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I

EXECUTIVE SUMMARY

The airline equipment process can be viewed from several
prospectives. This study focuses on what might be termed the
macro-process, that is, an identification and discussion of
‘the key variables accounting for the nature, timing and magni-
tude of the equipment and re-equipment cycle. The study con~
tains forecasts of aircraft purchases by U.S. trunk airlines
over‘the next 10 years. These are given not to add to the
alreddy plentiful list of forecasts but to examine the anatomy"
of equipment forecasts in a way that serves to illustrate how
certain of these variables or determinants of aircraft demand

can be considered in specific terms.

Given the complexity of the subject under review, it
would have been possible to expend the entire study resources
on any single topic covered such as airline profit potentlal
the meanlng and p0551ble 1mpacts of deregulation of the air-
‘lines, and the like. The span of coverage versus the depth
of coverage presented conflicting demands which had to be re-
‘solved by the study team. It is hoped that a reasonable
balance was struck. ' '

The most pervasive 1mpre551on that emerges from an
examlnatlon of the alrllne equipment markets and its determl—
nants is that actlons,by the Federal.government «= more than
any other single force or combination of forces -- will'shape
its future size and health. While the government since the

~1nfancy of the air carrier 1ndustry has aiways played a laroa‘
role 1n its development, 1ts role and 1nfluence has contlnued"
‘to expand For example, the introduction of Federal noise

- standards for aircraft certlflcatlon (PAR,36) has been hanging
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over the heads of the airlines like the sword of Damocles.

In this instance the thread was relief from FAR 36 compliance
by older aircraft which account for around 80 percent of the
fleet.

As this report goes to printing, a firm policy has been
announced by the Administration. All aircraft must comply
with FAR 36 within six years. What is not clear is whether
this will speed up the purchase of new more fuel efficient,
quieter and more productive aircraft or will slow up the re-
equipment process as many airlines with limited financing
capabilities opt for engine retrofit on existing fleets.
Recent statements of the ATA, if truly reflective of indus-
try views, suggest that the airlines would prefer to replace
rather than retrofit. Very likely some carriers will decide to
retrofit, others to buy new aircraft, and still others to do
both. For the industry overall, the mix of retrofit to new
orders will be largely determined by whether or not and, if
so, to what extent the Federal government decides‘to help
finance the cost of compliance. ‘

The above examples illustrates how deeply the Federal gov-
ernment is involved in shaping the market for airlines equip-
ment and thus the sales of airframe and engine manufacturers

‘which suppiy the airlines. . Government involvement is by no
means limited to regulation of air carriers and such matters
as airline fare policy, setting maximum rates of financial
return and a host of other,régulatory areas. It is also in-
volved with;the aircraft manufacturers and suppliers who, |
in addition to their'commércial.business, are frequently

- among the top corporations in the defense and space business.

~ The state of the airlines equipméntrmarket is a matter

" of national concern because;the airline and aerospace indus—'
try is a major employer of the U.S. workforce and the sale

of aircraft and parts heads: the list‘of U.S.‘exports of
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manufactured goods. 1Its criticality to national defense is
~undisputed and its health is vital to the economy.

The airline equipment market is now at a critical junc-
ture in its development. The airline industry was brought
nearly to its knees over the last few years by a series of
blows which have impaired its ability to finance the purchase
of additional and replacement aircraft. The first was adding
too much capacity with wide body aircraft, then the energy
crisis, then a recession and high inflation rates (stagfla-
_'tion). While one can argue that overcapacity was a self-
inflicted blow, others argue that it was an ihevitable”result
of economic regulation under prevailing policies of the Civil
Aeronautics Board (CAB). The other blows suffered by the
industry,>however,,élearly were not of their own making and
are similarly a,ﬁaﬁter of utmost concern to the entire

nation.

Any forécast of the future of this industry (both air-
lines and manufacturers) necessarily involves making estimates
and/or assumptions about future‘government action.  Further-
more, it is equally clear that because industry is so '
important to the nation the government must be prepared and
willing to act if the iﬁdustry shows signs of faltering.
Understanding how the airline re~equipment process works is
an essential first step in formulating alternative govern-
| menf strategies to aid it.

Estimates of the airline equipment markef'éﬁbng,the
~major U.S. domestic and international certificated air car-
riers range between $21 billion and $47‘billion over the
next decade. »Whether the lower or uéper ends of the range
are realized is not a matter of mere écademic interest.f The
Ydifference.of.$26 billion is a matteruof important hational
interest that means thousands of'jobsiéndkmay,spell the dif-

ference between a marginal aviation industry and a healthy
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and dynamic industry that contributes substantially to the
growth of the U.S. economy. The difference in the high and
low estimates is alone over twice the total capital invest-
ment committed to launch the U.S. airline industry into the
jet age. ’

A stronger and more active role for the government as
a monitor of and catalyst in the airline equipmeﬁt procéss
is emerging. The process must be reviewed in the light of
regulatory changes, the environmental demands promulgated in
response to social needs, and the disposition and capability
of industry to meet new requirements for technology. 1In
this direction lies the way from promise to fulfiliment of
the potential of the next decade in the airline equipment
market.

Arthur D Little Inc.
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CHAPTER II

A. FORECAST OF AIRLINE CAPITAL REQUIREMENTS =~ U.S. TRUNKLINES
AND PAN AMERICAN

1. Introduction

An 1n—depth review and forecast of the capltal requlre-
ments of the U.S. Trunk Airlines (including Pan Am) for the
period 1976 through 1984 is instructive as to the forces that
both shape and constrain the airline equipment market. |

This chapter contains summary data accumulated from
analyses of individual airlines (see Appendix) which involved
an evaluation of the individual airline's probable course of
action in the context of the airline's route structure,
competitive status; fleet characteristics, known plans, and
financial situation. The judgments made concerning probable
equipment programs of the trunkline industry are also based

on discussions with airline officials responsible for the
fdisposition and purchase of equipment. Thus the forecasts
reflect the views and uncertainties expressed by the industry

(and its financiers).

2.  Summary
' :mhls study of the alrllnes equipment market forecasts
Lhat in the nlne years 1976 to 1984 the U.S. trunklines will

> purchase 744 al:craft at a cost of $18.5 billion.

Total capital requlrements, when ground equlpment debt

‘retirement and dividends are included, will be $29.6 billion.

Internal cash generation will provide'for'$18.3 billion,

or 62 percent:of«the total need. Outside financing ofl$11,3‘

billion will be required; the additional financing can be
absorbed without undue strain on the5industry,;assuming a

}Arthur DLittleInc



reasonable earnings level can be achieved.

The study projections assume that over 500 aircraft not
meeting FAR Part 36 noise levels can be remaining in the
operating fleet as of December 31, 1984, If these aircraft
must be replaced prior to that date, due to an advancement of
the timetable for qualification under FAR Part 36, an additional
expenditure of $6.2 billion will be required.

3. Traffic Growth

The last reequipment cycle of the U.S. airline industry
begen in the late 1960's with the introduction of the wide-
body aircraft, namely the 747's, DC—lO's and L-101l1's. Orders
for these aircraft had been placed during and following a
period of record traffic growth.

Between 1962 and 19268, scheduled traffic of the trunks
in the domestic sector grew from 31.8 billion Revenue Passenger
Miles (RPM) to 81.6 billion RPM =-- an annual rate of 14.4 percent.
The international sector of the trunks and Pan American grew
at an even faster pace of 14.7 percent annually. In this
context, it is not surprising that large aircraft orders were
placed, based on highly optimistic trafflc forecasts. Intro-
duction of this new capacity soon proved to be an 1ndlgest1ble
burden for the 1ndustry, however, as the United States and the
world economies soon entered a severe recession. Between 1970
and 1975, trunk passenger traffic in the domestic sector grew
by only a 4.4 percent annual rate, while Lhe international
sector grew by only a 2.4 percent rate. ‘

~ We believe that the most recent traffic growth experience
is not representative of future trends. The industry will
return to a more normal growth pattern,'perhaps'not as high
as the late 1960's, but well in excess of recent experlence
We are, therefore, projecting Trunk RPM s to 1ncrease at an
kayerage ‘annyal rate of 7.3 percent for the 1976-1984 time

, Arthur D Little Inc. .




period with the growth rate tapering down over the period
(see Table 1).

Some of the air carriers are expected to do better and
others worse than the industry, (see Table 2 for industry
traffic forecasts). The above-average rate increase for
National is caused by its "catch-up operation," an especially
vigorous effort to regain traffic after its strike in 1975.
This strike benefited Delta and Eastern substantially, and,
therefore, their growth rates have been adjusted to project
a lower rate of future growth. The only other carrier enjoy-
ing traffic growth at rates much better than the industry is
Pan Am, reflecting more rapid growth forecast in the inter-
national market. (See Appendix for individual carrier fore-
casts) .l

Table 2 also shows Available Seat Miles (ASM) and load
factor projections for the airlines individually and for the
group. Load factors have been projected to rise from the
- 1975 level of 55 pércent to 60 percent range in 1984, reflecting
the expectation that the airlines will continue their current
trend of cautious expansion and their apparent determination
to absorb part of the impact of rising costs in load factor.

Of course, the result of this equation is a growth rate for
ASM's which is below the RPM rate. ’

4., Capacity

Today's airline capacity is generally considered excessive
by the industry and U.S. regulators; however, plannéd additions
~in the next few years are minimal (see Table 3). Aircraft on

lA’ll forecaéts were made by Simat, Helliesen and Eichner,

Inc. under a subcontract to Arthur D. Little, Inc. (ADL)
and do not necessarily reflect the views and opinions of
"ADL about individual air carriers.
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-~ 1975
1976
1977
o 1978 
1979
11980
1981
1982

1983

1984

Table 1
U. S. TRUNKS AND PAN AM

1975 ACTUMAL RPM AND .-
RPM FORECAST 1976-1984

: ' D6mestic International

212.8

62.0

Scheduled Charter Scheduled Charter System Total
o : o RN 13 o o

“Bil. -Cha;ge o Bil. 'Cha;gé Bil. Cha;ge Bil. Cha;ge Bil. Cha;ge
119.4 1.6 4.73 5.4 31.1  (6.3) 5.42  (18.0) | 160 ' (0.6)
131.3  10.0  4.65  25.0  33.9 9.0 6.40 18.1 1 176  10.5
1139.9 6.6  5.58  20.0  37.0 9.0 7.300  14.1 190 7.7
149.0 6.5 6.42  15.0  40.3 8.9 .20 12.3 204 7.4
158.7 6.5  7.06  10.0  43.4 7.7 9.20 12.2 218 7.1
169.0 6.5  7.76  10.0  47.0 8.3  10.0 8.7 234 7.0
179.5 6.2  8.54  10.0  50.7 7.9 10.8 8.0 250 6.7
190.3 6.0 9.40  10.0  54.3 7.1 11.7 8.3 266 6.5
201.5 5.9 10.1 8.0  58.1 7.0 12.7 8.5 282 6.3
5.6 11.0 8.0 6.7  13.8 8.7 300 6.1
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Table 2

U.S. TRUNKS AND PAN AM TRAFFIC AND CAPACITY  (SYSTEM-ALL SERVICES)
: 1975 Actual & 1984 Projected

1964 Projected

1 : Load ST
1975 Actual ‘ Growth Rates Factor -
5 (in billions) Load (in billions) Load Compounded Increase
 #¥ ‘Carrier ’RPM'S ASM's Factor RPM's ASM's Factor RPM's ASM's (Points)
o (1) . : (2) (3) 4 ©(5) ,,(6) (7) (8) {2) ©(1.0)
AR 22,1 38.1  58.0% 41.7  66.6  62.5%  7.3%  6.4% 4.5
BN 646 13.2 - 50.1 12.3 21.6 57.0 7:1 5.6 6.9
co . 6.4 11.9 53.9 11.2 8.7 ' 60.0 6.4. 5.2 6.1
DL 16.5 ’29Q6 55.7 2¢.2 “47.9 61.0 6.5 5.5 5.3
EA 18.3 32.5 56.3 32.3 53.8 60.0 6.5 5.8 3.7
NA 3.9 7.5 51.5 8.9 -16.3 55.0 9.7 9.0 3.5
“NW ~10.0 21.5: 46.4 18.6 35.0 53.0 7.2 5.6 6.6
COTW - 22.5 41.0 - 54.9 42.8 70.1 61.0 7.4 ; 6.1 6.1
UaA 0 2802 48.7 57.9 53.9 86.2 1 62.5. 7.5 6.5 4.6
WA . 7.1 11.7 © 60.7 - 12.7 20.3 62.5 6.7 6.3 1.8
PA 18.2 34.9 '+ 52.2 36.9 61.6 60.0 8.2 6.5 7.8
6.2 5.3

Total =~ 159.8 290.6 = 55.0 300.5 498.1  60.3 7.3

e




Table 3

U.S. TRUNKS AND PAN AM AIRCRAFT
IN SERVICE AS OF DECEMBER 31,
AND ON ORDER AS OF OCTOBER 2Q,

(Passenger and Cargo Aircraft)

1975
1976

Aircraft On ordert for Deliverv in

Number
of

Aircraft
in

Aircraft Service
(1) (2)
747 ' 95
707-320 B/C 179
707-120 B 89
707-320 10
720 B 23
727-200 379
727-100 380
737 84
DC-10 121
DC-8-61/62 . 59
DC-8-20/50 . 85
DC-9-50 v -
DC=9-30 134
DC-9-10 27
I-1011 78
1-188 15
 Total 1,758

i

SOURCE: - CAB. Form 41, Schedules B-2 and B-43.

1576 1577
3) (4)
6 1
38 45
2 -
l -
— 3
- 9
71 3
54 61

Two sold to Saudi Arabia by TWA in 1976.

11

1978
(5)

Beyond 1978

(6)
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order for delivery during the 1976-78 pericd represent less
than 9 percent of current capacity, but probable retirements
will nearly eliminate any net gain in capacity over the three-
year period. ' i

It is evident that in the next few years the airlines
-are planning to increase productivity (1) by 1ncreae1ng the
number of seats on individual aircraft, (2) by boostlng avefege
daily utilization hours, and (3) by increasing load factors.
It is also evident that the industry contemplates various measures
to extend the service lives of their existing fleets. These
‘measures will sustain the industry through 1978, but new orders
will have to be placed for 1979 delivery to absorb traffic
‘1ncreases from that year forward. ' ‘

5. Retirements

Another reason industry is about to enter a major
equipment replacement~cycle'derives from the significent
number of aircraft acquired in the early 1960's which are
approaching economic obsolescence. The normal attrition rate

: rattrlbutable to the aglng of aircraft may be accelerated in

this cycle by the operatlng diseconomies caused by the trlpllng
of jet fuel prlces. Furthermore, prospective government
“1mpos1tlon of noise standards will be likely to require re-
placement of JT3D-power aircraft (i.e., Boeing 707's and
McDonnel-Douglas DC-8's),‘and possibly will require the
retroflt or replacement of older JT8D englnes powexlng 727,k
737, and DC-9 alrcraft over the next 51x- to ten-year perlod._
'fAlso, many alrcrdft under leases which explre during the perlod
w1llybe condidates for retlrement,,asbalrllnes may be unable

or unWilling to assume the financial burden_effCWnership efter‘

- lease termination.

12
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Table 4 contains a summary of the average age of the
fleet by age group as of year-end 1975. Few aircraft are
prime candidates to be retired in the next two to three years,
but by the early 1980's over half of the present fleet will
be in the age range when retirement is a high probability.

The breakdown by carrier and aircraft types gives a definitive
picture (see Table 4a). Eastern still carriers lSiElectras
(average age of 16.8 years); these aircraft will be retired

in the near future. Trans World has ten 707-320's in its

fleet which are an average 15.5 years old; and there are

old DC8 fleets held by Braniff (13.5 years), United (13.2 years),
and Delta (12.5 years).

Table 4

AIRCRAFT AGE BY AGE GROUP
AS OF DECEMBER 31, 1975

Years Number

in of - 7 Group “Cumulative
Service Aircraft Percent _ Percent
16+ 15 1 1
13-15 74 4 5
10-12 217 12 _ 17
7-9 832 47 S 64
4-6 291 17 81

1-3 ' 329 , 19 100

Because of the advanced age of this equipment, retrofits
to new noise regulations would be uneconomical, even if the
1mplementat10n of these long—delayed requirements were to
“become effectlve 1mmed1ately, therefore, replacement, rather
than retroflt, is the probable course of action. Additional
candidates for replacement will be the 720B’ s, DC9-10's and
1 30's, 727-100's and most likely some or all of the 707 fleets.
These aircraft not only fail'to'meet'FAR Part 36 standards,f
- but their fuel‘consumptioh on an ASM basis is:relatively

~uneconomical.

13 e ) . ! o
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Table 4a

U.S. TRUNKS AND PAN AM AVERAGE AGE OF FLEET
AS OF DECEMBER 31, 1975

(Passenger and Cargo Aircraft)

No.  of Average ; ‘ No. of Average
Carrier Aircraft Type Aircraft Age Carrier Aircraft Type Aircraft Age
(1) (2) (3) (4) (1) (2) (3) (4)
AA 727-100 58 9.9 NW 727-100 32 9.7
727=-200 48 6.3 727-200 31 5.0
707-100B 49 11.8 707-300B/C 10 7.5
707-300B/C 41 8.0 747 18 4.3
747 11 5.0 DC-10-40 22 2.2 -
DC-10-10 25 3.6 , B —_
: Total 113 6.3
Total 232 8.3 7
, TW 727-100 35 9.9
BN 727-100/QC 29 8.4 727-200 39 6.1
727-200 40 2.6 707-100B" - 40 11.0
747 1 5.0 , 707-300 10 '15.5
DC-8-50 4 13.5 . . s 707-300B/C 50 9.2"
DC-8-62 A 7.6 : 747 : 10 5.4
: o ~ DC-9-10 18 9.1
Total 81 5.7 L-1011 30 2.0
co. 727-100 2 8.3 Total D232 a3
727-200 36 4.4 e ,
720B : 5 11.5 o _
: ~ ua 737 59 7.0
-10-10 16 . 2.3 ,
De-10-1 S2 i S 727-100 122 9.8
: 727-200 28 7.1
1 59 4.6 ; 5 .
Totad. | 747 18 4.4
DL ' 727-100 5 9.6 gg“g'ég/gg ~ vgo c A3
’ 727-200 , 69 2.6 by / 9 7.3
747 3 4.5 DC-10-10 37 _2.6
DC-9-30 62 7.0 , o :
8- 3 .3 ‘
Eflglil e is Z : WA 737 : 25 7.1
= e 727-200 21 3.2
Do : « , o 720B a8 ©11.1
Total e 5 a8 707-300C 5 7.4
: , . : ' ' DC-10-10 6 2.4
EA  727-100 71 10.0 _ s = ==
o 727-200 - 42 4.5 Total =~ 75 6.6
DC-9-10 - 9 ‘8.6 : ‘ R
“PC=9-30..: TR B e PR A0 00 e e g e g
1-188 G SR 15 16,8 - i L 707-300B/C . . 73 . 9.2
L-1011 . . 30 2.3 747 o320 5.3
Total 232 7.8  ; ' © otal :;.:’ llé . 8.1
NA 927100 13 10.5 e ' G
1 727-200 : 25 - 7.8
747 ) 5.3
DC-10-10/30- 15 2.6
Total 55 6.9

- Source: CAB. Form 41.

| 14 ' Arthur D1 itth, feng,




A further replacement need is indicated by the expiration of
aircraft leases. While some of the carriers will purchase
aircraft coming off lease from lessors, others will prefer to
buy new equipment rather than purchase obsolete aircraft --
‘especially those not qualifying under FAR Part 36. As is
shown in Table 5, 228 aircraft, representing 13 percenﬁ’bf
“the fleet, have leases expiring between 1976 and 1984. These
lease expirations will affect some carriers more severely than
others, as is indicated by the variance in percent of fleet
leased. Since the majority of all4aircraft coming off lease
do not meet requirements under FAR Part 36, it is reasonable
to assume that most of those aircraft will not be purchased
by airlines. Table 6 details the lease situation by aircraft
type and year and portrays the'picture that the heavy concen-
tration is in the 1980's and is for aircraft which do not
meet FAR Part 36 noise standards.

We project retirement of 585 aircraft during the period
1976-1984 out of a fleet of 1,758'operating in 12/31/75 (see
Table 7).’ This represents a retirement of 27.2epercent of
the trunkiines' ASM capacity. This retirement schedule is
reflected ﬁn our final estimates of aircraft purchase require-
ments. ‘

Progected aircraft retirements by carrier are shown on
Table 8. These perectlons are in the midrange of the rather
wide band of p“s:lbllltles. A lower rate of retirement for
- many alrllnes could result from continued poor earnings per-
formance; on the other hand, the rate will nearly double if

e’federal regulatlon requlres all alrcraft to meet FAR Part 36
. n01se levels by. the end of 1984. .

It should be noted that the equipment retlrements progected
in Table 7 leave 503 aircraft in the operating fleet on
12/31/84 which do not meet the requlrements of FAR Part 36
“(all 747's, DC-10's, L'lOll.o, DC-9- 50 s and 727 200's are
assumed to meet Part 36 requlrements elther through dellvery :
~in quallfled condltlon or retroflt) Should governmental i
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Table 5

‘ U.S. TRUNKS AND PAN AM LEASED AIRCRAFT

Carrier

(1)

American
Braniff
Continental
Delta

. - BEastern

National

- Northwest
Trans World
United

- Western

Pan Am

Total

Source: CAB.

Total
Operating
Fleet
as of

12/31/75

—(2)

232
81
59
191
239

55 .
113

232

363

75

118

1,758

“Form 41.

(Passenger and Cargo Aircraft)

Aircraft Off Lease
by 12/31/84

Number
(3)

27
18
18
39

Percent
of Fleet
(4)

11.6%
22.2

9.4
16.3

| Arthur D Lkiftle,}lnc.b :

e e s et At e e ottt ap s g o g B e+ - e



Tabla 6

0,8, TRUNKS ARD VAN AM NUMRER OF LEASED ATRCORAFT
IN FLEEP-AS OF 12/31/7745, WITH LEASGES DBXPIRING DLPORE 1985

Expiration Type of Number of '
Carrior v Yoar JMrarafe _fhircraft. Purchase Option

10 (A [ k (5)
Alno.rican-)l/ 1979 707-1201 3 Yes
1980 727-100 1 No

1982 727-200 1 Yes

1983 707-300C 10 Yos

1984 707-200 2 Yes

1984 707-300B 10 Yes

I

=
o]
5
pohl
[N
~

Braniff 1979 nes=-62 5 Yor
1981 727-100 1 No
1981 neg-62 2 Yos
1982 727100 5 4 No 1 Yes
1982 727200 2 . Yes
1984 727+200 3 Yes
motal 18
2/ .
“Della 19785 727-100 2 Yos
; 19797 797100 3 Yas ;
196087, PR 200 5 Yes
10818 727200 1 yes
1982 727-200 2 Yes
Total - 18
- :
Bastorn™ 1976 DE9~10 9, No
1974 PCo-30 2 o
1981 neo=30 4 Yos
1983 0C9-30 21 20 Yes 1 No
1983 727-100 3 Yes
Potal ' 39 ‘
Trang World 1943 127-100 2 Yes .
: 1983 727-200 13 Yes
1983 707~100B 2 Yes
1983 707-3008/C 6 Yes
1984 727~200 9 Yes .
1984 T 707-3008 5 Yes
Total ) 37
United 107637 nES-50 6 yes
1978 727-100 23 o
1980 727-100 2 No
1081 1 927-100 26 No
1082 727100 4 No
1983 PUR-6L 1 No
1904 A neg=61 5 Yes
1984 neg-62 5 Yes
1984 727-200 3 Yes
Porpl , 75
wostern Cl9s4 T 727-200. 6 No " - : S
pan Am 1976 707+300¢ 2 N
' ‘ 1943 707-3004 5 No
1984 7073008 1 No
Total o 8

l/ Does ‘noi: 'inu’] ude ) DCBl-('»O‘ hdnouurating. : :

277 halta has bought Lhe company which Ieased UmSc air;-r‘;«fl te earrier,
3/ boes not include 5 hCR-Gl's 'squleasc:dl and 2 I-1011's on scasonal leaga.
i/ ‘i’_lru;_chas:ud‘ frow lessor. i

“gources: . CAR. Torm 41, Schodnle R=14% Coipaiy tR_ppnrktn.
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Table 7

U.S. TRUNKS AND PAN AM
PROJECTED AIRCRAFT RETIREMENTS 1976-1984%

(Passenger Aircraft Only)

: v - Percent
Number of 1975
‘ of ASM's
Carrier . . Alrcraft Generated
Braniff 40 43.2%
Delta : 92 : 41.0
Western 36 40.7
Pan Am 65 - 36.8
American 70 29.2
National 21 28.7
Continental 20 25.5
Northwest 60 24.5
Eastern - 68 21.6
- United 77 16.9
Trans World 36 S 15.2
Total 585 , 0 27.28 Tree=

*Includes Aircraft Sales and Lease Exirations.

18
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Table 8

U.S. TRUKRKXS AND PAN. A

(Passenger Aircraft Only)

PR
SRR Percent
Number of 1975
Aircraft of ASM's
: Tvoe Aircraft Generated
727-200 21 5.5%
707-12908B 49 23.7
Tokal 70 . 29.2%
727-190/QC © 32 29.1%
DCE-51 4 4.8
DC8-62 & 9.3
‘Total 40 43.2%
7208 5 5.3%
727-2C0 15 20.2
Total 20 25,5%
727=100 5 2.1%
747 3 2.6
DCY-30 50 i5.6
DC8-34 2 10.3
DCE-61 13 10.4
Total | » 92 41.0%
727-100/QC 39 16.3%
DCY9-10 9 2.0
DCY-30 3 0.9
 L-188 15 0.7
L-1011 2 1.7
Total 68 21.6%
727-100 13 12.6%
727-200 6 8.1
747 2 8.0
Total 21 28.7%

Carxie

A

QJECTED AIRCRAFT RETIREMENTS 1676-1934

Alrcraft
Type

T

i

WA

PA

727-10G
727-200
707-3008/C

Total -

7270C
707-1208
707-320
707-320B/¢C

Total
737
727-100
DC8-290
DC8~50

Total
737

7208
707-300C

Total

~ 707-300B/C

Total

Percent

Y of 1975
of ASM's

Aircraft Generated

32 10.7%
18 2.1
10 4.7
60 24.5%
2 0.5%
15 5.8
10 4.2
9 4.7
36 15.2%
2 0.2%

- 30 5.3 .
29 . 7.3
16 4.1
77 16.9%
13 9.8%
" 18 23.1
i 7.8
36 40.7%
65 36.8%
65 36.8%



action be taken such that all aircraft must meet Part 36

requirements by 1984, additional new aircraft purchases of
203 aircraft would have to be made at a cost of $6.2 billion
to replace the capacity lost (see Table 9).

6. Aircraft Productivity .-

Translation of an airline traffic forecast into aircraft
fleet requirements necessitates assumptions with respect to
the elements of aircraft productivity, namely, seats per air-
‘plane, average block speed, block hours flown per day, and
load factor. 1In this study different productivity factors
were applied to each airline depending upon the characteristics %
of the individual airline. In general, the assumptions are '
derived from our knowledge that many airlines are now planning
to take»actions which will increase productivity, and on our
confidence in the premise that severe cost pressures will
cause airline management to continue to strive aggressively

for product1v1ty 1mprovements over the long term
Our assumptions follow:

@ Seats per airplane will increase -- by 1984, 747's
will go from 9 across to 10; DC-10's and LElOll's
from 8 to 9; narrow-body first-class sections will
be reduced and coach seat density will be increased;
a highervpercentage of aircraft will be'in high-
density_ailgcoach charter configurétiens.. |

e Block speeds will remain constant'-4 block speed is =~
| primarily a function of hop“length governed by route
strﬁéture, which is not projected to change signifi-
cantly unless there is a major change in the regula-
 tory env1ronment. '

'ef,Dally utilization (bldck hours flown per. dey)kwill
increase -- the hlgh capltal cost of ‘new aircraft

w111 cause pressure for more. 1ntens;ve use.;

20
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Table 9

; U.S. TRUNKS AND PAN AM Y,
PASSENGER ATRCRAFT NOT MEETING FAR PART 362

No. of

~Aircraft . SHsE Percent No. of 2/
- in : Projected of . Aircraft Replacement—
_ 12/31/75 Retirements Aircraft Remaining No. of Cost
- Carrier " Pleet (No. of Aircraft) Retired - 12/31/84 Aircraft (Millions)
(L) - (2) (3) (4) - (5) (6) (7)
A 137 70 51.1% 67 30 $ 999
BN - 43 : 40 93.0 , 3 3 106
. co. o 7 5 71.4 2 2 53
DL lOls o 89 88.1 ' 12 6 160
EA 167 66 39.5 101 47 1,250
NA 13 13 100.0 - - -
NW 42 42 ‘ 100.0 - - -
™ 141 , ~ 36 ‘ 25.5 105 38 1,321
UA 265 77 , 29.1 188 68 2,119
WA ' 48 36 75.0 12 5 133
PA 78 65  83.3 13 4 106
Total ; 1,042 539 | "51.9 ' 503 203 $6,247

1/ All aircraft except 727-200, DC-10, L-1011 and 747.
g/,‘IncludeSjreplaCement of additional purchases:

CO =-'two 727-100's
BN =~ one DC~8-62
UA -- two DC-8~61's

Arthur D Little Inc
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@ Load factors will rise from an average of about
- 55 percent in 1975 to about 60 percent in 1984 --
ﬁcost and regulatory pressures will force load
‘factors up.

A comparison of the 1984 productivity elements with those
of 1975 is shown in Table 10 for selected aircraft types by

carrier.

7 Aircraft Purchase Forecast

The study indicates that Between 1976 and 1984 the trunk-
lines will purchase a total of 744 passenger aircraft at a cost
of about $18.5 billion (see Table 11). If noise regulation is
such that all aircraft must comply with FAR Part 36 by 12/31/84,
an additional $6.2 billion would have to be spent for replace-
ment aircraft.

Our projections indicate that purchases will ke concen-
trated in narrow-bodigd aircraft types as replacements for
the first generétioq‘jets with 522 narrow-bodied aircraft
purchased, compared'with 221 wide-body aircraft purchases.

8.  Capital Requirements

With aircraft purchase éxpenditures of $18.5 billion,
total capital requirements for the trunklines during the
©1976-1984 period will be $29.6 billion. Our company éarnings
forecasts_results”in internally generated funds which can
' provide'$18.3"billion of the total requirements. That level
of internal cash generation would make the financing of this
reequipment cycle feasible for the industry -- of course,
dependent upon the realization of the forecasted earnings
levels. ' L

The internal cash generation forecasted is based on,a
projection of a sharply improved earnings trend such that all

~airlines average,atnleast'7~percent;return on investment during

Arthur D Little Inc




Table 10

U.S. TRUNKS AND PAN AM
ATRCRAFT PRODUCTIVITY FACTORS:

Actual 19751 ;
.- . 747 'DC-10/1-1011 727-200
Number Daily Nuimber Daily Number Daily
of Utilization of Utilization of Utilizatinn
Carrier ‘ Seats (Hours) Seats (Hours) - Seats ~ (Hours)
(1) (2) _ - (3) (4) (5) (6) : (7)
American 356 ‘ 6.0 240 8.5 120 9.3
Braniff 346 14.2 - - 128 9.7
Coritinental - - 209 11.2 , 124 9.7
Delta 370 , 4.6 250 9.4 134 10.3
Eastern - - 257 8.4 132 9.4
'National 362 Lk 249 11.0 135 9.8
Northwest 364 . . 11l.1 236 8.2 128 7.4
Trans World 362 7 9.1 227 6.4 119 9.1
United » 339 9.4 239 8.4 126 - 7.6
Western - - 239 11.3 121 2.0
Pan Am 375 11,6 i - - -
Projecﬁed 1984
American 400 9.0 268 10.5 137 10.5
Braniff 400 14.5 268 12.0 128 10.0
Continental - - 240 11.5 - 137 10.5
Delta - - 268 11.0 137 11.0
Eastern ‘ - : - 268 0.0 - 137 10.2
National - - 268 11.0 137 9.5
Northwest 400 S 12.0 268 3.5 137 8.0
Trans World 400 : 11.0 ' 268 9.0 137 10.0
United 400 11.0 268 9.5 137 9.0
Western e - 268 001205 - 137 9.5
Pan Am 400 12.5 - = - R

* Data not meaningful because of strike.

= 1 ,
CAB Form 31, Schedule T=1.
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Table 11

U.S. TRUNKS AND PAN AM
AIRCRAFT PURCHASES 1976-1984%

(Passenger Aircraft Only)

Number of Aircraft

180;/ 2002/
727 DC9 Seat DClO‘ Seat— 3
Carrier 200 50 M/R 10/30,40 I-1011 747 7478P L/R Other~"

American 39 - 37 35 - - - - -
Braniff 7 28 - 16 - 8 - - - 1
Continental 8 - 13 6 - - = - 2
Delta 31 - 48 - 20 ‘ - - - -
Eastern 10 31 41 - 20 - - - -
National 8 - 15 4 - - - - -
Northwest 17 - 18 8 - 6 - - -
Trans World 14 - 26 - 12 17 - - -
United 28 . = 47 23 - ‘10 - - 2
Western 10 - 12 12 - - - - -
Pan Am e R e - B3 2 2 -

Total 193 31 273 88 60 46 22 26 5
Cost .
(millions)  $2,123 $350 $7,487 82,841 $1,855 $2,203

Total Number of Aircraft

~Total Cost—

4/

1/ 180 Seat Medium Range Aircraft.

744

$18,472 ' million

2/ 200 Seat Long Range Intercontinental Aircraft.

.3/ BN--one used DC-8=

~ - DC-8-61's.

g/fCost EScalat’ion ét 5' 1/2% per year.

24..

$778 $816 $19

62;~co;-two'used~727-1oo's; UA--two used.
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the crucial years beginning with 1980. Net earnings under
this forecast average over $600 million annually for the 11
carriers during the nine-year period. That level of earning
appears achievable when compared with the 1965-1968 period
when earnings averaged about $350 million annually, but the
risks are clear when viewed in the context of the 1970-1975
period when earnings averaged only $76 million per year.

The airline industry's current financial condition is '
" such that many carriers would not now be able to obtainiiongf ?
term loan or lease commitments sufficient to finance a majérj
equipment program. An example of this deteriorated situation
is the airlines' status with respect to the New York State
Insurance Law Fixed Charge Coverage Test.l/, In past years
insurance companies have been a major source of borrowing'

for the airlines. However, as of year end 1975, the nation's
largest airlines do not meet this important financial test --
TWA, Eastern, Pan Am, United and American. Although the

New York law applies only to certain insurance companies and

to unsecured loans, it is widely used as a basic criterion

of credit worthiness, regardless of whether the law is '
applicable. | |

Airline earnings must improve soon and show a steady

upward trend to provide the financing capability necessary
to support the equipment purchases projected in this study.

1/ o o - - o ’ 7
Earnings for the last two years and on average over the last

five years must be 1.5 times all debt charges.

Arfhur D Little Inc.




Table 12

U.S. TRUNKS AND PAN AM
CAPITAL NEEDS AND SOURCES

1976-1984
Percent of Total
Amount '
Needs (billions) Needs

Flight Equlpment-Payments $20.2 68%
'Ground Property and Equipment 2.9 10
Debt Retirement ‘ , 5.0 17
Dividend and Other 1.5 5

Total Needs o $29.6 100%

Internal Sources ' B , Sources

Net Earnings e $ 5.7 19%
Depreciation : - 9.9 33
Property Sale/Other 2.7 9

Total Internal | . $18.3 62

Outside Financing ' : Financing
Sr. Debt--Banks S $ 3.6 12 32%
~Sr. Debt--Insco and Other 0.8 3 7
Subordinated Debt 1.0 3 9.
Flight Equipment Leases 4.5 15 40
Deposits Returnable 1.2 4 10
Stock Sales 0.2 1 2

Total Financing =~ $11.3 38 100%

Total Sources' - B $29.6  100%

Note: Addltlonal purchases required to replace all alrcraft
’ ‘not meetlng FAR Part 36 requlrements are $6.2 bllllon.

Arthur D Little Inc



B. MAJOR DETERMINANTS OF AIRLINE CAPITAL REQUIREMENTS

1. Introduction

This section contains éﬁ:examination of the elements upon
which the typical aircraft equipment demand forecast is based
- with special attention to identifying those factors for which
forecasting errors have the most'impact and those for which
current observers have the greatest difference of opinion.
Forecasts of aircraft demand often vary widely. For example,
two respected expérts in this field -- one an airplane manu-=
facturer and the other a financial institution =- forecast
a market of $47 billion and $21 billion respectively.

2. Traffic Forecasts

‘Airline traffic growth over long-range periods (more than
10 years) has a consistent secular trendimoderately greater
than GNP reflecting imprOVed service levels -- speed, frequency,
comfort -- gains in the population's disposable income, and

a declining price relative to other goods and services. However,

over shorter periods of time (up to six or seven years), there
have been dramatic differences in growth rates due in part to ‘ |
changes in the overall economic conditions, but also resulting

from zigzags in airline price trends..

a. Long-range Traffic Forecasts

There is considerable commonality in the basic factors
used by Variousyiong-rangé forecasters_of airline ﬁraffic. ,
Recent fbrecasts,ofiairline traffic growth to 1985 are fairly
tightly grouped with the ATA and United at 5 percent, Boeing
and -Donaldson, Lufkin & Jenrétte'atv6bpercent, the FAA at
6.7 percent and Simat, Héllieseh and Eichner, Inc. (SH&E):at
7.3 peréent. The basic elements used by the forecasters tend
to cluster aroundﬁthe‘following factors:

Arthur D Little Inc



() Populatlon growth will amount to about. 1 pe:cenc
" per year.

® Population over 18 _years of age will grow at about

tw1ce the rate of populatlon under 18 years.

1 ; )

) \Growth in real GNP will exceed historical rates.

® Airline prices will rise more slowly thankthose'of
other goods and services.

® Family income will increase in real terms.

i These,relationships have shown a high degree of con-
Sietency when measured over long periods of time -- at least
ten years. Long-range forecasts of these casual factors are
regarded as reliable,rand'traffic forecasts can be made with
considerable confidence if the time period is sufficient to
dampen the short-term swings.

b. Medium-range Traffic Forecasts

The forecasting of airline traffic for periods of IeSS
“than ten Years is difficult. The potential difference in
grcwth rates over shorter time frames is well iilustrated by
“the recordiﬁnftwo recent six-~year pericds,'l962 to 1968 and
1969 to 1975.,'The 1962-1968 period was characterized by '
declining prices accompanied by alrapid'traffic growth rate;
the 1969- 1975 perlod produced sharply rising prices and low
growth rates.

Domestic U.S. Airline Industry = 1962-1968  1969-1975

Change in Passenger Yield o (13.0%) 32.6%
Average Annual Traffic Increase — ~ 17.3% 4.2%
. Total Change in Trafflc o , - 160 3% 28 2%

‘Whlle economic condltlons played a role in the variance
in airline traff;c growth rates, it is clear that:the price

situation was the kéYdféCtbr‘affeCtiﬁg:the traffic growth rate.

28 TA e
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Trends in airline pricing are a derivative of unit costs

which éhénée in response to various factors:
° érices paid by airlines for labor and.materials.
] Aircraft operating costs of newly purchased aircraft.
® Corporate operating efficiencies.

@ Load productivity of aircraft in terms of seating
density, load factor, and aircraft utilization.

, The first.three types of cost are reasonably easy to
forecast (other than the exceptional case, such as the past
fuel situation), and there is usually no great diversity of
opinion among the forecasters, although frequently the role
of price is not adequately recoginzed in traffic forecasts.
However, load productivity, controllablé by airline manage-
ment, -has immense potential for divergent trends; and leads
us to a discussion of the interaction between its impact on
unit cost, prices, and traffic growth, particularly the im-

plications of this interaction on aircraft purchase needs.

The . load productivity of an aircraft has a wide potential.
Seating density of aircraft in scheduled service has swung up
and down over the years within about a 20 percent differential.
The same aircraft in charter servicé versus schedule operates
with about 3 percent more seats. .Also, over the years there
has béen'ébout'a 20‘peréént swing in load factors on scheduled
services; éharters,operate in the 90 percent plus load factorT”
: range. Comparing the extremes, a charter aircraft Operating‘
in high-density seating at 90 percent‘load factors has more
than twice the load‘productivity of thé-éame aircraft in
schedUled service with low-density seating in a period of
the low range of load factors. |

The critical observatidn to be made is the tendency for
théée,interacting factors to be;offsetting in/terms of aircraft
purchase requirements. A period charaCterized by favorable

29 . . o
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airline price trends and high traffic growth rates will
typically occur concurrently with trends towards higher
density, higher load factors and, therefore, lower unit costs.
Conversely, a period of rising airline prices and low traffic
growth rates will be accompanied by trends toward lower density
and lower load factors. .

"The casual relationships between these factors are not
clearcut; but the importance of their existence for fleet
acqﬁisition is that above-average traffic growth rates tend
to become "soaked up" by increases in load productivity
(recognizing that a trend to higher load productivity result-
ing in lower unit costs and therefore lower prices may, in
fact, be a casual factor in the traffic growth trend). On
the other hand, low growth periods are characterized by
declines in load productivity (lounge wars, etc.): capacity
and traffic tend to "fit" because of offsetting factors.

Thus, . desplte the observatlon of greatly dlvergent trafflc
growth trends in the recent past, a middle-of-the-raod traffic
forecast combined with mid-range estimates on load productivity
should produce a fairly accurate forecast of aircraft need if
economic forces alone are the principal determinants of the

~airline equipment market.

The forecasting problem is before us now due to the
evolvihg status of charter operations under the recent changes
liberalizing charter regulations. There probably Will‘be a

‘rapid expansion in charter activity under the new regulations.
It is not inconceivabledthat‘by the mid-1980's a. 25 percenté,
50 percent of airline traveldCOuldfbe charter. 1In looking at
the implicationS'of such a potential trend to charter for air-
craft equipment purchase, attentioh must be paid to both sides -
of~the'eqﬁation., In the event there is a Substantial shift

from scheduled servide to charter, there wili be large increases
in load product1v1ty as alrcraft are converted into high- den51ty
charter conflguratlons and operated at hlgh load factors. ‘

30
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In and of itself, this action would indicate a reduced*need :;7

for aircraft purchase. However, charter prices, much Lower
than scheduled prices due to lower unit costs, would °t1ma-
late more rapid traffic growth.

These relationships indicate that an industry trend.
_ toward low-price/high- den51ty charter serv1ce versus hlgh-f
price/low-density scheduled service w1ll have little 1mpact
on new equipment requirements. Revenue potential, not RPM's
per se, is the driving force for aircraft purchase?land
revenue growthkhas been more constant than RPM growth.

1962-1968 1969-1975
RPM Growth IR 160% 28%

‘Revenue Growth v - 127% ‘ 70%

[N

3. Aircraft Service Life ' ' ' S { {”

The service life assumption is critical in an eguipment
- purchase forecast. Predicting service life is éubject to a

P

\'1.
i
g

considerable range of error because any of the several factors

‘from which it is derived can have a significant impact, they
can reinforce each other, and they can be difficult to pre-
dict. Service life can be heavily 1nfluenced by external
factors -- most notably regulatory and environmental. Both
of these defy forecasting precision,‘Since by'definition‘.‘
de0151ons in these areas are Judgmental arising out of our .

plurallstlc 5001ety.

The follow1ng 1llustrates the error potentlal of
dlfferlng assumptlons for service llve of the present
alrllne fleet. ‘ ' ' S

Service Life Assumption. 16 yrs. 17 yrs. 18 yrs. 19‘yrs.

Alrcraft Retlredlf . j 1 225 1,138 793_ 712

Based on average fleet age, by ‘aircraft type by alrllne,
Source. CAB Form 41, DOT United States Civil Alrcraft
S Reglster, Volume 1, July l, 1973. ,
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Most of the recent long-range aircraft requirement
forecasts utilize an "assumption" on aircraft service life.
Differences in this assumption is a major cause of variance
in the forecasts. For instance, the recent studies of
Boeing and Donaldson, Lufkin & Jenrette (DL&J) both use the
same traffic growth rate, but Boeing forecasts capital need
of $47 billion for the Domestic Trunks plus Pan Am during the
1976-1985 period as compared with $21 billion forecast by

DL&J; a major cause for the difference lies in different
assumptions on aircraft service life (see Table 13).

The major factors governing the service life of air-
craft are:

® competition =-- obsolescence due to lack of market
appeal;

o productivity -- obsolescence due to high operating
' costs;

® environment -- aircraft service life terminated by
environmental regulation.

A lesser and diminishing factor is airline route
structure. '

a. Competition

Competition has uéually played a major role in equipment
purchase decisidns. The history of aircraft manufacture has
been one of new generations of aircraft whose market appeal
drove out the old in major competitive markets. Major strides
were made, such as pressurized DC-6's replacing unpréssurizéd
DC-4's, DC-7's speed advantage over DC-6's and the jets' vastly
ksugerior speed and comfort versus piston aircraft. Not only
did the new generation offer superior speed and comfort, but
they also brought reductions inkoperating cost (the DC-7 being
the only major exception). ‘ | |
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TABLE 13

COMPARISON OF RECENT AIRCRAFT
INVESTMENT FORECASTS

Group Forecast

Years Forecast 1976
through

Aircraft Service Life3

(Narrow Body)
Inflation Rate
Seating Density
Traffic Growth
Load Factor

Add on for Spares and
Ground Equipment

Capital Expenditures
($Bil.) Forecast

DL&J Boeing

ATA SH&E
U.S. Trunk  Trunk Trunk
Airlines & PA & PA & PA
1985 1985 1985 1984
18 18l 16 171

6% 5% 6% 5.5%
CAB CAR CAB CAB

5% 63 6% 7.3%

60% 62%° 583 60%

20% 20% 20% 25%
$26 $21  $47 1§23

lRetirements based on individual airline analysis of needs
and financing capabillty, whereas other forecasts are based
on retirement at given elapsed year regardless of 1nd1v1dual

alrllne 51tuatlon.
2,

62% domestlc, 57% 1nternat10nal

3Wlde body alrcraft w1ll not be retlred over forecast perlod
except for occa51ona1 fleet 51mp11f1catlon actions.
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In the most recent transition, wide bodies were thought
to be a competitive necessity and many were bought on that
basis alone, unlike most previous new generation aircraft,
wide~body operating costs were not substantially improved
over those existing aircraft. :

In contrast to past eras, there are no niew aircraft in
production or on the drawing boards which will induce air-
craft purchases because of market appeal to the traveler.

(We rule out the Concorde because of extremely high operating
costs and prohibitive noise problems in domestic flying.)
What has normally been a major inducement to aircraft pur-
chase is not a factor in the current situation. The only
possibility which occurs to us would be the potential attrac-

tiveness of extremely low cabin noise levels.

It appears that other factors must provide the major
motlvatlng force for alrcraft replacement.

b. Product;v1ty

In addition to market appeal, a major factor underlying
almost all previous aircraft purchase decisions was the pro-
duction of seat miles at a lower cost than previously pur—
chased aircraft, in some cases dramatically so. For instance,
CAB Aircraft Operating Cost and Performance Report for thetyear

1965 shows the cost per seat mile of the most efficient piston
aircraft, the DC-6B at 2.35¢ per seat mile compared With“l.24¢
per seat mile for the DC-8-50. This kind of a productivity
potential produces rapid obsolescence and fast replacement

of existing aircraft. This advantage, too, has been waning.

The Wide—body aircraft,,due prinCipally to their high‘invest— .
ment cost per seat, ‘do not have a significant seat mile cost
advantage over narrow-bodled aircraft if an adequate rate of
return is 1ncluded in the cost equation. For instance, the

1/

CAB Aircraft Operatlng and Performance Report~ recdrds all

l/CAB Aircraft Operating Cost and Performance Report, Vol VII,
July 1973. :
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domestic carriers'direct operating cost per available seat
mile for the year 1972 for 747's at 1l.264¢ vs. 1.297¢ for

the DC-8-61, the most efficient narrow-body aircraft. The
DC-8-61 performance was achieved despite a lesser stage length
(942 miles vs. 1962 miles for the 747) and a lower daily |
utilization (8.22 hrs. vs. 8.62 hrs.); both factors tending
toward higher costs. In addition, the aircraft operating
costs do not show the full "cost of ownership" impact;_in
addition to depreciation (which is reflected in the aircraft
operating costs)) the higher investment per seat of the 747
aircraft has an additional "cost" in the form of return which
" must be earned to cover the higher investment.

| Airlines are now looking to a large,extent at narrow-
body aircraft fOr‘replacement of the existing'fleet»in the
early 1980's. These aircraft have an extremely high invest-
ment cost per seat, nearly $100,000 -- more than double the
investment per . seat of the aircraft under con51deratlon for
replacement. lt is evident that it will be very dlfflcult
to produce operatlng economies sufficient to offset the high |
capital expenditure. ‘

Alrllne management will be deterred from replac1ng
ex1st1ng narrow-body aircraft with new narrow-body alrcraft
because the impact on net 1ncome,wlll be adverse, due to the
~large investment cost per seat, even though the investment
might be‘warranted on a long—term‘basis;‘_To illustrete, it
can be observed that the”lease ceet of'e $12 million 727-200
“alrcraft on a 15-year lease at 10 percent interest would be
$530 per hour flown. The new a;rplane,mustigenerate,operatlng* 
cost savings of that amount or the'impact’of replacement on
 ,net income will be negative.; But the cash operatlng costs
,(dlrect operating costs excludlnc eorec1at10n) of an alrcraft
to be replaced, a B-707 for example,'gre currently only about
$l 100 per hour flown. Thus, the hourly operatlng cost of the
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new aircraft must be less than $570 [$1,100 - $530] before :
it begins %o become economically attractive. The breakdown ¥

of the 707 operating costs for the year 1975 were as follows:i/
Cost per
Item Block Hour*
Flight Crew A $ 273.64
Fuel and 0il 447.06 ;
Maintenance, Flight Equipment 317.36 .
Other 5.63
Total Cash Operating Expense § 1,043.69 ;
Depreciation and Rentals 123.77 ﬁ
Total Aircraft Operating E

Expense $ 1,167.46

Domestlc Trunk Carrlers, B-707-100B8, 12 Months
Ended 12/31/75.

Note that one major component, flight crew cost, 1is not

susceptible to reduction through new technology.

c. Environment

Environmental issues have played virtually no role in the i
past airline reequipment cycles. Small concessions were made
to reduce noise in the early jet engines, with somewhat more

‘attention paid to the issue with the first wide bodies; but
costs were minimal and had no effect on aircraft purchase
decisions. At present, however, with new aircraft available
or in design showing little in the way of market appeal or
overall cost economies as compared with aircraft under con-
,sideration for replacement, aircraft sound4fegulation has

- become the primary governing‘factor in all aircraft replace-
ment considerations. ~Of the 1,758 aircraft owned as of 12/31/75
by the Domestic Trunks and Pan Am,'oVer 1,200 must be replaced
or else retrofltted at substantial cost to meet FAR Part 36
requlrements

T

CAB Alrcraft Operating Cost and Performance Report, Vel. X,
July, 1976.
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It appears that for the next ten years airline replace-
ment planning will be.almost totally defined by the noise
regu{ation timetable.s Effort will be concentrated on de-
“Gisions for replacement versus retrofit for various aircraft
types. Advancement of the timetable for qualifications under
FAR Part 36 will of course intensify the implementation of

the programs chosen.

It is apparent that some other major environmental concern
could have a major impact on the aircraft purchase cycle in
some future period. Although we do not see one on the horlzon
at this time, we would hope that such a development could be
identified early and fixed on the aircraft manufacturer draw-
ing boards rather than after production or delivery of air-
craft, as has been the case with the noise problem. '

d. Route Structure

An alrllne s route structure influences the type and
numbers of aircraft which it will need to service its markets.
However, the selection of specialized aircraft to serve different
types of markets within an airline's route structure has become
* a lesser factor in recent years as alrllnes have opted for
fleet 51mp11f1cat10n. ‘

There has been a growing recognltlon that all alrcraft E
in an alrllne s fleet tend to perform a wide varlety of
m1ss10ns in order to achleve routlng patterns that accomplish
other goals such as good market timing, through,serv1ce, ‘
high utilization, efficient crew usage, etc. More attention
is being paid to the efficiencies arising out of havingvaa
~ minimum number of aircraft types in a fleet. These effieiencies
| 1nclude better crew utlllzatlon, 1ower parts 1nventor1es, better :
.alrcraft routlng potentlal, and so on. :

- Some alrllnes have sold relatlvely new alrcraft and pur-
- chased replacements.for the express ‘purpose of meetlng‘a goal
of reducing the type and number of different aircraft in their
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fleet. Indeed, commonality and interchangeability of parts:
is becoming a more important weapon in the sales arsenal of
the equipment suppliers as the capital costs of spares increases.

We do not foresee any airline route structure developments
which would have any important influence on aircraft purchase
requirements.

4. Other Determinants

In this section we discuss two factors which will pro-
bably remain stable and therefore have limited impact on
aircraft equipment neéd, but which have a high potential
to disrupt the industry in the event of major changes.
These factors are:

® Alternative transportation modes
® Energy

a. Alternative Transporation Modes

The emergence of a successful competitive transportation
mode would divert demand for air travel and have an impact
on airline capacity requirements.

Approximately one-half of all air passengers travél
less than 500 miles and twenty city-pairs account for about
one-third of all short—haul passengers. Under these conditions
the development of a viable alternate short-haul transportation
'system could pehetrate a sizable portion of the short-haul
airline market. : ‘ T '

Other possibilities include high speed ocean vehicle --
ﬂuaSea—flightoperatidn of hydrofoil ships between the Hawaiian
Islands has shown that this'¢oncept'is possible when special
market conditions exist. |

Our best estimate is that no broadlyvsﬁcceésful alter-

- natives to air travel will appear on the scene within the

g |
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next twenty years. However, it must be recognized that the
potential exists. In particular, heavy government subsidiza-
tion of an expanded rail network could create a transporation
alternative which would divert traffic from the airlines.

b. Energy

Another “engréy?shock" would again cause changes in the
airline industry:':The most probable occurrence would be a
second.larga-step increase in fuel proces. We have seen that
the effect on the industry's capital requirements takes two
basic forms: ‘

® Price increases instituted to cover the'increased
costs stifle demand growth. We have seen how the
32 percent increase in airline yields from 1969 to
1375 was coincident with a reduction in traffic
growth to 4 percent annually as compared with

' growth of 17 percent during the previous six years.

® There is an increased inducement to purchase new,
more efficient aircraft to replace older aircraft.

These two pressures are offsetting to each other in
their influence on aircraft equipment requirements, and the

net result is presently unclear.

Of course, much more dramatic changes in energy avail-
ability are possible. They could cause drastic changes in‘

‘the airline industry because fuel is such a heavy cost com-

ponent (about 20 percent) and traffic volumes are sensitive
to price. ' k '
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CHAPTER III
IMPLICATIONS OF CHANGES IN AIRLINE INDUSTRY STRUCTURE

FOR THE AIRLINE EQUIPMENT MARKET
The previous chapter addressed the major determinants~of
airline capital requirements that are reasonably quantifiable
and measurable. This chapter addresses the equallyrimportant

qualitative portion which also shapes future equipment needs.

1. Introduction

’,Three main attributes of airline industry structure have
particular significance for the airlinsvequipment market.
These are competition, specialization;'and consblidation.
Competition is a driving force for re-equipment -- more than
any other single factor geuerating the interest‘in new equip-
rment holding the promise of more attractive and more efficient
and economical‘sérvice. Specialization is a shaping force,
providing defiuitionlto,equipmént neéds. Consolidation is
‘an~ehabling‘force,~inaSmuch'as the scale and density of car-
rier Qperations are matérialrnot 6nly to the ability of the
carrier‘to utilize ecdnomically arfleetHof airCraft'and re-
lated equipment, but ‘also to the‘aVailabilithof‘the carrier
to finahce équipméht purchases;~ - ’

i‘The evolving structure of the alrllne 1ndustry has

profoundly 1nfluenced past equlpment programs for better
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and for_worse. Increased layering of competition in the
airline system has accelerated the reequipment cycle in
the pastrand has produced a repeated pattern of surge
buying'which rivals the economic cycle as a cause of

periodic deterioration in airline earnings. Increased

specialization has had the desirable effect‘of stimulating
‘the‘deveiopment and use of new aircraft types. But, spécial—
‘ization has'a1SO resulted in fragmentation of the equipment
market to a degree that has limited the ability of the
specialized sector of the industry to optimize equipment
.programs. Consolldatlon, while affordlng a foundatlon for
vthe financing of equlpment purchases, also has dampened
exper;mentatlon with new equlpment types.

‘Looking ahead, the shape and magnitude of the equip-
ment market‘inevitab;y’will reflect developments within
 the structure of the industry'-'fhese developments, in
pturn, w111 be responsive both to the changlng economlcs/.
of air transport operatlons and to changes in the regula-
’tory env1ronment Whether'the foreseeable changes in |
'1ndustry structure w1ll produce a satlsfactory climate.
for the growth of the prlvate U s; equlpment market, 1nv, 
:11ne w1th natlonal goals and objectlves, is a matter of -
serious concern. If the evolv1ng 1ndustry structure‘
"iimpairs the'performancehof the equipment;market} inhibitr

 ing the deVelOPmeﬁtfand'P:Oduction of neW”aha'improved
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aircraft affording substantialfeconomic and operational
benefits, by suppliers and thegabsorption of new and imptoved
equipment by the airline industry, government assistance in
the process may be justifiable and, indeed, necessary. This
assistance might take many forms such as intensified research

and development programs, subsidies, loan guarantees, and

kinvestment tax credits, The potential for, and farfreaching

consequences_of,;a_breakdown of the private process‘is
sufficiently'impottant to require a continuing review of the
changing airline industry structure and its impact on the-
timely transfer of new and improved technological capabilities

into the realities of air transportation services.

2. The Role of Competition |

The Civil Aeronautics Act of 1938, and successive
amendments to date, have emphasized continuously the
obllgatlon of the ClVll Aeronautlcs Board to foster compe=

tltlon in the airline industry. While from time to tlme

: there has been much debate ‘over how much competltlon 1s

o needed, or de81rable, to satlsfy the mandates of the Act,

no serlous challenge has been ralsed to the fundamental

‘prop051t10n that competltlon has a benef1c1al role in
gfbrlnglng about and assurlng a hlgher quallty of air serwl ;;

v1ces,and.greater eff1c1ency1amongﬁalillnes in supplylng

the air services.
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It is abundantly ciear that both the legislators who
have enacted the laws and the administrative and regulatory
agencies charged with their application have regarded
airline equipment as a prime instrument for effectuating the
purposes of the act. The legisiation builds a wall be-
tween aircraft suppliers andﬁairline-users of commercial
aircraft £o assure both a hands-off'relarionship between the
two groués and -the free play of competitive forces. The
Federal Aviation Act of 1958, as amended, and preceding
legislation prohibit the control of ah air carrier by an
aircraft or~ahrengine manufacturer. This'prdhibitioh was
iﬁtended to prevent the Suppliers from exercising control
ove} their markets or, by preference in ehanneling the
fiew of hew~aircraft to captive carriers,vto’deny to
'6ther‘airlines new equipment advantages that would assist

them.in.COmpeting»effectively.

'Therlegis;etien else formally denies to rhe CiQii,'
_Aérbnaqﬁigszeérdeeffective‘control-over the airline's -
choice 'va e"’quipméntv an'd, the manner in__which ai‘rc‘raft;‘s‘é,-:. .
;‘leeted byfthe'airiines are'dsed in commereiai'services.

,:It is agaih clear’that’the intent of the legislation isb
tOgenCourage‘the airlihe industry to compete'for‘market
"shareysha‘for operatihg efficiencyfby free:choicerof'suit—s

fable‘airCraft. '
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The airline industry, in turn, has perceived its best
interests to lie in the cultivation of virgorous competition
among its suppliers. Thus, apart from the prohibitions im-
posedyby the applicable antitrust statutes Which inhibit
cooperative activities among suppliers, the airlines have
actively and deliberately encouraged competition by seeking
and supporting multiple sources of supply. With notably
few exceptions, each successive generation of transport air-
craft has been characterized by the intense sales rivalry of
at least two major airframe and engine manufacturers.

Competition within the airline industry has increased
as a result of CAB route certification policies that have
reduced the number of large monopoly air'trahsport markets
in the U.S. to a mere handful. 1In addition, there has been
a substantial increase in the average number of carriers
providing services in competitive markets. Competition is
so pervasive threughout the airline route system that the
Selection‘of aircraft, withoﬁt major consideration of com-

‘ petitive impact, is poesibly only in the short-haul, 1ight—
density sectory of the airline market spectrum. AmOng the
aircraft operated by certificated U.S. domestictairlines,
only“the cheice of twin—engihe‘propeller‘aircraft caﬁ be
said to be uneffecteddby competitive factors; among the‘air—'

craft operated’by U.Si'CertifiCated,airlines‘there;are ho{
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aircraft types currently in use whose selection was not
dominated or affected in a major way by competitive consid-
erations.

In the most competitive segment of the airline indus-
try -- domestic trunkline carriers -- the most effective
service lives of first line aircraft have been shortened
considerably by market pressures. The average age of air-
~craft sold or retired from trunkline fleets is typically‘:A
~ far less than average useful life of the same aircraft
established for depreciation purposes; which, in turn, is
substantially shorter than the physical operating life of
the aircraft., In 1975, when aircraft in the fleetskof U.S.
domestic airlines had useful lives in the range of 12 to 16
years, the average age of aircraft retired or sold was nine
years.l | |

Local service air carriers, as'a class, are subject to
less head-to-head competition than are trunkline carriers{
;since a prime function of the local service segments of the
iinduStry is the provisioa of services to smaller communities
that do not develop sufficient,traffic,rojsupport econon‘ri'i"-‘j
“cally the serVices offone'certificaﬁed‘air;Carrier,‘let' 

alone two or more. As a result, a greater proportion;of~

'lThe average age of aircraft disposed by trunkline carrlers‘
represented approximately 66 percent of the useful llfe of
- the alrcraft retlred or sold. :
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local service than of trunkline traffic is transported in
markets served only by a single air carrier. The generally
lesser exposure to competitive forces has permitted local
service carriers to match more closely the effective ser-
vice life of aircraft operated with the useful life estab-
lished for depreciation purposes.l However, as local
service carriers have become more competitive with trunk-
lines and with each other, effective serviceylives of air-
craft have been reduced.

The life cycle of aircraft used by specialized segments
of the industry has tended to parallel the experience of
those segments of the certificated industry with which the
specialized segments compete. All~-cargo carriers have
replaced first iine aircraft before the expiration of the
useful life of the aircraft in line with the replacement

éxperiencé of the large trunkline carriers. Similarly,

intrastate carriers, specializing in the provision of

high—dehsity, short-haul services have replaced equipment

.and shortened the effective service lives of their first

lThe average age of aircraft retired from the fleets of

local service carriers in 1975 was 8.6 years, representing

83 percent of the average useful life of the aircraft re-
tired or sold. ' '
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_line aircraft in line with the experience of their certifi-
| cated competitors. On the other hand, essentially non-
competitive air commuter carriers, operating under the
exemptions from certificate regquirements of Part 298 of
the CAB's Regulations, have been generally free from the
pressures that.have induced early equipment replacement
and‘premature obsolescence elsewhere in the air transport

industry.

Competition plays a significant role in forcing the
retirement of aircraft before the end of their useful
service life. ‘The potential magnitude of this influence
has been observed in Chapter Ii where there was a differ-
ence of forecast investment in aircraft during the 1976~
1985 time period of $47 million on the high side compared
with $21 million on the low. A large amount of the differ-
ence in‘these forecasts is traceable to different assump-

tions’regarding aircraft service life.

The key 1ngred1ents of aircraft equipment purchase fore~
- casts are 1) 1nflation rate, 2) rate of traffic growth,

3) expected load factor, and 4)~a1rcraft~serv1ce life. Since
;forecasters appear to have reached a large measure of concur- .
rence w1th respect to the rate of traffic growth (5 percent -

7 percent) 1nflatlon rates (6 percent) and load factor (60 per-

cent), the pr1nc1pal sources of difference in the prOJectlons

T
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is service life., Estimates of service life hinge mostly on
judgments as to when airlines will, for competitive reasons,
choose to replace aircraft before the end of their potential

operating life.

Load factors also are generally considered to be
strongly influenced by the competitive environment. In
mafkets where services are exclusively or predominantly
supplied by one carrier and where'traffic volume is in.-
excess of the minimal levels fdr a daily Service, load
factors are usually higher than in markets of similar or
greater traffic volume competitively served by two or more

carriers. Some aviation analysts further maintain that, as

the number‘of competiﬁg carrieré in individual markets in-
creases,; the average ioad factors experienced by the compet-
ing load factors decrease. However, this conclusion is
disputed by other aviation analysts who contend that the
evidence fails to establish a clear-cut and significant
relationship between thé number of effective carriers and
load‘factérs,whén appropriate‘adjtstments>aie made for
differencés in distance and tréffic émbng markets.
; In'ény éVént,,it ié now'éppétent thatvfhe ioie of
competitioh in setting indﬁétry load factors has been
superseded’by fhe regulétory‘policies;épplied in the‘de?,
tterminatiOn‘of rates and charges for’airline servicés.

The CAB, sinCé l971,fhas imposed'load féctor staﬁdards
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1/

on domestic air carriers,~ as a practical matter requir-
ing the airlines to adjust fleet capacity and investment
to the established standards in order to achieve and

maintain satisfactory profits. The load factor standard

has been refined to distinguish and establish higher load §1
factor standards for certain of the principal off-shore
markets. Fares to San Juan are based on a load factor
standard of 62 percent, in contrast to the 55 percent standard

. 2/
laid down on an industry-wide basis. The CAB also has

announced and applied a higher load faCtor standard in

reviewing the reasonableness of fare levels in the Main-
3/

land-Hawaii markets. Furthermore, the CAB has initiated

a proceeding to consider the_améndment of the domestic load : _ 4
factor standards, obviously lboking to the possibility of
increasing substantially the 55% standard set in the DPFI.

Testimony and exhibits presented by the CAB Staff in the

Load Factor Case appear to suppbrt an industry-wide load

. # : :
factor standard in excess of 60,percent.3/ Recent literature

1/ CAB. Domestic Passenger Fare Investigation, Docket 21866-6B. i

" Order 71-4-54, April 9, 1971. See also PS-63 (Amendment _ 1
No. 42 to Part 399). . L

2/ CAB. Mainland U.S. ~Puerto RlCO/Vlrgln Islands Fares, Docket

- 24353, Order 74-10-78, October 15, 1974, Also Orderk76 -8~100,
August 18, 1976. ' SR ;

3/ CAB. Hawaii Fares Investlgatlon, Docket 25474, Order 76-10--37,
Dctober 20, 1976. : :

4/ CAB. Load Factor Standards Case, Docket 27417 Exhibit

~ BE-D- -1005. S _ S
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recounting the results of studies to develop optimal load

factor stapdards, based on considerations of cost and fuel

economies and public service requirements, place optimum

load factors for the domestic trunkline industry in the

range of 65 percent to 70 percent.l/
If current reguiatory policies are altered to base

approved fare levels on load factors as high as 70 percent, the

precise consequences of the impact of higher load factors‘

on rates, services,‘and market volume cannot be projected.

The higher load factors will reduce unit operating costs

as the fixed costs of operation are spread over a greater

density of traffic. The higher load factors also will

reduce the number of flights performed and the possibilities

of finding availéble space on preferred flights. The stim-

ulus of lower costs and prices to bebuser balanced against

the depressihg effects of reduction in service quality

clouds the outloek for both total service ievels and total

traffic. The questions of market behavior inherent in the

1/ Douglas, G.W. and James C. Miller III.  Economic

Regulation of Domestic Air Transport: Theory“and Policy.

- The Brookings Institution, Washington, D.C., 1974, p. 91.

~Also: CAB. Capacity Agreements Case, Docket 22908,
Exhibit DOT-T-5. Also: Mehring, Joyce. Toward Optimal
Airline Fare/Schedule Combinations: Benefits and Costs
of Alternative Fare/Schedule Combinations in the U.S.
Transcontinental Airline Markets. Ph.D. Dissertation, '
Massachusetts Institute of Technology, Department of Civil
Engineering, October 1974.
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balancing of lower costs and lower quality of service
are far from resolved in the available literature. It
is not even clear that a balancing will be necessary,

since lower charges to the user may stimulate sufficient

- new demand to provide the ifoundation for more services

and overcome the depressing effects of gieater seat in-
accessibility.

Even more dimly foreseeable are the consequences of
a dramatio change in the regulatory environment to pro-
vide for a freer operation of the competitive process.
Certain‘of‘the,stronger proponents-of deregulation have
suggested‘that the elimination of entry and exit barriers
will weed out inefficient air Servioes and bring more |
effective price competition‘into the industry. This view
is disputed by proponents of regulation'who argue thatr
deregulation will result ultimately in greater concentra-
tion of”air services, more wasteful deployment of capecity,
and higher costs.

Unfortunately, the literature produces more heat than

- light in the resolution of the controversy surrounding de-

regulation.V.Consequently, a firm basis for forward~planning

" and programming in a deregulated environment does not exist.

In these circumetances, simple prudenoy dictates that watchful

waiting and"a/heuristicvapproach are tﬁe bes’t course to be

followed throhgh'these uncharted areas.
52
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3. The Role of Specialization

‘While the greater part of air transport services
is performed by trunkline carriers authorized to engage
in virtually the entire gamut of commercial air transport
activities, an increasing role has been earmarked by the
CAB for carriers whose activities are limited to various
circumscribed.and specialized services. The CAB, for.
examplé; has designated the local service class of car-
riers to engage primarily in short-haul services. The
distinction between local and trunkline service has
blurred as the route systems of the local service has
expanded, but the initial and remaining differehces in
the principal functions of local service and trunkline
carriers are still reflected in differences in fleet
compositioh.“similérly, the Board has certificated all-
cargo carriers, supplemental carriers limited to plane-

load services and, by exemption, commuter carriers.

“Recent revenue data for those specialized sectors of the

air transport industry show that they compare as follows

in size characteristics:
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FY 6/30/76

Operating % of Trunklines
Category of Carrier Revenues FY 1976 FY 1950
: (Millions)

" Trunklines $14,173 100.,0 100.0
Local Service 1,511 10.7 3.3
All Cargo ' 378 2.7 1.3
Supplémental

(Passenger and Freight) 419 3.0 4.3
Commuters ' 250 e 1.8 *
Helicopter ' ' 11 ook Sk
e  Estimated. *  Negligible.

Sources: Airline Industry Economic Report, CAB, June 1976.

Handbook of Airline Statistics, CAB.

A further area of carrier specialization has resuited
from the initiation and development of intrastate commercial
aii services in high-density travel markets lying entirely
- wiﬁhin state borders.: The California services are the most
notable and entrenched of the intraétate operations, followed
in chronological and size ordér by thé Texas inﬁrastate
services. The intrastate operatiops, which ha?e spread
tofFloridé,,Pennsylvania; and othefistates to a lesser degree,
are not totally derequlated since véiying types and amounts
of regulatory controls are imposed by the’states; However,
_iﬁfﬁa$tate operafions ére not subject to federal certifioa—”~
~ tion réqoiremenﬁsfandvintrastate carriers are not bound by

'the limitations of aircraft'size established by Part 298.
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Intrastate operations rank in total magnitude of
revenues with other speoialized segments of the industry.
Revenues in 1975 amounted to approximately $213 million.l/
Functionally, intrastate operations fall in a grey area
between trunklihe-and local service carriers. Their
access to high density markets and their latitude to con=-
fine services to high-density markets is more akin to the
situation of the trunkline carrier. However;‘they are
obviously limited by the geographic boundaries of the
states in which they operate to relatively short-haul
markets and, in this respect; their services are more
similar to those of regional air carriers. Typically,
intrastate carriers have provided services at rates and
fares below the comparable interstate levels and have
operated aircraft in hlgh—den51tyfconflguratlons. Thelr
operations are, as a rule, geared for highly productive
turnaround services at loWer unit'costs.

Severai regulatory objeotiues may be discerned in the
specialization of air carriers. The main objectiVe is ap-
parently’equipment'specialization——delineation of functions
so as to effect the choice of distinctly differentraircraft
fleets for each spe01allzed category of carrier. This is
clearly the 1ntentlon in the authorlzatlon of hellcopter
‘services. It is also the 1ntentlon in the prov151ons made

for the exempted services of commuter carriers. Originally

1/ Moody's Transportation Manual, 1976 edltlon (1ncludes revenues
for PSA, Air California and Southwest Alrllnes only),
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limited to aircraft under 12,500 pounds, the exemption
now covers aircraft under 30 seats and 7,500 pounds of
payload. Aircraft specialization apparently underlies

the role that the CAB has earmarked for the local service

-segment of the industry..  The Board, for instance, has

resisted the transition to two-engine jet aircraft and
currently limits subsidy compensation to actual or nominal
propeller aircraft services. It has discouraged use of
three-engine jet aircraft by local service carriers,
recommending against Government guarantees of loans for

1/

the purchase of B-727 aircraft—" and suggesting that

loeses incurred in B-727 be entirely excluded in deter-
miﬁing the needs of local service carriers for subsidy.g/
By its policies the CAB would confine the fleets of local
service carriers to aircraft most suitable to medium-
deneity traffic and relatively short distances.

A second regulatory objective in the authorization
of specialized services is to supplement and to exert
competitive pressure on trunkline carriers in SecondaIY'
areas of interests, the developmeht of which‘might be
expected to be subordinated to the predeminant focus of
trﬁnkline mahageﬁent.’ Patently, the ali-Cargovcarriers

and supplemental carriers perform the function of stimu-

“lating the development of cargo and charter services and,

1/ e.g., the Board recently recommended the denial of Hughes

- Airwest's aphllcatlon for guaranteed loans to purchase
B-727 aircraft.

2/ Investigation of the. Lucal Service Class Subsidy Rate, CAB

- Docket 29160. See also: Phoenlx—DesM01nes/M1lwaukee Route
Proceeding,- Docket 28800, Statement of Position of the Bureau
of Operatlng nghbs. ’ : ' B e
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as a by-product of this stimulation, to expand the equip-
ment market. In the case of all-cargo carriers, a further

consideration in their authorization, although not a primary
| consideration" also was the possible development and use of
aircraft espeeially designed for the exclusive handling and
transpertation of cargo.

The aims of the CAB's speeialization program have
been met with moderate’and varying degrees of success.

The avidence is abundant that the development of’activi—;f’
tles perlpheral to the main thrust of the trunkllne
'm1551on has been substantlal as a result of the authoriza-
tlon of specialized services. Short-haul services and
traffic are far in excess of the levels that could reason-
ablv be’expected if;the short—haul, medium- and light- |
density services were authorized exciuSively to trunklines.
vSlmllarly, cargo and charter trafflc and serv1ce deve10p—
ments have been spurred by the spe01allzed authorltles
granted by the CAB to all—cargo and supplemental air car—.
riers.

“The stimulation of traffic and serviees also has prof‘
dueed a conCOmitant overall~stimulatieniof the eguipment
market 'However, the success of the spedializatien program‘
'1n produc1ng alrcraft whlch are optlmlzed for the functlons
' performed by spec1allzed segments of the lndustry has been
mlxed. There have been few new alrcraft designs developed

. for er used exclu51vely by spec1allzed carriers. These have been
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~limited to all-cargo operations primarily, two-engine propeller
aircraft such as the F-27 used principally by local ser-

vice carriers, and the Beech 99 and Twin Otter aircraft
designed to meet the earlier Part 298 limitations. Sig-
nificantly, although the Part 298 limitation has been
liberalized, the new ceiling has not yet resulted in a

major program by U.S. manufacturers to develop and sell

an aircraft which will take full advantage of the higher
ceilings'on aircraft size. |

The fact that the Board's specialization program hae
‘produced few notable benefitsgs in the form of new specialf
ized aircraft designs undoubtedly is due to the limited sizer
of equipment markets afforded by specialized carriers.
HoWever, as the specialized segments of the industry have
grcwn in size and importance, the opportunities for the
development of a speciali.ed equipment market has grown
cosmensurately.

Another countervailing force which has'iﬁhibited the
development of the specialized aircraft market is the
appareht lack of total acceptance by specializedVCarriers’
cf their‘deeignated roies.i All—caigo carriers aspire to
become ccmbination'carriers and participate in~£he‘mcvef
'mentyof passengers.ﬂ,Regicnal carrieis are(reducing aﬁa

eliminating services to small communities, phasing out
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small propeller aircraft, and seeking long-haul routes
traditionally considered the exclusive preserve of trunk-
liﬁes. Charter carriers, competing principally with
trunklines; have perceived né need for specialized equip-
ment, except in military contract services, and héve
pressed for moré liberal operating rights which would
permit the transportation of small groups of passengers .

on a basis not'materially different from the group and
tour basing arrangemeﬁts of comhinatioh carriers. Thus;
there has been a reluctance‘to commit investment to |
equipment which would have little or no utility in the
performance of én expanded role.

4{ The Role of Consolidation

A review of the Annual Reports of the CAB shows that
the number of opzrating carriers holding certificates of
public convenience and necessity,from the CAB compares as

follows for 1950 and 1974:

9/30/50 = 6/30/74
varunklines‘- Sl . :,17 f’  _  11
Local Sérviée Carriets 20 7>4 | 8
Aii;éargo Carriers PR 4 :',“  .‘3'
’Sﬁﬁpj_l_émentai Carriers F R 85 g1/

Source:: Annual Report of the Civil Aeronautics Board,
~ 1950 and 1974. i ; -

l/ ,An aaditional~thfee,(Purdue, Stahdard; and~UhiVersal)
held certificates but were not operating in 1974.
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At the same time, the volume of services performed
by each speciﬁlized group and the revenues derived from
those services have increased substantially. As a result,
the average carrier is a larger, more stable, and more
financially secure entity. In short, the trend of consoli-
dation has produced a dramatic improvement in the quality,
as well as the quantity, of the equipment market represented
by the specialized segments of the industry. The local ser-
vice carriers, for instance, patently now have the size and
financial chéraoteristics‘to provide an attractive market
. for a specialized.aircraft optimized for use in relatively
short-haulq(under 750 miles) and medium-density (less than
100 paséengers daily)rmafkets. At least two foreign sup-
pliers have perceived the local service market to be
sufficiently sizable and attractive to providé tho prime,
if not the entire focus, of U.S. sales campaigns.l/‘

- The effects of the forces of consdlidation‘aré also T
‘manifest in the commuter and intrastate segments ofdthe
airline industry. The patterns of deVelopmemt are strik-
ingly similar to those among carrieré holding certificates‘
from the CAB as each segment of the industry has gone
~through an early proliferation»phase;gfollowed by a slower,

but”inexorable, phéée of‘market‘and carrier consolidation

l/ Fokker has promoted VEW-614 and F-27 aircraft mainly among
local service carriers; the aborted HS-146 sales campaign
- was similarly directed to the local serv1ce 1ndustry.
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in which market experimentation has given way to market
\selection and weaker carriers are absorbed by other carriers.
In the process of consolidat%qn the number of operating
entities is reduced; the nuﬂber of markets served by the
remaining operating entities is reduced; the average volume
of services pericarrier is increased; and the average number
Cf aircraft and average size of airéraft in the fleets of
the operating carriers»both‘increase.

‘The trend of consoiidation in the commuter and local
service airline segménts of the industry, insofar as it can
be traced from available data, illuﬁinates the process that
has occurred typiéally in other specialized segmeﬁts of the
industry. Table 1 shows data respecting the size of aircraft
fleets in use and the seat capacity of aircraft comprising
the,commuter.and,locél serVice airline fleets, demonstrating
- how the éonsolidationvprccess led tQ greatef fleet“size and
mudh larger aircraft.

The California.ekperience of intrastate air carriers
alsd illuminates the proéeSSes of proliferation and consoli-
 dation which occur when thé forces of the marketplace are
free to operaté in the airline industry.' In a period of

‘15 years the number of intrastate carriers operating entirely

et
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TABLE 1

TRENDS IN AIRCRAFT FLEET CHARACTERISTICS

I 1967-1975
! ; | Commuter Airlines Local Service Airlines
: "No. of - , No. of.
Data for Aircraft No. of Fleet Seats Aircraft No. of Fleet Seats
Calendar . Per : Per - Per Per Per "~ Per
Year Ended ' Operator Operator Alircraft Operator Operator Aircraft
) (1) , (2) (3) (4) (5) (6) (7)
t _ 9/30/67 . 4.15 31.0 7.46 32.3 1,438.8 ’ 44.5
©9/30/69 5.65 57.6 10.20 43.8 2,547.3 58.2
» 9/30/71 L 5.85. 64.3 10.99 43.9 2,824.1 64.3
LON
B 9/30/73 4.93% - 57.0 11.60 51.0 3,352.9 65.7

9/30/75 5.55 73.9 13.32 43.1 3,071.8 71.3

SOURCESi,'Scheduléd Air Taxi Operators FAA 1967-1968 Incl.
Commuter Air Carrier Operators CAB 19695~1975 Incl.
Flight Magazine, June 1968-1976 issues.

CAB, Aircraft Operating Cost and Performance Report, 1968-1976 issues.
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within the State of California increased to a peak of 16
carriers and, then, by the process of consolidation, de-
creased to three--the number of carriers presently engaging

in schedule intrastate passenger services (see Table 2).

The experience of the California intrastate carriers
is further instructive with respect to the role of consoli-
dation in shaping the equipment market. Out of the weak,
fragemented intrastate services, almost entirely equipped
with small two-engine propeller aircraft, two relatively
large entities have emerged, each capable of operating a
fleet of jet aircraft. One carrier, perhaps overreaching,
actually entered into an arrangement to purchase wide-bodied

L~-1011 aircraft (which the carrier subsequently sold at a loss).

5. Looking Ahead

The airline industry appears to be on the threshold of
major changes in the regulatory and economic environment =--
changes which hold the potential for fundamef:él‘and far-
reaching shifts in the trends of competitiﬁd, specializa-~
tion, and coﬁsolidation’that will impact éignificantly on
the equipment market. There is indication 6f~an altera-
tidn of regulatory policies to relax the barriers to'entry

and éxitfin the now intensely regulated sectors of the
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Table 2

CALIFORNIA INTRASTATE CARRIERS

1946-1976

Date of

services with DC- 3 or larger aircraft

_ Period.of
Carrier Entry Operation
1. Pacific Air Lines 3/06/46 15 months
2. California Central Airlines 1/02/49 6 years
3. Robin Airways 3/16/49 6 months
4. California Sky Coach 4/26/49 1 month
5. Pacific Southwest Airlines 5/06/49 Still Operating
6. California Arrow 5/23/49 6 months
7. Channel Airways 5/27/49 3 months
ISQ Western Air Lines of California  8/19/49 9 montns
9; California Pacific Airlines 1/21/50 19 days
10. california Coastal Airlines 3/15/55 2% yeare
11. Paradise Airlines 5/14/62 22 months
12. Futura Airlines 6/15/62 3 months
13. Trans California Airlines 8/15/62 2 years
14. Blatz Airlines 7/05/63 6 months
15. Mercer Enterprises¥* 4/18/64 Still Operating
16. California Time'Airlines 9/19/65 4% months
17. Air california 1/16/67  still Operating
18. Holiday Airlines 8/01/67 7% yeafs
Note: Includes only intrastate carriers operating scheduled

* Name changed to Pa01fic American Alrlines in April 1976.

- Sources: William A. Jordan.

Airline Regulatlon in Amerlca,

1970, Appendix 13

Simat, Helliesen & Llchner,

Inc.

An Analysis of the

‘~Intras+ate Air Carrier Regulatory Forum, Vol.ITI, -

Technical Report, pp. II-25 to II-35.
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industry. The result may be expected to be a triggering of
a further process of proliferation and consolidation which
has characterized the evolution of services in each special-
ized sector of the industry when opened. Opinion is divided
on where the industry woﬁld be left when the forces of con-
solidation are spent. It is the view of the more avid
proponents of deregulation that more effective competition
in the areas of both services and prices will produce more
efficient operating units, and services more responsive to
the demands of users. The strongest opponents of deregula-
tion agree that the forces of consolidation, given ffee
vplay, will produce a greater degree of concentration in an

industry already characterized by oligopolistic behavior.

The financial community has signaled grave concern
£hat deregulation will destroy the investment standing of
the airlines by creating instability and uncertainty in
the industry outlook. The accuracy of the judgmentS‘df the
financial ¢ommunity may be‘debatable, but the conséquences
of the judgments are outside the pale of doubt. If the
financial community, acting on‘the‘basis of its judgment,
withholds financial SQPport from the industry,;the effect
on the airiihe eqUipment market‘will bé traumatic. Indeed,
the'judgment‘of the fihancial community "is likely to be
a Self—fuifilling‘préphecy, bfinging about the veryyBalkan¥

ization and fragmentation of the mafket‘which,is feared.
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The effect of legislative deregulation may be matched
be administrative deregulation if there is a large change
in$the direction and emphasis of regulatory policies to
replicate the essential conditions of a deregulated environ-
ment. The CAB, under the broad mand@tes of the Act of 1958,
may relax entry and exit requiremente; reduce or eliminatef
financial support in the form of subsidy, gnaranteed loans
and permissible rate of return levels built into the rate
structure. Recent policy pronouncements of the CAB indicate
that the agency is mov1ng in the dlrectlon of deregulatlon
by admlnlstratlve flat. In this regard, the unanimous
endorsement of the CAB of the statement of the Chairman to
the Congress appears to signify that the CAB is about to
embark on policies that, in fact, deregulate large sectors
of the 1ndustry. |
The statement includes the follow1ng observations about
detegulatlon: ‘

"1. Economic regulatlon should be redlrected so domes"
tic air transport is,; in tlme, essentially governed by com-
petitive market forces. In the long run, we bel;ve this
can retalt in a more efficient, lower-cost system which will

ﬂsuccessfully respond to public needs for air travei;

: 2, The transition to a system empha5121ng free- market.
forces should be gradual and carefully monitored. Transi- '
tion plans must take into account the potential need for

regulatory actions to prevent or mitigate 5pe01al problemS'
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which could arise during transition and could adversely af-
fect the traveling and shipping public or other national

interests.

3. It must be recognized that there are uncertainties
and risks involved both in movement toward and in operation
under a regime relying essentially on market forces. Speci-
fically, these risks and uncertainties include possible
disruptions of service and the possible failure of less
efficient carriers. These are natural concomitants of a
free competitive environment. But we believe there also
will be significant risks and uncertainties, and fewer
potential future benefits if the present regulatory regime

is continued."

The Chairman also went on to state:

". . . [al fundamental long-term regulatory path which
can be pursued is one which moves in the direction of rely-
ing fundamentally on competition and the operation of natural
market forces -- a system which minimizes Governmental inter-
ference to the greatest extent possible and emphasizes
greater management freedoms in entry, exit and pricing.

7 As we have previously stated, it is the Board’'s judgment
that this is the preferable course."

If future changes in airline industry structure are,
in the light of uncertainties as to the regulatory and
economic environment, matters of speculation and cdnjec-
ture, the implications of potential changes for the airline
equipment market are even more difficult to chart. Develop-

ments to date have fostered successive generations of larger,
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faster, and longer;range aircraft of each distinct
specialized segment of the industry. The process has
been assisted by growth in the primary demand for airline
services and a rapidly advancing technology. Now the
rate of growth in demand has diminished;kthe foreseeable
economic and quality gains from technological advances
also have diminished. The impoct of a slowing of growth
and of the rate of technological obsolescence are rein-
forced’by‘a high rate of inflafion»Which increases the
oost'ofynew aircraft and erodes the purchasing’power of
cash reserves accumulated through depreciation. Adding
the possibilities for signifioanffchanges in trends of
competition, specializatioﬁ,rand consolidation multiplies
the uncertainties that the_prooesses will produce an
equipment market that will satisfy national objéctiveS“

and goals.
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CHAPTER IV

'IMPLICATIONS OF CHANGES IN AEROSPACE INDUSTRY STRUCTURE
ON THE AIRLINE EQUIPMENT MARKET
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CHAPTER IV

IMPLICATIONS OF CHANGES IN AEROSPACE INDUSTRY STRUCTURE
ON THE AIRLINE EQUIPMENT MARKET

1. Introduction

The airline re-equipmeht process in terms of the magni-
tude and timing of new aircraft purchases is not determined
entirely by the airlines. The aircraft manufacturers also
play a crucial role. It is they who design the new aircraft
and decide when to commit to a production decision. If a
new design of fers substantial improvements in productivity
over existing aircraft, the airline re-equipment cycle will
be accelerated as carriers rush in with orders to get a
’hoped-for priority in the delivery line} Being the first

. carrier on a route with a new aircraft is viewed as a dis-

tinct competitive sales advantage, quite in addition to the
economic benefits derived from reduced costs per available

seat mile.

Predicting the size and7timing of the next re-equipment
cycle involves cousidering”what the manufacturers will be
,offering and when. Part of the answer’requires a forecast:
of new technology. (or the appllcatlon of ex1st1ng technology
in new ways). Another part depends upon the strurture, re-.
sources, and flnan01al health of the manufacturlng 1ndustry.

Technology and the role played by NASA in furtherlng 4
the state of the art is a critical element in shaping the
size and‘timing of the next re- equipment cYc1e. ‘In'this |
study no attempt has been made to evaluate what the. impact
of new technlcal developments mlght have on the re-equlpment‘
,cycle. These,developments ;nclude on-golng R&D«by,NASA 1n,'
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such areas as laminar flow devices, improved engines, turbo-
prop advances and others. The success of these efforts will
hinge upon how well these new technologies meet the emerging
challenges of the future in such areas as:

® Quieter aircraft without unacceptable loss of oper-
ating economy and performance. /

e Lower unit operating costs in an environment of
escalating fuel prices without sacrificing service
quality. ‘

® Relief from airport and airway congestion without
"~ the loss of economy and performance.

e Improved reliability of service without loss of
operating economy or the imposition of unacceptable
capital burdens. k

The remainder of this section discusses the structure
and current posture of the aircraft'manufacturing industry
and identifies those‘factors which are most important in
shaping its future.

_2; Industry Structure and Revenue Composition

The commercial‘aircraftyindustry is a subset of the
aerospace industry and is composed of airframe manufacturers,
engine manufacturers and a host of suppliers of avionics and
myriad‘parts and,equipment.»,The'aircraft/engine>mannfacturers
without eXception are‘also in the defense and space business
4as well as the non—aerospace commerCial market., As a conse-

- -quence the fortunes of these companies are tied to more than

just commerc1al aircraft sales. Furthermore, one's ability
‘to get a clear picture of their strengths and weaknesses in
rthe commerc1al alrcraft bu31ness -using such measures as
scientists and engineers employed,_finances, return-on-
investment; debt structure, etc. is COmplicated by the het-

'erogeneity’of their customers and their product lines.
7
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Although government contracting regulations are explicit
about separating commefcial costs from government reimbur-
sable costs, there are the inevitable "joint costs," transfers
of personnel betweén jobs on an hour-by-hour basis and tech-
nology transfer from military to civilian aircraft. The
degree of cross-subsidy of civilian aircraft development and
~ production by military contracts has long been the subject
of study and, not infrequently, acrimonious debate. We take
no position on this subject for purposés of this study except
to note that aerospace industry data upon which we must rely
to gauge the health of the industry often inextricably com-
bine commercial aircraft, military and space informaton to-

gether. .

The following ten year history from 1966 through 1975 (see
Table 1) shows the relative importance of aircraft to the aero-
space industry (over 50 percent of industry sales since 1967).

Aircraft sales can be further divided irto government
and commercial sales. Because a different data source must
‘be used, total sales from this source which bases its statis-
tics on 55 aerospace companies who report to the Bureau of
Census are less than estimated for the entire industry in
Table 1 below. A 10-year history of sales of‘complete air-
craft, aircraft engines and parts is shown in total and for
sales to the U.S. Government expressed in both absolute
dollars and as a percentage of anhual industry sales.

Aé~wi11 be seen from the data in Table 2 below,vthe
importance of the United States Government as a customer for
aircraft has been declining‘on average over the last decade
“dropping from 62.5 percent of industry sales in 1966 to 46.3
percent in 1975. U.S. GovernmehtfpurChasés are oVerwhel—
mingly military aircraft and parts, although sales to éil
 government égehcies are’indluded'in thé;data;' It is antici-
‘pated that military aircraft sales will_remain.Atvorvnear
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TABLE 1

AEROSPACE INDUSTRY SALES BY PRODUCT GROUP

(billions of dollars)l

Product Group

Subtotal :

Aerospace Air- ; Non-
Year Sales Sales craft Missiles Space Aerospace
1966 24.6  22.0° ‘11.9 ) 6.0
1967  27.3 24.7 15.0 . 5.3
1968  29.0 26.5° 16.6 4. 5.1
1969  26.1  23.4 14.1 5. 4.3
1970 24.9 22.3 13.3 5. 3.6 .
1971 22.2 - 19.7% 11.4 5. 3.2 .
1972  22.8 20.2 11.9 5. 3.1 .
1973  24.8 21.5 13.3 3.0
1974 26.4  22.3 14.0 3.1
1975 23.3 15.2 . 3.3 .

28.0

SOURCE: Aerospace Facts and Figures, 1976/1977, Aerospace
Industries Association of America, Inc. (AIA).

lRounded to nearest 100 million

%boes not sum due to rounding.
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TABLE 2

ATRCRAFT, ENGINES AND PARTS
(Sales in Millions of Dollars)

Percentage

Year _ Total U.S. Govt. Govt. to total
1966 8,725 5,458  62.5
1967 11,894 7,141 59.7
1968 13,850 7,411 | 53.5
1969 12,764 7,161 56.1
1970 13,466 7,586 1 56.3
1971 11,392 6,313 . 55.4
1972 10,153 4,954 . 48.8
1973 12,278 5,539 . 45.3
1974 13,542 5,982 44.2
1975 14,323 6,633 46.3

SOURCE: Bureau of Census "Current Industry Reports,“ Series
MQ37D (Quarterly) as reported by AIA, op. cit.

current levels of between $5 to $7 billion annually. Thus
further growth in the aircraft segment of the aerospace

‘industry is expected to come from commercial sales.

The following'téble contains a l0-year history of civil
aircraft shipments in absolute numbers and dollar values.
Eepecially noteworthy is the increase since 1971 in revenues
to the general: aviation manufacturlng 1ndustry.» The indus-~
\try remalns, however, domlnated by commer01al transport
'_-alrcraft sales which accounted for less ‘than 3 percent of
the total number of aircraft shlpped but 74 percent of the
.. value of shipments. The number of alrcraft involved is ‘so
small that a hendful of orders won or lost can make a big

difference in‘oompanyuresults;
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CIVILIAN AIRCRAFT SHIPMENTS

TABLE

3

(Number and Value in Millions of Dollars)

Total Transports Helicopters Genl. Aviation
Year _No. s No. % No. 8 No. 3
1966 16,674 2,183 344 1,699 583 40 15,747 444
1967 14,512 2,861 480 2,458 455 43 13,577 360
1968 14,922 4,267 702 3,789 522 57 13,698 421
1969 13,505 3,598 514 2,939 534" 75 12,457 584
1970 8,076 3,546 311 3,158 482 49 7,283 339
1971 8,158 2,984 ~ 233 2,594 469 69 7,466 321
1972 10,576 3,308 227 2,660 575 90 9,774 558
1973 14,709 4,665 294 3,718 770 121 13,645 826
1974 15,325 5,090 332 3,993 828 189 14,165 908
1975 15 236 5,086 315 3,779 864 274 14,057 1,033
SOURCE: Transport Aircraft and Hellcopters' Aerospace Indus-

tries Association;
tion Manufacturers Association.

General Aviation:

General Avia-

By simple division using the above table it can be seen

that the average value of a transport aircraft shipped in

1966 was $4.9 million versus approx1mately $12.0 million in

1975.

Thus the capital requirements for both manufacturer

and buyer have more than doubled on a per unit basis in 10

years.

: Table 4 below contains a flve—year sales hlstory of U. S

'manufactured transport alrcraft by type and company .
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TABLE 4

TRANSPORT AIRCRAFT PRODUCTICN AND ON ORDER
1971 through 197§

1971 1972 1973 1974 1975 Total
Total - all tyPes 223 227 294 332 315 1,391

Boeing - all types 141 96 148 174 169 . 728
B-707 ' 10 3 11 21 7 52
B-727 33 41 92 91 91 348
B-737 .29 22 17 41 51 160
B-747 69 20 28 21 20 168

Lockheed - total 13 51 68 64 68 264
L-1011 - 17 39 41 25 122
L-100-30/C-130 13 34 29 23 43 144

McDonnell Douglas -

total 69 80 78 94 78 399

DC-8 13 4 - - - 17
DC-9 ‘ 43 24 21 48 35 171
43 211

DC~10 13 52 57 46
SOURCE: Aerospace Industries Association, company reports.

It will be seen that Boeing leads the market invtotal
units'sold. If the market is segmented by aircraft stage
length, it appears that the DC-9 of McDonnell Douglas leads
in the short haul, although there obviously is serious com-
petition with the mid-range 727- which has been the most
successful aircraft'in airline history in terms of units
sold. In the long-haul marketlvover the past five years,

: MéDonnell Douglas just nosed out Boeing (228 versus 220)’

while Lockheed was a distant third with sales of 122 aircraft.

U.S. exports of aerospace products are dominated by‘

civilian aircraft, engines and equipment accounting in 1975

'Includes B-707, B-747, DC-8, DC-10 and L-1011.
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for $5,350 million out of total aerospace exports of $7,821
million dr 68.4 percent. The aerospace industry is an impor-
tant and consistent positive contributor to our nation's
trade balance with imports relatively insignificant ranging
from approximately 8 to 15 percent of exports. Table 5 be-
“low contains a five-year history of military and civilian
aerospace exports. The civilian shipments are comprised of
complete aircraft, engines and equipment (and spares) while
the military shipments includs missiles in addition to air-
craft. 4

TABLE 5

EXPORTS OF U.S. AERGSPACE PRODUCTS
(Millions of dollars)

Year Military Civilian Total
1971 1,123 o 3,080 4,203
1972 841 . 2,954 | 3,795
1973 1,354 3,788 5,142
1974 1,822 5,273 7,095
1975 2,470 5,351 7,821

SOURCE: Bureau of the Census, "U.S. Exports, Schedule B,
Commodity and Country, Report FT410 (Monthly) as
reported in Aerospace Facts and Figures, op. cit.

“ The 1mportance of U.S. manufacturers in the world air-
craft market is illustrated by the following table. The
market is dominated by the U.S. and as the table demonstrates,
U.S. built aircraft have been increasing their share over
the past decade. Wlth the exception of the Airbus (A=-300)
‘and the Concorde there has been no new trunkllne equlpment
de-eloped outside the U.S. durlng‘thls perlod. ThlS would
appear te establish clearly that access to the U.S. equipment,
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is the key access to the world market.

TABLE 6

U.S. MANUFACTURED TRANSPORT AIRCRAFT IN
OPERATION IN WORLD* CIVIL AIRLINES

Total in U.S. U.S. Percentage
Year Operation Manufactured of Total in Service
1966 3,541 2,556 72.2
1967 - 3,725 2,735 73.4
1968 3,902 2,890 74.0
1969 3,999 3,030 75.8
1970 3,983 3,042 76.4
1971 3,973 3,094 77.9
1972 4,097 3,247 79.3
1973 4,225 3,310 78.3
1974 4,133 3,311 80.1

SOURCE:' International Air Transpcocrt Association, "World Wide
Transport Statistics."

*Excludes USSR and Red China and non-IATA members.

A few additional data points will underscore U.S. domi-
nance o1 the world commercial aircraft market now and over
the immediate future. It is estimated that approximately
2,659 aircraft are in service with U.S. air carriers or abbut
65 percent of,the total world fleet. As of Decémber 31, 1975
foreign air carriers had 258 U.S. aircraft on order in the
U.S. which accounted for around two-thirds of the U.S. back-

log;l‘

lAerbspa¢e Facts'and Figures 1976/77, AIA, pg. 36.
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Thus foreign carrlers are ordering proportionately more equip-
ment in the U. S than our own airlines. While the recent
recession can explain some of this phenomena it bodes well

for at least the near term for U.S, manufacturers.

Sales and market share data along with shipments of
units and exports do not give the whole picture of the U.S.
aerospace industry. As with the U.S. airline industry, there
is‘conSiderable concern expressed by industry spokesmen con-
cerning the ability of the industry to generate and attract
the capital it needs. In brief, this 1ndustry is also a
victim of recent high inflation rates. Its plant and equip-
ment is deprec1ated at its purchase value (book value) while
its replacement value continues to skyrocket. When the asset
reaches the end of its physical or economic life (if
more efficient equipment is deve .ped), the company simply A
has not generated enough cash througn,\epre01atlon to replace
it. This industry is not unique in hav1ng this problem. It
is faced to varying degrees by all of U.S. industry. That it
is Wldesuread however, does not dlmlnlsh the seriousness of
the problem. :

Ability to generate capital either internally or through
borrcwing is obviously a function of a company's earning power
both historic and projected. Profits in this industry are
con51derably below the rates experlenced by U.S. industry. as
a whole. This is shown in Table 7 below. ‘

This data includes operating results for defense opera-
‘tlons and commerc1al business. ' Profits .. defense contracts
in the aggregate are usually lower than experlenced on com-
mercial work. Nevertheless, it 1s not possible to tell from
this data what the commer01al aircraft "side" of the business
_tearns and thus prov1de some 1ndlcatlon of ‘the capltal it

: mlght be capable of attractlng. Furthermore, the employment

of "profits as a percentage of‘sales“,asfbeing indiCative of
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TABLE 7

MANUFACTURING PROFIT
(after tax profits as a percent of sales)

All Manu- Non-durable Durable

Year facturers - Goods Goods "Aerospace
1966 ' 5.6% ~ 5.5% 5.6% 3.0%
1967 5.0 5.3 4.9 2.7
1968 5.1 5.3 4.9 3.2
1969 4.8 5.0 4.6 3.0
1970 4.0 4.5 3.6 2.0
1971 4.1 4.5 3.8 1.8
1972 4.4 4.6 4.3 2.4
1973 4.7 5.0 4.5 2.9
1974 5.5 6.4 4.7 2.9 .
1975 4 2.9

.0 5.1 4.1

SOURCE: Federal Trade Commission, "Quarterly Financial Report
for Manufacturing Corporations," as reported by AIA,
op. cit. :

the investment attractiveness of an industry can be misleading
and perhaps even irrelevant. The fact that supermarkets earn
only one or two percent on sales doeSJnoﬁ make them an undesir-
able business. Earnings data.are more meaningful when expressed
as a percentage of the investment required to generate these
profits. ' ;

Thus these data when cast as a percentage return on stock-
holders equity give a somewhat different perspective as illus-
trated in Table 8 below.
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TABLE 8

AFTER TAX RETURN ON EQUITY

iy After Profit as
- Yéar : Equity Tax Profit % of Equity
1971 7,317 423 5.8
1972 7,816 609 7.8

1973 8,475 855 10.1

1974 8,279 866 10.5
1975 8,663 925 1047

SOURCE: Federal Trade Commission, "Quarterly Financial
Report for Manufacturing Corporations" as reported
by AIA, ep. git. o

The above returns on investment (stockholder equity)
especially over the last four years give a somewhat brighter
picture of the aerospace industry. Before tax returns are
over 20 percent'[and interest payments on debts are paid with
preetax money], which is a reasonably but hardly an outstand-
ing return. The most_recentl,BuSiness Weeks' Survey of Cor-

porate Performance which is based on 380 companies reports a

return on stockholders equity (after tax) of 16.1 percent
for 12 months ending Séptember 30, 1976 for aerospace indus-'
try. This compares with 3.6 percent for the airlines, 11.5
' peréent for banks, 15.9 percent for the ghémical‘industry,
and 19.1 percent for the drug industry. For all industries
including service industries the‘feturn,on'équity was 13.7
 percent. ‘ ERE |

It should be recalled, howevér, that aerospace industry
data inélﬁdé military sales. Cost overruns of the magnitudev'
  encountered by Lockheed on the C-5A contract and Grumman on}j

As reported in Business Week, November 15, 1976.
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"aerospace industry." With the decline in NASA funded space
R&D and a DOD budget that has failed to keep pace with infla-

tion, employment of scientists and engineers in research and
development by industry has declined steadily since 1968.
The table below contains a l0-year employment history.

TABLE 9

EMPLOYMENT OF SCIENTISTS AND ENGINEERS
FOR RESEARCH AND DEVELOPMENT

(Total and Aerospace)

Aerospace as a

Year  Total Aerospace  Percent of Total
1966 353,200 99,300 | 28.1%
1967 367,200 100,400 27.3
1968 376,000 101,100 26.8
1969 387,100 99,900 25.8
1970 384,100 92,600 24,1
1971 366,800 78,300 21.3
1972 349,900 71,200 20.3
1973 356,600 72,300 20.3
1974 358,200 70,800 19.8
1975 . 375,500 66,800 18.7

SOURCE: National Science Foundation as reported by AIA,
op. cit.

While it is imposéible»to draw any firm conclusions

from the aboveAstetistics the data nevertheless is suggestive

- of a possible decline in the depth of technical capabilities

- in industry. Speculating further, when there is a reduction

in ‘R&D employment in'industry the research tendsvto'bevhit
harder than the development. Industry, by necessity, operates

over a shorter planning horizon than government.
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3. Ability of Manufacturers to Meet Future Needs

From the preceding review of’the commercial aircraft
manufacturing industry, a few observations about its current
strength can be made. Despite cutbacks in industry employ-
ment and great uncertainty about the ability of airlines to
finance new aircraft purchases, the U.S. industry is in
relatively good shape. Its preeminence as a supplier to
the world's airlines continues with order backlogs from
foreign carriers continuing to grow. Profits are being re-
corded by the major manufacturers and despite the credit
squeeze on the U.S. airlines orders are being placed each
month (United Airlines, for example, recently ordered 28
Boeing 727-200's).

As has been observed, the health of the industry clearly
is tied to the U.S. airline market. The level of aircraft
orders placed by the U.S. airlines has in the past and will
continue over the foreseeable future to spell the difference
between an industry which is a strong force for the achieve-
ment of national goals and one where national opportunities
are lost. - Recent forecasts of new aircraft needs are based
on what may prove to bé véry conservative forecasts of
passenger grdwth of around 6 percent annually. Parentheti-
cally, it is interesting to note that forecasters are inordi-
nately influenced by Very‘recent experience. Thus if in a
recéssion or low growth period forecasters will extrapolate

- these low growth rates over a decade or even longer. A simi-
lar phenomena is observed during periods of high traffic
growth. Indeed, much of the ovér—capacity experienced as a
result of the wide-body‘buying spree of the airlines was

attributed to optimistiC~forecasts.

The aircraft manufacturer is not simply & reactive party
to the re-equipment cycle which through its market intelli-

~gence decides when to offer a new aircraft in response to
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airline requests. Although working very closely with the.
airlines, manufacturers also work independently to develop
new or improved aircraft. 1In the past what might be termed
great leaps forward in productivity were found with pressur-
ized aircraft, turbo-prop aircraft and turbine powered air-
“craft. Many industry observers and technical experts believe
that the next generation of aircraft while being superior to
existing aircraft will not produce savings as large propor-
tionately as in past re-equipment cycles. The next genera-
tion of aircraft will probably be the product of consolidation
of the best features of the various state-of-the-art systems
and equipment improvements developed over the past decade.

A number of innovations developed through NASA R&D such as
laminar flow devices, bonded materials, etc. will probably

be incorporated into the new designs. While no single devel-
opment in itself offers dramatic improvements in productivity

" when taken in combination the savings are very significant.

At the present time one senses uncertainty and caution
on the part of manufactnrers about when, if at all, they
should annonnce a decision to go ahead on a new aircraft
- program -- a 7X7;l DC-X-200 or whatever. Parts of the un-
certainty prbbably stems from having recently watched their
customers almost choke to death in trying to digest the Jumbo
jets. Another may stem from doubts about whether or not .
they have something on the drawing boards that is really
that superior to possible modification to'existing aircraft.
Overlaying the entire scene is, of course, the uncertainty
about the ability of the airlines to finance aircraft pur-
~chases (see Chapter II). ’ '

A problem internal to the manufacturers is the huge
inﬁestment fequired-to preduceva'new aircraft, which can

cost in the one,billion~dollar range or over for development,~'ﬁ

Just .as thlS report was g01ng to prlntlng, Boelng announced
a go ahead on the 7X7
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tooling and production, and testing and certification. Be-
fore a manufacturer will commit to that magnitude of an
investment it must have a sufficient number of airline cus-
tomers signed up (with deposits). Furthermore, the financing
requirements, long payback period and market uncertainty may
be too great and risky for any one manufacturer to be able

or willing to undertake the venture alone. Development and
manufacturing consortia may be formed with an eye both to

spreading the risk and reducing the competition.

4. Major Uncertainties: Selected Issues with Potential to
Alter Significantly Future Aeronautical Supply and Demand

There are a number of issues and/or uncertainties about
the future, the outcome of which could significantly affect
the demand for new aircraft and how the demand might be met.

Multi-national Adlncraft and Engine Manufacturing Consorntia

The table below lists some recent multi-national devel-
opment and manufacturing consortia that are currently pro-
ducing equipment or have reached agreements to proceed. The
table contains only civil aircraft and engine products.
Other consortia exist for the development and production of

military aircraft especially among the Europeans.

Two overriding forces are responsible for the formation
of international joint ventures: skyrocketing development

and production costs and rising nationalism.

Development costs fdr 1iew programs -are huge. For ex-
ample, the Boeing 7X7 is expected to cost around 1.0 billion
dollars. The JT10D engine development will be in the 500
' millidn dollar range.' Along,with the problems any sinéle
company would have in raising such huge_amoUhﬁs of capital,
the risks are equally large. Programvfaiiure would almost
certéinly end up in cOﬁpany,bankruptcy. iThus, the}risk ;

>must be spread.
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The lead time from the decision to proceed with a program

until the first aircraft or engines are produced for sale is

three to five years or longer. During this period many

changes in the economy, the market and the competitive pic-

ture can occur, thus further increasing the uncertainties

and thus the risk of such ventures.

PRODUCT

JTlOD engine

CFM56 engine

Mercure

1
Boeing 7X7

Concorde

A-300B

TABLE 10

CONSORTIA MEMBERS

Pratt & Whitney (U.S.), Rolls-Royce (U.K.),
M.T.U. (F.R.G.) and FIAT (Italy)

General Electric (U.S.) énd SNECMA'(Fr.)

Aerospatiale (Fr.){ McDonnell Douglas
(U.S.) and Dassault-Breguet (Fr.)

Boeing (U.S.), Aeritalia (Italy), (Japan?)

British Aerospace Corp. (U.K.), Aero-
spatiale (Fr.)

Aerospatiale (Fr.), Deutsche Airbos
(F.R.G.), VFW-Fokker (Holland), Hawker
Siddley (U.K.)

-1 T e , .
Consortium still under discussion with no firm agreements
either as to partners or program ' :
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There is a "hand in glove" relationship between European

" (and Japanese) governments and their aerospace and airline

companies. In some instances they are nationalized and in
others heavily subsidized. Sinée-in most instances their
airlines are government-owned, these nations can offer the
promise of aircraft orders in exchange for consortium member-
ship. For example, McDonnell-Douglas is ekpected to get
orders for up to 76 DC-9's and 8 DC-10's from Air France in
exchange for joining with the French as a partner in the
Mercure aircraft program. McDonnell—Douglas‘ role will be
primarily that of sales agent for the French since virtually
all the production work will be performed in France.

The trend toward multi—hational consortia‘will continue
and strengthen as it becomes more apparent that the costs
and risks in this industry are so great that the ideal solu-
tion for manufacturers might be the creation of an interna-
tional aircraft and engine cartel. We are nct suggesting
this could or even should happen. National defense require-
ments and the Sherman Act (among a long list of other laws)
could prohibit U.S. involvement which would of course be
essential to its success. Nevertheless, moves toward this

"ideal" will characterize this industry in the future,

A possible future sceﬁario could be the domination of
new aircraft and engine‘sales by say a joint U.S.-French
éircraft and a joint U;S,—BiitiSh engine. Under these cir-
cumstances a number of important impacts might be felt in
the United States which raise policy issues as to what the
stance of the federal‘governﬁent should be to such arrange-

ments in the future.
e Up to one half or even more of the total production
force might be oVerseas‘in the nations of one or
more U.S. partners. There would be a roughly pro-

-portionate outflight of gross national prOduct,
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trade surpluses and U.S. subcontractor revenues.
On the other hand, one might argue that had the
U.S. not joined the consortium then it would not
have retained even one half of the sales and jobs.

e Technology transfer from the U.S. to overseas
might take place. Thus to the extent that NASA-
sponsored R&D was utilized in the new development,
overseas companies and/or governments would become
direct beneficiaries of the U.S. taxpayer-supported

research.

In light of the above-hypothesized impacts the role of
NASA aeronautical aviation activity would have to be re-
examined. On one extreme some might argue that federal sup-
port of R&D should cease because it directly or indirectly
subsidizes potential U,S- competition. ‘On the other extreme
some/might argue that stepped up federal R&D expenditures
‘would be necessary to improve our technology and thus.
Strengthen our bargaining pcsition with overseas producers.
It would not be difficult to imagine some support for direct
U.S. government subsidy on either an outright‘grant or loan
basis to U.S. industry to help finance its share of new air-
craft/engine development In short, the practices of foreign
governments might be adopted by the U.S. to place our compa-

nies on a parity w1th their fioreign partners.

,Stnuctane 04 u. S Aancnaét/Engtne Manuﬁactun&ng Indubinq

At the close of World War IT the United States had a
formldable aVLatlon manufacturlng lndustry in terms of faci-
lities, employees and numbers of companies in the business.
~ There were, -of course, too many companies,to snrvive on
peace-time military and civil aviation sales. Post—war
competltors for the trunk airline market were Boeing, Douglas,

Lockheed, Martln:andeConValr.~ Martin bowed out before the
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jet age while Convair suffered the largest loss in corporate
history (to that date) on their 880 and 990 program and thus
withdrew from the civil aviation field as a prime contractor
(they now build the body of the DC-10 for McDonnell Douglas).

The recent wide body jet re-equipment cycle of the air-
lines pitted the three surviving manufacturers against each
other. Lockheed's disastrous cost overruns in producing the
Air Force C5-A would have put them into bankruptcy and thus
narrowed the field to two manufacturers had not the U.S.
government bailed them out with guaranteed loans.

Because the aerospace industry is the top exporter among
Uu.s. manufauturers, because it has a strong political consti-
tuency and because it is essential to national defense, the
U.S. govefnment is, of course, reluctant to let it flounder.
When the next re-equipment cycle begins, it is a near cer-
tainty that it cannot support three U.S. manufacturers and
possibly one or two European entrants. The question then
becomes, which one or possible two, if any, of the U.S. big
three will back away? All aircraft manufacturers will be
under pressure by the airlines to enter with a new aircraft
so the airlines have at least one alternate source of supply
and can reap the benefits of common parts inventories when

they are already flying the aircraft of a reluctant entrant.

An alternative to the heads on competition of airplane
manufacturers has been suggested by wvarious persons in the
industry. This would be for the airlines to band together
(with government approval) to develop specifieations for
a new'aireraft which could then be subject to bid by the "Big
3" much in the fashion of a military procurement. Assuming
that the manufacturers had sufficient information to cost
the new aircraff a reasouable rate of return'would be
nearly guaranteed with booked sales exceedlng the break- -even

point before a decision to go- ahead was made.
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Assuming government approval, the implementation of this
scheme would require carrier agreement on aircraft specifi-
cations. While certainly this is possible, one can foresee
difficulties with each carrier considering his needs unique
ﬁfbééause of route structure, cabin service requirements, etc.

An alternative to the airlines themselves agreeing to
aircraft specifications would be for the U.S. government with
airline input to arrive at the design specs. This could be
very risky business since the airlines would be free to pur-
chase foreign built aircraft if they dia not like the govern-

ment's design selection.

Without making a judgment on the relative merits of a
U.S. airline industry-wide banning together to seiect a
single aircraft design and manufacturer, it is a possibility
which could have a substantial;impact on the structure of
the industry."There might be only one U.S. manufacturer for
each class of airline equipment =- short, medium and long-
haul. On the other hand, one manufacturer could provide all
three classes of aircraft, thus gaining some economies from
balancing the work force among different production lines.

Adntine Deregulation

~About the only thing upon which proponents, opponenté

~ and students . of deregulation have in common is that each one
defines what is meant by deregulation differently.‘ It is
not surprising, therefore, that there is little unanimity on
the Subjéct._ There are an almost infinite rangé-of possibil-
ities'bétweenfregulation by the CAB,,as‘practiéed today

and complete dissolution of the CAB with nothing to take
its place. The airlines are vehemently opposed to deregula- .
tion as aré the highway common carriers in relation to pro-
posals’to diémantle the ICC. It appears thaﬁ the airline
'industryvprefers the protection of the CAB--despite its
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occasional pronouncements concerning its desire to really
compete without CAB interference. Uncertainty as to what
might happen to any given carrier if free-for-all competition
were permitted is so great that the industry would rather
exist under CAB jurisdiction.

From the point of view of the magnitude and timing of
future re-equipment c¢ycles, dercegulation (as variously
defined) can be described with equal validity as either 4
beneficial stimulus or a retarding influence on new aircraft
sales. The subject invites endless speculation with few, if
any, final conclusions. For example, one can argue that
many new companies will enter the buSiness, thus creating a
huge over-capacity problem. This would be good news to
manufacturers whose market will have expanded. One could
alternatively argue that there will be only a few new
entrants into the industry and that the aircraft they pur-
chase will not compensate for the aircraft sales lost
when service or unprofitable low densitry routes is

dropped.

The mere discussion of deregulation has produced a
tangible impaét;‘ It introduces an uncertainty into the
industry; uncertainty about if it will happen and if so, in
what form. There is equally great confusion about what its
impact might be. This has resulted in hesitancy in the |
financial community about investing in this industry which

could result in some slippage in airline re-equipment plans.

As with most igsties: of any significance one can take an
entirely different view of what deregulation could mean to
the NASAraviation R&D program. Those who are opposed to
’deregulation argue that a~period'of~chaos would follow with
oVercapacity initiaily and then‘bankruptcies. The industry

would be brought to its knees‘for'a number of years until
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the survivors sorted themselves out into a more raticnal
structure. During this period the aircraft manufacturers
wduid also be in chaos. Very little R&D would be performed
by industry and therefore NASA would be the only organization
available to insure that the vital work continues so U.S.
leadership would be maintained.

Proponents of deregulation would argue that aircraft
purchasing would follow a more rational process which could
reduce if not eliminate periods of excessg capacity followed
by reduced profits and losses by the air carriers. Convinc-
ing research into this phendmena abounds. The thesis which
is probably correct) says that under CAB regulation the pri-
mary competitive weapon is capacity, that is, the number of
flights and seats per flight offered in each market. On a
route (city pair) served by say two carriers the relationship
of capacity offeredrtofmarket share seems to work as follows:

a carrier offering 70 percent of the seat miles would capture
around 80 percent of the passenger miles, while the other
carrier offering 30 percent of the available seat miles, for
example, would get only 20 percent of the traffic. These
numbers arerillustrative and will, of'course, vary,fbut'the
central tendency seems to have been vaiidated.l To compete

one must put on more capacity.

“Market share is th the only motivation for buying more
aircraft. The return on investment (ROI) permitted by the
CAB for carriers is limited to 12>percent.' Under,theSe rare
but happy situatiOns'When air carrief-earnings are this high
or look as thought they might be that high, the carrier can
avoid the ROI ceiling by-incréésing{its‘inVeStment base. 'Thé,
~simplest way to do this is buying'a few more aircraft.

1

See "The Fiéht for Competitive Advantage: A Study of the
United States Domestic Trunk Air Carriers," by William E.
Fruhan, Harvard University, 1972. :
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Fornedign Competition

This refers to competiticon in aviation technology not
airline competition. The U.S. has been the leader in world
civil aviation since its infancy. No other nation comes in
even as a close second. Nevertheless, in Congress and else-
where fear is sometimes expressed that our leadership could
be imperiled in the future if we fail to advance the state
of the art an:d do not have the monetary and human.resources‘
necessary tb produce new aircraft., How realistic are these
fears and what is the prospect that U.S. aviation preeminencse
may be lost?

Significant inroads by foreign competition have been
made into the Commuter Air Carriers (Part 298) with the
Canadair DHC-6 and the Nord 262 of France. Local service
and regional carriers operate some British BAC-111l's, the
FP~27 built in the U.S. under license to Fokker and even a
few Japanese ¥S-1l's. 1In the business jet fields there is
stiff foreign competition with Dassault (the Falcon sold by
Pan American) of France and Hawker—sidley of Great Britian.
In the piston and turbo-prop market all European manhfacturers
are represented as well as Japan. This contrasts with the
trunk airlines and Pan Am which own approximately 1,800 air-

craft all of which were built by U.S. manufacturers.

British and French manufacturers singly and in combina-
tion have made attempts to penetrate the U.S. trunkline
market. The Viscount in the 1950's and the BAC-111l and French
Caravelle in the 1960's are examples. None of them, however,
made permanent inroads in the sense that the Buropean manu-
facturers gained a lasting foothold with any U.S. carrier.
In other words, the carriers did not look to them for. their
next generation of aircraft. In the future, the Anglo-French
A-300 airbus and the Mercure transport,could offer some compe-

tition in the medium range category.
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Foreign manufacturers are at a tremendous disadvantage

vis-a~-vis U.S. manufacturers for a variety of reasons. First,

the U.S. airline fleet accounts for around two thirds of the
total world airline fleet and there is a very understandable

bias of U.S. air carriers toward U.S. manufacturers. As long
‘as the U.S. is its own best customer, it is difficult to
imagine any serious erosion in U.S. civil aviation leadership.
The aircraft market in Europe is not as important as in the
U.S. because of the very short distances involved in travel

within countries and even between countries.

A second reason for U.S. aviation preeminence is trace-
able to a variant in the old adage of success breeds success.
The fact that the majority of free world scheduled air carrier
aircraft are U.S. built means that many overseas carriers gain
1dvantages in spares inventories and training by continuing to

wuy U.S.

‘Last, but certainly not least, is the fact that U.S. tech-
nology, engineering and production have created the bestband
most cost effective aircraft in the world. What is rather
difficult to sort out is how much of U.S. success is attribut-
able to siperior technology versus its abiiity to get to the
market'place first with firm orders from U.S. airlines in its
pocket. Under these circumstances any foreign competitor

~would have to have either a significantly superior aircraft
_or offer very attractive financial terms to expect to ccmpete
in any substantial way. One has the impression that the pro¥

duction of a superlor aircraft in terms of operating perform-

ance and economlcs alone can no longer explain the success of
U.S. manufacturers over their overseas competltlon. Success

th also tied to product‘plannlng, financial capablllties,

rparé parts availability and marketytimihg, and it is in these

areas that U.S. manufacturers have been very effective;

If the above 1nterpretat10n of- the factors respon51b1e’
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for U.S. aviation leadership are correct, then what role can
and should R&D play in the future? Clearly, continuing tech-
nical’ leadership is a necessary condition for continuing U.S.
aviation preeminence and this must be maintained through a
strong and stable R&D investment program.' Technical excel-
lence alone, however, will not assure U.S. preeminence. There
are a number of distinct trends underway which promise to in-
crease the competition the U.S. can expéct from overseas.
Nevertheless, in 1976 it is difficult to imagine‘the U.S. be-
ing displaced as the world's number one supplier of civil
aircraft. Yet not too many years ago it would have been dif-
ficult to imagine Japanese steel and electric products driving
out U.S. manufacturers in their home market.
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P A R A. M E T E R S
----------------- U.S. TRUNKS & PAA m m = = = m = = = m = = = = = b o 2 el e w mi e = = & == = .= AMERICAN L S i
ECONOMY  USA  Strong growth into 1977. Thereafter resumption of secular GNP real Ditto
growth at 3-4% rate. Inflation rate to bé about 5% per. year in
1976 and 1977. - Thereafter inflation to drop to 3%-4% per year.
Unemployment rate to continue slow drop; consumer income and
confidence to continue to advance.
World ® Turnaround fxom recession levels slower than U.S. with inflation Ditto
“rates to continue above USA's.
1975=1980 1980-1984 1975-1980 1980-1984
Growth Rate Compounded "GRC" Growth Rate Compounded “"GRC"
TRAFFIC Dom RPMs (All Services) 7.5% 6.1% Dom RPMs (All Services) 7.6% 6.1%
Int'l RPMs (" o ) 9.3% 7.4% Int'l RPMs (" " ) 11.2% 7.5%
CAPACITY ASMs ad hoc by carrier, but to generally increase at lower rate :
: ' ‘‘than RPMs. 1976-1977 and part of 1978's increase mostly due to System ASMs (All Services) 6.5% 6.2%

LOAD FACTOR

seating changes and maximum utilization.

Ad hoc by carr;er, generally increasing between 3 and 4 percentage
points. ’

LOAD FACTOR System (All Services)to increase f£rom 58.0% in 1975
to 62.5% by 1984.

AERO ADVANCED will be re-done, when and if the various proposals
have been enacted and a time frame is established.

1976~1984 1976-1984
. N "GRC" "GRC"
“COST Labor (System) (Avg ‘Compens/Empl) 7.7% Labor - (System)  .{(Avg Compens/Empl) 7.9%
INCREMENT Fuel ( LIS (¢/gal) 5.3% Fuel ( v (¢/gal) 6.2%
" RATE Other. { " ) (Industrial Prices) 1 4.2% Other ( " ) {Industrial Prices) 4.4%
YIELDS Carriers' need to stay at least even with general inflationary Yields' - Dom (¢/RPM) 3.7%
e trends, necessitates annual yield increases between 3-5% minimum. " - Int'l (R | 4.3%
EQUIPMENT. “Buys to coricentrate on presently available aircraft through 1980. To maintain seat mile range distribution and to allow down-ranging
’ By 1981-1982 new technology aircraft parametered in are: of older type equipment, new buys concentrate on 727-200s, DC-10s
180 seat medium range type and 180 seat medium range type aircraft.
; 200 seat long range type
to help with pressing need for fuel economies and to meet the
~environmental imperative of the late 1970's and early 1980's.
MONEYABILITY. ' Cost of Capital - Ad hoc by carrier. Prime lending rate at B8-8.5% Ditto
with carriers paying between % to 1% above prime.
Availability of Capital '~ very restricted until deregulation Reliznce on bank credit line, some manufacturers' participation and
debate ‘is settled. .Funds to come from banks, manufacturers and leasing of aircraft essential due to mediocre earnings and cash
through leasing. Loans from insurance companies restricted to generation. No requalification under NY State Insurance Law during
a very few carriers, due to constrained cash generation and study period.
, earnings outlook.
' CAB Proposals under Aviation Act of 1975 not parametered into study. Ditto

R
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AMERICAN




S ; COMMENTARY
"EARNINGS" ; ‘
American Alrlines' profit picture has brightened considerably after a dismal 1975
-performance. RPM growth is expected to exceed the industry's average of 10% thanks to
‘a strong first quarter at UAL's experise, and combined with a 4% increase in yields X
~should produce revenue gains of about 16% over 1975. The expense side of the P/L form-
ula is aided tremendously by the fuel contracts that AAL still has in force. 1It's
Aprll 1976 cost per gallon for domestic fuel was 25.9¢ versus 30.3¢ for TWA and 31.3¢

for UAL. (If American had had to pay UAL's price for fuel, its fuel expense would have
increased $4.8 million for April alone.) Even with unit labor costs up 12% and other

~ costs up 9% on an ASM basis, the fuel contracts keep total operating expenses from
1ncrea81ng more than 13%.

AAL's outlook for 1977 is clouded by the fact that its favorable fuel contracts
expire and the carrier will have to pay the then current market price. 1978-1980 look
like good years for AAL as earnlngs increase fourfold, but it should be noted that net
~earnings reported to stockholders is never more than 2.5% of sales (it was 7.4% in 1966)
and the ' carrier's ROI peaks in 1980 at only 7.5%. Gross interest for the carrier,
while declining from 1975-1978, shoots up dramatically starting in 1979 as AAL is forced
to finance its new aircraft with much more costly dollars than the cheap long-term
lpsurance money lt borrowed in the 1950s and 1960s.

Overall Amerlcan s earnlngs prospects are not that good especially in light of
the 4.5 percentage point gain in load factor that S.H.&E. has parametered into the fore-
cast. Over the period under study revenues grow at a 11.3% growth rate compounded
("GRC") (RPMs 7.3% and yields 3.8%) while operating expenses increase at a 10.9% "GRC"
‘which produces a nine year operating ratio of 97.4%. 1In order to do better than S.H.&E.
has forecast American must accomplish either one or both of the following:

1) increase RPMs at a significantly faster rate than the industry. However, it has
been 1051ng RPM market share steadily over the last few years.

2) increase employee productivity more than the 3.2% "GRC" projected in this study.
Amerlcan s productivity improved at a 4.4% "GRC" in the 1966-1975 period, but since 1970
it has averaged 1.7% "GRC" versus the industry's 3.2%.

: N;B.‘ Discount fare changes effective June '76 and a possible additional fare increase of
about 2% in September '76, may result in higher domestic yields than parametered
-nto study, increasing net earnings for 1976 by up to $20 million.



EARNINGS

~ calendar years -

1976~
Unit - 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1964
Actual | = = = - = w - - - T PROJECTED -~ - = - - =-T -+ - -

Revenues ’ ‘

Passenger $Mil 1534 1779 1991 2228 2470 2747 3035 3350 3682 4037 25319
Freight 132 153 171 191 212 234 257 283 310 341 2152
Total Revenues o } n 1795 2078 2332 2610 2893 3215 3550 3920 4310 4730 29638

Cash Oper Exp ,: .

Labor. e i n 744 828 914 1016 1113 1241 1389 1549 1729 1924 11703

Fuel ) T " 306 341 426 471 517 571 621 677 735 796 5155
Other B " 668 781 870 956 1054 1172 1295 1428 1569 1716 10841
Total COE : ‘ " 1718 1950 2210 2443 2684 2984 3305 3654 4033 4436 27699
Depr/Amort 106 i6% 107 105" 115 125 133 143 158 173 1167
Total Oper Exp = : . " 1824 2058 2317 2548 2799 3109 3438 3797 4191 4609 28866

Oper. Earnings " 1297 50 15 62 97 106 —IIz 23 119 TZT =712
Gross Interest . 26 22 21 20 23 30 40 50 59 64 329
Pre-Tax Earnings ’ " (54) (2) (6) 42 71 76 72 73 60 57 443

Inc. Tax . . $Mil (5) 2) (2) 10 - .18 19 18 18 15 14 108

Eff. Rate : % cr cr cr 25% 25% 25% 25% 25% 25% 25% 25%

Net Earnings

Airline Operations (49) -o- 4) 32 53 57 54 S5 45 43 335
"Nettings" 28 21 . 24 18 17 23 26 25 25 27 206
Reptd to Stockholders (21) 21 20 50 70 80 80 80 70 70 541
RATIOS .
_ Traffic’ (All Services) Bil/aChg

RPMs - DOM ) n/oM 19,4/ 0204 21.4/11 23,0/ 7 o 24.67° 7 26.2/ 7 28.0/ 7 29.7/ 6 31.6/ 6 33.6/ 6 35.5’ 6 [16.1/6.9 GRC
RPMs. - System woym 22.)/ 3 |24.7/12 26.6/ 8 28.5/°7 30.5/-7 32.6/ 7 34.7/ 6 37.0/ 6 39.3/ 6 41.6/6 119.5/7.3 GRC
“ASMs - System’ "/ " 38.1/ 5 |41.1/ 8 43.5/ 6 46.2/ 6 48,8/ 6 52.3/ 7 55.6/'6 59.2/ 6 62.9 6 66.6/ 6 [28.5/6.4_GRC
Load Factor - System : % 58.0 60.1 61.2 61.7 62.4 62.3 62.4 62.4 62.4 62.5 4.5

Yield - Dom S ¢RPM/%Chg  7.05/ 1 [7.30/4  7.60/4 ~ 7.92/ 4 8.22/ 4 &.,55/°4 'B.87/ 4 9.17/ 4 9,48/ 3 9.8V 4 [2.76¢/3.7 GRC
Yield '~ System vz 6.94/ 217.17/ 4 7.4%/ 5 7.82/ 4 8,11/ 4 8.43/ 4 8.75/ 4 9.06/ 4 9.37/ 3 9.70/ 4 [2.76/3.8 GRC
' COST INCREMENT (COE)

-~ Labor {Non-Add) sMil/ % 57/ 8 90/12 74/ .9 76/ 8 74/ .7 77 7 93/ 7 102/ 7 114/ 7 124/ 7 824

~ Fuel " wofoon 60/25 22/°7 66/18 27/ 6 25/ 5. 22/ 4 23/ 4 26/ 4 29/ 4 3/ 4 270

- Other " AV AN 19/ 3 62/ 9 43/ 5 32 4 44/ 4 42/ 4 50/ 4 49/ 3 .53 4 58/ 3 433

- Total o v/ 13e/11 } 174/ 9 - 183/11 135/ 6 143/ 6 141/ 5 166/ 5 17/ 5 196/ 5 - 212/ 5 | 1327
Weighted Index (1967=100) No /%Chg  195/11 | 213/'9  237/11 . 252/ 6 266/ 6 279/ 5 294/ 5 310/ 5 326/ 5 344/ 5 | 149/6.5 GRC

AERO AD: ' Earnings 1976-1984
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"FLIGHT EQUIPMENT"

, By increasing seating and utilization on its existing fleet and with the addition
of the 15 727-200s already on firm order, American will not have to start its massive
'fleet revamping until 1979.

The 18 additional 727-200s are bought for 1979 and 1980 delivery so that American
can start down-rang.ng some of its older 200s to replace the smaller 727-100s. The
DC~-10s are needed for American to preserve its ASM/range balance, to replace some 707s,
and as a partial solution to the airport congestlon problem which could well occur by
the early 1980s.

S.H.&E. believes that by 1981 there will be a new 180 seat medium range aircraft
which will possess such excellent operating efficiencies that the carriers will buy it
even though it has a seat cost of $100,000 in 1976 dollars. American will use this new
plane on routes which have outgrown the 727-200s but are not yet ready for wide-body
service, and on routes formerly served by the 707-120Bs.

; ' Some random notes: AAL may not sell as many 707-120Bs by 1980 as S.H.&E. has
projected depending upon a resolution of the retrofit question, the prices offered for
‘the planes, and the cost of life improvement work. American could be a definite
customer for the Airbus. AAL will probably not buy or lease any used aircraft. Only
©-32% of AAL's 1976 ASMs are generated by alrcraft which meet the environmental standards
~of FAR part 36.

; Even w;th the $2.5 billion expenditure for the 105 aircraft that is parametered
~into this study, 28% of AAL's 1984 ASMs will still be flown by unacceptable aircraft.
To replace these aircraft would require approximately another $1.7 billion.



g/ Leasas = 2 30%. of total .aircraft cost per year {1979-~1984).

3/ Grd.

4/ Pavrants -(Sn&E derlved~ reflect escalation)
hdvance Deposits - pre-delivery @ 30% of unit price.
Delivery - balance remaining @ aircraft acceptance

Soares,Modifs,

Prop & Equip. - Subject: to management xeprogramming.

tc - @ 10% of alxcraft cost(or dexrived)

AMERICAN

FLIGHT EOUIPMENT =~ PURCHASE // REMOVALS / PAYMENTS / LEASES
“GROUND PROPERTY & EQUIPMENT (projected costs)
’ ‘ 1976~
Unit 1975 1976 - 1977 1978 1979 1980 . 1981 1982 1983 1984 1984
PURCHASES/LEASES (L) Actual | = -~ = = - - w4 === "PROJECTEDS= ===~ === === === === === ===~ P - - -
Additions ‘No..A/C
727-200 : 6L 10*L 5%1, - 8 10 - - - - 33
DCl0~-10" - - - - 5 6 8 6 6 4 35
180:593t M/R - - - - - - 3 12 12 10 37
Totél Additions ’ : 6 10 5 - 13 16 11 18 18 14 105
Total Cost A/C Typer L Mill
727-200 ' 49 99 52 - 92 120 - - - - 363
DC10~10 = - - - - 140 176 247 © 195 205 143 110€
180 seat H/R - - - - - - 79 318 334 293 1024 °
Total Cost Aircraft 19 99 52 = 2327 296 326 I3 539 336 2393
Removals. No A/C
747Pax-1975 747?—1975&6 2 1 1
707-300F, - 2 -
727-100 . 1 1L 5 7 7 21
707-120B - 1 3 6 4 2/3L 5 6 6 2 2 49
TJotal Removals 5 5 A 4 5 & 6 11 14 14 21
PAYMENTS 4/
Flight Eg Payments $ Mill
Advance DﬁpOSLts " 28 11 35 87 121 140 154 115 90 - 70 820
Delivery " - - - - a3 118 131 205 215 174 940
Spares, Modifs etc " 17 39 15 33 16 12 15 10 . 15 —16 120
Total Flt Eq Payments " 45 5Q 30 20 230 270 300 330 320 260 11930
Total Flt Eq Leases 2/ " 49 100 50 - 70 90 100 150 160 130 850
Total Flight Equipment " 94 150 - 100 120 300 360 400 480 480 390 2780
GRD; PROP, & EQUIP 3/ " 28 30 30 30 30 40 40 40 40 50 330
LO"?S'(L—Leased, all others 70% purchased)
l/ Cost per Aircraft Type - number x cost per aircraft incl base price + CFE/MC/spares. SH&E derived.
AERO AD:

F1t EQUIP/GPE 1976-1984




. "CAPITAL NEEDS AND SOURCES"

‘American is facing a financial dilemma starting in 1979. Because its cash gener-
~ation is not up to the 5 mills norm, AAL will be forced to get more than 50% of its
financing from outside sources. Management does not like to use short-term money (bank)
to finance aircraft, but due to its inability to qualify under the N.Y. State Insurance
Law, AAL will be forced to borrow from the banks. AAL might be able to lease more than
the 30% of incoming flight equipment that S.H.&E. has projected from 1979 on, but the
recent Treasury Department ruling extending the depreciable lives of aircraft may dampen
the enthusiasm of. lessors.

v S.H.&E. has not projected any equity sales; however if in a strong market with

AAL's shares selling at least near book value (at the end of 1975 the shares were at

more than a 50% discount from book) then AAL would probably sell stock. The manufacturers
. of the new 180 seat plane that S.H.&E. has parametered in (see Flight Equipment Schedule)
‘will supply a good deal of the $140 million in subordinated debt.

American, like all other airlines, faces the problem of under—deprec1atlon of their
aircraft. AAL is currently depreciating aircraft whose average cost is less than $7
million while its replacement costs are much higher. As a result, the depreciation
source is only 42% of total flight equipment needs. Proposals to change the Investment
Tax Credit so that airlines could use the credit even if they didn't earn it would
~benefit AAL which has $75 million in unused ITCs, but there is very little chance of
this bill pa551ng Congress.

American decided to lease the 10 727-200s delivered this year and will probably
lease the 5 planes due next year because management wants to remain as liquid as possible.
‘With the possibility of "deregulation" hanging over the industry AAL believes it prudent
to build up as big a cash position as it can, because they believe that the "rich"
carriers would best survive in any deregulated environment. As a result of this policy,
AAL will have excess working capital for the next few years. Some of this extra capital
may be invested in Howard Corp., a natural resource company, with whom AAIL is holding
preliminary talks.



N

S.H.&E. has projected capital expenditures of $3.1 billion for ZAmerican over
the 1976-1984 period. If these outlays are discounted back to the present at a 5%
rate, the present value of these expenses is $2.45 billion. In the 1967-1975 period
AAL's capital expenditures were $2.13 billion. So, whereas the $3.1 billion seems
like an outrageously large number, when it is put in perspective, AAL's capital needs
are more reasonable. ' If American does have trouble financing its needs it can 1)
cut the parametered dividend and save $70 million - as it is not meeting the 5 mills
cash generation norm, stockholders should not expect a dividend and/or 2) cut into
working capital that has been kept at 3 weeks of annual cash operating expenses.

It should be noted that AAL's debt retirement schedule is extremely light and

‘Well managed compared to some of the other Big 5 carriers.

Recap: 1976-1984

Needs: $3.70 billion (76% flight equipment, 9% GPE 6% debt retirement).
© Sources: $1.85 billion or 50% from operations (%4% earnings, 32% depreciation)
$1.74 billion or 47% new financing ($1.61 billion, or 44% to be

- arranged). ;




CAPITAL NEEDS AND SOURCES ($ MILL)
- calendar years -

1976~
) 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
CAPITAL NEEDS BCTUAL — | = = ~ = = = = = — = = = = o = = PROJECTED ~ == = == =, == = = o= = w mmm =~ = T
Flight Bquipsment Payments
- Advancg fleposits 28 11 35 87 121 140 154 115 90 70 820
- Delivery : - - - - 93 1i8 131 205 215 174 940
~ Spares, Modif. etc. 17 39 15 33 16 i2 15 10 1S 16 170
Total Flt eqip Payments : 45 . 50 50 120 230 270 300 330 320 260 1930
Add: Flt Equip Ieasss 49 100 50 - 70 90 100 150 160 130 850
Total Flight Equipment. @ - 94 150 100 120 300 360 400 480 480 390 2780
Ground. Prop & Eq/Other ' :
Grd -Prop & Equip 28 ) 30 30 30 30 40 40 40 40 50 330
Debt Retirement . 28 23 23 23 13 24 24 26 31 51 240
Dividends - - - - 12 12 12 12 12 12 70
Other ) 26 17 17 7 9 4 4 2 {3) {3) 60
Total GPE & Othex: ) 82 70 70 60 70 80 80 B0 80 110 700
End Wkg Cap (3wks COE proj) 0309 160 180 160 160 170 190 210 220 220 220
TOTAL CAPITAL NEEDS 285 380 350 340 530 610 670 770 780 720 3700
CAPITAL SQURCES
Beginning Working Capital . 48 109 160 180 160 160 170 190 210 220 110
Operations e ‘ ' ; :
- Net Earnings (Rept'd) (21) 21 20 50 70 80 80 BO 70 70 540
- Depreciation/Amort ) 106 108 107 105 115 125 133 143 158 173 1170
- Property Sale/Other 60 25 13 9 5 10 12 10 9 9 100
~ Other (1) (13) {10) (4) - 5 15 17 13 18 40
Tofal Operations- i 144 141 130 160 190 220 240 250 250 270 . 1850
Financing Arrangements
~ Senior Debt-Banks . = - - - 906 70 80 80 80 - fog
= " ~Insco/Others - - - - - - - - 30 60 120
~ Subord. Debt - - - - - 40 50 50 - . 850
~ Leases: {Cap @ AC Cost) 49 100 50 - 70 90 100 150 160 130 3e0
- Deposits returnable 44 ~ 300 10 - 20 30 30 50 50 40
- Stock Sales - - bt = - = had - =
: 40
Tot Financing Arrangements 93 . 130 60 -~ 180 230 260 330 320 230 17
TOTAL CAPITAL SOURCES 285 380 350 340 530 610 670 770 780 ’ 720 3700
FINARCING TO BE ARRANGED ' - = 60 - 180 230 260 330 320 230 1610

AERO AD:CAPITAL NEEDS & R 16-1384
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"Mbnengility"

This schedule clearly reflects the mediocre performance that S.H.&E. has fore-
‘cast for American. The crucial cash generation ratio is never above 5 mills which
means that AAL must rely heavily on outside financing sources as the carrier does
not produce enough cash from its operations.

The two debt/equlty ratios don't change very much over the 9 year period as AAL
is forced to bring on debt at a 3 to 1 ratio to its earnings. American never meets
the N.Y. State Insurance Law fixed charge coverage ratic of 1.5 x for unsecured loans,
~which reduces its financing options. (see Capital Needs and Sources =zchedule).

As a result of AAL's operating ratio never falling below 97%, the ROI for the
carrier is never higher than 7.5% which is considerably below the CAB's 12% standard.
AAL's revenue per dcllar of invested capital rises smartly in the 1976-1978 period
but then flattens out as the massive investment in new aircraft swells the investment
base.

~ American's $200 million bank credit expires early in 1977. Taking into account
the failure of AAL to gqualify for insurance money, its acceptable D/E ratios, and its
rather unspectacular earnings outlook, S.H.&E. believes that AAL will arrange for a
larger credit but that it w1ll have to accept the costlier terms asked for by the
banks. :



INVESTED CAPITAL

Debt

Senior Debt - Banks
Senioxr Debiz-Insco/Other
Senior Debt-Leases Cap'd
Senior Total - Reptd-
Senior Total + Cap Lses
Subordinated i
Total Debt - Reptd -
Total Debt + Cap Lses

Equity
Stock .
tock + Sub Debt

Tot Inv Capital-Reptd -
Tot Inv Capital + Cap Lses
FTLIGHT EQUIPMENT

Depr Cost

Depr Cost + Mfr Deposit
Depr Cost + ™ + Cap Lses

WOPKING CAPITAL
Incl Cur' Debt/Equiv Wks COE

RATIO AMALYSI 1/
Sxr Debt = .
Equity (Stk + Sub)
Sr Debt = T
F1 Eq {¥et + Dep + Lse
Cap Lses Share Flt Egq
Total Debt it >
Stock Equity

G)

N Y Scate Ins Law
Fix Chg Cov — 12 Mos
Fix Chg Cov ~ 5 yr Avg

Oper Ratio- (ARirline)
Return On Inv {(Corp)

Rev. ¥+ Tot Inv Cap
Ret Cap Comts
Fin Argd / % Argd

Cash Generation
Flow per § Equity
Rev Less COOE

per ASM

Note:  {G) See Glossary.

$SMill/Wks

UNIT/NORM

%-150%

$- 80%
%~ 33%

$-175%
x=1.5
x=1.5
%

R

$
§ Mil

Cmse

¢/% Chg-30
Mills/%s Chg-5.00

od

= ke
INVESTED

Brge s

MONEYABILITY -
(System —,All Services)

1/ 12 months basis. . % Changes are from end of prioxr year.

AERO: Inv. Capital

. 1976~
1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
Actual ~|= = = - - R - =« PROJECTED === m=m=m===== = = = = = = - - - - -
;- - - - 90 160 240 320 400 380 380
302 279 256 234 215 199 183 166 183 229 (73)
431 486 490 441 458 490 526 608 689 736 305
302 379 256 234 305 359 123 186 583 609 307
733 765 746 675 763 849 949 1094 1272 1345 612
172 172 172 172 172 2 246 287 269 252 80
474 452 429 406 477 £E3 669 773 852 861 387
905 937 918 847 935 1053 1195 1381 1541 1597 692
542 563 583 633 691 759 827 895 953 1011 469
714 735 755 805 863 963 1073 1182 1222 1263 549
1016 1015 1012 1039 1168 1322 1496 1668 1805 1872 856
1447 1500 1501 1480 1626 1812 2022 2276 2494 2608 1161
739 664 590 539 613 721 844 1090 1340 1505 766
766 673 618 654 779 938 1117 1325 1503 1607 841
1197 1159 1108 1095 1237 1428 1643 1933 2192 2343 - 1146
109 3 16¢/ 4 180/ 4 160/ 3 160/ 3 170/ 3 190/ 3 . 210/ 32267 3 220/ 3| 111/ -
103 104 99 84 88 88 88 93 104 106 3pts.
61 66 . 67 62 62 59 58 T 57 s8 57 (4)pts.
36 42 44 40 37 34 32 31 31 31 {5)pts.
167 166 157 134 135 139 145 154 162 158 (9)pts.
C.6 1.0 1.0 1.3 1.4 1.4 1.4 1.3 1.2 1.2 0.6x
0.8 0.8 0.8 1.0 1.0 1.2 1.3 1.4 1.4 1.3 0.5x
102 99 99 98 97 97 97 97 97 97 (5)pts.
1.6 4.2 4.2 6.3 7.2 7.5 7.4 7.2 6.7 6.7 S.lpts.
1.24 1.39 1.56 1.77 1.79 1.78 1.76 1.73 1.73 1,82 0.58
186 280 480 736 840 960 1040 960 880 800 -
200,108 { © 200771 - -/- -/- -/= )= = =/ . =/- -y -/
8/(56)| ~ 15/88 Jd4/ (7) 17721 20/18 19/ (5) 18/ (5) 17/(6) 17/- 17/~ 9/113
2.02/(55)| 3.11/54 . 2:80/(10) 3.61/29 4.28/19 4.42/ 3 4.4Y/- 4.49/°2 4.40/(2) 4.41/- 2.39/118
Moneyability
1976~1984

AMERICAN




PARAMETERS

S '~ U.S. TRUNKS & PAR - = — = — = I

———————————————————————— BRANIEF — = = = = = = = = = = = = '= = =
ECONOMY USA Strong growth into 1977. . Thereafter resumption of secular ) Ditto
Ll GNP real:growth at 3-4% rate. Inflation rate to be .about’:
‘5% per year in 1976 .and 1977, Thereafter inflatiun to drop
to 34-4% per vear. :Unemployment rate to.continue slow dropj;
: ; consumer income and confidence to continue to.advance.
World Turnaround from recession levels slower than U.S. with Ditto
1nf1at10n rates to continue above USA's. :
1975-1980 1880-1984 1975-1980 1980-1984
‘ : o Growth Rate Compounded “GRC" ‘Growth Rate Compounded “GRC"
TRAFFIC ‘Dom RPMs (All S«crvices) 7.5% 6.1% Dom RPMs (All Services) 7.5% 5.9%
: Int'l RPMs (" ¥ ) 1 9.3% S 7.4% Int'l RPMs (" R B 8.6% 7.7%
CAPhCITY ’ - -ASMs ad hoc by carrier, but to genexzlly increase at a . .
lower rate than RPMs. ' 1976-1977 and part of 1978's System ASMs: (All Serylces) 5.8% 5.4%
increase mostly due to seating changes and maximum
utilization.
LOAD PACTOR = Ad hoc by carrier; generally lncrea51ng between 3 ‘and 4 LOAD FACTOR System (All Services) to increase from 50.1% in 1975
percentage points. to 57.0% by 1984.
1976-1984 1976-1984
. N "GRC" llGRc'l . RN
cosT - Labor. {System) '(Avg Compens/Empl) 7.7% Labor (System) (Avg Compens/Empl) 8.1% i i
INCREMENT SFuel (") (¢ gal) 5.3% Fuel (" ) : (¢ gal) 7.1% )
RATE ‘Other. { ™ } {Industrial Prices) 4.2% Other { " )} {Industrial Prices) 4.2%
YIELDS Carriers' need to stay at least even with general Yields = Dom {(¢/RPM) 4.1%
inflationary trends, necessitates annual yleld increases " - Int'} (" ) 4.0%
between 3-5% mlnlmum
EQUIBPMENT ‘Buys. toconcentrate on presently available aircraft through Buys concentrate on 727-200s and 180 seat M/R type to allow for
" 1980. : By 1981-1982 new technology aircraft parametered in- ~ contirged phase-out of 727-100s and management's very successful
are: 180 seat’ ' medium range type ‘£light frequency philosophy. ’ Widebody type DC-10/L-1011 long range
200 seat long range type aircraft parametered in from 1978 on for growth.in Hawaiian and
,to help with pressing need for fuel economies and to meet South American markets.
‘the environmental imperative of the late 1970°s and early o
1980's." . ‘
MONEYABILITY - Cost of Capital - Ad hoc by cafrier. Prime :lending rate  Ditto
: ! at 8-8.5% with carrlers paying between % and 1 percent above
“prime. . . .
Availability of Capital -~ very restricted until deregulation With consistently improving earnings, Braniff will have no problems
debate  is settled. Funds-to come from banks, manufacturers financing its needs. Carrier qualifies for loans under NYS insurance
and through leasing. Loans from insurance companies law in all the years under study. No flight equipment leases para-
restricted to a very few carriers, due to constrained cash metered in - but this option is open to Braniff as an additional route
" generation and earnings outlook. to financing, especially if carrier has to re-equip at faster rate to
; ' : : meet environmental requirements of the early 1980's. .
CAB. Proposals. under Aviation: Act of 1975 not parametered into Ditto

study.

AERD' ADVANCED will be: xe-done, when and if the
various proposals have been enacted-and a time frame is
established.

August 25, 1976
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COMMENTARY

7”EARNINGS"

Braniff is doing a good job of combatlng the 17% rise in unit costs that it faces in
1976. Operating income was down slightly for the first six months, but should end the year
slightly above 1975's figure.

The major culprit for the large cost hike is fuel, with labor coming in a distant
second. Braniff's fuel contracts, which helped make l975‘s earnings look very good compared
to the rest of the industry's dismal performance, expired at the end of last year. This
year BIA is expected to pay an average of 32.3¢/gal which is 28% higher than 1975's cost.
Earlier this year Braniff settled most of its labor contracts which will result in a 13%
increase in unit labor costs for 1976. Overall, higher unit costs account for $64 million
of the projected $76 million rise in cash operating expenses for this year.

~+ Strong traffic growth combined with modest capacity increases will raise the airline's
1976 load factor 2.1 pts. over last year's 50.1%. So, whereas Braniff's break-even load
factor will be up con51derably this year, the proflt spread {actual load factor vs break-
even load factor) will remain one of the highest in the industry.

Last year BIA experienced negative "Nettings" as the carrier took a $4.3 million
charge for an accounting change, and suffered large foreign currency losses in South
America. With the charge being a one-time item, the currency problem abating ($22 M
gain %“n 2Q 76 vs $644 M loss in 2Q 75), and capital gains increased due to more aircraft
sales, BIA should end the year with positive "Nettings".

The longer term earnings outlook is good but not spectacular. Braniff's RPM growth
should outpace the industry's because of the airline's flight frequency philosophy and its
position in the growing Sun Belt. The projected 1.5% spread between the RPM and ASM
compound growth rates will increase BIA's load factor up to 57% by 1984. Hindering Braniff's
longer-term performance is its reliance on narrow-bodied aircraft. 1In 1975 BIA used .0301
gallons of fuel per ASM and in 1984 it will still be using .0274 accordlng to our prOJectlons.
This 9% improvement is considerably less than most of the other carriers will experience.

BIA will -also not be gettlng the same productivity improvements that its competitors will

 be receiving.

Nonetheless, Braniff will be earning 4.5% on its revenues between 1976 and 1984, which
is way above the industry norm. It should be noted, however, that BIA's profit margin peaks
at 5.0% in 1983 (vs. 9.2% in 1966) and the carrier never earns the CAB's 12% standard
as it-did in. 1974. ‘ '

"EARNINGS"




EARNINGS .

- calendar years -

: ‘ 1976~
Unit 1975 1976 1977 1978 1979 1980 1981 '~ _1982 1983 1984 1984
. Actual]- - = = = = = = -« = - = ~ -=Projected=—=====w~-=-= Sl iRl g
Revenues o ' )
Passenger $Mil - 522 601 679 760 847 941 1043 1148 1264 1387 8670
Freight 31 35 40 45 50 55 61 67 73 81 507 ey
: L . \/'l
Total Revenues "o 595 677 770 861 954 1060 1170 _1290 1415 1550 9747 i
; P
Cash Oper Exp :
Labor . ~ 198 219 253 283 314 352 392 437 481 541 3272
Fuel ! v 102 136 156 172 186 202 219 236 254 279 1840
Other R 216 236 268 297 324 357 392 428 465 508 3275
Total COE " ; 515 | 591 577 752 824 911 1003 - 1101 1200 1328 | __ 8387 .
Depr/Amort eI 34 36 40 a4 49 54 61 71 79 89 523
Total Oper Exp . T 549 627 717 796 873 965 1064 1172 1279 1417 8910
Oper. Earnings o . 45 50 53 65 81 - 85 106 118 136 133 B37
Gross Interest . is 20 22 25 29 33 37 40 45 47 298
Pre-Tax Earnings .” 27 ‘30 31 40 52 62 69 78 91 B6 539
Inc. ‘Tax SMil ' ® 8 & 8 10 15 17 20 23 21 128
Eff. Rate. RO 23% 25% - 20% 20% 20% 25% 25% 25% 25% 25% 24%
Net Earnings : B .
Airline Operations sMil 21 22 25 32 42 47 52 58 68 65 411
"Nettings" .. " S8y 3 5 3 3 3 '3 2 2 5 29
Reptd to Stockholders oo C 16 .25 30 35 45 50 5% 60 70 70 440
RATIOS ; L
Traffic (ALl Services) Bil/aChg : ;
ReMs! - DOM "/ M. 5,03/ [5.58/11 5.98/7 6.36/7 -6.79/7 1.22/7 7.66/6  8.11/6 - 8.60/6  9.07/6 |4.04/6.8 GRC
RPMs - System v/t e.el/2 {7.25/10 7.83/8 8.39/7  9.00/7 9.62/7 10.3/7  10.9/6 11.6/6 .12.3/6 |5.69/7.1.GRC
ASMs - System "/ " 13.2/4 [13.9/5 14.9/7  15.7/5  16.5/5 17.5/6 18.5/6 19.5/5 20.5/5 21.6/5 [B.40/5.6 GRC
Load Factor - System B 50.1 52.2 52.6 53.5 54.5 55.0.  55.5 56,0 56,5 57.0 6.9 pts.
Yield — Dom ¢RPM/3Chg . 8.03/5 (8.43/5 8.85/5 9.24/4 9.61/4 10.0/4 10.4/4 10.7/3 11.1/4  11.5/a2 {3.4%/4.1 GRC
Yield - System. . "o/ Mo 7.89/7 (8.29/5 8.68/5 . 9,05/4 9.41/4 - 9.78/4 10.2/4  10.5/3 10.9/4  11.3/4 {3.39/4.1 GRC
COST INCREMENT (COE) : : .
~ Labor (Non~Add) sMil/ . s 17/10 | 25/13 .. 23/10  21/8 21/7 22/7 26/7 30/7 31/7 36/7 235
- Fuel " nijo 12/13 | . 30/28 1077 9/6 9/5 8/4 9/4 9/4 9/4 11/4 104
- other " nyo 18/9 9/4 15/6 14/5 12/4 14/4 15/4 15/3 1674 18/3 123
- Total " LAV 46/10 | _64/17. _48/8 4476 4376 4a/5 5075 5475 5675 65/6 167 .
Weighted Index (1967=100) No /3Chg - 192/10 | 224/17 ~ 242/8 _ 258/6_ 272/6  286/5 _ 301/5  317/5 _ 334/5  353/6__| 161/7.0Q GRC

AERD AD: " ERNINGS 1976 - 1984
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COMMENTARY

;1“FLIGHT EQUIPMENT"

:  Braniff's fleet mix has been one of the major reasons behind the carrier's above
- average performance during the last few years. The 727, DC8 and 747 are all ideally
suited for Braniff's route structure. On a cost per available seat mile basis, BIA's
fleet is one of the most efficient in the industry.

The  airline is now in Phase II of its equipment program. It is replacing its older
727-100/QC aircraft with larger, more economical, 727-200s. Phase III of Braniff's program.
will entail introducing wide-bodied trijets into its fleet. The long-range DC-10 or L-10lls
will be used on South Amerlcan routes which have outgrown the presently flown DC8s, and as
a back-up for the carrier's sole 747. There is the possibility that BIA could buy some
used DC8-60s instead of purchasing new trijets, but we consider the chances of this
‘happening as fairly remote.

: We do expect that BIA will. purchase, ‘the 7 DC8-62s and the 5 727-200s when their

. leases expire. Because Braniff is so heavily dependent on the businessman, around 70%
of its traffic, we have kept the 727-200s with 128 seats so the carrier does not have to
~remové profitable first class space. If, however, Braniff should increase seating on the
727-200s from the current 128 to 137, fewer additional advanced 727-200s would have to be

bought.

Our study projects that in 1984 Braniff will be flying over 6 billion ASMs with aixr-
craft not meeting FAR Part 36 restrictions. The great majority of this total is accounted
for by older 727-200s. To completely replace this capacity with new aircraft would cost
- Braniff about $650 million in 1984 dollars.

"FLIGHT EQUIPMENT"




"‘L]’GHT 1~'QUIPM.‘NT — PURCHASE / REMOVALS / PAYMENTS / LEASES

GROUND PROPERTY & EQUIPMENT (projected costs)

3/ Grd. Prop & Eguip.. = Subject to- managemenu reprogrammlng.
4/ Pavmznks - (SH&E derived; reflect escalation)

Advance Deposits - pre-delivery @ 30% ‘of unit price.
Delivery - balance remaining @ aircraft acceptance

Spares,Modifs, etc - @ 10% of aircraft cost(or derived)

* ¢ Firm order.

R ‘ 1976~
S E ; Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
PURCHASES/LEASES (L) Actual | = == = - = = ="PROJECTED === =« &« -= - -« il ihaii el St St - -
Aaditions . No. B/C )
©727-200 : 7 8* q% 4 4 8 - - - - 28
pC-10/L-1011 Type L/R - - = 1 2 - 2 - - 3 8
.180 Seat M/R - - - - - - 4 5 6 1 16
’Total Additions 7 8 4 5 6 8 6 5 6 4 52
1/ .
otal Cost A/C Type~ $:Mill
© 727-200 AT 56 77 42 42 46 9 - - - - 305
' DpC-10/L-1011 Type L/R - - - 29 61 - 67 - - 117 274
180 Seat M/R - - - - - - .106 133 167 29 435
Tétal Cost Ahircraft : 56 .7ﬁ_ ) — i oy —u5— —173 —133 —T57 =5 ToTZ~
Removals No A/C
727-100/0C ‘ 5 5 1 5 5 5 4/1L 1/5L - - 32
 DC8-62 - - - - - - - - - 4 4
: DCB-’S]‘, - - - 2 2 - - - -~ - 4
Total Removals 5 5 T 7 7 5 5 5 = I 20
PAYMENTS 4/
Flight Eq Payments $ Mlll : .
Advance Deposits " 13 14 29 43 49 56 32 35 40 40 338
Dellvnry " 39 60 29 51 75 67 121 93 - 117 - 101 714
Spares, Modifs eto " 2 6 2 6 6 7 7 12 13 9 68
Total Flt Eg Payments : " 54 80 60 100 130 130 160 140 170 150 1120
Total Flt Eq Leases 2/ " = - - - - - - - - - -
Total Flight Equipment " - 54 80 60 100 130 130 160 140 170 150 1120
GRD, PROP, & EQUIP 3/ " 11 15 i5 20 20 20 20 30 30 30 200
NOTES: (L-Leased, all others 70% purchased) L/R= Long range; M/R = Medium range.
1/ Cost per Aircraft Tvpe -~ numbgr X cost per aircraftiﬂclbase price + CFE/MC/spares. SH&E derived.
2/ Leascs. — None. ' . ; ' ! AERO AD: FLT. EQ/GPE 1976-1984
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B : COMMENTARY
"'CAPITAL NEEDS AND SOURCES" |

, Braniff should have no problem in meeting its financing needs throughout the study
‘period. A strong earnings and cash flow outlook will allow the airline to take on over
ES6OO million in new debt between 1976 and 1984 and retire $300 million of old debt.

Earller this year BIA 1ssuec $50 million of senior notes and used the proceeds to re-
"duce its bank revolver. However, the carrier will have to borrow again from the bank to
.pay for the 727-200s to be delivered later this year. The wash transaction of debt retire-
" ment and new bank debt for 1976 is not shown on the accompanying table. Braniff is able
“to meet all of its present 1977 needs with internally generated funds. The $20 million to
. be borrowed from the banks is for advance deposits on SH&E parametered aircraft buys starting
in-1978.

‘ BIA's management has stated that it would prefer to buy rather than lease new air-
craft. TIf the carrier is forced to replace its environmentally unacceptable planes at a
faster rate than we have projected, BIA's resources would be pinched. But with the leasing
~option available, Braniff wculd still be able to meet its expanded capital needs:

When Braniff's future ocapital expenditures on flight equipment and GPE of $1.32 billion
~are discounted at a 5% rate, the present value of these outlays is $1.06 billion. This is
considerably higher than the approximately $770 million Braniff spent during the past nine
‘years. It is fortunate that BIA is now in such a healthy position and that its outlook
~continues to be promlslng

Recap: 1976~ ~1984:

Needs: $1. 785 bllllon (63% flight equipment, 11% GPE, 17% debt retirement).

,VSources:e $1.085 billion or 61% from operations. (25% earnings, 29% depreciation).

$665 million or 37% new financing ($580 million, or 32% to be arranged).

"CAPITAL NELEDS & SOURCES"




CAPITAL WEEDS

Flight Equipment Payments

= Advance Deposits

- Delivery

- Spares, Modif. etc.
Total Flt Equip Payments
Add: Flt Equip Leases

Total ‘Flight Equipment

Ground Prop. & Eg/Other .
Grd ‘Prop & Equip

Debt Retirement
Diwvidends

Other

Total GPE & Other
End Wkg Cap (3wks COE proj)

TOTKYL CAPITAL NEEDS
CADITAL, SGURCES

Beginning Working Capital
Operations : :
—Net Earnings ‘(Rept'd)
- Depreciation/Amort

— Property: Sale/Other

- Other

Total Operations

Financing Azrangements
- Senior De:'-Banks
-t " ..-Insco/Others
-~ Subord Debt

i

I

Deposits returnable
Stock Sales

Tot. Financing Arrangements

TOTAL CAPITAL SOURCES

FINANCING TO BE ARRANGED -

1

CAPITAL ‘NEEDS AND SOURCES ($ MILL)

;'= calendar years -

Leases (Cap @ AC Cost)

1976-

1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984

ACTUAL = - = =~ — =~ =~ = = = ©.n -2 = —_ _ PROJECTED = - o = - 0 o - 2 & C e e S e e e e ooy
13 14 20 a3 49 56 12 35 40 40 340
39 60 29 51 75 67 121 93 117 101 710
2 6 2 6 6 7 7 12 13 9 20
54 80 60 100 130 130 160 140 170 150 1120
54 80 60 100 130 130 160 140 170 150 1120
11 15 15 20 20 20 20 30 30 30 200
34 20 19 26 21 43 41 15+20 19+15 23420 300
4 4 5 7 9 9 9 10 12 12 80
3 1 1 2 - 3 - - 4 - 10
52 40 40 55 70 75 70 75 80 85 590
34 20 40 45 50 55 60 65 70 75 75
140 160 140 200 250 260 290 280 159 310 1785

. ’

36 34 40 40 45 50 55 60 5 70 35 .
16 25 30 35 45 50 55 60 70 70 440
34 36 40 44 49 54 61 71 79 89 520
8 15 10 16 16 16 9 9 11 21 125
5 - - - - - - - - - -
63 76 80 95 110 120 125 140 160 180 1085
39 - 20 15 35 40 60 60 35 60 325
2 50 e 50 - 50 - - 60 - 210
- - - - 50 - 20 20 - = 100
- - - - - - 30 - - - 30
41 50 20 65 95 90 110 80 as 60 65

140 160 140 200 250 260 290 280 320 310 | 1785
= - - 50 95 90 110 80 95 60 580

AERO AD: CAPITAL NEEDS & SOURCES 1976-1984

BRANITFF




,‘;,f ot ’ COMMENTARY
"MONEYABILITY"‘
' Braniff's balance sheet .growth should outpace any of the Big Five carriers in the 1976-
1984 period. Braniff is the only carrier whose book value of flight equipment will more

than double during the nine year span. BIA is also the only one of the six whose invested
capital base will increase more than 100%.

, Braniff's cash flow is the key to the carrier's being able to meet the relatively
large capital needs it faces. With the crucial cash generation ratio well above the 5 mills
norm, BIA will be able to finance from operations almost 60% of its needs. Because of its
s0lid cash flow, BIA will have to bring on only 70¢ of debt for every additional dollar of
equity earned during the study period. This, of course, will lead to a decline in BIA's
"Moneyability" ratios which is shown on the accompanying chart.

; Braniff's management has expressed a desire not to lease any new aircraft. With its
Sr. D/E ratio comfortably below the 150% ceiling BIA should have no problem getting all the
senior money. lt needs from the banks and other senior sources. The airline qualifies

‘under the N,Y, State Insurance Law this year, and after the deregulation debate is settled,
could borrow some long- term money from the insurance companies.

Braniff s recent public issue of $50 million of senior notes (the first such airline
offering since 1972) will be used to reduce its bank revolver. However, BIA will
‘have to draw down from its bank credit later this year to help finance the remaining
727-200s being added to the fleet.

It should be noted ‘that BIA's operating ratio never falls below 1974's 90%, and the
‘company's ROI peaks at 11.2% vs 1974's 12.8%. The revenue to total invested capital ratio
does not increase that much because of the tremendous increase in Braniff's investment .
‘base.

‘Because all avenues of financing are available, and its own so0lid moneyability posture,
‘Braniff would be able to meet the increased financing requirements which would occur if the
carrier were forced to speed up its fleet revamping to meet tighter environmental restrictions.

"MONEYABILITY"




i it S TR o ihssras 1S | Bumienadey L Yo et + 13 i 4 Reoimantteiend | S—— e I e s g armriea s &
MONEYABILITY - - INVESTED CAPI TR R
: (System - All Services)
a2 1976-

e ; ; : 1975 1976 1977 1978 1979 1980 - 1981 . 1882 1983 1984 1984
INVESTED CAPITAL : UNIT Actual =j- - = = = == - m ke e = - PROJEGQGTED ~ = =t = = = = s d - --—
Esbt . $ mMix . .
Senior Debt - Banks " 136 12 e 140 142 149 163 189 221 225 265 129
Senior Debt-Insco/Othexr " ‘ 59 102, 95 . 138 131 174 167 163 224 205 146
Senior Debt-Leases Cap'd st : 86 76 66 56 47 38 29 21 A3 5 (B1)
Seniox' Total - Reptd e 195 230 © 235 280 % 280 334 356 384 449 470 275
Senior Total + Cap Lses ’ " 281 306 301 336 » 327 372 385 405 462 475 194
Subordinated " ‘ 59 55 51 44 298 92 108 125 121 117 2B
Total Debt - Reptd - . oo" 254 285 286 ) 324 378 426 464 509 570 587 333
Total Debt + Cap Lses " 340 361 352 380 425 464 493 530 583 292 252
Equity :
Stock . . o " 167 188 213 241 277 318 364 414 472 530 363
Stock + Sub Debt " 226 243 264 285 375 410 472 539 593 647 421 ¢
Tot Inv Capital-Reptd " : ‘421 473 499 565 655 744 828 923 1042 1117 696
Tot Inv Capital +‘Cap Lses ‘“ ’ 507 549 565 621 - 702 782 857 944 1055 1122 015
ELIGHT EQUIPMENT : "
Depr Cost : ) ' : 335 362 369 395 - 454 500 618 691 791 861 526
Depr Cost + Mfr Deposit " 345 369 392 . 439 515 591 689 757 < 847 913 568 .
Depr Cost + " + Cap Lses " 431 445 - 458 495 562 629 718 178 1. 860 918 487 .
WORKING CAPITAL ,
Incl Cur Debt/Equiv Wks COE ~ $Mill/Wks 34/3 20/4 40/3 45/3 50/3  __ 553 60 8 653 70/3 7573 ay/-
RATIO nNALYSISl/ {G) UNIT/NORM . . .
Sr Debt = ’ : -
Equity (Stk + Sub) - - B $-150% 124 126 114 118 87 91 82 75 78 73 (51) pts.
Sr Debt + : : .
Fl Ey (Het + Dep + Lse) $-.80% : 65 69 €6 €8 58 '58 54 52 54 52 (13) pts.
Cap Lses Share Flt Eq 8- 33% 20 17 14 11 8 6 4 3 2 1 (19) pts.
Total Debt % . . . . -
Stock Equity s 2-175% 204 192 165 158 153 146 135 128 124 111 (93) pts.

¥ State Ins Law. . ‘

Fix Chg Cov - 12 lMos #x=1.5 1.5 1.6 1.6 1.7 1.8 2.0 2.0 2.1 2.2 2.2 0.7x
Fix Chg Cov = 5 yr Avg L. X=1.5 1.4 1.5 6 1.6 1.8 1.7 1.8 1.9 2.0 2.1 0.7x
Oper Ratio (Airline) s - ' 92 93 93 93 92 91 91 91 20 91 (1) pt.
Return On Inv (Corp) . % Cw 1.8 9.1 10.1 10.5 11.2 11.1 11.1 10.8 11.1 10.5 2.7 pts.
Rev . Tot Inv Cap $“ ' 1.17 1.23 1.36 1.39 - 1.36 1.36 1.37 1.37-.-7 1.34 1.38 0.21¢
RetiCag Comts 2/ $ Mil 82 195 270 ' 300 330 350 370 380 360 350 P
Fin Argd / % Argd w3 17721 33/17 13/5 -/= -/= -/~ -/= /= -/ - =/- -/=
Cash Generation k : . . . .
Flow per § Equity ¢/% Chg-30 24/ (4) 24/~ 25/4 27/8 24/(11)  25/4 24 /(4) 24/- 25/4 24/(4) -/~
Rev Less COE ' - Mllls/% Chg=~5.00 :
pex  ASM ; B ‘ 6.04,{13)} 6.19/2 6.24/1 6.94/11 7.88/14 8.51/8 9.03 /e 9.69/7 10.49/8 10.28/(2) | 4.24/70
Note: (G) 'See Glossary. U ' ' Moneyability

AERD AD: Inv. Capital 1976-1984

1/'12 months basis. % Changes are from end of prior year.
3/ Ket Cap Comts = Next two years pr03ecLad capital expenditures for flight BRANIFF
equizment and GPE.
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PARAMETERS

M- e-—=-= -~ =~U.S. TRUNKS & PAA ~ =~ ~ = ~ = Pl Sakelhts e = = —CONTINENTAL= = = = = = = = = = = = = = = = = = = =

ECONOMY USA . Strong-growth into 1977. - Thereafter resumption of secular DITTO
) : " GNP real growth at 3-4% rate. Inflation rate to be about
5% per year in 1976 and 1977. ' Thereafter inflation to drop
“.to 3k-4% per‘year. Uniemployment. rate to continue slow drop;
consumer xncome and confidence to continue to advance, ’

World Turnaround'from,rece551on levels slower than U.S. with DITTO
"7 . inflation rates to continue above USA's. -’

1975-1980 1980-1984: ) 1975-1980 1980-1984

: Growth Rate Compounded "GRC" “....Growth Rate Compounded "GRC"
“TRAFFIC Dom RPMs (ALl Services) - ©7.5% 6.1% Dom RPMs (All Services 16.8% 6.0%
Int®l RPMs (" " ) . 9.3% 7.4% . Int'l RPMs (" " ) 6:6% 7.5%
CAPACITY -~ ASMs ad hoc by carrier, but to genérally increase at a _M?
lower rate than RPMs. 1976~1977 and part of 1978's System ASMs (All Services) " '4.9% 5.5%
increase mostly due to seating changes and maximum L ’ N
) utilization. . ) v
LOAD FACTOR -Ad hoc by carrier; generally increasing between 3 and 4 LOAD FACTOR System (A1l Services) to increase from 53.9% in 1975
percentage: points, to 60.0% by 1984.
1976-1984 1976-1984
) . "GRC" IIGRCII
COST - ... Labor (System) (Avg Compens/Empl) : 7.7% Labor (System) (Avg Compens/Empl) . 7.8% ;,
INCREMENT Fuel o ") (¢ gal) 5.3% Fuel - ( ") (¢ gal) i 5.5% i :
RATE Other (° " ) {(Industrial Prices) 4.2% ) Other " ) {Industrial Prices) T 4.5% "
- YIELDS S.Carxiers' need to stay-at least even with general ’ . Yields - Dom (¢/RPM) . 4.0%
~inflationary trends, necessitates annual yield increases " - Int"1 (") 3.7%
"~ between 3-5% minimum. . .
EQUIPMENT Buys ‘to concentrate on presently available aircraft through Having one of the most modern fleets in the industry, buys concen=-
1980. By 1981-1982 new technology aircraft parametered in trate on 727-200s, [C-10s and 180 seat M/R type aircraft to allow
are: 180" seat medium range type for growth and maintenance of ASM range dlstrlbutlon. Carrier's
200. seat long range type : environmental posture is excellent.

to help with pressing need for fuel economies and to heet .
the envxronmental 1mperat1ve of the late 1970's and early

1980's.
MONEYABILITY Cost of Capital - Ad hoc by ‘carrier. Prime lending rate Ditto
at 8-8.5% with carr;ers paying between % and 1 percent above
prime.
Availability of Capital - very restrlcted untwl deregulation With no aircraft on order and consistently improving earnings,
debate is settled.. Funds'toc come from banks, manufacturers Continental will be more than able to finance all its needs.
and ‘through leasing.  Loans from insurance companies Carrier qualifies for loans under NYS insurance law from 1979 on.
restricted to a very few carriers, due to constrained cash No' flight equipment leases parametered in - but this option to
generation and earnings outlook. finance also open to Continental. Rapidly improving moneyability
: ratios give clear picture of healthy posture of this carrier.
CAB " Proposals under. Aviation Act of 1975 not parametered into Ditto

study. AERO ADVANCED will be re-done, when and if the
various proposals have been enacted and a time frame is.
establlshea.

October 25, 1976 PILOT. STRIKE NOT PARAMETERED INTO STUDY. . AERO AD: PARAMETERS 1976-1984
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COMMENTARY

"EARNINGS"

In this year's annual report Chairman Six wrote, "Tf the cost of fuel can be stabilized, if
wage and employee benefit costs currently being negotiated can be kept within patterns that Cont-
inental can live with, and if the Company receives long overdue and additional fare increases, it
is possible for Continental to make a profit in 1976." With unit fuel and labor costs projected
to rise only 9.7% and 10.3% respectively vs. 10.8% and 34.9% increases in 1975, and with the CAB
granting fare increases totaling 7% in 1976, Continental should return to the black after only
its second loss year in its history in 1975.

1976 revenues should be up about 12%. RPMs are up close to 11% for the first 9 months, but due
to strikes against competitors, NAL and UAL, during last year's 4tn quarter, CAL's traffic should
actually decline during this year's final quarter. CAL's yields have been a little weaker than
the industry's average because of the growing popularity of the carrier's economy class which is
priced at 10% below coach. Cargo revenues will be up a strong 32% as the carrier continues to push
this growing segment of its business.

On the expense side total operating expenses are projected to rise 11%. TOE were up 16% .
through the 6 months, but rose only 13% in-the 2nd quarter after a startllng 19% increase in t
lst quarter.  These increases should moderate during the second half of the year as unit cost
comparisons improve on a year over year basis. It should be noted that of our $56 mllllon pro-
jected‘increaSe in COE, $45 million, or 80%, is accounted for by higher unit costs.

1977 results should be even better as Continental starts to reap the rewards of its major
capital spending program. . The carrier's modern fleet is one of the most fuel efficient in the
industry. The new aircraft also permit CAL to have one of the best productivity records among the
trunks. An additional benefit to CAL will be the tax benefits granted to the airlines in the new
tax bill. Because CAL has unused investment tax credits, ($59.6 million at 12/31/75), uses the -
flow-through method of accounting for ITCs, and should have healthy pre-tax income next year, the
new law should allow CAL to report only a negligible tax rate. A further benefit to the carrier
could come about if it is allowed to fly the Saipan-Tokyo route that the CAB recently awarded
CAL. The Pacific has been a consistent money loser for the airline, 1975's $120M profit is the
only year it has made a profit, but the addition of Japan on the route could make this a highly
profitable area. ,

The longer term outlook is one of the brightest among the trunk carriers. The carrier will
be earning 5.5% of revenues and will be making more than 12% on its investment 5 of the 9 years
under study. ~ Over the past few years CAL's earnings have suffered as the carrier went through
the'expensive reequipment cycle. Now, with the fleet intact, and capital expenditures drastically
reduced, CAL's earnlngs performance should outpace the 1ndustry s average over the foreseeable
future.

P.S. Pilots strike threatened for Saturday 10/23 would, of cdurse, drastically alter this
schecdule if it went on for any length of time.

"EARNINGS"




EARNINGS

= calendar years -

: 2 1976~
; Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
L Actual |- = - = === -~ = ==~ <« == “PROJECTED~=~--~~ - - - - - - < =

Revenues . G P

Passenger $Mil 4557 507 569 634 702 778 858 943 - 1,035 - 1,135( 7,161
Freight " k-3 .50 58 66 74 82 92 . 101 111 122 756
Total Revenues w 531 595 665 740 825 910 1,010 1,110 1,220 1,340 | 8,415

Cash Oper Exp B . .

Iabor o 1%0 214 239 268 301 334 370 418 462 515 | 3,121

Fuel e 95 106 119 132 144 160 175 191 297 227 | 1,461
Other o _163 184 203 223 244 270 293 318 348 383 | 2,466
Total COE ce 448 504 561 623 689 764 838 927 1,017 1,125 7,048
Depr/Amort w48 47 48 49 50 55 58 64 74 .86 __ 531
Total Oper Exp " 496 551 609 672 739 819 896 991~ 1,091 1,211} _7,579
Oper: Earnings . 35 44 56 68 86 91 -114 ‘119 129 129 836
Gross Interest " 34 29 27" 24 22 21 22 24 30 35 234
Pre-Tax Earnings N 1 15 29 43 64 70 92 95 99 94 602

Ing. Tax ' $Mil (7 4 2 3 13 18 .28 33 40 38 179

Eff. Rate % cr 27% 6% 6% 20% 25% 30% 35% 408 | 40% 30%

Net Ea:ning‘s . : L
Airline Operations $Mil 8 11 27 41 51 52 64 62 59 56 423
"Nettings® . . " (18) 1 3 4 (1) 3 6 8 11 4 39 .
Reptd to Stockholders " _(10) | 12 30 45 __._50__ 55 70 79 70 60 462
RATIOS R : , ,

Traffic (ALl Services) : B’il/%éhg . :

ReMs - DOM - _ ny e 6.33,13|6.76,7 7.2477 7.72,7 8.22,7 B8.76,7 9.29/6 9.85,6 10.47/6 11.1/6 |4.77/ 6.4GRC
RPMs ~ System wy w 6.41,13|6:85,7 7.34,7 7.82,7 8.33,7 8.88,7 9.42,/6 9.99,6 10.6,6 11.2,/6 }4.79/6.4GRC
ASMs - System Wyl 11.9 ,13(12.2,2 12.8/5 13.5,5 14.2,6 15.1,6 15.8,5 16.6,5 17.6/6 18.7/6 |6.80/5.2GRC
Load Factor - System Y 53.9 56.4 57.5 58.0 58.5 59.0 = 59.5 60.0  60.0 60.0 6.1pts
Yield - Dom ‘ ¢RPM/%Chg 7.06 /1 {7.35/4 7.71/5 8.06/5 8.38/4 8.71/4 9.06/4 -9.38/3 $.71/4 10.09 3 |2.99/ 4.0GRC
Yield ~ System w /o 71171 |7.40/:4 7.76/5 8.10/5 8.43/4 8.76/4 9.114 '9.44/4 9.77/4 10.1¥3 |3.00/ 4.0GRC
COST INCREMENT {COE) : . .

~ 1abor (Non-Add) . $Mil/ % 18/11| 19 /10° 20 /9 22./9 22 /8 22 /7 24 /7 27 /7 30/7 .34 /7 220

- Fuel ¢ Wy 25/35| 10 10 9 /8 7 /6 6 /5 6 /4 1./4 8 /4 8/4 9/4 70

- Other - " " wiyn 3/2 |16 /9 10 /5 8 /4 10 /4 10 /4 10 /4 11 /3 12 /4 13 /3 100
-~ Total - W g 46/141 45 /10 39./8_ 37 /71 38 /6 3B /5 _ 41 /5 46 /5 50 /5 56 /5 350
Weighted Index (1967=100) No /schg 218/14) 239,10 258/8 27577 292/6 308/5  325/5 342/5 361/5 381/5 | 163, 6.4GRC

f AERO AD: EARNINGS 1976-1984
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COMMENTA ARY

"FLIGHT EQUIPMENT"

'With the acquisition last year of 4 727-200s and 4 DC-10s and disposal of remaining 3 747s,
Continental concluded its massive fleet revamping program. CAL has spent $664 million on its
current aircraft and it now possesses the youngest, and one of the most efficient fleets in the
industry. By selling its 5 remaining 720Bs earlier this year, CAL's management simplified the
carrier's fleet to only two types of aircraft, 727s and DC-10s. Continental is one of the industry

leaders in the ever increasing move towards fleet standardization.

Except for 2 used 727-100s, which were bought this year to replace a stretched 727 which
crashed last year, CAL does not need any additional capacity until 1979-1980. However, if CAL
is awarded and able to fly some new routes (such as Saipan-Tokyo)} the carrier may place an earlier
order. Continental could also be interested in freighter aircraft as the carrier has experienced
phenomenal growth in its cargo business over the last few years. Continental now carries cargo in
tha belly of its passenger planes, but based on our belief that the carrier will be increasing seating
on all of its planes, CAL's management may decide to order a freighter.

~In 1975 CAL flew its DC-10s with an average of only 209 seats which was by.far and away the ‘.
lowest seating configuration on a trijet. We have projected a gradual increase 'to 240 seats by
1979. CAL has already announced that it will convert its 6 DC-10s to nine-~abreast seating serving
the low-yicld Hawaiian routes.

Our Buys starting in 1979 are intended to maintain the carrier's ASM/range balance which is
about 50% long range and 50% short-to-medium range. Our projected retirements of 727s include the
older 200s which do not meet current environmental restrictions.

Our study projects that in 1984 Continental will be flying 2.7 billion ASMs with aircraft not
meeting FAR Part 36 restrictions. To completely replace this capacity would cost CAL about $270 -
million in 1984 dollars.

"FLIGHT EQUIPMENT"




FLIGHT EQUIPMENT - PURCHASE / RENOVALS / PAYMENTS / LEASES

GROUND. PROPERTY & EQUIPMENT (projected costs)

GRD, PROP, & EQUIP 3/

’»NOTES (I-Leased, all oti'\ers 70% purchased)

2/ Leasss ~ ' MNone.
:/ Grd. Prop & Equip.-
-4/ Pay

. 1976~
Unit 1975 1976 1977 1 1979 198C. 981 1982, 1983 - _1984 1984
PURCHASES /LEASES (1) Actual | —.— = —.= < - - s -T2 PROJECTED = == === — = - = o 0 = & s o o222 Lo~ -
‘Additions No.. A/C
4 2% - o 3 3 - - -~ - 8
SR 4 - - - - - 2 - 2 2 6
180 Seat M/R = - - - - - - 5 5 2 13
Total Additions 8 p) = = 3 3 V) 5 7 5 -
vTo;al Cost A/C Type~ 1/ $oMill
727-200/100 30, 5 - - 34 36 - - - - 75
DC~10 90 < - - - - 62 - 68 71 201
180 seat M/R - < = - - - - 139 139 88 366
Lotdl Cost Alrcraft . 120 3 = = 34 36 €2 139 207 153 — 64z
Removals No A/C
72T 3 - - - - - - - - - -
720B : - 5 - - - - - - - - 5
727-200 /100 1 = - - - - - 5 5 5 15
Iotal Removals ~ 4 5 - - = - - 5 x 5 5 201
S PAYMENTS 4/
Flight Eq Payments $Mill } g
Advance Deposits " 7 - - 11 33 37 47 44 45 ~ 40 257
‘pelivery ‘ " 82 4 - = 24 25 43 97 145 112 450
Spares, Modifs etc | * 7 6 ) 5 9 3 8 10 9 10 8 68
Total Flt Eq Payments " 96 0 5 20 60 70 100 150 200 160 775
Total Flt Eq Leases 2/ u = - - s - - - - = - -
Total Flight Equipment’ " 96 10 5 20 60 70 100 150 200 160 - 775
. " 11 10 15 20 20 200 20 20 20 30 175

M/R = Medium Range.
l/’Cost rer Aircraft Type =~ number X cost per aircraft imcl base price + CF E/MC/apares. SH&E derived.

‘ments - (SH&E derived; reflect escalation)

Advance Deposits -~ pre-deli

- Subject to management reprogrammlng.

sy @ 30% of unit prﬂce.

Delivery - balance remaining @ aircraft acceptance
: Spares Modifs, etc = @ 10% of-aircraft cost(or derlved)

*. Flrm Oraet.

AERO AD: Flt. Eq/GPE 1976-1984
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e o 'COMMENTARY

"CAPITAL NEEDS AND SOURCES"

; Having completed its huge fleet revamping program last year, Continental is now in a position
to reduce its heavy debt load as capital spending will be at minimum levels through 1978. As a
matter of fact, our study forecasts that CAL will not match 1975's capital spending level for air-
craft and GPE until 1981. In the 1976-1978 period we project CAL to repay $143 mllllon, or 33%,
of its $431 mllllon in outstandlng debt as of 12/31/75.

Over the entire study period CAL should have no trouble in flnanc1ng its needs. The key 1is,
of coulse, the carrier's superb cash generation which permits the carrier to supply over 70% of
its capital needs from internal sources. New outside financing is projected at $410 million which
is nearly equivalent to the $380 million in debt retlrement. In other words 93% of CAL's borrowings
: w111 just be a ref1nanc1ng of its explrlng debt. )

Startlng next vear we believe that Continental's Board will declare a cash d1v1dend for the

first time since it was suspended in mid-1970. (A 10% stock dividend was paid out in January 1975).
The dividend level is projected at around 20% of earnings throughout the study period. CAL's cash
flow could be further improved if the carrier's management decides to change its depreciation "

pollcy in regard to aircraft. For the 12 months ended 6/30/76 CAL charged $800M less to depreciation
~expense than it would have 1f it had been using the CAB's depreciation guidelines. ,

‘ Because it completed its fleet modernization program before most of the other carriers, CAL
w1ll be spending only $950 million for flight equipment and GPE between 1976-1984. If these outlays
~are discounted back at a 5% rate, the resulting present value is $724 million. Between 1967-1975
CAL spent $945 million for these 1tems, so while in actual dollars capital spending over the next
9 years will equal the prev1ous 9 year's total, in real terms CAL's capltal outlays will actually
decllne.

Recap: 1976-1984 § , ’
Needs: $1.49 billion (52¢ flight equipment, 12% GPE, 26% debt retirement).

sdurCes: | $1.06 bllllon or 71% from operations (31% earnings, 36% depreciation/amortization).
$410 million or 28% new financing ($410 million or 28% to be arranged).

e,

"CAPITAL NEEDS AND: SOURCES" t



CAPITAL NEEDS AND SOURCES {$ MILL)

. . . -~ ‘calendar years - ' .
f s Y : 1976-

: 218975 1976 1977 197 1979 1980 1981 1982 1983 1984 1984
CAPITAL NEEDS S ACPUAL = p = = = = = = = = = = < = = - = - PROJECTED === = === - - - m - s - - - 4= - ==
Flight Equipment Payments ‘ ; )
.=~ Advance Deposits 7 i - - 11 33 37 47 44 45 40 257
- Deliyery E : ; 82 4 = - 24 25 43 97 145 112 450
= Spares, Modif. etc. ' . 7 6 ) 5 9 3 8 10 9 10 8 68
Total Flt:Equip Payments S 96 - 10 ‘ 5 20 60 70 100 150 200 160 775
Add: F1lt Equip. Leases e L= - - - - - - = - - . -
Tbtalkélight Equipment ) . 96 10 S5 20 60 70 100 150 200 160 - 775
Ground Prop & Eg/Other B )
Grd Prop & Equip ) e 11 10 ; 15 20 20 20 20 20 : 20 30 175
Debt Retirement 18 37+10 43 53 52 55 36 37 21 15420 380
Dividends - ) ! = ! - 6 6 8 10 14 . 14 19 15 - 90
Other . 4 3 ' 1 1 - 5 = (1) - = 10
Total GPE & Other : 33 ¢ 60 65 80 80 90 70 . 70 . 60 80 655
End Wkg Cap (3wks COE proj) ’ 18 15 30 .30 40 40 50 50 60 60 60
TOTAL CAPITAL NEEDS - 147 85’ 100 130 180, 200 220 270 320 300 1,490
CAPITAL : SOURCES .
Beginning Working Capital L9 18 15 30 30 40 40 - 50 | s0 60 . 20 .-
Operations e . R )
- Net Earnings . (Rept'd) B {10) 12 30 45 50 .85 70 70 70 60 460
- Depreciation/Amort - - 48 47 48 49 50 55 58 64 74 k 86 . 530
= Property Sale/qrhg: . Y LRt TR A 2 1 - 5 2 6 10 10 - 40
-~ Other LR (6) 1 5 5 - 5 = = - 4 0
Total Ope;ations : : 77 87 85 100 —100" . — 120 430 140 160 160 060
Pinancinq Arrangements ; .
— ‘Senior Debt-Banks i - 55 - : - - ) 50 40 ‘ 50 : 20 40 200
- " - - - - - - 60 40 50 150
- ~Insco/Others 2 oo 30 30 0
= Subord Debt 4 - - - - B - B _ _ -
~ Leasés (Cap.@ AC Cost) - - LT - - - - ~ _ _
= Deposits returnable ‘ : - = = - - - - = - -
- ‘Stock Sales - - - - - -
: - - ' 110 80 410

Tot Financing Arrangements 61 - 50 40 50 80

. ’ B ~ ) © 270 320 300 1,490
TOTAL CAPITAL SOURCES 147 85 100 ’ 130 180 200 220 2 ‘ '

: S : ‘ B - 110 80 410
FINANCING TO BE. ARRANGED - - 50 40 - 50 80

AERO AD: CAPITAL NEEDS & SOURCES 1976-1984
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COMMENTARY

. YMONEYABILITY" | .

With‘capital commitments at meager levels over the next few years, Continental will be able

~ to greatly improve 1ts balance sheet. At the end of 1975 only Eastern, Pan Am and TWA were more

: leveraged than CAL. However, a combination of large debt repayments together with vastly improving
,earnings will reduce the debt/stock equity ratlo an incredible 163 percentage points by the end of
- 1978. :

“.CAL"'s cash generation is SO strong that the carrier only has to take on 9¢ of additional debt
for every dollar of new equity. Outstanding bank debt actually declines in our forecast as starting
- in 1982 CAL utilizes other senior money and subordinated debt to finance its needs. CAL's management
~has continually expressed their distaste for the leasing of aircraft, but this flnanc1ng option is
certainly available to the.carrier. By 1979, Continental will agaln qualify for insurance company
‘money undexr N.Y. State Insurance Law.

, ‘The carrler s operating ratio is projected to drop down to 89 which means that Continental

'~ will be earning more than the CAB's 12% ROI standard. It should be noted, however, that back in
1966 CAL's operating ratio was 79%, and its return on investment topped 18%. Working capital was at
~only: 1l week of:cash operating expenses at 6/30/76, but it should reach 2 weeks by the end of this -
. year, and after that there is no problem in keeping it at 3 weeks for the remainder of the study
“period. , :

»PosseSSing the most modern fleet in the industry,,Continental will not be faced with a massive
- financial headache if there is a tightening of environmental standards for aircraft.

"CAL's bank agreement expires at the end of 1976. With no debt needed until 1979, there is no
' reason for Continental to enter into a new revolv1ng credit agreement with the banks unless it can
: negotlate very favorable terms. ,

"MONEYABILITY"
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MONEYABILITY - INVESTED CAPITAL
(System — All Services)

: ; 1976~
i 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
INVESTED CAPITAL UNIT Actual =[= = = = = == e e m e e PROJECTED -~ ~=-=~===-=-wa-sal e -
Debt: : S Mil o
Senior Debt - Banks- : " 208 ‘179 154 122 138 140 170 171 203 180 (28}
Senior Debt=Insco/Other e : 84 .- 78 72 65 58 52 47 102 136 180 96
Senior Debt-Leases Cap'd . ni - - - - - ~ = - - - -
Senior Total - Reptd =~ o o 292 257 226 187 196 192 217 273 339 360 68
Senior Total + Cap Lses B " : 292 257 1226 - 187 196 192 217 - 273 339 360 68
Subordinated ~ n 139 127 114 101 90 79 68 56 79 103 (36)
Total Debt - Reptd " 431 384 340 288 286 271 285 329 418 463 32
Total Debt + Cap Lses , » 431 1384 340 288 286 271 285 . 329 418 464 32
Equity ‘ . : _
Stock - " 147 159 183 222 264 309 365 421 472 517 370
Stock + Sub Debt C e ; 286 286 297 323 354 388 433 477 - 551 620 334
l'I‘ot Inv Capital-Reptd o 578 '543 523 510 550 580 650 750 890 980 402
Tot Inv Capital # Cap Lses " 578 543 523 510 550 580 650 750 890 980 402
FLIGHT EQUIPMENT " : B ;
Depr Cost , ; - 498 " 468 438 . .408 414 406 421 504 647 730 232
Depr Cost + Mfr Deposit ; g 499 468 - 438 419 448 466 509 595 720 795 296
Depr Cost + ™ + Cap Lses S 499 468 438 419 448 466 509 595 720 795 296
WORKING CAPITAL :
Incl Cur Debt/Equiv Wks COE '$Mill/Wks 18 /2 15 /2 30 /3 30 /3 40/ 3 40 /3 50 /3 50 /3 60 /3 € /3 42 /1
ratzo anarysisY () UNIT/NORM
Sr Debt = . :
Equity. (Stk + Sub) $-150% 102 9C 76 58 55 49 50 57 62 ; 58 (44)pts.
Sr Debt = : - o ) ) .
FL Eq (et + Dep + Lse) %- 80% 59 55 52 .45 4 4 - 43 46 47 45 (14)pts.
Cap Lses Share Flt Eq ‘ %~ 33% - - ~ - - - - - - - -
Total Debt < - o . :
Stock Equity ‘. ‘ +-175% 293 242 186 130 108 88 78 78 89 90, {203) pts.
¥ State Ins Law _ o
Fix Chg Cov - 12 Yos Cm=1,5 1.0 1.4 1.7 2.1 2.7 2.8 3.2 3.1 2.9 2.6 1.6x
Fix .Chg Cav = '5 yr Avg x-1.5 : 1.2 1.1 1.2 L 1.47 ‘ 1.8 2.1 2.5 2.8 2.9 2.9 1.4x
Oper Ratio (xirline) - 3 93 93 92 . IR ) B © 90 90 89 89 89 90 (3)pts.
Return On Inv (Corp) * = . s 4.3 7.6 10.9 13.5° 3.1 13.1 14.2 12.5 11.2 9.7 5.4 pts.
Rev & Tot Inv Cap . : C§ 0.92 1.10 1.27 1.45° © 1.50 . 1.57 1.55 1.47 1.37 1.37 0.45
Net Cap Comts 2/ . $ Mil 30 60 120 - 170 210 290 390 410 380 400 .-
Fin Argd / % Argd . : /% 67 /223 - /= - /= -/~ -/ =/ -/ - -/~ </ /-
Cash Ga.ﬁer;tion . . : .
Flow per :$ Equity . < ¢/% Chg-30 - " 20 /11 20/~ . 25/25 28/12 29 /4 28/(3) 284 26 /(7Y 24/1(8) 23/{4) 3/15
Rev Less (QOE Mllls/% Chg-5.00_ ‘
per ASM - . : , : 6:97 £ (23) 7.4e/7 8.13/9 8.6%7 9.58/10 ~ 9.67/1 10.8%13 11.0/1 11.5¥5  11.50/- 14.53/65
‘ | Moneyability ~

AERO AD: Inv, Capital 1976-1984

Note:  {G) See Glossary.
1/ 12 months basig. % Chargss are from end of prior year.

zf Net Cap' Comzs = Naxt two yoars projected capital expenditures for fiight CONTINENTAL
equipment and GPE,




ECONOMY USA

' World

GNP :real growth-at 3-4% rate.

ST

PARAMETERS

<= == == £ U.S. TRUNKS & PAA =~ — = — = == = = = 2 = & oo

“Thereafter resumption of secular
Inflation rate to be about
5% per vear in 1976 and 1977. ~ Thereafter inflation to drop
to 3%-4% per year. Unemplovment rate to continue slow drop;
consumer “income. and confidence to ‘continue to advance.

Strong growth'into 1977.

Turnaround from recession: levels slower than U.S. with
inflation rates to continue above USA's.

DITTO

TRAFFIC

CAPACITY

TORD FACTOR

1975-1980 1980-1984
Growth -Rate Compounded "GRC"

 Dom RPMs (A1l Services) 7.5% 6.1%
Int'l RPMs (" " ) 9.3% . 7.4%

ASMs ad hoc by carrier, but to. generally increase at a
lower rate than RPMs.  1976-1977 and part of 1978's
increase mostly due to seatlng changes and maximum
utilization.

Ad hoc by carrier; generally increasing between 3 and 4
percentage points.

Int'l RPMs (" " ) 9.4

1975-1980 1980-1984
Growth Rate Compounded “GRC"

Dom RPMs (All Services 7.0% 6.0%
7.4 7

System ASMs (All Services) 5.6% 5.3%

18

IOAD FACTOR System (All Services) to increase from 55.7% in 1975
to 61.0% by 1984.

1976-1984 1976-1984

: : "GRC" . "GRC"

COST Labor ' (System) (Avg Compens/Empl) 7.7% Labor {System) (Avg Compens/Empl) 8.0%

INCREMENT Fuel (- " ) (¢ gal) 5.3% Fuel . { 7~y (¢ gal) 5.4%
" PATE Other (- " ) (Industrial Prices). . 4.2% Other ( "} (Industrial Prices) 3.5%

YIELDS Carriers' need to stay at le@st even with general Yields - Dom (¢/RPM) 4.0%
o inflationary trends, necessitates annual yield increases " - Int'l (") 3.9%

between 3=5% minimum.

EQUIEBENT Buys to .concentrate on presently available aircraft: through Buys conceéntrate on 727-200s, L-101ls and 180 seat medium range
1980. By 1981-1982 new technology alrcraft parametered in aircraft type to allow for growth, flight range ASM distribution
are: . 180 seat medium.range type needs, and gradual standardization of fleet. Phase-outs center

200 seat ‘long range type mainly on environmentally unacceptable DC-8s and DC-9s.

to help with pressing need for fuel economies and to meet

the environmental imperative of the late 1970's and early

1980's.

MONEYABILITY Cost of Capital - Ad hoc by carrier. . Prime lending rate DITTO
: at 8-8.5% with carriers paying between % and 1 percent above
prime.
Availability of Capital =~ very restricted until deregulatlon As the strongest cash generator in the industry, Delta will have
debate .is settled. Funds to come from banks, manufacturers no problem financing itself. In the last ten years and continuing
and . through lea51ng. Loans from insurance companies throughout the study.period, carrier never disqualified under NY
restricted to a very few carriers, due to constrained cash State Insurance Law coverage test. Even if Delta is forced into
generation and earnings outlook. quicker revamping of fleet due to environmental dictates, it shou)d
. ) : ‘ be able to manage nicely.
ropcsals under Aviation Act of 1975 not parametered into

CiB

‘study.

AERO ‘ADVANCED will be re-done, when and if the
various proposals have been enacted-and a time frame is
established.

DITTO

Ottobar 29, 1975

AERO AD: DPARAMLTTERS 1976-18984

DY e
LTS

e




COMMEMNTARY

"EARNINGS"

 Delta's earnings have bounced back strongly after a disappointing 1975. ©Net income should
approach 1974's record earnings of $87.3MM. Operating earnlngs were up 209% for the flrst six
months, and should end the year about 63% above last year's level.

Delta’ s strong performance can be partly ‘attributed to the long strike against its competitor,
National. DAL has been able to keep some of its rival's passengers, and as a result, RPM growth
far outpaced the industry's average during the first half of 1976. Second half increases will
naturally be reduced as NAL was on strike during all of last year's fourth quarter. Nevertheless,
DAL's RPMs should grow by around 8% this year. Yields should increase about 5% aided by the
elimination of the "no-frills" fare which diluted yields last year. Delta's charter and freight
divisions have been very strong this year and will help total revenues increase $186 million ‘over
last year.

Expenses are projected to increase 10.4% this year with unit costs expected to rise 8.1% on
a weighted basis. Of the $126MM increase in COE, $87 million, or 69%, is accounted for by higher
prices. Employment is projected to rise less than 1%, fuel gallonage should increase between 3-4%,
and ASMs will increase only about 6.7%. Depreciation will be up about 11% as the carrier continues
to bring new aircraft ‘into. its fleet.

"Nettings" will be fairly substantial for DAL this year. Because the carrier borrowed pounds
sterling to pay for the Rolls-Royce engines on the L-101ls, any drop in the value of ‘the pound
will be an unrealized gain for Delta under the new FASB accounting rules. Delta is also recording
profits on all of the planes they sell thanks to their extremely conservative depreciation policy
of writing off aircraft over only 10 years.

1977 looks like jit will definitely be a record year for Delta. Pre-tax income is projected
to be 31% higher than this year's, as the carrier continues to gain the advantages of its fleet
modernization‘program. The new 727-200s and L-101lls are much more fuel efficient than the older
DC-8's and DC-9's. Delta's productivity on an ASM basis should continue to improve with these
new larger planes being added to the fleet. DAL's chances for productiv1ty gains are further
enhanced by the fact that DAL is the least unionized of all the trunk carriers. Because it
amortizes investment tax credits, instead of "flowing them through", DAL's reported tax rate in
1977 will not be effected by the new tax law. However, on its own books DAL will record a lower
tax rate. '

The longer term outlook is one of the best in the industry. Earnings are projected at 6.9%
of revenues. While this does not compare with the 11.8% profit margin in 1966, it is certainly
sufficient to insure that DAL will be earning over 12% on its total capital and over 15% on its
equity. The key to Delta's success will be, as with all other profitable carriers, a modern,
efficient fleet and a management which can keep costs in check and productivity increasing.

"EARNINGS"




EARNINGS

-~ .calendar years -

: : . SR } 1976~
Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
e Actual | = = = =m m e e e e = . e - PROJECTED = o= === =w«=-.- P--—--
Revenues L . : o : :
Passenger . T : $Mik . 0 1300 |- 1474 1650 1838 2037 2256 2490 2733 3001 3279 20,758
Freight - o B E L Y 69 87 98 ... 111 123 136 150 165 180 - 200 1,250
Total Revenues = ‘ " 1429 1615 1810 2020 2240 2480 2730 3000 3295 3600 22.790
Cash Opet Exp R . :
Labor : , " 576 638 714 791 876 961 1059 - 1174 1295 1423 6,931
Fuel ; ! 257 287 2332 363 392 . . 426 459 492 530 572 3,853
Otner - "o 386 420 462 504 548 603 - 660 720 785 857 5,559
Total COE ' ‘ k " 1215 1345 1508 1658 1816 1990 2178 2386 2610 2852 18,343
bepr/Amort . : L 139 154 161 160 16l . 172 199 236 264 273 1,780
Total Oper EXp S R ..1358 1498 1669 1818 1977 2162 2377 . 2622 2874 3125 §, 20,123
g?ez Earnings ' . 71 116 141 202 263 - 318 353 378 421 475 2,667
ross. Interest " 36 32 31 28 . 20 14 15 15 13 5 173
Pre-Tax Earnings : " 35 84 110 174 243 304 .- 338 363 408 470 2,49%
Inc. Tax . $Mil 8 .25 33 52 97 137, 152 163 184 226 1,069
Eff. Rate : : s 22% 30% 30% '30% 40% 45% 45% 45% 45% 48% 43%
Xet Earnings k . : , : ) ’
Adirline Operations . sMil 27 59 77 122 146 167 186 200 224 244 1,425
"Hettings" : : “ 10 21 33 8 14 13 14 10 16 16 145
Reptd to Stockholders w: 37 80 110 130 160 180 200 210 240 260 1,570
RATIOS , ,
fraffic (All Services) Bil/%Chg - . :
RPMs - DOM : M e 16.1/3 0 (17.4/8 - 18.6/7 0 19.8/7  21.1/7 . 22.5/7 23.9/6 . 25.3/6 .26.9/6 - 28.4/6 |12.3/6.5GRC
R2Hs — System _ : NV 16.5/2  “{17.9/8 . 19.1/7 . 20.4/7 21.7/7 23.2/7  24.6/6 26.1/6 < 27.7/6 29.2/6 }12.7/6.5GRC
ASMs — System ‘ ‘ w /o™ 29.6/4 |31.6/7 33.5/6 - 35.0/5 36.8/5 < 38.9/6 . 41.0/5 43.1/5 45.4/5 47.9/6 |18.3/5.5GRC
Ioad Factor - System % 55.7 56.6 57.0 58.2 59.0 59.5 60.0 60.5 61.0 61.0 5. 3pts
Yisld - Dom : ¢éRPM/%Chg 7.90/3 ° [8.26/5 . 8.66/5  9.04/4 9.40/4 9.77-4 10.16/4 10.50/3 10.87/4 11.25/3 |3.35/4.0GRC
Yield -~ System LB foov7.89/3 0 18,.24/5 . 8.64/5 . 9.02/4 . 9.37/4  9.74/4 10.13/4 10.48/3 10.85/4 11.22/3 {3.33/4.0GRC
COST THCREMENT - (COE) : ~ ,
- zabor (Non-zdd) LoosMil/ 43 /8 60 /10 66 /10 64 /9 66 /8 - 62 /1 70 /1 78 /7 85 /7 20 /7 641
= Fusl " w./o % 58 f29 | 21 /8 30 /10 - 21 /6 18 /5 16 /4 © 17 /4 18 /4 21 /4 22 /4 184
~ Other " . w11 /3 6 /2 16 /4 21 /4 18 /4 23 /4 24 /4 26 /3 27 /4 28 /3 189
~ Total u ) w/om 112714 | 87 /8 112/10  106/7 10276 101/5 111/5 122/5 133/6 140/5 1014~
Waighted Index {1967=100) S Na /%Chg 1 192/14 | 208/8 227710 244/7 259/6 273/5 288/5 304/5 321/6 338/5 146/6.5GRC
AERO AD: .. EARNINGS 1976-1984

DELTA




COMMENTATRY

"PLIGHT EQUIPMENT"

Delta's fleet standardization program goes on. Having entered the year 1976 with a
;varlety of seven different aircraft types, the carrier announced that an agreement has been
‘reached with F.B. Ayer for the sale of all its DC-8-51s. Eight of these aircraft will be
removed from the fleet this year and the remaining 13 early in 1977. The three 747s have
been sold and will be returned to Boeing in the first half of 1977. Delta is also continuing
strong sales efforts to dispose of its DC9-30 aircraft. In addition, our study projects sale
of the five 727-100s in 1978 and disposition of the 13 DC-8-61s between 1981 and 1983.

- Delta currently has 27 727-200s on order for delivery between 1976 and 1978, and 12
L-1011s for 1976-1980 deliveries. Our study projects an additional order for four 727-200s

‘in 1979 and after that a switch-over to the advanced technology type aircraft with 180 seats.
We also believe that Delta will become a buyer of the L-1011-500 with its long-range capability,
especially if the long-delayed Trans Atlantic route case will finally get Presidential approval.
This aircraft will be ideally suited for the Atlanta-London route, and as a replacement for the
DCB8-61s. In addition to the announced orders, our buys concentrate mainly in the medium~to-
short range where Delta flys about 90% of its ASMs. During the study period, we are projecting
the purchase of a total of 99 aircraft at a cost of about $2.3 billion and the removal of 92
raircraft. So, by 1984, Delta will have standardized its fleet on the 727-200s, L-10l1ls, and
‘the 180 seat: medlum range type.

" At the end of 1984, Delta will still have 12 DC9-30s remaining in its fleet, and to
replace the ASMs generated by this aircraft, will cost an additional $130 million in 1984
dollars.  If the cairier should accelerate the phase-out of the DC9-30s, Delta would be the
proud owner of an entire aircraft fleet meeting requirements under FAR Part 36.

.

"FLIGHT EQUIPMENT"




FLIGHT EQUIPHENT - PURCHASE / REHOVALS / PAYMENTS / LEASES
GROUND PROPERTY & EQUIPHENT (projected costs)

Sl 4

a;.“S (L~Leases, all othars 70% purchased)

: ) ] 1976~

i . ) Unit 1975 1976 1977 © . 1978 1979 1980 1981 1982 1983 1984 1084
PURCHESES/LEASES (L) Actual’ | = — - - =~ - - = ~ = =-PROJECTED = = — = === = = = = == = & e mm = = m o -~ - -
additions - No. A/C : oo

727-200 : 20 Sla* 9% 4% 4 - - - - - 31
L~1011 - 3% ix 7 3% 3% 2% - - - 2 14
L-1011-500 - - - - - 3 3 - - - 6
180 Seat M/R - - - - - - 10 15 15 8 48
Toral additions: 20 17 10 7 7 5 13 i5 15 10 -39
Total Cost A/C Tyggl/ E $'Mill ‘ . ’

727-200 \ ' 169 139 94 44 46 - - - - L= 323
~1011 - 72 25 80 84 59 - - - 72 392
1,~1011-500 - - - Co= - 128 135 - - - 263
180 Seat M/R - - - - - - 253 398 418 234 1303
Total Cost Aircraft 169 27171 119 124 130 187 388 398 418 306 2281
Removals ‘No A/C

‘FH 227/DC=10" 6 = = - - - - - - - -
747/727-100 1 - 3 5 - - - - - - 8
DC9-30 4 3. 4 5 8 8 4 6 6 6 50
Dcs-SO/Dca—el - 8 - 13 - - - 5 4 4 - 34
‘Total Remwovals " 11 11 20 10 8 g ) 10 —IT 3 92

PAYMENTS 4/

'Fliqht Zg Payments: $ Mill .

‘Adwvarca. Deposits y 43 48 58 63 110 127 105 76 50 50 687

‘Delivery ; v 118 148 84 87 91 131 271 278 292 214 1596

Spares, Modifs etc " ‘5 4 8 10 9 12 14 116 8 6 87
Total Flt Eq Payments. " 166 200 150 160 210 270 390 370 350 270 2370
‘Total Flt Eq Leasss 2/ i - - - - - - - - - - -
Total “l;gbc Echlcneht " 166 200 150 160 210 270 390 370 350 270 2370

SBD, PPOP, & EQUIP-3/ " 25 20 20 30 . 30 30 30 40 40 40 280

M/R = Medium Range.

1/ Cost per Rirgraft Tvpe - numher x cost per aircraftincl base price + CEE/MC/spares. SHEE derived.

2/ Leasas -~ Hsone.

3/ Gzd. Prop & Zauip.- - Subject to ranagement reprogramming.

4/ Pavrants - (SHEE derived: reflect escalation) . .
L"arca Degosits - pre-delivery @ 30% of unit price.
‘De glivery — balance remaining @ alrcra;t acceptance

Spares;Modifs, etc ~ @ 10% of aircraft cost{or derived)

* Firm oxder.

RERO aD: FLT. EQ/GPE 1976-1984
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COMMETNTRARY

v"CAPITAL NEEDS AND SOURCES"

Based on our earnlngs and flight equipment forecast, Delta will only have to borrow

- about $210 million during the study period which it also will be able to pay back in that
‘time span. As the study shows, the carrier will have excess working capital during most of
the years, as cash generated internally is more than plentiful.

Delta prepaid in early 1976 $25 million in bank debt which was not due until 1977.
However, we forecast that the carrier will have to borrow about $55 million in the fourth
guarter of 1976 to help pay for delivery of 8 727-200s. We have kept working capital in
1976 at the one week level, a policy which Delta has been following for a number of years.
However, at the end of 1977 and 1978, working capital will be at a level of over 4 weeks of
cash operating expenses, as the carrier is generating more capital than it needs. Dividend
payments are increased to a payout rate of 25% of net earnings, a change the carrier can
well afford. ‘ ‘

Delta's fantastic cash flow (its cash generation ratio reaches 15.6 mills per ASM, the
~highest in the industry) is a result of excellent earnings and a very conservative depreciation
~policy. All aircraft are depreciated over 10 vears to 10% residual. If in 1975, Delta had
followed the depreciation guidelines of the CAB, it would have reduced its depreciation charge
by almost $26 million. The second largest generator of cash flow, net earnings, contributes more
than 40% to internal sources. Delta is just starting to sell older aircraft, and this will

- become a steady source of additional funds over the next nine years.

- The bahk borrowings shown in 1980 and 1981 are strictly for large advance deposits and
‘delivery payments forecasted by us. These borrowings can easily be repaid by the carrier

~ starting in 1983. '

In general, Delta's financial officer will have one of the easiest jobs in the airline

‘industryb' Even if environmental pressures should increase and Delta be .forced to accelerate
. its flight equipment revamping, it will be able to do so without any financial strain.

: ‘We are showing capital expenditures for flight equipment and ground property of $2.65
~ billion between 1976 and 1984. If these expenditures are discounted at a 5% rate, the
resultlng present value is $2.13 bllllon, still 18% more than the carrier spent between
-°1967 and 1975.

Recap: 1976-1984

* .~ Needs: $3.89 billion (61% flight equipment, 7% GPE, 17% debt retirement, 8% dividend,
= and exces$s working capital 2%).

Sources:  $3.64 billion or 94% from operations (40% earnings, 46% depreciation, and 8%
- property sale/other).
$210 million or 5% new financing ($200 million to be arranged).

"CAPITAL NEEDS AND SOURCES"
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CAPITAL NEEDS AND SOURCES ($ MILL)
- calendar years -

1976~
, , 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
CAPITAL KEEDS ' ACTUAL =} = = = = = = = = = = = = = = — — PROJECTED - === == = == == ==« === 4----
Flight Fzuipment Payments: .
- Advance Deposits ; 43 48 58 63 "7 110 127 105 76 50 50 687
-’ Delivery . 118 148 84 87 91 131 271 278" 292 214 1596
- Spares, Modif. etc. 5 4 g 10 9 12 14 16 8 6 ] 87
Total Flt Equip Payments 166 200 150 160 210 270 390 370 350 270 2370
2dd: F1t Equip Leases - - - = - = - - - - -
Total Flight Equiphent 166 200 150 160 210 270 390 370 350 __270 2370
Ground Prop. . & Eq/other '
Grd Prop & Equip S 25 20 20 30 30 30 30 40 40 40 280
Debt Retirement C ; 21 84 51 78 60450 142 20 9 8+60 8480 650
Dividends S 12 13 14 20 20 28 40 50 50 70 310
Other : ‘ = 33 5 2 = - - 1 2 2 40
Total GPE & Other v . s 150 90 130 160 200 90 100 160 « 200 1280
End Wkg Cap (3wks COE proj) 38 20 120 140 120 120 130 140 160 170+70 240
TOTAL CAPITAL NEEDS 262 370 360 430 490 590 610 610 670 710 3890
CAPITAL SOURCES
Beginning Working Capital (21) 38 20 120 140 120 120 130 140 160 40
Operations . :
- et Earnings. (Rept'd) 37 80 110 130 160 180 200 210 240 260 1570
- Depreciation/Amort 139 154 161 160 161 172 199 236 264 273 1780
~ Progerty Sale/Other - 5 30 70 20 30 30 40 30 30 20 290
- Other , 20 2 (1) - (1) (2) 1 4 (4) (3) -
tal Operations : ‘ 201 266 340 310 350 380 440 480 530 550 3640
Financing &rrangeiments 50 _ _ - 195
-~ Senior Dept-Banks ! 40 55 - - - 20 - - - 11
- » ~Insco/Others : ~42 : 11 = - - - - _ _ - _
= Subord Debt. .- . - - - - - - : * . - .
- Leases {Cap @ AC Cost) i - = - - = - B - _ o -
~ Deposits returnable ‘ - - = - = - - - - -
- Stoek Sales . - = i - - - -
Tot! Fi i ’Argan ements 82 - &6 - - - 90 50 - - - 210
T = ancin £ ) N
B/ sinanernd porend T 262 370 360 430 490 590 610 610 670 710 3890
TOTAL CAPITAL. SOURCES ; R
G A - 55 - - - S0 50 - - - 200
FINANCING TO BE ARRANGED \

AERO AD: Capital Needs and Sources ]1976=1984
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COMMENTARY

"MONEYABILITY"

; Delta's Moneyability posture is among the top three in the industry, and will contlnue
to get even better during the study period. Even our forecasted heavy capital spending program
can be financed entirely from internal sources (see Capital Needs and Sources schedule).

Bank debt will be totally paid off by 1984, and all other debt could be eliminated from
the balance sheet, if the carrier so desires, since we have forecasted working capital at a much
higher level than the carrier historically has maintained. Leases decline sharply in 1976 as
Delta purchased the assets of Storer Leasing, and are eventually completely eliminated with the
expiration cf the 727-200 leases.

.~ Stock equity more than triples over the study period, reflecting the better than average
earnlngs of this carrier.

all Moneyability ratios have been con51stently better than our norms, and will continue
to improve over the study period. Delta will be in the enviable position of being virtually
debt free by 1984. While fixed charge coverage under the N.Y. State Insurance Law has never
been violated, this ratio increases dramatically. With the operating ratio dropping down to
87%, Delta achieves the highest return on investment of the industry, over 16%. However, back
in 1966, the carrier reached an ROI of over 20% and an operating ratio of 76% The revenue
generated on the invested capital base has always been the highest among the trunk carrlers, and
this lmproves *o over $2.00 for every dollar invested.

Cash f;OW per equlty improves dramatically in the next three years, but then starts a
steady decline, as the equity base increases so substantially. Cash generation per ASM, never
below our crucial 5.00 mills norm, more than doubles dLrlng the study period and is a clear
indicator that Delta will have no problems financing itself. This is an enviable position for
any management to find itself in. : '

"MONEYABILITY"




. bocimaimd 0 Rowcoriind : T i i NI N CEUTY Wl
MONEYABILITY - INVESTED CAPITAL
{Syst-m - ALl Services)
1976~
1875 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
TUVESTED CAPITAL NIIT ACEURL © ¢ = w mm m e e e e el e - = PROJECTED - = =~ = = = = = 0 = = = = = =~ - - -
ot S $Mid
Ser.ior Dekbt ~ Banks " 327 308 283 232 133 90 140 140 80 ~0~ (327)
Senior Debt-Insco/Other " 118 119 93 67 58 51 33 26 18 11 (107)
Senior Debt-Leasess Cap'd " 42 20 17 14 11 7 4 - - - (42)
Senior Total - Reptd " 444 427 376 299 191 141 173 166 98 11 {433)
Senior Total + Cap Lses h 486 447 393 313 202 148 177 166 a8 11 (475)
Subordinated " 25 24 23 22 20 19 17 15 14 13 (12)
Total Debt - Reptd : " 469 451 399 321 211 160 130 181 112 24 (445)
Total Debt + Cap Lses " 511 471 416 335 222 167 194 181 112 24 (487)
Equity k
Stock " 500 557 653 763 903 1055 1215 1375 1565 1755 1255
Stock + Sub Debt " 525 577 676 785 923 1074 1232 13380 1579 1768 12437
Tot Inv.Capital-Reptd " 969 1008 1052 1084 1114 1215 1405 1556 1677 17°9 810
Tof Inv Capital + Cap Lses " 231011 1028 1069 1098 1125 1222 1409 1556 1677 1779 768
FLIGHT EQUIPMENT - "
Depr Cost 997 1102 1038 1012 l00% 1038 1248 1433 1612 1677 680
Lepr Cost '+ Mfr Deposit " 1040 1129 1084 1087 1148 1255 1454 1596 1700 1723 683 ’
Depr Cost + " + Cap Lses " 1082 1149 1101 1101 1159 1262 1458 1596 1700 1723 641 M
WORKING CADITAL . i
Incl Cur Debt/Eqﬁiv Wks COE $Mill/Wks 38/2 20/1 120/4 140/4 120/3 120 /3 130/3 140/3 160/3 240 /4 202 /2
RATID ;cx.rgn.‘rszs}-/ (G) ONIT/NORM .
Sr Debt + : :
Equi:y {stk + Sub) %-150% 93 77 58 40 22 14 14 12 [ 1 (92)pts
Sr Deht * . :
Fl Eq (Net + Dep + Lse) %- 80% 45 38 36 28 17 12 12 10 6 1 (44) pts
Cag Lses Share Flt Eq %~ 33% 4 2 2 1 1 1 - - - - (4)pts
Total Debt < . -
Srock Eguity $-175% 102 85 64 44 25 16 16 13 7 1 (10l)pts
N ¥ State Ins Law
Tix Ch3 Cov = 12 }os a=~1.5 1.4 2.2 2.7 3.7 5.2 6.7 6.9 7.1 8.3 10.2 B8.8x
Fix Chg Cov - 5 yr Avg x-1.5 2.2 2.3 2.3 2.5 3.0 4.1 5.0 5.9 6.8 7.8 5.6x
cer Patio (3irline) % 95 93 92 90 88 87 87 87 87 87 {8)pts
Revurn Cn Inv. (Corp) % « 7.7 10.1 13.3 14.5 16.1 16.0 15.3 14.5 15.1 14.9 7.2pts
Rev .r Tot Inv Cap $ 1.41 1.57 1.69 1.84 1.99 2.03 1.94 1.93 1.96 2.02 0.81¢
Vet Cap Comts 2/ $ Mil 385 360 430 540 720 830 800 700 700 600 -
Fip Rrgd / % Argd /% - 14/4 7/2 -1 -/~ - /- - /- -/~ -/~ -/ - - /- -/-
Cash Generation
Flow per $ EBquity ¢/% Chg-30 32/{14)| 37/16 38/3 36/ (5) 33/(8) 32 /(3) 31/ (3) 31/~ 31/- 29 /(6)] 3/ (9)
®ev Less OOE Mills/% Chg-5.00
rexr ASM 7.12/(27)18.54/20 9.01/6 10.34/15 11.52/11 12.60/9 13.46/7 14.25/6 15.09/6 15.62/4 8.50/119
Moneyability -
Note: (5) See Glossary. AERQ: 1Inv. Cavnital 1976-1984
1/ 12 zouths basis. % Changes are from end of priox year,
I et Dop Comts om Nano twe years prijected capital expenditures DELTA
for flignt eguipdent ard GPL,

.
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PARAMETERS '
e s e s L e L U.S. TRUNKS & PAR - — = =~ = = = = = = = = = Rl R I T I U S EASTERN = = = = = = = = = = = = = = = = =«
ECONOMY. USA " Strong growth into 1977 Thereafter resumption of secular GNP Ditto
real growth at 3-4% rate. ' Inflstion rate to be about 5% per
year in 1976 and 1977. . Thereafter inflation to drop to 3%-4%
per year.  Unemployment rate to ‘continue slow. drop; consumer
income and confidence to continue to advance.
World  Turnarcund frcm recession. levels slower than U.S. with
: inflation rates to continue above USA's. Ditto
1975-1980 1980-1984 1975-1980 1980-1984¢
: Growth Rate Compounded "GRC" . Growth Rate Compounded "GRC"'
TRAFFIC Dom RPMs (All Services) 7.5% 6.1% Dom RPMs (All Services) 6.8% 5.8% -
: Int'l RPMs (" " Y 9.3% . 7.4% Int'l RPMs (" " ) 7.2% 7.2%
CAPACITY ASMs ad- hoc by carrier, but to generally increase at a lower System ASMs (All Services) 5.9% 5.6%
' ) rate than RPMs.. 1976<1977 and part of 1978's increase mostly
. ~due. to seating changes and:maximum utilization. _
TOAD FACTOR  Ad hoc by carrier; generally lncre351ng<between 3 and 4 LOAD FACTOR System (All Services) to increase from 56.3% in 1975 to
percentage polnts. . 60.0% by 1984.
1976-1984 1976-1984
. N "GRCII "GRC lf
€OST * Labor :(System) (Avg Compens/Empl) 7.7% Labor (System) (Avg Compens/Empl) 8.0%
INCREMENT . = Fuel ' ( ") (¢ gal) 5.3% . Fuel ( ") (¢ gal) 5.7%
RATE Other (' ) (Industrial Prices) 4.2% Other ( ". ) {(Industrial Prices) 3.6%
YIELDS Carriers' ‘need to stay at least even with general Yields - Dom (¢/RPM) 4.1%
‘ inflationary trends, necessitates annual yield increases " - Int*l (" 3 3.9%
between 3-5% minimum. . T
EQUIPMENT Buys to concentrate.on presently available aircraft through Buys concentrate on L-1011 for long-range, and 727-200, DC9-50 and
: ok 1980, By 1981-1982 new technology aircraft parametered in 180 seat medium range type to meet ASM requirements in short and
are: 180 seat medium range type medium range markets. . No additional L-1011 sales beyond the ones
200 seat long range type . announced parametered in. By 1984, 143 aircraft still in fleet not
to help with pressing need for fuel economies and to meet the meeting requirements under FAR Part 36.
: P environmental -imperative ofkthe late 1970's and early 1980's.
: MONEYABILITY Cost of Capital - Ad hoc by carrier.  Prime lending rate at Ditto

- 8-8.,5% w1th carriers paying between % and 1 percent above

< debate xs$settled.
and through leasing.

.prime.

Availability of Capltal - very restricted until deregulatlon

Funds ' to come from banks, manufacturers
Loans from insurance companies
restricted to a very few carriers, due to constrained cash

‘generation and. earnings outlook.

Proposals under Aviation Bct of 1975 not parametered into
study. - AERO ADVANCED. will be re~done, when and if the
various proposals have been enacted and a time frame-is
established. )

Even with strong earnings improvement, carriers' heavy debt repay-

ment schedule plus capital outlays for flight equipment force it to
seek financing from all outside sources.

period should allow +his. No borrowings from insurance companies
possible, since EAL does not meet the fixed charge coverage test
throughout study period.

Ditto

Aﬁgust 16,k1976

AERO AD: PARAMETERS 1976-1984
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Improving ratios over study



"COMMENTARY

"EARNINGS" | | :

. Eastern is headlng for a record year in 1976 The $37.6 MM earned in the first half
of the year is more than the carrier -ever earned in any full year; and with traffic contlnulng
‘ito be strong and costs under control, Eastern should make some money during the last six
months of 1976. While the $45 MM in projected profits far exceeds the $29.8 MM earned in
11965, it should be noted that this year's profit margin of 2.5% is considerably below 1965's
'5.8% and EAL's 1976 ROI of 8.1% is again way below the comparable 1965 figure.

Eastern's stunnlng turn-around after last year's disastrous $49.7 MM loss can be accounted
for by the follow1ng three factors:

~1) National's long strike last fall;
2) The wage freeze introduced for this year; and,
3) Management's tight control of costs other than fuel and labor.

Eastern, ‘along with Delta, plCﬂed ‘up most of National's passengers when last September
NAL suffered its second major strike in the past two years. National's rather timid post-
strike marketing strategy has permitted Eastern and Delta to have a real windfall during the
first six months of this vear as mutual aid payments stopped when National's strike was
settled in the first week of January. As of this date, National has not yet regained its
1975 market share. :

In order to get lender approval for a $75 million debt deferral (see Capital Needs and
Sources schedule) EAL was forced to institute a wage freeze program for 1976. The program
has produced (after accurals) almost 20% of $37.6 MM earned in the first half of 1976. It
is: estimated that the net effect of the freeze will increase income by around $15-$17 MM .for
the full year. ~ :

, Unaer Colonel Borman's. guldance Eastern is apparently becoining a better managed air-
line. Employee productivity is rising and "other" costs (all cash operating expenses excluding
fuel and labor) are actually declining on an ASM basis. Eastern's "other" cost per ASM was
down 2% last year and was reduced another 3% in the first quarter of 1976, while the industry
was up 7% last year and is up 5% so far this year. Borman likes to point out that EAL's
management. staff ‘has been slashed so that now the carrier's group of 45 officers is one of
the smallest in the industry. Eastern has recently completed a study of(enelr entire route
structure and has de01ded to cut service in the money-lq51ng Caribbean aild to concentrate

"EARNINGS"



COMMEUNTARY

EARNINGS" (Continued) , | |
their resources more heavily on the business market and less on the seasonal pleasure markét.‘

- EAL"s "Nettings" figure is considerably higher this year as a result of the airline's
giving up its Puerto Rican hotels. The Dorado subsidiary had lost $17 million pre-tax
between 1972-1975 before EAL decided to take a $16.8 million write-off last year. Under
the new FASB accounting rules the drop in the pound sterling ‘this year {EAL borrowed pounds
tc finance the L-101ls engines) added $3.9 MM to EAL's first half profit.

Colonel Borman recently said that Eastern must earn 2-3¢ on every sales dollar to
remain a viable carrier. Over the study period we see Eastern's profit margin at 2.64%
with a peak of 3.27% in 1982. Even with these much improved earnings, Eastern is never able
to earn more than a 10.3% ROI.

N.B. The "+" numbers after the 1977-1981 labor figures are the amounts of profit
sharing the employees will be entitle to because of this year's wage freeze program. 1977
earnings will probably decline as National should become more aggressive and take back some
of its lost traffic. Also unit costs continue to rise at a 9% rate for Eastern, mainly
because of operation catch-up to average industry wage rates. '

Recent proposals by Col. Borman to tie salaries to profit or losses in future years,
employee contributions to a flight re-equipment fund etc. are not parametered into this study.

"EARNINGS" (Continued)




EARNINGS

- calendar years -~

AXRO AD:

1976~
- Unit 1975 1976 1877 1978 1979 1980 1981 1982 1983 1984 1984
. Actual | = = = = = = = = = == S m - - o PROJECTED == -==m====ca--b oo
Revenues '
Passenger $Mil - 1453 1650 1826 2037 2255 2514 2778 3049 3357 3676 23,142
Freight 61 61 69 77 B85 94 104 114 125 137 866
Total Revenues ” 1624 1830 2b26 2260 2503 2790 3065 3365 3705 4055 25,599
Cash.ggggyE§g .
Labor " 670 740 829+10 94045 103147 1148+14 1275+18 ‘1402 1552 1726 10,643+54
Fuel " 272 306 356 397 436 479 521 565 613 662 4,335
Gther " 578 609 679 760 830 917 1003 1099 1209 1320 8,426
Total COE " 1520 1655 1864 2097 2297 2544 2799 3066 3374 3708 23,404+54
Depr/Amott " 98 102 103 105 108 112 119 129 142 161 1,081
Total Oper Exp . 1618 1757 1967 2202 2405 2656 2918 3195 3516 3869 24,485+54
Oper. Earnings " [3) 73 49 53 oT 120 129 170 I8Y 186
Gross Interest - 54 48 43 41 42 46 50 53 58 63
Pre-Tax Earnings " (48) 25 6 12 49 74 79 117 131 123
Inc. Tax $Mil -0~ -0- -0- =0~ 5 15 16 23 26 25
Eff. Rate - % - - - - 10% 20% 20% . 20% 20% " 20%
Net Earnings
Airline Operations SMil (48) 25 6 12 44 59 63 94 105 98 506
“Nettings"” " (2) 20 14 18 16 21 27 16 15 22 169
Reptd to Stockholders " (50) 45 20 30 60 80 20 110 120 120 675
RATIOS
Traffic (All Services) Bil/sChg
RPMs - 5OY v/ " ‘14.6/ 3 J15.97/ 9 16.8/ 6 17.9,/6 19.0/ 6 .20.3/ 7. 21.5/'6 22.7/ 6 24.1/ 6 25.4/ 5 [10.8/6.3 GRC
RPMs - ‘System e 18.3/ 2 (19.9/.8 21.0/ 6 22.4/ 7 23.8/ 6 25.5/ 7 27.1/ 6 28.8/ 6 30.6/ 6 32.3/ 6 [14.0/6.5 GRC
. ASMs - System m/ ™. 32,5/ 9 |33.9/.4 36.3/ 7 38.7/ 7. 40.7/ 5 43.2/ 6 -45.5/ 5. 48.0/ 6 51.0/ 6 53.8/ 6 |21.3/5.8 GRC
Load Factor - System % 56.3 58.6 57.7 57.9 '58.5 59.0 59.5 60.0 60.0 60.0 3.7 pts.
Yield - Dom ¢RPM/%Chg 8.18/ 3 18.59/ 5 9.02/ 5 9.43/°5 9.80/ 4 10.2/ 4 '10.6/ 4 11.0/ 4 11.4/ 3 11.8/ 4 }3.58/4.1 GRC
Yield - System “/ % 7.94/5 18.31/'5 8.72/ 5 9.11/ 5 9.47/ 4 9.85/ 4 .10.2/ 4. 10.6/ 4 11.0/ 3 11.4/ 4 [3.43/4.1 GRC
€CST INCREMENT. (COE) o o <
~ Labor (Non-add): . $Mil/ % ' 56/ 9 71/11 68/ 9 85/10 69/ 7 75/ 7 82/ 7 - 93/ 7 99/ 7 115/ 7 757
~ Fuel [ wn/on 56/26 29/10 32/10 22/ 6 21/.5 18/ 4 20/ 4 22/ 4 23/ 4 26/ 4 213
= Other .~ R A (10)/ (2) 6/ 1 26/ 4 36/ 5 32/ 4 36/ 4. 38/ 4 43/ 4 41/ 3 45/ 4 303
- Total " wyon 102/11 106/ 9 126/ 9 143/ 8 122/ 6 129/ 5 140/ 6 158/ 5 163/ 5 186/ 6 | 1273
Weighted Index (1967=100) No /%Chg 201/11 220/ 9 238/ 9 256/ 8 272/ 6 287/ 5 303/ 6 319/ 5 337/ 5 356/ 6 155/6.6 GRC
EARNINGS 1976-1984

EASTERN
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"FLIGHT EQUIPMBNT"

CEO Borman recently stated that Eastern needs more stretched jets (727-200s and DC9-50s)
if the carrier is to be able to successfully compete with its arch-rival Delta. Eastern's
management is now trying to rectify the mistake made in the late 1960's when the carrier
over ordered the L-10lls. However, "Operation Catch Up" is a very expensive game in the
airline business. Eastern has been caught in a vicious cycle where it needs more efficient
aircraft but it cannot afford to buy them because of its poor earnings and capital structure.
Of course, one of the major reasons for the dlsmal income statements has been the use of
older, less=-efficient aircraft .

Earlier this year EAL was able to arrange the lease financing for six 727-200s to be
delivered this fall and for nine DC0-50s which are to be delivered during the second half of
1977, These 15 new medium~range jets, together with the seven L-10l11ls already on order,
will meet the carrier's needs through 1978. After that, buys will concentrate on short-to-.
medium range aircraft to maintain the airline's historical ASM/range balance of % long and
3/4 short-medium. We have projected additional orders of 22 DC9-50s and only four 727-200s.
This ratio could easily be reversed in Boeing's favor which would mean a slight reduction in
the number of aircraft ordered as the 727 has 137 seats while the DC9 has only 115. The new
180 seat aircraft, arriving in the early 1980's, will permit EAL to down range some of its
older 727-200s to replace the standard 727s which are being sold.

f' Eastern has managed to reduce its L- 1011 fleet by selling two, by leasing one out, and
by discontinuing its seasonal lease agreement with TWA. In 1977 it will be selling its 14
remaining Electras (the Shuttle will become an all jet operation) and trading in nine DC9-10s
in exchange for the new DC9-50s. Eastern cannot yet afford a massive fleet revamping, so
there are no more removals from the fleet (except for two DC9 -30s 901nc off lease in 1978)

untll 1981,

‘Even with the $2.2 billion spent between 1976 and 1984 for the 102 aircraft, Eastern
will still be flying 143 aircraft in 1984 that do not meet the environmental restrictions of
FAR Part 36. To replace these planes, or 18,96 bllllon ASMs, would require an additional
outlay of $1.97 bllllon in 1984 dollars.

"FLIGHT EQUIPMENT"




FLIGHT EQUIPMENT - PURCHASE / REMOVALS / PAYMENTS / LEASES

GROURD - PROPERTY & EQUIPMENT (projected costs)

BEREE 1976~
Ty Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
PURCHASES/LEASES (L) : " Actual pealiibaiindindieiitaiis et PROJECTED 2=~ === === ===~ ~=======~ - - -
adajitions Ko. AfC . A
L-1011 2+1L 1*+1L* 2L* 3 - 4 - - 5 4 20
727-200 - 6L* - - 4 - - - - - 10
DCI-50 - - 9L* - 4 12 6 - - - 31
180 Seat M/R - - - - C- - 8 12 12 9 41
Total Additions 3 8 11 3 8 16 14 12 17 13 102
Total Cost A/C Typ l/ $ Mill :
L—lOll 67 r. 46 51 80 - 112 - - 171 143 603
727-200 - 59 - - 46 - - - - - 105
DC9-50 ) - - 91 - 44 141 74 - - - 350
180 Seat M/R - - - - - - 212 318 334 263 1127
Total Cost Aircraft X ~I05 g B0 oo =3 286 318 SU5 406 . 2185
Removals No A/C
I~1011 g 1 2 - - - = - - - - 2
DC9-10/30 | - - oL 2L - - - - 1L - 12
727-100/0C/200 1 - - - - - 6 10 10+3L 10 39
chfal, L-188 2 - 14 - - - - - - 5L 19
Totalukamovals 4 2 23 2 - - 6 10 14 15 12
‘ , PAYMENTS 4/
“liéht Eq Payments’ $ Nlll
adyvznce 069051ts ' » 53 11 16 71 a5 g8 - 117 106 100 g0 700
Dellvezy " 12 6 - 48 36 101 114 127 202 163 800
Spazes. Modifs etc " 10 13 24 21 19 21 19 27 18 27 | 80
Total Flt Eq Payments,' " 75 30 40 140 150 220 250 260 320 280 1690
Total Flt.Eq Leases 2/ " 21 80 140 - 30 80 30 90 150 120 780
Total Flight Equipment " 96 110 180 140 180 300 340 350 470 400 2470
GRD, ?ROP, & EQUIP g/ " 10 20 25 “25 30 30 30 40 40 40 280
ROTES: (L-Leased, all others 70% purchased)
1/ Cost per Aircraft Tybe - number ¥ cost per alrcraftxnclbase price + CFE/MC/spares. SH&E derived.
2/ Leases — @ 30% 0f total aircraft cost per year (1979-1984). AERO AD:

3/ Grd. Prop & Eguip. — Subject to management reprogrammlng.

4/’Pavn;ﬂ*s =~ (SH&E ‘derived; reflect escalation)
"hdvance Deposits -~ pre-delivery @ 30% of unit price.
 Pelivery - balance remaining @ aircraft acceptance

. Spares,Modifs,  etc - @ 10% of aircraft cost(or derived)

FLT. EQUIP/GPE 1976~1984

EASTERN




 COMMENTARY
"CAPITAL NEEDS AND SOURCES®

At +he end of 1975 Eastern Was':tallng bankruotcy in the face. Its financial ratios were
‘either in or close .to being in v’olatlon of 1its loan covenants, all money had been drawn down
from its bank revolver, and $i8%.6 million in debt was coming due in 1976. To stave off this
impending disaster BAL negotlaued a $75 million debt deferral programwhich 1ncluded a relaxa-
tlon of some of its financial fests, agd the wage freeze program .

s As it turns out EAL would have b861 ‘able to pay off the debt this year as operatlng
results have been much better than expected. The leasing of the six 727-200s and the prob-
able lease of the L- ~-1011 to be delivered in the fall will help conserve cash. We have pro-
jected that EAL will pay off $60 of the $75 million this year, but if it wants to cut into
worklng capital, the entire amount could be repaid. ‘

~In 1977 EAL's. debt due is $131 miilion and with earnings declining, and even with the
lea51ng of the nine DC9-50s and the two L-101ls, outside financing of $50 million is required.
1978's debt retirement is another $97 million and combined with large advance deposits for
new aircraft w111 force EAL to raise an additional $120 million externalLy. ‘

, As with all the carriers EAL is facing the problem of underdeprec1at1ng its aircraft,
i.e. depreciating older planes whose replacement cost has skyrocketed. EAL's cash flow is
further hampered by the airline's liberal depreciation policy.  In 1975 it actually charged
'$6.1 million les¢ for flight equipment depreciationAthan it would have if it had followed
CAB standards,e~h

“Due to. 1t:,*elat1vely weak cash flow EAL must resort to outside flnan01ng to meet 47%
of its needa.v The airline must call on all outside sources of capital, but is should be
noted that Whle EAL will be adding $710 million in debt between 1976 and 1984 it will in
the same tlne SPan be amortlzlng $700 million. ;

' For the EQJﬁoses of this study 30% otf all incoming fllght equlpment is leased starting
in 1979. 1If all of this lease financing cannot be arranged, EAL could probably borrow some
more, it could cut - -out the $110 million in dividends, and it could cut into working capital.

Total capltae‘needs for flight equipment and GPE are $2.75 billion dur*ng the nine year
study period. If these outlays are discounted at a 5% rate, the present value of the ex-
penditures is only $1.9 bllllon which is considerably less than the $2.4 billion EAL spent
between '367 1975.

"CAPITAL NEEDS AND SOURCES"




i alianl. (o A Riitiadat it M

COMMENTARY

 “CAPITAL NEEDS AND SOURCES" (Continued) | |
: One major caveat to this whole study is the question of environmental acceptability of
;aircraft. Our study assumes that Eastern in 1984 will still be flying 143 planes that do
‘not meet FAR part 36 restrictions. If the carrier were to be forced to replace all of
~these aircraft, it is doubtful that Eastern would be able to get the necessary financing.

‘Recap 1976-1984
Needs: $3.77 billioh (66%‘fli§ht‘eguipment,'7% GPE, 19% debt retirement).

Sources: $1.92 billion or 51% from operations (18% earnings, 29% depreciatidn)
‘ $1.78 billion or 47% new financing ($1.58 billion, or 42% to be arranged).

"CAPITAL NEEDS AND SOURCES" (Continued)



CAPITAL NEEDS

Flight Equipment Payments
~ Advance Deposits’ B
- Delivery ==
- Spares, Modif. etc:

Total Flt Equip Payments

Add: Flt Equip Leases

Total Flight Equipment
Ground Prop & Eg/Other
Grd Prop & Equip

Debt Retirement
Dividends

Other

Total GPE & Other
End Wkg Cap (3wks COE proj)

TOTAL CAPLITAL NEEDS

CAPITAL SOURCES

Beginning Working Capital -
Operations

=-Net Earnings: (Rept'd)

= Depreciation/amort

- Property Sale/Other

= Othexr [

Total Operations

Financing. Arrangements
= Senior ‘Debt-Banks

"

Subord Debt
~ Leases (Cap ‘@ AC Cost)
~— Deposits returnable

= Stock Sales

Tot Financing Arrangements

TOTAL CAPITAL. SOURCES

PINANCING TO BE ARRANGED

~Insco/Others

o e e anais i S0 B R A | SR ]
CAPITAL NEEDS AND SOURCES ($ MILL)
» - calenéar years - 1976~
1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
ACTUAL ~ - = = = = = = = = = = = = = = = = PROJECTED = == =« = = = = o o =m = e m = -4 - -

53 11 16 71 95 98 117 106 100 90 700
12 6 - 48 36 101 114 127 202 . 163 800
10 13 24 21 _ 19 21 19 27 18 27 190
75 30 40 140 150 220 250 260 320 280 1690
21 80 140 - : 30 80 90 90 150 * 120 780
96 110 180 140 180 300 340 350 470 400 2470
10 2 25 25 30 30 30 40 40 40 280
121 34+60 116415 97 72 70 47 35425 30+35 30+35 700
- - 4 : - 8 10 13 20 25 .25 110

- 6 - @ - - - N - - -
131 120 160 120 110 110 90 120 130 + 3130 1090
73 100 110 120 130 150 160 180 200 210 210
300 330 450 380 420 560 590 650 800 740 3770
118 73 100 110 120 130 150 160 180 200 70
(50) 45 .20 30 60 80 20 110 120 120 €80
98 102 103 105 - 108 112 119 129 142 161 1080
33 20 17 15 12 10 21 21 18 - 19 150
8 - = : - - 8 - - - - 10
89 167 140 150 180 210 230 260 280 300 1920
- - 80 50 100 20 40 40 40 370

0 - - - - 50 - 80 40 170

‘ } 13 - 50 - 30 20 20 30 20 - 170
21 80 140 - 30 80 20 90 150 120 780
19 10 20 - 10 20 30 30 50 40 210
- - - 40 - - - 40 - - 80
93 90 210 120 120 220 210 230 340 240 1780
300 330 450 - 380 : 420 560 590 650 800 740 3770
- 20 110 110 120 . 220 210 230 340 240 1580

AERC AD: CAPITAL NEEDS & SOURCES 1976-1984

EASTERN




COMMENTARY

"MONEYABILITY"‘

Perilously close to bankruptcy at the end of 1975 Eastern is slowly starting to
strengthen its terribly weak moneyability posture. Even with $45 MM of projected 1976
earnings, with n¢ new outside money this year except for lease arrangements, and with $94
MM in debt retirement (see Capital Needs and Sources schedule), Eastern's key debt/equity
ratios are still considerably above the accepted norms at the end of 1976. As the carrier's
crucial cash generation ratio gradually rises above the 5 mills norm, and EAL's earnings
continue to 1mprove, all of 1ts moneyability ratios by. 1981 are finally below the danger
levels. :

v Over the,nine year study period total debt plus leases increases $272 MM with leases
accounting for $263 MM. Actual bank debt will decline $55 MM as EAL borrows $370 MM from
that source but manages to pay back $425 MM to the banks. Eastern never qualifies under
the N.Y. State Insurance Law so that all other senior money will have to come from senior
note issues.

Not having any outside money available at this time, EAL has arranged two year renewable
lease deals for the six 727-200s and nine DC9-50s coming into the fleet. Because of their
short term, these leases do not have to be included on Eastern's own statements, and thus
are not included in the lenders' calculation of leased flight equipment as a percentage of
total flight equipment. For this study's purposes the leases are assumed to run for the full
14 years and are included in the lease ratio. As can be seen on the accompanying chart, EAL
will be leasing 40% of its flight equipment at the end of 1977 which is way above the 33%
limit. 'Because Eastern does not include these short term leases, it will be able to lease
some of the L-1011ls already on order. '

With its operating ratio never going below 95% Fastern is never able to earn the CAB's
12% ROI standard. However, these projected results will have to make EAL's long-suffering
debt and equity holders hapoier than they have been during the dreadful past decade.

‘~nastern has been glven ‘a new life by a combination of the Natiornal strike and a booming
traffic surge this year. With this new opportunity Colonel Borman hopes to make EAL a
viable, financially sound, carrier. While it will never be as strong as Delta or Northwest,
Eastern's moneyability stance will become perfectly adequate if the airline can achieve
our projected earnings figures.

"MONEYABILITY"
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"MONEYABILITY" (Continued)
‘ N.B.'A‘serius,rbadblock to Eastern's return to financial health could come about if

there is a’ strict enforcement of the environmental restrictions in FAR Part 36 during the
Most.of EAL's fleet has to be replaced or retrofitted, but Eastern's D/E

next few years.
ratios would probably not allow the carrier to take on enough debt to meet the requirements.

"MONEYABILITY" (Continued)
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INVESTETD CAPITAL
(System ~ All Sexrvices)

1976-
S 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
INYESTED CAPITAL ‘ UNIT Actupl  fr = == = = m - s e s - PROJECTED ~ = === === =meowooofeaco-
Debt - o $ Mil ‘ , . :
Senior Debt - Banks ‘ " ‘ 358 284 196 216 .23 298 302 309 3086 303 (55)
Senior ‘Debt-Insco/Other "o 226 212 175 146 117 88 -114 98 167 196 (30)
Senior Debt-Leases Cap'd , 321 369 461 411 388 409 435 464 541 584 263
Senior Total — Reptd " 584 486 371 372 348 386" 416 407 473 499 (85)
Senlor Total + Cap Lses n <05 865 832 -~ 783 736 © 795 851 871 1014 1083 178
Subordinated’ : e 147 141 185 177 198 210 224 243 252 241 94
Total Debt ~ Reptd ' " ; 731 637 556 539 546 596 ;640 650 725 740 9
Total Debt + Cap Lses .. .~~~ ..M 1052 1006 1017 950 934 1005 1075 1114 1266 1324 272
Equity ‘ : : o
Stock ; " 290 335 351 421 473 543 620 750 845 940 650
Stock + Sub Debt u 437 476 536 598 671 753 844 993 1097 1181 744"
Tot ‘Inv Capital~Reptd ' " ' ‘ 1021 972 907 960 1019 1139 1260 1400 1570 1680 659
Tot Inv Capital + Cap Lses 1342 1341 1.368 1371 1407 1548 1695 1864 2111 2264 922
FLIGET EQUIBMENT . =« - ‘
Depr Cost. ‘ ' 753 677 615 612 530 679 783 899 1135 1283 530
Depr Cost + Mfr Deposit " 813 734 688 724 * 770 881 1016 1143 1328 1444 631
Depr Gost +, " + Cap Lses 1134 1103 1149 1135 1158 1290 1451 1607 1869 2028 894
WORKING CAPITAL
Incl Cur Debt/Equiv: Wks COE —~ $Mill/Wks 73/3 100/ 3 110/ 3 120/ 3 130/ 3 150/ 3 160/ 3 180/ 3 200/3 21073 137/ -
RATTO ANALYSISY  (G) UNIT/NORM
Sr Debt = . )
Equity (Stk + Sub) ' 3-150% 207 182 155 131 110 106 101 88 92 92 | (115) pts.
Sr Debt % ‘ B ‘ .
Fl Eq:(Net + Dep + Lze) 3= 80% - 80 78 72 69 64 62 59 54 ‘54 S3 (27) pts.
Cap Lses Share F1t Egq %= 33% 28 33 40 36 34 32 30 29 29 29 1 pt
Total Debt =+ : : :
Stock Equity - - %$-175% 363 300 290 226 197 185 173 149 150 141 - § (222) pts.
N ¥ Srate Ins Law
Fix Chg Cov -12 Mos #~1.5 0.7 1.2 1.1 1.1 1.3 1.5 1.5 1.5 1.52 1.45 0.75x
Fix Chg Cov = 5 yr Avg x-1.5 0.8 0.9 0.9 1.0 1.1 1.2 1.2 1.4 1.46 1.48 0.68x
Oper ‘Ratio (Airline) P 100 96 .- 97 97 96 95 95 95 95 95 ' (5) pts.
Return On Inv, (Corp) ' L3 : 1.4 8.1 5.9 6.7 8.8 . 9.7 9.8 10.3 10.0° 9.7 8.3 pts.
Rev & Tot Inv Cap $: - 1.21 1.36 1.48 1.65 1.78 1.80 1.81 1.81 1.76 1.79 0.58
Ret Cap Comts 2/ , $ Mil - 119 370 375 - 540 700 760 900 950 900 880" .-
Fin hxgd / % Argd- Sy 32/27| 100/27 - 10/3 -/~ -/- -/~ -/~ -/~ -/= -/- -/=
Cash Géneration : : : ' :
Flow per § Equity ¢/% Chg-30. 12 A45)} - 27/125 20 /A26) 20/~ 23 /15 23/- 22 /4) 22/~ 23/% 22 /(4) 10/83
Rev Less COE ‘ Mills/s Chg=3.00 ; :
Dexr ASM , ' LT BL22/43)) 5.1€/ 60 4.46A14) 4.2M/(6)  5.06/20 5.6912 . 5.8%3 6.236 6.4% 4 6.45(1) | 3.23100
‘ ; : T ‘ . MONEYABILITY
. wote: {G) - See Glossary: AERO:INV, CAPITAL 1976-1984

' 1/ 12 months basis. ' % Changes are from end of prior year.

2/ Wet Cap Comts = Next two years projected capital expenditures for flight
T eguipsent and GPE.
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--------------- U.S. TRUNES & PAR = — == — = = == = = = & — — "o o= ==« = = & _NATIONAL- — ~ = = = = = = = = & = = 0 oo = o= =
ECCHNOMY USA Strong growth into 1977. Thereafter resumption of secular DITTO
e GNP real growth at 3-4% rate. Inflation rate to be about
;5% per year in 1976 and 1977. . Thereafter inflation to drop
to 3%-4% per year. Unemployment rate to continue slow drop;
: consumer income and confidence to continue to advance. :
World ' 'Turnaround from recession levels slower than U.S. with DITTO
: inflation rates to continue zbove USA's.
1975-1980 1980-1984 1975-1980 1980-1984
e . Growth Rate Compounded "GRC!" Growth Rate Compounded "GRC"
TRAFFIC ."Dom RPMs' {All Services) 7.5% 6.1% Dom RPMs (All Services 12.8% 6.0%
'1 CInt'l RPMs (™™ ) - 9,.3% 7.4% Int*1 RPMs (" " ) 13.5% 7.2%
CAPACITY  asHs ad ‘hoc by carrier, but to generally increase at a
colh lower rate than RPMs. ' 1976-1977 and part of 1978's System ASMs (All Services) l2.2% 5.0%
increase mostly due to seating thanges and maximum
utilization.
LOAD FACTOR . Ad hoc‘by carrier; generally increasing between 3 and 4 LOAD FACTOR System (All Services) to increase from 51.5% in 1975
percentage points. to 55.0% by 1984.
1976-1984 1976-1984
CasT Labor (System) (Avg Compens/Empl) 7.7% Labor (System) (Avg Compens/Empl) 8.6%
INCREMENT Fuel (-~ » ) (¢ gal): 5.3% Fuel ( ") (¢ gal) 8.9%
RATE Other (. " ) {Industrial Prices) 4.2% Other ( " ) {(Industrial Prices) {(0.1)%
YIELDS - Carriers' need to stay at least even with general Yields - Dom (¢/REM) 4.2%
’ inflationary ‘trends, necessitates annual yield increases " - Int'l (™) 3.2%
between 3-5% minimum.
EQUIPMENT Buysbto concentrate on: presently available. aircraft through Buys concentraﬁe on 727-200s, DC-10s and 180 Seat Medium Range
: . .1980." - By '1981-1982 new technology aircraft parametered in type aircraft to allow for continued growth and SM distribution
Clares 180 seat medium range type - by rarge and phase-out of 727-100s and older 727-200s not meeting
200 seat long range type : requiiements under FAR Part 35.
to help with pressing need for fuel economies and to meet
the environmental: imperative of the late 1970's and early
1980's. ’ :
Cost ©of Capital - Ad hoc by carrier. Prime lending rate Ditto -

MONEYABILITY

- at 8-8.5% with carriers paying between % and 1 percent above
‘prime.

Availability of Capital ~ very restricted until deregulation
debate ‘is settled. . Funds to come: from banks, mannfacturers
and through leasing. TLoans from insurance companies
restricted to a' very few carriers, due to constrained cash
generation and earnings outlook.

 Proposals undexr Aviation Act of 1975 not parametered into
s study.’  RERO ADVANCED will be re-done, when and if the

various proposals have been enacted and & time frame is
established.

Recovery from twe lengthy strikes is very slow on an operating
basis. However, improvement in basic earnings position coupled
to no flight equipment purchases until 1979, allows carrier to
make interim accelerated repayments of bank revolver. No new
financing indicated until 1980, and by then .all averues of finan-
cing are open to carrier including borrowing from insurance
companies from 1977 on..” No aircraft leasing parametered into
study; this option to finance also available to NAL.

Ditto

AERO AD: PARAMETERS 1976-1984
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 "EARNINGS" ‘ : //

National has still not recovered from the 127 day fllght attendentﬁ strike that it took on
last fall. System traffic was down 12% for the first six months of this year (vs. an industry
average of plus 12%) and July and August RPMs were also lower than last year's figures. NAL's
- management decided to scale down its operation when it resumed service this JanLary and to only

gradually increase its scope of service. In retrospect this may have been a major mistake. Delta
and Eastern were handed a lot of National's traffic and NAL so far has been unable to recapture all
of its market share. (NAL lost its popularity with travel agents by having two extended strikes in
~ the past two years). United, which also took on a strike last year, adopted a different post-strike
- philosophy and resumed its full operation almost immediately. While suffering high losses initially,
UATL qu1ck1y managed to reduce. the length of the typical post-strike recovery period.

‘Besides having to contend with its labor problems, National has had to face huge fuel prlce
increases this year, as its long-term contracts expired in the middle of last year. Unit fuel costs
were up 67% for the lst 6 months of 1976 but should moderate to 48% for the full year. Unit labor
costs will be up another 18%; however, "other" costs on an ASM basis will be down 27% in 1976 ("other”
was down only 10% for the 1lst 6 mos 1976 but will decline further as WAL flew only 1. 95 bil. ASHMs durir
the 2nd half of 1975). Interest costs have been reduced considerably as NAL has paid off some of its
bank debt and the prime rate has declined. WNAL's 20 '76 domestic yield increase was the largest in
the industry as last yvear's figure was influenced by the "No-frills" fare. International yields
have been very weak and are down 8% for the 6 months ended June, 1976.

In order to insure a profit for fiscal 1976 NAL extended the depreciable lives of 49 of its 53
aircraft. The 727s are now written off over 16 years instead of 12 and the DC-10s 17 years as opposed
to 14. NAL's $14MM in calendar 1976 operating earnings would be wiped out if 1975's depreciation/
amortization expense were to be used this year.

In the 1976 annual report Chairman Maytag says that, "We are optimistic, yet cautious about the
outlook for fiscal 1977." With unit costs forecasted to increase only 8% in 1377, which should trans-
late into a near doubling in operating earnings; we, too, are optimistic about NAL's near-term outlook.
Over the nine year study period NAL's earnings outlook is relatively good but not spectacular. The
carrier earns 4.4% on revenues but never earns 12% on its capital. By comparison in 1966 it earned
12% on sales and over 15% on capital. The key ingredients in NAL's success will be its tight control
of expenses, its excellent productivity (it has much more flexible work rules in its union contracts

© than does competltor Eastern), and its fuel efficient fleet.

' Watlonal hopes to have solved its labor problems by signing a no-strike agreement earlier this
year; with ALEA which called for binding arbitration, a first in the industry. The carrier also
sponsored a seminar to promote better relations between management and the unions. With labor peace
guaranteed until 1978 NAL's management has plenty of time to put its new labor relations philosophy
to work. NAL does face potential problems as a result of the CAB's recent Tlansatlantlc Case ruling
whlch.would add competitors on the Atlantic route.

"EARNINGS"




EARNINGS

— calendar years -

) 1976~
Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
Actual | - = = m - - m e — - - - PROJECTED ~ - - === ~= == = === ~wd4.- =
Revenues .
Passenger $Mil 281 407 468 522 578 641 707 777 854 914 5,888
Freight " 12 20 23 26 28 32 35 38 42 47 291
Total Revenues " 358 447 _ 510 570 630 700 770 850 930 1,020 | 6,427
Cash' Oper Eig : .
Labor * 108 166 185 210 232 257 285 316 353 394 2,398
Fuel, i 44 89 - 104 112 123 134 145 156 166 177 1,206
Other " 138 147 164 177 194 211 229 251 273 297 1,943
Total COE " 290 402 453 4399 549 602 659 723 792 868 5,547
Depr/Amort ] 46 31 31 32 34 37 39 44 53 61 362
Total Opexr Exp ™ 336 433 484 531 583 639 698 767 845 929 5,909
|/ Oper Earnings " 22 14 26 39 47 61 72 83 85 91 518
Gross Interest " 17 10 7 5 6 9 12 16 24 29 118
Pre-Tax Earnings " 5 4 19 34 41 52 60 67 61 62 400
Inc. Tax $SMil - 1 8 14 .16 21 24 26 24 25 159
Eff. Rate % 8% 25% 40% 40% 40% 40% 40% 40% 40% 40% 40%
Net Earnings . SMil' - .
Airlime Operations " 5 3 11 20 25 31 36 41 37 37 241
"Nettings"” _ n 6 6 4 2 3 4 4 4 8 8 43
Reptd to Stockholders u 11 9 15 22 28 35 40 45 45 45 284
'} Traffic¢’ (All Services) Bil/%Chg
RPMs — DOM ' e giow -3.58/(7)14.90/37 5.40710 5.75,7 - 6.12/7  6.52/6  6.91y6 . 7.33;6 7.77/6  8.20/6 [4.62/9.6GRC
RPMs — System’ w.gow . 3.88/(6) |5.30/37 5.84/10 6.23/7 6.64/7 T7.08/7 7.51/6: 1.98/6 8.46/6 B8.94/6 |5.06/9.7GRC
ASMs - System no/oomo07.837(7)|10.9/45 11.7/7 . 12.274 12.8/5 13.4/5 14.0/5 14.8/6 15.5/5  16.3/5 |8.77/9.0GRC
' Load Factor < System % 51.5 48.6  50.0 51.1 52.0 52.8 53.5 54.0 54.5 55.0 3.5pts
|| Yield -~ Dom ¢RPM/%Chg  7.34/(1)|7.76/ 6 -8.15/ S 8.52/5 - 8.86/4 9.21/4 9.58/4 9.92/3 10.2774 10.63/3 {3.29/4.2GRC
Yield - System wyo ™ 1.27/(1y|7.62/ 5°8.01/ 5 8.37/5  8.7174 9,06/4 9.41/4 9.74/3 10.09/4 10.45/3 |3.18/4.1RC
COST INCREMENT (COE) : :
— Labor (Non-Add) $Mil/ % 171 | 25718 1579 1779 17/8 16/7 1877 21,7 23/7 2577 177
- Fuel " noyom 1031 | - 29748 8/8 . 7/6 6/5 5/4 5/4 /4 6/4 6/4 79
~ Other = ™ wyom 13711 [(53)/(27) 6/4 /4 7/4 7/4 8/3 8/4 10/3 1074 10
= Total % /o 2578 1/ NM _29/8 31/7 30/6 28/6 31/6_ - _36/5. 39/5 41/6 266
Weighted Index (1967<100) No - /%Chg 226/NM © 245/8 262/7 279/6 295/6 31.2/6 329/5 347/5 367/6 170/7.2GRC

197/8

AERO AD:EARNINGS. 1976-1984
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"FLIGHT EQUIPMENT" T

In selling its two 747s to Northwest earller this year National has joined Continental as
the only trunk carriers to operate just two types of aircraft. National's 727s and DC-10s are
well sulted to its route structure which has the shortest average fllght length in the industry.

By 1ncreas;ng seatlng (the equivalent of 5 727s) and utilization on its existing fleet,
National will not need any additional capacity until 1979. However, it is possible that NAL's
management may order some 727-200s before then in order to stage a flight frequency battle with
its two main competitors in the strategic Northeast-Florida market. We order only 4 DC-10-10s
for NAL as the 4 DC-10-30s on hand will be able to supply all of the capacity needed on the
Atlantic. (NAL is using less than 2 of the Intercontinental DC-10s on the route this year.)

. ~our buys concentrate in the medium-to-short range where NAL flys about 50% of its ASMs.
Starting in 1982 we see the carrier replacing its 727-100s with down-ranged 727-200s, and
replacing the stretcbed 7Z27s with the new advanced technology 180 seat aircraft. By the end of
1984 our study shows that National will still be flying 19 727-200s that do not meet the current
.environmental restrictions. To completely repldce these aircraft would cost approximately $350
‘MM in 1984 dollars. : '

N.B. Our 3.5 percentage point increase in the system load factor between 1975-1984 is the
secondylowest we have projected for any carrier. Assumwng that our traffic forecast is correct,
it is obvious that National would have to decrease its ASM generation per aircraft (remove seats,
lower hourly utilization) or buy less airplanes than we have predlcted if it is to raise 1ts
load factor above 55%. 5

“FL,IGHT EQUIPMENT"



FLIGHT EQUIPMENT - PURCHASE / REMOVALS / PAYMENTS / LEASES
GROUND. PROPERTY' & EQUIPMENT. (projected costs)

: ; . 1976~
, ’ _Unit 1975 1 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
', PURCHASES/LEASES (L) Actual - - - ==~ == === -PROJECTED = === === = = = o o = o = = = = == == - f - -
g o L - . .
vt adaitions . ' No. A/C i
§ 727-200 PR ; o - - - - 4 4 - - ‘- - 8
DC-10 ' L ; 4 - ~ - - - 2 - - ) 4
| 180 Seat M/R ) - - - - - - - 5 6 4 15
l!  Total additions , R 2 - = - 3 3 2 5 3 6 37
Total Cost A/C Typel s Mill ‘ S
727-200 . - - - - 46 48 - - - - 94
DCc~10 ‘ SR ‘ 84 - - S e - - 62 - = 7 133
180 Seat M/R . Do , - - - - = - - 139 - 167 117 423
;: Total Cost Aircraft : _ ) » 84 : ~ gy = a6 a8 62 139 167 188 —&50
« Removals ) ‘ AR i\!o A/C
DC-B-61/747: - o ‘ 2 2 - - - - - - - - 2
. 727-100 - ~ o e - - ~ - - - - 6 7 - 13
{'727-200 s : : L : - - = - - - - - -~ 6 6
' Total Removals ‘ : : 2 2 - - - - : - © ' 7 [ 21
! PAYMENTS 4/
Flight Eq Payments $ Mill , :
v Advance Deposits " 28 -7 14 30 40 42 39 30 30 230
b Delivery . = . 3009 =0 - - 32 34 43 a7 117 S 132 460
1+ Spares, Mo¢ifs etc " 1 2 3 [ 8 6_ "~ -5 4 13 —8. ——Q
Total Flt Eq Payments " 32 ' 2 ~10 20 10 80 _ _90 140 ~1e0 320 —140.
Total Flt Eq Leases 2/ v k - - - = - - - - - - -
'Total Flight Equipment . . 32 2 10 7. 20 70 80 90 140 160 170 740
‘" sED, PROP, & EQUIP 3/ L T 10 8 10 10 10 10 20 20 20 30 140
l NOTES;(L-Leased, all others 70% purchased) MR = Medium Range.
i 1/ cost per Aircraft Type = number  x cost per aircraft imtl base price + CFE/MC/spares. SH&E derived. : .
|| 2/ Leases '~ fHone. - : ‘ - AERO AD: FLT. EQ/GPE 1976-1984
i 3/ Grd. Prop & Equip. - Subject to management reprogranmming. N - !
4/ Pavments -(SH&E dérived; reflect escalation) o : _ NATIONAL

1 ? Advance Deposits - pre-delivery @ 30% of unit price.
b Delivery = balance remaining @ aircraft acceptance
Spares,Modifs, etc - @ 10% of aircraft cost{or derived)
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COMME N TARY

i"CAPITAL NEEDS AND SOURCES"

With no alrcrafteon order, and none needed before 1979, National will not have to
borrow any money for three years, 1976-1978. As a matter of fact, the carrier will be
able to prepay close to $100MM of its outstanding revolving credit as cash flow together
with the proceeds from the sale of its two 747s far exceeds the carrier's meager needs
over the next few years. In 1976 working capital is temporarily raised to 5 weeks of
‘cash’ operatlng expenses (1t was 7 weeks at 6/30/76) before returnlng to its normal 3
weeks level ‘in 1977. ‘

Of the $420MM in projected borrowings the majorlty will come from a new enlarged

- bank revolving credit agreement. National has never borrowed from insurance companies,

but except in 1976, it does qualify under N.Y. State Insurance Law. All avenues

of financing, inCluding leasing and equity offerings, are available to National's financial
kofflcer. ;

"By extendlng the: depre01able llves of 49 of its 53 aircraft NAL has improved its
reported earnings, but has weakened cash flow As an example, for the 12 months ended
12/31/75 NAL charged off $37.4MM to flight equipment depreciation vs. the $33.6HM the

CAB allowed for rate making purposes. After the accounting change, NAL charged off only
$26.7HM for the 12 months ended 6/30/76 vs. the $34.7MM the CAB's standards allowed. Under-
depreciating its assets is one of the major problems facing the airline industry today.

, Between 1967-1975 Natlonal s capital spending for flight equipment and GPE totaled

$636MM. Our 1976-1984 forecast shows the carrier spending $880MM for the same items, but
~if these outlays.are discounted at a 5% rate, the resulting present value is only $667MM,
or very close to what was spent in the prev10us 9 years.

Recap: 1976 1984

‘Needs: $1.2 billion (62% flight equipment, 12% GPE, 17% debt retirement).
Sources:  $750 million or 63% from operations (24% earnings, 30% depreciation).

$420 mllllon or 35% new flnan31ng (33% to be arranged).

"CAPITAL NEEDS AND SOURCES"




CAPITAL NEEDS

Elight Eguipment Payments .
= advance Depdsits‘
~ Delivery
= Spares,’ Modlf. etc:
‘Total Flt Equip Payments
Add: Flt Equip Leases

Total Flight Equipment

Ground Prop - & Eg/Other
Grd Prop & Equip
Debt.REtirement(

| Dividends :

L other

Total GPE & Other

End Wkg Cap {3wks COE prog)

TOTAL CAPITAL NEEDS
CAPITAL SOURCES

'Beginning Working Capltal
ggeratlovs .
— Net ?arnlngs (Rept* )
- Depreciation/Rrort,
- Property Sale/Other
— Other

Total Operations.k

ﬁlnanciﬁg Arrangements
- Senior Debt-Banns
' - " " -Insco/Others
- Subord Debt
|~ Leases (Cap @ AC Cost)
- Deposits returnable
- Stock Sales

Tot Flnancxng Arrangements :

IOTAL CAPITAL. SOURCES

FINANCING ‘TO BE ARRANGED

CAPITAL NEEDS AND SOURCES. ($-MILL)

- calendar years -

o S , 1976~
1975 1976 1977 1978 . 1979 1980 1981 . 1982 1983 1984 1984
ACTUAL = b= = = o o = = = = e — = = = PROJECTED - ===~ i e e e i
28 - 7 14 30 40 42 39 30 30 230
3 - - ~ - 32 ' 34 .43 97 117 132 460
1 2 3 6 8 - 6 ~ 5 4 13 8 50
32 2. 10 20 70 ° 80 90 140 160 170 740
32 2 10 20 ©70 80 90 140 160 170 740
10 8 0 10 .10 10 20 20 20 30 140
17 4+49 4+30 4+20 4 24 32 31 1 - 203
4 4 P4 5 6 6 8 9 9 10 62
e 3 2 - - - = - = - 5
31 68 50 40 20 40 , 60 60 30 40 410
30 40 30 30 30 40 40 40 50 50 50
93, © 110 90 90 120 160 190 240 - 240 260 1,200
25 30 40 30 . 30 30 ‘ 40 40 40 50 30
11 9 15 .22 28 35 40 45 45 45 284
46 31 - 31 32 34 37 39 44 53 - 61 362
11 40 4 2 - 3 1 i1 12 21 94
= - - 4 {2) 5 - - = 3 10
69 80" 50 60 50 80 <80 100 110 130 750
- - - - 30 50 70 80 40 10 280

- < - - - - - 50 50 100

: - - - - - - 20 - 20 40

= = - - 30 50 70 100 90 80 420
93 110 90 90 120 160 , 190 240 240 260 1,200
o - - - - 50 70 100 - 90 - 80 390

AERO AD: CAPITAL NEED =
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COMMENTARY

"MONEYABILITY"

‘Even though it has suffered through two long, costly strikes durlng the past two years,
vNatlonal still retains one of the premiere "Moneyability" postures in the industry. With
excess cash flow forecast for the 1976-1978 period (see Capital Needs and Sources schedule)
NAL's ratios will -improve even further during the next few years.

Cash generatlon per ASM does decline pre01p1tously this year before bouncing back in
1977 and then crossing the important 5 Mills barrier in 1978. ©National's cash flow permlts
it to take on lecs than one dollar of debt for every addltlonal dollar of equlty during the
1976-1984 perlod

National's operating ratio never falls below 90% which results in the carrier never
- ‘earning the CAB's standard of 12% on its capital. The revenue to invested capital ratio goes
. up dramatically over the next few years because of the shrinking investment base. With new

worrowings forecast from 1979 cn, the 1nvestment base swells and the aforementioned ratio
,vdecllnes steadily.

®

; ‘Except in 1976, when ‘it temporarily fails to qualify under the N.Y. State Insurance Law,
National has all avenues of financing available to it. As was predicted in last year's

74iAero Advanced study, National did extend its current bank revolving credit agreement to

tarminate now in 1982. Because of its strong balance sheet and the absence of JT3-D powered

- zHircraft in its fleet, National would have relatively little problem if there were to be an
.-immediate tighening of environmental standards.

"MONEYABILITY"




INVESTED CAPITAL -

“Debt o
Senior Debt - Banks
Senior Debt-Insco/Other !
Senior’ Debt~Leases Cap*d
Senior Total - Reptd

| Senior: Total + Cap Lses
| Subordinated

Total Debt - Reptd
Total Debt. + Cap Lses

it
Stock .- s
Stock + Sub Debt .
Tot Inv Capital-Reptd

Tot Inv Capital + Cdp Lses

i FLIGHT EQUIPMENT

i Depr Cost .
Depr. Cost + Mfr Deposit
Depr Cost + " + Cap Lses.

WORKING CAPITAL

‘garIo AnALYSISY  (G)
SrDebt F - : o
Equity’ (Stk + Sub)
SrDebt & o o

Fl Eq (Net # Dep + Lse)
Cap Lses Share Flt Eq
Toral Debt.< )

Stock Equity

N Y State Ins Law:
Fix.Chg Cov = 12 tos :
. Fix Chg:Cov = 5.yr Avg

Oper: Ratio k (Airline)
Return On Inv: {Corp)

Rev % Tot Inv Cap '
MNet :Cap Comts 2/
. Fin Axrgd ’/v% Axgd

Cash Geéneration
Flow per § Egquity’
Rev Less ODE

Note: .. (G) - See Glossary.

‘Incl Cur Debt/Equiv Wks COE.

UNIT
$ Mil

22 3 3 3 °3 3

’SQiII/Wks

* UNIT/NORM

-150%

s- BO%
ﬁf 33%

%-175%

§ Mil
"/

¢/%. Chg-30

“'Mills/s Chg~5.00

‘MONEYABILITY. -

"INV ESTED

‘{System — All :Services)

CAPITAL

: L B 1976~
1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
N T B e PROJECTED == == ==- =~ === =ccmme=o-fec--=-
149 100 70 50 80 110 150 200 240 250 101
z - = - - - = - 50 100 100
149 100 70 50 80 110 150 200 290 350 201
149 100 70 50 80 110 150 200 290 350 201
23 19 16 12 8 4 2 2] 20 40 17
172. 119 86 62 88 114 152 221 310 390 218
172 119 86 62 88 114 152 221 310 390 | 218
192 197 208 224 246 275 307 343 379 ala 222
215 216 224 236 254 279 309 364 399 454 239 .
364 316 204 286 334 389 459 564 €89 -804 440
364 316 294 286 334 389 459 564 689 804, 440
374 318 293 268 287 306 337 435 552 684 310
374 318 300 289 325 369 424 519 616 722 348
374 318 300 289 325 369 424 519 616 722 1348
30/5 40/5 30 /3 30 /3 30 /3 40/3 40/3 0/3 _50/3 50/3 20 /(2)
69 46" 31 21 32 39 49 55 73 77 8pts.
40 31 23 17 25 30 38 39 47 48 8pts.
90 60 41 28 36 41 50 64 82 94 dpts.
1.2 1.1 1.8 2.4 2.6 2.8 2.8 2.8 2.3 2.2 1.0x
1.7 1.6 1.6 1.7 1.8 2.1 2.5 2.7 2.7 2.6 0.9x
'94 97 95 93 93 91 ! 90 91 91 |(3)pts.
7.5 6.0 7.5 9.4 10.2 11.3 11.3 10.8 10.0 9.2 |[1.7pts.
0.98 1.41 1.73 1.99 1.89 1.80 1.68 1.51 1.35 1.27 } 0.20
10 50 110 170 200 270 340 380 400 370 .-
51 /410 ] 72 /144 72/65 62 /36 - . 9./5 -/ /= -/- -/ -/ ~/=
24 7(20)] 16 7(33) 19719 22 /16 23/5 2474 24/- 237(4) 23/- 22/(8) | (2)/(8)
9.02/(20)} 4.15/(54) 4.88/18 5.79/19 6.32/9  7.30/16 7.90/8 = 8.61/9  8.93/4  9.34/5 | 0.32/4
R 1976-1984

i/ 12 mnth’s‘basis‘.’ % ,Chénges are from end 6f prior year'. 8
2/ Net Cap. Comts = Next two years projected capital expenditures for flight equipment and GPE.

.
i

AEROMoneyability-Inv. Capital

NATIONAL




PARAMETERS

_due to seating changes: and maximum wtilization.

LOAD FACTOR

Ad hoc by carrier; generally increasing between 3 and 4
percentage points.

L e s mim® e S 2 L L ULS. TRUNKS & PAA = = = —icn wmm o DD oo e m - o= o = = = = “NORTHWEST—~ — = =~ — = — = =~ — = — - -
ECONOMY USA  Strong growth into 1977. .Thereafter resumption of secular GNP DITTO
. real growth at 3-4% rate. . 'Inflation rate to be about 5% per
year in 1976 and 1977.  Thereafter ‘inflation to drop to 3%-4%
_per year. Unemployment rate to continue.slow drop; consumer
“income and confidence.to continue to advance. '
World ‘ Turnaround from recession levels slower than U.S. with DITTO
inflation rates to continue above USA's. )
1975-1980 1980-1984 1975-1980 1980~-1984
. . A : Growth Rate Compounded "GRC" . Growth Rate Compounded “GRC"
TRAFFIC Dom RPMs (All Services) 7.5% k 6.1% . Dom RPMs (All Sexvices) 7.9% 6.0%
L Int'l RPMs (" . ¥ ) '9.3% 7.4% Int'l RPMs (" " ) 8.1% 6.6%
CAPACITY ASMs ad hoc by carrier, but to generally increase at a-lower
: rate than RPMs. 1976~1977 and part of I878's increase mostly System ASMs (All Services) 5.5% 5.6% .

LOAD FACTOR System (All Services) to increase from 46.4%
in 1975 to 53.0% by 1984.

1976-1984 .

study. . AERO ADVANCED will be re-done, when and if the
various proposals have been enacted and a time frame is
established.

1976-1984
. . i A - : "GRC n "GRC "
COST Labor  (System) (Avg Compens/Empl). 7.7% Labor (System) {(Avg Compens/Empl) , 8.5%
INCREMENT = Fuel . { ") (¢ gal) 5.3% Fuel - { ") (¢ gal) . 4.6%
.. RATE Othexr ( " ). (Industrial Prices) 4.2% Other. ( " j {(Industrial Prices) " 4.6%
YIELDS Carriers' need to stay at least even with general Yields - Dom  (¢/RPM) 3.9%
i inflaticnary. trends, necessitates annual yield increases M~ Int'l (™M) 4.9%
between 3-5% minimum. ) .
EQUIPMENT Buys to concentrate on presently available aircraft through Buys concentrate on advanced 727-200's, DC-10-40°s, 747's and
: 1980. By 1981-1982 new technology aircraft parametered in 180 seat medium range type to allow for growth and phase-out
are: 180 seat medium range type of 707-320 fleet, 727-100's and older 727=200's not meeting
200 seat long range type -requirements under FAR Part 36. Carrier has, next to Continental,
to help with pressing need for fuel economies and to meet the strongest widebody posture (over 70% of ASMs in 1976) of all
) - .environmental imperative of the late 1970's and early 1980°'s. domestic -airlines.
MONEYABILITY Cost of Capital - Ad hoc by carrier. Prime lending rate DITTO
. at B-8.5% with carriers paying between % and 1 percent above
prime. ' o ' : ,
Availability of Capital - very restricted until deregulation Superb earnings posture together with depreciation and aircraft
debate is settled. Funds to come from banks, manufacturers sales, allows carrier to repay all debt currently outstanding and
and through leasing. Loans from insurance companies to finance all needs from internal sources. Carrier has excess
restricted to a very few carriers, due to constrained,cash working capital during study period, which should be used for
generation and earnings outlook. diversification or in a merger.
Cas Proposals undexr Aviation Act of 1975 not parametered into DITTO

Impact of Transatlantic Route case not parametered into study
pending final decision.

September 8,

1976 .

AERO AD: PARAMETERS 1976-1984

NORTHWEST




COMMENTARY

"EARNINGS"

Northwest s 1976 operatlng earnings will be almost double last year s figure, but due
to a higher tax rate (the carrier will not be benefiting from the investment tax credit
this year), the net result will not be as spectacular. 1977 looks to be a record year for
NWA as earnings approach $100 mllllon.

RPM growth on a system basis should be up about 12% this year, and comblned with a
5% yield increase, will produce a 17% gain in passenger revenues. NWA's cargo business
is booming and revenues in that area will be up 43% Total operating revenues will
approach §$1- billion this year.

NWA's unit costs are expected to rise 9% this year with labor costs leading the way
with a 18% increase. The big jump in labor costs is the result of the numerous .. "ective
bargaining agreements that NWA signed last year. NWA's unit fuel cost will rise only
4% as the carrier has already bitten the bullet in this area and is paying more than the
~industry average. The airline is keeping ASMs in check this year which should produce a
2.1% increase in the carrier's load factor.

- Northwest's excellent long-term earnings prospects (over 20% GRC) are more a result
of strict controls over expenses rather than an extraordinary rise in revenues. Labor
cost increases are held in check through the unusually high producitivity of NWA's employees
(1.95 MM ASM/employee vs. an industry average of 1,15 in 1975). Having wide-bodies fly over
70% of its ASMs, NWA has one of the most fuel efficient fleets and is better able to
absorb any fuel price increases. The carrier's hard-nosed management is well-known for
despising overhead, and as a result, NWA's "Other" costs are the lowest in the industry
(1.17¢/ASM in the first quarter of 1976 vs. an industry average of 1.55¢). Northwest's
equipment and its management of costs permits the carrier to make substantial profits
while flying with the lowest load factor in the industry. For the 12 months ended 3/31/76
NWA's system scheduled passenger break -even load factor was 41.6% while the industry averaged
55.0%.

Other items which keep expenses down and profits up include management's decision to
strive for commonality among its aircraft which reduces inventories, maintenance, and
training costs. As Northwest pays off its debt (see other schedules) interest expense is
reduced to zero and totals only $64 MM for the nine years. The carrier records substantial
capital gains on its used aircraft as it writes the planes off quickly, and sells them as
soon. thereafter as 90551ble. :

Even with thls optimistic forecast it should be noted that NWA's peak profit margin
is 10.9% in 1982 and its highest ROI is 14.3% in the same year. Back in 1965 NWA earned
17.4¢ on every dollar of revenue and the carrier made more than 20% on its investment
between 1964-1966.



EARNINGS

-’ calendar years =-

i

1976~
Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
) . ! Actual = = - = < '= =« = %o = - o - - Projected--==~=--c- -4 - -
Revenues-
Passenger $Mil 679 795 896 1002 1113 1238 1370 1504 1659 1817 {11,394
‘Freight. " 89 127 149 168 187 207 228 250 276 303 1,895
Total Revenues " 815 970 1100 1230 1365 1500 1670 1830 2030 2230 {13,925
.. Cash Oper Exp R
Labor " 223 265 295 330 369 413 463 517 578 647 3,8.7
Frel w is8 208 227 254 272 291 316 142 373 413 2,696
Other " 255 299 328 361 398 438 480 521 571 627 4,023
" motal COE " 666 772 850 945 1039 1142 1259 1380 1522 1687 {10,596
Dépr/Amért " 99 102 102 105 105 106 116 131 149 171 1,087
Total Oper: Exp R 765 874 952 1050 1143 1248 1375 1511 1671 18568 |11,€83
Oper. Earnings " 50 96 148 180 221 252 285 319 359 372 | 2,242
" Gross Interest " 13 18 12 8 8 8 6 3 1 - 64
Pre-Tax Earnings " 31 78 136 172 213 244 289 316 358 a72 2,178
Inc. Tax . $Mil 2 37 57 78 96 110 130 142 161 167 978 .
Eff. Rate % 8% 47% 42% 45% 45% 45% 45% 45% 45% 45% 458 .
Net Earﬁings : )
Airline Operations $Mil 29 41 - 79 94 117 134 159 174 197 205 1,200
"Nettings™ = - . B " 14 19 21 26 23 26 =) 26 23 - 28 210
Reptd to Stockholders » 43 60 100 120 140 160 180 200 220 230 1,410
RATIOS : ‘
Traffic (All Services) Bil/sChg ’
RPMs - DOM W/ omo . 17.05/.2 (7.92/13 8.48/ .7 9.05/ 7 9.64/ 7 10.3/°7 10.9/ 6 11.6/ 6 12.2/ 6 13.0/ 6 |5.95/7.0 GRC
REMs - System w998/ - 111,2/12 12.0/ 7. 12.8/ 7 13.7/ 7 14.6/ 7 15.6/ 7 16.5/ 6 17.5/ 6 18.6/ 6 |B.62/7.2 .GRC
ASMs — System wefoowoo 21,5/ 3:123.0/° 7 23.9/ 4 25,1/ 5 26.5/ 6 28.1/°6 29.6/ 6 31.2/ 5 33.0/ 6 35.0/ 6 {13.5/5.6 GRC
Ioad Factor - System B Y 46.4 48.5 50.0 51.0 51.5 52,0 52.5 53.00 53.0 53.0 6.6pts.
Yield - Dom ¢RPM/%Chg - 7.20/°2 {7.45/ 3 7.8/ 5 B.16/ 5 8.48/ 4 8.82/ 4 9.16/ 4 9.44/ 3 9.79/ 4 10.13/ 3 {2.93/3.9 GRC
Yield - System M/ Yo 6,80/5 [|7.13/°5 - 7.49/ 5 7.82/ 4 B8.14/ 4 -8.48/ 4 8.80/ 4 9,10/ 3 9.45/ 4 9,79/ 3 {2.95/4.1 GRC
COST IHCREMENT - (COE) . : )
- Labor (Non-Add) $Mil/ % 25/12 41/18 23/ 8 24/ 8 25/ 7 20/ 7 31/ 7 33/ 7 39/ 7 42/ -7 284
‘= Fuel B wygom 21/17 8/ 4 14/ 7 15/ 6 13/ 5 11/ 4 13/ 4 13/ 4 14/ 4 17/ 4 118
~ Other "/ 19/ 8 25/ 9 17/ 6 17/ 5 16/ 4 16/ 4 18/ 4 16/ 3 20/ 4 21/ 3 166
= Total = %~ wefeom 71/14 74/ 9 54/ 7 56/ 7 54/ 5 53/ 5 62/ 5 62/ 5 73/ 5 80/ 5 568
Heighted Index (1967=100) No /%Chg . 216/14 | 236/.9 - 252/ 7 270/.7 284/ 5 298/ 5 314/ 5 330/ 5 348/ 5 367/ 5 | 151/6,) GRC
AERO AD: EARNINGS 1976-1984

‘NORTHWEST




COMMENTARY

-;"FLIGHT EQUIPMENT"

In this year's ‘annual report PreSLdent Nyrop writes, "fleet superiority represents

' the single biggest marketing advantage an airline can have in a highly competitive industry.'
In following this philosophy NWA has assembled one of the most modern fleets in the lndustry
Nearly three-quarters of the carrier's ASMs are flown with wide-bodied equipment.

- Northwest's consistent profitability together with its extremely conservative accounting
pollcy {727s and 707s are depreciated over ten years, DC-10s and 747s over 15 years) has
permitted the carrier to turn-over its fleet at a much faster rate than other airlines.
Between 1955 and 1975 NWA purchased 216 aircraft while selling 139 planes, an average of
17 aircraft transactions per year. Because of managment's philosophy to continually
upgrade its equipment, NWA will be one of the least wvulnerable airlines to environmental
restrictions. In our study only five 727-200s in NWA's 1984 fleet are not meeting FAR Part
'36. To replace these aircraft would cost about $90 MM in 1984 dollars. With all of the
excess -cash that it wxll be building up (see other three schedules) NWA will have no
problem in meeting any tightening of envmronmentaW standards.

Notes: We have not 1ncreased seating on any aircraft until 1979-1980. We believe that
o + NWA ‘will be ordering some more 747 freighters in the early 1980's as the plane
has worked out very well for the airline in the year that it has been in service.

- The effects of the recent CAB ruling in the Transatlantic case have not been

- parametered into the study. If NWA does gain the new European routes, our wide-

bodied orders would have to be increased. According to our progectlons, (see
othexr three schedules) Northwest will be an over-financed carrier startlng in

- the next few years. As a result, we would not be surprised if the carrier buys
more -aircraft Lhan we had predlcted and enters the charter market in a ﬁmch
blgger way

FLIGHT EQUIPMENT"




FLIGHT EQUIPMENT - PURCHASE / REMOVALS / PAYMENTS / LEASES
GRQUND PROPERTY & EQUIPMENT (projected costs)

1985~
. BTN Unit 1975 - 1976 1977 1978 . 1979 1980 1981 1982 1983 1984 1984
PURCHRSES/LERSES (L) Actual | = = = = = -~ - - PROJECTED ~ = = = = = = = = oo = % o = = = = = = === == e - -
Additions No. A/C
727-200 8 - 4% 5 4 4 -~ - - - 17
T47¥/747 . 3F 2* 1F* - 1 - 3 - - - 7
180 Seat M/R - - - - - - - 8 6 4 18
DC-10-40 . - - - - - - - - 5 3 8
Total Addltlons 11 2 5 5 5 4 3 8 11 7 50
“Tétal Cost A/C Type= l/ $ Mill: y
727~200 66 - 41 55 46 48 - - - - 190
747F/747 S0 37 39 - 44 - 148 - - - 268
1180 Seat M/R. - - - - - - - - 212 167 117 496
DC—10-40 - - - - - - - - 186 117 303
Total Cost A:.rcx:aft: 156 37 —TBU 55 90~ a8 148 ravs 353 o3z 257
Renmovals Ne A/C
707-320 B/C ) 3 3 4 3 - - - - - - 10
727-100 - 2 4 6 6 7 7 - - - 32
£ 727~200 7 o B - - - - - - - 6 6 6 18
Total Removals 3 5 g £l i3 7 7 % 3 K 60
PAYMENTS i/
é Flight Egq Payments $ Mill '
" Advance Deposits " 37 20 16 28 43 67 80 77 70 80 480
-Delivery " 114. 37 56 38 63 34 103 149 247 164 890
Spares, Modifs etc " 4 3 8 L4 4 9 17 14 13 16 90
. Total Flt Eq Payments k " 155 .60 80 70 110 110 200 240 330 260 1460
\ETotal Flt Eq Leases 2/ v - - - ~ - - - - - - -
Total Flight Equipment M 155 60 80 70 110 110 200 240 330 260 1460
g bRD. PPROP, & EQUIP 3/ " 10 10 10 10 20 20 20 30 30 30 180

{NOTES: {L-Leased, all others 70%-purchased) M/R = Medium range; F = Freighter.
ax % cost per aircraft imcl base price + CFE/MC/spares. SH&E derived.

l/ Cost ver Aircraft Type = numbe
2/ Laasaes - NONE.

3/ Grd. Prop & Equlg, - Subject to management;reprogrammzng. .

4/ Payments - {SH&E derived; reflect escalation)

Advance Deposits = pre-delivery @ 30% of unit price.
Delivery -+ balance remaining @ aircraft acceptance
,;Spares Moalfs, stc - @:10% of aircraft cost{or derived).

= Firm Order

AERO AD: FLT. EQUIP/GPE 1976-1984
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COMMENTARARY

| "CAPITAL NEEDS AND SOURCES"

Based on our earnlngs and flight equipment forecasts, Northwest will not have to borrow
any money through 1984 to meet its $2.7 billion capital needs. In fact, NWA will be genera-
ting more cash than it needs and we have had to increase working capiﬁal above the three
weeks norm to absorb the excess cash. '

Northwest's fantastic cash flow (its cash generation ratio reached 15.5 mills) is
“a product of exceilent earnings and a conservative depreciation policy. In 1975 NWA
charged $7 MM more to depreciation expense than it would have if it had followed the CAB's
depreciation standard. A unique feature of NWA's cash flow is that earnings account for
more than 50% of it; whereas with most carriers, depreciation is the major component of
cash flow. The airlines' continual sale of used aircraft is an additional steady source
of funds. : »

~We have prematurely retired NWA's $200 MM bank revolver by the end of 1977. However,
we dld not prepay the existing $100 MM term loan which expires in 1983. The carrier could,
of course, prepay this debt based on our projections of excess working capital starting in
1977. Dividends are increased almost flve-fold during the study period.

NWA's financial officer has a pronlem fairly unique among the airlines - what to do
with excess cash. We have assumed that it will be used for short-term money-market
| investments, but we would not be surprised if NWA buys more aircraft than we have projected
I (see Flight Equipment commentary), or if it diversifies outside of the industry.

‘ ©In putting these capital expenditures in perspective it should be remembered that NWA

spent $1.4 billion on £flight and ground ‘equipment over the last nine years. Over the next

“nine years we have projected outlays of $1.6 billion, but if these expenditures are dis-

- counted at a 5% rate, the resulting present value is only $1.3 billion, or less than
Northwest spent between 1966-13975.

Récap:-'197s 1984

Needs: $2 71 billion {54% flight equlpment, 7% GPE, 10% debt retlrement, 10% d1v1dends,
and excess working capltal 15%).

~Sources: $2.70 bllllon or 100% J*om operatlons (52% earnlngs, 40% deprecxatlon, and 7%
" property sale/other). :

"CAPITAL NEEDS AND SOURCES"




. CAPITAL NEEDS AND SOURCES. ($ MILL)
~ calendar years -~

v . 1976~
~ 1975 1976 ©.19877 1978 1979 1980 1981 1982 1983 1984 1984
CAPITAL NEEDS - ‘ CBCTUAL = | = = = = = = = = e = = = = = = = PROJECTED = === =« = = =« - - = - e e m e .- - - 4--«-
Flight Eguipment Payments v )
~ Advance Deposits 37 20 16 28 43 Ce7 80 77 70 80 480
— Delivery ' 114 37 56 38 63 34 103 149 247 164 890
.=~ spares, Modif. etc. 4 3 8 4 4. 9 17 14 13 16 a0
_Total Flt Equip Payments 155 60 80 70 110 110 200 240 330 260 1,460
Add: Fit Equip Leases - - - - — - - - - - -
Total Flight Equipment . 155 60 80 70 - 110 110 200 240 330 _2FQ 1.460
Ground Prop . & Eq/Other '
Grd Prop & Equip . 10 10 10 10 20 29 20 30 30 30 180
. Debt Retirement - o oas 26+60 3479 4 - - 38 50 1z - 270
Dividends 10 10 13 22 28 28 36 36 48 48 - 270
. Other i <1 ‘4 5 3 2 2 6 4 - 2 30
i Total GPE & Other - ~__36 110 110 46 50 50 100 120 90 © _80 750
? End Wkg Cap (3wks COE proj) 13 40 50+40 60+170 60+270 70+380 70+390 80+370 90+330 1004400 500
"PCTAL CAPITAL NEEDS : 204 210 - 280 340 490 610 760 810 840 340 2,710
CAPITAL SOURCES
Beginning Working Capital (14) ' 13 40 90 230 330 450 460 450 420 10
Operations ; ‘ : : ' :
— Net Earnings (Rept'd) 43 60 100 120 140. 160 iso - 200 220 230 1,410
~ Depreciation/Amort _ 99 : 102 102 105 105 106 ile 131 149 in 1,090
N = Property Sale/Other 8 30 . 35 25 15 14 14 19 21 19 190
= Other . : 10 5. 3 - - - - - - - 10
Total Operations ‘ 160 197 240 250 260 280 310 350 390 420 2,700
Financing Arrangements
;=" Senior Debt-Banks ) 58 - - - - - - - - - -
: - . ©" :=Insco/Others : - - - - : - - - - - - -
- Subord Debt . : L - - - - - - -~ - - -
- Leases (Cap @ AC Cost) o= - - - - . - - - - - -
=~ Deposits returnable i - | - - - - - - - - - -
- Stock sales v . = - - - - - - - , =
Tot Fifiancing Arrangements 58 - - - - - Bq; —
: : : , 610 760 8 840 2
. TOTAL CAPITAL® SOURCES 204 210 280 340 490 .
' FINANCING TO BE ARRANGED - - - - - :

AERO AD: CAPITAL NEEDS & SOURCES 1976-1984

NORTHWEST




COMMENTARY

"MONEYABILITY“

In an lnduSLry that is known for its use of leverage (both flnancLal and operating)
. Northwest may in the next few years be in the anomalous position of being debt free. At
- the end of 1978 NWA's only debt could be their $100 MM term loan (due 1981-1983) now out-
standing. However, with $230 MM in working capltal at the end of 1978, NWA could certainly
prepay this debt if it so chooses.

Working capital is raised to unusually high levels because the carrier's superb
cash flow generates more funds than are needed. Besides prepaying debt, as mentioned
above, NWA may decide to use some of this excess cash to buy more equipment and enter
the expanding ‘charter markets, and/ox to diversify outside of the industry.

Northwest's excellent earnings and cash flow outlook show up vividly in the operating
ratio declining to 82%, the return on investment climbing to 14.3%, and the cash generation
ratio staying way above the 5 mills norm. It should be noted however, that back in the
mid-1960's, NWA's ratios were even better than these. ,

NWA's "Monevability" ratios are the best in the industry. The carrier presently
qualifies under the N.Y. State Insurance Law. All avenues of financing are open to NWA's
treasurer, but as indicated on the Capital Needs and Sources schedule, there will probzably
be no reason for NWA to seek external financing.

If one can find a fault with NWA's “Moneyablllty posture, it would have to be thet
the carrier is over-financed. The revenue to invested capital ratio rises in 1976 and 1977
but then flattens out £for the next seven years. Alsc, the cash flow per dollar of equity
ratio is very low for such a profitable carrier. This indicates that NWA has too much
equ1ty for its size of operation. ‘ :

As mentioned in last year's Aerb Advanced report, the only "Moneyability" problem
Northwest has is what to do with its abundant riches.

"MONEYABILITY"




A e e vrrind

MONEYABILITY - INVESTED CAPITAL
. (System ~ All Services) s

- : : : 1976-
R : 1975 1976 1977 1978 _1879 - 1980 1981 1982 -~ _1983 1984 1984
i |. INVESTED CAPITAL | : UNIT Actual |=. T T T T T o7 Tomrm=m=seProjected - - - -cossssoess s s -~
|, Debt : $ Mil : ) . )
| Semior Debt - Banks ; e 239 | 179 100 100 100 100 62 12 - - (239)
. ii.Senior Debt=-Insco/Other : " : 33 L1 e 4 100 100 100 62 12 - - - (33)
i. Senior Debt-Leases Cap'd . ) - - - - . - - - - - = =
| Senior Total - Reptd " : 272 186 104 160 " 100 100 62 12 - S e @72)
" Senior Total + Cap Lses . o, 272 186 104 100 100 100 62 12 - - (272)
| Subordinated " - = - - - - - _ - R ot
! Total Debt ~ Reptd . Com 272 186 104 100 100 100 " 62 12 - - (272)
Total Debt + Cap Lses " L2120 186 104 100 100 100 62 12 - - (272)
| Stock " L 624 674 FT61 859 971 1103 1247 1411 1583 1765 1141
|. Stock + Sub Debt EH " 1624 674 761 859 L971 1103 1247 1411 1583 1765 1141 -
| Tot Inv Capital-Reptd Wl 896 860 865 959 1071 1203 1309 1423 1583 1765 869
- 7ot Inv Capital + Cap Lses LR i 896 860 865 959 1071 1203 1309 1423 1583 1765 BE9
. ' FLIGHET EQUIPMENT o " . .
|\ "Depr Cost LT T 977 915 " 894 849 844 795 .. 837 931 150 1230 253
| Depr Cost + Mfr Deposit Lo 977 935 906 872 884 /888 ©.066 1073 » 1256 1346 | 369 ¢
| Depr Cost + ™ + Cap Lses Stm 977 - | 935 906 872 884 888 956 1073 +1256 - 31246 | _369 -
|| WOEXING CAPITAL - : . ‘ ; : ' ¢ )
|| Tocl Cur Debt/Equiv Wks COE  $Mill/Wks 13/1 40/3 90/5 23043 33045 45040 46049 - 450A7 _4204a _s0o0hs | _es744
RATIO avarysisy (G) UNIT/NORM
Sz Debt ¥ . : : : .
Equity (Stk + Sub) : %=150% 44 28 .14 12 10 9 5 1 - - (44)pts.
. Sr Debt = : ) . .
Fl Bg (=t + Dep + Lse) %~ 80% 28 20 11 i 11 11 6 1 - - (28)pts.
Cap Lses Share Flt Eq S %= 33% : - - D= - - - - - - - - '
! Total Debt ¥ : o ‘ ‘ ' -
E | Stock Bquity ' $-175% 44 - 28 14 12. 10 9 5 1 - - | tas)pts.
! .
. M ¥ State Ins Law o Coee ‘ '
| Fix Chg Cov - 12 tos %=1.5 " . .2.0 3.3 5.7 7.6 8.7 9.5 1.2 0 12.7 14.3 1.3 12.3x
! rix Chg Cov = 5 yr Avg. x-1.5 LT 2.2 3.1 4.2 5.5 7.0 8.5 9.9 11.3 12.4 10.7x
|| Oper Ratio (Airline) TS s 94 90 87 85 84’ 83 82 83 82 83 11)pts.
| Return On Inv (Corp) % . 6.9 9.1 12.9 . 13.3 13.8 . 14.0 14.2 14.3 14.0° 13.0 6.1 pts.
' Rev % Tot Inv Cap s 0091 1.13 1.27 1.28 1.27 1.25 1.28 1.29 1.28 - 1.26 0.35 ' -
| Wet €Cap Comts 2/ $ Mil T30 170 210 . 260 350 490 630 650 580 600 .- '
| Fin Argd /'t Argd, s 61/203| = 29/17 /- Am - e 7= A g
. |' cash Generation . . : -
' Flow per $ Equity ¢/% Chg-30 21/(9) 21/~ 24/14 - 23/(4) . 2%/- 22/(4)  22/- 22/ - 22/~ 21/ (5) -
Rev Less COE .- Mills/% Chg-5.00 . .
per ASM o v 6.93/(17) 8.61/24 10.5/21  11.4/ 8 12.3/8 12.7/4 13.9/9  14.4fa 15.4/7 15.5/1 | 8.57/124
: - : MONEYABILITY

1/ 12 mnths basis. % Changes are from end of prior year. -
2/ et Cap Comts = Next two yéars projected capital expenditures: for : ‘ EORTHWES T
== o'

;. f£flight eguipment and GPE. .




PARAMETERS

U.S. TRUNKS & PAA = = = = = = = = = = == = =

mms mle e e e e m - 2w TUUS, TRUNKS & PRA == = m = = = m = o mm s ofemieim s o s s - - o PAN AMERICAN = = = = = = = = = = = « = = = =
- ECONOMY USA Strong growth into 1977. Thereafter resumption'of secular Ditto
GNP real growth at 3-4% rate. Inflation rate to be about 5%
per year in 1976 and 1977. :Thereafter inflation to drop to
34-4% per year. Unemployment rate to continue slow drop;
consumer income and confidence to continue to advance. )
World Turnaround from recession levels slower than U.S. with Ditto
: inflation rates to continue above USA's.
l 1975-1980 1980-1984 1975-1980 1980-1984
) K I "~ Gropwth Rate Compounded "GRC" : Growth Rate Compounded "GRC" -
‘TRAFFIC Dom RPMs  (All Services) 7.5% 6.1% Dom RPMs (All Services) 7.9% 6.0% .
’ Int*l RPMs (" @ " ) 9.3% 7.4% Int'l RPMs (" " ) . 9.0% 7.6%
CAPACITY ASMs ad hoc by carrier, but to generally increase at a lower “System ASMs (All Services) 6.1% 7.08
; rate ‘than RPMs.  1976-1977 and part of 1978's increase
i mostly due to seating changes and méximum utilization. )
; LOAD FACTOR = Ad hoc by carrier; generally increasing between 3 and 4 LOAD FACTOR System (All Services) to increase from 52.2%
percentage points. in 1975 to 60.0% by 1984.
©1976-1984 1976-1984
IIGR " lIGRC'I
COST. Labor (System) (Avg Compens/Empl} 7.7% Labor (System) (Avg Compens/Empl) 8.1%
INCREMENT Fuel (" ) (¢ gal) 5.3% Fuel ( " ) (¢ gal) 5.2%
. 'RATE ~Other (. " ) (Industrial Prices) 4.2% Other (. " ' ) (Industrial Prices) 4.2%
YIELDS Carriers' need to stay at least even with general Yields «~ Dom (¢/RPM) 4.0%
inflationary trends, necessitates annual yleld increases " = Int'l (") 3.7%
- between 3=-5% minimum.
EQUiPHENT Buys to concentrate on presently available aircraft through . Buys concentrate on 747SP, 747B and 200 seat long range
N .. 1980, .. By 1981-1982 new technology aircraft parametered in types to allow for growth and gradual phase-out of
are: 180 seat medium range type 707-300B&C aircraft. No Concorde operations parametered
. 200 seat long range type in for economic reasons.
-to help with pressing need for fuel economies and to meet the
environmental imperative of the late 1970's and early 1980°'s.
L MONEYABILITY Cost of Capital - Ad hoc by carrier, Prime lending rate Ditto
| R at 8-8.5% with carrlets paylng between % and 1 percent above
prime, ) )
Availability of Capital - very restricted until deregulation Restructuring of subordinated debt in 1976 plus dramatic
debate is settled. ‘ Funds to come from banks, maaufacturers earnings improvements from 1978 on will allow PAA to
and through leasing. - Loan$ from insurance companies finance most needs internally. Combination of aircraft
restricted to a very few carriers, due to. constralned cash leasing, some bank and other senior loans plus sale.of
generatzon and earnings outlook. equity will be most likely financing options to fulfill
remaining needs.  NYS insurance law fixed charge coverage
; ) e test met by 1981.
. CAB Proposals under Aviation Act of 1975 not parametered into Ditto ‘
study. AERO ADVANCED will be re-done, when and if the Impact of Transatlantic Route case and court ruling on Route
- various proposals have been enacted and a time frame is swap with TWA not evaluated until final decisions.

established.

‘July 29,1976

_PARAMETERS 1976-1984
PAN

AERO AD:
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COMMENTARY
“EARNINGS“'

Last year 'Pan Am's .system, all serv1ces,y1eld was up a whopping 15% while the domestic
trunk carrlers had to settle for a virtually flat year as discount fares eroded their
yleld base. This year, however, while the trunks are beginning to benefit from rate
increases and discount fare reductions, Pan Am is facing an actual decline in its yield as
discount RPMs are wiping out all of its fare increases. Scheduled yields in the second
quarter were down 6,9% from last year.  So, whereas system RPMs will be up 9% the yield
decline will keep revenues from rising more than 8%.

Operatlng expenses are being held in check by a combination of factors. The route
restructuring of the airline has permitted Pan Am to reduce employment 6.6% from the June
30, 1975 figure. - The much greater utilization of 747s has reduced fuel consumption and
:even the price per gallon of fuel has not increased as much as had been expected. Finally,
the airline has kept capac1ty in check {(up only 0.5% in the second quarter).

v Operating earnings should 1mprove $36 million over last year, and if the revenue
adjustment Pan Am made in 1975 is excluded, the lmprovement would be $64 million. However,

. as simply an operating airline, Pan Am Ulll still be: in the red. The $108 million in

"Nettings", which will permlt Pan Am to report a record profit, is composed primarily of
an $83 million after-tax gain on its debeneure swap. '

The longer term earnings outlook for PAA is qulte optlmlstlc for the following reasons:

l) International trafflc growth will be increasing at a faster rate than domestic
RPMs; g

2) Pan Am's employee productivity will continue to improve faster than that of

- the domestic trunks because of its route structure and its equipment, and

'3) Pan Am's fleet is the most fuel efficient in the industry. On a gallon of

' fuel per ASM basis, Pan Am'‘s aircraft was 10% better than runner-up Northwest
in 1975. With the introduction of the 747SPs and the gradual phase out of
the 707s Pan Am's fleet will continue to be the industry leader in this key area.

It should be kept in mind that in 1981 Pan Am's earnings of $160.mill@on is only
4.9% of revenues and the resulting ROI is only 12.8%. The corresponding figures for

1966 were 10.2% and 14. 6%

"EARNINGS"




EARNINGS

~ calendar years =

| ~ , 1976-
Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 | 1984
o Actual ) e e s e - S - _——— e e = - PROJECTED—--_ ------------------
".'Revenues . . e : : : : .
Passenger S SMil 1230 1340 1547 1765 2000 2249 2524 2814 3136 3487 20860
Freight ‘ 264 . 294, 327 364 405 450 496 546 602 663 4150
Total Revénugs ‘ 0o 1674 1807 2037 2314 2610 2930 3283 3652 4063 4510 27200 °
, . Cash Oper Exp : -
S . +.Labor ; : " 606 638 . 723 811 911 . 1024 1149 1292 1451 1632 [ 9u30
! Fuel ‘ ’ "o 343 368. 402 435 . 478 522 567 620 688 762 - 4840
Other , ‘ o 636 682 768 853 950 1058 1177 1305 1460 1626 9880
! Total COE , " 1585 1688 1893 2099 2339 2604 2893 3217 3599 4020 24350
‘Depr/Amort 5 .o 124 118 115 125 133 141 148 156 171 191 1300 77
Total Oper Exp S o 1709 1806 2008 2224 2472 2745 3041 3373 3770 4211 |, 25650
Oper. Earnings e (35) L 29 90 138 185 242 279 293 299 1550
Gross Interest , n 54 48 45 46 49 50 49 48 46 43 420
Pre-Tax Earnings’ v - (89) (47) (16) S a4 89 135 193 231 247 256 1130
Inc. Tax ' v $MiLl. . (8) (25) (). . 13 27 41 58 81 99 102 390
Eff. Rate ' e R ; S er .cx cr 30% 30% 308 - 30% 35% 40% 40 35%
_Net Earnings - R AR _ . , Y
Airline Operations '~ = $Mil : (81) ©{22) (14) 31 62 94 135 / 154 740
“Nettings" o Lo 38 1108 v 24 29 28 26 25 0, 26 310
Reptd to Stockholders = " _ (46) 86 - 10 60 90 - 120 160 170 170 180 1050
RATIOS ; o
i | Trafric (all Services) ' Bil/%Chg ' .
i ' RPMs - DOM 77 . <"/ 0" 1.75/°3 |1.98/13 2.11/. 7 2425/ 7 2.40/°7 2.56/ 7 »2.72/ 6 2.88/ 6 3.06/ 6 3.23/ 6 {1.48/7.0 GRC
RPMs' - System’ .-l ; v/ 18.2/(9) [19.9/.9 21.8/ 9 23.7/9 25.6/8 27.7/:8- 29.9/8 32.1/ 7 34.5/ 7 36.9/ 7 |18.7/8.2 GRC
ASMs - System , M/ " 24.9/(5)|36.3/ 4 38.4/°6 41.0/ 7 43.8/ 7 47.0/ 7 50.3/°7.53.5/6 57.5/7 61.6/ 7 |26.7/6.5 GRC
Load Factor - System ; L 52.2 54,8 . 56.7 57.6 58.5 59.0 59.5 60.0 60.0 60.0 7.8
¥ield - Dom. ' - ¢RPM/%Chg  5.37/13 |5.64/ 5 '5.88/ 4 6.12/ 4 6.35/4 6.61/4 6.87/4 7.11/ 4 7.36/ 3 7.61/ 4 |2.24/4.0 GRC
Yield - System : ‘ g™/ 8.18/15 [6.73/(1) 7.11/ 6 7.46/ 5 7.80/ 4 8.11/°4 8.43/ 4 8.76/ 4 9.09/ 4 9.44/ 4 |2.66/3.8 GRC
COST' INCREMENT ' (COE) S IR ; S ,
= Labor (Non-Add) ' $Mil/ % 51/10 75/13 60/ 9 - 60/8° . e68/8 -66/7 . 75/ 7 - 86/!7 93/ 7 107/ 7 691
= Fuel " i o gom 7 34/11 23/ 7 33/.9 24/ 6 23/ 5 21/ 4 21/ 4. 25/ 4 26/ 4 29/ 4 225
- Other . ™ Ry wyom 49/ 8 21/ 3 46/.6 "33/ 5. .39/ 4 38/ 4 45/ 4 53/ 4 57/ 4 61/-4 393
~ Total R Lo : /o 133/10 |-119/°8 '139/8 117/ 6 130/ 6 125/5 141/ 5_ 164/ 6 177/ 5 1977 6 1309
Weighted Index (1967=100) No /achg - 214710 231/ 8 250/ 8 264/ 6 280/ 6. 294/5 .309/5 326/ 6 343/ 5 . 362/ 6 | 148/6.0 GRC
: e v | - ‘ : ; : ‘ AERO AD: Earnings 1976-1984
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| SRS Ty e COMMENTARY
"FLIGHT EQUIPMENT" = ; | | .
As a result of its route restructuring during the last two years, Pan Am has been

able tofsell‘off‘nearly one-third of its older, narrow-body fleet and increase accordingly
the role of the 747.  This year‘the 747s, including the five new SPs, will account for

~'75% of the ASMs flown by the carrier. By utilizing the 747 to its fullest potential,

' Pan Am is saving money in two key areas: the 747 is much more fuel efficient than the
-~ 707; and labor costs can be reduced as not as many employees are needed when one 747
replaces 2% 707s. : '

, Based on the traffic forecast used for this study (see Earnlngs schedule), Pan Am \
- will need additional equipment by 1978. Assuming that our earnings forecast is not too o
far off the mark, SH&E believes that PAA should have little problem in getting creditor
approval to buy the aircraft. Additional 747s and SPs are bought to meet RPM/ASM Ggrowth and
to replace some of the sold-off 707 capacity. By 1982 SH&E believes that there will be

an advanced technology 200 seat long-range aircraft which will replace 707s and DC8s.

Paﬁ CAm w1ll use this aircraft on its lower density routes. ‘

With 1ts cargo bu51ness ‘booming this year, PAA has just recently added its third
747 freighter. However, one of the 747Fs is leased and must be returned to World Airways
~at the end of 1977. 'SH&E would not be surprised if Pan Am added additional 747Fs to its
fleet, particularly 1f Lhey could buy used 747s and have them converted to a‘cargo con-
flguratlon._ ‘ ,

By the end of 1984 the " 13 727s flylng in and out of Berlin will be the only aircraft
in Pan Am's fleet that do not meet the environmental requirements of FAR Part 36. Assuming
the 727s had to be replaced, it would cost Pan Am about $100 million in 1984 dollars. By far
andiaway Pan Am in 1984'Will have the most modern and fuel efficient fleet of the Big Five.

N.B. It is assumed for tﬁe purposes of this study that the current two year leases on the
flve 747SPs will be extended to 16 years.

© WPLIGHT EQUIPMENT"



FLIGHT EQUIPMENT = PURCHASE / REMOVALS / PAYMENTS / LEASES

GROUND PROPERTY & EQUIPMENT (projected costs)

Delivery -~ balance remaining @ aircraft acceptance
Delavery

Spares,Modifs, etc - @ 10% of aircraft cost(or derived)

' 1976~
: : : CUnit 1975 1976 1977 1978 1979 1980 1981 1982 1983 - 1984 1984
PURCHASES/LEASES (L) Actual | =~ s e e e e e s - PROJECTED ~ == === oeocooee=osea= Il T
.aAdditions No. A/C ,
747 SP S - 5L - .6 4 4 3 - - - 22
747 cargo = 1*L - - - - - - - - 1
747 B - - - - 2 2 3 4 - 2 13
200 seat L/R - - - - - - - 6 .12 8 26
Total Additions: = 6 - 6 6 6 [3 10 12 10 62
Total Cost A/C m 1/ $§ Mill '
747 Sp : - 142 - 211 148 155 122 - - - 778
747 Cargo - 33 i - - - - - - - - 33
747 8B : - - - - 85 89 141 197 - 108 620"
200 ‘Seat L/R - - - - - - - 185 371 260 816
‘Total Cost Aircraft - = 175 =" I 233 a3 63 382 ey 388 237
) Removals No A/C
707-300 B&C : 14 14/2L 5 5 5 7 7 7 2/5L S/1L 65
727 V 7 - - - - - - - - - -
707-120/720 - 5. 4 - - - - - - - - 4
747-100 F - - 1L - - - - - - - 1
Total Removals 26 20 6 5 5 7 7 7 7 6 70
o PAYMENTS 4/
- Flight Egq Payments. $ Mill :
' Advance Deposits o - 17 T .BS 85 95 125 111 79 60 60 720
: Dellvety " - - - : 148 R 93 98 105 153 148 147 890
Spares, Modlfs ete B 57 13 15 17 12 17 14 18 22 —23_ ~180
Total Elt Eq Payments " 57 30 100 250 200 240 230 250 . _230_. 230 1260 .
Total Flt Eg Leases 2/' " - 175 - - 70 .70 -~ B0 110 110 110 - | 135
Total Flight Equipment " 57 205 100 250 270 110 210 380 320 340 2485
. GRD. PROP, & EQUIP 3/ " 12 15 20 _.20._ 30 30 30 40 40 — A0 265
NOTES: (‘”-Lv_ased, all others: 70% purchased) ) ;
l/ Cost per Aircraft Type -~ number x cost-per aircraft incl base price + CFE/MC/spares. SH&E derlved. . '
2/ Leases — @ 30% of total an:craft ‘cost. per year (1979-1984). AERO AD:  Flt. E GPE 1976-1984
3/ Grd. Prop. & Equip. - Subject to management reprogramming.
4/ Payments —(SH&E derived; reflect escalation)
Advance Deposits = pre-delivery @ 30% of unit price. . PAN AMERICAN




COMMENTARY

"CAPITAL NEEDS & SOURCES"i»

Pan Am's cash position is so 1mproved that the airline recently prepaid its remaining

| bank debt. A combination of leasing the six new 747s, the sale of 707s, and improved

operating results will increase Pan Am's working capital (including current debt due)
$45 mllllon durlng 1976. :

. With no flight equlpment on order for 1977 and debt retlrement only -$29 million (the
qrecent debenture swap improved an already managable mandatory debt amortization schedule)
Pan Am W1ll be able to meet all of its capltal needs from internal sources. In 1978,
however, Pan Am.will need $110 million in outside financing to help pay for the needea
six additional SPs. If earnings are as good as predicted (see Earnings schedule), Pan Am
could probably go to the stock market: to raise some of the needed funds with the remaining
money coming from the banks.

Pan Am's cash generation ratio goes over the 5 mills norm in 1978 (see Moneyability
schedule) which permits the carrier during the study period to finance 68% of its needs
from internal operations. The largest source «of outside financing is leasing which
accounts for 30% of the value of incoming airplanes between 1979 and 1984. With the
earnings that we have projected, Pan Am.may decide to lessen its reliance on lease . .
financing (lessors may also lose interest in this type of financing for a variety of
reasons). If this dbes'@ccur, Pan Am should not have too much trouble getting money from =
Eother scurces as the carrler s ratios are all well below the danger level.

: Durlng the nine year study period projected capital expenditures for fllght egquipment

' and GPE are $2.75 biliion. If these outlays are discounted back to the present at a

5% rate, the resultlﬁg $2 2 billion is exactly the same amount that Pan Am spent between -
1966 and 1975

Recap 1976—1984

(Needs; $3‘73 blllloh (67% flight equipment, 7% GPE, 14% debt retirement, and 6% dividends).
fSources. $2 53 billion or 68% from operations (28% earnings, 35% depreciation).
$1 13 bllllon or 30% new flnanc1ng ($ 92 bllllOn, or 25% to be arranged.)

"CAPITAL NEEDS & SOURCES"



CAPITAL NEEDS AND SOURCES ($ MILL)
- calendar years -

; - : 1976-
. . 1975 1976 1977 1978 1979 1980 1981 1982 1983 19834 1984
CCAPITAL NEEDS. - . . . ACTUAL = |- = = == = = = = = = = « = = = = PROJECTED S~ === == == === === == s r e e - -
Flight Equipment Payments ) . - : )
. =" Advance Deposits ‘ Lo 17 85 85 95 125 111 79 60 60 720
‘— Dellvery . ’ - B - - 148 i 93 98 105 153 . 148 147 890
- Spares, Modif. etc. i 57 13 15 7 ] 12 17 i4 18 22 23 150
Total Flt Equip ‘Payments _ 571" 30 100 250 <200 - 240 230 250 230 230 1760
add: Flt Equlo Leases - S - 175 .= - 70 70 80 110 110 110 7258
Total Flight Equipment cis7o 208 100 250 - _270 310 310 360 340 340 2485
Ground Prop ' & Eq/Other : , , o k
Grd Prop & Equip ) 12 . 15 20 20 30 30 30 40 .40 40 265 ,
Debt Retirement ' 90 .- 67+114 29 30 37 33 35 35 37+30 42430 520
Dividends L . : i - = - - 13 27 35 - 45 45 45 210
Other N R = 9 . 1 - - - - - 8 3 20
fTotal GPE & Other | i 102 205 50 50 80 90 . 100 120 ' 160 + _160 101S
End Wkg Cap (3wks COE pto)) 75 120’ 110 120 130 150 170 190 210 230 230
TOTAL -CAPITAL NEEDS I ‘ 234 - . 530 260 420 480 850 880 670 710 230 3230
CAPITAL SOURCES " ' k
Beginning Working Capiﬁal : .69 75 -+ 120 ' 110 120 ‘]3Q 80 . 170 i K- To T 210 as
Operations K ’ i B L . . } :
-~ 'Net Earnings' {Rept'd) ' (46) - - .86 10 60 S0 120 160 - 170 170 180 1050
= Depreciation/Amort . . o 124 118 115 125 133 141 148 156 171 191 1300
- Property sale/Other 89 45 15 15 15 20 22 14 19 9 170
= Other . } Ll (2) 2 - - 2 9 - - - < 10
Total Operations ‘ ‘ 135 247 140 200 240 290 330 340 360 _380 2530
Financing Arrangements : , ’ _ - 160
- Senior Debt-Banks 30 - = 70 30 40 : 28 20 - . 20
- " % =Insco/Others : - ‘ - - - - - - 0 - °
~ Subord Debt : - - - T = - -
' 110 110 725
- Leases (Cap @ AC Cos t) e - 175 i3 - 70 70 gg l§8 30 10 180
= Deposits returnable ‘ S 33 - = 20 20 ‘ - _ - 40
- Stock Sales' et - - 40 - a0 1125
. ; 160 160
Tot Financing Arrangements . 30 208 - 110 120 130 -209 730 3730
. . : ' 670 710
TOTAL CAPITAL SOURCES 234 530 260 420 480 550 . 580‘
i i : - , 1 ' 160 160 140 920
FINANCING TO BE ARRANGED - - . - . 110 . 120 130 100

AERO AD: Capital Needs & Sources 1976-1984
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COMMENTARY

"MONEYABILITY"

Pan Am's improving fortunes are clearly evident on this schedule. The crucial cash
generatlon ratio goes over the 5 mills norm in 1978 and stays comfortably above that level.
As a result of its stronger operating postu*“i Pan Am is able to reduce its debt load over
the nine year period even though the book viiue of its fllght equipment almost doubles
during the same tlme span.

The potentlal earnlngs improvement 1is refTected by the operating ratio falling to
92% and the carrier's ROI reaching 12.8% in 1981.(Pan Am is the only one of the Big 5
carriers in this year's SH&E studies to earn more than the CAB's 12% standard). By 1981
the airline will be meeting the fixed charge coverage test in the N.Y. State Insurance Law
-and will thus be eligible once again for long-term insurance money.

By selling 14 707s and leasing the 6 new 747s (5 SPs and 1 freighter), Pan Am has gone
way above the 33% norm of leased flight equipment to total flight equipment. This rules
out the leasing of any of the 6 new SPs to be delivered in 1978. (see Fllght Equipment
schedule). Starting in 1979 30% of the value of incoming flight equipment is leased for
the purposes of this study. If, however, PAA decides not to lease, all other avenues of -
outside financing should be open to the carrier as all of its key ratios are in good shape.

- As opposed to the other Big 5 carriers, PAA would not face a massive financial headache
if the envirommental restrictions of FAR Part 36 were to be strictly enforced in the next
few years. With 75% of its ASMs currently being produced by 747s, Pan Am is much less
- vulnerable to a forced fleet equipment revamping than the other major carriers.

The recently completed debenture swap has improved Pan Am's "Moneyability" stance by:
1) getting some eguity onto the balance sheet; 2) lengthening the carrier's debt maturity;
and 3) increasing the possibility, through the lower conversion price, that some of the
c.v. debt will be converted into common equity.

"MONEYABILITY"



" {System — All Services)

1976~

‘ 1975 1976 1877 1978 1979 1980 1981 1982 1983 1984 1984
INVESTED CAPITAL ‘ UNIT Actual 4 = -~ o= - e e S ol - PROJECTED === == == s o = = == = = = = S AP
Debt : $-Mil v
Senior Debt = Banks FLUIEE 30 - - 70 100 140 140 160 : 130 100 70
Senior Debt-Insco/Other R D 380 343 317 292 266 240 .21 190 185 160 (220)
Senior Debt-Leases Cap'd " 236 375 . 342 309 342 373 405’ 466 516 562 326
Senior Total '~ Reptd : n k 410 343 317 362 366 380 T 355 - 350 . 315 T~ 280 | {150y
Senior Total + .Cap Lses " 646 718 659 671 708 753 760 8le 831 822 176
Subordinated i . 466 351 348 343 332 325 315 305 292 276 {190)
Total Debt = Reptd . " 876 694 665 705 [::] 705 670 655 G07 536 1330)
Total Debt + Cap Lses . " 1112 1069 1007 1014 1040 1078 1075 1121 1123 1095} (13)

1 Equity ‘ . ' ‘ ,

Stock. ) o 257 343 353 453 530 623 748 873 998 1133 876
Stock + Sub Debt . ' " 723 1 694 701 796 862 948 11063 1178 1290 1409 686
Tot Inv Capital-Reptd e : " 1133 1037 1018 1158 1228 1328 1418 1528 1605 1669 536
Tot Inv Capital + Cap Lses " 1369 1412 1360 1467 1570 1701 1823 1994 2121 2231 862
FLIGHT EQUIPMENT o ’ )
Depr Cost : e : 696 588 511 617 670 724 789 933 1060 1166 470
Depr Cost + Mfr Deposit - tm 712 588 596 724 802 908 1005 1113 11189 1244 532 X
Depr: Cost +. . " + Cap Lses " ; 943 ' 963 938 1033 1144 1281 1410 1579 L1705 1806 858
WORKING CAPITAL o : :
Incl Cur Debt/Equiv Wks COE . = $Mill/Wks 75/ 2 1207 4 110/ 3 120/ 3 130/ 3 150/ 3 17073 190 13 210/ 3 230/ 3 155/1
RATIO ANALYSISY (G) ' UNIT/NORM
5x Debt + : ) : -
Equity (Stk '+ Sub) %-150% 89" 103 94 84 82 79 72 69 64 58 (31) pts.
Sr -Debt + . .
F1 Eg '0ist 4.5+ Lse) %~ B0% , 68 S 75 ‘70 65 62 59 54 52 49 46 (22) pts.
Cagt Ls=s Share Tlt EQ - 33% 25 39 36 30 30 29 29 30 30 31 6 pts.
Totai Debt + ; : S
Stock Equity : %-175% 433 312 285 S224 196 173 . 144 128 113 97 . {336) pts.
M Y State Ins Law . '
Pix Chg.Cov - 12 ¥o3 w=1.5 0.3 0.7 0.9 1.3 1.6 1.8 2.1 2.2 2.2 2.2 1.9x
Fix Chg Cov = 5 yr Avg Cx=1.50 0.3 0.4 0.5 0.6 1.0 1.3 1.5 1.8 2.0 2.1 1.8x
Opexr Ratie [Airline) ' s . 102 100 99 96 95 . 94. 93 92 93 93 (9) pts.
Return On Inv {Corp) ' L) ., 1.5 10.8 5.4 8.4 10:1 11.2 1 12.8 12.3 11.6 11.4 9.9 pts.
Rev + Tot Inv Cap .. i s . 1.22 -'1.28 1.50 1.58 1.66 1.72 1.80 1.83 1.92 2.02 . 0.80
Het Cap Comts 2/ 0§ Ml €9 390 570 .- 640 . 680 740 780 760 700 660 -
Fin Avgd /% Argd R4 60/87 | -/~ -f- - -/= -/- -/ -/- -/= -/ -/
Cash Generation' ) ) i Y
Flow per $. Equity ' ¢/% Chg=-30 67100, 14/133 14 /- - 20743 23/15 25)9 27/8 267{4) . 25/(4) 24/(4) 18/300
Rev Less QOE . Mills/% Chg=5.00
per. ASM ' : : 2.55/2641 3.28/,29 3.75/14 5.24 /40 6.19/18 6.94/12 7.75/12 8.13 /5 8.07/(1) 7.95/(1) 5.40/212

Moneyability
AERO .AD : Inv. Capital 1976-1984

Xote:’ (G) - See Glossary.
1/ 12 mdnths basis. - % Changes are from end of prior vear. .

2/  Net Cap Comts = Next two years projected capital expenditures for flight

equipment and GPE. ? AN AMERICAN
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S e D S i e = o - U.S. TRINIKS & PAA — = = = — = = = = = = = = =

PARAMETERS’

LOAD FACTOR -

due to seating changes and maximum utilization.

Ad hoc by carrier; generally increasing between 3 and 4
percentage points.

——m e e - - - TRANS WORID = = = = ~ = = = = = = = = =
VY ECONOMY. USA Strong growth into:1977. Thereafter resumption of secular GNP Ditto
real growth at 3-4% rate, Inflation rate to be about 5% per
year in 1976 and 1977. Thereafter inlation to drop to 3%-4%
per year. . Unemployment rate. to continue slow drop; consumer
. : income and confidence ‘to continue to advance.
World - Turnaround from recession levels slower than U.S. with Ditto
inflation rates to continue above USA's.
1975~1980 1980-1984 1975-1980 1980-1984
: i Growth Rate Compounded “"GRC" Growth Rate Compounded "GRC®
TRAFFIC Dom RPMs - (All Services) 7.5% 6.1% Dom RPMs (All Services) 7.6% 6.0%
Int'l RPMs (" = " ) 9.3% 7.4% Int'l RPMs (" " ) . 8.9% 7.6%
CAPACITY " ASMs- ad hoc by carrier, but to generally increase at a lower -
rate than RPMs. ' 1976-1977 and part of 1978's increase mostly- System ASMs (All Services) 5.9% 6.4%

LOAD FACTOR System (All Services) to increase from 54.9%

in 1975 to 61.0% by 1984.

study.  AERO ADVANCED will be re-done, when and if the

-various proposals have been enacted and a time frame is

established.

1976-1984 1976-1984
- . B N o GRC" N L GRC "
COST Labor (System) (Avg:Compens/Em[l) 7.7% Labor (System) (Avg Compens/Empl) 7.7%
INCREMENT Fuel ") oo {¢ gal) 5.3% Fuel ( ) (¢ gal) 4.8%
. RATE Other (- " ) (Industrial Prices) 4.2% Other ( " ) {(Industrial Prices) 4
. YIELDS Carriexs® need to stay at least even with general Yields = Dom (¢/RPM) 3.9
) inflationary trends, necessitates annual yield lncreases " - Iint'l (" ) 3.6%

between: 3<-5% minimum.

EQUIPMENT Buys to concentrate on presently available aircraft through Buys conceritrate on 727-200s, L-~10lls, 747s and 180 seat
: 1980. - By 1981-1982 new technology aircraft parametered in medium range type to keep fleet mix in balance.  No
are: k 180 seat medium range type additional L-10ll sales beyond the two to Saudi Arabia

) 200 seat long range type parametered in. By 1984, 145 aircraft still in fleet -
to help with pressing need for fuel economies and to meet the not meeting FAR Part 36 requirements.

. “environmental imperative of the late 1970's and early 1980's.
MONEYABILITY Cost of Capital: - Ad hoc by carrier. Prime lending rate Ditto

. at B8-8.5% with carriers paying between % and 1 percent above
prime. )

;Avallablllty of Capital - very restricted until deregulatlon Decision to sell (2) L-101ls and equity offering in 1976
debate - is settled.  Funds to come from banks, manufacturers help to put a very weak balance sheet into a better position.
and through leasing.  "Loans from insurance. companies " However, heavy mandatory debt retirements through 1981 and
restricted to a very few carriers, due to constrained cash sizable outlays for flight equipment, force TWA to tap all
generatlon and earnings outlook. financing markets in the future including a possible additional

equity offering. - Lease restrictions continue into 1978; NYS
) ins. law coverage not met until 1982,
CAB Proposals under’ Aviation Act of 1975 not parametered into Ditto

Impact of Transatlantic Route case and court ruling cn
Route swap with PAA not evaluated until final decisions.

AERO AD: PARAMETERS 1976-1984
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COMMENTARTY

"EARNINGS"

' TWA is making a fine turn-around after last year's disastrous result. Operating

| earnings for the first six months of 1976 have improved $57.8 million over last years .

' (even with the damaging strike threat) and with the peak summer months still ahead,

- should end up about $%5 million higher than in 1975. Strong traffic growth, RPMs

were up 12.2% at the half year, together with increasing yields, up 8.2% in June,

~will increase revenues 13% over 1975. Costs are being held in check by a combinatien of
flat ASMs for the first six months and a lessening impact of inflation on the carrjer's
costs (for example, TWA's unit cost per galion of fuel was up only 2% in June over the
1975 figure). - TWA's cost increment index for 1976 will be up only 7% versus a 9% increase
for American and an‘ll9 hike for United.

"Nettlngs" w1ll be sunstantlally higher than last year's as a result of foreign
fexchange gains on the carrier's pound sterllng debt, the purchase at a discount of
. the 6%% inccme debentures, (see Capital Need$ and:'Sources schedule), improved perfor-
- mance by the Canteen and Hilton subsidiaries, and the elimination of the $15.7 million
kloss on the sale of the nine 747s to Iran.

The longer term earnlngs outlook is modestly optlmlstlc as the operatlng ratio
falls to 94% by 1980 and the carrier's ROI rises to 10.5% in 1981. However, it should
be noted that in 1964 TWA's ROI was 13.5%, its operating ratio was 85%, and whereas
it earned 8¢ for every sales dollar in 1965 it will be earning less than 4¢ per dollar
of revenue in 1981.~, : .

"EARNINGS"




EARNINGS

- calendar years -

‘ R 1976-
"Unit 1275 1976 ._1977 1978 1979 1980 1981 1982 1983 _%3B4 1984
Agtual | = = = = = = = = - o= - - - we PROJECTED- = =» === =oew-e- -—_————-
Revenues . . . : . -
‘Passenger ‘ $Mil 1540 1747, - 1982 2227 2485 2770 3073 3395 3746 4121 25,546
Freight v 129 150 168 188 209 231 254 280 307 338 2,125
Total Revenues = - " 1805 2040 .- 2312 2597 2896 3227 3578 3950 4360 4790 29,750
Cash QEer’EgE v :

“ . Tabor. : no 740 791 892 996 1104 1226 %367 1527 1703 1897 11,503
Fuel - ‘ n o 380 415 469 517 571 623 677 739 808 873 5,692
Other , ; " 656 71 795 884 . 977 1081 1194 1320 1455 1596 10,0132
Total COE- : . w0 I90E T TIOLTT 2156 2397 T2852° T 2930 3238 3586 3966 4366 | 27,208

" Depr/Amort S ‘ '  . no _45,1;;_ 110 111 111 111 109 112 120 137 152 1,073
Total Oper Exp : ‘ R 1887 2027 2267 2508 2763 3039 3350 3706 4103 4518 28,281
oper. Earnings . L R ~(82) i3 45 89" 133 188 228 244 257 272 1,469

. Gross Interest o W 54 56 53 52 54 58 62 69 75 78 557
Pre-Tax Earnings ' Lo (136) (43) (8} 37 79 © 130 166 175 182 194 912
Inc.: Tax o sMiL (32) . (10) 2) 9 20 46 58 61 64 68 314
Eff. Rate » ; e er cr cr 25% 25% 35% 35% 35% 35% 35% 348
Ret Earnings R '
Airline Operations LT SMAY {104) (33} {6) 28 59 84 108 114 118 126 598

S “Nettings" _ ‘ w18 43 26 22 21 26 32 .38 32 34 272

' 'Reptd te Stockholders : o (86) 10 20 ‘50 80 110 140~ - 150 150 160 870
RATIOS
Traffic (All Services) . . ‘Bil/%Chg . . ,
RPMs ~ DOM i Two/ M 14,9 /4 |16.5/11 17.7/7  18.977. 20,2/7 . 21.5/7 22.9/6 24.3/6  25.8/6 = 27.2/6 |12.3/6.9 GRC
]PMs - System ' w o /omo 22,5 /(2)124.7/10 26.7/8 28.7/8 30.8/7  33.1/7 35.4/7 37.8/7 °40.2/6 42.8/& )20.3/7.4 GRC
ASMs - System . W ay.0 /€4)42.3/3 45.2/7 48:3/7 51.4/6  54.7/7  58.0/6  61.9/7 65.0/6 7G.1/6 29.1/6.1 GRC
load Factor - System R ©i54.9 58.3  59.0 59.5 £0.0 60.5 61.0 61.0 61.0 61.0 6.1
Yield = pom , ¢RPM/%Chg 7.06 /- |7.33/4 = 7.70/5 8.03/4 . 8.35/4 B8.68/4 9.01/4 9:32/3 9.65/4 9.98/3 [2.92/3.9 GRC
Yield - System’ ‘ wy wlogigs /5 17.08/3 . 7.44/5 7.76/4 8.05/4  8.36/4 8.68/4 8.39%/4 9.31/4 9.64/3 12.79/3.9 GRC
COST: INCREMENT. (COE) - . ' ‘ i
- Labor (Non-Add) SO LsMil/ 8 67 0 /10168 49 - 80 /10 73 /8 71 /7 80 /7 - 8% /7 - 100 /7 109 /7 128 /7 798
= Fuel e : o foowo 31 /9 t21 /530 /7 30-/6 28 /S5 24-/4 25 /4 28 /4 33 /4 32 /4 251
- .Other - . " : v som 70 12 134 /5 36 /5 34 /4 36 /4 42 /4. 46 J4 45 /3 49 /4 54 /3 376
- Tozal ™ s LEVANS 168 /10 1123 /7 146 /8 137 j6 13576 146 /5 160 /5 173 /5 ~ 183 /5 214 /5 14325
Weighted Index (1967=100) No /#Chg 219 /10 |234 /7 252 /8 267 /6 282 /6 297 /5 312 /5 328 /5 345 /5 364 /5 | 145/5.8 GRC

. ) RERO AD:_ EARNINGs 1976-1984

I RANS WORLD __




COMMENTARY

"FLIGHT EQUIPMENT"

With the sale earlier this year of two L-101ls and the indefinite deferral of 14
- 727-200s (mentioned in 1975's Aero Advanced), TWA will not be accepting any new air-

craft until 1978. Assuming the Pan Am-TWA route swap is not undone and the recent CAB 4ﬁw/

ruling in the Transatlantic Case does not take effect in the near future, TWA will be ~
able to generate sufficientASMs through 1977 by increasing seating and utlllzatlon on

ex1stlng aircraft.

Having sold the nine 747s to Iran last year, TWA is facing an equipment disad-
vantage on the North Atlantic as more and more of its European competitors'ASMs are
being flown with wide-body aircraft. The 17 747s are bought to redress the problem
and for use also on the transcontinental markets. The relatively small order for
L~-1011ls could, of course, be increased 1f TWA decides to purchase stretched Tristars
for its Atlantic equipment.  The 727-200s and the later 180 seat medium~-range aircraft
are bought to preserve TWA's ASM/range balance at 3/4 long-range, 1/4 short-to-medium.

It should be noted that SH&E has been very conservative in its removal of airplanes
from TWA's Fleet. As a result, 145 aircraft will still be in TWA's 1984 fleet that do
not meet the environmental requirements of FAR Part 36. To replace these 24.23 billion
ASMs would cost TWA an additional $1.9 billion on top of the $2.1 bllllon in new flight

equipment parametered into the study.

"FLIGHT EQUIPMENT"

P



FLIGHT EQUIPMENT - PURCHASE / REMOVALS / PAYMENTS /' LEASES
GROUND PROPERTY & EQUIPHMENT {(projected costs)

‘ , . 1976~
Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
PURCHASES/LEASES (L) Actual | = == = = = = = o o e - PROJECTED == = = = = ~ R -p - -
' ‘Additions : No. A/C
727-200 , : _ _ - - - 5 9 - - - - - 14
1-1011 : : B - - - - 5 - - 3 4 12
747 o ’ : TS - , - - 3 2 2 2 3 5 17
180 Seat M/R C , - - - L o= - 8 9 9 - 26
Total Additions , . L8 - = 5 a3 7 10 11 15 9 69
Total Cost A/C Types! S g Mill: » ,
727-200 . . - - - 52 98 - - - - - 150
1~1011 e ~ 7130 - - - - 140 - - o8 137 375
747 ‘ S T = = - - 134 93 98 99 155 271 850
180 Seat M/R : o - - - - - - 211 239 251 .- 701
Total Cost Airecraft T30 ~ = p 52 232 233 309 338 504 408 Loy (S
Removals k ' ) No A/C
747 ‘ ; , o 9 - - - - - - - - - -
L7270C ; R S - = - - - - - 2L - 2
707-120B ; , s - - - - - - - 5 3/2L. 5 15
707-320 series: o : - 1 - - 5 5 - - - 6L S 21
- Total Removals, .. . . o —10_ = = 5 5 = = 5 . 13 10 38
_ PAYMENTS 4/
Flight Eq Payments Coo% Ml
Advance Deposits . ER¥ " 32 - 42 95 94 100 100 129 ) 90 80 730
"Delivery ‘ . " 74 - - 36 93 93 124 135 T2 163 845
"Spares, Modifs etc ] ML 30 20 i8 19 ‘ 23 17 26 26 29 27 205
Total Flt'Eq Payments ; v 136 20 60 150 210 210 250 290 320 270 1780
Total Flt Eq Leases 2/ R - = - - 70 . __170 90 100 150 120 600
Total Flight Equipment P . 136 20 60 150 280 280 340 390 470 390 2380
GRD, PROP, & EQUIP 3/ L 12 30 30 30 30 40 40 40 - 40 - __50 330

NOTES: (L-Leased, all others 70% purchased):
1/ Cost per hircraft Type - nurmber x cost per  aircraft imcl base price + CFE/MC/spares. SHSE derived. :
2/ Leasess - @ 30% Of total aircraft cost per year (1979-1984). ] ’ RERO AD: FLT. EQUIP/GPE 1976-1984
3/-Grd. Prop & Eguip. = Subject to management reprogramming. ’
4/ Paymsnts - (SH&E derived; reflect escalation) : : A
: Advance Deposits - pre-delivery @ 30% of unit price. TRANS WORLD
Delivery ~ balance remaining @ aircraft acceptance
Spares,Modifs, etc - @ 10% of aircraft cost{or derived)




COMMENTARY

“CAPITAL NEEPS AND SOURCES"

; Not meeting the "incurrence tests" in its loan agreements TWA is unable to borrow

any money at this time. There is also a question of whether or not the airline is
complying with the "maintenance tests" in its load covenants. Fortunately for TWA, it
does not need to borrow any money thls year as a result of the L-1011 sale and 1mproved
operatlng results. o

1976 capital expendltures are a minimal $50 million ($20 million for spares and
~modifications, $30 million for ground property and equipment). Combining the above with
the $89 million in mandatory debt retirement and $11 million for miscellaneous items,
TWA's needs, excluding ending working capital, are only $150 million. TWA can fulfill
this need by generating $144 million from operations and by cutting into beginning
worklng capital. SH&E believes that the postponed TWA stock offering will be increased
in size and bring in about $50 million. This additional cash will be used to;buy back
about $30 million of outstanding 6%% subordinated income debentures and to increase
working capital to.four weeks of cash operating expenses.

1977 capital needs can be met totally from operations. By 1978 TWA will need
$90 million in outside financing. Taking into account the airline‘s Sir. D/E ratio, its
‘inabi1Lty to lease, and its 1mprov1ng earnings, TWA will probably offer more stock and
1ssue some  senior notes. :

The $1.6 billion that TWA will need in external financing over the study period will
have to come from all of the carrier's outside money sources. Leasing will account for
$790 million, or 30% of incoming flight equipment starting in 1979. It should be noted
that while TWA will be borrowing $710 million during the study period it will be amorti-
zing $700 million of debt over the same time span.

TWA's cash flow is hampered by the carrier's very liberal depreciation policy (for
book reporting it writes off aircraft slower than the CAB's ratemaking standards) and
~ the relatively few aircraft being added to the fleet during the next five years. As
with all the carriers, TWA faces the problem of under-depreciating its current fleet in
relation to the cost of replacement aircraft.

TWA will be spendingv$2.71 billion for flight equipment and GPE between 1976 and
1984. If this total is discounted back to the present at a 5% rate, the resulting
~figure of $1.97 billion is actually con51derably less than the $2.5 billion TWA spent
durlng the past nine years. Gy

"CAPITAL NEEDS AND SOURCES"




CCOMMENTARY

"CAPITAL NEEDS AND SOURCES" (Ceitinued)

‘Recap 1976;1985; : : :
Needs: $3.79 billion (63% flight equipment, 9% GPE, 18% debt-Fetirement, and 3% dividends)

 Sources: $2.07 billicn or 55% from operatibns §23%wearning$ﬂ 28% depreciation)

$1.60 billion or 42% new financing. ~ =

"CAPITAL NEEDS AND SOURCES"



CAPITAL. NEEDS AND SOURCES ($ MILL)
- calendar years -

. : 1976~
o . 1978 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
| CRPITAL NEEDS , BCTUAL = | = = = = & = = = = = ————— = = PROJECTED ~~= = == = =~ = = - e e — .~ - 4o
'Flight Equipment Payments : . .
-~ hdvance Deposits 32 - 42 95 94 100 - 100 129 90 80 730
- Delivery ) ' 74 - - 36 93 93 124 135 201 163 . 845
- Spares, Modif. etc. 30 20 18 19 23 17 26 26 29 27 205
Total Flt Equip Payments 136 20 60 150 : 210 210 250 290 320 270 1780
Add: Flt Equip Leases . ) ~ - - - 70 70 90 100 150 120 600
Total Flight: Equipment 136 20 . 60 150 280 280 340 390 470 390 2380
Ground Prop - & Eq/Cther ‘ ‘ ‘
Grd PIOP_S Equip ‘ 12 30 30 30 30 40 40 40 40 50 33¢
Debt Retirement 63 89+30 s8 63 64 128 127 48 48 45 700
bividends . - - 8. 2 2 10" 12 22 22 22 100
Total GPE & Other 81 160 - 100 . 100 100 180 180 110 110 120 1160
. End Wkg Cap: (3wks COE proj) 116 130 120 130 - 150 170 190 210 230 250 250
| TOTAL CAPITAL NEEDS ‘ 333 310 280 390 530 630 710 710 810 760 3790
CAPITAL SOURCES :
— ) ) v ’
Beginning Working Capital = ° 20 . 116 130 120 140 150 170 190 210 230 120 .-
Qperatious : : )
- Net Eaz':nix}gs‘ (Rept*'d) . (86) 10 20 50 80 110 140 150 150 160 870
~ Depreciation/Amort ) SROE 110 111 111 111 109 112 120 137 152 . 1070
- Property .Sale/Other : 140 20 19 15 9 11 8 - 3 ) 16 100
- Other L : 32, 4 ; = 4 10 - = = 30 2 30
Total Operations : 197 144 150 180 210 230 260 270 300 330 2070
Financing Arrangements ,
— Senior: Debt-Banks . 79 o = - -~ 80 80 " 100 60 - 40 360
- * - =-Insco/Others 20 - - 40 10 20 30 30 100 . - . 230
— Subord Debt ‘ 12 - - - - .60 30 30 - - 120
- Leases {Cap @ AC Cost) i : - - - 70 70 90 100 150 120 600
- Deposits returnable - ) - - - 20 20 30 30 50 40 190
- Stock Sales R 5 50 - 50 i bt b —Z - = 100
Tot‘Financing Ariangements‘ : 116 50 - 90 : 180 250 280 250 300 <200 1600
TOTAL: CAPITAL SOURCES : ' 333 : 310 280 390 530 630 710. 710 810 760 3790
FINANCING TO BE ARRANGED : - b 50 - 90 __1s0 250 280 250 300 200 1600

AERO AD: CAPITAL NEEDS & SOURCES_1976-1984
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COMMENTARY

"MONFYABILITY“

Being in serious Vlolatlon of its senior debt ratios at the end of 1975, TWA last

- fall began negotiations with its senior lenders to establish a debt deferral progam.
However, in April of this year, TWA discontinued the discussions claiming that its im-
proved cash position made the program unnecessary. Assuming the earnings outlook con-
tinues to improve, (see Earnings schedule) and TWA is able to sell equity in both 1976
and 1978, the crucial Sr. Debt/Equity ratio will be comfortably below 150% by the end of
11878, » : v ‘

Because of the sale of its nine owned 7475 last year, TWA s ratio of leased flight
equipment to total flight equlpment wvent considerably above its 33% limit. As a result,
~ TWA will not be able to lease any ai rcraft until 1979.

With the operating ratio falling'to 54% ﬁhe airline's ROI peaks at 10.5% in- 1981
(which is below the CAB's 12% standard). This operating improvement does permit the
carrier to qualify for insurance money under the New York State Insurance Law by 1982.

TWA's steadily rising cash generation ratio reaches the five mills level by 1980.
Obviously, the greater the internal cash flow, the less outside financing the carrier
- will require. Over the nine years in the study period, TWA's invested capital base will
increase more than $1 biliion, but total debt will only account for $186 million with
leases being 54% of that. figure.

It seems that TWA has flown through the worst of its financial storm. It is, of
course, very fortunate that traffic has been so strong this year, that United Airlines
" had a strike last December, and that it had enough capacity on hand to be able to sell.the
two L-101ls and defer delivery of the 727-200s. TWA was on the brink of bankruptcy
- this past winter, but the combination of the above listed events together with an improved
earnings outlook should make the carrier a viable borrowing entity by the early 1380's '
when its major fleet revamplng must begin.,

"MONEYABILITY"




%/

v

for flight equipment and GPE.

MONEYABILTITY b
(System -~ All Serxvices)

I N:VESTED

CAPITAL

ed capital expenditures

TRANS

. 3976~
1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
TMYESTED CAPITAL UNIT Actual: A -~ = = = e m e = e m s e m s e e PROJECTED- = =7 - == = - == - === - ===
Debt s $ Mil
Senior Debt — Banks. » 264 260 250 232 284 272 280 330 320 360 96
Senior Debt-Insco/Other " 403 329 291 304 278 263 258 255 322 290 {113)
Senior Debt-~Leases Cap'd “ 485 449 413 377 407 474 518 606 660 175
Senior Total - Reptd " 667 589 541 536 562 - 538 585 642 657 {I7)
Senior Total + Cap Lses " 1152 1038 954 913 969 67 = 1012 1103 1248 1310 158
Subordinated . " 331 291 281 263 263 323 352 377 372 359 28
Toral Debt - Reptd u 988 880 822 799 825 858 890 962 1014 1C09 11
T5tal Debt’+ Cap Lses " 1483 1329 1235 1176 1232 1290 1364 1480 1620 1669 186
it -
Stock " 339 338 411 509 587 687 815 943 1071 1209 870 _
Stock: + Sub Debt " 670 690 692 772 850 1010 1167 1320 1443 1568 898
Tot Inv. Capital-Reptd " 1337 11279 1233 i308 1412 1545 1705 1905 2085 2218 881
Tot. Inv Capital + Cap Lses " 1822 1728 1646 1685 1819 1977 2179 2423 2691 2878 1056
FLIGHT EQUIPMENT - o .
Depr Cost . B36 775 714 674 746 822 950 1091 1333 1495 659
Depr Cost + Mfr Deposit " 860 779 ‘760 799 896" 1002 1137 1306 1487 1607 747
' Depr Cost +. " + Cap Lses " 1345 1228 1173 1176 1303 1434 1611 1824 2093 2267 922
VORKING CAPITAL - : ;
Incl Cur Debt/Equiv:WKs COE $Mill/Wks. 116 /3 130 /4 12073 140 /3 150 /3 170 /3 190 /3 210 /3 230 /3 250/3 134 /-
RATIO ANALYSISL/ (G) UNIT/NORM
Sr Debt = . ;
Equity (Stk + Sub) +-150% 172 - 150 138 118 114 96 87 84 86 84 (88)pts.
Sr-Debt & o i
FL Eq (Net + Dep + Lse) %= 80% - 86 85 81 78 74 67 63 60 60 58 (28)pts.
Cap ILses Share Flt Eg $~ 33% 36 37 35" 32 31 30 29 28 29 29 (7)pts.
Total Debt & - . .
Stock Equity %-175% 437 333 300 231 210 188 167 1‘57 151 138 (299)pts.
N Y.State Ins Law :
Fix'Chg Cov = 12 Kos w=1,5 . 0.2 0.8 1.0 1.2 1.4 1.8 1.7 1.7 1.7 1.7 1.5x
Fix.Chg Cov - 5 yr Avg x-1.5 0.8 0.8 " 0.7 0.7 0.9 i.2 1.4 1.5 1.6 1.7 0.9x
Oper Ratio (Airline) S 105 99 98 97 95 94 94 94 94 94 (11)pts.
Return On Inv {(Corp) L ] (0.7) 5.0 5.6 7.2 8.6 9.7 10.5 10.3 9.6 9.5 10.2pts.
Rev & Tot Inv Cap $ < 0.99 1.18 1.40 1.54 1.59 1.63 1.64 1.63 1.62 1.66 0.67
Net Cap Comts 2/ § Mil 252 270 490 630 700 810 940 950 880 800 -
Fin Argd / s Argd "/% 118 747 |64 725 - /- - /= - /- -/ - - = - 7= - /= - /= -/
Cash’ Generation o ‘ o .
Flow per § Equity ¢/% Chg-30 1 /(88)] 11,1000 15/ 36 18 /20 20 /11 19 A5) 19/ - 18 A5) 18 /- 18 /- 18 /1700
Rav: Léess COE Mills/% Chg-5.00 ) L . ;
per ASM 0.7V (66) {2.9V 310 "3,4¥ 19 4.14/20  4.7%15 5.4¥ 14 5.8¢8 5.8¢/ - 5.9%2 6.05/1 |5.34/752
Note: (G) See Glossary. - : -
: . MONEYABILITY-
12 wonths basis.. % Changes are from end of prior year. AERO AD: INV. CAPITAL 1976-1984
Net Cap Comts = Next two years project

WORLD




P A R A'M E T E_.R §

— == e = = 4= = C U.S. TRUNKS § PAR = = = = = = = = = = = = = =

LOAD FACTOR

seating changes:and maximum utilization.

aAd hoc by carrier; generally increasing between 3 and 4 percentage

e e = m e e & e Ul 1,6, TRUNKS & PAR = = = = = e e m m e e m s e e e - — = UNITED === === «=«== - -
ECONCYY  USA Strohg grdwth into 1977. Thereafter resumption of secular GNP real Ditto
' ~ growth at 3-4% rate. Inflation rate to be about 5% per year in
1976 and 1977.  Théreafter inflation to drop to 3%-4% per year.
Unemployment rate to continue slow drop; consumer income and
confidence to continue to advance. N
world Turnarouna from recession levels slower than U. S. with inflation Ditto
7 rates to continue above USA's. ’
1975—19@0 1980-1984: 1975-1980 1980-1984
: ER Growth Rate Compounded "GRC" Growth Rate Compounded "GRC"
THAFFIC Dom RPMs. (All Services) =~ 7.5% B 6.1% Dom RPMs (All Services) 8.5% 6.1%
: Int'l RPMs " u Ly . 9.3% . 7.4% Int'l RPMs (" " ) ) -0~ -0=
CAPACITY - - ASMs ad hoc by carriet, but to generally increase at'a lower rate o ;
than RPMs. 1976-1977 and part of 1978's increase mostly due to System ASMs (All Services) - 7.0 ' 6.1%

LOAD FACTOR System {(All Services) to increase from 57.9%

AERO ADVANCED will be re-done, when and if the various proposals
have been ‘enac ed and a time frame is established.

points. in 1975 to 62.5% by 1984.
1876-1984 1976-1984
v , ; ; "GRC" : "GRC"
COST - Labor - (System)  (Avg Compens/Empl) 7.7% " Labor (System) (Avg Compens/Empl) 7.6%
INCREMENT Fuel (, * ) (¢ /gal) 5.3% Fuel (- " ) (¢/gal) - 6.2%
RATE Other ("% ) {Industrial Prices) . 4.2% Other (" ) (Industrial Prices) 3.4%
'YIELDS Carriers' need to stay at least even with general inflationary Yields - Dom (¢/RPM) 4.0%
' : trends, necessitates annual yield increases between 3-5% minimum. " - Int*'l. ( " ) 0=
EQUIPMENT Buys to .concentrate on presently available aircraft through 1980. To maintain seat mile range distribution and to allow
By 1981~1982 new technology aircraft parametered in are: down-ranging of older type equipment, new buys concentrate
180 seat medium range type on 727-200s, DC-10s, 747s and 180 seat medium range type
200 seat long xange type aircraft. By 1984, 219 aircraft still in fleet do not
to help with pressing need for fuel economies and to meet the meet FAR part 36 requirements.
environmental imperative of the late 1970's and early 1980's. '
MONEYABILITY Cost of dagital - 'Ad hoc by carrier. Prime lending rate at 8-8.5% Ditto
with carriers paying between % to 1% above prime. .
Availability of Capital - very restricted until deregulation Strong improvement in earnings and cash generation, plus
debate is settled. Funds to come from banks, manufacturers and excessive working capital on hand, allows UAL to finance
through leasing. ‘Loans from insurance companies restricted to most needs internally. Reliance on small bank revolver
a very few carriers, due tc constrained cash generation and plus leasing of aixcraft cover remaining needs. Other
earnings ‘cutlook. financing options open: equity market and insco money from
: : 1980 on.
CAB Proposals under Aviation Act .of 1975 not parametered into study. Ditto

AERO AD: PARAMETERS 1976-1984
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"Earnings"

United has made an excellent recovery from a 16 day strike last December and its
aftermath which continued into the first quarter of this year. After posting a $70.5
million operating loss in the first quarter, we believe that United will end 1976 with

' a $38 million operating profit. The main reasons for this turn-around are strong RPM

~growth (United benefited from the on- agaln, off-again strike threats against TWA), very
strong charter growth, and vastly 1mprov1ng yvields thanks to fare increases and major
reductions in discount fares. UAL's unit costs are expected to rise 11% this year with
fuel up 18% as a result of its contracts having expired at the end of 1975. "Nettings"
are reduced from their 1975 level because of much lower interest income. :

“The Outlook for a healthy 1977 is promising as RPM growth will continue to ‘be above
the 1976-1984 average and costs look to be under control. The all important operating
ratio should fall two points and the carrier's ROI will be more than double its 1975
figure. ‘

Over the 9 year period under examination United's earnings prospects are good, but
not spectacular.:  Net earnings as a percentage of revenues is 3.5% and the operating
ratio is 94%. However, back in 1967 United earned 6.6% on sales and had an operating
ratio of 90%. With earnings increasing sharply over the next five years,and the invest-
ment base actually declining, UAL's return on investment shoots up from 3.3% last year to
its peak of 10.9% in 1980 and 1981. It should be kept in mind that even though the
carrier does not earn the CABs 12% ROI standard during the period, United should have no
trouble Flnanc1n9 its equlpment needs.

(See other 3 schedules.)

Notes: The.  $11 million jump in 1976's depreciation expense is caused by the carry-
over of 7 DC~10s delivered last year and large ground property and equipment additions
‘this year. Gross interest expense falls throughout the study as UAL does not need to
borrow any money until 1982. "Nettings" which accounted for 60% of reported earnings
during the last four years will only be 24% of the $1.3 billion in pro;ected earnings
over the 1976-1984 perlod.



EARNINGS

- calendar years -

. 1976~
Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985
; Actual - PROJECTED :
Revenues . ) : . : R
Passenger ) CSMil 1899 2297 2586 2883 3205 3556 3922 4314 4736 5182 - |32,681
Freight : : 143 161 179 200 223 245 270 296 325 356 2,255
Total Revenues o ST 2230 2629 2957 3297 3666 4064 4484 4931 5412 5923 137,363
Cash Oper Exp . - . : ‘
Labor o : " 997 1163 1300 1440 - 1584 1762 1963 2185 2417 2677 |16,4:1
Fuel L S o 374 482 542 592 645 698 751~ - 816 891 968 6,385
Other e e RS 685 756 845 926 1022 1124 1242 1367 1500 1646 ]10,428
Total COE o e 2056 2401 _ 2687 2958 3251 3584 3956 3368 4808 5291 |337304
".Depr/Amort Lo S 179 130 194 199 206 216 226 229 236 259 1,955
Total Oper Exp. . _ w 2235 2591 2881 3157 3457 3800 4182 4597 5044 5550 {35,259
Oper. Earnings . . S (5 38 76 140 209 264 302 334 368 373 2,104
Gross Interest L o o 47 1 45 42 39 36 33 30 32 32 31 320
Pre-Tax Earnings LT M (52) N 34 1ol 173 231 272 302 336 342 1,784
Inc..'Tax " - $Mil (1 (3) 15 45 78 104 122 136 151 154 802
. Eff. Rate SR % : cr cr 45% 45% 45% 45% 45% 45% 45% 45% 45%
Net Earnirngs R S - ‘ '
Airline Operations ~ Lo $Mil ‘ (51) (4) 19 56 - 95 127 150 166 185 188 982
"Nettings™- L e 46 32 41 34 35 33 30 34 35 - 42 316
Reptd to Stockholders " (5) 28 80 90 : . 130 160 180 200 220 230 1,298-
RATIOS
Traffic (ALl Services) Bil/%Chg ‘ v
REMs: = DOM . W4 ogla/(4) 3214 34 978 0 37.277 . 39.¢/7 . 42.9Y7 45.Y6 48.¢/6 50.¥6 . 53.96 |25.7 7.5 GRC
REMs ~ System woomo 28.2/(4) [32.¥ 14 34./8 37.%7 39.8/7 42.%Y7  45.¥6 48.0/6 .~ 50.96 53.96 |25.7 7.5 GRC
ASMs - System v/ 48,7/ (1) |54.9/11 57.¥6  60./6 64.¥6 68.Y6  72.¥6 76.9/6 BlL.Y6&  86.Y6 [37.96.6GRC
| Load Factor - System LY 57.9 59.8 60.5 61.3 61.8 62.3 62.5 62.5 62.5 62.5 4.6
vield - Dom s ¢RPM/%ChHg. 6.74/ 1 |7.1¥ 6 ~7.445 . 7.7¢/5  8.06¢/4 - B.37 4 8.6¥4 8.9Y3 9.3¢4 9.6¥3 |2.894.0 GRC
Yield =~ System wofow 6,74/ 1 |7.1¥6  7.445 7.7¢/5  B.0Og 4 8.3¥/4 8.6¥4 8.9¥3 9.304 9.6Y/3 [2.8§4.0 GRC
COST INCREMENT (COE) : ) .
~ Labor (Non-add)' $Mil/ % . 68 / 8.[104,10 1lo6,/9 109,/8 102,7 . 116,/7 128/7 144,17 15677 174/7 1,139
- Fusl n : ' w73 425 175,18 35/7 3476 29/5 29/4 28/4 33/4 35/4 3574 333
-~ Other b o , woypowmo 86 /15 | (5)/ (1) 40/5 3574 38/4 4174 51/4 46 / 4 49 /3 60 /4 355
-~ Total " , Swegom. 227713 |7a/11 18178 17877 169/5 18676  207/5 223/6 _ 240/5 269/6 1,827
weighged Index {(1967=100) No /%Chg 194,13 [215,11 232 /8 24777 261/5 276,6 . 291/5 307/6 324/5 343/6 |149/6.5 GRC

AERO AD: EARNINGS 1976-1984
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"Pllght Equlpment"

Posse551ng the largest as well as the oldest fleet in the 1ndustry United is
fa01ng a massive $2.8 billion need for new aircraft by 1984. By increasing seating
—and utilization on existing aircraft, UAL will not have to start this major buying
‘program until 1979. However, to meet specific needs UAL has recently purchased 6
DC 8-50s whose leases had expired, and has a tentative agreement to purchase 2 used
DC 8-61ls for 1977 and 1978 delivery. SH&E believes that UAL will reach a satisfactory
agreement with the lessors of the 23 727-1060s which expire in 1978 and that these
planes will be bought by the carrier. Alsc there is a possibility that some of the
727-200s that have been bought for 1975 delivery will come ‘into the fleet a year
earller.

, New buys are predlcated on keeplnq UAL's ASM/range at approximately 2/3 1ong-range
and 1/3 short-to-medium. = Until the air freight case now before the CAB is decided
United has no plans to sell any of its DC-8 freighters or to purchase a 747F. However,
we would not be surprised if UAL placed an order for a wide-bodied cargo plane in the
next few years.

United, along with all other carriers, is anxiously awaiting the DOTs ruling on
retrofit and other environmental issues. 1In 1976 only 39% of UAL's ASMs will be flown
by environmentally acceptable aircraft. Even with the $2.8 billion in new aircraft
UAL will still be flying 218 planes in 1984 which do not meet FAR part 36 regulations.
To replace these aircraft, which are generating about 27 billion ASMs, would require
~another $2.5 billion in capital expenditures. Obviously, if the carrier is forced to
- replace these additional aircraft, the other 3 schedules in this report would have to be
drastically altered and United's outlook would become dimmer.



FLIGHT EQUIPMENT — PURCHASE / REMOVALS / PAYMENTS / LEASES

GROUND PROPERTY & EQUIPMENT (projected costs)

3/ Gret.

4/ Payments -(SHSE gderived; reflect escalation)
-+ vAdvance Deposits - pre-delivery @ 30% of unit price.
. 'Delivery - balance 'remaining @ aircraft acceptance
Spares,Modifs, ‘etc — @ 10% of aircraft cost{or derived)

Prop & Eduip.. - Subject to management reprogramming.

- 1976~
' R ' _Unit 1975 1976 1977 1978 1979’ 1980 1981 i9g2 1983 1984 1984
PURCHASES/LEASES (L) ' Actual | < - = = mie e~ el PROJECTED -~ == = = = ) (At
Additions No. A/C v
727-200 - - - - 15 12 - - - - 27
DC-10-10 7 - - - 3 6 6 2 - 6 23
247 . ) - - - - - 2 3 3 2 - 10
180 Seat M/R - - - - - 7 15 15 10 47.
Total . Additions 7 - = = — 1 " I 55 —IT. T 157

 Total Cost A/c Typel $ Mill ‘ , E ‘

727-200 ' - - - - 172 144 - - - ; 316
DC-10-10 150 - - - 84 176 186 65 - 214 725_
747 e - - - - - a4 147 155 108 - 504
180 Seat M/R ~- - - - - - 185" 397 418 293 1,293
Total Cost Aj.rc’raft - 150 = = = 256 414 IS5 617 526 BT 2,838
Removals No A/C:

737 , v 2 2 - - - - - - - - 2
DC=8-~20. - - - 10 9 10 - - - - 29
pC-8-50 - - - - - - - 5 5 6 16
727-10Cs - - - - - - 15Ln 15Ln - - 30
Total Removals 2 2 = IO E] 10 15 20 5 [ 77
_ PAYMENTS 4/ .
Flight Eq Payments $ mMi1l " .

: ‘Adganceqnepoy:its e - - 32 114 170 184 147 108 85 95 930
‘Delivery " 110 7 4 24 102 165 : 207 247 210 203 1,170
Spares, Modifs etc " .40 33 34 22 28 31 36 35 45 42 310

Total Flt Eq Payments " 150 40 70 160 300 380 380 390 330" -340 2,310

" rotal F1t Eq Leases 2/ “ - = S = 80 120 160 130 160 150 860
Total Flight Bquipment " 150 40 - 70 160 380 500 550 580 500 430 3,270

' GRo, PROP, & Edep’.s/ . 34 60 70 50 50 50 60 60 70 70 540
“01?5 (L—Leased, al]. others 70% purchased)

1/ Cost_psr Aircraft Type - number x cost per aircraft inrl base price + CFE/MC/spares. SH&E derxved. .
g/ Lesses - @.30% of total aircraft cost per year (1979-1984). : AERO AD: FLT. EQUIP/GPE 1976-1984
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,‘“Capital,Needs and Sources"

: United's strong cash flow permits the carrier to fund over 70% of its capital
expenditures with 1nternally generated cash. The remaining needs are filled by
leasing 30% of UAL's incoming fleet and by a minimal $110 million in borrowings.
United could,; of course, decide to reduce its lease financing, and with its D/E
ratios and earnings in good shape (see other schedules) UAL would have no problem
borrowing from the manufacturers, banks, or insurance companies; it will gualify
under the N.Y. State Insurance Law by 1980-.or selling debt or equity to the public.

GPE expenditures are considerably higher than in 13975 as United is doing some
major work at its San Francisco terminal and is installing a new computer system at
“its maintenance center. Major debt retirements start in 1976 but it is a well managed
debt payment schedule which should prove to be no problem to United. Working capital
‘remainsat very'high levels during the next few years so that when UAL starts its
. fleet buying in 1979 it will be able to eat into working capital without violating
the 3 week norm.

SH&E has projected capital expenditures of $3.8 billion for United over the
1976-1984 period. If these outlays are discounted back to the present at a 5% rate,
the present value of these expenses are approximately $3 billion. To put this number
in perspective during the same 9 year span 1966-1975 United spent about $2.8 billion
for new flight equipment, including leased aircraft, and GPE. :

Based on SH&E's parameters UAL will have no problem financirg its capital needs.
If the carrier is forced to replace its first generation jet aircraft at a faster
rate than we had projected, the numerous capital resources available to UAL's management
would probably-see the carrier through, though obv1ously the schedules in this report
would not look as good.

~Recap 1976-1985

Needs: $4.92 b1¢llcn (66% flight equipment, 11% GPE, 108 debt retirement, and 5%
dividends.)

Sources: $3.37 billion or 69% from operations (26% earnlngs, 40% depreciation)
©$1.24 billion or 25% new financing.




CAPITAYL. NEEDS AND SOQURCES (S MILL}'
- calendar years -~

Ce . 1976~
. 1975 - :1976 1877 1978 1979 1980 1981 1982 1983’, 1984 1984
CAPITAL NEEDS , ACTUAL = - = = = = — — = i PROJECTED == = ~ — = = = = & wm ie =0 m e e = -—-d o~
Flight Equipment Payments ) ) ) ) '
- Advance geposits ) - 32 114 170 184 147 108 85 95 930
= Delivery . 119 7 4 24 102 165 207 247 210 203 1,170
—’Spares, Modif. etc. 40 33 34 22 28 31 36 35 45 42 310
Total Flt Equip Payments 150 40 ) 70 160 300 380 390 390 340 340 j2,410
Add: Flt Equip Leases o - - - -~ 80 120 160 190 160 i 860
Total Flight Equipment 150 40 70 160 380 500 550 580 500 __4%0 - 3,270
Ground Prop - & Eg/Other ' ’. N
Grd Prop & Equip : ) 34 60 . 70 50 50 50 60 60 70 70 | 540
Debt Retirement 20 43 55 53 53 53 69 61 61 61 510
Dividends 15 15 15 20 25 25 35 35 40 45 250
Other . - 2 - 7 2 2 6 4 9 4 40
Total GPE & Other 69 120 140 130 130 130 170 160 180 « 180 2,340
End Wkg Cap {3wks COE proj} 311 © . 380 44C 450 320 310 220 250 280 310 310
TOTAIL, CAPITAL NEEDS 530 540 650 740 900 940 940 990 960 980 4,820
CAPITAL SOURCES
Beginning Working Capital 341 ] _311 380 440 450 390 310 220 250 280 310
Cperations : :
.= Het Earnings (Rept'd) (5) 28 60 g0 130 160 180 200 220 230 1,300
.~ Depreciation/Amort 178 1380 194 199 206 216 226 229 236 259 1,950
~ Property’ Sale/Other 13 18 16 11 10 9 10 11 12 11 110
~ Other 2 {7} - - 4 5 4 - 2 - 10
Total Operaticns . 189 223 270 300 350 390 420 440 470 500 3,370
Financing Arrangements . .
~ Senior Debt-Banks: - - - - - C- - B8O 30 - 110
- " ~Insco/Others - - - - - - - - - -
~"Subord Debt - - - - - - - - - - N
- Leases (Cap @ AC Cost) - = - - - 80 120 160 190 160 150 2_678
~ Deposits returnable - - . - - 20 40 50 6 50 S0 )
~ Btock Sales - - — - - - - - - -
1
Tot Financing Arxangements . - i - - 100 160 210 339 240 200 1,240
TOTAL CAPITAL SOURCES ‘ 53C 540 . 650 740 900 940 940 «990 96¢C 980 4,920
, ' _ - . . 210 330 240 200 1,240
FINANCING TO BE ARRANGED - 100 160 , .

AERC AD:CAPITAL NEEDS & SOURCES 1976-1984

UNITED
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COMMEDNTARY

"Moneyablléty"

UAL is currently in a strong flnanc1al p051t10n and with capital expenditures at a

rather modest level during the next three years the carrier will be in excellent shape

to meet its huge fleet buying requirements starting in 1979. 1Its cash generation ratio
fell precipitously in 1975, but with earnings improving, this vital indicator is point-

-ing upwards and by 1978 UAL will be comfortably above the 5 mills norm. As a result of

this strong internal ability to finance itself, together with its superior working cap-
ital position (in 1977 and 1978 over $400 million in W.C. which is more than 8 weeks of

cash operating expenses) and its willingness to lease 30% of its incoming aircraft, UAL

will only have to borrow $110 million over the next 9 years. Consequently, its D/E
ratios. fall dramatically.

If United decmdes not to lease the 30% of incoming flight equipment paranetered into

v thé study, its treasurer will have a host of other financing optlons. With the senior
debt/equlty ratio in good shape UAL could borrow considerably more from the banks, and
~starting in 1980 it qualifies under the N.Y. State Insurance Law. Possessing a strong

earnings outlook UAL mlght even decide to go to the public market for a debt or equity
offerlng.

UAL's good, but not great, earnings outlook means that the crucial operatlng ratio

~will drop from the uncomfortably high levels of 1975 and 1976 and the carriers ROI will

improve tremendously, even though it never reaches 12%

A $37 million elimination of a.self -insurance reserve is a major reason why 1976's
depreciated cost of flight equipment falls $156 million from its 1975 level. Revenues
as a percent of Invested Capital jumps 23% this year because of last year s strike; the
strong RPM and yleld increases this year, and a reduction in the carrier's investment
base.

One caveat to this basically healthy outlook is the possibility that UAL might have

to speed up its fleet revamping for environmental reasons (see Flt Eguipment schedule).

If the carrier is forced to invest additional hundreds .of millions or even billions in
new flight equipment, its financial resources would come under tremendous strain. How-
ever, its ability to build up and strengthen its balance sheet over the next few years

- 'would probably still give it enough financing options to see it through.

’



UCAPITAL NEEDS AND SOURCES  ($. MILL)

S T ‘ : B . — calsndar years - ‘
| : : : S : calendar.y o 1976~

I : » 1975 . ©:1976. . 1977 1378 1979 1980 1981 1982 1983 1984 1984
CAPITAL NEEDS - , ACTUAL — |- = = — = = = = = = = = = ~ — - - PROJECTED === == == o - — = w o ocoemcoona o -
Flight Equipment Payments : ‘,. i )

—!Advance'Deposits : e 32 14 170 184 147 108 85 95 930
~ Delivery 110 7 4 24 102 165 207 247 210 203 1,170
-"Spares, Modif. etc. ; 40 | 33 34 22 28 3 36 35 45 42 310
Total Flt Equip Payments 150 40 70 160 300 380 390 390 340 340 2,410
Add: Flt Bquip Leases = e = - 80 120 160 190 160 150 . 860
Total Flight Equipment . 150 40 70 160 380 500 550 580 500 490 3,270
Ground Prop & Eg/Other S Tl : : : : g :
Grd Prop & Equip : 34 60 70 50 50 50 60 60 70 70 540
Debt Retirement = B 20 .43 55 53 53 53 . 69 61 61 - 61 510
Dividends ; S 15 15 15 20 25 25 35 35 40 4s 250
Other : - 2 - g 2 2 6 4 9 4 40
Total GPE & Other 69 | 1200 140 136 . 130 1300 . 170 160 180 . 180 1,340
End Wkg Cap .(3wks COE proj). . 311 ~ 380 440 450 390 310 220 250 280 310 310
TOTAL CAPITAL NEEDS 830 | _s40 650 740 900 940 940 990 960 980 4,920
CAPITAL SOURCES
Beginning. Working Capital 341 | _311 380 440 450 390 310 220 250 —280 _310
Operations. ’ i o ‘ :
- Net Earnings (Rept'd) . ) .28 60 90 130 160 180 200 220 230 1,300
~ ‘Depreciation/Amort 179 190 194 199 206 216 2267 229 236 259 1,950
- Property Sale/Other 13 18 16 11 0. o 9 10 a1 12 1 110
-.Other o 22 AN - = 4 5 4 - 2 - i0
Total Operations U .. .189 229 270 300 350 390 420 440 470 500 3,370
Financing Arrangements . . .
- Senior Debt-Banks = - : R = - ) - - - - B8O 30 - 110
- con -Ihsco/Others o - - ‘ < - - - - - N - =
- Subord Debt e - s - - N R - R - -
- Leases (Cap @ AC Cost) - - - e 80 120 160 © 190 160 150 ggg
- ‘Deposits returnable - - - - 20 40 - 50 60 50 .50
~.Stock Sales: R - - - e - C - - -
Tot Financing Arrangements . = - - = 100 160" 210 330 _240 200 1,240
TOTAL CAPITAL SOURCES 530 540 - 650 740 900 940 . _940 990 960 280 | 4.920
S o o- - - - 330 240 200 1,240
FINANCING TO BE ARRANGED | - -_100 160 210 v | .
AERO AD:CAPITAL NEEDS & SOURCES 1976-1984

UNITED
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Sl heditasite sl BTERIER wasdannd 2 = Ko Rtk o [ s f sty §
MONEYABILITY - INVESTED CAPITAL
(System - All Services)
1976-
. 1975 1976 . 1877 1978 1979 1980 1981 1982 1983 1984 1984
INVESTED CAPITAL UNIT Actual PROJECTED
Debt : $ Mil .
Senior Debt - Banks : e - - - - - - - B0 110 110 110
Senior Debt—Insco/Other " 637 593 543 502 460 418 360 310 261 211 (426)
Senior Debt-Leases Cap'd " 473 425 377 333 365 436 536 653 733 805 332
Senior Total - Reptd B - 637 593 .543 502 460 418 360 390 371 321 315
Senior Total + Cap Lses : " 1110 1018 820 835 825 854 896 1043 1104 1126 16
Sq!;ordinated : b 182 - 182 177 165 154 143 131 120 108 96 {86)
To‘_f]:al Debt: = Reptd : 819 775 720 667 614 561 491 510 479 417 {402)
Total Debt 4 Cafp Lses 1292 1200 1097 1000 979 997 1027 1163 1212 1222 {70)
Equity )
Stock 628 . 641 686 756 861 996 1141 1306 148¢ 1671 1,043
Stock + Sub. Debt 810 823 863 921 1015 1139 1272 1426 1594 1767 a57
Tot Inv Capital-Repj:d " 1447 1416 1406 1423 1475 1557 1632 1816 1965 2088 641
Tot Inv Capital + 'Cap Lses - 1920 1841 1783 1756 . 1840 1993 2168 2469 2698 2893 973
FLIGHT EQUIPMENT :
Depr Cost - B 1271 1115 1007 904 520 1038 1222 1473 1654 1800 529
Depr .Cost + Mfr Deposit " 1271 1115 1039 1050 1159 1337 1513 1686 . 1794 1883 612
Depr Cost + ' " + Cap Lses " 1744 1540 1416 1383 1524 1773 2049 2339 . 2527 ... 2688 944 |
WORKING CAPITAL .~ o ,
Incl Cur Debt/Equiv Wks COE ~ $Mill/Wks 311 /8 380/8 440/9 _450/8 _390/6 - _310/4  _220/3 _250/3 _280/3 _310/3 - /45)
RATIO ANALYSISY (G) UNIT/NORM
Sr Debt = : ‘ . :
Equity (Stk + Sub) $~-150% 137 124 107 =28 81 75 ~70 73 69 64 (73)pts.
Sz pebt & : L ‘ ‘ ' '
Fl Eg (Net + Dep. + Lse) - B0% - 64 ’ 66 65 60 54 48 44 45 44 42 (22)pts.
Cap Lses Share Flt Eq $- 33% 27 28 . 27 24 24 25 26 28 29 30 3 pts.
Total Debt £ . ! ; _
Stock Equity ¥-175% 206 187 160 132 114 100 90 89 B2 73 (133)pts.
N Y State Ins Law
Fix Chg Cov = 12 ios x=1.5 0.7 1.0 1.2 1.6 2.0 2.3 2.4 2.4 2.4 2.4 1.7 x
E‘ix,!chg Cov. ~ 5 yr Avg x-1.5 . 1.2 1.2 © 1.2 1,2 1.3 1.6 1.9 2.1 2.3 2.4 1.2 x
Oper- Ratio (Airline) Y 100 89 . 97 96 94 94 93 93 93 T 94 (6)pts.
Return 'On Inv (Coxp) : Y , 3.3 5.2 7.0 8.5 10:2 10.9 10.9 10.6 10.6 - 10.3 7.0 pts.
Rev & Tot Inv'Cap $ 1.16 1.43 1.66 1.88 1.99 2,047 2.07 2.00 2.01 2.05 0.89
Net Cap Comts 2/ ‘ $ Mil 83 350 640 .- 980 1160 1250 1210 - 1130 1050 1000 .-
Fin Argd / % Argd /% -0~/ -/ - - /- -/~ - /- - /- - /- - /- - /- - /- -/ -
Cash‘ 'Geheration ) .
Flow per $§ Equity ¢/% Chg=30 16 /145) 23 /44 25 /9 28 /12 3077 30 /- 30 /- 28 /7 (7) 26 /(7) 25 / (4) 9 /56
Rev Less COE - Mills/s Chg-5.00 . i
per ASM 3.57 /(52)4 4.2/ 18 4.7¢0/.11 5.5 19 6.4Y 15 7.049 7.3 4 7.3~ 7.41/1 7.3¥% (1) 3.7¢/105
. ; : Moneyability

Note: ~ (G) See Glossary. AERO: Inv. Capital 1976-1984

1/ 12 months basis. % Changes are from end of ‘prior year.
2/ Yet Cap Comts = Next 2 years projected capital expenditures
for flight equipment and GPE.

UNITED
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fstudy.

“at 8-8.5% with carriers paying between % and 1 percent above

prime.
Availability of Capltal - very restricted until deregulation
debate is settled. Funds to comé from banks, manufacturers
and through leasing. . Loans from insurance companies -
restricted to a very few carriers, due to constrained cash
generation and earnings outlook.

Proposals under Aviation Act of 1975 not. parametered into
AERO ADVANCED will be re-done, ‘when and if the
various proposals have heen enacted and a time frame is
established.

{RpEE Wt gy e il
PARAMETER.S
--------- - =m U.S. TRUNKS & PARA = = = = = = == = = Z o = = = =g == === === HWESTERN = = = ~ == v m =~ o =m0 mimomm- -
ECONOMY USA Strong growth into 1977. Thereafter resumption of secular DITTO
: GNP ‘real growth at 3-4% rate. 'Inflation rate to be about
5% per year in 1976 and 1977. Therxeafter inflation to-drop "
to 3%4%-4% per year. Unemployment rate to continue slow drop; i
consumer income and confidence:to continue to advance.
. World Turnaround from recession levels slower than U.S. with DITTO
inflation rates to continue above USA's.
‘1975—1980> 1980-1984 1975-1980 1980-1984
Growth Rate Compounded "GRC" : Growth Rate Compounded "GRC"
' TRAFFIC :‘'Dom RPMs (All Services) 7.5% 6.1% Dom RPMs (All Services) 7.1% 5.9%
i Int*'l RPMs (" " ) S.3% 7.4% Int'l RPMs (" " ) 8.8% 6.9%
CAPACITY ASMs ad hoc by carrier, but to generally increase at a ' .
lower rate than RPMs. 1976-1977 and part of 1878's System ASMs (All Services) 7.5% 4.8%
increase mostly due to seatlng changes and maximum
utilization.
LORD FACTORk Ad hoc‘by'carrier; generally increasing between 3 and 4 LOAD FACTOR System (All Services) to increase from 60.7%
percentage points.. : R ) ) in 1975 to 62.5% by 1984.
1976-1984 1976-1984
: B "GRC" . "GRC"
COST Labor (System) (Avg Compens/Empl) : 7.7% Labor (System) (Avg Compens/Empl) 7.7%
INCREMENT Fuel ( *) (¢-gal) 5.3% | Fuel ( ") (¢ gal) 5.1%
RATE Other (: ™ ') (Industrial Prices) S 4.2% M Other ( " )} (Industrial Prices) 3.6%
’ YIELDS Carriers' need to stay at least even with general : Yields - Dom (¢/RPM) 4.1%
inflationary trends, nece;sxtates annual yield increases " - Int'l (") 3.7%
between 3—5% minimum. .
EQUIPMENT Buys to concentrate on presently'available aircraft through Buys conceéntrate on DC-10s, 727-200s and 180 seat M/R to allow for
: i 1980.-. By 1981-1982 new technolegy aircraft parametered in route expansion and SM/range distribution. = Carrier is especially
‘ares 180 seat medium range type vulnerable to environmental nonvr/smog legislatioy at operating
200 seat long range type headquarters (LAX), so study phanes. out 720Bs, 707--320Cs and 737s.
to ‘help with pressing need for fuel economies and to meet T .
the n1v1ronmental imperative of tHe late 1970's and early
1980°'s.
MONEYABILITY Cost of Capital - '3d hoc by carrier. Prime lending rate

DITTO

Improved earnings power. gives management wide range of financing
optionz.  Requalification for insurance company financing in 1977
(after short term disqualification during 1976) provides live
-option alternative and/or supplement to, bank loans and aircraft
leasing.

DITTO

October 6, 1976

AERO AD: PARAMETERS 1976-1984

WESTERN




COMMENTARY

"EARNINGS" -

Western' s 1976 reported: earnlngs will be only fractlonally higher than last year's figure,
but operating income will have more than doubled. The major difference is in our "netting"
figure which is $5.9 million lower this year. Last year WAL made an accounting change in regard
to its major flight equipment maintenance which contributed $7.16 million to net income.

Western's 2nd half 1976 RPM's will be virtually flat as last year's perlod.was distorted
by strikes against competitors National, Northwest and United. However, yield increases will
cause revenues to increase about 10% during the 2nd half and 14% for the full year. Cargo )
revenues will be up about 25% over 1975 as the freight business is very strong in both the domestic
and international markets.

WAL's cash operating expenses were up 15% during the lst half 1976 but the rate of increase
should moderate to 12% for the full year. For the six months unit labor costs were 15% higher
than last year, fuel 7% higher, and "other" were actually down 3%, which averaged out to 8%. For
all of 1976 unit costs should increase about 7. 3

1977 looks to be a good year for Western as above average RPM growth (mainly from carry-over
on the newly inaugurated Honolulu-Vancouver and Los Angeles-Miami routes) plus higher yields
should translate into a 50% increase in operating earnings. The new tax law just signed by
President Ford will decrease the carrier's tax rate and the net result will be a healthy 54%
increase in reported net income..

The longer term outlook for Western is good but not spectacular. Reported earnings for the
9 year period are 4.24% of revenues and the carrier dces not earn the CAB's 12% ROI standard until
1981 (see Moneyability schedule). To put those numbers in perspective, it should be noted that in
1974 WAL returned 13.1% on its investment while earning 4.93% on every dollar of revenues.

With over a third of its 1975 RPM's being flown to Mexico and Hawall, Western is potentially
vulnerable to lncreased competition from ABC and OTC charters. Western is also faced with the
prospect that a large part of its business (Alaska, Hawaii and Mexico) is not covered under the
CAB's domestic rate-making cases, and it may have trouble getting adequate fare increases in these
Wpredomlnantlj pleasure markets.

N.B. By undercharging its 6 mos. 1976 advertising expenses and by reducing pension costs,
WAL’contributed $1.72 million to 6 mos. operating income, or 19% of total.

"EARNINGS"




EARNINGS

~ calendar years -

Mo /%Chg’. 205 / 16

1976~

Unit 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
. Actual | = = = == = = - e — e e PROJECTED ~= === =c=2cvewereweoleo«e=-

Revenues o . )

Passenger - $Mil 469 534 604 674 748 829 915 1004 1101 1204 7613

Freight " 24 30 35 40 45 51 58 65 73 82 479

Total Revenues " " 519 590 670 745 830 920 1010 1110 1220 1340 8435

Tabor - - » 202 225 253, 280 308 339 377 422 468 521 3191

Fuel ul ' 93 103 319 133 147 157 167 180 194 209 1409

Other o 180 204 -~ 230 256 281 307 333 364 396 429 2800

Total COE " 475- 532 600 669 736 803 877 966 1058 1159 7400

Depr/Amort " 36 38 40 43 42 44 40 45 51 56 399

‘Total Oper Exp " 510 570 640 712 778 847 917 1011 1109 1215 7799

Oper. Earnings 8.6 20 30 33 52 73 93 99 111 125 636

Gross Interest 9.0 9 11 13 15 18 19 21 22 23 151

DPre-Tax Ffarnings " {.4) ‘11 s 19 20 27 55 74 78 89 102 485

Inc. Tax SMil (.8) 4 3 2 9 19 28 31 36 41 173

Eff. Rate % er 40% 16% 10% 25% 34% 38% 40% 40% 40% 36%

ﬁet Earnings .

Airline Operations sMil .4 7 16 18 28 36 46 47 53 61 312

“Hettings" wol 11.9 6 4 7 2 4 4 3 7 9 46

Reptd to Stockholders " 12.3 13 20 25 30 40 50 50 60 70 358

RATIOS

Traffic (All Sexvices) Bil/%Chg ,

RPMs - DOM ~m /" 6.52 4 517.06/8  7.60/8 8.11/7 . 8.64/7 ' 9.21/7  9.76/6 10.4/6 - 11.0/6 11.6/6 [5.08/6.6 GRC

RpMs — System /" 7.10 /5 |7.68/8 8.29/8 8.86/7 9.45/7 10.1/7 10.7/6 = 11.4/6 12.0/6 12.7/6 |5.60/6.7 GRC

AS¥s - System w137 /5 |12.9/710 14.0/8 15.0/7  15.9/6 16.8/6 17.5/4 .~ 18.5/6 -19.4/5 20.3/5 |8.60/6.3 GRC

ioad Factor — System : % 60.7 59.4 59,2 59.1 59.5 60.0 61.0 61.5 62.0 62.5 1.8pts.

yvield ~ Dom ¢RPM/%Chg 6.65 / 1 |7.02/6 = 7.36/5 7.69/5 7.99/4  8.31/4 8.64/4 g§.94/3 9.24/3 9.56/4 |2.91/4.1 GRC

Yield -~ System "/ " 6.61 /1 [6.95/5 = 7.29/5 7.62/5 7.91/4  8.23/4 8.55/4 8.85/3  9.15/3 9.47/4 |[2.B6/4.1 GRC

COST INCREMENT (COE) : L ,

- Labor  {Non-Add) $Mil/ % 26./°15| 22/11 19/9 21/8 20/7 22/7 25/7 28/7 31/7 34/7 222

~ Fuel - » LA AR 19/ 25 6/7 10/9 .8/6 7/5 6/4 6/4 7/4 7/4 8/4 . 65

~{Other . vy 16/ 10 5/3 9/4 10/4 11/4 11/4 13/4 12/3 14/3°° 15/4 1p0

- Total . " weyom 61 / 16] 33/7 38/7 359/6 38/6 39/5 44/6 47/5 52/6 57/6 357

Weighted Igdex‘(1957=1oo), 220/7 236,7 251/6 265/6 280/5 - 296/6 312/5 330/6 - 35076 145/6.1 GRC

AERO AD: EARNINGS 1976-1984

WESTERN




COMMENTARY

"FLIGHT EQUIPMENT"

‘ Hav1ng been awarded two new long—haul routes (Honolulu-Vancouver, Los Angeles-Miami), and
experiencing strong traffic growth (system RPM's were up 16% for the first 6 months), Western
earlier this year exercised options for a DC-10 and 5 727-200s. We believe that by the beginning
of next year Western will exercise its option for another 5 727-200s for 1978 delivery, and it
is possible that they could order additional DC-10s before the 1979 order we have projected into
the study.  The current DC-10 fleet's daily utilization is over 12 hours which is the highest
among the trunks flying that type of aircraft.

Of the 5 smaller trunks (Braniff, Continental, National, Northwest and Western)  -WAL is the
only one who has not either simplified its fleet or is in the process of doing so.. As Northwest
has so well illustrated, there are great cost savings to a carrier which standardizes its flight
equipment. As of now, WAL's management has given no sign that it will start disposing of its
relatively inefficient 720Bs and 707s during the next few years.

Our study projects that by the end of 1984 Western will still be flying over 10% of Adts
ASM's with aircraft that do not meet the environmental restrictions of FAR Part 36. To completely
replace these planes (737s and older 727-200s) would cost about $240 million in 1984 dollars. Being
a Los Angeles based carrier, WAL must be particularly concerned about this subiject, and there is
‘the possibility that WAL might be forced to revamp its fleet much sooner than we have projected.
Not having the strongest balance sheet in the industry, Western could be hard pressed to meet an
immediate tightening of envirommental restrictions, but should be able to manage it (see Moneyability
schedule).

N.B. Western s -load factor onlv increases 1.8 percentage points between 1975-1984. Because
many passengers have been turned. away at peak periods-when load factors approach 60%, we. have
pro;ected a sllght decrease in WAL's L.F. over the next three years before letting it rise to our
maximum 62.5% in 1984.

"FLIGHT EQUIPMENT"




FLIGHT EQUIPMENT - PURCHASE / REMOVALS / PAYMENTS / LEASES
GROUNWD PROPERTY. & EQUIPMENT (projected costs)

1976~
. Unit 1975 1976 . . _1977 1978 1979 1980 1981 1982 1983 1984 1984

PURCHASES/LEASES (L) Actual i e e e PROJECTED = = = = = = & = =~ = = = = = = & = = = = = e
Additions - G No. A/C

DC-10 : 7 1%, - - 2 3 3 1 1 1 12
727~200 o - 3 . - 5 5 — - - - - - 10
180 Seat M/R . : - - - - - - - 5 4 3 B . 4
Total Additions : L 1 I 5 5 3 3 3 6 5 2 34

; e VA .
tal Cost A/C Type~ - $ Mill :
pC-10 T , 23 27 - - 56 a8 93 32 34 36 366
727-200 . 25 - 52 55 - - - - - - 107
180 Seat M/R ‘ : - - - - - - - 139 111 88 338
Fotal Cost Aircraft ‘ &8 77 52 55 56 B8 83 71 145 124 811
Removals : : L No A/C
737 ) : 1 1 - - - - - 4 4 4 13
7208 S - - = - 6 6 6 - - - 18
+07-320C - - = - - - - 2 3 - 5
Total Removals ' : 1 1 - — 6 3 T8 6 2 4 36
PAYMENTS 4/

Flight Eq Payments E $ Mill

Advance Deposits o 7 23 18 28 37 45 46 31 35 40 303
Delivery . - " 22 - 37 38 39 35 37 68 58 50 362
‘Spares, Modifs etc " 2 4 5 4 4 10 . 7 11 7 10 62
wotal Flt EqQ Payments R “ 31 27 60 70 ) 90 30 110 100 100 727
Total Flt Eq Leases 2/ - v 23 26 - - - ’ 3¢ 30 50 40 40 "l _216
Total Flight Equipment - S 54 53 60 70 80 120 120 160 140 140 943
GRD, PROP, & EQUIP 3/ . sl 11 7 10 10 10 20 20 20 30 30 157

NOTES: (L-Leased, all others J0% purchased) 'M/R = Medium Range.

1/ Lost per Aircraft Tvoe - number x cost:per aircraft imcl base price + CFE/MC/spares. SH&E derived.

2/ Jaases ~ @ 30% of total ailrcraft cost per year (1280-1984). : : AERO AD:FLT. EQ/GPE 1976-1984
E? xd. Prop & Equip. =~ Subject to management reprogramming.

4/ Pavments - (SH&E. derived; -reflect escalation)

Advance Deposits - pre-delivery @ 30% of unit price. WESTERN
Delivery — balance remaining @ aircraft acceptance

Spares,Modifs, etc =~ @ 10% of aircraft cost(oxr derived)

* Firm Orders.-




COMMENTARY

"CAPITAL NEEDS AND SOURCES"

Western should not have any problem supplying the $1.5 billion in capltaL needs projected
for the 1976-1984 period. Internal cash flow together with sales of property should account
for about 55~ -60%, with the remainder coming from outside sources including leases.

- On June 30th of this year WAL paid back the remaining amount of its old bank loan agreement
and Jmmedlately entered 1nto a new $75 million revolv1ng credit at slightly higher rates (as had
been forecast in last year's ZAero Advanced Study). $18.75 million was drawn down right away, and
we. progect the remalnlng $56 25 million will be used by the end of 1978 when the credlt turns
into a term loan.

‘ ‘Back in April WAL repurchased 2.5M4 of its common shares for $7.3 million in cash and a $23
million subordinated note. This transaction is the $30 million shown under "other" in the 1976
column. 'The‘only other financing Western did this year was to lease its fourth DC-10 in June.

No planes are leased between 1977-1979 because the benefits in the recently passed tax bill
make Lt advantageous for the carrier to buy its equipment. Starting in 1980, 30% of the value of
1ncom¢ng flight equipment is leased. Western qualifies under the NY State Insurance Law from 1980
on, and a good part of the new $°0 mllllOP in projected Sr. Debt {(excluding bank) will come from
thls source. ;

Between 1967-1975 Western spent about $620 million for flight equipment and GPE. Our pro-
jections show them spending $1.1 billion between 1976-1984, but if these outlays are discounted
at a 5% rate, the resultlng present value is only $870 mllllon. In real terms WAL's capital spend-
ing will be up 40% which is one of the largest increases among the trunks.

N.B. We have 'discontinued WAL's 50% dividend policy after 1976 in order to conserve cash for
the carrier's capital spending program. Western has a liberal depreciation policy for its flight
equipment. For the first six months of 1976 it charged $14.3 million to F.E. depreciation, while
lf it had used CAB depre01at10n standards, it would have had to charge another $2. 4 million.

Recap: '1976-1984 - .
Needs: $1 52 billion (62% flight equipment, 11% GPE, 14% debt retirement).

Sources: $850 million or 56% from operations (24% earnings, 26% depreciation).
$650 million or 43% new f1nanc1ng ($520 million, or 34% to be arranged).

- "CAPITAL NEEDS AND SOURCES"




CAPITAL NEEDS AND SOURCES ($ MILL)
- calandar years -

1976~
: : 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
CAPITAL NEEDS ACTUAL = | = = — = = = — « = = = = = = = = PROJECTED == == = = = = o == o oo == = =« - = -4d--=--
Flight Equipment Payments ‘ .
= Advance Deposits . 7 23 18 28 37 45 46 31 35 40 300
- Delivery S ' : N 22 - 37 38 39 35 37 68 58 50 360
— Spares, Modif. etc. ) - 2 4 .5 4 4 10 7 11 7 10 60
Total F1lt Equip Payments : . 31 27 60 . 70 80 S0 90 110 100 100 720
Add: F1lt Equip Leases i S 23 26 - - - 30 30 50 ) 40 40 220
Total Flight Equipment - 54 | 53 60 70 80 120 120 160 140 __ 140 940
Ground onp' & Eq/Other © : * !
Grd Prop & Equip - . 11 o7 10 10 10 20 20 20 30 30 160
Debt Retirement . 21 27 8 8 27 26 30 30 26 33 210
Dividends i L 7 7 5 7 : 8 10 10 10 14 17 90
Other : : _ 2 30 3 . .'5 5 4 - - - - 50
Total GPE ‘& Other : 41 71 ) 26 30 50 60 60 60 70 . 80 510
End Wkg Cap (3wks COE proj) . 18 26 34 ) 40 40 50 50 60 : 60 70 70
“TOTAL CAPITAL NEEDS } : 113 150 120 140 170 230 230 280 270 290 1520
CAPITAL SOURCES
| Beginning Working Capital - Sro14 18 26 34 40 .40 50 50 60 €0 20
rations R B,
< Net bBarnings (Rept'd) : 5 13 20 25 30 40 50 8o - 60 70 360
— Depruciation/Amort ' 35 38 ) 40 43 42 44 40 45 51 56 400
= Property Sale/Other. IR 3 S 4 4 ) 8 6 10 15 i9 14 90
=~ Other . 9 1 - 4 - - - - - - -
Tstal Operations oo s2 | 57 64 76 80 90 100 110 - 130 140 850
~Financing Arrangements : "w X ! _ 30 _ 20 200
| = Senior Debt<Banks . % 19 ) 30 26 30 50 p ac
B LI "ot h -~ - - 4 - - 40 - 30 20
- Subord D btéInSCO/Ot = SRR 23 - - 20 10 - 20 - - 70
' oxd De PRI : % - - - 30 30 50 40 40 220
~ Leases (Cap. @ AC Cost) . 23 10 70
, g 7 - - - 10 10 20 10
— Deposits returnable 16- - - ~ _ - -
7 Beack sales | ' - - - - 120 80 90 650
' : : 100 80
. %ot Financing Arrangements . 47 75 30 ) 30 50 . ~n
‘TOTAL'CAPITAL SOURCES : 113 150 120 140 170 230 230 280 270 290
g ~ ' Lo . ' 20 €0 90 520
~ PINANCING TO BE ZRRANGED - - - 4 50 100 80 1

AERO AD: Capital Needs & Sources 1976-1984

WESTERN

-



COMMENTARY

"MONEYABILITY"

Western's "Moneyablllty" ‘posture should be perfectly adequate to meet the rather heavy |,
capltal spending program that we have projected for the carrier (see Capital Needs & Sources
schedule). The crucial indicator is, as always, the cash generation per ASM ratio. After
nose-diving in 1974 this key ratio will rebound smartly in 1976 (it was up to 4.38 for the
12 months ended 6/30/76, an increase of 16% from year-end 1975), and from 1977 on will stay
above the 5 niills norm.

This solid cash flow permits WAL to bring on debt at only a 1.13:1 ratio to each additional
dollar of equity. Starting with a 60:40 Debt/Equity ratio as of 12/31/75, this internal cash
generation lowers the D/E ratio to 54:46 by the end of 1984.

Western fails to quallfy under the NY State Insurance Law in 1976, but it does manage to
requalify in 1977. However, in 1978 and 1979 WAL again does not qualify for insurance company
money, as it does not meet the fixed charge coverage test on a five year average. From 1980
on Western does qualify under the law, and a good part of the projected $90 million in Sr. Debt,
ehcludlng bank, (see Capital Needs & Sources schedule) could be supplied by the insurance
companles. :

Western's operating ratio falls to 91% by 1981 which means that the complementary ROI ratio
is a@ble to go above the CABR's 12% standard. The revenue + invested capital ratio increases
sharply over the next four years, but then decreases as WAL's investment base swells. No air-
craft are leased between 1877-1979 because of the tax advantages of buying aircraft in the new
tax law. If, however, WAL wanted to lease some the the 12 planes we have projected that they will
receive during the period (see Flt. Equip/GPE schedule), there would be no problem.

Earlier this year Western bought back and retired 2.5MM of its common shares for $7. 3MM
in cash, and a $23MM subordinated note. It is this transaction that causes the debt/stock equity
ratio to jump from 148% in 1975 to 211% at the end of this year.

On June 30th -Western paid off the outstanding $29.9MM.of its old bank loan, and immediately
signed a new $75MM revolving credit agreement. The carrier drew down $18.75MM of the new credit
but then paid back $5.25MHM. We expect that this credit will be fully utilized by the end of 1978
when it turns into a term loan. .

- "MONEYABILITY"
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MONEYABILTITY -~ INVESTED CAPITAL
(System - All Services)

1976-
o 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1984
INVESTED CARITAL UNIT Actual } = — = = - - — = s — - = = Projected — = = = = & = - = w m — st m e e e e, b e d e -
Debt : $ Mil
Sepior Debi; - Banks oo 21 19 49 75 88 122 105 118 110 120 9
Senior Debt-Insco/Other " 72 66 60 58 53 46 77 67 83 93 21
Senior Debt-Leases Cap'd " ‘ 80 100 a3 86 79 96 113 150 177 195 115
Senior Total - Reptd - . R 94 85 109 133 141 168 182 185 193 213 120
Senior Total + Cap Lses " 174 185 202 219 220 264 295 3335 370 408 235
Subordinated : " : 30 53 51 48 64 70 67 83 79 67 37
Total Debt = Reptd : " 124 138 160 181 205 238 249 268 272 280 157
Total Debt + Cap Lses . " 204 238 253 267 284 334 362 418 449 475 272
Equity . . ‘
tock: ' 138 i13 128 146 168 198 238 278 324 377 239
Stock + Sub Debt " 168 166 179 194 232 268 305 361 403 444 276
Tot Inv Capital-Reptd " 262 251 288 327 373 436 487 546 . 596 657 395
Tot Inv Capital + Zap Lses " 342 351 381 413 452 532 600 696 773 852 510
FLIGHT EQUIPMEST "
Dapr Cost 263 240 259 278 300 326 359 438 492 530 267
Depr Cost + MEfr Deposit . 264 257 278 309 351 396 447 505 550 591 327
Depr Cost + " # Cap Lses n 344 357 371 395 430 492 560 655 727 786 442
VOPXING CAPITAL .
Tncl Cur Debt/Equiv, Wks COE - $Mill/Wks i8/2 26/3 34/3 40/3 40/3 30/3 50/3 60 /3 60/3 70 /3 52 /1
RATI A:IRLYSIS]—'/ (G} UNIT/NORM - :
Sr Debt = )
Equity (Stk + Sub) %-150% 104 111 113 113 95 99 97 o3 92 92 (12) pts.
SxriDebt = )
F1|Eq (Net + Dep +'Lse) %~ 80% 51 52 54 55 51 54 53 51 51 52 1 pt.
Cap Lses Share Flt Eq %- 33% 23 28 25 22 18 20 20 23 24 25 2 pts.
Total Debt. T
Stock ‘Equity ; %-175% 148 211 198 183 169 169 152 150 138 126 (22)pts.
N V¥ State Ins Law
Fix Chg Cov — 12 os5 x=1.25 1.0 1.3 1.5 1.5 1.9 2.1 2.4 2.3 2.3 2.4 1.4x
Fix Chg Cov - 5 yr Avg x=1.25 1.6 1.6 1.6 i.46 1.4 1.7 1.9 2.0 2.2 2.3 0.7x
Oper Ratio (Airline) % 98 97 96 96 94 ‘92 91 91 91 91 {7)pts.
Return On- Iav {Corp) % 7.0 7.2 9.1 10.1 10.7 11.7 12.3 11.1 11.6 12.0 5.0pts.
Rev T Tot Inv Cap $ 1.52 1.68 1.76 1.80 1.84 1.73 1.68 1.59 1.58 1.57 .05¢
¥et Cap Comts 2/ $ Mil 56 150 170 230 260 320 350 340 340 350 .-
Fin Azrgd / % Argd : "% 37/66 56/37 26/15 -/= -/- -/ -/- -/~ -/- -7- =/~
Cash Generation : . . .
Flow per $ Equity ¢/% Chg-30 21/438)  27/29 31/15 31/- 30/(3) 30/~ 28/(7) 25 /{11) = 26/4 26/- 5/24
Rev ' Less OQE Mills/% Chg-5,00
per ASM . 3.79/(46)} 4.50/19 5.00/11 5.07/1 5.91/17 6.96/i8 7.60/9 7.78/2 8.35/7 8.92/7 5.13/135

Moneyability -

AERO: Inv. Capital 1976-~1984

Note: (G) See Glossary.

1/ 12 ronths basis. % Changes are from end of prior year. WESTERN
2/ .Net Cap. Comts. = Next two years projected capital expenditures for flight equipment and GPE.




