds from

the Trump AdministraƟon. When
the Middle East to US market is
re-opened one of the prioriƟes for
Emirates will be to establish some
formof partnershipwith a US carrier.

Sir Tim Clark, president of Emi-

rates, has guessed that it will take
unƟl φτφχ for his airline to return to
φτυύ traffic levels, but is confident
that Emirates can re-capture pre-
mium business travellers. But that
assumes that an effecƟve vaccine

How will Covid damage the
Super-connectors?
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is available globally, which is a big
uncertainty. Qatar maintained a
relaƟvely high degree of operaƟons
throughout the lockdown, but Akbar
Al Bakar, the CEO, has indicated that
perhaps φω% of his fleet, mainly
elderly Aχχτs and Aχφτs, will not
fly again. All three airlines have
implemented drasƟc redundancy
programmes and are intensely at-
tempƟng to negoƟate deferrals and
cancellaƟons with the manufac-
turers, at the same Ɵme as making
some opƟmisƟc noises about service
resumpƟons.

TheMiddle East super-connector
system was under pressure long be-
fore Covid-υύ. Emirates was a dy-
namic, innovaƟve airline producing
υτ%-plus net profit margins in the
υύύτs, but the emergence of state-
funded compeƟƟon in the form of
Qatar and then EƟhad caused struc-
tural over-capacity in the order of
υτ%,accordingtoouresƟmates.Even
with “normal” demand growth of ψ-
ω%pa, this surpluswas set to increase
as a result of planned net deliveries.
This over-capacity squeezed out prof-
itability at Emirates while the other
two super-connectors relied on their

governments to fund massive nega-
Ɵve cash flows.

The three graphs on the previ-
ous page and above update the re-
sults for the latest financial year. Emi-
rates produced a marginal net profit
in FYφτφτ equaƟng to a margin of
υ.υ%. BothQatar and EƟhadwere yet
again severely loss making, pre-tax
net lossmarginsof -υϋ.ϊ%and -υω.ω%
respecƟvely, and their financial re-
porƟng has again been opaque,more
press releases thanaudited accounts.

At the same Ɵme as the super-
connectors are aƩempƟng to rebuild
their networks, theMiddle East is fac-
ing a economic crisis because of the
collapse in the oil price; as at the end
of June the spot crude oil price was
around $ψτ/barrel. According to the
IMF, the fiscal break-even price— the
minimum price of crude required to
cover government spending — was
$ϋτ/bbl In the UAE and $όψ in Saudi
Arabia, the key economic driver for
the region.

There must be serious doubts
about whether even Abu Dhabi
can afford to conƟnue funding at
levels needed to support EƟhad.
ConstrucƟon and other investment
projects are being reined in in UAE
and Qatar, which will have a very
negaƟve impact on direct traffic to
the super-connector hubs. Whether
tourism to Dubai can be resurrected
post-Covid is yet another unknown.

EƟhad‘s policy of dubious invest-
ments has now totally collapsed as
Jet Airways, India’s number two in-
ternaƟonal carrier, which was ψύ%
owned by EƟhad, went bankrupt last
year and Virgin Australia (in which it
had a φυ% stake— seeAviaƟon Strat-
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egy, Dec φτυύ) threw itself into vol-
untary insolvency in April because of
the virus. Qatar’s investment in Air
Italy imploded in February with the
bankruptcy of that carrier, followed
by the failure in May of LATAM, in
which it had a υτ% stake. SƟll, Qatar
will provide DiP financing to LATAM
and has said that it is willing to up its
υτ% stake in Cathay Pacific and φω%
stake in IAG.

The super-connectors also have

to worry about the value of their
fixed assets and order books. Ac-
cording to AVAC, the Covid-υύ effect
on widebody values and lease rates
has been even more severe than on
narrowbodies. AVAC esƟmates that
new ϋόϋs and Aχωτs are now val-
ued at χτ% below φτυύ levels. (these
are market prices, not “fair values”).
Aχότs now have no substanƟal op-
erator apart from Emirates, and the
theoreƟcal value of an Aχότ-όττ has

been marked down by a remarkable
ϊτ%. All this is going to cause amajor
headache for the super-connectors’
financiers.

In the past we have emphasised
the logic for a consolidaƟon of the
super-connector system, in parƟcu-
lar a raƟonalisaƟon of the overlap
between Emirates and EƟhad (esƟ-
mated at ϋχ% of their joint network)
and in thecurrentcircumstancessuch
consolidaƟon has surely become in-
evitable.

The graph leŌ shows the top φτ
countries served by the three super-
connectors in terms of seat capacity
allocated in the pre-Covid era. In the
medium term, this capacity will have
to be curtailed — our tentaƟve sug-
gesƟon is by φτ%.At φτ% the capacity
eliminated would be equal to almost
all of that previously provided by EƟ-
had.

The raƟonalisaƟon has to take
place between Emirates and EƟhad;
Qatar Airways will conƟnue to fly
almost regardless of its economics,
supported by the vast financial re-
sources of the countrywhich remains
poliƟcally ostracised by Saudi Arabia
and other Gulf states.

Afinal complicaƟon for the super-
connectors is the incursion of LCCs
into some of their markets using long
range narrow bodies. Both flydubai
and Air Arabia have ambiƟous expan-
sion plans from their bases at Dubai
and Sharjah while Wizz, as described
in the previous arƟcle, is starƟng off
its joint venture with ADDH in Abu
Dhabi with plans to move to a fleet
of ωτ or maybe υττ Aχφυs within ten
years. Air Arabia has a similar joint
venture planned with EƟhad from
the same airport. The key market for
the LCCs is the Indian subconƟnent
whichaccounted foraboutφω%of the
super-connectors’ pre-Covid passen-
ger flows.
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HÊó ã®Ã�Ý change. Airline al-
liances, especially where im-
munity from compeƟƟon law

was involved, were once the sub-
ject of intense review and debate.
CompeƟƟon authoriƟes almost com-
peted among themselves to highlight
the potenƟal for anƟ-compeƟƟve be-
haviour and to devise painful reme-
dies (painful for the applicants at
least). Now it seems that such appli-
caƟons hardly raise an eyebrow and
are regularly approved almost rou-
Ɵnely.

Theexperienceof the alliancebe-
tween BriƟsh Airways and American
Airlines, now expanded to include
other carriers, is a good example of
this development, and it is worth go-
ing back to its beginning to see the
full impact. When first proposed in
the mid-υύύτs, the BA/AA alliance
quickly received strong support from
both theUKandUSGovernments.On
theUS side this reflected the fact that
anƟ-trust approval would be accom-
panied by UK acceptance of an open
skies bilateral agreement, and in par-
Ɵcular by increased access for US air-
lines to Heathrow.

For many years, the UK (and of
course BA) had resisted reform of the
Bermudaφ agreement in the absence
of concessions by the US to open up
its domesƟc market to foreign com-
peƟƟon. The benefits to be gained
from a trans-AtlanƟc alliance with
American clearly persuaded BA that
allowingmore access to its Heathrow
fortress hub was a price worth pay-
ing. Like most naƟonal flag carriers at
the Ɵme, BA had a very close rela-
Ɵonshipwith its government (and es-

pecially the Transport Department—
again how Ɵmes have changed!) and
it was far from a surprise that the UK
indicated its support for this U-turn.

Everything was set, therefore,
for a quick approval of the alliance,
accompanied by the death of
Bermuda φ. As was the norm at the
Ɵme, it wasn’t thought necessary
to consider in any real detail the
compeƟƟon implicaƟons, nor the
interests of other airlines, let alone
consumers. Except that Sir Richard
Branson had other ideas. Realising
that a BA/AA North AtlanƟc alliance
would be a major threat to Virgin
AtlanƟc’s prospects, he launched a
well-financed campaign aimed at
two separate audiences in Europe
and the US: the general public and
poliƟcians on the one hand, and the
compeƟƟon authoriƟes in London,

Brussels and Washington DC on the
other.

The publicity campaign, which in-
cluded the famous “BA/AA No Way”
slogan on the side of every Virgin air-
craŌ, together with full-page, oŌen
amusing adverƟsements in naƟonal
newspapers and even a blimp flying
over Washington, aƩracted consid-
erable aƩenƟon. But the real baƩle
was fought before the compeƟƟon
authoriƟes, and their decisions were
to prove decisive and disrupƟve for
BA/AA’s plans.

IniƟally BA in parƟcular paid very
liƩle aƩenƟon to the UK Office of
Fair Trading and effecƟvely ignored
the European Commission. The re-
sult was a disaster, with demands
from the compeƟƟon authoriƟes for
the divesƟture of a large number
of Heathrow slots in order to miƟ-

Immunity from competition law:
BA/AA OK?
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gate the perceived anƟ-compeƟƟve
nature of the alliance. BA and AA
walked away. They returned later to
try again, taking the European Com-
missionmore seriously this Ɵme,only
for theUSDepartment of Transporta-
Ɵon thisƟme to take the iniƟaƟveand
demand the divesƟture of numerous
Heathrow slots. BA and AA walked
away again.

It was only in φτυτ, following the
signing of the EU/US trans-AtlanƟc
open skies agreement (and therefore
the replacement of Bermuda φ) and
someυχyears aŌer theoriginal appli-
caƟon, that approvalwasfinally given
at the third Ɵme of asking. This Ɵme
theprice forapproval,parƟcularly the
divesƟtureofHeathrowslots foraddi-
Ɵonal services on six routes fromLon-
don, was acceptable to BA and AA.
The alliancewas later expanded,with
its anƟ-trust immunity, to include the
trans-AtlanƟc services of Iberia, Aer
Lingus and Finnair, now known as
theAtlanƟcJointBusinessAgreement
(AJBA).

BA/AA may have been the first
internaƟonal airline alliance to be
subject to serious review by com-
peƟƟon authoriƟes, but it certainly
was not the last. Such reviews have
nowbecomerouƟne, followinganes-
tablished methodology. Usually they
idenƟfy areas of concern from a com-
peƟƟon point of view which the au-
thoriƟes then try to miƟgate with a
number of penalƟes, especially slot
divesƟture where congested airports
are involved.

Unfortunately, such acƟon
has had only limited success in at-
tracƟng new compeƟƟon, possibly
with the excepƟon of Heathrow.
With the slot-restricted airports
invariably dominated by airlines
with significant market power, it is
oŌen difficult for new entrants to
establish themselves, even with the
help of remedies imposed by the
compeƟƟon authoriƟes.

In a joint paper issued in φτυτ, for
example, the European Commission
and the US DOT agreed “that one of

the main challenges in the airline in-
dustry is to design a remedy that can
effecƟvelyaddress the idenƟfiedneg-
aƟve effects of the parƟes’ coopera-
Ɵon while giving consideraƟon to the
principle of proporƟonality,”

In at least one case, the Euro-
pean Commission even went so far
as to make it a condiƟon of approval
of a joint venture that the applicants
obtain an effecƟve compeƟtor on a
route, an iniƟaƟve which has not
been noƟceably more successful and
one that hardly suggests that there is
a lengthy queue of new entrants ea-
ger to take on the dominant players.

AŌer the original applicaƟon,
the EU Commission took control of
the BA/AA cases in Europe and was
responsible for the eventual approval
in φτυτ, when clearance was also
obtained from the US DOT. It is worth
lisƟng the demands made by the
Commission in φτυτ:
( BA/AA agreed tomake slots avail-
able to allow non-stop entrants to
operate or increase services on the
London toDallas/FortWorth, Boston,
Chicago, Miami and New York and
Madrid to Miami routes. (Slot dives-
tureswerealso required inφτυχ in re-
laƟon to the London — Philadelphia
route, which facilitated the entry of
Delta. Under the terms of this com-
mitment, aŌer three years Delta was
able to withdraw from the route and
use the slots for another service to
theUS.AA is currently challenging the
legality of the Commission’s original
decision in this case).
( They agreed to allow third party
airlines to offer a return trip compris-
ing a non-stop trans-AtlanƟc service
providedby the thirdpartyairlineand
a non-stop service in the other direc-
Ɵon by the AJBA partners.
( They agreed to allow third party
airlines to conclude a bilateral Spe-
cial Prorate Agreementwith theAJBA
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partners on favourable commercial
terms.
( They agreed to provide access
to their frequent flyer programmes,
when requested, to non-stop airlines
that have commenced or increased
services on the idenƟfied city pairs.
However, this only applies to carriers
that do not have a comparable FFP
and do not parƟcipate in any of the
parƟes’ FFPs.

The European approval of the al-
liance was granted for ten years and
is due to expire this year. It is not
surprising, therefore, that a review
was launched in late φτυό. What was
unusual, however, was that the Eu-
ropean Commission stood back and
let theUK’s CompeƟƟon andMarkets
Authority take the lead. Clearly a de-
cision was taken that with the end of
the Brexit transiƟon period fast ap-
proaching,when theCommissionwill
no longerhave responsibility for com-
peƟƟonpolicy in theUK, andwithfive
of the six routes previously idenƟfied
as beingof concern involving London,
the CMAwas the appropriate body to
act.

InteresƟngly, of the seven city-
pairs where BA and AA services
overlap, the CMA quickly decided
to ignore London to Los Angeles
and New York, noƟng that there
were at least three independent
compeƟtors to BA/AA on these
routes, including new entry since the
φτυτ Commitments were accepted.
Presumably this is a reference to
Norwegian’s operaƟons, although it
remains to be seen how significant
a compeƟtor Norwegian proves to
be in the post-COVID world. The
CMA also decided that there were
sufficient compeƟƟve constraints
from United and, again, Norwegian
for the non-premium market on the
London—Chicago route.

Probably the most significant
change in the posiƟons adopted
by the compeƟƟon authoriƟes and
the alliance applicants can be seen
in the fact that, rather than resist
concessions, the AJBA soon offered
a series of commitments to address
compeƟƟon concerns, which the
CMA readily accepted. The only
changes in the idenƟficaƟon of
so-called ‘routes of concern’ were
the dropping of London — New
York and the non-premium segment
of London — Chicago. Given the
speed of agreement, it is perhaps
understandable that at the Ɵme,
IAG’s Chief ExecuƟve Willie Walsh
commented that this process was
not at the top of his agenda. What
a change from the decade aŌer the
first BA/AA applicaƟon.

NoƟng that “the AJBA has as its
object and effect the prevenƟon,
restricƟon or distorƟon of com-
peƟƟon”, the CMA acknowledged
that there are significant barriers
to entry and expansion of flights on
the routes of concern. According to
the CMA, the AJBA provides for the
ongoing exchange of commercially
sensiƟve informaƟon in relaƟon
to pricing, capacity, schedules and
markeƟng. “The CMA’s current view
is that the Commitments ParƟes have
not demonstrated that the claimed
benefits are sufficient to outweigh
the CMA’s current compeƟƟon
concerns.”

Hence the slot divesƟtures (with
applicantcarriershaving thechoiceof
Heathrow or Gatwick) and a roll-over
of the other commitments. This pack-
age differs only marginally from the
commitmentsmade tenyears ago, al-
though overall they probably repre-
sent some easing of the price, de-
spite the wider coverage of the AJBA
with the addiƟon of more carriers.
The CMA has also reserved the right,

because of the excepƟonal circum-
stances createdby theCOVID-υύpan-
demic, to review the joint venturebe-
tween two and five years aŌer the
commitments come into effect.

Comments from the compeƟƟon
authoriƟes in both Brussels and
Washington not long ago appeared
to suggest that airline alliancesmight
find it more difficult to obtain ap-
proval for anƟ-trust immunity. Unless
theUKCMA is atoddswith their Com-
mission and DOT colleagues, which
is unlikely given the co-operaƟon
and consultaƟon that exists between
these bodies, the interim decision on
the AJBA would seem to suggest oth-
erwise, which will be good news for
alliances. However, the post-COVID
world could produce a very different
compeƟƟve environment and force
the regulators to again adopt a more
criƟcal approach.

Dr Barry Humphreys is
an aviaƟon consultant.
UnƟl reƟring in φττύ,

hewas Director of
External Affairs and

Route Development at
Virgin AtlanƟc Airways.
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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
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