IATA Forecast:
Conundrums

- —

silient, Less Robust”. The resilience refers to the traffic recovery from

IATA ENTITLED, a little enigmatically, its half-year outlook, “Highly Re-

the pandemic.

The recovery has been led by
North America with traffic in that
region expected to attain 2019 levels
this year; this may now be on this
pessimistic side with A4A estimating
summer volumes to have reached
record levels, A similar performance
is expected for the Latin American
and Caribbean region. Asia/Pacific
has been the slowest to recover, the
result of the rigorous international
restrictions that were put in place.
Europe will be very close to 2019
levels this year.

2024 is now the year of full recov-
ery for all the six regions monitored
by IATA. The global total is forecast to
be 6% above 2019, increasing to 18%
above in 2025.

There are lots of short-term risks:
the slowness of China’s recovery
and the fragility of some major
economies in the new persistent
inflation/high interest rate environ-
ment. There may also be, it has to be
said, some new nasty variant of Covid
lurking somewhere. This presumably
is where there is lack of robustness of
the industry.

IATA has decided that the long-
term outlook for the industry is un-
changed. The global traffic volume is
predicted to grow by 3.4% pa, which
will double passengers carried from
4 billion in 2019 to 8bn in 2040. IATA
comments, “the uncertainty around
climate change and the costs associ-
ated with the net zero transition raise
major concerns around the outlook”.

Among climate change activists the
forecast raises apoplexy.

It is perhaps a little strange the
high case offered by IATA refers to a
“a quicker return to pre-coronavirus
trends”and the low case to “macroe-
conomic conditions inflicting lasting
damage”. The most relevant scenario
is surely one where traffic growth
has to be severely suppressed in or-
der to achieve net zero, given the
deep problems with alternative solu-
tions, for example, Sustainable Avia-
tion Fuel (see Aviation Strategy, June
2023).

IATA expects the global industry
to return to profitability next year, a
remarkable outcome after the huge
loss of nearly S120bn in 2020 fol-
lowed by $42bn in 2021. 2022 is esti-
mated as a loss of $3.6bn, while 2024,
according to IATA, will see a profit
level of $S9.8bn.
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IATA has reproduced its regular
chart comparing Weighted Average
Cost of Capital (WACC) and Return
on Invested Capital (ROIC), highlight-
ing the negative gap that has re-
emerged between the two financial
ratios and commenting: “Historically
the air transport industry has strug-
gled to deliver the returns which eg-
uity investors expect for risking their
capital”. This has been a theme, ad-
monishing the industry for somehow
“destroying capital”.
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The WACC/ROIC comparison is
very interesting though not just for
the reason given by IATA. Investors
invest in individual companies not
industries, and at any point some
companies are growing while other
are declining. For instance, in the
periods when new entrant LCCs
undermined Legacy airlines, the gap
between WACC and ROIC would
probably have widened (because
the cost of borrowing for incum-
bents would have increased as their
profitability and balance sheets dete-
riorated while return on investment
in the LCCs would not have been fully
realised). So a positive structural de-
velopment for the industry might not
be indicated by a global WACC/ROIC
comparison, the opposite in fact.

An inter-industry comparison
would be fascinating but the reality

is that other industries generally do
not have the comprehensive data
that aviation has as a result of its
regulated past. We suspect that on
this measurement many (most?)
industries “destroy capital”. Indeed,
according to Schumpeter, “cre-
ative destruction”, disruptive new
technology wrecking incumbents’
profitability, is the critical element in
capitalism that drives progress.

It would be also interesting to try
to work out whether a WACC/ROIC
negative gap is related to increased
negotiating power on behalf of labour
(something IATA hints at) or changes
onthe production chain (manufactur-
ers or lessors or airports improving
their returns at the expense of air-
lines, a McKinsey thesis of some years

ago).

Recovery CAGR Additional passengers
year (2019 -2040) by 2040, millions

Africa 2024 3.4% 155.72

Asia Pacific 2024 4.6% 2,554.41
Europe 2024 2.1% 665.81
Middle East 2024 3.7% 276.03
North America 2023 2.2% 564.98
Latin America & Caribbean 2023 2.9% 313.47

World 2024 3.4% 3,940.80

Sources: IATA Sustainability and Economics, Tourism Economics
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IndiGo: An LCC with

no limits?

The leading Indian airline, operat-

ing in the world’s fastest growing
economy with a strong technological
bent (highlighted by the recent lunar
landing), IndiGo has an established
LCC model, a dominant market share
and inherent advantages over the lo-
cal competition. It is Airbus’s most
valuable customer having just placed
an order for 500 A320/21 neos.

IndiGo’s roots can be traced back
to 2005 when the Indian regulators
started to ease their grip on the do-
mestic market and began to under-
stand that protecting Air India was
not in the best interests of the coun-
try. At that time Rahul Bhatia, head
of the InterGlobe tourism, air trans-
port and technology conglomerate,
was part of a consortium aiming to
launch India’s first LCC, using the AOC
of agrounded carrier (Royal Airways).
The consortium (by the way, advised
by members of Aviation Strategy who
developed a detailed operational and
financial plan) succeeded, establish-
ing India’s first LCC, Spicelet, in 2005.

INDlGo is in an enviable situation.

Indigo’s growth with an early 100-
unit mega-order for A320s. Spicelet’s
initial top personnel choices were
traditional and wrong, bringing in
recycled Western executives, who
didn’t really understand the Indian
market nor the LCC model; and over
time its management, led by multi-
sector entrepreneur Ajay Singh, has
never seemed to focus totally on
realising the potential of an LCCin the
Indian market. Spicelet entered the
pandemic in a weak financial state
and has not been able to reverse its
decline — recently it has had to pay
its lessors with equity in the airline.
Not that IndiGo’s management
has been without controversy. When
the company launched anIPOin 2015
its balance sheet showed negative
equity, largely because Bhatia and
Gangwal had extracted about $530m
of dividends, for a modest initial in-
vestment in the start-up. Still, the IPO
succeeded, and some years of strong

financial results followed.

But by 2018 serious tensions
had developed between the two
founders, and they ended up in the
courts. The argument seems to have
started with a divergence on growth
strategy — Gangwal wanted to go
for a major growth surge, increasing
capacity by over 50% to take full ad-
vantage of the weakness of Air India
and the other competitors. Bhatia
was more circumspect (and correctin
retrospect because of the pandemic)
but he also reportedly wanted to
expand into widebodies, a strategy
that was anathema to Gangwal.

Then Gangwal, who owned 37%
of the equity against Bhatia’s 38%,
tried to change certain articles in
the company’s constitution which
he said favoured Bhatia, and, when
blocked, complained about the
airline’s governance to, inter alia, the
Finance Minister, citing IndiGo’s var-
ious contracts with other InterGlobe

INDIGO FINANCIAL RESULTS (Xbn)
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companies owned by Bhatia. This
painful clash between two ageing and
extremely wealthy egos ended with
Gangwal’s exit at the end of 2021.
Since then, Gangwal and his family
have been unloading substantial
amounts of IndiGo shares, a process
which he has said he will continue for
the next five years.

The model

IndiGo’s LCC model has these ele-
ments:

¥ Essentially a point-to-point LCC
operation, current serving 78 domes-
tic points and 22 international desti-
nations.

= Building in a capital cost advan-
tage through a series of mega-orders
from Airbus, the latest being for 500
A320/321s, financed using sale and
leasebacks.

¥ Load factor is 89%, dispatch reli-
ability is a remarkable 99.9% and on
time performance is 89%.
 Average aircraft utilisation is
around 11.5 hours per day for the
A320-family fleet which has an av-
erage age of 3.6 years, so reducing
maintenance costs.

= Like most other LCCs, itisincreas-
ing the average size of its fleet, shift-
ing from 180-seat A320s to 222-seat
A321s.

¥ No frills but consistent service,
regularly awarded the “Best Low Cost
Airline in India and Central Asia” title
by Skytrax.

= The original target for IndiGo was
to divert middle class passengers
from the very slow railways to aero-
planes, and then to stimulate new
markets. In FY 2024 (year to March
31) IndiGo expects to carry 100m
passengers, roughly ten times the
total domestic air traffic volume of
2005.

= Post-pandemic, 10-15% annual
traffic growth is again feasible —
Indigo’s new target is 200m passen-
gers by 2030. IndiGo now aims to
achieve this volume by increasing
international traffic at a faster rate
than domestic.

= The international network is con-
centrated on the Middle East but the
introduction of XLRs will bring Euro-
pean cities into the network.

¥ It has an extensive list of code-
share partners: THY, Qatar Airways,
Qantas, KLM, American, Virgin At-
lantic and Air France, but does not
provide traditional passenger or bag-
gage interlining facilities.

Financials

In the immediate pre-pandemic
years IndiGo’s financial results were

not impressive by LCC standards, or
by any airline standards. In FY 2019
and 2020 it just about broke even
at the net level, and then in FY 2022
and FY2013 accumulated ¥119.8bn
(USS1.44bn) of net losses. FY2023
was marginally loss-making although
there was a marked recovery in
operating cashflow.

As a consequence, and despite all
its apparent competitive advantages,
IndiGo’s balance sheet as at March
2023 showed %62.5bn (S750m) of
negative equity — a startling contrast
to, for example, Ryanair which has
about $6bn in shareholders’ funds.
However, the state of the balance
sheet does not appear to be of con-
cern to investors — the stockmarket
valuation of the company is around
¥950bn  (S11.4bn) compared to
$19.7bn for Ryanair. (About one third
of IndiGo’s shares are in free float on
the Delhi stock exchange, a propor-
tion that will rise as Gangwal unloads
his holdings.) And behind IndiGo is
Bhatia’s InterGlobe, a conglomerate
that is privately controlled and re-
leases little financial information, but
which operates across 28 countries
with a workforce of 55,000.

In 2022 Pieter Elbers was brought
in from KLM to be the new CEO. Al-
though KLM is the ultimate hub-and-

INDIGO (INTERGLOBE AVIATION) FINANCIALS (X Billions)

FY (end March 31) 2019 2020 2021 2022 2023 At end March 2023

Revenues 298.2 3729 156.8 266.5 558.8 Fleet and other fixed assets ~ 330.2

Net result 1.6 (2.3) (58.1) (61.7) (3.0) Current Assets  132.7

Cash and equivalents  128.8

Operating Cashflow  31.6 69.7 (16.1) 20.9 127.3 Total Assets  591.7

Capexand Investments  (25.4)  (45.7) 32.0 15.0 (40.6) Long term debt and lease liabilities ~ 415.7

Free Cashflow 6.2 24.0 15.9 35.9 86.7 Current liabilities  238.5

Increase/(Decrease) in Debt  (5.9) (24.1) (17.7) (30.8) (84.3) Total Liabilities  654.2

Total Change in Cash 0.3 (0.1) (1.8) 5.1 2.4 Shareholders’ Equity  (62.5)

Note: 1 Billion = USS 12 million
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http://www.aviationstrategy.aero/

VAVIatiorn

Air Asia India m

Indigo

INDIA MARKET 2022

Domestic
Air India Others
Akasa
Vistara GofFirst
Y
Air India Express 4§ / Air India

Spicelet

Vistara ﬂ

Air India Express

International

Others
GoFirst
Spicelet

21m pax

Indigo

pure spoking airline and IndiGo is a
point-to-point LCC, Elbers is highly re-
spected throughout the industry for
his operational and strategic exper-
tise. His timing was good as IndiGo
has rebounded this year — the first
quarter FY 2024 (April to June) saw
an annual increase in revenue of 30%
to ¥166.8bn (S2bn) and a return to
net profit, ¥30.9bn against a loss of
%10.6bn for the same period lats year.

At the Paris Air Show in June El-
bers announced the largest ever air-
craft order (by number of units) —
500 Airbus A320neo-family aircraft

(125 A320s and 375 A321s, including
an unspecified but substantial num-
ber of XLRs) to be delivered in 2030-
35. For the period up to 2030 IndiGo
has outstanding orders totalling 466
units.

The value of the latest order is
probably around $25bn (estimated
not list pricing), making IndiGo Air-
bus’ most important customer. Over
its lifetime IndiGo has ordered 1,330
A320 family aircraft; the next biggest
airline client is Air Asia with 592.

Commenting on the order Elbers
said, “it speaks to the potential of

NARROWBODY ORDERS BY INDIAN AIRLINES
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Indian aviation ... one of the fastest-
growing in the world.” Certainly, the
outlook for Indian air traffic is very
positive, with India leading global
GDP growth rates, 7.2% estimated for
this year, but the detailed economic
and political picture is more complex
— see “India — A Golden Age?”,
Aviation Strategy March 2023.

The competition

In2022 IndiGo had just under half the
domestic market in terms of passen-
gers carried, and its share had risen to
anestimated 56% by mid-2023. This s
in part due to the weakness of some
of the competition.

Go First and Spicelet, which be-
tween them accounted for 18% of the
domestic market in 2022, have both
had to suspend operations. Spicelet
has struggled to raise additional fund-
ing after borrowing $500m from the
government’s Emergency Credit Line
Guarantee Scheme (ECLGS), and is
currently operating a reduced sched-
ule under "enhanced surveillance”
from the DGCA.

First Go declared voluntary liqui-
dation in March blaming its situation
on problems with its P&W engines.
It is still not clear whether Go First

Jul/Aug 2023
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will cease operating or restructure (it
is owned by the very wealthy Wa-
dia Group), but its problems go be-
yond the P&W issue. The smallest of
the first wave of LCCs, Go Air (as it
was then) never found the scale of In-
diGo nor achieved genuine LCC oper-

ational performance.

Spicelet has orders for 129 737
MAXs and First Go 88 A320neos,
aircraft  theoretically scheduled
for delivery before 2030. This puts
another perspective on the 466
A320/21s IndiGo is expecting to

INDIGO: PASSENGER TRAFFIC
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receive before that date, and makes
its target of doubling its passenger
volumes to 200m passengers by 2030
appear even more attainable. (Also,
Jet Airways, which has not managed
to restart despite being awarded an
AOC in 2022, officially has an order
backlog of 135 MAXs.)

There is of course the threat
posed by the new Air India Group,
now controlled by TATA and still the
favoured instrument of the Indian
government. It signalled its inten-
tions with a 470-unit mega-order
and is attempting to effect deep
changes throughout its operations
(see Aviation Strategy, March 2023
on page ??). However, the new
entity is immersed in a complex dual
merger between two loss-making,
full-service carriers — Air India and
Vistara — and between two funda-
mentally different low-cost airlines —
Air India Express and Air Asia India. As

www.aviationstrategy.aero
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INDIGO FLEET
InService On Order
A320 ceo 20
A320 neo 166 300
A321 neo (inc XLRs) 87 666
A321F 2
777 (damp leased) 2
ATRs 39
Total 316 966
Note: As at June 30 2022

well as merger implementation, TATA
is faced with multi-type fleet plan-
ning, bilateral liberalisation, brand
re-launch, LCC versus full-service
network balance, and the need for
severe cost reduction.

By comparison, IndiGo’s chal-
lenges, although substantial, mostly
relate to the overall Indian economy
and the airframe and engine suppli-
ers, and appear manageable. They
include:
= Cost pressures on fuel, associated
with the depreciation of the Rupee.
Also, government-owned fuel suppli-
ers dominate the market, and sales
and excise taxes are applied in an un-
predictable manner.
= IndiGo’s fleet is financed through
sale and leasebacks, and lease rates
are being impacted by increased dol-
larinterest raterises as well as the Ru-
pee depreciation.
= Dealing with Indian bureaucrats
and regulators can still be very diffi-
cult, although deregulatory momen-
tum is now entrenched.
= Capacity constraints and out-
dated infrastructure, though this is
being rapidly addressed through vari-
ous mainairportinvestment projects,
as well as the planned construction
of 80 new regional airports.

* Problems with the PW1100G
durability engines, leading to the

grounding at times up to 40 A320s.

¥ Lingering uncertainty over the re-
liability of Airbus’ production sched-
ules, and whether 80-100 new air-
craft a year will actually be delivered
toIndiGo.

Cost advantage

The chart below, complied by the
DGCA, shows stage length-adjusted
unit costs (2021/22) for the Indian air-
lines. IndiGo comes out at the equiv-
alent of SUSC¢4/ASK, which is above
the Ryanair benchmark but is signif-
icantly below the main competition:
about 50% below the mainline Air In-

dialevel and 25% below that of Air In-
dia’s lower cost unit.

Could a genuine ULCC undercut
IndiGo? This is the model that Akasa
clams it is bringing to the Indian mar-
ket. Akasa was founded by Rakesh
Jhunjhunwala, a high-profile in-
vestor, and Vinay Dube, ex-CEO of Jet
Airways, starting up in August 2022
at what was assessed as being the
bottom of the aeromanufacturing
market. It currently operates 20 737
MAXs and plans to expand rapidly
with a further 55 units on order.
But the background of the ex-let
top management raises questions
over whether a true ULCC can be
developed. Moreover, Akasa has
announced plans for international
services which do not appear to fit in
the ULCC model, at least at this stage
of development.

Long-haul strategy

This year IndiGo will allocate about
30% of its capacity to international
routes, up from 20% pre-pandemic.
Operations to the Arabian Gulf are
back to close to pre-pandemic lev-
els and key services to Singapore and

7.0
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Hong Kong have been restored.

New underserved markets are
being opened up like Mumbai-
Nairobi and Mumbai-Jakarta, which
should have strong expat demand,
and from Delhi to central Asian
points like Baku, Almaty, Tashkent
and Thilisi, perhaps reflecting India’s
growing politico-economic influence
in that region.

For longer-hauls IndiGo relies on
its codesharing partners, buying ca-
pacity on their flights and selling its
own seats to the partner airline for
domesticitineraries. The mostimpor-
tant alliance agreement is with THY
which codeshares with IndiGo on 33

European routes with flights from In-
dia connecting at its Istanbul hub.
This summer the US was brought into
the joint network, with THY offering
connections from IndiGo flights onto
New York, Boston, Chicago and Wash-
ington. To solve a temporary capac-
ity problem IndiGo also entered into
a 12-month damp-leasing agreement
early this year for two of THY’s 777-
300s (the flying crew are from THY).
The next international expansion
phase is linked to the A321neo XLR.
IndiGo had scheduled deliveries for
70 XLRs before the Paris mega-order
which will probably add another 100-
150 units. In theory the XLR could

have sufficient range to cover all of
Europe, including London and most
of Asia north of Australia. Imnmediate
plans are more modest, adding points
like Athens and Rome plus Seoul in
Korea.

The strategic question for IndiGo
is: to what extent does the airline
want to be a major a major long-haul
player.

On the one hand, it would be
loath to cede prestigious long-haul
routes and premium traffic to Air In-
dia/Vistara.

On the other, long-haul brings
it in into direct competition with
the European and global long-haul,
business travel-orientated specialists
as well as the very efficient Middle
East super-connectors. Would its
alliance with THY survive a sustained
move into long-haul? What are the
risks to moving too far away from
the proven short/medium-haul LCC
model? Would the XLRs be suitable
to operate all the new network, or
would IndiGo have to, as rumoured,
place orders for A350s or 787s?

Unfortunately, the only real
precedent for an LCC moving into
long-haul operation is Air Asia/Air
Asia X, which is not too encouraging.

dtrdtegy.
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Pearl of the Orient:
A focus on The Philippines

ETWEEN 117° and 127° East
B of Greenwich and 4°-21°
North of the equator, lies the
archipelagic state of The Philippines.

Stretching 1,850km north to
south It comprises an estimated
7,641 islands, has a land area of
300,000km? and a coastline mea-
suring over 36,000km (and hosts 24
active volcanoes).

Itis the world’s 12th largest coun-
try by population, with over 1120min-
habitants — 54% of whom are ur-
banised: the area around the capi-
tal city Manila is the 5th most pop-
ulous urban area in the world with
nearly 25m residents. Manila itself is
the most densely populated city in
the world with over 40,000 residents
per km?,

The population is relatively
young: 30% are under the age of
15 and only 6% over the age of 65.
There is also a huge Filipino diaspora
— estimated to amount to over
10m people, or nearly 10% of the
population — that has spread to
many countries round the world
(the largest being the USA, Canada,
Saudi Arabia, UAE and Japan). It is
estimated that a fifth of these are
designated Overseas Filipino Work-
ers (OFW). In 2019 the Philippines’
Bangko Sentral estimated the OFWs
remitted over $33bn “back home”,
having a material positive impact on
c8% of GNP.

The predominant religion — un-
usual for the region — is Christian-
ity: 90% of households claim affilia-
tion (and 80% to Roman Catholicism)
while only 5% adhere to Islam. The
Philippines can lay claim to having the

THE PHILIPPINES AND ITS AIRPORTS
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third largest Roman Catholic popula-
tion in the world behind Brazil and
Mexico.

But the Philippines has not been

immune from religious discontent.
In the southernmost island of Min-
danao, the indigenous Moro (the
word used by the colonial Spanish
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government to refer to Muslim
people) have been waging a war of in-
dependence for most of the past 400
years. In recent decades there have
been bouts of terrorist activity and
armed conflict between the govern-
ment and the insurgent Mindanao
National Liberation Front (MNLF) and
its break-off group the Mindanao
Islamic Liberation Front (MILF). The
latest settlement has been the 2019
creation of the Bangsamoro (“Moro
Land”) Autonomous Region in Mus-
lim Mindanao (BARMM). The hope
is that this settlement will provide
lasting peace.

This newly industrialising coun-
try is one of the poorer nations in
the world. Average GDP per capita
is a mere $3,900 in nominal, and
$11,420 in purchasing power par-
ity terms (2022). But it is growing
strongly: the economy averaged real
GDP growth of 6.5% in the decade
to 2019, and the IMF is forecast-
ing growth of nearly 6.2% over the
next five years. As far as air travel is
concerned, The Philippines is on the
steep part of the S-curve of its de-
velopment (see chart right), and has
the potential to see the propensity to
travel by air double in the next five
years.

Burgeoning Tourist Destination

The country is an enticing tourist des-
tination boasting tropical beaches,
rainforests, diving, eco-tourism, her-
itage towns, golf courses and (impor-
tant perhaps for the Chinese markets)
casinos.

Pre-pandemic, tourism ac-
counted for over 10% of exports
and in the ten years leading up to
2019, the numbers of inbound tourist
visitors had grown strongly from
3.0m to 8.3m, a compound average
annual growth rate of 10.6%.

In absolute terms among ASEAN

PROPENSITY TO TRAVEL BY AIR 2019
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member nations this is relatively
small: a quarter of the annual visitors
to the region’s favourite tourist
destination, Thailand (see chart on
the preceding page), a third of those
to Malaysia, a half of the numbers
visiting Indonesia. But the compound
growth rate had been above the
average of 8.4%pa for ASEAN as a
whole.

South Korea has been the largest
source of inbound tourists for most
of the last decade and in 2019 ac-
counted for 24% of the total having
increased at an annual average 12%
since 2010. But, in common with
other tourist destinations in the
region, the highest rate of demand
growth has come from China: in 2010
Chinese visitors accounted for 5%,
grew at an average annual rate of
28%, and ended 2019 accounting for
21% of the total.

High growth in air traffic

Air traffic demand to, from and within
the Philippines has been growing well
above the world average. Between
2001 and 2019, the total number of
passengers carried grew at an aver-
age annual rate of 8.6% to peak at
60.1m. Roughly half the demand is
carried on domestic routes and has
grown at aslightly higher rate of 9.1%
over the period. International pas-
senger traffic had grown by 8% a
year, but In the five years leading up
to the pandemic, that international
growth rate had accelerated to ap-
proach 10%pa.

The country has a dense airport
network with nearly fifty operational
scheduled airports: 15 of these deal
with over a million terminal passen-
gers a year (and another five more
than 200,000 mppa). But domestic
traffic is heavily centralised with
over 80% of seat supply on routes to
or from the Greater Capital Region
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(GCR): the three densest routes being
from Manila to and from Cebu, Davao
and lloilo, each (in normal times)
serving more than 2m pax a year.

Domestic traffic, after the devas-
tation of the pandemic in 2020 and
2021, recovered strongly in 2022 to
end only 14% below 2019 levels. In-
dications suggest that there is almost
afull recovery to pre-pandemic levels
inthe current year.

International traffic is heavily fo-
cused on Manila — the GCR airports
account for 83% of international ca-
pacity. Nearly three quarters of traffic
isonroutesto other ASEAN countries;
but the densest routes are to desti-
nations in Korea, Hong Kong, Macau,
Japan, China, Singapore, Taiwan and
the UAE — all with more than 2m
seats annually.

With draconian border re-
strictions during the pandemic,
international demand tanked in 2020
and 2021. Borders slowly re-opened
in 2022, and China only started
abandoning its zero-Covid policy
towards the end of the year — and
only recently fully restored its list of
approved destinations for outbound
tours. Figures from AAPA suggest that
passenger numbers on international

routes have been gradually recover-
ing, but in July this year were still 20%
below 2019 levels.

Capacity constraints in Manila

Manila’s Ninoy Aquino International
Airport (NAIA)isthe country’s largest,
and accounts for three quarters of
the nation’s international arrivals. It
has been operating well over its de-
sign terminal capacity (of 32mppa)
for many years — in 2019 it had 48m
terminal pax — and operates an es-
timated 10% above the designed ca-
pacity of its two runways and apron

structure. Within the GCR it is supple-
mented by the former US Air Force
base at Clark International Airport
(4m pax in 2019), some 9okm north
of metropolitan Manila, often used as
a diversion when congestion gets too
much.

The much-needed expansion
and refurbishment of NAIA — to
increase capacity to 6smppa — has
been mired in controversy over the
last six years. Various consortia have
made unsolicited proposals under
president Rodrigo Duterte’s 2017
infrastructure development initia-

AAPA: INTERNATIONAL MONTHLY PASSENGERS
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tive (entitled Build! Build! Build!).
In July this year, current president
Bongbong Marcos rejected the latest
unsolicited proposal from a consor-
tium of local conglomerates for a
25-year P267bn (USS$4.8bn) conces-
sion. The government will apparently
now be inviting competing bids for a
15-year P170bn PPP BOT project.

In 2016 local billionaire Henry Sy
came up with the idea of using facili-
ties at Sangley Point, a single runway
Air Force base some 9gkm due west of
NAIA (but 28km by road), for low cost
carriers and general aviation “while
waiting for a new airport”. In 2019,
then-president Rodrigo Duterte or-
dered the transfer of domestic and
general aviation operations to Sang-
ley Point — ignoring the lack of ter-
minal, control tower, hangars, light-
ing and a need to asphalt the run-
way — and he officially inaugurated
the new airport in February 2020. It
doesn’t yet have any scheduled pas-
senger service.

In 2017, the country’s San Miguel
Corp putin an unsolicited bid to build
the New Manila International Air-
port (NMIA) along with an adjacent
airport city at Bacalan, some 35km
north of Manila. Awarded the 735bn
(USS12bn) 50-year BOT concession
in 2019, ground works were initiated
in 2020 and construction started in
2022. The plans are for an initial two
runways (with potential for six) and
an ultimate capacity of 2100mppa. Itis
expected to be operational in 2027.

Three Airline Oligopoly

The domestic industry is con-
solidated: three airlines provide
substantially all of the capacity.

= Market leader with a 50% share
is LCC Cebu Pacific (with its regional
subsidiary Cebgo). On the 20% of ser-
vices that avoid the GCR airports of
NAIA and Clark, Cebu has an esti-

mated share closer to 60%.

¥ Flag carrier Philippine Airlines
(and its “lower” cost subsidiary PAL
Express, that had been designed to
counter Cebu’s incursion) have 30%

of the market.
= LCC Philippines AirAsia

share.

In the following sections we
briefly explore how they have

survived the pandemic.

(pre-
viously known as Zest AirAsia), a
subsidiary of Kuala Lumpur-based
Capital A Group (the conglomerate
formerly known as an airline called
the AirAsia Group) trails with an 18%

Cebu Pacific

Cebu Pacific Air was established as a
legal entity back in 1988, but didn’t
launch operations until 1996, a year
after it was bought by JG Summit
Holdings, a giant Filipino conglomer-
ate that has interests in everything
from banks and hotels to property
and utilities. Its founder was John
Gokongwei — of Filipino-Chinese ex-
tract and one of the wealthiest en-
trepreneurs in Asia — and today his
onlyson Lanceis presidentand CEO of

Based at Manila’s NAIA, Cebu
was a pioneer of the standard LCC
business model in Asia, though today
it has multiple aircraft models, an
FFP called GetGo and a regional
turboprop operator Cebgo. It was
launched initially as a domestic-only
carrier before expanding onto inter-
national routes from 2001, and has
built up a domestic market share of
50% and one of 19% on international
routes, which in turn account for
30% of its overall capacity. But it
had been growing its international
presence: in the decade up to 2019,
its international capacity had grown
ata compound rate of 12.5% a year.

Cebu has been consistently prof-
itable. Between 2012 and 2019 it
achieved an average operating mar-
gin of 12% (peaking at 20% in 2016)
and net margins have averaged 8% a
year. Revenues over that period grew
at an average of 8% a year.

Over the three years of the pan-
demic and its immediate aftermath,
Cebu lost a total of P6obn (S1.05bn),
50% more than the profits it had
made in the previous seven years. It
had entered the crisis with a strong
balance sheet and a reasonable cash

Cebu. balance of P18bn (just over 20% of
CEBU AIR INC FINANCIAL RESULTS (Pbn)
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annual revenues). By the end of 2020
this had fallen to P4bn and the group
successfully raised P12.5bn (S260m)
through arights issue.

In the first half of 2023, the group
bounced back into profit: a modest
P3.8bn operating profit representing
amargin of 8% on total revenues only
3% below 2019 levels. This was suf-
ficient to restore the equity position
into positive territory. Total seat ca-
pacity in the period was still 9%, and
the number of passengers 8%, below
levels in 2019. Average fares were on
a par with pre-pandemic levels but
ancillary yields were 27% higher: an-
cillary revenues accounted for 26% of
income in the period.

Despite this performance, Cebu
has been hit with operational instabil-
ity particularly in the second quarter.
On-time performance plummeted to
58% in May and June, partly because
of issues with the Pratt and Whit-
ney engines on its A320neo fleet (the
company mentions that engine main-
tenance currently takes around 220
days compared with a more normal
90 days, and that there is a resulting
scarcity of slots in the workshops).

It has also this year been im-
pacted by weather issues: longer and
more frequent “lightning red alerts”

CEBU PACIFIC: FLEET

InService Parked Total Av2019 AvgAge Orders
ATR 72 15 2 17 NZ! 7.2
A320-200 17 4 25 15 9.9
A320neo 9 5 10 ™6 2.1 10
A321-200 7 7 — 5.2
A321neo 11 11 ™6 3.0 20
A330-300 1 1 17 6.4
A330-900 5 5 N5 2.0 11
Total 64 12 76 M 5.9 41

From 2024 it expectstotake deliv-
ery of 43 new aircraft and dispose of
33 leaving it at the end of 2028 with
a fleet of 88 aircraft: 16 widebodies,
56 narrowbodies — all new genera-
tion — and 16 turboprops.

PAL Holdings Inc

Philippine Airlines is one of the old-
est airlines in Asia, having been es-
tablished in 1941 as the de facto flag
carrier for The Philippines. It fell into
bankruptcy in the aftermath of the
1997 Asian financial crisis.

Lucio C. Tan, another billionaire
sino-filipino tycoon and majority
owner of local conglomerate LT

Group, used PAL Holdings Inc. to ac-
quire the airline out of insolvency in
2006. For a brief spell he relinquished
management control to San Miguel
Corp and its magnate Ramon Ang,
selling him a 49% stake in 2012 for
Ssoom. They obviously fell out and
he bought it back two years later for
Sibn.

89-year old Tan remains Chair-
man and CEO, his wife Carmen Tan
deputy Chairman, while his grandson
Lucio C. Tan Ill is President, and son-
in-law Stanley K. Ng Chief Operating
Officer. His daughter, Sheila Pascual
is also on the board. Needless to say,
the underlying ownership structure
is somewhat opaque: the shares are

where it has to stop all flight and

ground operations. Each such event PAL HOLDINGS FINANCIAL RESULTS (Pbn)
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quoted on the Philippine Stock Ex-
change with a tiny free float. (The PHILIPPINE AIRLINES FLEET
company doesn’t need to bother with
investor presentations.) In 2019, ANA InService Parked Total Av2019 AvgAge OnOrder
Holdings (owner of All Nippon Air- A320ceo 13 13 _ 14.0
ways) acquired, with remarkable tim- A321ceo 19 3 22 12 8.7
ing, a9.5% stake for $95m. A321neo 4 4 8 — 4.7 13
Apart from the two years follow- A330-300 8 2 9 Ve 9>
A350-900 2 2 L4 4.8
ing San Miguel’s exit, PAL Holdings A350-1000 - 9
has been notably unprofitable, hav- 777-300ER 8 1 9 41 9.9
ing lost a total of P7.7bn in the six Dash 8-400 10 1 11 - 6.9
years to end 2019. Its peak operat- Total 64 11 75 J13 9.1 22
ing profit was achieved in 2016 with
P9.6bn, reflecting an 8% margin.
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With a weak balance sheet —
over $3bn of debt supporting S85min
net assets and cash of $265m equat-
ing to less than 10% of revenues
— PAL entered the pandemic unpre-
pared.

Tan shored up Philippine Airlines’
finances with a cash injection of
$295min 2020, and then in late 2021
decided to go for a court approved
capital restructuring. Astutely, he
put Philippine Airlines (but not
PAL Express) through Chapter 11
bankruptcy proceedings in the US
courts, emerging (after only four
months) at the beginning of 2022
with a $2bn reduction in debt and a
20% reductionin the fleet size. The 13
A321son order were rescheduled for
delivery beyond 2026. The quid pro
qguo was an issue of 20% of the equity
in Philippine Airlines to creditors and
DIP funders; and a reduction in PAL
Holding’s stake in the airline to 79.5%
(from 98.9%). Lucio Tan also injected
some $500m new equity into the
holding company.

Because of the accounting behind
the restructuring, PALs published
profitability measures for 2020 and
2021 are somewhat meaningless. In
2020 it posted a net loss of P73bn
(51.3bn) only to recognise a gain on
the condonation of debtsin 2021 and
post a net profit of P61bn ($1.1bn).

erating profit of P17.3bn — a margin
of 15%. The first half results for 2023
are somewhat lacking in operational
details, but revenues of P87.4bnwere
7.6% higher than in the correspond-
ing period of 2019, operating margins
touched 20%, and net profits reached
a record half-year 13.8bn, an ex-
traordinary 15% margin (in 2019 they

reported a loss).

This has given the group the con-
fidence to confirm an order with Air-
busfor nine A350-1000s, in parttore-

place its aging 777-300s.

Philippines AirAsia

The country’s third largest player is
the result of plans by Malaysia-based
LCC AirAsia Group to expand its brand
footprint throughout ASEAN and the
region. Formed in 2010 it merged
with local carrier Zest Airways in a
complicated series of share swaps
and cross-holdings that gave AirAsia
effective management control while
ensuring that the arrangement did
not fall foul of a law capping foreign
ownership of utilities (which included
airlines) at 40% (and allowed it to con-

solidate the results in its accounts).

The deal also provided Philip-
pines AirAsia with precious landing
slots at NAIA.

Since inception it has grown
strongly with an annual increase in
capacity of nearly 20%. But it has
not been particularly profitable: it
achieved a modest operating profit
margin of 6% in 2019, but had lost
P10bn in the previous five years (and
P14bn at the net level).

The parent company AirAsia
Group raised MYR1.3bn ($300m)
new equity in 2021 to provide liquid-
ity to survive the pandemicbut ended
the year with negative net assets of
MYR6.4bn ($1.4bn). Its problems
were compounded in the crisis by
having major stakes in subsidiaries in
foreign jurisdictions where there was
not a clear ability to transfer cash.

It was (and remains) under pres-
sure from Bursa Malaysia to “regu-
larise” its financial position with de-
tails of restructuring. After various ex-
tensions, it now has a deadline to
comply of the beginning of October
2023.

But then the AirAsia Group
changed its name to Capital A at the
beginning of 2022 to highlight that
it was no longer an unfashionable

PHILIPPINES AIR ASIA: FINANCIAL RESULTS (Pbn)

PALtoo has bounced back to prof- 8,000 30,000
itability. It has a higher level of in- 6 000 Revenues ——>
ternational service than competitor ’ - 20,000
Cebu — in 2019 accounting for 47% 4,000 -
of total capacity — so it has not quite 2000 L - 10,000
reached the same level of recovery -

. . . 0 . L <10
in traffic or capacity terms to pre-
pandemic levels as its main competi- -2,000
tor.
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Surprisingly it was profitable in Operating profit
. -6,000 |-
2022, probably bgcause of the re Net Profit
structuring. It published revenues of 8000 ‘
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els, but generated its highest ever op- Source; AirAsia Group/Capital A Group. Note: Since 2021 no longer separately disclosed.
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airline buta more trendy “super-app”
and then a super-trendy unicorn (see
Aviation Strategy, June 2022).

Capital A no longer provides de-
tails on the profit performance of its
individual airlines. But in the Q2 re-
sults for 2023 the group seemed to
show that Philippines AirAsia was cur-
rently operating at around 75% of
2019 levels. Early in 2022 Duterte re-
moved the categorisation of airlines
as “utilities” in law, and the owner-
ship restrictions were voided earlier
this year. As a result Capital A in-
creased its effective stake in the air-
line to 100%.

The Capital A results show that
the airline division’s revenues are
only 5% below levels of 2019 on
capacity as a whole still 26% down.
It also points to very strong ancillary
sales, with ancillary yields per pas-
senger 37% higher than pre-Covid
times. On an underlying basis how-
ever the group as a while remains
loss making. The negative equity on
the balance sheet had increased to
RM10.2bn (USS$2.2bn).

The airline has a fleet of 25
A320ceos (12 currently parked) with
an average age over 15 years, and
none on order. But it could have
access to the parent group’s out-
standing order for 362 A320- family
neos.

PHILIPPINES AIRASIA FLEET

InService Parked Total Av2019 AvgAge OnOrder

A320ceo 13 12 25 ™1 15.3

362t

Note: ¥ Capital A/ AirAsia Airlines total order

PHILIPPINES AIR ASIA: INTERNATIONAL ROUTE MAP
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