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2002 the government has also loaned AMI $2 million, of which $1.2 million was drawn
down by September 2004 - since then a further $750,000 has been drawn down.
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Serial:

Year ending September 30
Status of the accounts
Operational Performance ($000s)

revenue

less expenditure

equals operating surplus (loss)

plus interest paid

equals EBIT

EBIT % margin

RMI Government cash subsidy
Total extraordinary R&E items
Net Financial Profit (Loss)

Capital employed ($000s)
debt
equity
capital employed

Operating assets ($000s)
current assets
less current liabilities
equals operating working capital
plus non cument assets
equals total net assets

Total capital employed ($000s)
RMI Government loans ($000s)
Capital turnover

Operating cash flow (OCF) ($000s)
EBIT
opening net assets
closing net assets

operating cash flow

Free cash flow (FCF) ($000s)
Net operating profit after tax
increase in working capital
new capital expenditure

free cash flow (FCF)

Table 1: Financial Performance

2004 2003 2002

provisional draft audited
4,096 3,454 3,123
4,802 5,396 4,993

(707) (1,941) (1,870)

07y (1941)  (1870)
A72%  562%  -59.9%

. - 1,500

5) (86) 1,358
@) (202) (512)
1,050 150 -
1,186 2,068 4,09
2,236 2,218 4,09
1522 1,152 1,311
1478 1,231 1,151

43 (79) 161
2,193 2,297 3,035
2,236 2218 4,09

2,236 2,218 4,096

1,050 150

183% 156% 76%

(707) (1,941) (1,870)

2,218 4,096 4,607
2,236 2,218 4,096
(725) (64)  (1,358)

707y (1,941)  (1,870)
122 (239) (337)

482

©29)  (2184) (1,621)

88

2001
audited

2774
4,541
(1,768)
25
(1,743)
62.8%

(241 6;
(4,159)

4,607
4,607

1,576
1,078

497
4110
4,607

4,607

60%

(1,743)
9,303
4,607
2,953

(1,743)
(1,558)
an
(556)

2000
audited

3,630
5,129
(1,499)
67
(1,431)
-39.4%

2,000
(2,244)
(2675)

537
8,766
9,303

3,261
1,205
2,065
7,248
9,303

9,303

39%

(1.431)
12,701
9,303
1,966

(1,431)
1,193
2,536

(5,160)

1999
audited

5,195
6,722
(1,528)
211
(1,316)
-25.3%

1,990
674

1,259
11,442
12,701

3,725
2,863
862
11,838
12,701

12,701

500

41%
(1,316)
10,360
12,701
(3,657)
(1,316)

1,911
(3.227)

1 The financial performance for 1999-2002 are based on audited accounts but we have some reservations about their
accuracy.
The 2003 financial performance is based on a revised draft accounts which are in the process of being audited, and are
the subject of discussions.

The 2004 financial performance is based on the trial balance and these accounts are subject to adjustments.

Warning:

We have some reservations about the balance sheet, that is the value of the capital employed and total net assets

employed as well as cash flows.
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Nevertheless the income and revenue are considered to a reasonable reflection of the actual performance of the airline.

As a result of the reduction in net assets employed the capital turnover (ie total revenue
+ total net assets) is now more in line with what it should be for an airline, although still
on the low side (serial 24 in table 1). Airlines are capital intensive activities. However, for
an airline serving markets with low traffic density and so revenue density, it can be
argued that a capital turn over greater than one (1.0) is acceptable, indeed
commendable. '

AMI's capital structure is in need of reviewing to better match its trading circumstances.
Furthermore AMI has absolutely no “financial slack”! to fund what is considered to be a
basic operating inventory of spares and equipment; and, the airline cannot secure debt
financing.

2.4 Airline Cash Flow

It has been said that profit is a matter of opinion — cash flow is a fact. The operating
cash flow and free cash flow have been calculated over the six year period 1999 to
2004. Itis evident that AMI has had a negative operating cash flow in those years in
which aircraft were not disposed (sold). The free cash flow , which is a better indicator
of how much money is available to operate the day-to-day activities of the airline, has
been continually negative since 1999.

This is an extremely unsatisfactory situation for an airline to be in.? The main concern is
the ability of the airline to meet ongoing safety standards - in a developed aviation
nation an airline operating in such circumstances would be trading recklessly and its
directors guilty of negligence (gross negligence in the event of a breach of safety
standards). The point is that the cash flow position AMI has been operating under is
unacceptable, especially in what would be classed as an unfriendly environment; and, if
the cash flow position does not change then consideration needs to be given to
liquidating the airline.

! Financial slack means funds that are quickly available when some urgent operational

requirement arises (eg a matter of flight safety) or take advantage of significant savings relating
to aircraft and engine overhauls (eg engines presently in Canada undergoing repairs and
overhaul) or a market opportunity.

2 Two very recent events highlight the importance of cash flow. One is the lack of cash to
be able to initiate minor repairs to the Dash 8 following a landing with the nose wheel retracted —
the airline was forced to seek funding from the Ministry of Finance to undertake the repairs and
cover other badly needed spare parts. The other event was the forced grounding of a Do228
(the only one in service) because of the lack of consumable materials (glue) because of lack of
funds to replenish the stock. Furthermore weak cash flows will result in higher aircraft lease
costs as lessors build in a higher margin for the additional risk of default on lease payments.
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Notwithstanding this, however, AMI should aim to achieve a positive (but modest) free
cash flow. The ability of AMI to achieve this will rest on the airline improving its
productivity and being allowed to increase air fares to recover its reasonable costs.

2.5 Airline Costs

Over the past six years total expenditure has been between $4.5 million (FY 2001) and
$6.7 million (FY 1999); it was $4.8 million for FY 2004. Total employee related costs
for FY 2004 amounted to $1.6 million and were 33% of total airline costs or expenditure.
The underlying loss of the airline over the past six years is about $1.5 million (EBIT).
Obviously the cost reductions to bring the airline into a neutral or positive cash flow will
not be obtained from staff cost reductions alone. There will need to be some
fundamental changes to the way AMI operates.

Total expenditure does not indicate efficiency or levels of productivity. Costs per
available seat (nautical) mile, costs per passenger (nautical) mile and costs per flight
hour are measures of this,

Table 2 summarizes total airline costs for FY 2004 and FY 2003 detailing some
productivity measures.

Table 2: Airline & Aircraft Cost Summan

Serial 2004 2003 Dash 8] Do 228{ Aidine Staff Costs
1 | Total expenditure ($000s) 2004 2004 2004 2004
2 maintenance 1,275.5{ 27% 1,483.0f 26% 525.6 749.9 0.0
3 depreciation & amortisation 809.2| 17% 1,621.0] 28% 408.6: 362.6 38.1
4 flying operations 893.5| 19% 913.1] 16% 357.1 536.4 0.0 541.2
5 aircraft fuel 61511 13% 446.5] 8% 275.3 339.8 0.0
6 aircrat handing 302.6! 6% 323.5! &% 49.7 83.5 169.3 135.2
7 passenger semces 6.6 0% 7.1 0% 6.6 inc above
8 cargo senices 12.2) 0% 13.0f 0% 12.2 inc above
9 promotion and sales 396.9] 8% 4171 7% 396.9 207.3
10 administration & general 445.6] 9% 517.8] 9% 445.6 253.2
11 finance charges 278 1% 0.6 0% 27.8 0.0
12 |Total expenditure 4,785.0; 100% 5,742.6] 100% 1,616.3] 2,072.2 1,096.5. 1,594.7
13 |Cost per available seat mile ($ per seat nm; 0.353 0.419
14 | Total vanable cost ($ per hour) 1,322 1,521 1,705 1,051
15 | Total fixed cost ($ per pax) 32.87 35.36 57.29
16 | Total fixed cost (3 per cargo ton) 30.44 46.00
17 | Total variable cost ($ per pax nm) 0.76 0.97 0.67 0.83

The basic cost of producing a seat mile for FY 2004 was 35.3 cents per seat nautical
mile versus 41.9 cents per seat nautical mile in FY 2003. In the US the seat nautical
mile cost for a Dash 8-100 would be in the order of 35 cents per seat nautical mile for
similar utilization. But AMI costs for labor, fuel and landing charges are considerably
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less than that for the continental US cost model and so its costs would be about 30
cents per available seat nautical mile. This suggests that AMI’s other costs are up to
$0.7 million per annum higher than for a continental US operator.

More useful cost indicators are passenger related as these can be directly linked to air
fares. For FY 2004, costs were:
$0.76 per passenger nautical mile plus U$32.87 per passenger.

This represents the variable costs ($ per passenger nautical mile) and the fixed costs ($
per passenger) of flying a passenger. So that for a 100nm flight the cost was $109
($76+$33). This compares to the air fares between Majuro and Maloelap (99nm) of $69
and Jeh to Kwajalein (101nm) of $72.

During FY 2004 the cost of operating the Dash 8 was $1,705 per hour and for the
Do 228 it was 1,051 per hour. This compares to the charter rates of $2,400 per hour
and $1,452 per hour respectively.

2.6 Revenue: Air Fares

We gather that AMI’s current air fares were set in 1999 or before. It seems the current
air fare is based on a simple formula involving the number of miles between the O&D
(the variable cost element) plus a fixed cost element. This is reasonable. The basis of
the formula is:

Passenger fare = 46 cents per mile plus $21 per passenger

So that the calculated fare for a flight from Majuro to Maleolap (100 miles) would be $67
versus the actual of $69. Most O&Ds have air fares that are within $3 to $5 of a fare
calculated on this basis. Figure 1 illustrates AMI's fare structure for one way economy
fares.

Figure1: CurrentY Class Fares
250

200

150

Fare US$
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50 +

0

0

E— y =0.4581x + 20.995
R?2=0.9453

Distance (nm)
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Based on the financial performance of AMI as set out in the provisional accounts for
2004 we have been able to calculate the basis of a fare for AMI to have broken even.
This is based on taking into account all other revenue from charters, cargo, non
passenger related income (eg commissions, efc) — about $1 million. The break even
fare would be:

Passenger fare = 56 cents per mile plus $25 per passenger

This would be an average fare increase of 23%. The increase for some O&Ds would be
greater than 23% while others would be less depending on the historical advantage or
disadvantage particular O&Ds have had. For example the fare from Majuro to Maleolap
would increase to about $80, which is a 17% increase.

For FY 2004, costs were the equivalent of $0.76 per passenger nautical mile plus
U$32.87 per passenger. These costs reflect low utilization levels where the average load
factor was 37%. Regardless AMI’s air fares are at an unsustainably low level and an
increase up to 25% is likely to be required as well as reductions in cost. Unless costs
can be reduced by $1 million at least then the required air fare increase could be higher.

Table 3 Pacific Region Economy Air Fares

Country 0&D Sector Time Aircraft Fare (US$)
(minutes)

RMI KWA-EAL 17 Dash 8 56

PNG POM-PNP 15 Dash 8 53

RMI KWA-LIK 30 Dash 8 77

Fiji NAN-SUV 30 DHC 6 69

PNG POM-PNP 30 DHC 6 45

Vanuatu VIL-LMP 30 DHC6 51

Hawaii, US HNL-JHM 30 Dash 8 233 exc taxes

New Zealand AKL-WGR 35 B1900/S 340 106

New Zealand WLG-NLS 35 B1900 102
average 98

Samoa FAL-PPG 45 Dash 8/ DHC 6 81

RMI MAJ-LIK 52 Dash 8 120

PNG POM-GUR 55 Dash 8 100

New Zealand WLG-NPR 50 B1900/S 340 145

Australia SYD-CAN 50 Dash 8 159

Australia TVL-CNS 55 Dash 8 210
average 147
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RMI MAJ-KWA 60 Dash 8 125
Fiji NAN-SVU 60 DHC 6 81
Vanuatu VLI-SON 60 DHC 6 92
average 99
RMI MAJ-RGP 88 Dash 8 200
PNG POM-MIS 90 Dash 8 157
Fiji NAN-IVU 90 DHC 6 128
PNG POM-OPU 90 DHC 6 135
Vanuatu VLI-MTV 90 DHC 6 133
New Zealand TRG-WLG 95 B1900/S 340 167
average 153

Table 3 compares air fares for various sector times (distances) for various airlines
operating in the Pacific region. AMI's air fares seem to be lower than average in the 30
and 50 minute sectors but is higher than average in the longer sectors, especially versus
the DHC 6-300 Twin Otter. It is difficult to draw any conclusions from this comparison

other than AMI's operating costs appear to be higher than those of other Pacific Island
countries.

A number of AMI air fares (eg MAJ-KWA) have not been changed since at least 1993 (12
years); all others have been unchanged since 1996-99 (6-9 years).

There appears to be a perception within the airline that the Cabinet approves air fares.
It is understood that the matter of air fares is the responsibility of the AMI board. That
is, the board agrees to and approves air fare increases. In turn the chairman of the
board advises the Minister of Transport and Communications of the decision of the
board who would advise the cabinet accordingly.’

Further there was an attempt by AMI’s management to increase air fares in early 2004
and a proposal was submitted to the board. No action was taken.

2.7 Break-even Load Factors

Each O & D will have its own break even load factor. Using the FY 2004 costs and the
present air fare structure the passenger break-even load factors* for some typical flights
are shown in fable 4.

Table 4. Break-even Load Factors

3 The present chairman of AMI is also the Minister of Transport and Communications.

¢ Load factors are normally calculated from revenue passenger miles (RPMs) divided by
available seat miles (ASMs). However, when considering individual routes or sectors then
revenue passengers divided by the available seats is used.
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Route Time Fare Dash 8 Do 228
(min)
Pax number LF Pax number LF
KWA-MAJ 60 $125 19.0 56% 12.0 63%
MAJ-WTE 40 $93 19.0 56% 12.0 63%
KWA-RGP 40 $95 19.0 56% 12.0 63%
MAJ-UIT 30 $85 17.0 50% 11.0 58%

It is evident that on the FY 2004 costs the Dash 8's break-even load factor was in the
order of 50-56% while the Do 228s was higher at 58-63% or so. If fixed costs fell by
$10 per passenger ($300,000 in total) then the break-even load factor reduces by 6-9%
for the Dash 8 and 5-11% for the Do 228. This illustrates the importance of getting
fixed costs to a minimum,

The overall break-even load factor for AMI in 2004 would have been at least 60%.

The average airline load factor based on RPMs and ASMs, and according to the DASH
revenue management system is 38% - management of AMI have reservations about the
accuracy of the DASH system and suspect that the load factor data is likely to be
overstated. Based on revenue passengers and flights flown the average load factor is
estimated to be only 32%: 27% for the Dash 8 and 36% for the Do228.

2.8 Air Transport Performance

AMI's present revenue management system has not been maintained for at least four
years and possibly longer. As a consequence it is in the area of measuring air transport
performance that the airline lacks reliable information and in some areas no information
at all. Furthermore the DASH revenue management system is being used on a calendar
year basis rather than a fiscal year basis and so any reports (even if they were reliable)
are unable to be matched to the financial system. Consequently AMI lacks reliable
information on one of the two most important measures of its performance - air

transport measures: passengers carried, revenue passenger miles, available seat miles
flown, etc.

Notwithstanding this, for the most part, the DASH revenue management system has
been used to extract AMI’s air transport performance. The following sections outline
this in terms of passengers carried, revenue passenger miles, available seat miles,
number of flights, number of flight hours, and load factors.
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Table 5 summarizes the main air transport measures for AMI over the six year period
1999 to 2004 - this is on a calendar year basis.

Table 5: Air Transport Performance
(Source: DASH Revenue Management System Reports)
Serial | Calander Year 1999 2000 2001 2002 2003 2004
1 |Total Air Transport : Domestic & Intemnational
2 |Passengers carried 21,199 16,754 19,033; 23,484 26,454 27,836
3 Annual change 0% -21% 14% 23% 13% 5%
4 Qsumannual change 0% -21% 1% 16% 29% 34%
5 |Flights (amivals) 2,582 2,324 2,658 3,339 3454 3225
6 Annual change 0% -10% 14% 26% 3% -7%
7 Qsum annual change 0% -10% 4% 30% 33% 27%
8 |Block time 2,768 2,447 2,674 3,171 3,160 2,834
9 |Available seats 44,570 36,973 42,655 54,812 74,376 69,537
10 |Available seat miles 7,764,510| 5,943,311| 6,481,658 7,662,994} 10,878,434] 9,755,825
11 Annual change 0% -23% 9% 18% 42% -10%
12 Qsum annual change 0% -23% -14% 4% 46% 35%
13 {Revenue pax miles 3,183,976| 2,533,486 2,810,541} 3,247,578 3,683,964] 3,575,202
14 Annual change 0% -20% 1% 16% 10% 0%
15 Qsum annual change 0% -20% -9% 6% 16% 16%
16 |Load factor (RPM) 41% 43% 43% 42% 33% 37%
17 |Average miles per passenger 150 151 148 138 135 128
18 |Sector pax miles 4391,691) 3,494,463] 3,726,849! 4452327| 4,918,381{ 5,097,585
19 {Sector load factor 57% 59%]| 57% 58% 45% 52%
20 |Awverage sector miles for pax 207 209 196 190 186 183
21 |Passenger Revenue $2,159,393| $1,719,695; $1,842,196} $2,123917| $2,435,846] $2,557,332
22 {Cargo (tonnes) 58 220 189 265 283 411
23 |Cargo revenue $63,455 $241,502 $201,362] $292,830 $311,19 $452,466
24 |Total revenue $2,222,848] $1,961,197] $2,043,558| $2,416,747] $2,747,037{ $3,009,798

2.9 Passengers Carried

According to the DASH revenue management system, five years ago (1999) AMI carried
about 21,000 passengers in a year. For 2004 (calendar year) passengers carried was
about 28,000 they were close to 26,500 in 2003. It is possible that the passenger
numbers may be incorrect for the year 2000. There is no ready explanation for the
large drop (21%) that seems to have occurred in 2000 when passenger numbers are
recorded as 16,754. Anyway, in 2004 AMI carried more passengers than in previous
years. 527 on international services until these were terminated in June 2004 (781 in
2003) and 27,309 on domestic services (25,637 in 2003).

While the DASH system indicates that about 28,000 passengers were carried in calendar
year 2004, it is estimated that annual passengers carried in the fiscal year is closer to

29,500. This is the level of passenger numbers assumed for the past financial year
ending September 2004.
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Compared to growth in GDP, passenger numbers have increased by 30% over the five

_years 1999 — 2004 (see the figure 2). This suggests that changes in GDP may at

present have little or no effect on passengers carried (demand). However the reverse
may not be true — GDP may not be independent of air transport performance. In other
words if AMI's services were severely curtailed or ceased it is likely that GDP growth
would be adversely affected.

A

Figure 2: RMI: Air Transport System

Trends in Passengers Carried versus GDP
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It seems that the number of passengers carried by AMI may be more related to the
number of flights and the available seats miles flown than to changes in GDP. And yet
both the number of flights and available seat miles reduced in 2004 while passengers
carried increased. However, the fact that many air fares have remained unchanged
since 1992 and all others since 1998-99 is likely to have also promoted air travel.
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Figure 3: RMI Air Transport Performance
trends in air traffic
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The average domestic air fare paid has slowly declined from about $104 to $90,
suggesting that there is more travel between those islands and atolls closer to Kwajalein
and Majuro.

The number of free of charge (FOC) passengers has doubled as a percentage of
domestic revenue passengers from 3% in 1999 to 6% in 2004.

The number of sector passengers in 2004 is estimated to be 37,397, up from 34,628 in
2003. Therefore the passenger flight entails 1.3 flight sectors. That is one in three
O&Ds involves at least two sectors.

2.10 Flight Operations

In 1999 AMI flew 2,582 flights for a total block (flight) time of 2,768 hours that is an
average of lhour and 4 minutes per flight. In 2002 and 2003 the numbers of flights
were 3,339 and 3454 respectively; the block times were 3,171 and 3,160 hours
respectively, which put the average block time at 57minutes for 2002 and 55 minutes for
2003. The average flight time would therefore be about 45 minutes. In 2004 the
number of flights were 3,225 and the total block time was 2,834 with a slightly reduced
average block time of 53 minutes and average flight time of about 43 minutes. The
reduced block time will be a result of the faster speed of the Dash 8 compared to the
Dornier 228 and the increased utilization of the Dash 8 in 2004 as a result of one of the
Do 228s being unserviceable for most of the year.
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For fiscal year 2004 the Dash 8 was utilized for almost 950 flight hours and for about
700 hours in fiscal year 2003 — the aircraft was introduced into service in March 2003.
During 2004 and 2003 the Do 228s flew about 2,000 and 2,500 flight hours respectively.
Aircraft utilization is therefore on average less than 3 hours per day. These are low
levels of aircraft utilization for air transport operations and as a result operating costs
per hour will be relatively high. This is shown to be the case in lable 2.

2.11 Demand for Air Travel

The demand for air travel is reflected in the origin and destination (O&D) passenger
traffic.

In the 2003 and 2004 fiscal years AMI flew to 160 or more different O&Ds. This is a
huge number of O&Ds for a low level of traffic density and represents a very complex
network for any airline. Where there is complexity there is cost.

The DASH revenue management system records a total of 183 O&Ds. Allowing for
dormant O&Ds and those for which flights were flown and for which no passengers were
recorded as being carried there are nevertheless 135 O&Ds that AMI fly to, carry
passengers and receive some revenue.

O&Ds can be ranked by either passengers carried or revenue earned. Normally an
airline is more interested in those O&Ds that earn the most money. But it is the
passengers carried that represents the demand for air travel. Whereas the airline’s
network and schedule is derived from the passenger O&Ds, the revenue earned is as
much a function of the airline’s pricing policy as it is a function of demand for air travel.
Passenger demand or O&D demand is necessary for assessing the market and for
developing a network of scheduled services.

The DASH revenue management system has been used to analyze O&D traffic for both
2003 and 2004 fiscal years. This has been scrutinized and is considered acceptable for
network and schedule planning. The following analysis is for 2004. 2003 data is almost
identical.

2.12 Passenger Ranking of O&Ds

Based on passengers carried only 31 O&Ds account for 65% of total passengers carried;
that is between 15 and 16 locations. 80% of passenger carried fly between 48 O&Ds
(24 - 25 locations), while 79 O&Ds account for 95% of the total passengers carried.

Figure 4 illustrates this relationship, which describes the traffic density within AMI's
network.
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Figure 4: Passengers Carried 2004
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The revenue O&D rankings show a similar but more concentrated pattern. 65% Of total
revenue is accounted for by only 21 O&Ds (10 or 11 locations). 80% of revenue flows
from only 34 O&Ds while 66 O&Ds produce 95% of the total revenue.

What this shows is that 35% of passenger traffic in “the tail” of the passenger rankings
(corresponding to only 25% of the revenue) creates the huge complexity in AMI's
network and much of the operating costs. Considerable resources are consumed in
servicing this “tail” for little additional revenue. It also indicates where the airline should
focus its attention if costs are to be reduced - the airline needs to review its network
and schedule to better cater for its O&D passenger demand or traffic.

2.13 Productivity

Productivity is the ratio of output to input. In an airline, output is measured by the
passengers and cargo carried and the revenue produced. The resources consumed in
the production of the capacity to carry the traffic — capital, labor, equipment,
entrepreneurship measure input.

The basic productive asset of an airline is an airplane. Each airplane can be treated as a
separate factory and so an airline consists of a number of individual factories which
make up the airline’s fleet. Different types of airplanes (factories) serve different types
of markets, such as: international versus domestic, long-haul versus short-haul and low
density versus high density markets.
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The productive output of each factory is the traffic the airplane carries per day
measured in terms of revenue passenger miles (for the sake of simplicity ignoring
cargo). The input is the airplane itself and all the resources consumed in maintaining
the airplane in the air.

As a broad commercial rule of thumb, productivity is related to capital investment and
for an airline this essentially means the cost of airplanes — fable 6 illustrates this.

The data in table 6 is based on the DASH maintenance management system and not the
revenue management system (as the former is considered to be more reliable). For all
practical purposes in 2004 AMI operated one Dash 8 and one Do 228. So while it had
good utilization out of the Do 228 (but remembering that one Do 228 was unserviceable
for the whole year) the airline had relatively poor utilization out of the Dash 8.

Revenue passenger miles (RPM) is the basic measure of productivity. The load factor is
the RPM achieved compared to the available seat miles (ASM) flown. The following
comments are based on the DASH revenue management system and so should be
viewed with caution and at least advisedly.

For calendar year 2004 AMI achieved 3,575,202 revenue passenger miles and produced
9,755,825 available seat miles, which represents a load factor of 37%. This was an
improvement over 2003 when RPMs were similar at 3.6 million but ASMs were just less
than 10.9 million, for a load factor of 33%. Thus there was a 10% reduction in ASMs in
2004 - that is from 10.9 million to 9.8 million for the same RPMs,
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Table 6: Productivity Measures

Serial | Productivity parameter Dash 8 Do228 Total
1 |Capital cost 2,500,000; 1,000,000
2 |Annual depreciation rate 10% 10%
3 |Annual depreciation amount 250,000 100,000
4 {Monthly depreciation cost 20,833 8,333
5 jAvailable daily hours (daylight) 14 12
6 {Typical annual utilisation (hrs) 2,500 1,750
7  |Typical daily utilisation (hrs) 7.3 5.1

8 |Typical available seat nm (ASM) per year 15,365,917] 5,414,791] 20,780,708

9 |Typical capital cost (cents) per ASM 1.63 1.85 3.47

10 {FY 2004 Actual

11 {Monthly lease/depreciation 33,000 0 33,000
12 |Flights per year 1,286 2,574 3,860
13 jAnnual utilisation (flight time - hrs) 947 1,972 2,919
14 |Annual utilisation (block time - hrs) 1,161 2,401 3,562
15 }Annual available seat nm (ASM) 6,605,239{ 6,936,501} 13,541,740
16 |Capital cost (cents) per ASM 6.00 0.00 6.00

The higher productivity achieved in 2004 has lead to the improved financial performance
where the indicative earnings before interest and tax (EBIT) is a loss of $707,000
compared to an average loss over $1.7 million over the previous five years.

The aircraft type and its employment determine productivity in an airline. A Dash 8
operating during daylight hours can easily produce over 13.4 million ASMs. The Do228
can similarly easily produce over 5.4 million ASMs. AMI's present level of production of
6.6 million ASMs from the Dash 8 is less than half (49%) that of a typical level for the
Dash 8. Two Do 228s should typically produce 10.8 ASMs. AMI's level of production in
2004 was almost 7 million ASMs (65%) but in practice this level of ASMs was produced
by one airplane as one Do 228 was out of service (awaiting spare parts) for the year.
Regardless, this illustrates that AMI’s productivity levels are low.

The problem facing AMI is that its traffic density is very thin — currently about 29,500
passengers per year out of a total population of 55,000, half of whom reside on Majuro.
To provide a reliable service AMI requires at least two aircraft. It operates three
aircraft: one Dash8 and two Do 228s. The Dash 8 was acquired to enable overhauls to
be carried out on the Do 228s and to take over the Majuro to Tarawa service. The Do
228s are still awaiting overhaul and the Tarawa service has been discontinued.
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2.14 Air Cargo

AMI carries cargo on its domestic flights and also carried it on international flights. Most
cargo has been carried domestically. The amount of air cargo carried has increased
significantly since 1999. According to the financial records 58 tons of cargo was carried
in 1999, 54 tons domestically. In 2004 there was about 395 tons of domestic cargo and
16 tons of international cargo. (Cargo volumes are calculated or extrapolated from
cargo revenue. Cargo volumes are not presently captured by the financial records.)

There is scope for increasing cargo volumes as indicated by the increasing volumes of
cargo carried.

2.15 Network and Schedule

Passengers carried are estimated to be about 32,000 in FY 2006. If AMI is to reduce
operating costs the load factors need to be considerably higher — in the order of 70% for
the top 65% of the passenger O&Ds and at least 50% for the others. The top 65% of
O&Ds should form the basis of the airline schedule.

With this in mind it is proposed to divide the outer islands and atolls into five or six
groups for airline planning purposes. Each of these island and atoll groups can then be
serviced from either Majuro or Kwajalein. Flights to those 35% of O&Ds comprising the
“tail” of the passenger demand rankings can be scheduled services “on-demand” and
with a minimum load factor of 50%.

2.16 Fleet Configuration

The Dash 8 operating lease expires in December this year. The question arises as to
whether to renew this lease or not.

For 10 months of fiscal year 2004 only one Do 228 was serviceable because there was
insufficient cash flow to purchase the parts required to return the aircraft to service. In
October 2004 the Dash 8 was grounded for one month awaiting a replacement engine.
During this time the serviceable Do 228 maintained air transport services without too
much difficulty, inconvenience to people or disruption to the economy of the RMI. This
demonstrates that AMI has surplus aircraft capacity but it also highlights the need for at
least two aircraft.

The fleet configuration depends on the level of passenger demand and the route
network and schedule, especially the frequency of services. Based on 32,000
passengers and a 70% load factor for the top 65% O&Ds and a 50% load factor for the
other O&Ds the required aircraft capacity is shown in table 7.

McKay Shipping Ltd, trading As
Pacific Marine Management

March 2005
Page 19




TA4004-RMI IMPROVING THE DELIVERY OF SEA AND AIR TRANSPORT SERVICES
Working Paper No. Al
Air Marshall Islands Inc: Corporate & Strategic Planning

If an all Do 228 schedule was flown, then the total annual flight time would be 2,744
hours, which is 1,372 hours per aircraft. If there were three Do 228s this would equate
to 915 hours per aircraft. These are utilizations AMI have regularly exceeded in recent
years and so could theoretically be serviced with two aircraft. However, to maintain
regularity of service (and given AMI's geographic isolation and difficult operating
environment) three Do 228s may be desirable.

If a mixed fleet of a Dash 8 and Do 228s were operated then the total annual flight time
would be reduced to 1,807 flight hours of which only 675hrs would for the Dash 8 and
the remainder (1,132 hours) would be by the Do 228s. This would result in the under
utilization of the Dash 8 (and so high capital costs) and also the Do 228s. Such a
schedule would be inefficient in terms of productivity.

The least cost option, however, may be the mixed fleet configuration, depending on the
capital costs. These costs are in the process of being assessed. And will be needed in
order to make a reasonable decision of whether to renew the Dash 8 lease or lease to
purchase.

Table 7. Fleet Requirement Options

Top 65% Other O&Ds Total Traffic

0&Ds
Passengers carried 20,752 11,248 32,000
All Do 228 Schedule
Assumed load factor 70% 50% 61%
Number of Do 228 flights 1,560 1,184 2,744
Annual flight time (hours} 1,506 1,154 2,660
Average flight time (minutes) 58 58 58
Dash 8 & Do 228 Schedule
Assumed loaf factor 70% 50% 61%
Number of aircraft flights 1034 1094 2129
Annual flight time (hours) 875 932 1807
Average flight time (minutes) 51 51 51
Number of Dash 8 fiights 666 113 780
Annual flight time (hours) 507 168 675
Average flight time (minutes) 46 89 52
Number of Do 228 flights 368 981 1349
Annual flight time (hours) 368 764 1132
Average flight time {(minutes) 60 47 50
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One thing is obvious and that is AMI’s domestic network and schedule has no place for a
50 seater aircraft like the turboprop Fokker F50 or worse a 100 seat Fokker F100 jet. At
this stage in AMI's history contemplation of an international operation would be out of
the question until its domestic services were on a sound commercial footing and the
airline’s free cash flow was positive.

2.17 Future Airline Performance

Future air transport performance will be a balance between maximizing productivity and
avoiding negative cash flows.

To foster the economic and social development of the RMI, ASMs should be increased to
a point where the load factor produces sufficient RPMs to just provide a positive cash
flow.

In this regard the level of air fares will probably play a significant role. Recent trends in
air traffic suggest that there is room for increasing air fares without materially affecting
demand.

It is considered that if passenger numbers increase by 5% per annum in excess of the
growth in GDP then AMI will be making a contribution to the economic and social
development of RMI. Furthermore provided the annual growth in passenger numbers
exceeds the annual growth in GDP then AMI will be fostering economic and social
development for the benefit of all Marshall Islanders. (In other words, if growth in
passenger numbers is less than the growth in GDP then it is possible that AMI is
hindering the economic and social development of the RMI.) If AMI can achieve positive
growth relative to GDP while maintaining a positive cash flow then the airline’s future
will be assured. Moreover it would then be one of those rare species - a successful and
viable airline that operates domestic and regional services in the Pacific.

2.18 The Question of Subsidies

The question of subsidies needs to be considered as AMI is the recipient of government
subsidies in various forms.

It is difficult to find a concise and yet all-purpose definition for a subsidy. This is
especially true for transport subsidies. One of the reasons or problems is that some
transport systems have opportunities for monopolistic exploitation and another is the
concept of profit adopted by various enterprises within a transport system (eg airports
versus airlines). Regardless, some of their main characteristics are outlined below:

. subsidies can affect the relative prices in the goods and services market;
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. subsidies can take many different forms;

. the dividing line between subsidies and differential taxes is arbitrary — is the
higher rate an extra tax or is the lower rate a subsidy? (generally it helps to not
think of subsidies as a negative tax);

o while it may be considered immaterial whether a subsidy is paid to the buyer or
seller of the product or service, its effect is likely to be significantly different; and

) a distinction should be made between subsidies (whatever form) which affect
relative prices as well as income and those that affect only income - the former
usually occurs in subsidizing transport.

Typically a subsidy can take the form of a capital grant, as in the case of the
construction of an airstrip or the purchase of an aircraft, or as an operating subsidy, as
in the case of the payments for the air transport services. AMI receives fives different
forms of subsidies:

> operating subsidies as direct cash payments (viz $3.5 million received since
1999),

capital grants for the purchase of aircraft,

tax concessions (viz exemption from income tax, gross receipts tax, import duty)
cheap credit (viz loans from the RMI government are interest free),

sales by government at lower than market prices that are a benefit-in-kind (viz
AMI pays no airport landing charges or air navigation service charges).

¥y ¥ ¥+

Presently the government’s subsidy policy towards AMI appears to be ad hoc. There
appears to be no consistency in its purpose (and who the beneficiaries are to be). The
government’s obligation to AMI is not clear or defined and so the level of subsidy
appears to be unlimited. There appears to be little or no thought given to the method
of delivering subsidies other than all methods of delivery appear to be directed towards
the airline (as provider of air transport services) rather than passengers and cargo
owners (as users of the service).

The whole question of government subsidies to AMI need to be reviewed with the
objective of eliminating all subsidies paid in one form or another to the airline. This
would necessitate the airline being run on a strictly commercial basis. But if or where
AMI is expected to service unprofitable routes (that is those for which load factors are
low for whatever reason) the airline should not operate the service unless it can recover
its costs with a predetermined payment (charter rate).

Unless this is done AMI will be unable to operate on a fully commercial basis, which is a
prerequisite to achieving a neutral or positive cash flow and turning it into a successful
and viable airline.
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2.19 Matters of Governance

There seems to be no single definition of governance that is generally accepted.
Nevertheless, it can be taken to encompass authority, stewardship, leadership, direction
and control. The role of the governing body is to:

set the corporate objectives of the organization
set the corporate conduct of the organization

set the strategic direction of the organization
monitor the performance of the organization, and
appoint the chief executive.

For AMI there does not seem to be a corporate objective or conduct statement, the
airline seems to lack a strategic direction (it gets by on a day-to-day basis) and the there
are no effective management reports to enable its performance to be monitored.> While
an acting general manager has been appointed his probationary period ends in March
2005.

The TA adviser considers that the RMI government and AMI would benefit from a more
independent relationship. AMI is a state enterprise, owned and financed by the
government of RMI. The chairman of the board of AMI is accountable to the
government for both the financial and operational performance of AMI. The chairman of
the AMI board is also the Minister of Transport and Communications, so in effect, it can
be argued that the chairman is reporting to himself — not a satisfactory state of affairs.®
Additionally, the Minister of Transport and Communications is responsible, through the
Directorate of Civil Aviation (DCA), for the safety oversight of the airline. There is
potential for conflicts of interest when the regulated body (airline) and the regulator
(DCA) are headed by the same person. For example a letter from the DCA’ to the
chairman of AMI points out DCA's concerns over the delay in maintenance overhauls for
the two Do 228 aircraft affecting their airworthiness. Concern had been previously
expressed in several letters on the same matter. It matters not that there may be a

5 The draft independent auditor’s report for the financial statements for the year ending

September 2003 states, "We were unable to obtain minutes of AMI Board of Directors’ meetings
held from October 1, 2001 through February 2005.” Similar qualifications have been expressed
by auditors back to 1999 and possibly earlier.

6 While the Cabinet appoints the board of AMI, it is understood that the Minister “informs”
the Cabinet about matters concerning the airline.

7 Letter of 19™ April 2004 from the Airworthiness Inspector of DCA to the Chairman of the Board
of AML.
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difference of opinion between the airline and the regulatory authority over the need to
overhaul the aircraft. The fact that there was (is) a difference of opinion emphasizes
the need for the two positions, that of the chairman of the airline and the Minister
responsible for the regulatory authority, to be separated.®

Usually the chairman of the board has considerable influence over the other board
members and the direction of the enterprise. If there is a conflict between the chairman
and the board over a matter of substance, either a new chairman is appointed or a new
board. Neither course is likely when the chairman is a government minister. Also with a
government minister as chairman it is probable that the chairman would follow the line
of government policy, even though this may not be in the best interests of the
enterprise.

The chairman of a board usually works closely with the chief executive. In small
enterprises, such as AMI, it is usual for the chief executive to use the chairman as a
“sounding board” for new ideas. It is probable that the chairman of AMI with his prime
responsibility of Minister of Transport and Communications, may not have sufficient time
available to adopt this role as a “sounding board".

2.20 Prospects for Privatization

There appears to be interest and support from the ADB and the US government for
privatizing AMI for the following reasons:

) to improve the effectiveness and efficiency in the provision of air transport
services within (and to and from) the RMI, especially the outer islands;

. to foster a more entrepreneurial culture in the process of the economic and social
development of the RMI; and

. to remove undue political and bureaucratic influence from the decision-making
process within the airline.

It is fair to say that the privatisation process has not always been handled well including
(some might argue especially) in developed countries. The main reasons have been
that:

. the objectives of privatisation were conflicting;

) there was no coherent or consistent strategy or set of priorities;

. privatisation without competition did (and does) not (necessarily) yield obvious
benefits;

8 If the DCA was part of the Ministry of Justice then this would achieve this separation

unless the Minister of Justice was appointed the airline chairman.
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governments did not do enough to encourage competition by liberalising markets
- that is privatisation only leads to efficiency gains to the extent that it is

.accompanied by increased competition;

market liberalisation policies were not followed through;

public assets were sold too cheaply; and

there has been a tendency to ignore the (practical) political problems of
privatisation.

One of the main issues to arise was the issue of the level and quality of service in a
competitive market and public service obligations. In other words, it is argued that
restrictions on competition are justified on the grounds that the firm to be privatised has
social or public obligations. This would be a particular issue for AML. There are,
however, effective measures commonly used to provide for social or public services in
an open and competitive market. These involve direct and transparent payments in
which the government department calling up these services pays the market rate for
their provision.

With these issues in mind the following matters will need to be confirmed or decided
and agreed as part of any privatisation process:

There needs to be a coherent and unambiguous, but not necessarily singular

objective. The RMI government has already stated that “the Government's
objective is to improve domestic air transport services in the RMI".

A further objective needs to also be to “remove the RMI government from the
decision-making process within the airline”.

There is a need to liberalise the domestic and international air transport markets.
Unless this is done then competition will not be allowed to develop and this in
turn simply means that air transport services will not improve through efficiency
gains and innovation.

There is need to ensure that a proper economic regulatory framework exits before
privatisation and that this framework embraces appropriate market liberalisation
policies (this probably already exists).

There is a need for consistent safety regulation that is in harmony with regional
regulatory developments.

The political nature of privatisation must be recognised, as the objectives are
invariably part of the government’s wider ambitions in their economic and social
development program.

The unconditional support by AMI must be present throughout the process.
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But the first step is for the government to decide whether or not it wishes to privatize
the airline. Attached is a synopsis of the airline industry in the Pacific region, which will
help to put the prospects for privatization into an industry perspective as well as
addressing key issues such as what it takes to be a successful airline.

2.21 The Privatization Process

One of the very early tasks in the privatization process is to determine precisely what is
to be privatized or to be sold. The interest in privatization is in the actual sale of assets
both tangible (aircraft, buildings, plant and equipment, etc) and intangible (route
structure, air service rights as the national carrier or designated airline of the RMI,
market “know-how" and other institutional knowledge and experience — one of the most
valuable intangible assets will be the people in key areas such as engineering and those
people with the market and institutional knowledge).

So there are two options:

(i) the sale of the tangible assets owned by AMI, which in effect would be
liquidation; or

(ii) the sale of AMI as a going concern, which includes both the tangible and
intangible assets - divestment.

There are some significant risks attached to the liquidation option:

o the return (revenue) from the piecemeal sale of tangible assets will be somewhat
less than the return from the sale of an airline as a going concern; and
) there will be considerable uncertainty during the transitional phase from asset

sales to the establishment of a new domestic air service(s) unless these were
established prior to the sale of assets.

The benefit of this option is that there would be less cost, time and effort involved in
preparing the sales of tangible assets than in the sale of the airline as a going concern
and the overall time involved should be less.

Overall such a process would be fragmented, time consuming and could have a seriously
adverse effect on the re-establishment of domestic air transport services unless these
were established prior to the sale of assets. But the main deficiency with this option is
that it ignores the valuable intangible assets that are wrapped up in AMI's airline
business — the market and industry knowledge, skill and experience that would be
overlooked. :
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The divestment or “going concern” option involves selling the tangible assets of AMI and
its airline business excluding its liabilities. Essentially this would involve a private
investor buying the business minus its liabilities. The new owner would take over AMI's
existing operations and business and proceed to rearrange these to ensure that the
demand for air transport was met in the most effective and efficient manner. Usually
the less rearranging a new owner is required to undertake the more attractive AMI will
be to an investor unless the investor is opportunistic and looking to gain a cheap entry
into the airline industry (which can have unfortunate consequences for all involved).

Potential investors are interested in three things:

0] the value of assets;

(ii) the present management of the company and its organisational ability; and
(iii) the company’s future prospects.

There are two approaches to selling AMI as a ‘going concern’:

. one in which little or no effort or expense is made to make AMI as attractive as
possible — this is the ‘as is where is" approach; or the

) other in which some effort and expense is made to make AMI attractive to
potential investors — this is the ‘added value’ approach.

Both approaches also involve potential investor(s) in a due diligence process where the
potential investor determines for himself the value of the assets and the potential value
of the business as a going concern. Essentially the value of a business is no more than
the discounted value of future net operating cash flows generated by the business. A
potential investor will seek to assess this for himself along with the regulatory
environment in which the airline will operate.

Unless the RMI government has a pressing need to liquidate the airline or quit it as soon
as possible then the preferred privatization process would be as a ‘value-added going
concern’. AMI's commercial track record is not good and it would therefore take some
time and effort to prepare AMI for sale under this approach — which the government
(and the board) would want to do whether it is to be privatized on not.

There are possibilities for privatizing (contracting out) parts of AMI's current operation
such as ticket sales in Majuro and passenger check-in at the international airport (to
Continental Airlines or Pacific Unique Travel). There is also the question of outer island
sales and previous and present experience (with agents) has been and is unsatisfactory
(an alternative in-house arrangement is being considered here). Contracting out
maintenance is considered to be impractical, if not unwise, unless the current
maintenance staff set up their own company and provided maintenance services under
contract but such a move would need to be carefully considered in terms of continuity of
services. Similarly for flight operations; and, an expatriate or foreign flight operations
service provider is unlikely to be able to provide continuity of service at present cost
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levels. Aircraft ground handling is presently a money earner which covers staff costs.
This leaves the commercial and financial services of the airline and there may be some
scope for contracting out parts of these services but in any event AMI would be well
advised to maintain an in-house management capability for both these areas.

2.22 Conclusions

By the standards of other regional airlines providing similar operations AMI is technically
insolvent, even with the RMI government as its shareholder. The airline does not have
the cash flow to properly operate a scheduled or charter air transport service.

If AMI suffered a catastrophic accident with loss of life involving foreign travelers (eg
Americans, Japanese for example) that was the result of acts of omission or negligence
(for whatever reason) then the RMI government, individual board members and officers
of the company would be severally exposed. Apart from the enormous financial
penalties this would have a huge adverse impact on the future of the airline and the
local tourism industry. It is a potential outcome that the RMI government and the
airline simply cannot afford at any cost. There is a saying in the airline industry that
goes, “if you think you cannot afford safety then try affording an accident”.

AMI's standard of governance is very low. The airline appears to have been without
appropriate corporate objectives and a proper corporate plan for some years. Corporate
plans have been developed but these seem to have overlooked the critical strategic
issues confronting the airline.

Without attention to matters of governance (including the lack of corporate objectives) it
is unlikely that the financial state of the airline can be attended to. Notwithstanding
this, however, AMI has much of the capability and capacity (/e people resources and
equipment) to successfully operate a viable and financially self sustainable airline — what
it lacks is a corporate objective, the cash flow and the ability to manage and operate the
airline without political constraints.

In the TA advisers opinion the main (maybe) only reason that AMI has continued to
operate over the years has been the dedication, knowledge, skill and experience of a
small number of key staff, in flight operations, commercial services and particularly in
maintenance.
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3. Strategic Analysis

The strategic analysis consists of conducting an internal and external appraisal of AMI’s
situation. This examines all matters that are within the airline’s ability to control or
affect as well as those that are outside the airline’s ability to influence or control. In
doing this analysis it is important to take a long term view —long term is that length of
time in which an airline can completely reorganize itself, acquire new assets (aircraft)
and take any other action necessary to achieve its corporate objectives. For an airline it
is necessary to look ahead at least 5 years but in any event as far as possible.

3.1 Internal Appraisal

The internal appraisal (strengths and weaknesses) identifies features of the airline that
distinguish it from other airlines and also airline users. The relevance being the
potential effect on the financial and operational viability of the airline — that is they are
of ‘strategic’ significance if:

) it has had a major impact on past performance
) may have a major impact in the future, or
. it distinguishes the airline from others (ie. airlines).

Each strength and weakness has been ranked with their potential impact in mind
identified with a potential strategy.

3.1.1 Strengths

Strength
Impact  Strategy
Number
i The shareholder has been supportive. High 1, 10
ii  There are a very small number of experienced people in AMI. High 5,13
i Very small core of experienced local engineers and pilots, High 2,5

which reduces the airlines dependence on and cost of
expatriate staff, while also maintaining corporate memory.
iv  There is a low technical staff turnover of that provides Medium 5,13
continuity within the company and means that investment in
training is retained.

vi A very small core of experienced staff in the commercial Medium 2,5
area, which maintains corporate memory.
vii  AMI has been operating for over 20 years, accumulating Medium 11

valuable knowledge of air transport services in the Central
Pacific region.
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3.1.2 Weaknesses

vi

vii

viii

Xi

Weaknesses

AMI is in a very poor (critical) financial situation: the
policies and procedures for the management and control of
cash flow (revenue in particular) and overall finances are
completely inadequate — most weakness in the airline stem
from this.

AMI's assets (especially airplanes) are in poor condition
and continued operation of the airline relies on a high level
of serviceability and at least two aircraft — at least one
D0228 has been out of service for months — which is
detrimental to the continued safety, reliability and cost of
airline operation.

AMI’s network and schedule is very complex and does not
minimize air nautical miles flown; the airline operates at a
low load factor that underlies its poor productivity.
Commercial practices, management and procedures are
poor and prevent the airline from getting the most
(revenue) out of its services.

No policy and plan to meet future manpower requirements
- not enough good people at senior management level and
too many people overall.

AMI’s staff remuneration does not properly recognize and
reward knowledge, skill and experience and in some cases
rewards employees who have contributed to the poor
financial situation the airline is in.

Poor morale and work discipline amongst staff that affects
the overall performance of the airline.

Inadequate facilities that fragment the management,
operations and control of the airline (eg offices,
equipment, supplies)

There is political and bureaucratic interference in the
running of AMI, which sometimes places political priorities
above those of the airline (safety, operational, financial,
commercial).

Low in-house maintenance capability (e.g. lack of
equipment and training) which adversely affects costs and
reliability.

Internal & external communications poor, which adversely
affects the overall performance of the airline.

Impact

High

High

High

High

High

High

High

High

High

Medium

Medium

Strategy
Number

4’ 5/ 6I

5,13

10

5,13

14
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A characteristic of AMI's weaknesses is that they almost all have a high impact on the
continued financial and operational viability of the airline. If each one of these can be
fixed then the airline will be able to operate on a financially self sustaining basis.

3.2 External Appraisal

The external appraisal (opportunities and threats) identifies trends and events that will
or could have a major effect on the financial and operational performance of the airline.
Each opportunity and threat has been assessed for its probability of occurring and its
impact on the airline and also identified with a potential strategy.

An industry synopsis is attached. This outlines the overall health of the airline and air
transportation industries, how competitive these are, whether people are trying to enter
or exit the industry and the key ingredients for success. Because AMI is a regional
airline in the Pacific it is necessary to take an international perspective.

3.2.1 Opportunities

Opportunity
Probability  Impact Strategy
Number
i The only scheduled domestic airline currently  High High 3,11
operating in the RMI
ii Set up a “tech exchange” with an airline in a High High 5,13

developed aviation nation to raise the local
knowledge, skills and experience of AMI staff.
iii Operate part of the network from Kwajalein, High High 3,11
to lower operating cost and increase payload
for certain sectors as well as build a presence.
iv Develop charter services, including eco and High Medium 3,11
adventure tourism, within RMI and greater |
Micronesia (part of this in AMI’s ability to control). |

Y Gain the Department of Defense contract for  Medium  High 11
the provision of air services at Kwajalein

vi Secure private sector shareholder interest in Medium  High 10
AMI preferably with another airline [e.g. CO,
etc]

vii  Explore international services and possibilities Medium  High 11

to enter into a joint venture/alliance with CO
for regional services through FSM to Guam.
viii  Promote within the region and sell AMI's Low High 11, 16
maintenance capabilities to take advantage of
AMI's relatively low maintenance labor cost
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3.2.2

Vi

vii

viii

3.3

structure.
Withdraw cabotage rights for CO and AQ Low
EEZ Surveillance for RMI and adjoining Low

territories with medivac capability

Threats

Threats

High

High

Probability  Impact

There is political influence in the running of High
AMI (e.g. perceived government influence over air

fares)

Conditions of outer island airstrips make High
operations high safety risk and costly.

Poaching of technically and commercially High
skilled people by other airlines and businesses
Airline industry inherently fragile with a High

history of low profitability and failed airlines.

This situation is more pronounced for Pacific

based airlines.

Lack of fuel supplies in outer islands reduces  High
revenue payload available and makes flights

mainly to these destinations uneconomic

(part of this in AMI's ability to control).

Department of Defense contractor in Medium
Kwajalein sets up a Part 135 operation within

the Marshall Islands.

RMI government departments remain Medium
significant debtors
Technical support for Do 228 becomes Medium

prohibitively costly or is unavailable, requiring
replacement aircraft type.

RMI Government withdraws financial support  Medium
for AMI

Airline Objectives

High
High
Medium

-High
Medium

Medium

High

High

High

High

3,11,

11, 16

Strategy
Number

1,10

2,3,12

11

11

1,10

It is important for the corporate objectives to identify the intended beneficiaries, the
intended benefit and what is considered to be a satisfactory airline performance.
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3.3.1 Intended Beneficiaries
The intended beneficiaries are simply the people of the Marshall Islands.

3.3.2 Intended Benefit

It can be argued there are two intended benefits, one relating to the air travel
requirements of the beneficiaries and the other more generally relating to the people
resident in the Marshall Islands. These are:

1. to provide accessible, affordable, reliable and safe air transport services; and
2. to provide air transport services that enhances the economic and social well
being of the people of the Marshall Islands.

Profit is a usual (only) benefit required of a private sector company. However, for AMI
it is considered that the present shareholders (government) see the airline primarily as
an infrastructure asset critical to the future economic and social development of the
country. While the government (as owner) does not want the airline to be a drain on
the financial resources of the government and the country, profit is a desirable benefit -
more a means to an end rather than an end in itself. In other words the airline is to be
financially self-sustaining. So there is another intended benefit:

3. to be financially self-sustainable and efficient.

3.3.3 Airline Objectives
The overall corporate or airline objectives for the airline may therefore be expressed as:

“To provide and foster efficient, accessible, affordable, reliable and safe
air transport services to enhance the economic and social well-being of
the people of the Marshall Islands in a financially self-sustainable
manner.”

The requirement to foster air transport services as well as to provide them means that
the airline is also expected to promote the growth and development of air transport
services both within the RMI and internationally. But this does not necessarily mean
that AMI is required to provide these itself.

The objective also explicitly states that the provision and fostering of air transport
services are to be financially self-sustainable. At the very least this means that AMI is to
recover all the operating and capital costs of the airline.
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3.3.4 Airline Performance Measures

At least one airline performance measure is required to indicate whether AMI is
affordable, accessible, reliable and safe in providing air transport services; and, whether
the airline is contributing to the economic and social development of the region. The
airline performance measure or corporate performance indicator (CPI) needs to reflect
the airline’s purpose and be easily verifiable. A CPI measuring the financial viability
(self-sustainability) and the efficiency of the airline are also needed. CPIs should be
strategy neutral that is they should not assume a particular strategy such as traffic
growth, load factor, cost reduction or profitability for example.

) Benefit 1: an airline’s air transport capacity is measured by the available seat
miles (ASMs) it produces in a period of time (e.g. year, month, week or day).
This is a helpful measure of the airline’s productive performance and how
effectively it is using its assets (/.e. airplanes) and describes the supply of air
transport services. But this says nothing about the demand for or use being
made of these services. Revenue passenger miles (RPMs) are a measure of the
use being made of the services provided by the airline. RPMs are not necessarily
the same as demand because there is probably demand for services that the
airline is not, cannot or will not provide for one reason or another. Both ASMs
and RPMs are very purpose-focused and easily verifiable. This measure,
however, says nothing about affordability, which also has some relevance to the
second benefit.

. Benefit 2. if the number of passengers (air travellers) using AMI is increasing
relative to some base measure of economic activity then it is reasonable to
conclude that the well being of the people of the region is being enhanced. An
appropriate base would be national GDP®. If RPMs are used to measure the
number of passengers then two benefits can be measured with one measure.

. Benefit 3 a measure of the financial self-sustainability of a company is the free
cash flow generated by the business. The free cash flow is what is used to pay
providers of capital after capital expenditure and indicates the value of the
business. It is cash flow that is “free” of any claim or prior commitment, in other
words the cash in excess of that invested for growth in the business. Net cash

g GDP is one of the main determinants of passenger demand, others are: airfares,

population, and the purpose of travel - that is for business, pleasure, or “visiting friends or
relatives”. There are a variety of other parameters that affect the demand for travel such as the
US$ exchange rate for international travel, the geography of the country, the competitive
advantage of air over other modes of travel (ship or motor vehicle), especially for domestic
travel, the characteristics of the aircraft (e.g. size, comfort level, jet versus piston or propjet,
etc) and the safety perception of the air transport system and the operator(s). As an indicator of
the demand for air travel, GDP is the best overall single indicator.
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flow and operating cash flow are other measures of cash flow.’? So the cash
flow situation of AMI will indicate whether the airline is financially self-
sustainable. The cash flow will be negative if it is not and positive if it is so.
Efficiency is also linked to financial self-sustainability. At this stage it can be
argued that one of the main reason’s the airline is not financially self-sustainable
is that it is inefficient.

Two measures or CPIs are therefore seen as being necessary to show that the “intended
benefits” or objectives are being achieved by AMI - that is to indicate a satnsfactory level
of airline performance. These measures are:

1. The increase in domestic and international passenger numbers (RPMs) compared
to the increase in GDP.
2. The operating cash flow or free cash flow.

3.3.5 Targets for the Airline

Two targets are required - Tsat being a target representing a satisfactory level of
performance and Tmin representing the minimum level of performance below which is
considered to be failure.

1. Increase in airline domestic passenger numbers compared to the increase in
GDP:

. Domestic Tsat: GDP + 5%.
. Domestic Tmin: GDP + 0%.

2. Cash flow.
. Tsat: free cash flow is not negative,
. Tmin: operating cash flow is positive.

3.4 Airline Conduct

Corporate conduct, or in AMI's case the airline conduct, is a matter that has been of
increasing importance over the past decade or more. As a result companies have
adopted “corporate conduct statements” that define how they will conduct the affairs of
the company.

10 Net cash flow is the change in the indebtedness of the business, and includes all forms of

debt financing plus cash or near cash equivalents; it is usually indicated in the balance sheet.
The operating cash flow is the cash generated or absorbed by the internal operations of the
business and is equal to the earnings before interest and tax plus the change in net assets.
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The stakeholders in AMI (those with an interest in the performance of the airline) are in
no particular order the:

people of the Marshall Islands (residents or not)

national government

local governments

passengers

business partners: airports, tenants, suppliers, government agencies, etc
employees

airline community

business community

regulators.

There is a need to distinguish between the airline, which is the producer of ‘air transport’
and the passengers, which are the consumers of ‘air transport’; furthermore each
stakeholder has quite different requirements from and a relationship with the airline.
People (passengers) using AMI from outside the Marshall Islands are considered to have
a stake as passengers, even though they are not identified as being amongst the
intended beneficiaries.

With the above in mind a suitable corporate conduct statement would be:
“In pursuing its aims AMI will at all times behave ethically'! and fairly
in all business dealings with its stakeholders; and will not cause

significant harm to any third parties.”

The corporate conduct statement also reinforces the safety requirement of the airline
objectives.

Targets for corporate conduct are required and could be something like:
. Tmin: “If AMI is going to cause harm to its stakeholders or a third party the
airline will stop doing so even if it makes its airline objectives more difficult to

achieve.”

. Tsat: "To meet the reasonable wishes of AMI's stakeholders.”

3.5 The Strategic Gap

The strategic gap is the difference between where the airline is today and at some
predetermined time in the future if it was “business as usual” and where the airline

4 By ethically we mean meeting moral duties and obligations as well as conforming to

accepted professional standards of conduct within the aviation and related industries.
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should be in terms of its corporate or airline objectives and the corporate measures
(CPIs).

Table 8 summarises growth in passenger numbers versus growth in GDP since 2000.
This is the data used in figures 2 and 3 (in chapter 2, Strategic Situation, above). On
average over the last five years the annual growth in passenger numbers has been 15%
(recall in 2000 passenger numbers had dropped significantly) compared to an annual
average increase in DPG of 1.5% over the same period. So passenger growth exceed
growth in GDP by 13.5%. However, for 2004 passengers increased by 5% versus an
increase in GDP of 1.5% and so exceeded -GDP growth by 3.5%, which is less than the
satisfactory airline performance target of GDP+5% but better than the minimum target
of GDP+0%.

While in recent years AMI has been achieving a rate of growth in passengers carried
that well exceeds the satisfactory airline performance target of GDP+5%, this target is
still considered to be reasonable.
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Table 8: Airline (Air Transport) Performance

Calendar Year 2000 2001 2002 2003 2004
GDP real (constant 1991 US$) 61,574 60,636 63,062 64,323 65,288
Annual growth -2.0% -1.5% 4.0% 2.0% 1.5%
Cumulative annual growth -2.0% -3.6% 0.4% 2.4% 3.9%
Pax Qsum % change 2% 7% 16% 29% 4%
Flights Qsum % change -10% 4% 30% 33% 27%
ASM Qsum % change -23% -14% 4% 46% 35%
Pax % change 21% 14% 23% 13% 5%
Real GDP %change -2% -2% 4% 2% 2%
Pax difference from GDP -19% 15% 19% 11% 4%
Qsum difference Pax v GDP -19% 4% 16% 26% 30%

Airline cash flow is another matter. AMI's annual free cash flow has fluctuated between
minus $0.6 million and minus $5.2 million, the average has been minus $2.1 million over
the last five years. Its operating cash flow has fluctuated between $3.0 million (as a
consequence of aircraft disposals) and minus $3.7 million. It has averaged $0.6 million
since fiscal year 2000, which been a result of the reduction in (disposal of) fixed or term
assets from $7.2 million to $2.2 million between 2000 and 2005.

Thus AMI’s strategic gap is one of cash flow. This is where the airline needs to primarily
focus its immediate attention.

What has yet to be done is a forecast the airline performance over the next 5 years or
so and to quantify the impact that key strategic issues are likely to have on the
operational and financial performance of the airline. In doing this at least two forecasts
are needed:

) Fopt: an optimistic forecast that reflects the outcome when things go well
) Fpes: @ pessimistic forecast that reflects the outcome when things go poorly.

These forecasts will indicate aircraft movements by type, passenger numbers, cargo
volumes, cash flows, net profit, capital expenditure (including airplane fleet)
requirements, debt and equity requirements and total capital employed over a 5-year (or
so) period. This is something that is an important part of corporate and strategic
planning. '
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4. Strategic Plan

4.1 Overall strategic situation

Year 3 corporate targets

Year 3 forecasts’?

Strategic Gap

Growth in passenger traffic

Tmin = GDP + 0% for domestic air transport
Tt = GDP + 5% for domestic air transport
Cash flow

Tmin  Operating cash flow positive
Tsat  free cash flow not negative

Fpes =TBD
Fopt =TBD
(Tbd = to be determined)

AMTI’s air transport performance has been satisfactory over
the past five years as the average annual growth in
passenger numbers has exceeded the average annual
growth in GDP by 13.5% but in 2004 this fell to 3.5%.
However, this was provided very inefficiently as load
factors have been unsustainably low — in the low 30%.
Costs of providing services significantly exceeded the
revenue charged for all services. As a result of this the
EBIT over the last five years has averaged minus $1.5

million and free cash flows have been consistently

negative. The airline is unable properly fund its day-to-day

cash requirements.

12

Two forecasts are required:

. Fope: a@n optimistic forecast that reflects the outcome when things go well

. Foes: @ pessimistic forecast that reflects the outcome when things go poorly.
It is usually useful to include a ‘business as usual’ forecast, which reflects a likely scenario given a
continuation of the present circumstances. These forecasts will indicate aircraft movements by
type, passenger numbers, cargo volumes, cash flows, net profit, capital expenditure (including
airplane fleet) requirements, debt and equity requirements and total capital employed over a 5 -

10 year (or so) period.
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Strengths

Weaknesses

Opportunities

Threats

The RMI government has been very supportive of the
airline. AMI has accumulated valuable knowledge and
experience in operating air transport services in the central
Pacific region over 25 years. There are a small number of
dedicated and loyal people in AMI who have effectively
kept the airline in the air and who maintain the corporate
knowledge.

The airline is technically insolvent as it does not have an
adequate level of financial resources to support current and
planned future operations. The airline’s assets (aircraft)
are in poor condition and urgently require overhauls. This
affects aircraft availability; the airline requires at least two
aircraft to maintain operations. AMI’s network and
schedule is currently very complex and so costly.
Commercial practices are and work discipline poor. There
is no in-house (or on demand) IT capability which is a
significant impediment for an airline like AMI. The airline
operates under conditions which are harsh with inadequate
facilities. Undue political and bureaucratic interference has
been a feature of AMI's operation. The airline has no
corporate objectives or strategic plan.

Presently AMI is the only airline providing scheduled
domestic air services in the RMI and as such it has gained
considerable expertise and market knowledge. Kwajalein is
more centrally located than Majuro with the RMI and offers
a good base from which to hub services to the northern
atolls and islands; and, with fuel on particular atolls the
range and payload of services to these northern atolls can
be increased. Further establishing an efficient and
effective presence on Kwajalein will put AMI in a good
position to secure the US Defense contract for air transport
services when it next comes up for renewal. Once (if) AMI
can restructure its operation to be financially self-sustaining
then it would be in a good position to develop regional
services within Micronesia.

There has been continued political influence in the
management and control of AMI. Many of the outer island
airstrips are in poor condition, which continues to be flight
safety risk as well as affecting operating costs. The whole
airline industry, especially in the Pacific, is in a fragile state,
which places pressure on all participants. In this regard
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5.2

4.3

AMI's licensed staff are vulnerable to poaching from other
airlines (there is a world-wide shortage of licensed
mechanics). The presence of the Defense contractor on
Kwajalein poses a potential threat to AMI's domestic
operation. The future technical support for the Do 228
aircraft is uncertain and some decision on the future fleet
configuration will be needed within the next five years or
earlier. RMI government departments remain significant
debtors.

Key strategic issues

- No corporate or strategic plan — i.e. the airlines objectives are not clearly

defined.

Political and bureaucratic influence can have a significant effect on the conduct
of airline operations.

The cash flow position of the airline totally unsatisfactory.

The airline’s underlying EBIT is about minus $1.5 million, which is a combination
of low productivity and high operating and fixed costs. Air fares have not been
increased for many years.

Management information is sparse and of very low quality; in the revenue
management area it is almost non existent.

The financial and commercial policies, procedures and controls are inadequate or
non-existent but those that exist were not complied with (this issue is currently being
corrected).

AMI has no in-house IT capability and this is a major impediment.

Staff and training policies are inadequate or non existent, creating a corporate
culture that does not promote productivity, efficiency and safety, also resulting in
low morale and a poor public image.

AMI operates in an industry that is characterized by the perishable nature of its
product, high capital costs, razor-thin margins, generally highly competitive
markets, where safety is supreme and subject to external events that are outside
the control of the airline, e.g. fuel costs, terrorism, etc.

Strategy Selection

It is desirable to limit the number of strategies simply because management do not have
the capacity nor time to progress everything at once and run the organization at the
same time.

In AMI’s situation four sets of strategies are required.
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> One set to be implemented /immediately, all of which have already been initiated;
they are designed to regroup and redirect the airline and are mainly aimed at its
financial performance and improving productivity.

> A second set of strategies that are applicable at the outset but to be initiated and
implemented once the immediate strategies are successfully underway; these
are designed to focus on management and control measures, essentially
management information and reporting.

»> A third set of strategies that are designed to improve and develop air transport
services that are accessible, affordable, reliable and safe and that enhance the
economic and social well-being of the people of the Marshall Islands as well as
address the privatisation of the airline. They are strategies that are applicable
once the “outset” strategies” are largely implemented.

» The fourth set of strategies that are designed to support the implementation of
the whole strategic plan and essentially focus on AMI's external and internal
relationships within the aviation industry, government and commerce.

The board and management must resist any temptation to divert its energy and time on
to other matters that are not directly relevant to the airline’s objectives and its strategic
plan. However, this does not mean that the airline should ignore genuine opportunities
that can crop up unexpectedly. But skill and vigilance will need to be exercised to
discriminate between genuine and phantom opportunities ... Pacific aviation is alive with
phantom opportunities (which result in losses of $ millions to the last person holding the
parcel).

4.4 Immediate Strategies

Strategy 1: Airline Governance (in progress)

o Develop a corporate and strategic plan for the airline that focuses on the next
three years and takes a snap shot of the next seven years, out to 10 years
(2015).

o Obtain board approval for the plan.

Strategy 2: Review Airline Operating Costs and Revenue (in progress)

o Review and determine all operating costs by aircraft, route, and function
(department) to identify cost reductions.
. Review and determine all operating revenue by route and category (ie

passenger, charter, cargo, ground handling, etc) to maximize revenue options
including air fares.

Strategy 3: Review and Develop Airline Schedule (in progress)
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Review domestic network schedule to determine the:

> optimum network including developing KWA as a hub
> minimum acceptable schedule

> most effective and cost efficient schedule

> financial break-even level of services

> desirable level of services

Implement the level of services that will meet the airline’s cash flow objectives.

Strategy 4: Introduce Financial Management Policies and Controls (in progress)

4.5

Update the DASH Revenue Management System and if still inadequate acquire
an appropriate airline revenue management system.

Manage and control creditors and debtors to minimize working capital.

Initiate the development of a full suite of financial reports to enable effective
management and control of the financial affairs of the airline — see Strategy 5.
Initiate and develop an asset management and control plan — see Strategy 6.

Strategies Applicable at the Outset

Strategy 5: Airline Organization (in progress)

Align the organization and management controls of the airline so as to support
the corporate strategies

Develop manpower plan

Acquire and train people to support airline needs

Strategy 6: Develop Financial Reports (in progress)

Cost management and control by type of cost, route, aircraft and network

Revenue management by passenger, origin and destination, aircraft and types of
service

Cash flows
Balance sheet i
Profitability by route, aircraft and network.

Strategy 7: Asset Management and Control

Arrange overhauls of Do 228s

Review assets (inc inventory) to determine strategic, operational and redundant
asset requirements and levels

Acquire strategic assets not Depose of redundant assets

Establish maintenance reserve accounts for high cost rotable items

Develop monthly asset status reports for each airplane and other major assets
including a schedule of forward parts requirements

Strategy 8: Develop Air Transport Management Reports (in progress)

O&D passengers carried

McKay Shipping Ltd, trading As March 2005
L [ Page 43




TA4004-RMI IMPROVING THE DELIVERY OF SEA AND AIR TRANSPORT SERVICES
Working Paper No. Al
Air Marshall Islands Inc: Corporate & Strategic Planning

Revenue passenger miles (RPMs) performed by O&D, aircraft type and network
Available seat miles (ASMs) produced by O&D, aircraft types and network
Number of flights

Hours flown and block time.

Strategy 9: Fleet Planning Requirements
o Determine fleet requirements to match air transport requirements
o Prepare fleet replacement plans for next 5 - 10 years.

4.6 Strategies Applicable out to Three Years

Strategy 10: Develop Privatization Options

o Investigate costs and benefits of contracting out sales and ticketing, airport
passenger handling

Prepare airline for sale (value added going concern)

Set up a project team including participants from appropriate government
departments

Invite expressions of interest (EOI)

From EOI invite requests for proposals from a short list

Evaluate proposals

Negotiate with proponents

Make recommendations to the board of AMI.

Strategy 11: Develop Air Transport Services (scheduled and charter)

o Prepare for a bid to win the US DoD contract at KWA

. Explore charter opportunities

. Once domestic services are financially self sustainable explore regional
(Micronesian & Melanesian) opportunities.

Strategy 12: Improvement of Quter Island Airstrips

) Identify airstrips for improvements: required airstrip length, funding requirements,
timing

Determine schedule costs and benefits, priorities and implementation plan

Obtain support of DCA and operational approvals.

Communicate requirements and plan to the board.

initiate funding requirements and implementation plan.

Strategy 13: People Development and Training

) Determine knowledge, skill and experience requirements of the airline

. Determine knowledge, skill and experience requirements of the airline employees

o Determine the gap

o Develop a plan to close the gap, including funding — Development and Training
Plan
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. Implement plan.

4.7 Supporting Strategies

These are important during the first three years.

Strategy 14: Communication Plan

Develop a communication plan aimed at both political and industry ‘ears’ to explain
airline development and plans and what is happening in the interests of both the public
(people of the Marshall Islands) and the airline.

Strategy 15: Corporate Conduct (in progress)
Continue to develop and foster a corporate culture that promotes an ‘old fashion’ work
ethic, passenger focus, management accountability and an open management style.

Strategy 16: Regional Cooperation (in progress)

. Identify areas where there are likely mutual benefits or communities of interests
with Micronesian and South-west Pacific airlines and their regions

o 'Explore regional cooperation initiatives with the Marshall Islands Visitors Bureau,
Chambers of Commerce and other similar agencies

0 Maintain the airline membership of regional association where the benefits
exceed the costs

. Develop general and specific proposals.

Strategy 17: Community Cooperation

. Identify areas where there are likely mutual benefits or communities of interests
within the community, commerce and government
. Evaluate the benefits to the airline and the community of supporting specific

sporting, cultural and educational initiatives or interests.

4.8 Strategy Implementation
A strategic action plan for each strategy is required. This is a one page document that

There are 17 strategies in all. This is considerably more than the present capabilities
and capacity of AMI's management can cope with. It will therefore be necessary to
implement these strategies piece-by-piece. AMI will require the ongoing services of a
person with airline operational and commercial experience who also has considerable
computer and IT experience and skills.

Strategic plans require people and other resources (funds, equipment) to implement - if
these are not available then implementation will fail. The required resources for each
strategy need to be detailed in each strategic action plan.
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4.9 Matters for Board Consideration
The following matters require the consideration by and approval in principle of the

board:

(1)
(2)
(3)

The ending of all subsidies to the airline
The issues raised concerning governance

The prospects for the privatization of AMI and opportunities for outsourcing.

4.8 Board Decisions Required
The following board decisions are required:

)
(2)
3
(4)

Airline objectives
Corporate conduct statement
Corporate strategies

The overhaul of the Do 228s before September 2005 (before the end of the Dash
8 lease in December 2005).
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Air Marshall Islands
Industry Synopsis

What sort of industry and business is Air Marshall Islands, Inc involved in as
owner and operator of a small airline serving a Pacific Island nation?

Synopsis

1.

Air Marshall Islands (AMI) provides domestic air services to 27 atolls or islands in the Marshall
Islands and until recently provided a service to Tarawa, Kiribati. The airline operates three
airplanes: one Bombardier DHC8-102 and two Fairchild Dornier 228-212 aircraft. AMI is the
flag carrier of the Republic of the Marshall Islands. The airline was formed in 1979 and took
on its present name in 1989. In the past AMI has operated services to Kosrae, Pohnpei, to
Nadi, Fiji, via Funafuti, Tuvalu, to Tonga and Vanuatu via Fiji, and direct to Honolulu, and to
Christmas Island, Kiribati, via Hawaii.

Without air services Pacific Island nations would be largely isolated and local economies
would tend to stagnate. Communication is the lifeblood of modern communities and all
nations require access to other countries by land, sea, or air (preferably all three). Tourism is
probably the most important industry in the Pacific. Tourism cannot exist without adequate
air services. Over the years a number of airlines started services to and within the Pacific and
found that the routes were not profitable or more profit could be made elsewhere, and
disappeared, leaving some island countries without an aifline service. Thus, partly through
necessity, national airlines came into being to remove the reliance on foreign and private
carriers. In some instances national airlines were established after independence. There is a
strong view in the Pacific that without a government-owned national airline, air transport
services would be reduced or in some cases there would be no service at all. Accordingly
there has been (and still is) an attitude that if the national airline requires financial assistance
from the government to survive, then so be it; it is a cost the nation must bear. In the last
three years even governments in the developed aviation nations have stepped in to save
private airlines from bankruptcy (e.g. in the US where the government injected $ billions into
privately owned airlines and in New Zealand where the government injected over $400 million
for an 82% stake in the technically bankrupt Air New Zealand).

At the 35th Pacific Islands Forum meeting in Apia in August 2004 regional air transport was
an issue and Forum Leaders agreed to adopt the so-called “Forum Principles on Regional
Transport Services”, These principles, amongst other things, cover good governance, the
need for services, wherever possible, to be run on a sustainable commercial basis, the need
for regional and sub-regional solutions to transport problems and the need to comply with
international aviation (and maritime) security standards.

In the Pacific, air transport services and civil aviation in general operate under difficult
circumstances. Air transport operators serving the region are required to carry relatively few
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passengers and small cargo volumes, over long distances over water, and usually in small to
medium sized airplanes. Added to this is the cost of supporting and operating an airline in an
environment where the civil aviation infrastructure is barely adequate. This cost can be
particularly burdensome to an airline with few (one, two or three) airplanes. Consequently,
achieving airline profitability for domestic, regional and even international services in the
Pacific is difficult. The region has a history of air transport operators that have encountered
serious financial difficulty (vizz American Samoa, Western Samoa, Fiji, Tonga, Nauru, Niue,
Papua New Guinea, Vanuatu, Marshall Islands, Solomon Islands, Kiribati, New Zealand,
Australia, etc).

In April this year the Tongan government-owned international and domestic airline, Royal
Tongan Airlines, collapsed with total losses reported to be $20 million and creditors claiming
$8 million. The Tongan government is also reported to have injected at least $20 million into
the airline since 1985. The loss of domestic services was a major potential problem for the
nation. Two private airlines began services in June and it quickly became evident that the
market is not big enough for both. Shortly after this the Tongan government withdrew the
operating license for one airline in favor of the other. After a Court battle to challenge the
government'’s actions one airline now operates domestic services. Regardless, the Tongan
domestic air transport market is small and a two airline service would have been
unsustainable. Western Samoa’s national airline, Polynesian Airlines, has sustained losses
over recent years and in 2003 the government injected more than $7 million into the airline
to keep it airborne and it seems likely that a further $9 million government subsidy will be
provided for in 2004. Recently the Samoan government announced that it would be forming
a joint venture with Pacific Blue the new low cost carrier (a subsidiary of Virgin Blue) to enter
the South Pacific markets. Air Samoa, a Pago Pago based airline serving the Samoa’s has
collapsed owing $2 million after filing for Chapter 11 protection from its creditors in
December 2003. Closer to the Marshall Islands, Kiribati’s international airline, which operated
a single 66 seat ATR 72 turboprop aircraft, lost about $6 million in 18 months and so the
government shut down the airline earlier this year. The conclusion of the government being
that “there isn't room for more than one international operator in this region ... a
collaborative effort is required”. In New Zealand the domestic airline Origin Pacific would
have collapsed but for the reaching of a $7.9 million agreement with its main debtors and the
injection of substantial new private capital. Its future is nevertheless not assured. In
January 2005 Aloha Airlines ended its services to Pago Pago and Majuro from Honolulu after
filing for Chapter 11 bankruptcy protection.

Despite all this, new airline ventures continue to pop up in the Pacific region to replace those
that have fallen by the wayside. This is partly because air transport services are a vital part
of an island nation’s infrastructure and so governments continue to invest in airlines where
others have failed. And, where private investors are involved, there is a belief that “this time”
the airline will succeed. Palau Micronesia Air (PMA) is one such venture, which began
operations with a commercial jet service (B737) to Saipan, Guam, Yap, Chuuk, Pohnpei,
Koror, Manila and Darwin in August 2004 and ceased operations in December 2004. The
venture was reliant on technical and flight operations assistance from established airline
operators. The initial capital of $5 million was raised between private investors and the
governments of Palau, all four FSM states and the Commonwealth of the Northern Mariana
Islands. In French Polynesia, Wallis and Fortuna Islands (population 15,000) have
announced plans for a new airline to connect the territory with Fiji, New Caledonia and
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10.

11.

12

Vanuatu. The venture is a public and private one involving the territory, the traditional
chiefs, a local bank and private investors. It will compete with Air Caledonie International, an
established government-private airline with Qantas support. Whether this new venture
eventuates remains to be seen.

The international airline industry is notorious for the low level and inconsistency of its profits.
Even in relatively good years average net profit margins of major carriers have been only
about 2%, but with more than one major carrier suffering large losses. The situation for
domestic airlines largely depends on the economic (market) regulatory regime that governs
the domestic air transport market. In protected, domestic markets, profitability can be
assured. But otherwise profitability will depend on the competitive situation and for some
domestic markets this is fragile at best.

In its July 2002 editorial Air Transport World noted that, *... based on some 75 years of real-
world experience, commercial aviation is a business that offers mediocre earnings in the
(few) good years and catastrophic losses in the bad ones.” In its May 1% 2003 issue The
Economist quotes Alan Mulally, chief executive of Boeing Airplane Group as saying, “airlines
have not earned enough profit to cover the costs of their capital over the past 30 years.”

In the early 1990's the average net profit margins for all scheduled airlines, according to the
International Civil Aviation Organisation (ICAO), was minus 2.4%. In the late 1990’s net
operating profits were close to 3%. But on a regional basis net operating profits varied. For
example in 1998 net operating profits averaged about 4% for North America (compared to
2% in 2000), 3.5% for Europe (about 1.5% in 2000), about 0.5% for Asia-Pacific (1% in
2000) but a loss of close to 1% in the Middle East (minus 5% in 2000) with almost a 2% loss
for Latin America (almost 3% loss in 2000). The late 1990’s were considered to be relatively
good years. For 2001 the average industry operating profit was minus 3.8% and the net
operating profit was minus 4.2%. For 2002 the International Civil Aviation Organisation has
estimated the average operating profit to be minus 2.3% and so the net operating profit will
likely be closer to minus 4% than minus 3%.

According to British Airways, real yields for international air travel (in terms of 1990 US
prices) have fallen steadily since the mid 1970s when they were about 12.5 US cents per
revenue passenger kilometer to about 6 US cents per revenue passenger kilometer in 2001.
Yields for international travel are forecast by the US Federal Aviation Administration to decline
slightly over the next four years. Real yields for domestic air transport have similarly reduced
in the metropolitan or developed aviation markets.

Regardless of how airlines were affected by September 11% 2001 and the recent SARS
outbreak in Asia, airlines today suffer from a revenue and cash gap, which they are all set on
narrowing.

In the air transport industry it is effectively impossible for an airline to secure a sustainable
price advantage in a competitive market. Airfares are quickly matched or bettered. Thus low
airfares will not necessarily result in a high market share. But through a combination of more
attractive flight schedules, route selection, superior services plus more effective marketing,
sales promotion and yields management some airlines can achieve superior revenue
productivity. Sooner or later, however, these gains will be challenged as competitors begin to
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15.

16.

17.

18.

19.

match the offering or tactics. All this means is that it is difficult to keep ahead of the
competition on price-based strategies alone.

Furthermore, input costs for airlines do not vary greatly. Airlines pay a similar price for fuel,
airport charges, insurance and sales commissions. Capital costs of airplane (purchase or
lease) are also similar but the larger airlines can probably obtain some capital cost advantage.
There are, however, generally different people or employee costs between regions, with
European and North American airlines paying higher labor costs.

This similarity extends to the core competencies of an airline. Pilots, engineers, technicians
are all trained and operate to similar standards — this is certainly the case for the developed
aviation nations. Sales distribution systems are similar with a strong move now to direct
(Internet) selling.

The poaint is, in a competitive air transport market, airlines tend to have similar cost
structures, similar revenue constraints and similar competencies. So it is very difficult to
achieve sustainable improvements in revenue and costs compared to competitors.
Furthermore, it is also very difficult to improve profit margins (profit + sales revenue). Thus
the emphasis for an airline tends to be on productivity improvements. In other words the
only way an airline can achieve a sustainable competitive advantage is by efficiency
(productivity) improvements in the way it uses its resources, especially those resources that
are unique to the airline and cannot be readily imitated.

The above synopsis or description particularly applies to what is referred to as ‘full-service
airlines’ (FSAs) or ‘network carriers’. Something needs to be said about the difference
between FSAs and ‘budget airtines’ or ‘low cost carriers’ (LCCs).

So far LCCs have managed to secure a sustainable price advantage by not offering a full
service as well as relying on the Internet for bookings and in some cases flying point-to-point.
Profit margins for these airlines have been in the order of 10-18% (SouthWest Airlines a 30
year old American LCC that is attributed with developing the LCC model) to 30% or more
(Ryanair an Irish based LCC and arguably the leading European carrier). In Europe they are
also experiencing unchecked growth, despite the September 11th market retrenchment:
47% (Mar04) and 42% (Mar03) for Ryanair and 41% (Sep03) and 43% (Sep02) for EasyJet.
EasyJet is a London (Luton) based LCC that started up in 1998. The European budget airline
market, however, is in the early years of its ‘product’ life cycle and so profit margins and
traffic growth levels are likely to change. Southwest’s traffic growth was 3% (2003) and
minus 2% (2002) after steady annual growth of 5% over the previous seven years or so.

So what type of business is an airline?

An airline is a network business that usually operates in intensely competitive markets, many
of which are widely deregulated. The distinguishing feature of a network business is that it
has relatively high fixed costs to provide the threshold of services necessary to be
competitive. This is characteristic of the airline business — a matter well understood by the
LCCs. In other words many costs considered in conventional accounting to be variable are in
fact “fixed” until a minimum threshold traffic density is reached.
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23.

24,

25.

26.

27.

28.

The point is traditional concepts of cost variability and accounting conventions can be very
misleading and lead to disastrous financial consequences if unquestioningly applied to a
network business like an airline.

Thus for an airline, until the threshold level of traffic density (or service capacity) is achieved
the true variable costs are low and incremental revenue effectively goes straight to ‘the
bottom line’. This inherently high leverage of traffic density (the effect on profitability or ‘the
bottom line") becomes even greater in a competitive market.

The corollary is that profitability can be quickly decimated with losses of revenue. These
losses might be from the diversion of traffic to other carriers or from erosion of revenue

(discounting) to hold traffic because other carriers have a lower cost structure or offer a

better service. Losses can result even from cutting capacity.

In any event, because of the relatively low variability of costs in network businesses, like
airlines, the market in which these businesses operate generally exhibits severe price
competition — the international air transport market is such a market. Competitive domestic
air transport markets also exhibit this characteristic.

Under regulated markets the low variability of airline costs tended (tends) not to be an issue
as pricing was (is) usually decided on a “cost-plus” basis.

So, for airlines, significant reductions in volume or capacity may only result in very small
reductions in costs. Viewed in this light, it is easy to see how the fall off in passenger traffic
that occurred in 2001 and as a result of the SARS scare and the Iraq war, virtually decimated
the profitability of many airlines in the world overnight. According to the International Air
Transport Association, the series of events since September 2001 has caused the loss of
400,000 jobs in the airline industry.

What this all means is that the airline industry is brittle at the best of times. Anything that
reduces traffic density or revenue by small amounts can be enough to put an airline into a
loss situation that could be fatal for the airline.

For the last two decades airlines worldwide have struggled to remain profitable and many
well known airlines have collapsed without trace and today a number of major US carriers
have filed for protection under Chapter 11 provisions (voluntary receivership). This has
likewise been a feature of the Pacific air transport market. Ansett, Pacific Airlines (a major
domestic airline of New Zealand), for example, have all failed. There have been many
smaller airlines that have also collapsed (e.g. Royal Tongan Airlines, Samoa Air) while others
struggle to remain profitable (e.g. Polynesian Airlines, Origin Pacific). Failure to maintain
positive cash flows, as opposed to making a profit, has been the reason for these collapses
allied with an inability to compete with other airlines.

Not so long ago (the 1980s) the airlines inhabited a very much regulated world, protected by
national boundaries. Since those times the airlines that survived quickly learned to adapt to a
market where customers and competitors set prices and costs were trimmed to match. This
remains valid today.

McKay Shipping Ltd, trading As March 2005
Pacific Marine Management Page 5




TA4004-RMI IMPROVING THE DELIVERY OF SEA AND AIR TRANSPORT SERVICES
Working Paper No. Ala
Air Marshall Islands Inc: Aviation Industry Synopsis

29.

30.

31

32.

The Marshall Islands has a small population of 55,000 of which 25,000 (46%) live on Majuro
and 12,000 (22%) on Kwajalein - the remaining 18,000 on 23 other atolls or islands. In
2004, there were about 9,000 annual visitors to the Marshall Islands; about 3,000 are on
business, almost 2,700 are tourists and about 1,800 are in transit, the remaining 1,500 or so
visitors are visiting friends or relatives or visit for some other purpose. Visitor numbers have
not varied greatly over the past 10 years. By any measure the population and visitor
numbers are small and do not provide a good traffic density basis for any airline operation.
In FY 2004 AMI carried 29,500 passengers, which is the equivalent of almost 0.5 flights per
head of population. By this measure Marshallese are frequent fliers.! Part of this propensity
to travel will be due to the geographic characteristics of the Marshall Islands and the '
dispersed nature of the population.

AMI's domestic air transport service is a vital part of the economic and social infrastructure of
the country. The country and its people have limited resources. The expectation and
requirements on AMI are to provide accessible, affordable, reliable and safe air transport
services. This expectation will be shared by tourists and people visiting the Marshall Islands
on business, but the affordability criteria will be different. Regardless, operational and
commercial imperatives and the brittle nature of the air transport industry require that costs
be kept to the absolute minimum otherwise the airline would collapse without government
financial support.

At various times in its history AMI has operated international air transport services, which
have included regional services to neighboring Pacific Island nations. The operational and
commercial requirements for a financially viable international service are more demanding
now than in the past. The financial risks are huge and in the meantime best avoided by an
airline like the Marshall Islands and its government.

So in summary:

AMI is involved in an industry that is considered to be brittle at the best of
times, where afrlines struggle to make a profit and can disappear without
trace even in the so-called good years. This is particularly the case for the air
transport industry in the Pacific. A distinguishing feature of an airline is that it
is a network business that usually operates in intensely competitive markets,

many of which are widely deregulated. This means that it has relatively high
fixed costs to provide the threshold of services necessary to be competitive.

AMI'’s domestic market has a low traffic density by any measure. The effect is
that it will always be difficult to generate sufficient revenue to cover the
minimurm costs necessary to provide a relatively low level of service even in a

non compeltitive situation.

What is the airline’s competitive situation?

Synopsis

33.

To operate domestic air transport services in the Marshall Islands an investment business
license (economic requirement) and an air operator certificate (safety requirement) are
required. The domestic market is therefore regulated and so a new entrant airline would be
required to meet both the economic and safety requirements in order to operate.
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34, AMI operates the only domestic air service over the routes to the outer islands and atolls.
However, Continental Micronesia Airlines have cabotage rights to fly passengers on the
domestic route between Majuro and Kwajalein, which is also AMI’s main trunk route. Itis
understood that this privilege enjoyed by the US registered international airline, for which
AMI appears to receive nothing in return, is provided for in the Compact. Furthermore it is
estimated that this costs AMI about $1 million per year in lost revenue and maybe more.

35. At Kwajalein a private airplane operator (Airscan, Inc) provides air transport services under
contract to the US Department of Defense. This private contractor flies three 19 seat
Metroliners and a deHavilland Twin Otter mainly between Kwajalein and Roi Namui (25
minute flight). The contractor occasionally flies to Bikini, Enewetak and in the past has also
flown to Wake Island and Midway Island. Between 2000 and 2003 the then private
contractor Ratheyon flew 1,606 hours per year with three Beech 1900D airplanes. It has
been reported that the private ¢ontractor may have ambitions to operate commercial
domestic services within the Marshall Islands. Regardless of whether there is any substance
in this, a new entrant airline would be disastrous for AMI — the only route of any commercial
value is the main trunk between Majuro and Kwajalein, which accounts for 4,000 AMI
passengers per year ($0.5 million per year).

36. AMI competes with an international carrier over its main route between Kwajalein and Majuro
and occasionally with the private contractor for flights to Bikini and Enewetak. Other than
these destinations AMI has no competition.

37. The overall traffic density and population in the Marshall Islands is low and so the threat of a
new entrant scheduled domestic airline operation is most unlikely indeed. However, the
existence of a Kwajalein-based private contractor providing air services to the US Department
of Defense, poses an ever present threat of this operator providing domestic charter services.
As well, as tourist numbers increase it will become commercially viable for tourist dive and
fishing expedition companies to provide their own charter air services between Majuro and
the outer islands. This is because passengers, especially tourists, demand point-to-point
routes. Airlines will start up to supply these services if existing operators are not meeting
passenger demand.

38. So, while at first sight AMI appears to be without competition, this is not in fact the case.
There is existing competition and significant latent competition.

Are people interested or keen to get into or out of the airline business?
Synopsis

39. In the industry and business synopsis at paragraph 2 it was noted that.
There is a strong view In the Pacific that without a government-owned
national airline, air transport services would be reduced or in some cases
there would be no service at all. Accordingly there has been (and still is) an
attitude that if the national airline requires financial assistance from the
government to survive, then so be it; it is a cost the nation must bear.
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Most governments with an ownership interest in an airline are keen to quit their ownership
stake. But today there are few willing investors. Furthermore there are even less (fewer)
private sector investors interested in becoming involved in airlines in the so-called OECD
classified developing countries unless they receive some sort of government guarantee that
protects their investment. There are few private airlines operating in the Pacific region and
those operating rely on established tourist markets (eg Air Rarotonga) or private business
support (eg Airlines of PNG and AirLink PNG). Most airlines in the region are 100%
government-owned.

For some particular air transport markets there are a few investors prepared, even keen, to
invest in airlines. Such airlines are either LCCs in established markets with high traffic density
or airlines serving a niche high-yield tourist market often linked to investors’ other commercial
interests. These are not the markets AMI operates in.

Private investors look for a relatively low risk operation, preferably with some market
protection, one in which they can see that they will get their money out as well as a return on
their investment. Something that cannot be assured even in the developed aviation markets
of the metropolitan countries. Consequently investors are presently neither interested nor
keen to get into the airline business unless there are absolute government guarantees.

The board of AMI has expressed a desire to privatize the airline. Complete privatization
would, by definition, remove all financial, commercial and operational control in the airline
from the government. The only control the government would then have would be through
economic and safety regulation (vizinvestment business license, air operator certificate). It
is understood the Board will consider both public-private partnerships (PPPs) and public
sector participation (PSP). In any event, regardless of the form of privatization, any investor
will require some sort of guarantees and minimum (no) government interference in setting
airfares and schedules.

What do you need to be successful as an airline?

Synopsis

43.

45.

An airline needs clear and unambiguous objectives and people with knowledge, skill and
experience in air transport, a good understanding of air transport markets, and of economic
and safety requirements.

An airline’s assets (/e airplanes, plant and equipment) need to meet the reasonable market
and operational requirements of current and potential demand for air transport services — this
means that the airplanes must match the air transport requirements demanded of them.
Given this match then the airline’s assets need to be used in the most productive way — that
is to produce the maximum number of available seat miles with minimum assets and
minimum costs.

The costs of operating the airline need to be continually scrutinized to ensure costs are
minimized and to enable owners to see how efficiently their capital is employed.
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So to succeed, the available seat miles produced by an airling, in a manner that represents
minimum total costs, should match the demand for air transport.

But above all, what an airline needs to succeed is access to a large population that has a high
income per capita. In other words an airline needs a high level of traffic density that can be
readily converted to revenue density. It is for these reasons that airlines take over, merge or
take swift competitive action to increase or protect their traffic density.

By contrast, AMI's market is very small in terms of traffic density and the Marshall Islands is
ranked as a lower middle income country (/e gross national income per capita of $746 -
$2975 in 2001). This is a situation that is characteristic of Pacific Islands nations.

What are the opportunities to develop the airline business?

Synopsis

19,

50.

51.

52.

53.

54.

Developing an airline means either increasing the number of passengers and volume of cargo
carried (increasing the traffic density) or increasing the air miles flown or both. This is the
question faced by every airline in the world.

The main determinants of the demand for domestic air transport services and so growth in
domestic airline passenger numbers are: air fares, population, gross domestic product (GDP)
and the purpose of travel - that is for business, pleasure, or “visiting friends or relatives”.
There are a variety of other parameters that affect the demand for travel such as the
geography of the country, the competitive advantage of air over other modes of travel,
especially for domestic travel (ship or motor vehicle), the characteristics of the aircraft (eg
size, comfort level, jet versus piston or propjet, etc) and the safety perception of the air
transport system and that of the operator. As an indicator of the demand for air travel, GDP
is probably the best overall single indicator given that there are no geographic imperatives.

Similar determinants apply to international air transport services with the addition of the US$
exchange rate that affects the price paid for air fares, which are widely expressed in US
dollars, and is the currency of many airline costs (eg fuel, airport charges, air traffic charges,
etc). Another important determinant of demand is the strength and efficiency of the local
tourism industry.

Growth in domestic passengers must primarily depend on increases in population and GDP
and increases in tourist numbers. Presently there are fewer than 3,000 or so tourist visitors
per annum and about 30% of tourists fly domestically. The scope for growth in tourist
numbers will rely on a coordinated plan and effort involving private tourist operators, MIVA,
the Ministry of Resources and Development and AMI to promote the Marshall Islands as an
international tourist destination.

Growth cannot in the short term rely on reductions in airfares.

Developing international or regional air transport services is a temptation. This is a highly
competitive market. Any initiative to continue or move into this high-risk market needs to be
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thoroughly researched to ensure the risks are understood and at least minimized. For the
short term development should focus on the domestic market.

There are two other areas of opportunity to develop the airline. One is taking over and
securing the US Department of Defense contract for air transport services out of Kwajalein.
The other is to withdraw the cabotage rights international carries have between Majuro and
Kwajalein.

It is considered that an important ingredient in developing an airline is the quality and loyalty
of its staff. This includes building and maintaining staff morale along with ensuring that all
people working for AMI understand the airline’s objectives, policies, procedures and what is
required of them to ensure that AMI is a success.

What are the things that could have a major adverse impact on the airline?

Synopsis

57. The withdrawal of government support for the airline in the short term."

58. The loss of one airplane, especially the Dash 8, through an accident or major unserviceability.
59. The US contractor for the supply of air services at Kwajalein being permitted to operate any

type of commercial domestic air transport within the Marshall Islands.

McKay Shipping Ltd, trading As March 2005
Pacific Marine Management Page 10




TA4004-RMI IMPROVING THE DELIVERY OF SEA AND AIR TRANSPORT SERVICES
Working Paper No. Ala
Air Marshall Islands Inc: Aviation Industry Synopsis

End Notes

! It can be shown that the propensity for air travel is linked to the GNP per capita. On this basis
the Marshall Islands is a very “air travel minded” nation. In the US and Canada the average number
of flights per person per annum (fpppa) is two and 1.8 fpppa for New Zealand. It is one fpppa for
Australia, 0.5 for Japan and Malaysia, 0.2 for Taiwan, 0.02 for Indonesia and 0.6 for Saudi Arabia.
For the Marshalt Island’s the number of flights per person per annum is about 0.5, similar to Japan’
and Malaysia, both of whose GNP per capita is significantly higher than the RMI’s. On this basis the
Marshall Islands is a leading nation in terms of its use of air travel whether for business or pleasure.
! Short term means that period of time during which the airline is stuck with its existing assets
and other resources, including its staff. In the long term the airline can replace and acquire new
assets and also train its staff or hire new people and restructure the operation. So that in the short
term there are limited measures an airline can take to change its fortunes. For an airline the time
between the short term and the long term is between 12 months and three years.
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Introduction

This Working Paper outlines the financial performance of Air Marshall Island, Inc
(AMI) as part of a technical assistance for Improvement of the Delivery of Sea and
Air Transport Services in the Marshall Islands, ADB TA 4004-RMI.

A Background

As part of developing a corporate and strategic plan for AMI it is necessary to
determine the current operational and financial performance of the airline. With
this in mind the past six years 1999 to 2004 have been analyzed. Financial
information such as passenger and cargo revenue and all payments have been
recorded and collected by an airline financial management system known as the
DASH system. This system is used by airlines mainly in North America and in
recent years those airlines in the Pacific have replaced the DASH system with
more up-to-date systems such as ARIS.

Air Marshall Islands have operated the DASH financial system for about 10 years
or more. The airline also runs the DASH airline maintenance management
system. While these two systems can be linked and run as a network this has not
been done for cost-benefit reasons (which we concur with). In 1999 the DASH
systems were upgraded from the DOS environment to a Windows operating
environment. At that time AMI upgraded the maintenance management system
but not do this for the financial management system. In October 2004 the DASH
financial management system was upgraded to the Windows operating system.
However, it seems that the DASH financial system up to September 2004 was not
maintained. That is aircraft types used, sector distances, available seats by
aircraft types, some air fares, and other operational and financial data where not
strictly kept up to date. As a consequence the financial and operational
performance information recorded by the DASH system is not strictly accurate.
Furthermore some passenger information has been misinterpreted so that sector
passengers carried have been confused with origin and destination passengers
carried. This has overstated the number of passengers carried.

It needs to be recognized that the financial year equates to the year ending
September 30™ and yet air transport information is collected for a calendar year.
This does not cause any problem in our analysis but there needs to be some
standardization for the basis of the financial and operational information.

It needs to be emphasized that AMI has been operating without a qualified
account for three years or more. This has meant that the airline (ie the board and
management) has been without proper financial advice and management for three
years or more. Furthermore the financial systems within AMI have as a
consequence not been maintained. Thus the airline has been without much basic
financial information necessary to operate the airline on a day-to-day basis. A
qualified accounted joined AMI late July 2004.
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10.

We have analyzed annual financial statements and accounts for the years 1999 to
2004. Of these the annual financial statements and accounts for the years 1999 to
2002 have been audited. The 2003 accounts are presently being audited and a
provisional set of accounts were produced for the year ending September 30",
2004 by the end of October 2004. We have a number of reservations concerning
the annual financial statements and accounts for the years 1999 to 2004. There
are some transactions that we do not fully understand or could be satisfactorily
explained by the information available. Most of these queries concern the balance
sheet and relate to the sale and purchase of aircraft, the treatment of loans or
grants or similar from the RMI government (referred to here as RMI) as well as the
treatment of trade debtors, doubtful debts and transportation sales in advance.
The income and revenue statements are relatively straight forward but each year
extraordinary transactions tend to mask the financial performance of the airline.

We are proposing that a new balance sheet for AMI be established and that the
airline starts afresh from a financial point of view. This will be important if future
decisions are to be based on sound commercial principles.

B Objectives

The objectives of the financial analysis are to assess the financial performance of
the airline and in particular:

Determine the underlying profitability or (losses) of the airline operation
The level of RMI government subsidy and similar support received by AMI

Determine (assess) the total net assets and capital employed by the airline

Determine the basic operating and free cash flows from airline operations.

Financial Performance

We are reasonably satisfied the income and expenditure statements for the most
part describe the financial performance of the airline putting aside the
extraordinary transactions. As we have noted we have some reservations
concerning the balance sheet, especially for the 2003 and 2004 financial years.

Table 1 summarises the financial performance of AMI for the years 1999 to 2004.
We have stripped out all the extraordinary transactions to determine the earnings
before interest and tax (EBIT). It is noted that AMI does not pay income or similar
taxation. We have also determined (assessed) the total capital and net assets
employed in the airline and calculated the cash flows.

McKay Shipping Ltd, trading As November 2004
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] l ] ] ]
Table 1: Air Marshall Islands Financial Performance
sorial | Yoar ending September 30 2,004 2,003 2002 2001 2000 1999
1 1Status of the accounts provisional draft audited audited audited audited
2 {Operational Performance (3000s)
3 reveunue 3,870 3,505 3,123 2,774 3,630 5,195
4 less expenditure 4,614 5,743 4,993 4,541 5,129 6,722
5 equals operating surplus (744) (2,238) (1,870) (1,768) (1,499) (1,528)
6 plus interest paid - 1 - 25 67 211
7 equals EBIT (744) (2,237) (1,870) (1,743) (1,431) (1,316)
8 EBIT % margin -19.2% -63.8% -59.9% -62.8% -39.4% -25.3%
9 |RMI Gowernment cash subsidy 900 1,179 1,500 0 2,000 0
10 [Capital employed ($000s)
11 debt - - - - - 1,259
12 equity 3,058 2,943 4,096 4,607 8,766 11,442
13 capital employed 3,058 2,943 4,096 4,607 8,766 12,701
14 |Operating assets ($000s)
15 current assets 1,416 3,309 1,311 1,575 3,261 3,725
16 less current liabilities 1,870 1,235 1,151 1,078 1,742 2,863
17 | equals operating working capital (455) 2,075 161 497 1,519 862
18 plus non current assets 3,513 869 3,935 4,110 7,248 11,838
19 equals total net assets 3,058 2,944 4,096 4,607 8,766 12,701
20 |Total capital employed ($000s) 3,058 2,943 4,096 4,607 8,766 12,701
21 |Capital turnover 127% 119% 76% 60% 41% 41%
22 |Economic Return on Capital (EROC) -24.3% -76.0% -45.7% -37.8% -16.3% -10.4%
23 |WACC estimate 5.0% 5.0% 5.0% 5.0% 5.0% 5.0%
24 |EVA - Economic Value Added ($000s) (897) (2,385) (2,075) (1,973) (1,869) (1,951)
25 [Net cash fiow (NCF) ($000s)
26 total cash in 4,763 4,510 4,859 4,707 8,496 10,225
27 less total cash out 3,507 4,121 3,827 4,414 7,719 8,097
28 equals total cash flow 1,256 389 1,032 292 777 2,128
29 |net cash flow (change in idebtedness) 867 (643) 740 (484) (1,351) -
30 |Operating cash flow (OCF) ($000s)
31 EBIT (744) (2,237) (1,870) (1,743) (1,431) (1,316)
32 opening net assets 2,944 4,096 4,607 8,766 12,707 10,360
33 closing net assets 3,058 2,944 4,096 4,607 8,766 12,701
34 |operating cash flow (858) (1,086) (1,358) 2,416 2,503 (3,657)
35 |Free cash flow (FCF) ($000s)
36 NOPAT (744) (2,237) (1,870) (1,743) (1,431) (1,316)
37 increase in working capital (2,529) 1,914 (337) (1,021) 656 -
38 new capital expenditure - - . 88 372 2,536 1,911
39 |free cash flow (FCF) 1,785 (4,152) (1,621) (1,093) (4,623) (3,227)
Serial:
1___|The financial performance for 1999-2002 are based on audited accounts but w e have some reservations about their accuracy.
The 2003 financial performance is based on draft accounts w hich are in the process of being audited, w e have questions concerning these acc
The financial performance is based on the trial balance and these accounts are incomplete.
Warning: [
We have some reservations about the balance sheet and so the value of the capital enployed and total net assets employed as w ell as cash flowss.
Nevertheless the income and revenue are considered to a reasonable reflection of the actual perfornace of the airline.
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12.

13.

14.

15.

16.

17.

18.

A Profit and Loss

AMI's earnings before interest and tax (EBIT) for 2004 has been provisionally
determined as a deficit of $744,000. This is half the average loss over previous
five years of $1.72 million. Over this period the loss was between $2.2 million (in
2003) and $1.3 million (for 1999). The reduced operating loss for 2004 is
considered to be a result of improved aircraft utilization and some reductions in
operating costs (except for fuel which has increased significantly). In both cases
these improvements have been small but welcome.

The cumulative loss (EBIT) for AMI for the six years 1999 to 2004 is $9.3 million.

Over that same period the RMI government has made cash contributions or
income subsidies to AMI totaling almost $5.6 million.

B Capital and Assets Employed

At September 30™ 2004 the total assets employed by AMI were valued at $3.1
million. It will be evident that between 1999 and 2001 there was a steep reduction
in the assets employed by AMI which was due to reductions in non current assets
as aircraft were disposed. We have some queries regarding the 2003 balance
sheet in that there is probably $2 million of assets recorded as current when they
are probably non current — we expect that the auditor will comment accordingly.

The capital employed, of course, equates to the total net assets employed. And is
all equity except for a $1.3 loan in 1999.

As a result of the reduction in net assets employed the capital turnover (ie total
revenue + total net assets) is now more in line with what it should be for an airline,
although still on the low side. However, for an airline serving markets with low
traffic density and so revenue density it can be argued that a capital turn over
greater than one (1.0) is acceptable.

Based on a weighted average cost of capital (WACC) of 5% (we have as yet been
unable to determine a typical wAcc for the RMI) we have calculated the economic
value added (EVA) for AMI and its operation. The EVA measures the extent to
which a business is performing above or below expectation (in a commercial
sense), a positive EVA means that a business is adding value after allowing for a
normal reward to the providers of capital — in this case the RMI government. EVA
is the difference between the net operating profit after tax (and before interest) and
the cost of the capital employed to produce that profit.

For 2004 the EVA minus $0.9 million. The average EVA for the preceding five
years was minus $2.1 million. So that over the six years between 1999 and 2004
the EVA is estimated to be minus $11.2 million. What this indicates is that AMI
has cost its providers of capital $11.2 million since 1999. Or in other words if
private interests were the providers of capital employed by AMI they would expect
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19.

20.

21.

22.

23.

24.

to be rewarded by an amount at least equal to the wACC, which would amount to
at least $11.2 million over the last six years.

C Cash Flows

Three cash flows have been calculated; net cash flow, operating cash flow and
free cash flow. Because of lack of confidence in the balance sheets for the years
2003 and 2004 especially the cash flows should be viewed with caution, at least
for 2003 and 2004.

It is considered that AMI should aim to achieve an annual operating cash flow that
is not negative. In the medium to longer term AMI should aim to achieve a positive
(but modest) free cash flow.

The ability of AMI to achieve this will rest on the airline improving its productivity
and being allowed to increase air fares to recover its reasonable costs. And where
AMI is expected to service unprofitable routes (that is those for which the load
factor is low for whatever reason) it should be able to recover its costs with a
predetermined subsidy.

Air Fares

We gather that AMI's current air fares were set in 1999 or before. It seems the
current air fare is based on a simple formula involving the number of miles
between the O&D (the variable cost element) plus a fixed cost element. This is
reasonable. The basis of the formula is:

Passenger fare = 46 cents per mile plus $21 per passenger

So that the calculated fare for a flight from Majuro to Maleolap (100 miles) would
be $67 versus the actual of $69. Most O&Ds have air fares that are within $3 to
$5 of a fare calculated on this basis.

Based on the financial performance of AMI as set out in the provisional accounts
for 2004 we have been able to estimate what the basis of a new fare should be to
break even. The new (break even) fare should be based on:

Passenger fare = 56 cents per mile plus $25 per passenger

This would result in an average fare increase of 23%. The increase for some
O&Ds would be greater than 23% while others would be less depending on the
historical advantage or disadvantage particular O&Ds have had. For example the

fare from Majuro to Maloelap would increase to about $80, which is a 17%
increase.
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27.

We have yet to discuss in detail the question of air fares with AMI and its
management. We are aware that it is a politically sensitive matter. We gather that
there was an attempt to increase air fares earlier in 2004 and a proposal was
submitted to the board of AMI. No further action was taken.

The question of increases to air fares and the future level of RMI government
subsidy as well as the question of private sector participation are all related. What
is clear is that the only part of the AMI schedule that a private sector operator
would consider is the routes between Majuro and Kwajalein and to Kili and Jaluit.
Take this from AMI and 40% of the revenue and 31% of the passengers would
disappear. The problem then becomes the remaining 130 plus O&Ds. A private
sector operator would simply not be interested in providing services to these
remaining O&Ds unless the RMI government fully subsidized the services to a
level that included a normal return on capital. Such a subsidy would probably be
not less than $2 million a year to match the level of service that has been provided
by AMI.

These matters will be pursued with AMI and the RMI government during the final
field visit.
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| Create a New Balance Sheet

AMI’s balance sheet shows significant assets and liabilities relating to transactions between AMI
and government of the Marshall Islands (RMI). Given the present financial situation of AMI, the
loans from RMI are likely to remain unpaid for some time. In other words, unless there is a
dramatic change in the financial fortunes of AMI, there is no possibility of loan repayments in the
foreseeable future. As part of the total package we suggest a critical appraisal of the assets
and liabilities.

We suggest that AMI needs to start with a new Balance Sheet that reflects the current financial
situation of the airline. The reality is that there is little (no) possibility of AMI making any loan
repayments, now and in the foreseeable future. Right now AMI is in a negative cash flow
position requiring financial assistance from RMI and it is likely that this situation will continue
into the future. The approached to be adopted would be similar to that of a new enterprise
having bought AMI.  All assets and liabilities would be valued at their value to the new
company. All loans and debts between the old AMI and the government would be eliminated.

Additionally, the new company would have sufficient working capital to meet known future
liabilities.

] Balance Sheet Adjustments

The objective is to start the “new” AMI with a clean balance sheet, with realistic valuations.
While we have neither the knowledge nor the expertise to place accurate valuations on the
assets and liabilities, the logic we have used in our valuations is discussed below. This logic
could be used to arrive at more accurate valuations. A careful and more exhaustive scrutiny
can be conducted in-house aided by outside expertise as required. As mentioned elsewhere in
the report, the approached we have adopted would be similar to that of a new enterprise having
bought AMI - all assets and liabilities to be valued at their value to the new company. All loans
and debts between the “old” AMI and the government to be eliminated.

A ASSETS

i Cash
Cash $18,572
Accounts Receivable $2,798,437
Write Off $2,591,788
“New” Balance Sheet $206,649

Significant proportion of Accounts Receivable relates to monies owed by the government and
the Dornier lawsuit. These debts are eliminated as are associated Allowances for Bad Debts.
Other Accounts Receivable adjusted are;
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Accounts Receivable (system) — $1.055m A mixture of government and affiliates debts and
other private debts. Most of the debt is associated with government and affiliates and we have
assumed, along with private debt that only $100,000 represents debts that are recoverable.
Allowances for bad debts offset part of the debt.

Accounts Receivable (other) — $2.249m This is the Dornier aircraft deposit, subject to litigation
and is offset by the allowance for bad debts.

Receivables for uncleared cheques — $54,655. This account is “bounced” cheques. Each
debtor will need to be checked to try to recover the monies. We understand that some of the
cheques go back some way. We have allowed $10,000 for recovery.

AJc receivable — employees - $53,936. We understand that some of these employee debts go
back some way. We have assumed approximately 50% will be recovered - $25,000.

ii Prepayments
Prepayments $208,203
Write—off NIL
“New” Balance Sheet” $208,203
iii Inventory
Inventory : $529,086
Write—off $188,379
“New” Balance Sheet $340,707

The rational we have used to assess values is assuming that:

as the Dash8 has only been in service for 18 months, it is likely that the purchase price paid for
the inventory would be close to the value of the spares for the airline, and

the Dornier 228 have been in service for 12 years with possibly another 8 years to go. It is
probable that there would have been spares purchased that will never be used and have no
value. We have assumed a value of $240,000, which is approximately 50% of the book value
after the allowances. It may be that this is an under valuation.
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iv Fixed Assets
Fixed Assets — Aircraft $968,550
Write—up $1,641,198
“New” Balance Sheet $2,609,749

The Dornier aircraft have a market value considerably in excess of the book value.
Conservatively the market value of the aircraft could be in excess of $1,500,000 ($750,000
each). On the same rational it may be that the Dornier rotables are also under valued. We have
left the other aircraft assets at book value.

v Sundry Assets
Sundry Assets are $51,136. We have no basis for assessing the valuation and have left the
book value unchanged.

B Liabilities

i Accounts Payable

Accounts Payable $507,202
Write—-off $162,577
“New" Balance Sheet $344,625

Accounts Payable (other & system). Debts for DCA and Airport fees go back to 1992 for DCA
and 2001 for the airport. These, in total, amount to $162,577 and suggest they be included in
the government debts to be written off.

ji Accrued Expenses

Unearned Pass. Revenue $927,863
Write—off (back) $827,863
“New” Balance Sheet $100,000

Unearned Passenger Revenue is for tickets that have been sold and because the passenger
has yet to fly, the revenue is unearned and therefore a liability. The amount of $932,445 is the
equivalent of almost four months passenger revenue and much too high for an airline with 80%
local passengers. Adjustments will need to be made to transfer some (most) of this money to
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earned revenue. We will allow $100,000 as outstanding at the end of the year. Once the final
accounts are prepared for the year, the amount outstanding can be assessed more precisely.

Unearned Transport Liability

There is an “uncertain” asset write off of $50,830

iv

Balance Sundry

There is a balance Sunday of $328,584 and have been advised these are normal accrued

expenses.
v Summary of Adjustments
Accounts Receivable Write down
Inventory Write down
Fixed assets Write up
Current Liabilities Wirite off
Accrued Expenses Reduce

Reduction in Equity

Government & RM| transactions
Assets (AMI)

Accounts Receivable — Others
Due from Affiliates — Current

Due from Affiliates — Non Current

Liabilities (AMI)
Accounts Payable

$2,591,790
$188,379
$1,641,198
$162,577
$777,033

$199,361

$2,249,446
$1,085,151
$760,691

$162,577

No liability shown in accounts for Government Loans/grants, presume treated as

revenue.
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| Introduction

This Working Paper outlines the air transport performance of Air Marshall Island, Inc
(AMI) as part of a technical assistance for Improvement of the Delivery of Sea and Air
Transport Services in the Marshall Islands, ADB TA 4004-RMl.

A Background

As part of developing a corporate and strategic plan for AMI it is necessary to
determine the current operational and financial performance of the airline. With this in
mind the past six years 1999 to 2004 have been analyzed. Operational performance
information such as passengers carried, number of flights, hours flown, air miles flown,
available seat miles flown and revenue passenger miles flown have been recorded and
collected by an airline financial management system known as the DASH system. This
system is commonly used by a number of airlines in the Pacific region.

Air Marshall Islands have operated the DASH financial system for about 10 years or
more. The airline also runs the DASH airline maintenance management system.

While these two systems can be linked and run as a network this has not been done for
cost-benefit reasons (which we concur with). In 1999 the DASH systems were
upgraded from the DOS environment to a Windows operating environment. At that
time AMI upgraded the maintenance management system but not upgrade the financial
management system. In October 2004 the DASH financial management system was
upgraded to the Windows operating system. However, it seems that the DASH
financial system up to September 2004 was not maintained. That is aircraft types
used, sector distances, available seats by aircraft types, some air fares, and other
operational and financial data where not strictly kept up to date. As a consequence the
financial and operational performance information recorded by the DASH system is not
strictly accurate. Furthermore some passenger information has been misinterpreted so
that sector passengers carried have been confused with origin and destination
passengers carried. This has overstated the number of passengers carried.

It needs to be recognized that the financial year equates to the year ending September
30" and yet air transport information is collected for a calendar year. This does not
cause any problem in our analysis but there needs to be some standardization for the
basis of the financial and operational information.

"B Objectives

The objectives of the air transport analysis are to assess the air transport performance
of the airline and in particular:

e the annual number of passengers and amount of cargo carried
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10.

11.

12.

the number of flights and the number of hours flown to carry these passengers and
cargo

the revenue passenger miles performed versus the available seat miles produced or
provided

to compare the annual change in the number of passengers carried, flights flown and
available seat miles provided with the annual change in GDP (this usually indicates
whether the air transport performance works to help or hinder economic
development).

Table 1 summaries air transport performance achieved by AMI over the period 1999 to
2004. This is supported by two graphs and a second table (table 2) that illustrate air
traffic trends.

Passengers Carried

It seems that five years ago (1999) AMI carried about 21,000 passengers in a year.
For 2004 (calendar year) passengers carried will be about 28,000 they were close to
26,500 in 2003. It is possible that the passenger numbers may be incorrect for the
year 2000. We have not (yet) been able to find an explanation for the large drop (21%)
that seems to have occurred in 2000 when passenger numbers are recorded as
16,754. Anyway, in 2004 AMI carried more passengers than in previous years and
they were supposedly all on domestic routes.

The average domestic air fare paid has slowly declined from about $104 to $89,
suggesting that there is more travel between those islands and atolls closer to

Kwajalein and Majuro. We gather that since 1999 there has been no increase in air
fares.

Compared to growth in GDP, passenger numbers have increased by 31% over the five
years 1999 — 2004 (see the graph 2). This suggests that changes in GDP may at
present have little or no effect on passengers carried (demand). If the recorded
number of passengers carried for 2000 is incorrect then the cumulative growth in
passengers carried compared to GDP will be higher than 31%.

It seems that the number of passengers carried by AMI may be more related to the
number of flights and the available seats miles flown than to changes in GDP. And yet
both the number of flights and available seat miles reduced in 2004 while passengers
carried increased. However, the fact that air fares have remained unchanged since
1999 is likely to have also promoted air travel.

We note that the number of free of charge (FOC) passengers has doubled as a
percentage of domestic revenue passengers from 3% in 1999 to 6% in 2004.

The number of sector passengers in 2004 is estimated to be 36,603, up from 34,628 in
2003. The average origin and destination (O&D) flight entails 1.3 flight sectors. That is
one in four O&Ds involves at least two sectors.
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13.

14.

15.

16.

17.

18.

Flight Operations

In 1999 AMI flew 2,582 flights for a total block (flight) time of 2,768 hours that is an
average of 1hour and 4 minutes per flight. In 2002 and 2003 the numbers of flights
were 3,339 and 3454 respectively; the block times were 3,171 and 3,160 hours
respectively, which put the average block (flight) time at 57minutes for 2002 and 55
minutes for 2003. The average flight time would therefore be about 45 minutes. In
2004 the number of flights will be about 3,150 and the total block time will be in the
order of 2,715 with a slightly reduced average block time of 51 minutes and average
flight time of close to 40 minutes. The reduced block time will be a result of the faster
speed of the Dash 8 compared to the Dornier 228 and the increased utilization of the
Dash 8 in 2004 as a result of one of the Do 228s being unserviceable for most of the
year.

For fiscal year 2004 the Dash 8 was utilized for almost 950 flight hours and for about
700 hours in fiscal year 2003 - the aircraft was introduced into service late 2002.
During 2004 and 2003 the Do 228s flew about 2,000 and 2,500 flight hours
respectively. Aircraft utilization is therefore on average less than 3 hours per day.
These are low levels of aircraft utilization for air transport operations and as a result the
operating cost per hour will be relatively high.

The average operating cost was $1,276 per hour in 2004 and $1,413 per hour in 2003.
All this indicates is that there has been a reduction in overall operating costs despite
fuel costs, which increased from $114 per hour in 2003 to $223 per hour for 2004 (a
96% increase, almost double). The operating costs for each aircraft type are required
and have yet to be determined. Indications are that despite its higher capital costs the
Dash 8 may have lower overall operating costs per hour than the Do 228.

Graph 1 illustrates and compares the annual changes in the growth rates for
passengers carried, flights and available seat miles flown or produced.

Productivity

Revenue passenger miles (RPM) is the basic measure of productivity. The load factor
is the RPM achieved compared to the available seat miles (ASM) flown.

For fiscal year 2004 AMI achieved 5,227,281 revenue passenger miles and produced
9,593,385 available seat miles, which represents a load factor of 54%. This was a
significant improvement over 2003 when RPMs were just over 4.6 million and the
ASMs were just less than 10.2 million, for a load factor of 46%. However, we
nevertheless note that there was a 12% reduction in ASMs in 2004 - that is from 10.2
million to 9.6 million. We suspect that this may have been a result of one Do 228 being
grounded for most of the year rather than deliberate planning.
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20.

21.

22.

23.

24,

25.

The higher productivity achieved in 2004 has in our view lead to the improved financial
performance where the indicative earnings before interest and tax (EBIT) is a loss of
$744,000 compared to an average loss over $1.7 million over the previous five years.

The aircraft type and its employment determine productivity in an airline. A Dash 8
operating during daylight hours only can produce over 23 million ASMs at 75%
utilization, which would represent 9 hours 45 minutes flight hours per day six days per
week. The Do228 can similarly produce about 10.9 million ASMs. It is evident that
AMI’s present level of production of 9.6 million ASMs from two aircraft (say 4.8 million
ASMs per aircraft) is somewhat less than half (44%) of an optimum level for the Do 228
and only about 20% of an optimum level for the Dash 8.

The problem facing AMI is that its traffic density is very thin — currently about 28,000
passengers per year out of a total population of 60,000, half of whom reside on Majuro.
But to provide a reliable service AMI requires at least two aircraft. It operates three
aircraft: one Dash8 and two Do 228s. We gather the Dash 8 was acquired to operate
the international route Majuro to Tarawa in Kiribati. This service has been
discontinued. The Dash 8 operating lease has just over two years to run; we gather
there is there is no provision for early termination without penalty. In the meantime AMI
has excess aircraft capacity.

It is noted that for 10 months of fiscal year 2004 only one Do 228 was serviceable. We
gather the reason for this was lack of money to purchase the parts required to return
the aircraft to service. Furthermore in October 2004 the Dash 8 was grounded for one
month awaiting a replacement engine. During this time the serviceable Do 228
maintained air transport services without much difficulty, inconvenience to people or
disruption to the economy of the RMI. This demonstrates that AMI has surplus aircraft
capacity but it also highlights the need for at least two aircraft.

Air Cargo

AMI carries cargo on its domestic flights and also carried it on international flights.
Most cargo has been carried domestically. The amount of air cargo carried has
increased significantly since 1999. According to the financial records 58 tons of cargo
was carried in 1999, 54 tons domestically. In 2004 air cargo volumes will be in the
order of 400 tons. (Cargo volumes are calculated or extrapolated from cargo revenue.
Cargo volumes are not presently captured by the financial records.)

Future Performance

Future air transport performance will be a balance between maximizing productivity
and avoiding negative cash flows.

To foster the economic and social development of the RMI suggest that ASMs should

be increased to a point where the load factor produces sufficient RPMs to just provide
a positive cash flow.
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26.

27.

In this regard the level of air fares will probably play a significant role. Recent trends in
air traffic suggest that there is room for increasing air fares without materially affecting
demand.

It is considered that if passenger numbers increase by 5% per annum in excess of the
growth in GDP then AMI will have made a significant contribution to the economic and
social development of RMI. Furthermore provided the annual growth in passenger
numbers exceeds the annual growth in GDP then AMI will be fostering economic and
social development for the benefit of all Marshall Islanders. If AMI can achieve this
while maintaining a positive cash flow then the airline's future will be assured.
Moreover it would then be one of those rare species — a successful and viable airline
that operates domestic and regional services in the Pacific.
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Table 1: Air Marshall Islands
Air Transport Performance

Serial | Calander Year 1998 1999 2000 2001 2002 2003 2004
1 Source: AMI Financial Reports - DASH estimate
2 |Domestic Air Transport
3 [Passengers carried 17,576 19,759 15,525 17,853 22,254 25,673 27,963
4 |Flights (amivals) 2,409 2,193 2,540 3,229 3344 3139
5 {Block time 2,010 2,416 2,307 2,550 2,937 2,939 2,705
6 |Available seats 40,527 34,560 40,455 52,776 72,421 70,371
7 |Available seat miles 6,309,030} 5,074,631] 5,689,658/ 6,930,034 10,174,634f 9,593,385
8 |Rewenue pax miles 3,879,771} 3,276,663} 3,307,089} 4,014,927} 4,640,821| 5,227,281
9 iLoad factor 61% 65% 58% 58% 46% 54%
10 |Passenger Revenue $1,775,475| $2,058,351| $1,516,496] $1,651,620{ $1,920,405| $2,296,060| $2,516,396
11 {Cargo (tonnes) 54 217 187 257 273 394
12 {Cargo revenue $59,657| $238,626 $198,004! $283,491 $300,500 $433,771
13 |Total revenue $2,209,245! $2,118,008] $1,755,122] $1,849,624} $2,203,896] $2,596,560] $2,950,167
14
15 {International Air Transport (MAJ-TRW)
16 |Passengers camied 2,045 1,440 1,229 1,180 1,230 781
17 |Flights (arrivals) 173 131 118 110 110
18 [Block time 404 352 140 124 234 221
19 |Available seats 4,043 2,413 2,200 2,036 1,955
20 [Available seat miles 1,455,480| 868,680 792,000 732,960 703,800
21 |Rewvenue pax miles 511,920f 217,800 419,760f 437,400 277,560
22 |Load factor 35% 25% 53% 60% 39%
23 |Passenger Revenue $346,630] $101,042| $203,199 $190,576{ $203,513 $139,786
24 |Cargo (tonnes) 4 3 2 8 10 5
25 |Cargo revenue $3,798 $2,876 $3,358 $9,339 $10,691 $5,224
26 |{Total revenue $346,630| $104,840{ $206,075 $193,934| $212,852 $150,477 $5,224
27
28 |Total Air Transport
29 |Passengers camied 19,621 21,199 16,754 19,033 23,484 26,454 27,963
30 Annual change 0% -21% 14% 23% 13% 6%
N Qsum annual change 0% -21% -7% 16% 29% 34%
32 {Flights (amivals) 3,245 2,582 2,324 2,658 3,339 3454 3139
33 Annual change 0% -10% 14% 26% 3% -9%
34 Qsum annual change 0% -10% 4% 30% 33% 24%
35 {Block time ) 2,414 2,768 2,447 2,674 3,171 3,160 2,705
36 |Available seats 44 570 36,973 42,655 54,812 74,376 70,371
37 |[Available seat miles 7,764,5101 5943,311| 6,481,658} 7,662,994} 10,878,434 9,593,385
38 Annual change 0% -23% 9% 18% 42% -12%
39 Qsum annual change 0% -23% -14% 4% 46% 34%
40 [Rewenue pax miles 4,391,691| 3,494,463] 3,726,849} 4,452,327 4,918,381| 5,227,281
41 Annual change 0% -20% 7% 19% 10% 6%
42 Qsum annual change 0% -20% -14% 6% 16% 22% ‘
43 ilLoad factor 57% 59% 57% 58% 45% 54%
44 {Passenger Revenue $2,122,105| $2,159,393} $1,719,695] $1,842,196| $2,123,917 $2,435,846] $2,516,396
45 |Cargo (tonnes) 58 220 189 265 283 400
46 [Cargo revenue $63,455{ $241,502 $201,362| $292,830 $311,191 $438,995
47 _|Total revenue $2,222,848| $1,961,197] $2,043,558] $2,416,747| $2,747,037] $2,955,391 ‘
48
49 |FOC domestic passengers 625 645 651 734 1,221 1,669
50 |FOC pax as % of revenue pax 3% 4% 4% 3% 5% 6%
51 |Foregone FOC revenue $67,235 $65,735 $62,505 $65,501 $114,653 $159,763
52
53 [Sector passengers carried 25,763 21,664 25,191 30,223 34,628 36,603
54 |Awverage sectors per O&D 1.22 1.29 1.32 1.29 1.31 1.31
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Graph 1
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Table 2: Summary of Trends in Air Traffic for RMI

Calander Year 1999 2000 2001 2002 2003 2004
GDP real (constant 1991 US$) 62,857] 61,574 60,636] 63,062 64,323 65,288
Annual growth 0% -2.0% -1.5% 4.0% 2.0% 1.5%
Cummulative annual growth 0% -2.0% -3.6% 0.4% 2.4% 3.9%

1999 2000 2001 2002 2003 2004
Pax Qsum % change 0% -21% 14% 23% 13% 6%
Flights Qsum % change 0% -10% 4% 30% 33% 24%
ASM Qsum % change 0% -23% -14% 4% 46% 34%
Zero % change 0% 0% 0% 0% 0% 0%
Pax % change 0% 21% 14% 23% 13% 6%
Real GDP %change 0% -2% 2% 4% 2% 2%
Pax difference from GDP 0% -19% 15% 19% 11% 4%
Qsum difference Pax v GDP 0% -19% 4% 16% 26% 30%

1999 2000 2001 2002 2003 2004
Qsum difference Pax v real GDP 0% -19% 4% 16% 26% 30%
Zero difference | 0% 0% 0% 0% 0% 0%
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Graph 2

RMI: Air Transport System
Trends in Passengers Carried versus GDP
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VIl  Origin & Destination Traffic

28.

29.

30.

In the 2003 and 2004 fiscal years AMI flew to 160 or so different origin and destinations
(O&Ds). This is a huge number of O&Ds for a low level of traffic density and
represents a complex network for any airline. Where there is complexity there is cost.

The DASH financial system records a total of 183 O&Ds but it appears that about 15 or
16 of these O&Ds are now dormant. As well the system records that there are a
number (about 20 O&Ds) for which flights were flown and for which no passengers
were carried. Despite this it seems that there are about 145 O&Ds that AMI fly to, carry
passengers and receive some revenue.

O&Ds can be ranked by either passengers carried or revenue earned. Normally an
airline is more interested in those O&Ds that earn the most money. But it is the
passengers carried that represents the demand for air travel. An airline's network and
schedule is derived from the passenger O&Ds. The revenue earned is as much a
function of the airline’s pricing policy as it is a function of demand for air travel. For
AMI, however, the passenger demand is probably more important at this stage. That is
for assessing the market and for developing a network of scheduled services.
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31.

32.

We have used in}ormation from the DASH financial management system to analyze
O&D traffic for both 2003 and 2004 fiscal years. The following analysis is for 2004.
2003 data is almost identical.

A Passenger Ranking of O&Ds

Based on passengers carried only 31 O&Ds account for 65% of total passengers
carried; 80% of passenger carried fly between 48 O&Ds while 79 O&Ds account for
95% of the total passengers carried. Graph 3 illustrates this relationship.

Graph 3
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33.

34.

From an aircraft scheduling perspective only 27 O&Ds would justify two Do 228 flights
per month based on a 65% load factor — that is 63% of the total passenger traffic. The
breakeven load factor will depend on the air fare and level of government (RMI)
subsidy. We are currently in the process of determining the breakeven load factor but
it seems that it is in the order of 80%. Anyway, this illustrates the complexity of the

network and scheduling problem. The higher the breakeven load factor the fewer the
number of flights.

Itis proposed that AMI divide its network into two segments. One that is serviced by a
monthly schedule , which will probably comprise up to 27 or 30 O&Ds, that is those
O&Ds that can support at least two flights per month. These O&Ds should be able to
operate at breakeven and so be financially (commercially) self supporting. The
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remaining 115 or so O&Ds will be serviced by an advanced flight booking or charter
system. It is likely that services to these O&Ds will require some level of subsidy to
breakeven. In both cases we are assuming that there will be an increase in air fares.
We have yet to fully develop this with AMI management.

B Revenue Ranking of O&Ds

35. The revenue ranking of O&Ds is more concentrated. 65% of total revenue is
accounted for by only 21 O&Ds. 80% of revenue flows from only 34 O&Ds while 66
08&Ds account for 95% of total revenue. Graph 4 illustrates the O&D and revenue

concentration.
Graph 4
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VIl Network and Schedule
36. From the O&D analysis a monthly schedule can be developed and this is currently

under development. A peg board map locating all airstrips and airports in the RMI has
been constructed. It is proposed to divide the outer islands and atolls into five or six
groups for airline planning purposes. Each of these island and atoll groups will be
serviced from either Majuro or Kwajalein. The peg board will assist in determining the
least cost (air nautical mile) routes for both the scheduled services and the advanced
flight booking or charter operations.
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| Importance of Profit (Cash) in an Airline

1. It does not matter in most industries where there are firms experiencing financial
difficulties. The firm metaphorically, tightens it belt, cuts corners and hopes for better times.
Some go bankrupt, another firm takes its place and life goes on. This is not so in the airline
industry. The airline industry has a responsibility for people’s lives. Safety is paramount. Sure
- in tough times airlines also tighten belts, but when safety is at stake, cutting corners because
of lack of finance should not an option. There have been many instances around the world
when corners have been cut, safety compromised and with tragic results. In most instances,
the airlines concerned have been small, not state owned enterprises and often owned by the
managers. There are at least two reasons why large airlines safety records are less likely to be
afflicted by the “cut corners” syndrome:

° large airlines are system orientated with management several steps removed from the
day-to-day activities. It is difficult to imagine management issuing instructions that
would impact the level of safety. Personnel who could make a decision that would
result in a lower level of safety are too far removed from any benefit derived by the
airline, and

) technical aviation personnel are professionals dedicated to safe operations and unlikely

to be swayed by financial considerations to knowingly make decisions that would lower
the level of safety.

2. So, for the aviation professional there is only one choice when faced with a
situation that requires a part to service the aircraft and there is no cash available — ground the
aircraft. For the past year AMI has had one Dornier 228 unserviceable because of lack of cash
to purchase the parts required for the repair. While being without one aircraft for a year could
indicate that the aircraft was not needed, we consider the airline does need two serviceable
aircraft to meet the schedules, with a backup aircraft. It would be financially risky to attempt to
operate without a backup. Indeed, when the Dash 8 was unserviceable for one month in
October/November of this year, only one 19 seater Dornier 228 was serviceable. This highlights
the fact that one aircraft should not be permitted to be unserviceable for one year.

3. There will always be an demands for cash expenditure within an airline, thus there
needs to be strict financial controls. AMI are fortunate in having a CEO with the background
that enables him to distinguish between the "wish list" demands and those that are vital to the
operation of the airline — those where the financial returns are doubtful and those that will
provide a good payback.
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Il Adequacy of information systems, and processes for
financial and operational management

4. The AMI's auditor on the audit of the 2002 financial year stated, “because of the
inadequacies in the accounting records and internal control over financial reporting.....” We
share the auditor's concerns. From our examination of the 2003/4 Balance Sheet it was
apparent that some of the assets and liabilities did require further adjusting. The accounts have
yet to be finalised and audited. From discussions with the Financial Director we have
confidence that the matter is under control. The inadequate financial recording of past years
should be overcome with the recent appointment of a qualified finance manager.

i RMI and AMI Transactions

5. From an examination of AMI's balance sheet some significant assets and liabilities
relate to transactions between AMI and the government of the Marshall Islands (RMI). It would
seem that RMI looks upon AMI as an extension of the Government. When AMI is deemed to
have surplus funds, say from a sale of an asset, these funds are transferred to RMI as a loan.
On the other hand, when AMI’s financial position is weak, loans or grants are provided to AMI
from RMI. These “loans” from/to both parties are in the accounts of AMI as assets and
liabilities. Given the financial situation of AMI, the loans from RMI are likely to remain in AMI's
accounts as a liability, for some time. On the other hand, it would appear that loans from AMI to
the government have remained unpaid for some time. Some examples of the transactions
between RMI and the airline and their treatment in AMI accounts include:

o in the past, some loans and subsidies from RMI have been treated by AMI as income;

o presently payment of taxes deducted from employees wages and salaries is being
withheld to offset the AMI loan to RMI;

. air services made at the government’s request for medical reasons have not been paid
(included as a debt);

. currently, RMI loans are being made to AMI with AMI having little prospects of meeting
the proposed repayment schedules, and

. in the past, loans have been made by AMI to RMI from proceeds of asset sales.

IV Useful Management Reports

6. Management information is necessary for the control of all businesses but for an
airline, such as AM! that has had a history of financial uncertainty over the past years, it is vital.
Analysis of AMI statistics for the last five years reveals significant information that would have
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provided cause for further investigation and action - if its significance had been known. We
suspect that the significance of the information was not known at the time or possibly the
information was not available in usable form. That corrective action was not taken highlights the
lack of understanding of airline statistics and their value in managing an airline. Most statistics
are more useful when used in combination with other statistics, as we will show by examples
below.

7. While we may not be conscious of the fact, every day we are faced with the
necessity to comply with established standards and rules. Indeed, standards and rules are vital
in the functioning of all societies, both primitive and developed. No society exists without
standards. There must be something - rule and/or standard - against which to measure actual
performance. The standard may be written or unwritten, established through legislation or
custom. For example, there are rules that set standards:

. to ensure safety in driving;
for the security of property and person, and
to ensure acceptable hygiene standards

8. These rules are understood and their necessity in a society, generally accepted.

9. Similarly, standards and rules are essential ingredients of management reports. In
reality, without standards, a management report is of limited value. Useful management reports
will show whether action is required. If the report discloses that performance is at variance with
expectations, action will be necessary to bring the operation back to meet expectations. Thus
the report should be timely. There is little merit in producing a report when the time for action is
past. Generally a report with some small inaccuracies but produced on time, is preferable to an
accurate report produced late.

V  An Overview of Airline Management Controls

10. The controls and reports needed by AMI to manage the airline’s business fall into
five categories:

> Management Controls: which enable the company managers and the Board to monitor
the performance of the company in terms of shareholder expectations and to take
corrective action should the company’s performance deviate from corporate objectives.
Management reports should focus on the airline’s (corporate) objectives — the minimum
acceptable performance Tmin and the satisfactory Ts. For AMI this is passenger
numbers versus GDP, efficiency and cash flow. To properly manage an airline three
types of management reports are necessary:

o asset management reports,
o revenue management reports,
o cost management reports, and
McKay Shipping Ltd, trading As November 2004
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1.

o) cash flow reports.

The airline therefore needs an asset manager (in AMI’s case the director of
maintenance), a revenue manager (usually the commercial or route manager) and cost
manager(s) (this should be the manager(s) who generate the costs —usually the
operations manager and the administration and finance manager because of over head
costs).

Financial Controls: In addition to management control reporting, a company needs to
have financial reports which enable it to carry out its stewardship functions and these
essentially relate to income and expenditure and the balance sheet.

Cash Flow Controls: which are essential to manage the money flowing through the
airline, especially debtors and creditors.

Commercial Controls: an airline carries passengers and cargo that belongs to another
entity, the shipper. The airline needs to set up commercial controls that allow it to take
responsibility for the passengers and cargo while in its care, to be able to track
passengers and cargo, and to account for the revenue earned by the company. An
airline revenue management system is an essential part of the commercial controls.

Operational Controls: which manage the utilization of assets (aircraft) and the airline’s
productivity, which is a measure of the output (ie passengers carried, RPMs, cargo
carried, revenue cargo ton miles (RCTM)) compared to the /nput (usually ASMs,
available cargo ton miles, number of flights, flight time, block time, etc)

A Asset Management Reports

Asset management rebor’(s are required for:

the physical condition of the assets (ie the aircraft): in whatever detail is sufficient to
inform the Board and managers that the company’s assets are being cared for and that
the company can rely on these assets to generate future revenue. The amount of
money spent on repairs and maintenance and fuel needs to be included in this report,
together with comparisons with budget and forecast figures.

the utilisation of assets (ie the aircraft): this is an important report as it will indicate to
the company which assets are paying their way and which are not. Assets that continue
to be surplus to requirements are generally disposed of. For the AMI individual plus the
fleet aircraft utilization and performance reports would be required.
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12.

The acquisition and disposal of assets now and during the current operating and
reporting period: usually there will be a capital expenditure plan (ie fleet replacement
plan) over a number of years and this should be monitored in the context of that plan.

B Revenue Management Reports

Revenue management reports are required to give the Board and managers

information to tell them how their revenue plans (both strategic and business) and budgets are
performing against actual revenue flows. Any deviations to budgeted and forecasted revenue
flows will have a quick and direct impact on the well being of the company. The reports should:

13.

summarise the volume of air traffic generated by the main O & Ds and in total;

summarise the total revenue generated by the main O & Ds and for the network;

detail the amount of revenue earned but not yet paid (ie aged debtors with particular
debtors identified and what plans have been made to collect the money);

set out a few and appropriate key revenue statistics such as: $ per tonne carried, $ per

passenger, etc: and

an operating synopsis (for the month) with an outlook for the remainder of the financial
year.

C Cost Management Reports

The idea of cost management reports is to inform the Board and managers what

the cost of operating their assets (ie aircraft) is and also the cost of running the company. The
reports should:

summarise the cost of operating each business category and by each type of cost;

draw together revenue and operating information and combine these with cost
information into an operating report (monthly, three monthly rolling average and year to
date);

summarise the cost and movement of spare partsl (ie inventory); and

an overall synopsis of trends and variances in actual costs compared to budgeted and
forecast costs with an explanation for differences.
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D Financial Reports (including Cash Flow)

14. Financial reports are quite distinct from management reports. Financial reports
are required to enable the Board and management to perform their stewardship obligations and
to comply with regulatory requirements (viz Income Tax Act and Companies Act); they are
generally not used as reports to manage and control the operations of the company. The
financial reports consist of the standard accounting reports following standard accounting
practices thus:

) consolidated profit statement for the month, year to date and forecast for the year end
versus the budget;

J balance sheet at the end of the month and forecast for year end versus budget; and

o cash flow statement for month, year to date versus budget that should include operating
and free cash flows.

E Annual Budgets

15. The financial budget, compiled some time before the beginning of the financial
year, is a good place to start. This exercise requires the involvement of all supervisors, as it is
essential that those personnel responsible for meeting the budget during the year accept the
final budget.

16. Compiling the budget is more than a financial exercise — it should be an
expression of the airline’s business objectives and plans for the year.

17. In an airline, the conventional place to start is with the passenger/cargo forecast.
This forecast will be produced in sufficient detail to provide data for the aircraft budget timetable.
The revenue budget, based on the passenger/cargo forecast, can now be produced, as can the
other departmental budgets. Usually, supervisors will initially produce a “wish list” budget that
will require pruning. Thus the budget process tends to be reiterative until a budget acceptable
to the CEO and the Board is produced for the Board's approval.

18. The approved budget will be broken down into months enabling a monthly
assessment of the airline’s operational and financial performance. The detail in the budget will
be sufficient to apportion responsibility of the expenditure to the section/persons responsible for
incurring the expenditure.

19. A very important factor is to ensure all revenue and expenditure is included in the
correct month the revenue is earned and the expenditure incurred. Expenditure incurred but not
paid (or possibly invoiced) should be recognised in the month the expense is incurred. Some
expenditure covers a longer period than one month and that portion that does not apply to the
month of payment is treated as an asset — prepaid expenses. Each month the expense is
charged the appropriate portion. This may seem obvious but it was noted that insurance was

McKay Shipping Ltd, trading As November 2004
Pacific Marine Management Page 6




TA4004-RMI IMPROVING THE DELIVERY OF SEA AND AIR TRANSPORT SERVICES
Working Paper No. A4
Air Marshall Islands Inc: Management Information

treated as a prepayment and remained as an asset in the accounts until the end of the year.
The last month of the year was then debited for the insurance for the year. Similarly, the
unearned revenue account needs to be up—to-date to ensure that it only includes revenue from
unused tickets. :

F Departmental Management Reports

20. As mentioned above, reports should have a standard against which to measure
performance. While all departments contribute in producing the final product — passengers1
flying on aircraft — each department in the airline has a different output. Thus the output used to
measure performance will be different for each department. Without introducing unnecessary
sophistication?, the following are suggested outputs for each department:

Department Output

Flight Operations Aircraft hours or sectors flown
Maintenance Aircraft hours and aircraft turnrounds
Traffic Passengers and aircraft turnrounds
Sales Revenue and passengers

Admin. and Accounting Revenue and passengers

i Flight Operations

21. The job of Flight Operations is to fly aircraft safely. While, in the short term, most
resources many not vary with the actual flying hours, in the long term Flight Operations
resources and expenditure should be closely aligned with the aircraft hours flown. Aircraft fuel,
approximately 60% of the total operating cost of the department, is an expense that should
closely track flying hours. The volume of fuel can be influenced by the style of flying. Engine
manufacturers produce standards for fuel usage. The airline should monitor fuel usage against
the engine manufacturers’ standards to ensure volume used is in accordance with the
manufacturers’ guidelines.

ii Maintenance

22. Maintenance has two tasks, aircraft maintenance and aircraft turnround tarmac
duties. Costs should be split between the two activities.

23. While much of aircraft wear is incurred by takeoff and touchdowns, most of the
maintenance schedule is based on flying hours. Thus flying hours is the key for maintenance
expenditure. Maintenance work tends to be lumpy and the benefit of “big” maintenance tasks
(overhauls) can last for several years. Some airframe checks and engine overhauls would fall
within this category. It is, therefore, well worth considering spreading the expense of major

' For simplicity the term passengers includes cargo.
Air Marshall Islands is a small airline and systems should reflect this.
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checks and engine overhauls over several years. Unless this is done, the lumpy expenditure
pattern will distort maintenance costs per flying hour. When a new asset is acquired, minimal
maintenance will be required for some years. By making provision for the cost of future
maintenance in the accounts, when expenditure is incurred, it can be offset the provision
previously made. The present lease arrangement of the Dash 8 aircraft is an example of the
“provision for future expenditure” concept though, for second visits it appears AMI pay for any
shortfall if the provisions do not meet the costs of overhauls.

24, Tarmac hours should be excluded from maintenance hours. Tarmac turnrounds
is the other Maintenance Department task. In theory, this task could be considered a Traffic
function and Traffic charged. It is worth noting that AMI assesses and charges for the cost of
handling other airlines. Also around the world there are now non-airline companies undertaking
and charging for airline tarmac handling. However for an airline the size of AMI, we consider
charging other AMI departments not warranted. That is we do not propose setting up profit
centres within the airline.

iii ~ Air Traffic
VI The task of the Traffic Department is to process outward passengers, incoming
passengers and to load/unload the aircraft. The additional staff required to handle a Dash 8
compared with the Dornier 228 can increase staff numbers. Scheduling does affect staff
numbers - long gaps between aircraft turnrounds results in wasteful utilisation of tarmac staff,

although cargo work can be uses as a fill in job. Possibly passenger numbers is the best
compromise, with allowance for work handling aircraft of other airlines.

iv Sales

25. Assuming passive sales activities, passenger numbers and cargo weight would
measure sales expenditure. However, if the airline became pro-active in its sales effort,
passenger and cargo revenue would better reflect the effectiveness of the sales effort than
passengers and weight. For example, a drive to increase long haul passenger traffic may not
increase passenger numbers significantly but could significantly increase revenue - and
revenue passenger miles. For cargo, a sales drive that increases revenue would be of benefit
even though the yield decreased. For cargo, more revenue is good than less.

v Administration

In the past, it was generally considered that an airline would have to close down before
administration costs and activities stopped. Actions by airline management around the world
now shows that drastic situations call for drastic measures. No longer are administration costs
divorced from the paring knife. In other words, while it is very difficult to measure the output of
administration, this is not an excuse for not exercising discipline to ensure that all administrative
tasks are (a) necessary and (b) carried out efficiently.
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G  Examples of Use of Statistics

26. The following three examples illustrate the use of statistical information (refer
Table 1) to make management decisions. It is stressed that the following analysis is
theoretical- we are not in possession of all the facts and we do not have complete confidence in
the statistics and the revenue information. Refer to Table 1.

vi  Example 1

27. Passengers carried increased by 42% between the years 1998 to 2004, but
passenger revenue only increased by 22%.

28. Usually one would expect, without a change in the fare structure, passenger
revenue to increase in line with increases in passenger numbers. A possible explanation for an
exception to this, is a decrease in the trip distance of the average passenger. However revenue
passenger miles have increased by 35% over the period, so, in this case, a reduction in the
average passenger trip is not the full answer. The significance of this information is that if
passenger revenue had tracked passenger numbers from 1999, the additional revenue over the
five years would amounts to almost $1.5 million and in the 2004 year alone, almost $400,000.
Now we would not suggest that AMI has “lost” $1.5m but we are suggesting that if accurate
statistical records are kept and the importance of the data was understood, valid questions
could have been asked and action taken.

vii  Example 2

29. Passengers carried decreased by 10% between 1999 and 2001, but passenger
revenue decreased by 20%. A possible explanation is a reduction in the average passenger
trip, but 10% is a big reduction. To confuse the matter further, revenue passenger miles
decreased by 15% over the period, indicating the average passenger trip decline by 5%.
Usually airlines try to reduce short sectors and increase patronage on the long sectors - it is the
long sectors that make money. A more rational explanation, assuming the passenger revenue

money did not “disappear”, is that there has been some misallocation of passenger revenue
between the years.

viii Example 3
30. While available seat miles increased by 47% in 2003, revenue only increased by
20% and revenue passenger miles by 16%. At the same time load factors decreased from 58%
to 46%. Clearly excessive capacity for the available passengers was scheduled. While the
introduction of a faster and larger aircraft would be expected to attract additional passengers —
and passengers did increase by 16% - 47% is a big increase in capacity and it would be

unrealistic to expect passenger numbers to increase by this amount. In other words, excessive
aircraft flying was scheduled.
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31. As mentioned above, provided management has confidence in the information and
statistics produced and they are produced in a time, valid questions can be asked. For
example, referring to Table 1 and assuming the data is correct, the following questions could be

asked:

. in 2000 why did passengers decrease by 21%, passenger revenue by 26% and the
average fare by 5%?

o in 2001 why did passengers increase by 15% but passenger revenue only by 9% with
the average fare falling by 5%?

. in 2002 why did passengers increase by 25% yet passenger revenue only by 16% and
the average fare dropping by another 7%?

) in 2003 why was action not taken to prevent the load factor dropping to 46% and

. why has the average fare decreased by 13.6% since 1999.

Table 1: Air Transport Performance (Domestic)

Calendar Year 1,998 1,999 2,000 2,001 2,002 2,003 2,004
Source: AMI Financial Reports - DASH
estimate
Passengers carried 17,576 19,759 15,525 17,853 22,254 25,673 27,963
% change from previous year 12% -21% 15% 25% 15% 9%
% change from 1999 to 2004 . 42%
Flights (arrivals) 2,409 2,193 2,540 3,229 3,344 3,139
Block time 2,010 2,416 2,307 2,550 2,937 2,939 2,705
Available seats 40,527 34,560 40,455 52,776 72,421 70,371
Available seat miles 6,309,030 5,074,631 5,689,658 6,930,034 10,174,634 9,593,385
% change from previous year 220% 12% 22% 47% -6%
Revenue pax miles 3,879,771 3,276,663 3,307,089 4,014,927 4,640,821 5,227,281
% change from previous year -16% 1% 21% 16% 13%
% change from 1999 to 2004 35%
Load factor 0.61 0.65 0.58 0.58 0.46 0.54
Passenger Revenue 1,775,475 . 2,058,351 1,516,496 1,651,620 1,920,405 2,296,060 2,516,396
% change from previous year 16% -26% 9% 16% 20% 10%
% change from 1999 to 2004 22%
Pax. yield ($ per pax mile) 0.53 0.46 0.50 0.48 0.49 0.48
Cargo (tonnes) 54 217 187 257 273 394
Cargo revenue 59,657 238,626 198,004 283,491 300,500 433,771
Cargo Yield ($'s per tonne 1,100 1,100 1,059 1,103 1,101 1,100
Total revenue 2,209,245 2,118,008 1,755,122 1,849,624 2,203,896 2,596,560 2,950,167
% change from previous year -4% -17% 5% 19% 18% 14%
Average fare 104.2 97.7 92.5 86.3 89.4 90.0
Pax.Revenue using 1999 average fare 2,058,351 1,617,283 1,859,798 2,318,262 2,674,429 2,912,950
:\nnual difference using 1999 100,788 208,178 397,858 378,369 396,554
are
Cumulative difference using 1999 fare 1,481,746
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32. As mentioned above, many of statistics listed below are more useful in
combination, not only providing a verification of the accuracy of the data, but also giving a better
picture of the airline’s financial and operating performance. Most of the information is useful on
a month-by-month basis but all require “something” against which to compare the actual,
whether it is budget, last month, previous year, etc. Some information is more useful on a
cumulative basis because of seasonable trends or a month may be too short to depict change.

H Airline Management Terms

ix  Available Seat Miles (AsM)

33. Sometimes referred to as available seat miles. ASM are derived from aircraft
hours flown multiplied by the seats available on the aircraft. This is the product that the airline
produces for the air transport market. It is ASM that call up most of the airline’'s cost —
operations, engineering and traffic. Supplying excess ASM will increase costs unnecessarily,
too little will not meet the market demand and revenue opportunities will be lost.

X Revenue Passenger Miles (RPM)

34, RPM is derived from the aircraft hours flown and the revenue passengers carried.
RPM is the product the airline has sold to its customers and a very important statistic to watch.
There should be a correlation between changes in passengers carried, passenger revenue and
RPM. If, for example, passengers carried have declined, we would expect passenger revenue
and RPM to decline by the same percentage. If not, presumably the average trip distance per
passenger has increased or decreased, as the case may be.

xi  Load Factors (ASM v RPM)

35. RPM divided by ASM produces the seat load factor. One way of looking at this is
to regard ASM as the volume of goods put out for sale and RPM as the volume of goods bought
by the customers. If the load factor is low it indicates either too many goods were produced or
not enough bought. As providing ASM is costly, any unsold represent potential loss to the
airline. Too high a load factor indicates that the market demand is not being satisfied, too low
and the airline loses money. As the airline operates many sectors with low load factors, it is
difficult to be precise as to what would be the optimal load factor for AMI. Certainly the load
factor of 46% for 2002/3 is a sure recipe for a loss and that of 54% achieved in 2003/4 is only
marginally better. On the other hand, we would expect that, given the AMI route structure, a
load factor of 75% while being highly profitable, would not satisfy the market demand. It may be

useful to monitor the 20 (or so) sectors with the highest LF and 20 (or so) sectors with the

lowest LF each month to determine whether action is required. As well the top twenty city pairs
that produce almost 80% of the passengers should be carefully monitored.
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36. The aim of low cost carriers is to fill every seat and many have load factors in the
eighties and above. Some low cost carriers, when the LF falls, give away seats or have “fire
sale” fares. For AMI, if it were to produce incentive fares, the “trick” would be to ensure there
was minimal dilution of existing revenue or the extra revenue at least was equal to that lost from
existing passengers. Ideally, conditions for an incentive fare should be such as to be
unattractive to existing passengers yet sufficiently attractive to entice passengers who otherwise
would not fly. We are not sufficiently conversant with local conditions and customs to offer
suggestions for an incentive fare package. However we offer a hypothetical example:

» Load factors over a sector are historically low, say 30%.

» Offering an incentive fare equivalent to a 30% discount to all passengers,
would produce the same revenue once the LF reached 43%.

» Any increase of the LF above 43%, assuming costs remain unchanged,
would produce an increase in revenue and profit.

> If some of the existing passengers continued to pay the full fare, the LF for
break even to produce the same revenue would be lower than 43%.

xii  Passengers Carried

37. A good example of information that is not particularly informative by itself.
However when compared with passengers carried the same month last year, used cumulatively
to produce twelve months to date and compared with the previous year, is a very good indicator
of change - either good or bad. If there is a downturn, the load factor will fall unless steps are
taken to reduce capacity. Provided the reasons for the change are not obvious, say an aircraft
out of service, steps should be taken to increase the sales effort or reduce capacity. The latter
is not a simple task if there is a general decrease spread across the network. Conversely, given
an upturn of passengers, attention should be exercised to not schedule excess capacity — make
profit when the opportunity presents itself.

xiii Passenger Revenue and Passenger Yield

38. The average fare is total passenger revenue divided by total passengers. The
only reason for a change in the average fare should be a decrease or increase in the average
passenger trip distance or maybe changes in discounting fares.

39. Revenue passenger miles divided by passenger revenue produces the passenger
yield - cents per mile. Any change in the passenger yield should be the result of a change in the

average trip distance. It is noted that passenger yield has declined by 10%, since the year
2000.

| xiv  Cargo Revenue and Cargo Yield

40. Revenue from cargo has increased significantly since 1999 and the yield — $ per
ton - has remained remarkable constant. Total cargo sales is a more useful gauge than cargo
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yield for profit — cargo calls up few costs, unlike passengers, and any cargo revenue is better
than no cargo revenue.
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