Airline markets and
airline economics oddities

2 March 2017
Cranfield




Airline markets are shifting, both in terms of product...

Airline revenues, tickets, cargo and ancillaries
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...And in terms of geography

% of total O-D journeys (12m rolling sum)
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The GFC precipitated one key divergence
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Retreat from globalization
World GDP and cross-border trade growth

World trade growth
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Supply chains have been shortened
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Protectionism IS on the rise
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Finding new customer segments

Growth in world trade and (US) e-commerce sales
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Alir travel growth has remained strong

10 - IATA forecasts of global RPK growth
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But world is stuck in a low economic growth path

IMF forecasts of global economic growth (using market exchange rates)
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Price stimulation from LCC entry in significant markets

LCC share of seats flown (% of total)
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Significant price stimulation from fuel cost pass-through

Average return fare and Brent crude oil prices
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But a very mixed picture across travel markets today

RPK growth by int'l route and dom. market (YTD, % year-on-year, up to March, segment-based)
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‘Market’ price elasticities depend on substitutes

Table 1: Estimated Price Elasticities of Passenger Demand

Route/Market level

Mational level

Supra-national level

Short-haul Long-haul Short-haul Long-haul Short-haul Long-haul

Intra N America |-1.5 -14 -0.9 -0.8 -0.7 -0.6
Intra Europe -2.0 -2.0 -1.2 -1.1 -0.9 -0.8
Intra Asia -1.b -13 -0.8 -0.8 -06 -0.6
Intra Sub- -09 -0.8 -0.5 -0.5 -0.4 -0.4
Saharan Africa

Intra S America [-1.9 -1.8 -1.1 -1.0 -0.8 -0.8
Trans-Atlantic -1.9 -1.7 -1.1 -1.0 -0.8 -0.7
Trans-Pacific -09 -0.8 -0.5 -0.5 -0.4 -0.4
Europe-Asia -1.4 -1.3 -0.8 -0.7 -0.6 -0.5




Coping with further US $ strength

Exchange rates per USS, indexed to equal 100 in 2010
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There is also still a lot of pent-up demand (and supply)
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Scope for large price change in short-haul markets
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Generalized costs about time as well as fares

Unique city-pairs and real transport costs
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Trip frequency still low in many important markets
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Living standards make big difference to travel frequency
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Living standards still have much room for catch-up
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Large potential in populous but (currently) poor markets

Airline passenger trips and GDP per capita
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Demographics strong in some key markets, adverse in others
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Wide range of growth expected over next 20 years

8%%_year-on-year Drivers of passenger growth (2015-2035 % CAGR, selected countries)
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China largest increment, but don’t dismiss the US
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New top international country-pair markets emerging
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Significant change in top-10 in air travel over next 20 years
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Long-term travel growth even in gloomy macro scenario

Global O-D passenger journeys (billion)
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Chinese tourist outflows begin to dominate

Tourist departures, million
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Centre of gravity of air travel shifting fast towards China

Source: IATA Economics using data from PaxIS+



Connecting market shares stable - but Gulf/TK threat

Within Asia
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Gulf hubs starting to dominate some markets

Passenger journeys connecting through the Middle East (either DXB, AUH or DOH),
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Price competitiveness issue on these markets

Yield premium for connecting through Hong Kong versus Gulf hubs
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The air transport paradox

Revenue growth'!

ROIC? excluding goodwill (average)

Industry total for each year, 2004 - 13 CAGR, percent

Industry aggregate, 2004 - 13 simple average, percent

{f

Healthcare equipment and services 6.2 Software and services
Rail 6.2 Pharma, biotech, and life sciences 457
|Airlines I G1  Household and personal 36.4
Energy 6.0 Healthcare equipment and services 33.9
Tech hardware and equipment 58 Media 30.7
Materials 32 Food, beverage, and tobacco 26.8
Software and services 4.7 Tech hardware and equipment 247
Utilities 4.6 Communications and professional services 219
Freight forwarding 45 Semiconductors and equipment 21.5
Capital goods 43 Telecom 206
Economy 43 Postal/CEP 16.6
Pharma, biotech, and life sciences 42 Consumer services 15.7
Retailing 41 Retailing 15.7
Food, beverage, and tobacco 3.9 Consumer durables and apparel 15.6
Food and staples retail 38 Economy 13.9
Transportation & logistics 3.6 Capital goods 13.6
Trucking 3.4 Bus 13.6
Contract logistics 3.4 Food and staples retail 13.3
Household and personal 3.3 Energy 12.7
Telecom 3.3 Materials 124
Shipping 3.0 Contract logistics 12.4
Semiconductors and equipment 2.8 Freight forwarding 12.3
Communications and professional services 26 Rail 8.1
Consumer services 2.4 Shipping 7.7
Consumer durables and apparel 24 Transportation & logistics 7.5
Bus 22 Automobiles and components 6.8
Automobiles and components 21 Trucking 6.4
Postal/CEP 1.6 Utilities 6.1
Media 14 |Airlines 4.0

1 Real revenue growth, 2004 - 13 CAGR inflation adjusted, median for industry

2 ROIC after tax, excluding goodwill; excludes outliers

Source: McKinsey presentation to IATA

IATA Economics www.iata.org/economics
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At last investors are getting a ‘'normal’ return

% of invested capital
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Ending decades of investor capital destruction (?)

Difference between investing in airlines and investing in similar assets elsewhere
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But airline profitability still challenged outside the US
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Balance sheets in some regions remain weak

Adjusted net debt/EBITDAR by region
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Solid improvement in capital productivity

Airlines' operating or EBIT margin and capital productivity
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Helping airlines’ business model innovation

2015 ROIC = adjusted EBIT/revenue * revenue/invested capital
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Structural change in approach to asset utilization

Breakeven and achieved weight load factor
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High fuel prices not always bad for airlines

Airline industry ROIC and jet fuel prices

10.0 - ROIC - 160.0
90 - 140.0
3 8.0
= - 120.0
S 7.0 -

g 60 - - 100.0
g 5.0 - - 80.0
E 4.0 - ~ 60.0
°. 3.0 -
= Jet fuel price - 40.0
8 2.0 -
10 _ I~ 20.0
0.0 | | | | | | | | | | | | | | | | | 0.0

2000 2002 2004 2006 2008 2010 2012 2014 2016
Source: IATA, Platts

Jet fuel price, USS/barrel



CONSUITIEl dirid DUSITICSS UCTTidliTu
extremely strong

World scheduled air travel, freight and world real GDP

250
Air cargo
(FTK)
212X
200 + Air travel
o (RPK)
3 212x
—
£
— 150 ~
T
>
(op
()
8
3 100 -
o)
o
£
50 - GDP
(constant
prices)
10x
0

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

Source: IATA, ICAO, Haver
IATA Economics www.iata.org/economics



http://www.iata.org/economics

Alrcrart tuel erriclency has improved

dramatically
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Other sectors do better

Return on capital across the air transport supply chain
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But this is not the main issue for airline earnings

Average yearly economic profit, USD billion, 2007-2014
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And awful relative performance

Annual return on invested capital, 2004-2013
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Debt finance markets still sceptical of change

Investment
grade

BB+/- Delta, American, United, Allegiant, Spirit, BA,
Turkish, LATAM

B+/- Air Canada, Hawaiian, JetBlue, Avianca, GOL, SAS,
Virgin Australia

Source: S&P, Airfinance Journal December 2015



As are equity markets

US transportation sector
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LOOKING FOR INSIGHTS
INTO AIR TRANSPORT
MARKETS AND ISSUES?

Download the new
|ATA Economics Research App

E‘D Available for ¢ | iOS and Il ' Android

NEW IATA ECONOMICS RESEARCH APP

Keep up to date with IATA Economics' latest analysis on
key aviation issues and market trends.

Receive personalised notifications when new research is available, share
content through social media and email, and read your favourite content
off-line, perfect for people on the go!

Access industry-leading
economic analysis on key
aviation issues and market
trends through:

=~ Reports
»~ Charts
"~ Presentations

"~ Videos and more.
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www.iata.org/pax-forecast



