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Aviation Insights Review (AIR): 2014 Global Industry Performance Update

The global airline industry is constantly chastised for its inability
to earn a long-term profit, let alone generate economic profit.
But this perception isn’t completely accurate. In its Aviation In-
sights Review (AIR) series, L.E.K. Consulting gives credit to those
participants in the global aviation industry that have generated
attractive returns to shareholders — be they full service carriers,
low cost carriers, or regional carriers.

As the leading strategy advisor to the aviation industry and
expert on shareholder value analysis, L.E.K. uses economic profit
as the relevant measure to gauge a company’s ability to meet
the financial requirements of its stakeholders over time. While
total shareholder returns are insightful, they are too dependent
on the random start and end dates that can be adversely af-
fected by any number of market conditions at the time. (L.E.K.
broadly defines economic profit as the surplus the company
generates after charging for the capital that it employs at its
relevant cost of capital rate.)

This AIR report provides an update on the period ending in
2013 for the entire global industry. Given both the dramatic
turnaround in the U.S. and the rapid pace of change across the
entire industry over the past five years, we have provided two
timeframes for comparison: the cumulative five-year financial
performance ending in 2012 (Figure 1) and ending in 2013
(Figure 2). This comparison shows a growing divergence be-
tween the winners and laggards, and that the leading industry
players generated significant returns in the five years ending

in 2012.

A comparison of the two time frames also yielded several
interesting observations:
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1. The list of carriers with a five-year cumulative economic
profit (EP) grew in 2013 (22 versus 19 on the 2012 list).

2. The winners in the second group (Figure 2) pulled sub-
stantially away from the rest of the industry, primarily
based on very strong financial results in FY 2013. The
financial markets clearly see this performance as
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Figure 1

Top 10 Airlines By Economic Profit (2008-2012)

2,500 . Americas . Europe .Asia—Pacific
19 "winners" from >70 airlines analyzed
2,000
9 additional EP positive airlines including
1500 Allegiant, easylJet, Alaska, AviancaTaca
! and Vueling
1,000 —
500 —
361 321 300
. Bl
ADELTA © RYANAIR uN1TED B copaairines ] vmesrrers '-AN_.?S 3 Lufthansa t sp,'rit
. m LESS MONEY MORE 6O.
#1 #2 #3 #4 #5 #6 #7 #8 #9 #10
Economic
Brofit 61 1 59 4 6 5 7 2 3 n/ax

ranking
2003-12

Note: * Due to lack of data availability
Source: Capital 1Q, Bloomberg, CompuStat, DOT Form 41, L.E.K. analysis

sustainable, unlike prior ‘spikes,” with Delta Air Lines’
market capitalization increasing 134% in the 12
months ending in December 2013. Delta has now
reached a market capitalization never before seen

in the industry at $29 billion.

3. All the major U.S. carriers were EP positive for the five

years ending in 2013.

4. Fundamental structural changes for which the industry

has lobbied for decades have the potential to radically
change the financial health of the industry. In the case
of the U.S. the three major mergers (Delta/Northwest,
United/Continental and American/US Airways) took
excess structural capacity out of the industry, and the
adoption of ancillary revenues took the pressure off
making money on the core product (similar to the
business models of lots of other highly successful
industries).
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5. The only full-service Asian carrier on the list was able

to go through a managed restructuring that recast its
business model to one appropriate for the current
market conditions.

. The list is devoid of any European full-service carriers,

which is not surprising given the continued inability of
European carriers to complete the fundamental market
restructuring which has not only put other carriers on
firmer financial footing, but also allowed them to recast
their business models to generate the returns that make
the airline industry appealing to investors. It also brings
into question the efficacy of the M&A process in
Europe. In the U.S., M&A delivered significant structural
benefits that flowed straight through to the improved
financial results of those airlines, but it was only
achieved through a “take-no-prisoners” approach to
their newly combined networks — which were not held
captive by local politics.
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Figure 2

Top 10 Airlines By Economic Profit (2009-2013)
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Note: This analysis excludes the 2013 results of the following carriers: Air Berlin, Alitalia, China Airlines, Cyprus Airways, EVA Airways, Jet, Kenya, Malaysian, Meridiana Fly, Norwegian Air Shuttle,
PIA (Pakistan), PAL, and Singapore.
Source: Capital 1Q, Bloomberg, CompuStat, DOT Form 41, L.E.K. analysis

About L.E.K. Consulting Aviation Practice

L.E.K. Consulting is the premiere advisor to the global aviation industry and related aviation, airport, aerospace and
travel ecosystems. Having completed more than 700 aviation engagements spanning airlines, airports, B&GA and
aviation authorities, L.E.K. Consulting has guided companies across the aerospace value chain for more than 25 years.
Just recently, the firm’s expertise into some of the most complex and pressing challenges facing the industry helped five

global carriers double their market capitalizations over the previous five years.

Our wide-ranging capabilities have evolved from a deep-seated commitment to unleash powerful revenue streams.
Our expertise encompasses: airline M&A and consolidation, operations optimization, corporate and network strategy,
new product development, ancillary revenue/merchandising, loyalty programs, customer flight experience, consumer

engagement “Beyond the Cabin,” and flight operations and optimization.

L.E.K. Consulting’s unified global reach and methodical analysis provides senior industry executives with the confidence

to make game-changing decisions in the face of market instability.
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