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Key points
1 éoli)al economic growtls expected to decelerate in 2016, expanding at its slowest pace sindm#reial crisis
9 World trade remaingragileand expected to grow slower than GIef air cargooutperforms
9 Sluggish trade outlook but expansion in export orders stnohg consumer confidenagaayboost air cargalemand
9 Floodingin of capacityweak trade lower yields and rising fuel costee key risks for air cargwofitability outlook

Economic Outlook & Traffic Performance 1. Forecast for GDP growth

The drivers behind the globatonomicoutlook point to a
moderate deceleration in the growth rate foR016 (1),
expandng at its slowest pace since the financial crisis

Thestage of theeconomic cycle, together with the pace of II |I II I II “ II
growth, is an important driver for assessing the demand o

environment for air freight. Typically during upturn . I

phases, FTK growthverages $% points more than

growth in world trade in goods, as firms replenish ~ “= e 0. e T e
inventory and source components to build up production s

schedules. In downturns, the declines in FTKs average 15 GDP Growth

7% points lower than world tradeModerate pickup in & e A o ane
economt activityis expected in 201driven by emerging ’
economies (2). However, the slowxpected pace of
acceleration in growth combined with a flattening
economic cycle in advanced economies point to weak mid .
term tailwinds for air freight demand growth. 15

4

m2014 m2015 2016

35

Emerging (right)

Advanced (left)

Despte lower than expected growth performangcéhe
underlying drivers in the US economy remain favorable
with strong household spendingobs growth andnitial

signs of rising nominal wagé’). ¢ KS & . NBEAGE __ . _ .. ... .

a realization of a downside risklthough peliminary data 3 US unemployment and wage growth
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suggests that European business and consumer sentimer J % pouty earings
has generally remained resiliergvenin the UK. A key Unemployment rate

priority for Europearpolicy makersieeds to be aorderly ~ ™* °
ge G2 RSIt SAGK a&. |NgBdeé o p—
adversespillovers and reduce uncertainty 60 3

The ar cargo market had a weakfirst quarter but
recovered and grew ithe second and thirdSeptember 20 o s ooy s renfam ke 1
levels point to yeaobn-year growth of6.1% in FTKs.
However, monthly growth momentum decelerated in
September largely due to weaker performance in
domestic FTK€ompared to 208, yearto-SeptembelFTK

volume growth was 2%. The YtD growth in 2016is NorthAm i
compared with a periogdvhen demand for air cargo saw a
one-off boost from the US estcoast port backlog. La“‘m\
Asia
Europeanand Asiarcarrier<FTKsxplain 77% of growth

seen in Q3while North American carriers were the third

largest contributors In contrast, Middle East carriers

experienced &ontraction inthe volume oftraffic handled Europe
in Q3compared to Q2 in seasonal adfad terms(4).
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Demand Environment and Drivers

For the first time since the financial crisis, world trade in
2016 is expected to grow slower than GDPYHD volumes
in global merchandizedtrade have been flat Athough
there was an uptick in Auguist level terms trade volumes
were still lower by 0.% comparedo the 2015 year end
level It is too early to say whether the August uptick in
trade marks a turning point for trade performance but
leading indicators, such as FTK grovmtiay give room for
cautiousnearterm optimism. The IMF explains the trade
slowdown since the financial cristerough changes in
composition of economic growth, lower levels of activity
and restrictive trade policgombined withother factors

(6).

International FTK growth has fared bettdn seasonally
adjusted terms, air cargo had a weak first quarter wita th
market shrinking by #% atthe end of March compared
to the 2015 year end level. In the second quarter it
recovered and grewthe level inJunewasup by2.5%and

at the end of the third quarter it was up by 5.@%mpared

to the 2015 yearend level (7). Growth momentum in
international FTKs has been sustainaith global product
launches likéPhone 7supportingto shore up demand

The Hanijin disruptiondoes not appear to have had
material impact on demand for international air freight but
this may ke lagged ascargoWa (i NJ ay $o& Be€bmes
offloaded.A portion of the highewalue and time sensitive
goodsmayend-up beingserval by air,but no evidence of
this is yet apparent

Global PMI for export orders improved and is in
expansiomry territory (8). The improving trend, is a
positive short-term indicator forair freight performance
Gonsumer confidencédias continued to stay strongver
the last quarter angdemainsresilient(9). In the EUt does
not seem to have been significantly impacted the
4. NBEA i 8rengthKid Ephsumer confidence and
favorablelagged impact of lower oil pricese supporing
consumer spending, particularly in advanced economies

9. Consumer confidence
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5. Ratio of trade volume vs real GDP growth
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6. Explaining the trade slowdown

Share responsible
for trade slowdown
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7.World trade in goods and international FTKs
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8. Global export orders and air freight

PMI year-on-year FTK year-on-year
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Capacity and Competition

Expansion ofniservice payload capacity fowidebody
freightershas continuedon an upward trajectory for the
sixth consecutive quarterThe increasa Q3is explained
by a reduction of irstorage capacity andleferral in
retirements However, payload capacity availabia
storage remains high at ¥4 of inservice payload capacity,
significantly above prerisis levels of Q1 2007 when it was
10.5% despite an environment of higher fuel prices in
2007. Inservice widebody freighter payload capacity in

2016(B grew by3.6% @mpared to 2015Q (10).

The capacity challenge is further exacerbated by the strong
growth in demand in the passenger busineskl)(
Deliveries of widébody passenger aircraft have led to the
addition of significant levels tielly capacity(12). The new
widebody passenger aircraft entering the fleet have on
average more payloalelly capacity availableompared

to their predecessar Therefore, despite a marked
decrease in the number of widebody passenger aircraft
expected to be delivered in 2016, the dease in
widebody payloadbelly capacitybeing delivered will not
be material On some trade lanethe continued addition

of widebody payloadelly capacityhas had a significant

impact on dynamics in the air cargo market.

AFTKs grew4.9% in 2016Q compared to 2015Q3
approximately on par witfFTK growth 05.1%.However,
readily available widebody payload capadisylikely to
have eroded e benefits of this marginal improvemeint

balancingair cargosupply and demand.

Widebody feighter arcraft utilization has improved
significantly fromthe recent lows reached i®eptember
2013.Since this time period, the increase in utilization has
also served to boost capacitydowever, m Q2 both
freighter utilization and freight load factors were falling.
While the decreasing aircraft utilization seste cushion
the capacity rise it alsmakes it more difficult foairlines

to keep aircraft in service profitablyn IQ3 load factors
have improved but it remains to be seen whether this has
occurred at the expense of lower freighter aircraft

utilization (13).
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10. Widebody freighter payload capacity
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11. Passenger outstrips cargo
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12. Widebody payload capacity added - belly & freighter

Payload capacity, kg
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13. Freight load factor & freighter aircraft utilization

Average daily hours flown % change over year
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Revenues, costs and profits

Downward yield trajectorystarted to accelerate in the
second half of 2014 as lower fuel prices were sustaiAed.
an industry levetotal international air cargoyields have
continued to deeriorate in 2016 but the latest
deterioration is likely to beparticularly damaging to
profitability (14). Seasonal variability in yield performance
and fuel price developments do not explain the wanisg
yield environmenh Yields in September of 201ere 9%
lower than they were in September of 2015

In contrastaveragget fuel pricesvereonly 8% lower over
the same time period, explaining less thiaalf the fall in
yield (15). Fuel priceshave continued to risesince the
second half of Septembgaided by arOPEG@greementto
cut production Theshort termimplication of successfully
coordinating output among oil producers makeanlikely
that fuel prices willdrop to levek seen in January.
Althoughanalystsare also notexpecting a price spikas
the market continues to be oversupplieth the event
there isa price spike, analysts do not expect it e
sustainedover an extended period of timat price levels
observed betwee2011and2013. Nevertheless, th©PEC
agreement effectively marks the abandonment oftit®
year free market policy and reinforced market
expectatiors of agradual rise in the oil price.

Floodingin of capacity (discussed in previous section)

amid a weak global trade backdrawe key risks for air
cargoprofitability outlook. IATA survey of heads of cargo
confirms concerns over yielderformance for the year
ahead(16).
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14. Air freight yield (US$ per kilo)
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15. Jet fuel and crude oil price (US$/barrel)
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16. IATA survey of heads of cargo
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