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The Weaponising of
Operating Leases

been weaponised. The fall-out is widespread and complex. Sanc-

I N THE economic war between Russia and the West leased aircraft have

tions imposed on Russia effectively terminated the leases of about
500 Western aircraft operated by the Aeroflot Group or independent
Russian airlines (S7, Utair, Ural Airways and Nordwind). It is estimated
that about 80 of these have been repossessed or were stored outside

Russia at the time of the invasion.

The value of the Russian-leased
fleet is estimated to be in the region
of $11.5bn. The cost of this partic-
ular sanction is estimated to be be-
tween $5bnand S15bn, the lower fig-
ure assuming recovery of more air-
craft from Russia and rapid resolution
of legal issues, the higher figure in-
cluding loss of rentals by the lessors
while they continue to make finance
payments on their lost aircraft (which
might explain why AerCap is putting
its Russian losses at $3.5bn while the
value of the relevant aircraft would be
around $2.5bn) The question is: who
bears the cost?

Firstly, the market value of the air-
craft remaining in Russia is depreciat-
ing precipitously. The Russian author-
ities have refusedtoreturntheleased
aircraft to their owners, though it is
difficult to see how this massive fleet
transfer could have been made, and
have placed them on the Russian reg-
istry. Previously the aircraft were on
Irish or Bermudan registries, a legal
process that dates back to the intro-
duction of operating leases to Rus-
sia in the mid-2000s when lessors
were concerned about the reposses-
sion rights the Russian legal system
(ironically, the Russian airlines had,
up to the Ukraine war, been reli-
able customers with very few de-
faults). With the Russian registered-

aircraft no longer having internation-
ally recognised AOCs, they cannot be
flown legally outside Russia (plus Be-
larus and former Soviet states in the
east).

The value of aircraft depends on
their maintenance manuals being
correct and up to date. This cannot
happen in Russia as the Western
OEMs and lessors have withdrawn
both the supply of parts and support
from licensed engineers. Even if the
war were to unexpectedly end and
sanctions were removed, restoring
the manuals and hence the fleet’s
airworthiness would be a lengthy and
very expensive process.
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To maintain domestic service
Aeroflot and the other Russian air-
lines will have to cannibalise aircraft
for parts. There are longer any viable
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Ilyushin or Tupolev or Antonov alter-
natives to the Boeings and Airbuses,
though the Aeroflot group operates
76 Sukhoi Superlets manufactured
in Russia. The maximum current
production rate for the SSJ is about
14 units ayear.

The lessors have hull and liabil-
ity insurance, as well as specific avia-
tion war cover, and expect these poli-
cies to pay out on the expropriated
aircraft. As independent leasing con-
sultant Dick Forsberg put it in a re-
cent HSBC webcast the lessors regard
the case as simply “property stolen in
Russia”.

Most of these insurance policies
are underwritten through the Lloyd’s
of London market, with 30%—40% of
the premiums then reinsured. There
are reports that the insurers are
“pushing back”, questioning for ex-
ample whether the coverage would
be still fully in place after the lessors
in effect defaulted on their lease
agreements (having being ordered to
do so by the EU, the UK and the US).
There are lots of convoluted issues
here for the lawyers to get into (see
following article for an independent
legal view on the Russian situation).

The stockmarket reaction to the
Ukraine war’s impact on the quoted
lessors has been quite modest, at
least in comparison with the first
phase of the pandemic. There seems
to be an assumption that the insur-
ers will absorb most of the painin the
same way as state aid to airlines pro-
tected the lessors from widespread
defaults.

The Russian jets only account for
about 4% of the global operating
leased fleet but the ramifications are
broader for the sector. Increased in-
surance premiums are expected to
push up lease rates at a time when
dollar interest rates are also rising.
On the other hand, lessors may try to
rebalance their portfolios away from
riskier markets to mainstream car-
riers, which might result in surplus
capacity and downward pressure on
rates.

Chinese speculation

More generally, the Ukraine war
has highlighted the global leasing
industry’s interconnections with geo-
politics, and Putin’s malign influence
on President Xi of the PRC. Democ-
racy has already been suppressed
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in Hong Kong and the nightmare
scenario is an attempt by the PRC to
annex the ROC (Taiwan), a threat that
is now being taken seriously by the
West.

China is a major player in the
aircraft leasing industry, with about
20% of the global operating fleet. Chi-
nese state banks own leasing compa-
nies that own about 1,400 Western
jets while Chinese majority-owned
lessors have over 1,000 more aircraft.

Of the total, 2,455 units as at the
end of last year, about 31% were
leased to Chinese airlines but 28%
were leased to North American and
European airlines. Could these 700
aircraft be weaponised like the 500
Western aircraftin Russiain the event
of a China conflict?

Such speculation would have
been dismissed as alarmist nonsense
two months ago but since then we
have learnt that governments can

intervene to instruct lessors to ter-
minate leases and take back owned
aircraft. With the Chinese leased
fleets, it could conceivably work
in two ways — the Chinese could
demand the return of their owned
aircraft from Western airlines or
Western airlines could be required to
stop dealing with the Chinese owned
lessors.

Russian sanctions, aircraft seizures —
Is there a way out?

NEW LAW passed by Russiain re-

‘ \ taliation for the sanctions im-
posed by the UK, the EU and

the US would permit Russian airlines
to retain the aircraft leased by for-
eign lessors, in contravention of the
Cape Town Convention (which re-
quires their return) and to re-register
them in Russia. The new law would
leave lessors between a proverbial
rock and hard place: where sanctions

By Deborah Ruff, Head of International Arbitration,

Julia Kalinina Belcher, Counsel, Charles Golsong, Counsel,
and Charlotte Stewart-Jones, Associate,

at Pillsbury Winthrop Shaw Pittman LLP

require a lessor to terminate a lease,
in so doing, the lessor will generally
be able to rely on standard clauses in
the lease on “illegality”, which entitle

a party to terminate if performance
has become unlawful, and/or similar
“change of law” and/or “force ma-
jeure” clauses, yet there is now a dis-

Mar/Apr 2022

www.aviationstrategy.aero



http://www.aviationstrategy.aero/

Aviationn

tinct possibility that they would not
be able to retrieve their assets or re-
lease them. The new law is presumed
to be aimed at evading the suspen-
sion by the aviation authorities where
the aircraft are currently registered of
their certificates of airworthiness.

Is insurance the answer?

It may be possible for lessors to seek
recovery of losses under insurance
policies, subject to any exclusions.
Check whether the insurance man-
dated by the aircraft lease agreement
is still valid or even exists, as some
Russian lessees have reportedly ter-
minated the “Western” policies, re-
placing them with policies from Rus-
sian insurers. Here, the likelihood of
recovery through the Russian courts
applying Russian legislation will be
low. Definitions of “war risk” or sim-
ilar may vary from policy to policy
and some may include seizure or na-
tionalisation. However, insurers fac-
ing a massive number of claims will be
looking for grounds to deny coverage,
potentially including arguments that
the new law falls short of nationali-
sation because re-registration is op-
tional.

Bilateral Investment Treaties?

Bilateral Investment Treaties (“BITs”)
between Russia and the lessor’s
home state or multilateral treaties
may provide a further option for
potential recovery through a BIT
claim against Russia.

States conclude BITs to encour-
age investment and offer some
protection from political risk. Such
treaties prohibit the “host” state
from expropriating, nationalising or
applying similar measures to foreign
investments. Many BITs also require
that the “host” state treat foreign
investors fairly and equitably. If the
recent actions of the Russian stateare

deemed to amount to expropriation
the lessors may be able to rely on BITs
to obtain compensation for the loss
of their investment.

Russia has over 60 BITs in force
with other states, which may include
the stateswhere thelessorisincorpo-
rated (for example, Japan, Singapore,
the UAE). Once a dispute has arisen,
however, transfer of assets or claims
by a potential claimant to anotheren-
tity incorporated in a country which
has a BIT with Russia, or which has
a more advantageous BIT with Russia
(known as “forum shopping”) is un-
likely to succeed.

The first step is to check whether
the lessor falls within the definition of
“investor” underthe relevant BIT. “In-
vestor” is usually defined to include
citizens of or entities incorporated in
agiven state. Some BITs cover only di-
rect investments while others extend
to indirect investments that may al-
low alessor not based in a state which
has a BIT with Russia to claim if the
parent company or individual share-
holders areincorporatedin, or are cit-
izens of, a country with a BIT covering
indirect investments.

The lessor should also check
whether it can show that it has made
an “investment” under the BIT. The
definition of “investment” is usually
wide to include all kinds of assets —
from property to rights over prop-
erty; even if the aircraft is registered
in a country that is not the lessor’s
place of registration, it may still be
possible for the lessor to qualify but,
depending on the wording of the BIT,
a lease alone may not be sufficient
to show an investment in the host
country.

Also  worth considering s
whether the BIT contains a Most
Favoured Nation clause, which may
permit the investor to import more
favourable terms contained in other

BITs to which Russia is party.

While BIT claims are usually com-
plex, requiring careful analysis from
the outset, they could provide a rem-
edy to lessors. BIT claims are usually
heard in arbitration by an indepen-
dent tribunal seated outside Russia
that will apply rules of international
law. They may also provide an incen-
tive to settle.

Enforcement

Finally, lessors should consider en-
forcement from the outset before
embarking on a BIT claim. Even if the
lessor succeeds and obtains a mon-
etary award from the tribunal, such
an award would be difficult to en-
force in Russia. Thought should be
given not only to freezing Russian as-
sets held outside Russia to satisfy the
award (many such assets, if “non-
commercial”, would normally be pro-
tected by sovereign immunity, but it
is possible thatlegislation mightbein-
troduced to change this if there is the
political will to do so), but also to how
this would interact with asset freez-
ing due to sanctions.

The current sanctions (in that
they involve freezing assets) could
be a benefit to claimants — on the
one hand, BIT claimants do not
usually have the advantage of “pre
frozen” assets (although many of
the assets frozen to date are not
directly government-owned and, as
such, would likely not be available
to a BIT award creditor unless new
legislation is passed). On the other
hand, there have been calls for the
frozen assets to be sold off and the
proceeds used to assist Ukrainians
affected by the war, which would
make them unavailable to BIT award
creditors.
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Frontier Spirit:
the Big 4 be?

HE PROPOSED merger between
-I-Frontier and Spirit Airlines

promises, or threatens, to create
a new ULCC force, the fifth biggest
airline in the US market. Here we
take a look at the merger from a
macro perspective while, in the
following article, Skailark presents
a unique analysis of the combined
cost and market competitiveness
on a route-by-route basis of the two
airlines.

The merger agreement was
announced in February, is currently
being reviewed by the US DoT and
DoJ, and is expected to be finalised
by the end of this year. Under the
agreement Spirit Airlines will be
acquired by Frontier Group Holdings
for $6.6bn, of which $2.9bn is Spirit’s
equity value and $3.7bn is the as-
sumption of net debt and operating
lease liabilities, with Frontier share-
holders owning 51.5% of the new
entity and Spirit shareholders 48.5%.

In term of traffic and revenues,
Spirit is actually larger than Frontier
— 2021 passengers totalled 30.8m
and 20.7m respectively and revenues
were $3.2bn against $2.1bn. Both
companies have been recovering
since the middle of last year but
combined traffic in 2021 was still
10% down on 2019 while combined
revenue was down 17% over the
same period. The 2021 net results
were both negative in 2021 — $473m
at Spirit representing a margin on
revenues of -14.6% and $102m at
Frontier, equivalent to -5.0%.

In the depths of the pandemic
(2020) the two airlines burnt through
S(784)m in Operating Cashflow

How scared should

though this turned positive to the
tune of $415m in 2021. Spirit in
particular maintained heavy Capex
through the pandemic with the
result that combined Free Cashflow
totalled $(1.3)bn during 2020 and
2021. However, the two airlines
were able to raise $0.9bn in debt and
$1.0bn in equity during these two
years.

This has left both ULCCs with fairly
solid balance sheets, with combined
shareholders’ equity of $2.6bn and
combined long-term debt of $7.5bn
as at the end of 2021. Liquidity was
good — $2.4bn in cash and equiva-
lents for the two companies.

Both carriers received substan-
tial government support through the
Payroll Support Program (PSP) which
covered expenditure for furloughed
employees but their participation in
government loan schemes under the
CARES Act was minimal; as at the end
of December Frontier had just S66m
in CARES loans outstanding.

Indigo-incubated ULCCs

Bill Franke, the Chair of Frontier’s
Board of Directors and the manag-
ing partner of Indigo Partners, which
owns, through a fund, 82% of the
airline, will be appointed Chairman
of the Board of the combined com-
pany. It will be his responsibility to
lead a committee that will estab-
lish the combined company’s man-
agement team, location of the head-
quarters and the new branding (Fron-
tier Spirit would seem to be the obvi-
ous choice).

Spirit and Frontier have an inter-
twined history linked to the ULCC spe-

cialistinvestment fund. Having set up
Spirit in 2006 Indigo sold out in 2014
in order to acquire Frontier and trans-
form it into a Ryanair-type airline.
The CEO of Spirit, Ted Christie, was
formerly CFO at Frontier and Spirit’s
COO0, John Bandoraitis, held the same
position at Frontier. Barry Biffle, CEO
of Frontier spent eight years at Spirit,
while his CFO, James Dempsey, came
from Ryanair.

Both airlines strongly adhere to
the key elements of the pure ULCC
model — yield-driven demand, price
leadership, high proportion of ancil-
lary revenue (60% of total revenues),
flexible asset location, modern same-
family fleets, high productivity, rig-
orous cost control, clear decision-
making processes, concentration on
VFR and Leisure segments, etc. But
they also have some unique US fea-
tures — using loyalty programmes as
part of the marketing strategy and
selling connecting tickets.

As the map on the following
page indicates, the two networks
are mostly complementary, but
with significant overlaps. Frontier is
stronger in the west, particularly at
Denver, its main base where 30% of
its flights are operated; it also has a
concentration in the Florida/Eastern
seaboard markets. As well as Denver,
Frontier has ten other bases, or
“focus cities”. Spirit too has a strong
Florida presence linking into the Mid-
west. Its main base is at Atlanta, and
it has eight other operating bases.
Spirit has a substantial Central/South
American operation and a Mexican
base at Cancun linking to Florida,
but neither carrier flies to Mexico
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City, which is where Volaris, and its
alliance with Frontier, fits in (see
Aviation Strategy, February 2022).

The merger will resultin five Fron-
tier Spirit joint bases — at Miami, Or-
lando, Atlanta, Chicago and Las Ve-
gas. Whether this is enough to raise
concerns about the joint airlines’ en-
hanced pricing power at the regula-
tory authorities is not yet clear. Hav-
ing allowed through, even encour-
aged, the series of mergers that re-
sulted in the Big Four, it is difficult
to see how the Frontier Spirit merger
could be refused, but nothing is cer-
tain.

The merged Frontier Spirit will
compete in all sizes of markets but
with a bias towards the large segment
(500+ daily passengers) — 61% of the
combined airline’s capacity against a

national average of 46%. In the mid
segment (200-499 daily passengers)
it will deploy about 22% of capac-
ity, roughly the same as the 23% na-
tional average; and the small seg-
ment (10-199 daily passengers) will
account for 17% against 31% nation-
ally. (By contrast, the other ULCC, Al-
legiant, concentrates predominately
on small markets: 88% of its oper-
ations.) There are, according to the
merger presentation, 2,000 market
opportunities in the US waiting for
Frontier Spirit to exploit.

As a leisure carrier (96% of traf-
ficis estimated by management to be
leisure or VFR), Frontier Spirit does
not have to rely on frequency but
the merger should improve its attrac-
tiveness just through providing more
options to travellers. For example,

on Baltimore-Orlando, the Big Four
currently have nine daily departures
but post-merger Frontier Spirit will be
able to offer five (two from Frontier,
three from Spirit).

There are also the international
links to the other Indigo ULCCs.
Volaris, the leading Mexican car-
rier, has an extensive codeshare
agreement with Frontier. Longer-
term there has been speculation
about Wizz eventually deploying its
A321XLRs on the Atlantic; however,
the immediate future might involve
cross-leasing spare capacity as Wizz’s
expansion plans are being thwarted
by the war in Ukraine. (There are no
obvious connections to JetSMART
the Chilean ULCC in which American
Airlines has just taken a minority
stake.)
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FRONTIER FINANCIALS

Sm 2019 2020 2021 Sm End 2021
Revenues 2,508 1,250 2,060 Fleet assets (inc lease rights) 2,872
Net result 251 (225) (102) Investments etc 326
Operating Cashflow 171 (557) 216 Cash 918
Capex (62) 12 (63) Other current assets 119
Other Income (Expenditure) (1) (4) Total Assets 4,235
Free Cashflow 109 (546) 149
Increase (decrease) in debt 120 156 125 Long term debt 2,379
Equity raises (Dividends)  (159) 266 Other current liabilities 1,326
Total Cashflow 70 (390) 540 Total Liabilities 3,705
Shareholders’ Equity 530

Costs versus the Legacies

Frontier Spirit’s ULCC model provides
it with a unit cost advantage that
the network carriers cannot begin to
match because of the complexity of
operating hub and spoke systems,
having multi-type fleets and, feeding
intercontinental services plus having
legacy employment and IT issues. But
Frontier Spirit also makes Southwest,
the great LCC innovator, almost look
like a Legacy in cost terms.

In the merger presentation, Fron-
tier Spirit’s combined adjusted CASM
was contrasted with the rest of the
US industry (see chart on page 9).
These unit costs were normalised to
a 1,000 mile sector, and net interest

was added to operating costs). The
three network carriers were over 70%
more expensive than Frontier Spirit;
Southwest was 34% more expensive.
Frontier Spirit’s pricing is based
on what it describes as “an ultra-low
base fare of only $54” with ancil-
laries doubling the revenue per pas-
senger to around $108 (see chart on
page 9). Again comparing with the
three network carriers, their revenue
per passenger would be around 80%
higher than Frontier Spirit’s; South-
west would be about 20% higher.

Fleet plan and market
implications

The proposed merger will bring
together two ambitious fleet plans,

based around a shift to larger capac-
ity 230-seat A321 neos, which should
reinforce Frontier Spirit’s unit cost
advantage.

As at the end of 2021 Frontier
had 234 aircraft on order, all A320/21
neos while Spirit had an orderbook of
156 neos, which will be split among
A319s, A320s and A321s, with deliv-
ery schedules out to 2027 and 2028
respectively. The Frontier orderbook
mostly results from Indigo’s mega-
orderin 2017 for 430 A320 Family air-
craft to be allocated among Frontier,
Wizz Air, JetSMART and Volaris. The
combined Frontier Spirit fleet plan
envisages a growth in total aircraft
from 283 units at the end of 2021 to
493 bytheendof2026,aCAGRof 12%

SPIRIT FINANCIALS

Sm 2019 2020 2021 Sm End 2021
Revenues 3,831 1,810 3,231 Fleet assets (inc lease rights) 6,292
Net result 335 (429) (473) Investments etc 405
Operating Cashflow 551 (225) 209 Cash 1,535
Capex  (455) (553) (351) Other current assets 308
Other Income (Expenditure) (2) (1) (1) Total Assets 8,540
Free Cashflow 94 (779) (144)
Increase (decrease)indebt  (120) 1,295  (664) Long term debt 5,150
Equity raises 367 376 Other current liabilities 1,276
Total Cashflow (26) 882 (432) Total Liabilities 6,426
Shareholders’ Equity 2,114
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FLEETS AND ORDERBOOKS
In fleet (End 2021) On Order
Frontier  Spirit Total Frontier Spirit Total

A319 ceo 31 31
A320 ceo 16 64 80
A321ceo 30 30
Sub-total 16 125 141
A319 neo
A320neo 73 48 121 76
A321 neo 21 21 158
Sub-total 94 48 142 234 156 390

TOTAL 110 173 283 234 156 390

Note: Spirit’s order allocation between A319, A320 and A321 TBD

pa.The proportion of neosinthe fleet
is set to increase from 43% to 79%
over the same period.

What does this imply for Frontier
Spirit’s position in the US market?
Using pre-pandemic utilisations and
factoring in probable seat capacity
growth, the combined airline would
be on target to carry close to 120m
passengers in 2026 compared to
the pre-pandemic peak of 58m.
Impressive growth, but Southwest
in 2019 carried 163m passengers
and Ryanair’s pre-pandemic medium
term forecast was for 200m-plus
passengers. It doesn’t yet tie in with
Barry Biffle’s prediction that “ULCCs
will dominate US airspace”.

A comparison of the structure of
the USdomestic marketandtheintra-
European market is interesting. In
2019, the last normal year, Frontier
and Spirit had gained about 8% of the
US market; the ULCC total, adding in
Allegiant, was around 10%. In Europe
the two main ULCCs — Ryanair and
Wizz — had some 20% of the market,
twice the US proportion.

Moreover, post-pandemic the
ULCCs will inevitably gain market
share as the result of relative scale

of the fleet expansion plans. In an
even more price-conscious era this
could pose a threat to the LCCs —
Barry Biffle has suggested that South-
west might have to “migrate up”.
Southwest and JetBlue account for
29% of the US market while easylet
and other smaller carriers have only
about 17% of the European market.

The three major network carriers
have about 54% of the domestic US
market while the three European car-
riers have about 39% of their internal
market, shares which are likely to be
eroded in the upcoming years though
any significantincursioninto the main
hubs on either side of the Atlantic still
looks very difficult and probably not
worth the risk.

One of the issues the Frontier
Spirit has to address if it is to achieve
a European-scale market penetration
is passenger approval. The graph on
the next page, which comes from
DoT surveys, and was definitely not
included in the Frontier Spirit merger
presentation pack, reveals that in
2021 the two airlines received by
some margin the most complaints
per passengers carried of all the US
airlines. Spirit’s record was worse

than Frontier’s but both ULCCs fared
badly on most measures — refunds
(a particular problem during the pan-
demic), delays timeliness, reliability,
misplaced luggage.

Ryanair of course receives a fair
amount of abuse from its customers,
but on key service metrics like dis-
patch reliability and on-time perfor-
mance it can claim to be at the top
of European rankings. So the service
aspect does have to be improved at
Frontier Spirit. However, on other
ESG criteria, Frontier can boast of be-
ing the US’s greenest airline while
Spirit picks up awards for employ-
ment conditions and diversity.

Synergies etc

Coming out of the recession, Frontier
Spirit confidently asserts that it will
win because it has the lowest costs.
It points to the experiences of South-
west post the Gulf war in 1991/92,
Ryanair post 9/11 and Spirit after
the Financial Crisis, which all boosted
their margins and grew rapidly while
the industry as a whole continued to
suffer.

In claiming $500m of “run rate op-
erating synergies” from the merger,
management have been able, unusu-
ally for the industry, to give some
concrete examples of improved ef-
ficiencies. Amalgamating the sched-
ules will free up spare aircraft, ie air-
craft needed to assure the schedule
but which are not fully utilised —
the equivalent of five aircraft in to-
tal. Another six aircraft will be freed
by removing inefficiencies in the joint
schedule mix and improving aircraft
utilisation. Savings are estimated at
S145m (or $12m per aircraft which
seems reasonable). Another $35m is
expected to come from additional
traffic through new connecting possi-
bilities.

There is also the opportunity af-
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THE FRONTIER SPIRIT COMBINATION
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forded by the merger to match ca-
pacity more closely to demand. In-
terestingly, management notes that
its airlines underperform on load fac-
tor compared to global ULCC bench-
marks. In 2019 Frontier’s load fac-
tor was 86% and Spirit’s 84%, signif-
icantly below Ryanair’s 96% (though
calculated on seats sold rather than
actual passengers). Pushing up the
joint load factor by 2-4 points would
generate $220m of revenue syner-
gies.

The remaining $100m comes
from procurement savings and
overhead efficiencies (a suspi-
ciously round number). Nothing,
the company admits, is included for
dis-synergies.

IT integration is frequently a big
headache when merging two com-
panies. Frontier and Spirit both use
the standard Navitaire reservation
system, which is important, but their
yield management systems may not
be compatible. Both airlines are
unionised — over 80% of employees
— and are in the middle of five-year
contracts with ALPA and other bod-
ies. These contracts will probably
have to be renegotiated, leading to
the perennial issue of integrating

seniority lines. Then there is the
ultimate merger question — whose
name goes on the door of the CEQ’s
office?

“Win-win” is an expression
beloved of management consultants
and investment bankers, which often
proves to be a delusion. Neverthe-
less, Frontier Spirit puts forwards a
convincing risk analysis of revenue
and cost risks to the merged air-
line compared to the Big 4. This is
summarised as:
= If both leisure and business traf-
fic fail to recover to pre-pandemic
trends, the Big 4 will have to cut
excess capacity and/or raise fares,
which means that Frontier Spirit rel-
ative fare advantage widens, plus the
revenue synergies from the merger.
¥ If leisure traffic recovers but busi-
ness traffic doesn’t, the Big 4 will
be forced to increase leisure fares to
compensate for the loss of essential
premium revenue, again increasing
Frontier Spirit’s relative fare advan-
tage.
= If the crude oil price remains at
over $100/bbl, Frontier Spirit’s cost
advantage over the Big 4 increases
because it uses 10 gallons to fly one
seat 1,000 miles whereas the Big 4

need 15 gallons (an alternative view
would be that ULCCs’ fuel costs are a
higher proportion of the total cost pie
than network carriers’).

¥ Ex-fuel inflation is more manage-
able at Frontier Spirit than at the Big 4
because of the ULCC’s skill in cost con-
trol, plus the costs synergies resulting
from the merger.

¥ Finally, “Covid Debt” is much
lower at Frontier Spirit relative to
the whole US airline sector — $4 per
passenger versus $21 per passenger.

Will JetBlue spoil the party?

At the beginning of April JetBlue
made an unexpected $3.6bn bid for
Spirit, valuing the airline at approxi-
mately $700m more than in the Fron-
tier deal. The key question for Spirit
shareholders is whether JetBlue’s
extra cash upfront compensates for
the increased implementation risks
of the merger.

There would appear to be
nowhere like the same degree of
compatibility between operating
models. JetBlue’s CASM (adjusted)
would be 50% higher than Frontier
Spirit’s. Its focus is on transconti-
nental operations and preparations
for entry onto the North Atlantic.
With its MINT premium product, it
is orientated towards business trav-
ellers. Unit revenue per passenger
is 70% higher than at Frontier Spirit.
Moreover, JetBlue is entangled in
an antitrust case with the Dol over
its alliance with American in the
northeast of the US, which the Dol
contends is leading to market control
and higher fares.

Whereas the Frontier Spirit mes-
sageis pretty clear — “Creating Amer-
ica’s most competitive ultra-low fare
airline”, the rationale for the takeover
given by Jet Blue’s CEO, Robin Hayes
seems slightly nebulous: “What we
want to do is create a bigger JetBlue”.
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Spirit-Frontier merger:
Competitive network analysis

OLLOWING on from the strate-
ngc review of the planned Fron-
tier Spirit merger, this analysis by
Skailark focuses on the all-important
detail, quantifying how the merger

will impact individual route competi-
tiveness.

Approach

The three images on pages 12-14
have been taken from skailark’s route
competitiveness dashboard: Fron-
tier’s route network, Spirit’s route
network and the combined airline.

First, let’s understand the dash-
board layout: the x-axis represents
market positioning — Relative Mar-
ket Share or RMS (which is presented
on a logarithmic scale). For the se-
lected carrier, this measures the mar-
ket share against its strongest com-
petitor on each route, by number of
seats.

If RMS > 1, the selected airline is
the leader in that market. The higher
the RMS, the wider the market share
gap to the second largest competitor
on the route. If RMS < 1, there is an-
other competitor with a higher share
of seats on that route. The lower
the RMS, the wider the market share
gap to the largest competitor on the
route. Research and management ex-
perience have shown that a high RMS
(being a leader) on a route strongly
correlates with the profitability on
that route, with enhanced ability to
control prices and offer more options
to customers.

The y-axis represents cost posi-
tioning — Relative Cost Competitive-
ness or RCC) The unit cost (CASM or
CASK) of the selected carrieris bench-

marked against the lowest cost com-
petitor on the route, using the actual
unit costs of the aircraft type (s) flown
on eachroute.

If RCC >1, the selected airline is
the cost leader in that market. The
higher the RCC, the wider the cost gap
to the second lowest cost competi-
tor in that market. If RCC<1, there is
another airline competing with lower
costonthatroute. The lower the RCC,
the wider the cost gap to the lowest
cost competitor on the route. Again
here, a high RCC correlates strongly
with profitability in that market.

The top right quadrant (green)
displays routes where the respective
carrier has both cost and market
leadership. The bottom left quadrant
(red) highlights routes, where the
carrier has neither cost nor market
leadership. On routes allocated
to the top left and bottom right
quadrants (yellow), the airline has
either cost or market leadership, not
both. Monopoly routes are listed on
the bottom right of the dashboard
and normalised to 1 (blue dot in the
centre).

All data is based on Q3 2021
and the output is shown by city-pair,
segment-based. (Note: to view
the name of every route with ad-
ditional information, please refer
to the interactive dashboard at
https://tinyurl.com/skailark.)

Output and findings

Image 1 divides the network of
Frontier (pre-merger) into the four
quadrants, while image 2 displays
the network of Spirit airlines (pre-
merger). Image 3 displays the two

carriers combined, modelling a
theoretical merged network and
assuming no network adjustments.

Let’s pick one example to clar-
ify the output: the city-pair Orlando
to San Juan, Puerto Rico (ORL-SJU),
which is operated by both airlines.
This route is leisure focused so the
market share has a lower impact on
overall route profitability, but it still
nicely illustrates the strategic net-
work impact of the merger.

For Frontier (Image 1) the route
ORL-SJU sits in in the top-left quad-
rant (share lag), meaning Frontier op-
erates with lowest unit costs on the
route, while there is another carrier
with a higher market share. The left
side of Table 1 on page 13 shows the
details, revealing that Southwest is
the carrier with the largest number of
seats on this route pre-merger.

For Spirit (Image 2) ORL-SJU sits
in the bottom-left quadrant (share
and cost lag), meaning Spirit oper-
ates with slightly higher unit costs
compared to Frontier and also that
there is another competitor with
more seats in this market (again it is
Southwest — see Table 1 on page 13
for confirmation).

In Image 3, representing the
Frontier-Spirit merger, the ORL-SJU
circle has moved to the top-right
guadrant (winning routes and costs
— RMS> 1, RCC >1). The reason is
that the newly formed Spirit-Frontier
carrier surpasses Southwest as the
largest carrier with the most seats on
the route, and it also has the lowest
unit costs. The circle is also larger, as
it combines the total number of seats
for Spirit and Frontier on the route.
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Image 1: FRONTIER ROUTE COMPETITIVENESS
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Image 2: SPIRIT ROUTE COMPETITIVENESS
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Table 1: Seats and CASM on ORL-SJU pre- and post-merger

Pre-merger Post-merger
Route: ORL-SJU Route: ORL-SJU
RCC: 0.9777 RCC: 1.4
RMS: 0.7 RMS: 1.088
Acft Seats CASMt CESM% Acft Seats CASMt CESM%
Frontier 32A 1,644 9.3 9.1 JetBlue 32A 3,672 13.0 10.7
Airlines 32B 8,280 8.4 8.4 Airways 320 56,346 12.7 10.9
32N 23,808 9.3 9.3 ESO 9,200 18.9 16.6
320 900 9.6 9.3 Total 69,218 13.5 11.6
UEEL shir B 24 Southwest 7MB 5075  10.1 8.4
JetBlue 32A 3,672 13.0 10.7 Airlines 758 79,625 9.9 9.2
Airways 320 56,346 12.7 10.9 73H 6,125 10.0 9.3
ESO 9,200 18.9 16.6 73W 6,435 10.9 10.5
Total 69,218 13.5 11.6 Total 97,260 10.0 9.3
Southwest 7MB 5,075 10.1 8.4 Spirit 32A 24,030 9.7 9.5
Airlines 758 79,625 9.9 9.2 Airlines— 32B 40,200 8.7 8.6
73H 6,125 10.0 9.3 Frontier 32N 26,174 9.3 9.3
73W 6,435 10.9 10.5 Airlines 319 145 10.1 9.4
Total 97,260 10.0 9.3 320 8,908 10.0 9.8
Spirit  32A 22,386 9.8 9.6 JoEl SeeEy S 31
Airlines 32B 31,920 8.7 8.7
32N 2,366 9.4 9.2
319 145 10.1 9.4
320 8,008 10.1 9.9
Total 64,825 9.3 9.1

Notes: TCASM = cost per seat mile in US¢; #CESM = cost per equivalent economy seat mile, CASM adjusted to maximum design seating density;

The right-hand side of Table 1 shows
the details post-merger. In summary,
the newly formed merger will have
cost and market leadership on that
route.

This analysis is automatically
computed by skailark for every single
route and provides an overall picture
of the effect of the planned merger.

Table 2 on page 13 summarises
the total share of city-pairs in each
quadrant, pre- and post-merger.
The highlighted fields are of the
most interest. Pre-merger about
10% of routes were in the “winning”
quadrant, while post-merger, they
rise to 13%, meaning that the com-
bination increases the number of

routes with highest market share and
lowest cost by about 30%. Equally
interesting is the opposite part of the
spectrum: the percentage of routes
in the bottom-left quadrant (cost and
share lag) is significantly reduced
from 17% to 3%. This is driven by the
elimination of competition between
the two carriers. Finally, the number

Table 2: Share of routes in each quadrant (pre- and post-merger)

Winners Costlag Sharelag Cost,sharelag Monopolies
Pre merger Frontier (Image 1) 9% 0% 75% 9% 6%
Spirit (Image 2) 10% 3% 46% 26% 15%
Average 10% 2% 61% 17% 11%
Post merger  Frontier-Spirit (Image 3) 13% 1% 70% 3% 13%

Mar/Apr 2022
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Image 3: FRONTIER-SPIRIT COMBINED ROUTE COMPETITIVENESS
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of monopoly city-pairs increases,
but only slightly from 11 to 13%. This
might be relevant from a regulatory
perspective.

The bottom line

The networks of Spirit and Frontier
can be classified as largely indepen-
dent with only limited overlap. The
network combination will rather
expand the carriers’ reach to more
customers across the continent.
Nonetheless, on those routes where
both carriers are competing today,
the joint offering results in market
advantages, and is likely to drive
higher returns. In general, most
overlapping routes shift from the
bottom-left towards the top-right
highlighting the strategic network
synergies. At the same time, other

carriers operating on those routes
should anticipate the increased com-
petition and could consider strategic
adjustments.  Furthermore, the
number of newly formed monopoly
city-pairs is quite low, an angle that is
likely to be reviewed by regulators. Of
course, this assessment has its limits
as it does not consider the O&D-view.
However, this is less relevant to an
ULCC business model which focuses
on point-to-point operations.

skailark

The analysis is available for every
airline and network to help man-
agement understand the impact
of any merger (eg JetBlue-Spirit)
on their own network — available
with a few simple clicks. Obviously,
all airlines aim to have most routes

in the top-right quadrant (market
and cost leadership) and least in the
bottom-left quadrant (market and
cost laggers). Even airlines with rela-
tively high unit costs can identify their
sweet spot on each route depending
on the aircraft deployed by their com-
petitors and the related unit costs.
The founders of skailark welcome
any feedback from Aviation Strategy
readers. Live demonstrations of the
dashboards can be arranged.

Please contact the
team through
contact@skailark.com
or visit
https://skailark.com
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IAG: Delicately Balancing

its Finances

demic has been to rely on private

finance rather than seeking huge
amounts of state aid. Where does this
leave IAG now?

Over the two years (2020-21) IAG
has produced total underlying oper-
ating losses of €7.4bn and net losses
of €7.8bn — including exceptional
items that loss totals nearly €10bn —
while it only recognised an average of
€8bn in revenues a year, 30% of its
2019 peak.

IAG had entered the crisis with
a relatively healthy balance sheet: a
net debt to EBITDA ratio of 1.4x, well
below its target ceiling of 1.8x, lig-
uidity of €9bn (36% of 2019 annual
revenues), and investment grade rat-
ings. And, importantly, it had builtina
high degree of flexibility with only one
third of its 598 strong aircraft fleet
owned and two thirds on operating
lease.

It paid for the losses by raising
both debt and equity. Total debt at
the end of 2021 stood at €19bn,
€5.4bn (37%) higher than at the end
of 2019. It raised €2.7bn from share-
holders in an emergency, and dilu-
tive, rights issue in the second half of
2020.

It benefited from generally avail-
able government support through
the crisis. These included the various
job retention schemes in the UK, Ire-
land and Spain giving a benefit to the
wage bill of €558m, as well as state
backed loans and loan guarantees
from Ireland’s Strategic Investment
Fund, Spain’s ICO, and under the UK
Export Development Guarantee.

But, unlike its arch rivals Air

IAG'S policy throughout the pan-

France-KLM and the Lufthansa
Group, it managed to survive without
the need to request specific state aid
from any of its airlines’ governments
(not that any help would realisti-
cally have been likely to have been
forthcoming from the UK for British
Airways) and as such avoided the con-
comitant management, operational
and competitive restrictions.

Future size and shape

Two years on from the onset of the
Covid-19 pandemic and the Group is
alot smaller.

IAG disposed of 85 aircraft over
the two years, including an acceler-
ated retirement of British Airways’
remaining 32 ancient 747s and
Iberia’s 15 fuel-guzzling A340s (the
other four-engined aircraft, BA’s 12
A380s, were put into storage tem-
porarily — they will still be needed at
the slot-constrained Heathrow).

It also got rid of a lot of employ-

ees: 25% of the workforce at BA and
10% at Aer Lingus (lberia and Vuel-
ing were restricted from laying peo-
ple off under the terms of Spain’s
ERTE wage support programme). To-
tal employees, in manpower equiva-
lents, fell by a quarter from 66,034 in
201910 50,222 in 2021.

It had been planning its fleet re-
newal process as part of its necessary
path to net-zero. At the group’s last
Capital Markets’ Day (CMD), which
was way backin 2019, the group high-
lighted its then fleet plan, suggesting
it had ironed out the spikes in aircraft
replacement that had been a tradi-
tional feature of the old British Air-
ways and had in place a smooth tran-
sition to next generation aircraft.

For 2020-22 it had atthattimean-
ticipated taking delivery of 92 short
haul and 51 long haul aircraft to pro-
vide replacement and growth, and
from 2023 it foresaw a need for 217
short haul units (including an early re-
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IAG: EVOLUTION OF AIRCRAFT DELIVERY PLANS

Current plan

2020A 2021A 2022

placement of A320ceos) and 66 long
haul aircraft for replacement, evenly
spaced over the years to 2029.

It was inevitable that IAG rene-
gotiated scheduled deliveries during
the crisis — not merely to halt the
arrival of aircraft with nowhere to
fly, but more importantly to stem the
outflow of cash in capex. The chart
on page 16 shows the evolution of
those plans from the CMD projec-
tions, through those promulgated at
the time of the capital raising in 2020,

to the current plans presented at the
announcement of the 2021 full year
results in February 2022. In the end
IAG took delivery of 45 aircraftin 2021
and 2022, half that originally planned
leaving a group fleet at the end of
2021 (see table on the facing page)
some 20% smallerthan twoyears pre-
viously.

The chart below shows the as-
sociated data for group capital ex-
penditure. Gross capex turned out at
€2.6bn, 70% less than that planned

for the years in 2019. Net of asset
sales, capex in 2021 fell to a mere
€200m (partly as a result of delivery
delays from both main manufactur-
ers).

This reduction in capex helped.
Some recovery in operations had al-
ready been experienced in the sec-
ond half of 2021. This was particularly
so for Iberia and Vueling, both having
the benefit of a substantial domes-
tic market and fewer restrictions on
travel. For 2021 as a whole Iberia op-

IAG: EVOLUTION OF CAPEX PLANS
CMD 2019 plan 2020 plan Current plan
7
6 €5.70n NOT-fleet
|
€4.3bn
4 1894 Fleet capex €.90n
15%
3k €2.7bn 2.4
179 o n
2 14%4 €1.9bn
82% Z 85%
1 83% 86% £€0.7bn
2020 2021 2022 2020 2022 2020A 2021A 2022
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start of the pandemic, despite the

IAG FLEET impact of the omicron variant of the
virus (Iberia even posted an operat-
Dec2019 A  Dec2021 Orders Options ing profit of €82m in period, a margin
E170 6 (6) of 8%). For the second half of the
E190 18 5 23 year as a whole the group achieved
Regional 24 (1) 23 positive operational cashflow of
€1bn.
A318 1 (1) . .
A319 57 (18) 39 The group ended 2021 with a high
A320 254 (14) 240 22 76 level of liquidity at €12bn (including
A321 66 7 73 34 14 €4bn in undrawn facilities) up by
Narrowbodies 378 (26) 352 56 90 nearly €2bn over the year and the
A330-200 24 (6) 18 highest since the start of the pan-
A330-300 16 2 18 demic. CEO Luis Gallego expressed
A340-600 15 (15) some satisfaction that net debt
A350 J 8 17 26 >2 had fallen to a mere €11.7bn from
A380 12 12
247-400 32 (32) €12.5bn at the end of September
777-200 46 (3) 43 2021.
777-300 12 4 16 At the results announcement in
777-9 18 24 -
287.8 1 1 February the group indicated that
787-9 18 18 there would be a ramp-up in capac-
787-10 2 2 10 6 ity as markets opened, aiming to re-
Widebodies 196 (40) 156 54 32 cover capacity in 2022 to 85% of that
flownin 2019. By the peak third quar-
TOTAL FLEET 598 (67) 531 110 172 . .
ter it expected to be flying only 10%
less than pre-pandemic levels, with
operations on BA’s key Atlantic routes
erated capacity at 65% of 2019 levels capacity and Aer Lingus at 24%. back to the levels of three years ago,
and Vueling at 63%. By contrast BA, In the fourth quarter IAG re- and South Atlantic operations out of

with the Atlantic then still effectively ported the first quarterly positive Madrid back to 95% of former capac-
closed, operated at 28% of its 2019  EBITDA result (of €250m) since the ity by the fourth quarter.

IAG GROUP AIRLINE BRAND PERFORMANCE

British Airways (£m) Iberia (€m) Vueling (€m) Aer Lingus (€m)
2021 Av2019 2021 Av2019 2021 Av2019 2021 Av2019

Passenger Revenue 2,316 -81% 1,724 -58% 1,011 -59% 308 -85%
Cargo Revenue 1,097 +54% 394 +35% 65 +20%
Other Revenue 281 -59% 666 -49% 5 -72% 4 -64%

Total Revenue 3,694 -72% 2,784 -51% 1,016 -59% 377 -82%

Costs 5,594 -51% 3,018 -41% 1,278 -42% 724 -61%

Operatingresult  (1,900) (3,821) (234) (731) (262) (502) (347) (623)
Margin -51% -66pts -8% -17pts -26% -36pts -92% -105pts

ASK(m) 52,633 -72% 40,606 -45% 20,355 -47% 7,380 -76%

RPK(m) 30,698 -80% 27,976 -56% 15,554 -53% 3,545 -86%

Load Factor 58% -25pts 69% -18pts 76% -11pts 48% -34pts
Sector length (km) 3,205 1% 2,620 -8% 986 4% 1,800 -11%
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With encouraging forward book-
ings, the company guided to a “signifi-
cant” operational cash flow and oper-
ating profit for the full year (although
the first quarter would be strongly
negative because of seasonality and
the cost of ramping up operations).

War risk

But that was before the Russian
invasion of Ukraine, the resulting
economic war of sanctions pursued
by the US and Western Europe
against the aggressor, closure of Rus-
sian airspace to “unfriendly nations”
and the pressure on fuel prices.

IAG as a group has relatively
little exposure to the removal of the
right to overfly Russian airspace. Its
operations into Russia (or Ukraine)
are a minuscule part of its network.
It (through British Airways) is the
fifth largest operator on the markets
between Europe and Asia Pacific
(well behind Lufthansa and Air
France-KLM) with less than 6% of
total market revenues in normal
times. Furthermore, less than a third
of its operations to the Asia Pacific
region involve flights to North East
Asian destinations which would be
subject to the longest diversions

IAG DEBT REPAYMENT SCHEDULE
3,500
3,000 €2,304m
UKEF
2,500 - /
2,000 |-
Corporate bonds
1,500 -
1,000 - Other Y{fﬁ‘m €822m esgsm
€680m ICO Bl 700m
ol B €571m
I I €283m \ B l
[ ]
1 1
05023 2023 2024 2025 2026 2027 2028 2029

away from Russian airspace.

The war in Ukraine could affect
peak summer season passenger traf-
fic demand on the Atlantic just at the
time that the market reopens after
two years of effective closure: out-
bound US leisure travel tends to be af-
fected by such geopolitical events.

Of perhaps more concern is the
economic impact. Significant infla-
tion in fuel, commodities and food
prices will add pressure to economic
growth and personal incomes: not
a good environment for encouraging

air travel growth, however much the
level of pent-up demand may be.

Anotherrights issue needed?

On the publication of the full year re-
sults in February, the stock markets
appeared unimpressed, worried that
capital expenditure plans were too
high. IAG said it was targeting spend
of €3.9bnin 2022 up from the €2.4bn
it had earlier earmarked. In fairness,

IAG BALANCE SHEET

ITEMS
|IAG FINANCIAL DATA AtDec31€m 2019 2020 2021
Fleet 16,675 15,365 15,116
€m 2019 2020 2021 Other Fixed Assets 4,224 3,903 5,500
Intangible Assets 3,442 3,208 3,239
Revenues 25,506 7,806 8455 CurrentAssets 11,327 7,840 10,551
Operatingresult 3,285  (4,390) (2,970) of which Cash 6,683 5917 7,943
NetResult 2,387  (4,337) (3,038)
Total Assets 35,668 30,316 34,406
Operatingcashflow 4,002 (3,432)  (141) Current liabilites 12,748 11,516 13,278
NetCapex (2,554)  (806)  (200) of whichdebt 1,843 2,215 2,526
Otherincome (1) 2 (72) longtermdebt 12,411 13,464 17,084
Free cash flow 1,447 (4,236) (413) Other liabilites 3,389 3,726 3,198
- Total Liabilities 28,548 28,706 33,560
Increase in debt 49 1,053 2,552
Equity raised/(dividends)  (1,308) 2,621 (24) Equity 7,120 1610 846
Totalcashflow 188 3,810 2,235 Netdebt/Equity 11 61 138
Netdebt/EBITDA 1.4 43 -113
18 www.aviationstrategy.aero Mar/Apr 2022
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the increase is probably a natural
consequence of the delivery delays
experienced in 2021 and a restart
of predelivery payments for resched-
uled aircraft delivery programmes. It
is also, as the group states, “reflecting
the need to re-build capacity towards
pre-pandemic levels”.

Along with a build-up of capital
expenditure, there has been a mas-
sive increase in long term debt —
to €17.1bn at the end of 2021. IAG’s
CFO, Steve Gunning, appeared re-
laxed with the €12bn in liquidity he
has secured (equating to nearly 50%
of what had been 2019’s annual rev-
enues) and sanguine about the debt
repayment schedule (see chart on
page 18), saying it was “manageable”.
But with the publication of the results
in February he stepped down from
the role and the group, leaving the
headache for his successor.

A large portion of the repayment
schedule relates to unsecured corpo-
rate debt, and repayments average
€600m a year over the next three
years. But the 70% state-guaranteed

IAG SHARE PRICE PERFORMANCE
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\ European Airline Index

IAG
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€1bn ICO loan organised by Spain’s
Official Credit Institute in May 2020
in favour of Iberia and Vueling (re-
payable 2023-2025) has non-financial
restrictions against “upstreaming” of
cash to other IAG Group companies,
and the 80% guaranteed UKEF organ-
ised £2bn loan to British Airways be-
comes fully payable in 2025 (there is
an additional undrawn £1bn facility

7,000

IAG: EBITDA AND CAPEX (€bn)
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Notes: Capex forecast Bernstein. EBITDA forecast range Bernstein and HSBC

available).

In the chart below we show an
estimate of the level of capex in the
next few years along with a range
of estimates from two respected eg-
uity analysts for EBITDA as a proxy for
cash generation. The latter relies on
underlying assumptions on restoring
revenues and suggests that 2022 and
2023 could still be difficult years on
the path to recovery.

The emergency rights issue in
2020 was done in extremis. Ideally
IAG might want to wait until there
is a clear path to profitability be-
fore calling on shareholders again
so that it doesn’t impose further
dilution. But if it doesn’t raise new
funds, it might take a very long time
to restore the balance sheet to a
healthy state. At the end of 2021 net
equity officially stood at only €846m.
Excluding intangible assets, it would
be negative to the tune of €(2.15)bn.
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