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INTRODUCTION

  

  

By the end of year 2007, European leading airline companies (Air France-KLM, British Airways and Lufthansa) are struggling for the consolidation of the industry. The French, British and German carriers target two different markets: Spain and Italy. Why are these two markets so different? The Spanish carrier -Iberia- is very dynamic in its domestic market but also in South America whereas the Italian carrier -Alitalia- is bound to bankrupt due to its huge growing debt. The common point of these two airlines is their coming integration into larger hungry groups. Indeed mergers are currently prepared by the main European airline competitors in order to ensure their future position in the globalized airline market. That’s why Air France-KLM -the world leader regarding its turnover- has to consider its own size compared to the future development of Chinese, Indian and Middle Eastern carriers. Air France-KLM Chairman Jean-Cyril Spinetta recently said that the objective of his group is to rank among the first 10 world leading airlines in 2025. 

  

Problematic: In a tough competitive environment, is the strategy of mergers necessary to the sustainability of world leading airline groups such as Air France-KLM? 

  

In a first part of our study, we will explain the key success factors of the merger between Air France and KLM by assessing the situation of the French carrier before the merger and after the birth of the French-Dutch world leader. In a second part, we will scrutiny the continuous strategy of integration between all the departments of both merged companies. Finally, we will consider the potential mergers of Air France-KLM with Iberia or Alitalia since final decisions should be made before 2008. 

  

I. GENERAL OUTLINE

1) Air France and the air transport industry
A competitive Environment

Air France was created on August 31st, 1933 by the merger of 4 main companies who belonged to the French air transport: Air Orient, Air Union, the C.I.D.N.A. and S.G.T.A.FARMAN. They formed a public limited company with a turn-over equal to one hundred million euro. The State had at least twenty per cent of the actions. In 1945 after the Second World War, Air France was nationalized and belonged indeed to the State. Then in 1994 a new holding is created: Group Air France which is composed of Air France, Air Inter, Air Charter and UTA. In this period, the air traffic is increasing all around the world: 1,3 billion passengers. 

In 1999 Air France is partially privatized. Air France is a member of the Sky Team alliance founded in June 2000, that is composed today of Aeromexico, Alitalia, Continental Airlines, CSA Czech Airlines, Delta, KLM Royal Dutch Airlines, Korean Air et Northwest Airlines The attack on September 11, 2001 in the United States create a huge decline in the world air traffic and push numerous companies with an already bad economic conditions, to bankruptcy. In 2002, it’s the birth of low cost companies that propose only the flight without any type of service (Ryan air, Easy jet, etc). Air France forms a group with the Dutch company KLM since May, 3rd 2004 and it’s a private society. The Air France capital is 100% hold by Air France KLM has a 100% Air France capital.. The Air France and KLM programs for developing customer loyalty: Frequence Plus and Flying Dutchman were merged in a unique program, called Flying Blue, from June 6th, 2005. 

Its main competitors in Europe are: Lufthansa (German national company), British Airways (English national company), Ryan air and Easy jet, two low cost companies. The world economy growth (4,9%) on the period 2006-2007 and an augmentation by 6% of the traffic make that Air France is today the first world company in term of turnover since its merger with KLM, with a annual 19 billion euro turnover. 

The principal hub of Air France is the Roissy-Charles de Gaulle airport (at terminal 2). Its surface is about 3200 hectares, so 3 times bigger than most of the big European airports. 

The president of the group is Jean-Cyril Spinetta since 1997. 
Some key figures 

The passengers transport 

Thanks to four hundred planes in use at July 2007, Air France-KLM offers 1 800 flights a day. The company deserves 189 destinations located in 82 countries all around the world. 

73,5 million passengers were transported that is to say an increase by 5% regards to last year. The increase concerned all the geographic regions. 

The number of employees who is working on the air is 16 670 plus 38 818 employees who work au sol, fort a total of 56 488 (less 528 regards to 2006). 

The planes are 8,9 years old in average. 

The freight transport 
On July 2007, the 380 planes used by Air France are distributed on its long haul, medium-haul and regional fleets. 

Long haul fleet: 

The long haul fleet long of Air France is on average 6,6 years old. During a long time she used the Boeing 747 and today this former is substituted with the Boeing 777 and in the future Airbus A380. 

Air France is the main customer of launch of the Boeing 777-300ER, put in order in May, 2004 and initially ordered to replace Boeing 747-400. 

Medium Haul fleet

For the medium-haul flights, Air France privileges Airbus with its numerous planes of the family A320. She’s the only airline company in the world to own all the variants: A318, A319, A320 and A321. 

 Cargo 

Air France took delivery of its first Boeing 747-200F in October, 1974 and then followed seven other machines. 

Air France will take delivery of Boeing 777 from 2008. She will be the first airline company that uses the model version. 

The maintenance
Since its creation Air France decided to maintenance itself its planes in order to assure the flight safety, and to control the costs. The activity maintenance is marketed under the brand Air France Industries. 

Financial information 
At July 31st 2007, the capital of Air France-KLM is composed of 279 363 707 actions distributed like that: 

-French State: 18,6% 

-Employees:  14,1% 

-Float:   65,8% 

-Treasury: 1,5% 

The turn-over in 2007 is 23 070M€ whereas it was 21 450M€ in 2005-2006 so it increased by 7,6% and it is expected to increase by 11,8% next year (25 800M€). 

Here is bellow the repartition of the capital for each activity: 

	Turn over 
	2005-2006 (M€) 
	2007- 2008 (M€) 
	Variation 

	Passengers 
	16 260 
	17 340 
	+6,64% 

	Freight 
	1 412 
	2 918 
	+106,6% 

	Maintenance 
	508 
	977 
	+92,3 

	Others 
	157 
	714 
	+354% 


The operating profit is 1,24 billion euros that is to say an increase of 32,5% and the net return is 891 million euro. 
2) The Stock Exchange 
The shares of Air France-KLM are quoted on Euronext Paris (la bourse de Paris) since 1999, on Euronext Amsterdam and the New York Stock exchange since 2004. On 28/09/07 the action is valued like indicated is the board you can find below: 
	Paris 
	25,77€ (-1,42%) 

	Amsterdam 
	25,70€ 

	New York 
	36,83$ 


The board below shows the evolution of the price of the Air France-KLM shares since the end of 2006. 
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Air France-KLM Share’s analysis
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Air France-KLM shares were down about 34% since its value of 39.4 euros at first of June 2007. We will try to explain why the shares drop? And which factors impact the shares prices? 

  After the announcement of the exploitation result in the first semester, a little lower than the objectives, the shares were down about 5%, despite offering a set of apparently excellent results for the first quarter. The net profit growth of 70.1% to 415 million euros was in line with targets, it had failed for the first time in a long period to give the markets a pleasant surprise, and they had therefore reacted negatively according to one analyst,. 

The first quarter figures also show turnover growth of 2.5 per cent, with passenger traffic rising by 4 per cent, and a 1 per cent increase in operating profit, to 415m euros. 

Air France-KLM has confirmed its targets for the full-year 2007-2008, forecasting another rise in operating profit and ROCE of 7 per cent, up from 6.5 per cent in 2006-2007.what is the impact of Oil-dollar on the Air France-KLM stock price?   

The Right impact of Oil-Dollar on the Air France-KLM stock price:
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The impact of both Oil and Dollar is difficult to estimate. The Oil price is going up and the dollar is going down against Euro so the Stock Exchange is in difficult situation: 80 dollars the price of oil barrel and 1.4 dollar for one euro. What is the reel impact of both indicators on the Air France-KLM stock price? 

Despite of the increase of the Oil price, shares in Air France–KLM were up about 2.38% on September 28. The company raised its fuel surcharged on passenger tickets for flights departing from France and Netherlands in order to protect the margin. But Air France-KLM shares were down about 34% since its value of 39.4 euros on first of June 2007. Which others factors influence the stock price? 
The problem is the economic growth in Europe and how will be the financing of the economy considering the difficulties which currently crosses the international banking structure as financial analyst at Dextia Securities said. It exist others factors more important than these both indicators like the credit risk, the overweight of the financial values in the indexes of security prices.
We are in the XXI° century in the globalization ere. At the human level, we can note more mobility. As a matter of fact, people move more and more, they take easier the plane for either job or travelling and they go more and more far geographically speaking. Thus, Air France-KLM takes an advantage with regard to the evolution of the mentalities. Nevertheless, the economic and competitive environment is more and more strong/hard. 
We have seen the global situation of the Air-France-KLM group. At present, we need to focus on the merger’s origins.
II. THE MERGER
1) A well-prepared merger

While two airlines have celebrated four years of wedding, it would be interesting to wonder how this love story began. 
· A brief history 

The Air Industry 

First, to answer to this question, we have to focus on the Air transportation market previous the merger Air France KLM. 

At the beginning of 90s, the European deregulation is set up. From that moment on, European companies are allowed to connect with anyplace in Europe. We can notice two main deregulation consequences. To begin with the number of airlines increased. Following deregulation in 1978, the number of companies increased dramatically from about 36 carriers in 1978 to a total of 123 such carriers in 1984. This initial increase resulted from the market becoming more accessible to new companies that sought to operate below the costs of older, established airlines with higher cost structures. However, a clear decline in the number of air carriers in the late 1980s followed this initial increase due to weaker airlines being forced out of business or being taken over by the stronger companies. Then by 1993, the numbers increased again as numerous small airlines emerged, offering direct, low cost, no-frills service. To compete with these lower cost airlines, many of the larger airlines are initiating their own low cost divisions. Next an expanding market emerged due to the deregulation. A major development since deregulation was the creation of hub and spoke networks. The hubs are strategically located airports used as transfer points for passengers traveling from one location to another. The hub and spoke systems were developed in order to enable airlines to serve far more markets, with the same size fleet. 

The appearance of new airlines, combined with the rapid expansion into new markets by many of the established airlines, resulted in unprecedented popularity and competition in the airline industry. 

In 1995, French government puts an end to the monopoly on the French network as a consequence new competitors arrive such as AOM or Air Freedom. The air traffic continues to increase everywhere in the world whereas many airlines disappear. At the end of 90s, Air France remains the reference on the domestic market. In the meantime, the Air France privatization begins. The company benefits from new tracks in Roissy to increase the capacity of reception by 75%. 

The 2000s were marked by the globalization through the strong development of Internet and the sale of tickets in line which indirectly obliges even more the companies to create alliances. In 2001, the attacks of September 11 in the United States involve a beginning of crisis in the world of tourism and push many companies, already badly in point, with quasi a bankruptcy. The terrorist attacks in the USA caused a number of short and medium term impacts on the European aviation industry. First of all, US airspace was closed in the immediate aftermath of the attacks, and was not opened for four days. During this period, no flights from Europe-USA could operate, leading to a loss of revenue for airlines and airports in Europe. When flights resumed, there was a dramatic decrease in demand. This was most severe on North Atlantic routes but was significant across all types of routes. The only market segment that did not appear to be badly hit was the low cost sector. The latter half of 2001 saw some catastrophic financial results from Europe’s full service scheduled airline sector. In general, 2001 was a very difficult year for Europe’s airline sector Air France was the only full service European major to increase passengers and achieve a positive net result in 2001. Low cost airlines continued their rapid expansion in spite of the difficulties experienced by the wider airline sector. Passengers and profits grew, with Ryanair in particular posting industry leading returns and briefly achieving the largest market capitalization of all European airlines. 

Additionally, the development of companies “low-cost” (at low prices) forced the national companies to strengthen in order to face with the fierce competition. In view of this context, we can better understand the Air France’s will to enlarge. In September 2003, the fusion Air France - KLM makes this “new company” the second alliance world and the first European airline group. 

The Air France group 

Secondly, we need to know the Air France situation before the merger. 

As we said before, Air France is a very competitive company during the 90s so the French government wants to privatize the company capital gradually. The project is sum up in this way: “From the big national company… to the major”. This expression reflects the floating shares of Air France. Indeed, in 2000, Air France has various alliances prospects. First, it formed a part of Skyteam which is one of biggest network of the world. Thanks to this alliance, Air France benefits of many strategic areas called hubs. However, Air France desires to strengthen its Europe position especially after Concorde tragedy. Thus, Air France decides to focus on three main objectives: a strict cost control strategy, a product offer according consumers expectations and a growing worldwide alliance. To achieve it and consolidate the group Air France was looking for a strong rapprochement with a European airline capable of insuring the company’s future profitability. KLM seems to be the perfect candidate. We can read in the shareholder’s letter written by the Air France Chief Executive Officer, Jean-Cyril Spinetta, that: “ the single European market, the Euro and the Europe expansion to other countries give an unique opportunity of coming together between two airlines. Air France must take advantage of its good situation and must have the lead over competitors. With KLM, Air France would become the first European group airline.” In this speech, M. Spinetta explained the Air France group motivations that incited the company to join forces with another European airline. 
To sum up, we can consider that this merger is the result of many factors. First, the emerging globalization is probably the most significant since Air France had to cope with the creation of many worldwide platforms and with the new airlines apparition. Moreover, the impact of a global disaster (September 11th for instance) affected the whole air industry so it was necessary to be stronger to face with. Then the Air France group has adopted a cost cut policy which implies economies of scale. A merger enables to make possible this production process in which an increase in the number of units produced causes a decrease in the average cost of each unit. Lastly, Air France was in a favorable context to merge with another company especially after its success in going to the market and its rally with Skyteam. 
· A specific context 

Several factors supported the will of creating Air France-KLM. 

On the one hand, the movement of deregulation in Europe offers a suitable framework with opportunities of bringing together air actors. In addition, the natural market of a conveyor air now goes past its own territory borders. As example, more 60% of the customers of Air France are not French. Lastly, in the aircraft industry, only the air transport sector remains so much parceled out: first airlines account for between 3 and 5 % world market each one. In this context, Air France and KLM can take advantages of having initiated the first major process of consolidation of the sector. 
[image: image8.emf]

2) The birth of a new group
While the group Air France is the first French airline and it is increasingly privatized, Air France has expansion possibly prospects in mind. Nevertheless, why did it choose KLM? 

· The Strategy
Air France relies on three main principles: 

· To create a market density that is to say making beneficial heavy investments. To achieve its goal, the company takes off some lines to focus the flights on the biggest global markets. 

· To develop an efficiency hub system by consolidating its location in Roissy Charles de Gaulle (modern hub at the heart of Europe) 

· To establish consumer loyalty. 

Since 2000, Air France forms a part of Skyteam alliance. However, William Gaillard, spokesman of air transportation association, considers that “alliances are effective only on a commercial point and they are not capable of reducing costs.” M. Spinetta, the Air France CEO, added that Air France should have a long term strategy which it is impossible with an alliance (too much uncertain). 
· Step by step
September 30, 2003 

AF and KLM announce their bridge-building. It deals with a Dutch company repurchase by the French one. Nevertheless, merger discussions have begun from 2001. 

October 16, 2003 

The merger agreement is officially signed between the two airlines. 

February 11, 2004 

The EU Commission and the US department of Justice approve the merger. 
April 5, 2004 

Public Offer of Exchange is open. 

April 19, 2004 

KLM General Assembly
April 20, 2004 

Stakeholders ask for a total merger (to 99, 82%). 

May 3, 2004 

POE period is over. 

May 4, 2004 

Finally, AF holds 89, 22% of KLM 
· The Approach
Air France wants to absorb KLM with a capital increase via a Public Offer of Exchange followed by a structure change. This way of proceeding has the double advantage for Air France of costing nothing while diluting the French State share in it capital. Thus, Air France will put on the market nearly 51, 5 million of new actions. Air France opens its capital with KLM for 19% (15,9% before). This increase in the capital of Air France will involve a dilution from its current stakeholders in the capital and in particular of the French state share which accounts for currently 54.4% of this one. After the KLM actions exchange, the share goes down to 43.7%. The structure of the group was elaborate to preserve the KLM international traffic. The principle is then to have a holding Air France-KLM (current the Air France renamed) made up of two subsidiary companies independent of each other: Air France (one new company created to concentrate the credits and personnel activities of the company) and KLM. A Strategic Committee (“Strategic Committee Management”) in charge of the group. The current AF president, M. Spinetta will be nominated in command of the holding. A board of directors composed of sixteen members of the holding will be found. This board bill be supplemented by a by a strategic committee of eight members (four representatives of each company) named for three years. This committee will be responsible for the networks and hubs coordination, for the strategy of investment, fleet and alliances. 
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· The problems
Such a merger was difficult to set up. The encountered difficulties were cultural, social, European and finally strategic. 

The merger concerns to different countries as a consequence mentalities problems can happen. In addition, France is bigger than the Netherlands and Air France outweigh KLM. Air France must treat KLM as an equal. Then, the two languages were conserved. Meetings are going in two languages with translators’ help. The airlines have to face with two different ways to manage a company. In France, it is more organized in a hierarchy than in the Netherlands. In France, there are also more conflicts between bosses and trade unions unlike in Netherlands where the dialog is dominant. AF asked KLM to cut down 4 500 jobs in order to make costs economy but under the trade unions pressure, KLM limited the job cuts. The EU Commission approved the merger under some conditions to avoid a monopoly for the Air France – KLM group on domestic lines. Time slots were conceded for take off and landing. Above all, this regulation responds to EasyJet accusations: “the consumers’ choice would be reduce after the Air France- KLM merger”. 

After the merger, the two airlines companies will keep their respective brands to guarantee their autonomy. The main difficulty for Air France was to absorb the KLM debt which amount to 3 billion of Euro. It is risky to merger with a in debt company but also showing a deficit. The regular flights on the Roissy-Charles-de-Gaulle/Schipol route is quite complex to organize. 

3) The KLM choice 

In this day, KLM was the fourth European airline by having 10% of European market shares. 

The first KLM’s asset was its hub development. With Roissy-Charles-De-Gaulle and Schipol, the Air France-KLM group profits from 2 of the 4 larger airport platforms in Europe. 

	Roissy-CDG 
	Amsterdam Schiphol 

	• 48.4 million of passengers 
	• 40.7 million of passengers 

	• 3rd rank in Europe 
	• 4th rank in Europe 

	• 4 air-strips 
	• 5 air-strips 

	• 1st European airport (airplanes movement) 
	• 4th European airport (airplanes movement) 

	• Modern 
	• Expected extension toward West 


Moreover, the two companies have complementary activities. Clients from each airline will enjoy a diversified offer since they will bring together 226 destinations including 93 new destinations for KLM’s customers and 48 new destinations for Air France’s customers. 

On the middle-distance network, theirs hubs enable to them to consolidate theirs short covering on the North and the South of Europe. 

Regarding the freight rate sector (cargo liner), the two companies’ networks and complementary specializations: Air France covers express train products whereas KLM deal with perishable products. 

This complementary is also illustrated in the activity of maintenance through expertise in the categories of planes and of Airbus, Boeing and General Electric engines. [image: image9.png]Chiffre d’affaires
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Source : Numéro spécial Correspondances d’Air France - Septembre 2003 

Two airlines share more than just affinities and common ground. Founded on the same day (7 October), both airlines’ history and development have followed similar paths: they have the same philosophy and are a national emblem in their respective cultures. 

 Now we are going to see which were the threats and the opportunities of the group and what are the decision it made in front of the risks. 
4) Analysis of this success
  

· A Really deep network 

  

  
The group Air France KLM lays out from now on the most important network between Europe and the rest of the world. Nearly 75% of the whole of the roads served by the three majors European companies is covered by the Franco Dutch company against 55% for Lufthansa and Swiss Airlines.”38% of the destinations of Air France KLM are served neither by British Airways nor by Lufthansa or Swiss. This situation lead to a Quasi-monopoly of Air France-KLM on certain destinations, but the consumer’s fear of a significant rise of prices was quickly discharged by the largest airline company in the world (in terms of total operating revenues) prices policy. 

Customers really enjoy the merger of this two companies  and numbers don’t lie ,synergy benefits were expected to be 465 millions euros over 5 years whereas analysts predict it to be more around 600 or 700 millions, customers are happy by the number of new solutions brought by this merger, mainly thank to the double hub in Roissy and Amsterdam. 

Anyone can live from Roissy and come back to Amsterdam meaning having much more choices of departure times, actually 70% more than the main competitor in Europe, Lufthansa. 

Businessmen who only represent 30% of total customers and bring 50% of the annual income are the category which benefits the more of this new facilities because of their specific needs such as wide offers and fast commutes between planes.   

  

· A Merger even for Information Systems  

    

Air France and KLM needed to merge their Information systems in order to let customers use their new network of planes and hubs as much as possible. The project which duration is five years baptized “Latitude” operates the progressive fusion of data processing of Air France and KLM.

The board of Air France communicates a lot on the distribution of the applications between the two data-processing departments. The data-processing employees of KLM perceive this convergence with hope. Air France lays out with a strong information systems department and until now the board of KLM was rather favorable to rationalization with strategies of externalization (back up centers for example). 

Data-processing manpower of KLM are about 1.300 people, against 2.000 at Air 

France. For as much, the data-processing budget accounts for 4% of the turnover of KLM against 2,9% for Air France. Is it necessary there to see a bond with the fact that KLM sells four times more by Internet than Air France? Concerning convergence, it will be necessary to juggle with 500 KLM applications, in English, of which some are old. If the infrastructures, tools and standards present many similarities with the one of Air France, their organization is quite different. This is a real challenge for the new group to bring their systems 

  

· A continuous strategy of alliances and partnerships 


The system of alliance makes possible to improve sales and to realize savings thanks to a joint exploitation of advantages:

· SKYTEAM is powerful, gathering international partners such as Delta Airlines, Alitalia, Brit Air… 
· The group has also strong trade partners such as American Express, Crédit Lyonnais, Accor, Cofinoga 

· Technology


Air France was  a precursor in terms of technology of information (treatment of the transactions in real time, system of reservation…) and the new group continued Air France's deep relationship with Amadeus, the leader of Global distribution systems, and possess the state of the art in terms of software and new technologies: use of smart cards, electronic ticketing, interactive terminals, voice recognition, centers of powerful calls.  

· A strategy of mergers 

  On the 23rd of October 2005, Air France Cargo and KLM Cargo, the two subsidiaries of the group, announced a merge of their commercial activities. The joint Cargo Management Team now operates the organization worldwide from the Netherlands. 

Air France KLM operations rely on two major airline hubs Charles de Gaulle International Airport near Paris and Schipol Airport near Amsterdam. 
  

· Policy of Hedging
Thanks to the quality of its policy of hedging, the group manages to manage the rise of oil effectively. This policy allows Air France-KLM to become the most solid and credible airline company of the sector. 

  
Policy of Hedging for the next five years   
  

	  
	 2007-08  
	 2008-09  
	 2009-10  
	 2010-11  

	 Brent IPE (in $/barrel) 
	 75 
	76 
	74 
	 72 

	 Jet Fuel CIF NWE (price in $/ton) 
	729 
	747 
	 735 
	720 

	 Consumption (thousand of  m3) 
	 11 607 
	 11 983 
	 12 456 
	 12 813 

	 % of Consumption covered 
	77 % 
	66 % 
	 49 % 
	 30 % 

	 Average price of covered volumes(in $/barrel) 
	 61 
	62 
	 68 
	 69 

	 Final buying price after cover (in $/barrel) 
	 64 
	 66 
	 71 
	 71 

	 Gas bill before cover (in Md$) 
	 7,1 
	 7,5 
	 7,7 
	 7,7 

	 Gas bill after cover (in Md$) 
	 6,3 
	 6,8 
	 7,4 
	 7,7 


  

Source : http://www.airfranceklm-finance.com/FR/147 

    
· A Success in Figures 

  

Finance
Air France KLM is a clear success in terms of finance also.  

It is the largest airline company in the world in terms of total operating revenues, and the third largest in the world (the largest in Europe) in terms of passenger-kilometers.  

In the fiscal year ending March 31st 2005 the total operating revenues of Air France KLM amounted 19 billions euros with a net profit of 351 millions euros (20% increase compared to 2004) Air France KLM is one of the most profitable companies in the world; with a deep contrast with American companies who were affected a lot by the terrorist attacks in 2001. 

In the fiscal year ending March 31st 2006 Air France KLM Group has excellent results also with: 

· Turnover up by 7.6 % at 23.07 billion euros, 

· Operating income up by 32.5 % at 1.24 billion euro, 

· Net income of 891 million Euros
  
Traffic Figures 


Passenger activity was extremely dynamic with 73.5 million passengers carried, (up 5%) 

The increase in traffic impacted all geographical areas. The relevance of the Group’s strategy based on strong competitive advantages such as a strong balanced network, the efficient CDG and Schiphol hubs, the Skyteam global alliance and a modern fleet. 

These have enabled it to yet again post a 5,1 % rise in unit revenue per available seat kilometer (ASK). Cargo experienced a difficult year with increased competition from shipping, a trade imbalance between Europe and Asia and a strong euro. In spite of this, traffic rose by 1.4 %.   

  
III. GROUP’S PERSPECTIVES
1) Why Iberia? 

· Risk and financial Analysis 

Presentation of Iberia 
Spain's largest air transport group and the and the fourth-largest in Europe, Iberia is also the leading airline on routes between Europe and Latin America, with the most flights and destinations. 

In addition, the company is one of three airlines to be included in the worldwide Dow Jones stoxx index which recognizes companies with the best economic, social, and environmental practices. 

· Key Figures 

	  
	2006 
	2005 

	Revenues from operating activities 
	5,464.45 million € 
	4,946.31 million  € 

	Net earnings 
	116,1 million € 
	395.8 million  € 

	Passengers carried 
	33 million 
	32.4 million 

	Freight carried 
	242,713 tonnes 
	234,586 tonnes 

	Employees
(average headcounts) 
	23,901 
	24,348 

	Share price performance since listing (3rd April, 2001) 
	131,9% 
	102.5% 


  
Iberia raised its revenues to 5,464,45 million € in 2006 but the net earnings declined from 395 million € in 2005 to 116,1 million € in 2006 due in part for the performance of their rivals, the Franco-Dutch airline Air France-KLM. 

· Financial Situation in 2007 
In the second quarter of 2007, the profit after taxes raised to 75.2% which contribute to the €84.1 million year-on-year growth in first half of 2007. These are the best results Iberia has obtained in the last five years. 

The operating revenues decreased by 2.6% due to the growth on the seasonal flights (3.4%) with the depreciation of the dollar and the new situation on the Spanish handling market. 

Finally, the adjusted net debt was 36.2% less than at the year-end 2006. 

Iberia Shares 
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Shares in Iberia were down in August from 3.4 € to 2.8 € due to the rise in the oil price and the ratio of Euro against dollar. In September the shares were up to 3.4€ due to the speculations about a possible merger with Air France-KLM.

Air France-KLM bid for Iberia 
Air France-KLM is studying the case of the Spanish airline Iberia in order to possibly acquisition for the fourth-largest air transport group in Europe as Senior executive Air France said. The Franco-Dutch airline is preparing a bid alongside Spanish partners such as investment fund Torreal and media firm Planeta.
Counter-offers 
Air France-KLM rivals British Airways, in alliance with investment fund Texas Pacific Group, is also preparing an offer for the Spanish airline. The British airway owns 10 per cent of Iberia and is hoping to maintain the same privileges with the Spanish airline. In addition, German airline Lufthansa is rethinking towards acquisitions for Italy's Aliltalia or Spain's Iberia. But for the moment, Lufthansa consider Iberia as too pricey as the Chief executive Wolfgang Mayrhuber told journalists in Berlin. 

In other part, it seems that the merger will be complicated for Air France-KLM. As the Spanish government has said, they will resist for the offer of Air France-KLM due to concerns about losing key international routes under French ownership and many of its South American routes move from Madrid to Paris or Amsterdam. A scenario of a fight for control in Iberia should maximize the offer price. 
	1. Fourth-largest air transport group in Europe. 

	2. Leading airline between Europe and Latin America. 

	3. Substantial financial strength and a strong cash position. 

	4. Zone of wide influence (Latin America). 


    

· Advantages and inconvenient in case of a new merger 
	Advantages 
	Inconvenient 

	The Control of Iberia will offer to the Franco-Dutch airline the lucrative long-haul routes to Latin America. 
	Too much Overlap on Latam routes and Air France-KLM will not gain a lot in those market. 

	Air France-KLM will join the OneWorld alliance which Iberia is member. 
	30% of schedules on the flight for Latin America are the same between Air France-KLM and Iberia. It needs important reorganization of the offer for both companies. 

	Air France-KLM will be one of the world leader on the airline sector and will compete with big airline group (Chinese, American, Indian and Japanese) in the future years. 
	


·    Risk and Financial Analysis    

Air France-KLM stocks were down about 34% since its value of 39.4 euros on first of June 2007. As we explained before about Air France-KLM studying the acquisition of Spanish Iberia, the fall on the stock price arrive at a bad moment. Three months ago, when the stock price was about 39 euros, a level which would have made to Air France-KLM the possibility to finance a good part of the acquisition in titles.     

Nowadays, the situation is different and the capitalization of Air France-KLM was down from 11 billion Euros to at June 6 to 7.2 billion euros at September 29. The question we can ask now is: “if the acquisition of Iberia will have an impact on the financial situation of the French-Dutch airline?”  

  

For many reasons we can answer “NO”. A possible acquisition of Iberia will not have an impact on the financial situation of the French-Dutch airline.  

First, the French-Dutch airline will not be alone to buy Iberia. Others Spanish partners such as investment fund Torreal and media firm Planeta will be associated alongside Air France-KLM. And as we wrote before about the good financial situation of the French-Dutch airline and the confirmation of their objectives for 2007, they can if they want to have more loans and more debt. The debt were limited to 3,3 billion euros at June 30. The group has a good capacity of self – financing and they will pay back their debt.  

  

2) Air France-KLM: a potential rescuer of Alitalia?  

  

· Alitalia overview  

  
Created in 1947, Alitalia is today the largest Italy’s airline. In Italy, Alitalia serves 25 airports with 1,313 flights a week. In Europe, the company serves 63 airports with 1,347 weekly flights. In the rest of the world, the Italian airline serves 22 airports with 124 flights per week. Operating from two primary hubs (Rome and Milan) with a fleet of 186 aircraft, Alitalia totally serves 63 countries in all five continents. In 2005, about 24 million passengers chose Alitalia. The company staff is approximately 15,000 employees working in Italy and abroad, including 6,800 pilots and flight assistants and 900 sale agents.  

    

· Alitalia financial crisis  

  

After 9.11 events, Alitalia has been facing constant difficulties. The major reason is the segmentation of its operations onto two different hubs: Rome-Fiumicino and Milan-Malpensa. Moreover, the competition with low-cost companies (Ryanair) on the international market and the competition with Air One and Meridiana on the domestic market have been eroding Alitalia global market shares.    

  

Alitalia turnover was about 4.7 billion euros in 2006 (decrease of 1.65% compared with 2005). The net loss was about 626 million euros in 2006. The profit per share is 0.45 lower in 2006 compared with 2005. The share price is today 0.80 euro. In October 2007, the company net debt rose up to 1.1 billion euros. Alitalia Chairman Maurizio Prato said the company cannot repay its debt due in the next three years. Prato wants to sell the 49.9% State’s stake in order to raise cash and keep the unprofitable carrier afloat. Alitalia, worth about 1 billion euros in the market, must be privatized and takeover should be achieved by the end of year 2007.     

· Air France-KLM position on the alliance with Alitalia  

  

Air France-KLM and Alitalia are both partners within the Skyteam alliance and the French-Dutch carrier owns 2% stake of its Italian competitor. Moreover, both companies operate as a full joint-venture (one unique company) regarding flights between Italy and France (582 weelky flights).  

  

Air France-KLM Vice Chairman Leo van Wijk said any alliance with Alitalia should create value and not be a rescue for political issues. Air France-KLM Finance Director Philippe Calavia said that the consolidation of the European airline industry is necessary but the group will not engage any takeover with any return on investment lower than 8.5% after tax by years 2009-2010.  

  

Nonetheless, Chairman Jean-Cyril Spinetta invites Alitalia to contact his group in October 2007. Indeed, the alliance could be enabled by the expected results of Alitalia new restructuring plan. Moreover, there might be a meeting between the French Head of State Nicolas Sarkozy and the Italian Prime Minister Romano Prodi at the end of November 2007 in order to settle the deal between the French-Dutch and Italian airline leaders.  
  

· Macroeconomic analysis of the potential merge  

  

	THREATS  
	OPPORTUNITIES  

	Tough competition with other giant carriers: potential merge between British Airways and Iberia.  
	France and Italy are top destinations and rich countries :   

- more and more Asian and Russian tourists in France and Italy.  

- more and more French and Italian (business) travellers attracted by Asia and North Africa.  

- more and more traffic between Rome-Paris-Amsterdam.  

	  
	Pressure on the Italian government to lower the airport taxes.  


  

· Microeconomic analysis of the potential merge  

  

	WEAKNESSES  
	STRENGTHS  

	A plethoric hard-to-manage staff:  

- different working habits in Northern Europe and Southern Europe.  

- high rate of shirking and demotivation within Alitalia.  
	A long term alliance started within the Skyteam partnership.  

	  
	The consolidation of the European industry: the birth of one European giant carrier.  


  

  
· Problematic: three nations within the same group  

  

Air France-KLM French top managers may be more interested than Dutch ones in the risky alliance with Alitalia. Indeed, KLM failed to merge with Alitalia between 1997 and 2000 and was forced to pay 181 millions euros to Alitalia in compensation.  

  The new group should integrate three different corporate cultures. The Air France-KLM merge was a great success, which made the group the world leader regarding its turnover. But Air France-KLM is now considering the integration of Alitalia, which is not healthy. Time is limited for the merge since the Italian government cannot let Alitalia lose more money every month.  

 In case of a new merge, the group should change its name since three company brands would be integrated. What could be the name of the new group?  
[image: image11.emf]
  

CONCLUSION

  

To sum up, we have seen that Air France made a good deal in joining forces with KLM. The operation was successfully completed, in spite of some financial and cultural difficulties. Thus, we can better understand its current interest for Alitalia or Iberia. However, we do not know how the Air France situation would be without the merger but we can imagine that now it would be necessary for Air France to find a partner in a such competitive environment. So we can conclude that Air France has demonstrated its quick adaptability to the air market evolution and its good anticipation.   

At present, the current Air France-KLM president explains the group’s action plan in a recent interview in the Tribune newspaper. Indeed, Jean-Cyril Spinetta relates that the situation is changing and the group need to consider China and India airlines as serious competitors. Their strong growth enables them to be in top-ten of those who dominate the global air traffic. As a consequence, the challenge is less to remain the number one but it is more to have a European Airline in the ten global market leaders.  To manage to be among the best airlines, the Air France group relies on the European consolidation and the liberalization process in 2008 - with the agreement between the United States and Europe- to find new partners and to take advantage of new networks from American cities.  

Lastly, we can see that to subsist in airline market, there are different strategies to adopt for companies: differentiation by costs or by diversification. The Air France-KLM position – a national company in competition with low-cost airlines- is such as the only solution to sustain the group’s growth is the expansion through mergers and acquisitions. 
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