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Abstract:

The air cargo market shows a continuous growth tweipast decades, and despite the
current downturn, forecasters do believe such treficcontinue into the future. In this
market, passenger airlines are one of the key gaeocounting for around forty to fifty
per cent of the world’s revenue tones kilometersweler, passenger airlines’ market
positioning is currently very challenging: longddarg financial difficulties, inferior
market positioning, outdated business model or@®e competitiveness. This situation
raises some doubts on airlines’ cargo business’sivall Furthermore, passenger
business is characterized by low margins, whickth&rraises doubts on airlines’ long

term survival.

This paper addresses precisely the airlines’ curdéficulties, tracing backing their
roots and explaining their influence. The final gsato explore the various strategies
that airlines can deploy towards air cargo businébge specific strategy depends the

airlines’ spectrum of competitiveness on the argoanarket.

The paper starts with a review to the current dsivend trends in the air transport
market. Section 2 provides analysis to aviatiortasédrivers and trend. Section 3 is
dedicated to the focus of this monograph: air partscompanies whose core business

is the passenger, but also provide freight trarispenvices — combination companies.



This Section goes trhough a set of relevant topiesnely: specificities of air cargo

business, strategies, positioning within market @xylores current challenges.

Turmoil in the Skies: driversand trendsof air transport sector

Over the last three decennia, a series of unpratedléorces (or drivers) have thrown
the air transport sector into turmoil. In the addéph process several trends have been
emerging; however at this moment is not clear howill evolve or what configuration
will emerge. The following figure Rigure 1) presents the main drivers and trends

shaping the air transport sector.
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Figure 1: Drivers and trends of air transport secto
Drivers

A driver is an action that provokes a disorder isyatem. This action can either have
origin inside the system endogenous -er be generated by an external event
exogenousAlso, driver can differ in terms of magnitude scxope. Looking for the
evolutions and changed occurred in the world asewknties, eight main drivers have

been identified (Figure 1).
Globalisation

As of seventies, governments all around the gladéhough driven by western

economies, are gradually opening their internalkesaio foreign, which is resulting in a



progressive integration of world’s societies atellgictual, political, economical and
technological levels. This phenomenon is normadiifec as Globalisation. Nowadays,

people, capital, goods and information enjoy unpdeated freedom.

Globalisation has brought major impacts on trartspector (ELOFRET, 2008). Yet,
compression of time has likely been most decisive for air transport; since it changed
the way societies and industries considered thidenad transport. Air transport became

progressively a key competitive factor in many camps.
Economic Evolution

It is consensual the derived nature of transpaftstry towards other industries and,
thus, its dependency (Boeing, 2008, Button and@tpR000). Zhang and Zhang (2002)
found air cargo sector has grown between 1.5 toab#ve global GDP, and Zondag
(2006) cites a study that, through a long term yamis| concluded for a correlation
between airline’s net operating margin and the aerGDP. Two aspects are worth of
mentioning: first, the cyclic behaviour of economievelopment (Figure 4), and
second, world’s economies’ long term developmerngufe 3). These properties have
been likely impacting and steering the developmanair cargo industry, which is

reflected on the behaviour of air transport seffayure 2).
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Figure 2: World GDP and air cargo annual growtfNote: Current prices
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Figure 4: World industrial production and air freigvolution

International political stability

Geopolitical relationships have a major impact awil cair transport operations.
International air transport market is largely reget by international bilateral
agreements. Difficult diplomatic relationships magsult in the void of those
agreements leading to the cancelling of the routebpreas, close diplomatic
relationships may lead to the establishment of nibezal agreements that brings more

freedom to companies.

Globalisation has been positively influencing coigst relationships and, as a result,
there is a strong trend towards liberalisationinfransport markets. Yet, there is also a
considerable number of regional geopolitical tensithreaten these efforts. The current
economic downturn has revived again the shadowatibmal protectionism in some

governments. The actual consequences and imp#oes# movements are still unclear,

but unless countries change their perspective stata may occur.
New threats

This last decade will be remembered by the appearaf new forms of treats in
aviation, namely: terrorism and diseases. Air fpanissector is for a long time a vector
for terrorists either making themselves and themdnds visible, or forcing others to
act in some way. The common tactics include or battdcks or hijacking of aircrafts.
Additionally, other kind of threat has also emergedently: unknown and incurable
diseases, like for instance the SARS epidemic ia As2002 and 2003, or influenza in



Mexico 2009. Air transport is in this situationyiatim of its own success, since it may

quick spread diseases around the world.
Instability of oil prices

Fuel cost is a major element on an airline’s cosicture. It accounts alone for 30% of
an airline’s total operating costs (O’Connor, 2QQdljhough this amount very much
depends on oil prices on international market. Fuiele is related with oil prices, and
oil is very much a commodity. Its price freely ftuates on the market in function of its
availability and speculation levels. Air transpodmpanies may reduce the variations

by hedging their future fuel purchases, but onlg small extent.

Figure 5 sketches the evolution of oil in interoa@ll market for the last century
(Doganis, 2006, Allaz, 2004). Instability in oilipes started in the seventies and there
are no signs of slowing down. Taking into accourd@ sudden 2008 peak, it is most
likely new peaks emerge on the future, which wél firoblematic for the sector. The
future does not seem positive to the sector. Qalegronly tend to increase as the finite
sources of oil are being exhausted at a fast gaaeh trend only indicates the sector

needs seeking alternative sources of fuel.
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Figure 5: Qil Prices (years 1889-2008)

Technological developments

Aviation is the consequence of technological dgwelent (Rhoades, 2008, Wensween,
2007). Amongst all of the technological developmanguably internet and web base
communications are the most relevant developmetiieofast decades. Internet became



the preferential distribution channel for sellingkets (passengers), leading to the

development of new marketing and business straegie

Air cargo transport companies have been intensiveliging new communication tools
coupled with other technological improvements fonproving quality service
operations. The very success of Integrators liethenntensive utilisation of automatic
process and web based communications for streathégyansport process and reduce
costs. UPS for example has a dedicated satellisedo@ommunication network to
manage their transport process in the United States

Technology is bringing more efficiency and produty to air transport sector and
looking into the pace of development, further iny@ments are expected into the

future.
Sustainable awareness

Environment was recently brought to the foregrowfdpolitical debate and social
concern. Societies and governments have beeningalisman activity is jeopardising

the planet’s stability and liveability.

In Europe, European Commission has brought forwardproposal (European
Commission, 2006) for legislation. In parallel, ptgiions and customers either
individual or institutional are also increasinglyvare of the need for protection
environment and demanding further reductions ofirenmental burden. Companies
and enterprises, either pulled by their customerasgpart of sustainable commitment,
are also engaging in more environmental friendlyprapched and processes. For
example, Wal-Mart or Dell are requiring their supplto report carbon emission (Air
Cargo World, 2009a), which may increase pressuraiotransport providers to curb

carbon emissions.

Current pressures for air transport sector redutiegr carbon footprint are likely to

intensify in the future as natural resources ateasted and global warming worsens.
Trends

This chapter explores the trends the air transggmtor has been following over the past

couples of decades (Figure 1).



Liberalisation and deregulation wave

On the words of Rigas Doganis (2006, pp 12) “thestnsggnificant trend during the last
25 years or so has been the gradual liberalisatiormnternational air transport”.
However, nowadays this is still more the exceptltan the rule as only some countries

have de facto liberalised or deregulated theitramsport markets.

Common to all the opening movements is the facthef central focus being the
passenger and not the freight business. And, athdust opening movements on the
freight market have already occurred (for exampmiethie United States), this has
happened more as test bed or preparatory staghdqgassenger segment then for the

sake of the freight market.

A detailed review on the liberalisation and deratjoh phenomenon lies outside the
scope of this paper. Moreover, there is a substaathount of literature dedicated to
this topic, the interested reader is referred togdhis (2006), Reis (2005), Sinha
(2001), Chan (2000), European Commission (1997).

The actual impacts of liberalisation processes wncargo sector remain largely
unknown. Firstly, the amount of research dedic#&edill somewhat scarce, which does
not allow for factual (or at least confident) camsibns. Moreover, privatisation of the
sector has rendered difficult collecting data oa $lector. Secondly, some changes on
the freight market might have been driven by pagsemarket (and not necessarily as a
reaction to changes in the air cargo businessydijhiin parallel to the opening of air
transport market changes at other levels have mxtulike for example: emerging of
new demands, new technological developments or deeegulations on other modes
of transport (Zhang and Zhang, 2002, Button andigtp 2000). Button and Stough
(2000) found an average increase of 20% when cangpad80 to 1977.

Liberalisation and deregulation initiatives areelik to continue in the future as new
countries realise the inherent benefits and oppdms. Consequently, further turmoil
and alterations on the structure of air transpecta, with significant impacts on the

freight business, are expected to continue inuhaé.

Not so declining yields



Looking to the past couple of decades, there mng downward trend on both freight
and passenger yield (Figure 6 and Figure 7), wiiak mentioned represents an
increasing pressure on companies to reduce costsiramease productivity and

performance. The downward is not however constamtrésembles a wave shaped
curve. There was a long downward movement followgdan increase and again a
decrease. The first downward phase that ends ifh,20ught a total reduction total of
51% compared to the year 1987 corresponding tonana negative variation of 3.7%.

Within the current negative economic downturn ande&er increasing competition,
yields are not likely to increase significantly. tims context, surcharges could provide

some relief by increasing companies’ revenuespagih demand may be affected.
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Figure 6: Passenger and Freight Yields Figure 7: Freight Yield Annual Variation

Air transport business — cyclical and marginal isthy

Air transport business “is an industry which as l@ol& is both cyclical in nature and
very marginal in terms of profitability. Yet it isne in which a handful of airlines do
manage to be consistently profitable over manysje@oganis, 2006). This sentence

summarises the inherent behaviour of this industry.

Airlines’ maximum revenues are seldom above 5% ymar. This level of return is

below average return on other industries, whiafaising some concern on academia on
whether these are enough to cover the negatives yaaa plus to generate enough
internal capital (Doganis, 2006, Button, 2003, Bnjt1996). There are however notable

exceptions on the market. For example, Integrdtare been able to report sustained



positive result since their emergence around s@sentHowever, this is more the

exception than the rule.

Currently, world is undergoing a major economic dawn. The repercussion on the air
transport sector was immediate with airlines regisg a US$5000millions loss in
2008. Air cargo activity has contracted by 4% foe {year 2008, compared with to 4.%
growth in 2007; and only in December 2008 there arasinprecedented 22.6% decline
(IATA, 2009a).

In the short term there is the prospect of the teasnce of the current economic
depression, which foresees difficult time in thenadmg months or years. In the long run,
there is prospect of economic growth and the liketyrn to positive grounds, however

if this will be enough to cover current looses otitye will answer.
Agreements and Alliances

Agreements have been widely used by airlines onptssenger business, with high
success (Rhoades, 2008, Airline Business, 2008gails, 2006). However, the same
is not happening in the air cargo business, foresdvreasons (The Journal of

Commerce, 2005, Airline Business, 2005a, 2004).v€wsely, companies have been
favouring bilateral agreements. For example thesgrager air transport company

Lufthansa has several bilateral agreements witbrqthssenger companies such as Air
China, South African Airways and US Airways, as Iwad Integrators such as DHL

(Airline Business, 2005a).

Nonetheless, passenger business’s agreements\eaa banificant impact on air cargo
business operations, because a significant parairofcargo moves on passenger

aircrafts’ lower deck

The ultimate type of agreement is a merge (or atiipn). In international aviation, this
hardly occurs due to governmental protections pavent foreign control of national
companies. Liberalisation and deregulatory have lobanging the status quo and some
movements are already visible, for example: in Baam Union, with the merger in

2004 between air transport companies Air Francekari.

This trend is likely to intensify in the followingmes. The likely intensification on the

reduction of demand for air services (Airline Buwesn, 2009a), owing to the



deterioration of world’s economic environment, niigbad air transport companies
seeking for further agreements in order to get mmm@ection and increase their
competitiveness. Additionally, the spread of libbsetion to other parts of the world
may foster agreements. Doganis (2006) and Rho2@€8) refer that alliances are only
intermediary steps towards merging amongst compalnether this is correct or not
only time could prove, the fact is that furthereigitation is expected to occur in the

future.
Security and Safety

Emergence of new threats is a key trend over theecudecade. As of September 2001,
United States and other governments worldwide hlagen tightening safety and

security regulations on civil aviation.

Security and safety measures have been introducedl &evels of civil aviation’s
operations. Both European Union (European Parliam2002) and United States

(GAO, 2003) have been introducing strict rules.

Although of unquestionable value and importances¢hmeasures add costs to the
operations, either directly (such as: investmemntew equipments) or indirectly (such
as: possible increase of delays and lead times) C&rgo World, 2008, Shipping
Digest, 2008).

In the future the level of threat is likely to iease, so the sector should be ready to
continue incorporating the increasingly strict $afand security rules. Particularly
further regulations and measures are expected tmthbeduced for the transport of
freight on passenger aircrafts, mirroring what eéswring with the passenger security
measures, which are likely to raise costs and bhigger difficulties in complying

customers’ demands.
Environmental awareness

Air transport sector is under a growing pressureud and limit its carbon footprint
(Airline Business, 2008d). Air transport companae responding accordingly (Air
Cargo World, 2009a, Airline Business, 2008e , Amarisport World, 2008).

Initiatives for reducing carbon foot print includeplacement of older for state-of-the-
art aircrafts, more fuel and noise efficient (Besis and Commercial Aviation, 2008);



operational measures, such as: reducing aircridiging and waiting times, single-

engine taxiing, cutting aircrafts weight througghlier seats or on board equipment,
turning off lights, or reducing thrust take offsiflfkne Business, 2008e, Air Transport
World, 2008).

Initiatives for curbing environmental impacts aréely to bring air transport
companies’ costs down, since they all include redpueand optimising consumption of
resources and production of waste. Furthermorenggdowards an environmental
responsible attitude provides a better image iniees and politicians helping
minimising friction between them and the sector.th® future sustainability and
environmentally awareness will certainly increasigh European Union clearly taking
the lead and many other countries following. Thamef air transport sector will be
particularly targeted. Air transport companies whlave to take this trend into

consideration as it will only but growth in the cioigp future.
Cooperation with other modes of transport: air tkugg

Replacement of air for road transport on portianp@rtions) of an air transport journey
is a growing trend, in some regions of the worldisTsolution is called as air trucking

or road feeder service.

Air trucking has become quite popular in some regiacnamely: Europe and United
States, to replace short- to medium-haul (domeséigional or continental) feeder
flights of medium- to long-haul (intercontinentdl)ghts (Air Cargo Word, 2009.

Traffic World, 2008, Button and Stough, 2000, Tia¥Vorld, 2000). Boeing (2008)

reports, in the United States from 2005 to 2003rcavth of 9% on the number of road-
based flight routes, and a growth of 34% on theuency of road-based flights
schedules. In Europe from 2002 to 2007, the sap@treomputes an annual growth of
24%, from 3870 up to 11497, on the weekly road-thdbghts frequencies offered by

passenger air transport companfguge 9.

The main reasons for the emerging trend of aiktare, first, an increasing pressure on
the costs’ reduction (Air Cargo World, 2009b, TraifVorld, 2008), and second, lack of

available space on board aircrafts, particularbsthof medium to short range (used on
continental distances) (Traffic World, 2008).



Air trucking is an important trend in continentalrBpean and United States air
transport market. In the future, the current slomdaf economy coupled with a likely
increasing of competition should put further pregesen cutting on transport costs and,

consequently, increasing the relevance of air ingck
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Source: Boeing (2008, pp 54)
Figure 8: Air trucking routes (as of May 2007)

Competition with other modes of transport: sea ongthaul and road on short- to

medium-haul

The recent years saw a progressive incursion af evael sea modes of transport into
domains (markets and goods) that were traditionalignts of or shipped by air
transport (Airline Business, 2007). Although belmgfar the fastest mode of transport
and highly reliable, air transport is also the mespensive one, which is enough to
make customers carefully reflect on the importasfd@me for their goods.

Additionally, other forces have been reducing cotitipeness to air transport:
progressively slow-down on the economic growth andent recession, or a decrease
on the rate of creation of high value and new nmagsket products, and those existent

are maturing towards commaodities (Boeing, 2008lierBusiness, 2007).

A steady increase of competitiveness of other moéléansport is likely to occur in the
future, which raises important questions on the metitiveness nature of air transport
sector or on its place on the, besides bringinthé&urpressure on the air cargo players.

Air Cargo Market



In the recent decades, air cargo market has bebaghly dynamic, as new drivers and
trends emerged in the landscape. Progressively, gewyds became eligible for air
transport, new agents entered into the market, me@ interactions have been
established. The market has evolved in complexity dimension and, nowadays, is

quite heterogeneous. This chapter provides a soapslthe air cargo market.
Nature of Air Cargo Demand
Zondag (2006, pp 30) clusters customers into ttyes, being:

* Knowledgeableof air cargo services — when customer is able éxsdif to
specify the needs and requirements, to contragli®n@nd monitor services;

* Aware of air cargo services — when customers is not bplaerself to specify
the need and requirements, but is aware that egoda likely the most suitable
transport solution. This customer has thus to eotta freight forwarder,

integrator or other air cargo agent;

* Not consciou®f air cargo services — when customers does nowvKaad is not
interested in knowing) about the details of tramspolution.

Demand for air cargo services is rather complex@&mamic, depending upon a set of
factors. Figure 18 divides the spectrum of freighterms of its propensity for being air

transported. As just mentioned, some goods, ovorihé risk of transport, are banned
from air transport. In what concerns goods allow@de conveyed by air, three main
groups may be identified. One concerns those gtmdwhich there is no economical

justification (except on very specific situatioriej utilising air transport. On the other

extreme lays those goods for which air transpottiésonly possible transport solution.
These goods are captive of air transport. The famakion includes those goods for
which air transport is viable, but other modesrahsport may also be a possibility. The
actual mode of transport will largely depend on tmmpetitiveness level of each
transport solution. Examples include most of thedgoonError! Reference source

not found., such as: computers, machines, or clothing.
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Figure 9: Spectrum of air cargo demand

Nature of Air Cargo Supply
Agents in the Air Cargo Market

In the air cargo market there are a large set ehtsgperforming different roles and
interacting in different ways, such as: coopergtammmpetition, negotiation, verification

or regulation. Within the scope of this monograpkré are three agents particularly
relevant, being: freight forwarder, air transpommpanies and integrators. The
remaining ones, notwithstanding playing key rolestibe market, play less relevant
roles for the purposes of this monograph, suchfiagctions of facilitator, supplier,

supporting or regulation. These agents are: custartisrities and other governmental
agencies, national and international regulatoryneigs, airports and cargo terminal,

handling companies and other mode of transport eoiep.
Supply of Air Cargo Services

Transport providers have been supplying new sesviagning to accompanying
customers’ demands and gain competitive positiorsupply of air cargo services has
been increasing in complexity and scope. Nowadhgset are multiple hybrids and
overlapping configurations in the market (Taylor danHallsworth, 2000).
Notwithstanding, supply of air cargo services mayghly be divided in two main
models: (Figure 10), being: non-integrated andgrated.
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Figure 10: Concepts of air cargo services

The non-integrated concept corresponds to the timadi provision of air cargo
services. On this concept, several transport agentgipate on the transport service in
a coordinated fashion. Typically there is an agewrking on behalf of customer,
responsible managing the transport service — fteighwarding role (albeit not
necessarily being a freight forwarder), and a debtber transport-related agents
performing different roles. Thus, vertical or hantal integration is not common on
this type of configuration. Each agent is an inaej@mt company, and the transport
chain holds for the duration of the transport sasi(extinguishing thereafter). On this
transport service, albeit customer also dealingy wisingle entity — freight forwarder —

every other agent is visible to end customer.

In the integrated concept there is a single agespansible for every transport-related
service. This agent plays the role of integratdbgid not necessarily being an
integrator). The customer understand the transpemtice as being provided by the
same company And even when third parties are imehlthey are not visible for the

customer. Global freight forwarders have been pliog integrated transport services.
Combination companies
Passenger Business versus Air Cargo Business

Combination companies run in parallel passenger @ndargo businesses, sharing
resources and procedures. However, in actual tehese are two different market
requiring different strategies and model busin&ks. principal differences are:



e Passenger market is inherently balanced, convetsalgrgo market (O’Conner,
2001, pp 162);

e Passenger market is essentially a mass markete wirieiight business remains
largely an industrial business, with human contaa personal networking do

still play an important role (Zondag, 2006);

e Passengers prefer direct routes, often have prdafal schedules, and pay a
great deal of attention to comfort and safety atspe€ airports and aircrafts
(Teichert et al, 2008). Conversely, on air cargmaleds there are no concerns
for the route, aspect of cargo terminal or aircrforeover, choice of an air
cargo transport provider involves a very carefutl ahorough process, and
arrangements are agreements are established afersie negotiation and

analysis (Airline Business 2004).

» Passengers are a uniform product; by contrastaago appears in very different
forms, shapes, weight and sizes, which requiresrefforts of handling and
complying with goods’ specification and customei@mands. Level of
customisation is thus inferior, unless when foaugsin a specific market

segment as Integrator do;

» Passenger move by themselves, do not requiringeuihvolvement from the
transport companies; while air cargo is passivadgeicessary the involvement
of third parties to deliver or pick up goods apaitt, which inevitably leads air
transport company contacting with other modes afdport (O’Connor, 2001,
pp 162).

How relevant is air cargo in the air transport corapies’ business?

Combination companies are air transport comparhas frovide both passenger and
freight transport services. In 2004, Georg Midunshkyanaging director of Cargo
Countg, pointed out that around 95% of combination congmmonsider air cargo
segment as secondary business (Airline Busines¥)2@ondag (2006) argues that
relevance of air cargo business largely dependshow companies’ board of

administration considers cargo: core, ancillarydmspensable. Notwithstanding, air

! Cargo Counts is a Lufthansa subsidiary that man#wecapacity of other carriers



cargo business may play a key role on companieahtiial performance. Its importance

is visible at two levels.

Firstly, at route level (or geographical marketele Profitability in long distance (or
intercontinental) transport services is largely cion of air cargo business; as
passenger business seldom provides enough revenoeske profit. Air cargo business
thus plays a key role for sustaining routes ands tmarket coverage, which is of

paramount relevance in a network industry liketr@insport business.

Secondly, at company levetigure 11 presents the percentage of air cargo business’s
revenues on some combination companies. The intervade and if indeed for some
companies air cargo business seams positively ginahactivity (as for example Delta
Airlines contributing with as low as 4% of totavemues) on many others it should be

considered a relevant business contributing withash as 50% of total revenues.

Zondag (2006) also points out for 15% the averagevance of cargo business in

combination companies.
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Figure 11: Cargo revenue as a percent of total
revenues, in 2008

The Relationship with Freight Forwarders

In a movement initiated after the World War Il, domation companies have
progressively focussed on passenger businessislipithcess, they decided to relegate

those functions two third parties, opening the doofreight forwarders entering the air



cargo business. Over time, they gained controlrafaago business, negotiating directly
with end customers and becoming combination congsamnain customers (Figure 12
— left). Nowadays, Freight Forwarders continue & dombination companies’ main
customers and largely control general- freight (egp-freight was meanwhile taken by

Integrators).

This relationship is certainly more favourable teight forwarders than combination
companies (Air Cargo World, 2000). The former, hngvidirect contact with final

customers, are in better position to understandntiaeket requirements control the
market. Additionally, freight forwarder may offedded valued services, upon transport
services, being able to increase margins. Thus,pettion on freight forwarding

market has evolved towards price and quality otises. Conversely, combination

companies are relegated to an inferior positionimnghe market, of mere transport
providers. Their scope for offering added valuedvises is reduced, and thus
competition on the air cargo market has evolvedredrnvery much on price (Zondag,
2006). Over time price of air cargo was reducedht marginal cost, with passenger

business bearing the reminiscent.

Traditional Emergent

Customer

‘ Customer
Freight I
Forwarder
Freight Combination
Forwarder Companies
Combination

Companies
Figure 12: Relationships in the air cargo market

Nowadays, relationship between freight forwarders @ombination companies remains
largely the same as Figure 12 (left). Recently, s@ombination companies have been
attempting to engage in directly negotiations watid customers (Figure 12 — right).
The goal is to gain direct access to end customeértlaus improve their competitive
positioning. However, this is not easy task sitamplied to bypass freight forwarders,
which being the main customers may trigger somaliagions (namely, ending



business), and since retail business (marketing reagbtiating with end customers)
requires a different approach than wholesale basiimarketing and negotiating with

freight forwarder).
Clouds in the sky — combination companies’ challegy

This paper hitherto has evidenced the many tramsftbons air transport sector
underwent over the past decades. Air cargo busingsarticular grew both in size and
in complexity, and the competitive environment @igh than ever. Combination
companies in this sense are faced with severalettygs (Figure 13) that if to survive

will have to be overcome in due time.

Increasing competitive
environmen

Outdated
business mod

Inferior market
positioning

Combination
Companies

Longstanding
financial difficulties

Figure 13: Challenges facing combination companies

Increase Competitive Environment

One of the most significant trends over the pastedeia is undoubtedly the steady
increase of competitiveness in both passenger iam@m@o markets. Liberalisation and
deregulation wave is abolishing economic regulatioRrogressively, governmental
protection is ending and new comers have enteredntirket. Additionally, economic

cycles have been put further pressure on compdoiéscrease performance levels;

otherwise market withdrawal is inevitable.

Passenger companies are undergoing being beenantess successful, restructuring
and adapting their networks and processes; onithego business it has been more
difficult. Amongst other factors, initial positiamg has influenced current positioning.

On the former business, they started from a combtetposition (control of the market



and political support); whereas on the latter tlstgrted from an inferior market

positioning (towards Freight Forwarders and new e@nintegrators).
Longstanding financial difficulties

As in any other business, capital availability igparamount relevance for investing in
new equipments or technologies, entering into neskets, proceeding to acquisitions,
or surviving through the negative times. In theeca$ combination companies, such
availability is even further relevant as they ndéedachieve competitiveness leaps in

order to come closer to Freight Forwarders andyhaters.

However, air transport business is characterisedniarginal profits and cyclic
behaviour, which does not provide air transport games enough revenues to generate
financial surplus. Recalling that passenger businiesthe core business, it is thus
natural channelling the bulk of financial effortavMards this business and, only in case
of availability, favouring air cargo business. Tipeoblem is that by deferring
investments in up to date technology and knowledgmbination companies are only
increasing the gap with Integrators.

Outdated Business Model

A relevant challenge some combination companiesaaiag is to continue faithful to a
business model that is no suitable for current etadonditions. This becomes more
obvious as air cargo business become less relavanstrategies become simpler. Such
business models were developed in a different enment, most likely during the
regulated time and when market demands were diffetddeanwhile, the world has
changed and demands requirement evolved, but ndsefbr updating have been done

owing to a lack of know-how.

Although varying amongst airlines, the traditiomalsiness model is largely based on

the factors laid down on the following scheme (FFegli4).

The lack of suitable business models is a majodicap since it hinders quality and
prevents the deployment of resources on the pavigif high quality services.

However, more serious is the lack of know-how ancargo business that prevents the
development of better business model. And this ne of the major challenges



combination companies are facing. If they ever wantincrease their competitive

positioning significant leaps will have to be aalad at this level.

Combination companies with (more) developed stiagediave necessary already
undergone this change in other to compete heacad kwith the other competitors,

mainly: Freight Forwarder and Integrators.

Low level of integration in the Logistic Chains
airport to airport transport

Intensive
labour

Outdated
marketing

Outdated
Business M odel

Inadequate Low level of technological
information to client development (sales,
tracing, etc.)

Adapted from Remade (???7?)
Figure 14: Traditional business model

Inferior Market Positioning — stuck between Forwarénd Integrators

Combination companies have evolved towards aniorfenarket positioning owing to
considering air cargo business a secondary busiBeestually, they reduced resources
and efforts on this business, relegating on thadigs - Freight Forwarders — business
marketing and operations. The outcome was a losomfact with end customer and
competitiveness essentially based on price (witly lienited scope for offering added

value services and thus increase prices).

Integrators have been ever growing since their gem@e around seventies: firstly
tackling an underserved market — express freighté recently moving towards the
traditional market — general-freight. Furthermohey do offer far better transport

services (albeit considerably more expensive).

On the other hand, many combination companies dohage enough know-how to
conveniently operate on air cargo business. Addlig, most of them have chronic

financial difficulties, which reduces their capatyilof investing in either in state-of-the-



art equipment or on resources’ schooling, whicleguired to improve competitiveness

positioning.

Thus, combination companies are stuck in-betweergkt Forwarders that control the
general-freight market (contact channels with emdtamers) and Integrators that
control express market and provide the highestityuakrvices. A market position

which is worsened by the difficult financial siticat and lack of know-how.
Possible Strategies for Combination Companies

We now elaborate a framework of strategies thatpzones may follow. The actual
implementation depends upon several factors, narnetypany’s level of commitment
towards cargo operations, positioning on the maeqet direct competitors, market
properties, and companies’ financial health. Nadkyrhigher complex strategies evolve

higher risks and costs, but returns are also high.

Relevance of Air Strategy
Cargo Business Added value

Direct contact Services

Subsidiary with customers I Dedicated

Full freighter
Unit Business

Air Cargo
Business
Outsource / l \
Agreement Price
o or Alliances Management
No activity Intermodal
Services
Figure 15: Business approaches to air
cargo Figure 16: Common features of aargo unit
business

No air cargo business activity strategy

The lowest possible commitment towards air carggir@ass is simply not providing air
freight services at all. Two main reasons may leadhis decision. First, air cargo
business’ requirements may not be compatible withtransport company’s overall
strategy. In this situation, company may preferhdiaw from the air cargo business
than hampering passenger operations’ performarus.ig the case of the so-called low

cost companies. These companies tend to operatk wmanedium range aircrafts



(normally, Boeing B737 or Airbus A319), with limdeair cargo capacity, and have

very short rotation times that are not compatibleunloading and loading operations.

Second, freight transport market can be of redute@nsions and demand may not be
enough for justifying a dedicated air cargo unisibess. Third, air transport company’s

board may simply not consider air cargo businesghnof investment.
Outsource strategy

The second type corresponds to provide air cargoces but keeping to the minimum
possible extent their efforts (and commitment) s tbusiness. This may involve to
establish long term block space agreements withd tiparties, such as: freight

forwarders, general sales agents or specialisexhego management companies.

On this strategy, every air cargo market relatatviies are produced by a third party,
while the involvement of air transport companyeasluced to the physical transport of

freight.

Possible reasons for deploying this strategy irelaicheed to focus managerial attention
on the passenger business (owing to a potentiabase of competition); a need for
reducing costs; or a solution for improving qualdf/ service and revenues (as the
specialised third party is in position to do a &efjbb). As an example, this was the
strategy, of SN Brussels that in 2004 outsourceduoopean Cargo Services. The
reason was the lack of known how since on the ptevsix years air cargo business

had been managed by other company: Swissair (AiBiasiness, 2004).
Unit Business

The third strategy involves the establishment adedlicated air cargo unit business
within the organisation. This unit can range fromiraple cargo department, with low
level of autonomy, up to a separate division thetspthe parent company for utilising
resources. This is by far the strategy with higiegree of possibilities, and the exact
configuration will depends on the air transport pamy’s external forces. Figure 33

presents some of the services that might be exeeune offered.

A simpler cargo department would deploy simpletstyes, offering solely airport-to-
airport services on the passenger aircrafts’ lodemk (and eventually combi-aircrafts
or full freighters); and an array of other addetligaservices, such as: track and trace of



goods, or customers’ clearance services. Additipnallso implies lower financial

investment for both implementation and running.

A more complex strategy would be to implement aassed division. This division
would have the freedom to operate combi-aircaftshave dedicated full freighter
operating on the busiest markets, offer intermaaaisport services (such as: airport to
door, door to airport or even door to door) whichtails establishing vertical
agreements with other transport companies, estahbsizontal agreements with other
air transport companies to increase the portfoligesvices or, even, enter in a more
strategic form of alliance; or engage in direcatiehs with final customers. This is
approach implies higher risks, and initial costaugh if successful could yield larger

benefits.

Example of a passenger air transport companies sejplarate division are Air France
and KLM, or British Airways World Cargo (Zondag, ).

Subsidiary Strategy

The most advanced strategy towards air cargo isstablish a subsidiary unit. A
subsidiary is an independent company that is whoilypartly owned by the parent
company, and normally shares its name (for bett@rket recognition). A subsidiary
unit has a great amount of autonomy: defining 8 dype services, operations and
equipment. Depending upon the specific configuratad the subsidiary, the only
requirement might be to maximise the parent comigaawailable capacity. Apart from
this, the subsidiary has total freedom to run thsifess, which may include, besides
the already mentioned features depicted in Fig@,ebBy space in other air transport

companies, or dedicated marketing strategies.

Examples of this strategy include the Lufthansag@aG or Singapore Airlines Cargo
(Zondag, 2006).

Conclusions

Nowadays, aviation sector is undergoing a majomailr aggravated by the current
economic downturn. The analysis to the market revéaat in average air cargo
business represents 15% of companies’ total busirsesl that passenger business is

characterised by low margins (up to 7%). Thushis turrent environment, air cargo



can be an important source of revenues, and beciaide factor for a company’s

profitability.

However, recent evolution of the air cargo sectas mot favoured passenger
companies. These companies face significant clgglemvhich should further increase
in the future if the current drivers and trends trehold. The main challenges are:
increase of competitiveness, weakening positionmghe market, outdated business
model and a longstanding financial difficulty. Ifnosome of these challenges,
companies bear no responsibility and have beenhtdoyg the current turmoil; on

others, companies were the main responsible focuhent situation. This is the case of
the weak competitive positioning, which was causgg@assenger companies have over
time relegated air cargo business to an inferigitmming and, often, outsourced to

third parties. Passenger companies are thereforee@d to overcome the current

situation.

Several strategies towards air cargo business beee identified, being: outsourcing,
unit business or subsidiary. A fourth strategy \&B® foreseen which is abandonment
of air cargo business. Different strategies brirftpdent risks, costs and also revenues.
In overall terms, a higher level of commitment imepl a higher control over the
business and, thus costs and risks; but, becanggaries control the business is also in
position to reap higher benefits. However, the chashould not be function of the
potential level of revenues, but on both the natamd intensity of the challenging

factors above mentioned, and the company’s owtegfyadowards air cargo business.
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