The Swissair Group(
)

“The year 2000 was the worst year in Swissair’s 70-year history”

New Chairman Dr. Mario A. Corti, April 2nd 2001

“The ineffectiveness of the 2001 restructuring plans and the difficulties of the airline business leads Swissair to announce the suspension of all flight operations”

Swissair public announcement, October 3rd 2001
INTRODUCTION

The difficult times suffered by the airline industry before and after the 11th of September’s terrorist attack to New York place Swissair as the paradigm of the whole airline business critic situation.

On the 3rd of October all of its flights were cancelled due to the lack of funds to pay kerosene suppliers. Thousands of passengers were left in the ground and total chaos erupted in Zurich’s airport. However, the next day, Swiss Government allowed a credit of CHF 451,2 million.

Few days after Swissair’s flight restarted, Sabena (owned on a 49,5% stake by Swissair) was also forced to declare bankruptcy. Similarly to the case of Swissair, problems were not significantly caused by 11-S events. The situation for the company had always been difficult; Sabena had only made profits in 2 years of the 72 of its history. Help coming from the Belgian government would also be required.

COMPANY PROFILE AND HISTORY

Swissair initiated its activity on March 26th of 1931 following the merger of Balair and Ad Astra. Yet, at its very beginning, the company focused on innovation and high quality service. Relevant historic events and policies of the company are described below:

a) Group’s structure and organization

· In 1947 the company was designated as the national airline of Switzerland. 30% of its shares are still held by public institutions.

· In 1997 the Group adopted a genuine holding structure and a new corporate: the Swissair Group. The new structure comprised a small holding company (Swissair Group) responsible for overall group concerns (finances, corporate development, personnel policy and communications) and four corporate divisions:

a) SAirLines, for all pure-airline activities, including Swissair and Crossair.

b) SAirServices, with its subsidiaries Swissport (ground handling), SR     Technics (engineering and maintenance) and Avireal (facility management).

c) SAirLogistics, for all cargo and logistics interests, including Swisscargo (air cargo capacity marketing), Cargologic (cargo handling and distribution) and Jetlogistics (airline catering logistics support).

d) SAirRelations, formerly Swissair Associated Companies and home to Swissôtel (hotel management), Gate Gourmet (airline catering), Rail Gourmet (train catering), Restorama (institutional catering) and Nuance International (travel retail).

b)  Cooperation and agreements
· Starting in 1963, enhancing the collaboration agreement with Austrian Airlines, the company pursued numerous cooperation agreements with other Airlines, especially for its long haul air services. Many route-specific partnerships have been accorded in order to make it possible to reap the benefits of cooperation with other airlines. These collaborations have not necessarily meant taking a financial stake. The synergies arising from these collaborations have been extended to other Swissair Group activities wherever possible.

· In 1997 Austrian Airlines, Sabena, Delta Airlines and Swissair launched  “Atlantic Excellence” an extensive collaborative partnership with joint networks and operations between Europe and North America. The project was however disbanded in 1999 after Austrian Airlines decided to end the agreement.

· In 1998 Qualiflyer Group, consisting of ten airlines, was founded. It was meant to become a linchpin in the overall alliance strategy of the Swissair Group. The single high-quality standard of all services still makes travelling within the group easier for the passenger, while airlines work together in the areas of marketing organisation, logistics, technical services, aircraft procurement, information technology, catering as well as the marketing of air freight capacity.

· In autumn 1999 Swissair and Sabena announced a transatlantic cooperation with American Airlines in response to Delta Air Lines’ decision to work closely with Air France. The Atlantic cooperation was to be focused on creating a customer friendly and well coordinated air transport system. The partners are still involved in increasing the number of destinations in common on both sides of the Atlantic. The various frequent flyer programs are being integrated and the partners are also pursuing cooperation in the area of airfreight.

c)  Acquisitions 
· In 1988 Swissair acquired holdings in Crossair (38%), Covia (11,3%) and Austrian Air (3%). With this holding, new acquisition policy started.

·  In 1991 Singapore Airlines and Swissair conducted equity cross-purchase. 

· In 1995 Swissair, Sabena and the Belgian government signed an agreement laying the foundations for closer collaboration between the two airlines. Swissair acquired 49,5 % holding in Sabena and was committed to inject cash into the company.

· In 1996 Swissair, Austrian Airlines, Sabena and Delta Air Lines were granted anti-trust immunity by the US authorities, enabling them to collaborate more closely without violating the country’s strict legislation on anti-competitive practices.

d)   Service policy and flying profile 
· In April 18th 2001, the company was ranked first in Europe, in terms of customer satisfaction by World Travel Awards.  

· Having 72000 staff members, the company has always worked on synergies to enhance employees’ identification with the Group.

· Following its mentioned high quality mission standards, there has been a modernising fleets trend. The company has acquired aircrafts that generate as little noise and pollutant emissions as possible. Swissair Group has one of the youngest aircraft fleets in the world.

· The company has worked out modern information technology on behalf of its passengers. Its web site offers users a substantial pallet of services that simplify ticket processing while making travel more attractive. Swissair.com was named Europe’s best airline web in August 18th 2000. On October 2000 it became the first world’s airline to offer web check-in bookings.

· Though Zurich Airport plays a central role in the success of the Swissair Group, there is no substantial national market where to operate. Therefore, the company must seek to expand outside Switzerland and to enhance alliances with other airlines to survive in the other countries.  Swissair flew to more than 72 countries in the year 2000.

AIRLINE INDUSTRY EVOLUTION

The airline business has developed rapidly during the last ten years. These changes have lead the industry to use new models of competition (such as low-fare companies like easy-jet or Northwest Airlines), an important rise of capacity, and an increasing concern about the high cost structure of some firms. As a result, traditional companies have experienced a great need of adaptation and the urge to find strategic alliances and cooperation in order to survive in the new environment. 

Many of the companies which are now facing critic situations, such as Swissair, did not expect problems during the latter half of the 1990s. Traffic levels, yields and generalised profits were then overestimated. Profit expectancies led to an over-investment in aircraft and labour contracts considerably above market compensation levels. Staff costs, which represented 35% of total costs, experienced a 79% increase from 1990 to 2000, while ticket revenue only rose 60%. 

The strong economic environment (low inflation rates, high production levels and global free market policies) also pumped up the stock market. Financial assets grew at 4.5 times the rate of disposable income; a bubble in the broader stock market rose the equity and spending levels. This traffic and airline profits overestimation was also the result of aggressive accounting policies of American corporate, which exaggerated earnings per share and stock prices during the 1995 to 2000 period. 

In the year 2000, the first symptoms of a global recession appeared, and together with industry-related cost increase, put the profitability of the business into doubt, especially in European companies. 

Fuel price increased to an historical peak. Brent barrel raised to the price of $34,5 in October 12 of that year, the highest since Gulf war in 1990. In addition to that, the dollar exchange rate increased (both in relation to the euro and to the CHF). As a result, costs drivers paid in dollars such as fuel (again), leasing and other fees rose while revenues from ticket sales was largely accrued in other currencies.

As the airline industry was already being questioned and was in need of reorganisation, it would still have to suffer a terrible challenge. The terrorist attacks of the 11 of September changed the patterns and forecasts related to the whole airline industry both in the short and the long run.

As a result of these events, costs which were already unsustainably too high, rose by 9,3% despite the decrease of fuel price. The principal cause of the increase was the price of the insurance policies that became 15 times higher. These increases in costs were to stay for a long time. 

Moreover, as a direct and supposedly short-term effect, demand reduced radically.  As a reaction to that, the industry announced a 20% reduction in capacity and tens of thousands of employee layoffs. Meanwhile, the evidence that small companies would be absorbed by big ones arose, especially in Europe where firms were smaller in size compared to American companies. The pain and restructuring of the industry had begun.

Swissair, already facing considerable problems and under a restructuring plan before the 11th of September events, declared partial bankruptcy when the decrease in demand seriously hit its operations. 

RESULTS UNTIL 2000
Since 1995 the Group followed a strategy of acquiring minority holdings in foreign countries. The most important acquisitions were: Sabena, Volare, Air Europe, LTU, Air Litoral, AOM, Air Liberté, LOT and South African Airlines. 

In the year 2000, the substantial losses stemming from airline holdings and extremely adverse market conditions exacerbated the financial problems to the extent that the Board began to question its general ability to finance the underlying strategy. The Group stretched its financial and managerial resources to the limit, especially but not exclusively by taking equity shares in foreign airline companies with serious difficulties. Moreover, the lack of considerable financial resources to pursue additional acquisitions and to carry out the required refinancing plans in Germany, Belgium and France, forced the abandonment of this strategy.

None of the 2000 targets where met. The Group as a whole did not earn its weighted average cost of capital. However, the problem was deeper than just the participations. It was caused, in part, by the current inability of the world airline industry (as a whole) to earn its cost of capital.

In that sense, Group’s problems were and continue to be concentrated on the airline business. This segment is subject to surplus capacity, and suffered (in the year 2000) from high fuel prices, and a strong US dollar. 

Cost evolution for the whole group can be analysed using the following table:
	CHF million
	% Of sales

2000
	% Of sales

1999
	% Of sales

1998
	% Of sales

1997

	Operating revenues
	100%
	100%
	100%
	100%

	Cost of materials and services
	48%
	46%
	45%
	45%

	Salaries and social security
	28%
	27%
	26%
	26%

	Other operating expenditures
	15%
	16%
	17%
	15%

	Total operating costs
	90%
	89%
	88%
	87%

	EBITDA
	10%
	11%
	12%
	13%


However, the year 2000 was not as bad for all the divisions in Swissair Group. Airline related business posted encouraging results and made substantial contributions to the EBIT before equity investment. Some details on every business segment are presented below:
	CHF million
	SAirLines
	SairLogistics
	SairServices
	SAirRelations

	Revenue
	7166
	1712
	3183
	6218

	EBITDAR
	1077
	106
	364
	568

	EBITDAT margin
	15%
	6,2%
	11,4%
	9,1%

	EBIT
	35
	99
	162
	300

	EBIT margin
	0,5%
	5,8%
	5,1%
	4,8%

	Net Invested Capital
	4061
	304
	1650
	3077

	Asset turnover
	1,76
	5,63
	1,93
	2


a) SAirLogistics: 

The results of the year 2000 were over what was forecasted. There was positive economic development in the most relevant world markets. Global exchange of goods increased and the demand for air cargo capacity rose. This business was also affected by high fuel costs; however, they could be better compensated for by levying of a price surcharge. The strategy in this segment was to improve their positioning through alliances and cooperation. 

b) SAirServices:

Its basic activities are: ground handling services, Technical services of aircraft maintenance, technology solutions for the travel and transport industries, and other minor services. 2000 was a very successful year. The division realised an important expansion and internationalisation with consistent growth in a wide range of services. Profitability was achieved through a consistent control of accrued costs.

c) SairRelations:

This business is based on restaurant and hotel business. 2000s results were according to expectations, though they differed among individual companies. Some of them were suffering losses and decided to sell during 2000s restructuring plans.

Despite these positive results, the financial situation for the whole group at the end of the year 2000 was worrying. Stock market prices had decreased by 84,12% during the year. There was an evident need of restructuring plans to be activated urgently. During these restructuring plan meetings organisational problems were identified in addition to the current financial concerns.

The Group’s structure was too hierarchical and complicated. This created unnecessary costs, obstacles to good communication, and the difficulty to be understood. The sense of belonging to it was undermined, generating an important  brand dilution. Internal management problems were also identified, there was eroded confidence in the Group’s leadership which had pursued acquisition strategy. The majority members of the board were dismissed.

BENCHMARKING: COMPARING WITH LUFTHANSA AND EASYJET

As already highlighted, the whole air industry is suffering important and painful changes. 

After the 11th of September, the airlines index decreased by 25,1% while profit forecasts (for 2000 and 2001) for the European companies decreased on 4800 million euros
. In addition, companies around the world announced lay offs and capacity reductions. Profitable companies such as North West Airlines (which reduced capacity by 20% and announcing lay offs) or Air France (that took 17 airplanes out of service, and froze contracts) were also deeply affected by the events. Whatever the structure of the company, all of them were somehow affected.

However, it is not the intention of this case to study the effects of this shock, but to distinguish to what extent the individual crisis was consequential of the 11th of September events or contrarily, related to particular structural problems. The analysis of performance data of previous years will clarify this.

Data of two profitable European companies such as Lufthansa and Easyjet  is displayed below (see main ratios in the appendix for further information). The performance data clearly illustrates their very different structure, which is representative of the two main existing segments: high-quality service companies and low-cost companies.     

The Lufthansa Group is one of the most prestigious airline companies in Europe. With 75 years of history, it has gained the reputation of having one of the highest quality service. The Group has enjoyed profitability during the last few years and, before the 11-S, expected an operating profit of between 700 and 750 million euros for year 2001. At that time, the company was however adapting capacities and the stock price had reduced by 60,8 % during the year 2000.

Lufthansa has been profoundly affected by 11th September events. Operative results forecasts have been decreased by more than 250 million euros. Many flights and routes have been cancelled withdrawing 43 aircraft of service and remuneration has been cut down. Stock prices have decreased an additional 46,8% since 11-S.

Easyjet’s structure is very different than that of Lufthansa or Swissair. It is one of Europe’s leading low-cost airlines and has experienced considerable growth since its first flight in November 1995. During the year 2000 the company obtained an operating profit of 28 million pounds. 

Easyjet’s policy is keeping costs low by eliminating the unnecessary costs and “frills” which characterise “traditional” airlines. This is done in many ways: using the internet to reduce distribution costs, maximising the utilisation of the substantial assets (number of passenger per plane), only selling tickets through the internet, not offering free lunches, using the cheaper and less congested airports, choosing the low-cost Boeing 737 aircraft to operate, and simplifying administrative work by IT systems.

Easyjet did not make any restructuring since 11-S. The airline, which only operates point-to-point in European countries, kept flying the full programme. Seat sales soon recovered from the shock (seat factor was 80% for September). Of course, the company suffered the increase of insurance costs, but they still represented less than 3% of Easyjet’s operating cost.

Moreover, Easyjet continued planning to purchase 26 airplanes and hire additional staff to deliver forecasted growth. Low-cost airlines currently carry 4% of all domestic and international passengers within Europe, a figure expected to increase to 12-15% by 2010 
.

Some interesting data
 related to performance efficiency analysis are shown below:

	
	SwAGroup 1999
	SwAGroup 2000
	Lufthansa 2000
	Easyjet 2000

	Personnel (Full-time)
	68442
	71905
	69523
	1632

	Available tone-kilometres 
	5,5 billion euros
	6 billion euros
	11,2 billion euros
	N/A

	Revenue tone-kilometres 
	3,8 billion euros
	4,1 billion euros
	7,7 billion euros
	N/A

	Passengers (million)
	17
	19
	47
	5,6

	Cargo and mail (million tones)
	0,72
	0,79
	1,8 
	-

	Personnel costs 
	2,3 billion euros
	3 billion euro
	3,6 billion euro
	27mill pounds

	Aircrafts
	154
	164
	331
	19

	Load factor

	73,1%
	73,8%
	71,8%
	80.8%

	Staff costs/ revenue
	26,87%
	27,77%
	23.8%
	10,27%


QUESTIONS FOR THE DISCUSSION

1 – Comment on the airline industry: Identify and compare common problems and weaknesses among the companies of similar structure. Use the particular data given for Swissair, Lufthansa and Easyjet to clearly differentiate between low-cost and high-quality segments in terms of performance and efficiency.

2 – Which are the main strengths and weaknesses of Swissair? Identify those facts which are exclusively attributable to the Swissair case.

3 – Give recommendations to the new board of directors of Swissair in order to readdress the financial and economic situation of the company.

APENDIX:   FINANCIAL AND ECONOMIC DATA FROM SWISSAIR

1) SWISSAIR’ BALANCE SHEETS
	CHF million
	2000
	1999
	1998
	1997

	ASSETS
	
	
	
	

	Liquid assets and securities
	3548
	2597
	2251
	2246

	Account receivable
	2645
	2438
	1902
	1744

	Inventories
	513
	456
	382
	337

	Prepaid expenses
	495
	495
	545
	301

	Current assets
	7201
	5986
	5080
	4628

	Intangible assets
	2274
	1767
	503
	446

	Real estate
	1712
	1583
	1277
	1242

	Aircraft fleet
	5517
	4671
	4088
	4677

	Other tangible fixed assets
	752
	591
	446
	447

	Financial assets
	2759
	3256
	2306
	1190

	Fixed assets
	13014
	11868
	8620
	8002

	Total assets
	20215
	17854
	13700
	12630

	
	
	
	
	

	
	
	
	
	

	LIABILITIES
	
	
	
	

	Current liabilities
	4624
	2955
	2157
	2091

	Accrued liabilities
	2303
	1968
	1640
	1657

	Non-current liabilities
	8161
	6853
	5418
	5030

	Provisions
	3775
	1685
	1486
	1200

	Liabilities
	18863
	13461
	10701
	9978

	Minority interest
	192
	212
	221
	213

	Share capital
	877
	877
	810
	809

	Share premium
	867
	911
	292
	413

	Reserves & profit brought forward
	2366
	2291
	1315
	893

	Own shares
	-65
	-171
	
	

	Net result for the year
	-2885
	273
	361
	324

	Shareholder's equity
	1160
	4181
	2778
	2439

	Total liabilities & shareholders' equity
	20215
	17854
	13700
	12630


2 ) SWISSAIR’ PROFIT AND LOSS ACCOUNTS 

	CHF million
	2000
	1999
	1998
	1997

	Operating revenues
	16229
	13002
	11297
	10556

	Cost of materials and services
	-7743
	-6011
	-5128
	-4750

	Salaries and social security
	-4506
	-3493
	-2966
	-2774

	Other operating expenditures
	-2386
	-2130
	-1881
	-1634

	EBITDA
	1.594
	1368
	1322
	1398

	Depreciation and amortisation
	-994
	-694
	-719
	-839

	EBIT before participation
	603
	674
	603
	559

	Associated companies
	-777
	-381
	
	

	Exceptional income
	296
	350
	97
	99

	Exceptional costs *
	-2714
	0
	
	

	EBIT (operating result)
	-2592
	643
	700
	658

	Interest income
	399
	291
	
	

	Other financial revenue
	124
	13
	
	

	Exchange-rate differences
	75
	100
	
	

	Interest cost
	-688
	-474
	N/A
	N/A

	Financing and other costs
	-80
	84
	
	

	Financial result
	-170
	-154
	-151
	-126

	EBT
	-2762
	489
	549
	532

	Taxes
	-117
	188
	-153
	-184

	Result before minorities
	-2879
	301
	
	

	Minority interest
	-6
	-28
	-35
	-24

	Net result
	-2885
	273
	361
	324


* Exceptional costs account for provisions related to expected losses of other companies’ acquisitions.

3) SWISSAIR’ CASH FLOW STATEMENTS
	 
	2000
	1999
	1998

	Net result
	-2885
	273
	361

	Amortisation/depreciation
	1996
	1149
	825

	Profits on sale of assets
	-323
	-108
	-61

	Others
	2403
	109
	411

	C-F from operations
	1191
	1423
	1536

	Change in net working capital
	618
	773
	-109

	Net cash from operating activities
	1809
	2196
	1427

	Inv./Div. In fixed assets
	-2118
	-1737
	-980

	Purchase/sale of fully cons. Investment
	-119
	-1435
	-41

	C-F from investment
	-2237
	-3172
	-1021

	Financing activities
	933
	1291
	153

	Net increase liquid funds
	505
	315
	559


4) MAIN FINANCIAL RATIOS OF SWISSAIR, LUFTHANSA AND EASYJET

	
	 
	 
	SwA 

2000
	SwA

1999
	SwA

1998
	SwA

1997
	Lfth

 2000
	Easy

 2000

	
	LIQUIDITY RATIOS
	 
	
	
	
	
	
	

	
	Acid test
	(Cash + Debtors)/ Current liabilities
	1,34
	1,7
	1,93
	1,91
	1,71
	0,31

	
	Liquidity
	Current Assets /Current liabilities
	1,56
	2,03
	2,36
	2,21
	1,83
	0,65

	
	Stock turnover (times)
	Cost of Sales / Stock
	15,09
	13,18
	13,42
	14,09
	29,17
	-

	
	Days of debtors (days)
	(Trade Debtors / Sales) x 365
	59,49
	68,44
	61,45
	60,3
	37,89
	56,69

	
	Sales increase
	(Sales t – Sales t-1) / sales t-1
	0,25
	0,15
	0,07
	N/A
	0,19
	0,7

	
	Asset turnover
	Sales / Assets
	0,8
	0,73
	0,82
	0,84
	1,03
	1,02

	
	FINANCIAL RATIOS
	 
	
	
	
	
	
	

	
	Degree of capital gearing
	(EBT+ interest)/EBT
	0,94
	1,31
	1,28
	1,24
	1
	1

	
	Quantity of debt
	Total Debt / (Equity + Liabilities)
	0,93
	0,75
	0,78
	0,79
	0,3
	0,75

	
	Long term debt
	Long Term Debt / (Equity + Debt)
	0,4
	0,38
	0,4
	0,4
	0,16
	0,42

	
	Quality of debt
	Short Term Debt / Total Debt
	0,25
	0,22
	0,2
	0,21
	0,45
	0,44

	
	Cost of debt
	Total Interest / Debt
	0,04
	0,04
	N/A
	N/A
	-
	-

	
	Interest cover ratio
	(Profit Before Tax + Interest)/ Interest
	5,01
	-0,03
	N/A
	N/A
	-
	-

	
	PERFORMANCE RATIOS
	 
	
	
	
	
	
	

	
	After tax ROE
	(Net Result) / (K + Res.)
	-0,89
	0,08
	0,17
	0,19
	0,17
	0,31

	
	Pre-tax ROE
	(EBT) / (Share K + Reserves)
	-3921,99
	0,15
	0,26
	0,31
	0,3
	0,31

	
	Pre-tax return on total funds
	(EBT+ Interest)/(K + Res. + Liabilities) 
	-0,09
	0,06
	N/A
	N/A
	0,08
	N/A

	
	ROA
	 (EBIT/Total Assets)
	-0,13
	0,04
	0,05
	0,05
	0,1
	0,11

	
	INVESTOR RATIOS
	 
	
	
	
	
	
	

	
	Earnings per share
	Earnings/Number of ordinary shares
	0
	390
	330
	224
	904
	127

	
	Price earnings ratio
	Share Price/Earnings per Share
	-
	0,48
	0,63
	0,96
	0,02
	3,6

	
	Dividend yield ratio
	Dividend per Share/Share Price
	0
	0,0138
	0,011
	0,117
	0,05
	-

	
	Dividend cover ratio
	Earnings per Share/Dividend per Share
	-
	150,61
	133,788
	89,26
	1051,26
	-

	
	Dividend per share
	Dividend Paid/ Number of Shares
	0
	2,58
	2,46
	2,51
	0,86
	0


The Swissair Group(
)
In the following case we tried to summarise the very complex situation being experienced by the global airline industry and the Swissair Group in particular.

The selection of the case was evidently motivated by the bankruptcy which Swissair announced after the terrorist attack on New York and the declaration of a general crisis in the whole airline industry.

We warn the reader that there is a necessarily important simplification work under the case, which might be misleading some significant particular facts in the evolution of this sector. It was not possible to extensively describe one by one. However, we considered it important to get a clearer picture of the situation in the industry under which I developed in order to develop the case of  the Swissair Group.

This case is meant to be focussed on the topic of the economic and financial analysis of a company. For that reason, there is enough data to compare the Swissair Case with other significant companies of the business. We have chosen Lufthansa and Easyjet, these companies represent the major existing segments. In fact, we tried and had difficulties in finding average data. In the end, we desisted to analyze industry averages because they did not consider these distinguished trading patterns of the industry. 

Finally, it is necessary to mention the important and somehow distorting effect of the recent events in the case. We have used articles written in response to New York events, with an unavoidable short-term view and lack of perspective. There are of course important effects to the industry related to the 11-S events; but definitely, in the future, many of the fatalist comments on the evolution of the industry will become meaningless.   

1 – Comment on the airline industry: Identify and compare common problems and weaknesses among the companies of similar structure. Use the particular data given for Swissair, Lufthansa and Easyjet to clearly differentiate between low-cost and high-quality segments in terms of performance and efficiency.

The student is supposed to identify common problems for those companies under the high-quality segment (the traditional concept of airline business) and compare them with the low-cost segment performance. In that sense, many of the clues must be found in the recent airline evolution description and as a comparison in the benchmarking, described at the end of the case. 

The most important facts they should highlight are developed below.

The main problems for the traditional companies arise from the 1990s policies, when they focussed on growth, decided to invest in assets and increased expenditure on revenues as a reaction to the promising expectations of profitability in the future. This process created costly, complicated and inoperative structures which many companies still suffer from.

 The industry, in general terms, has generated surplus capacity, as a direct result of over-investment and over-expectations. For that reason, competition has grown and companies have had to redefine their objectives and to find new business strategies in order to adapt to the new environment. Low-cost strategies developed during the 1990s resulted from all these changes in the aviation concept.

In addition to that, it is important to note that European companies are very small compared to American companies. There is an increasing tendency to reduce the number of companies so that they can solve their lack of competitiveness. Small companies will be absorbed by big ones in order to take advantage of scale economies. However, companies must buy intelligently, it is important to find the correct partner with whom to ally. In the long term it is predictable that no more than five European global companies will survive this process. 

Traditional companies are generally not earning their weighted average cost of capital, which means that shareholders are in fact losing their money if they consider their opportunity cost.

Observing the data displayed in the benchmarking segment, the reader will easily note the lack of efficiency lying in the high quality segment compared to low cost companies by calculating some ratios. They use more personnel per aircraft, staff costs are greater in relation to revenues, they serve fewer passengers per aircraft and have a lower load factor because they fly less profitable routes. This has led all the companies to reorganise their cost structure. However, it is not to be interpreted that they should undertake low-cost strategy. Moreover, they should reinforce their image and core business in order to survive. However they have to learn efficiency from that low-cost segment.

Low cost companies are working in a growing segment with a different market target, they earn higher return on equity and have already eliminated many of the unnecessary costs that make the traditional companies less efficient. They have somehow showed they are more prepared to confront shocks, such as the one suffered on demand after the 11-S, through a better cost control.

2 – Which are the main strengths and weaknesses of Swissair? Identify those  which are exclusively attributable to the Swissair case.

The student can use Lufthansa data in order to make comparisons. The case gives enough clues to identify it as a comparatively profitable company given that it follows a similar high quality strategy.

The most important strengths and weaknesses to be discovered and developed are the following:

STRENGTHS

· High quality reputation.

· Encouraging returns of air related Group segments.

· Alliance strategy (Transatlantic  co-operation and Qualiflyer Group)

· Employee identification with the company.

· Higher load factor (number of passenger in relation to number of seats) than Lufthansa. On one level, it represents that Swissair selects routes better and reaches a higher level of occupation through its strategy. 

· Lower staff cost per employee than Lufthansa (but, more staff costs over revenue).

WEAKNESSES

    a)   Organisational 

· Hierarchical and complicated structure. Brand dilution.

· Eroded confidence in the leadership, which resulted in the dismissal of directors.

b) Strategic and efficiency

· Bad acquisition policy. The company acquired non-profitable companies and indebted to follow the strategy. The paradigm of these bad acquisitions was the case of Sabena. These investment failures represented the most important profit losses in the year 2000 (exceptional costs constituted of provisions for the acquisition losses which were the most important figure). 

· Small domestic market. Switzerland has limited airline service needs. Swissair is excessively dependent on foreign countries’ demand.

· Low aeroplane efficient use: Less passengers, cargo and mail per aircraft in relation to Lufthansa.

· More staff costs relative to revenue than Lufthansa.

c) Financial and economic

· Decreasing profits for the last 4 years. Operating losses in the year 2000. 

· Equity value strongly  eroded and no dividend distribution. Equity fell from 2439 CHF in 1997 to 1160 CHF in 2000. This led to a collapse in share prices and increasing difficulty in finding new investors and cash injection.

· Increasing, critically high level of debt (mainly due to the acquisition policy). 

· Increasing lack of liquid resources (Lower liquidity and current ratios than Lufthansa) and consequent inability to pay suppliers.

· Decrease in operating cash flow due to the drain of cash caused by investment.

· Decreasing ROA and ROE. Negative for year 2000.

· Low asset turnover compared to Lufthansa.

3 – Give recommendations to the new board of direction of Swissair in order to readdress the financial and economic situation of the company.

Clearly, this is the most difficult and abstract of the proposed exercises. The Swissair Group situation is very complex, many of the theoretical and academic recommendations students are supposed to give might not be attainable or even of  practical  consideration. 

The Swissair restructuring plans which are accessible by the internet are helpful to answer to these possible recommendations. However, the paths the company will follow are unpredictable given the changing environment of the industry. 

 It is even probable that none of the restructuring plans the executive board of Swissair has planned succeeds in making the company profitable. A probable scenario is that the company will be controlled by a number of investors that will try to rescue the value created to finally sell Swissair to a bigger company. As is mentioned in the case, the reduction process of the industry in Europe is clearly on its way.

However, given the case studied, and focussing on the point of view of a board which must overcome the difficult times of the company and make the group economically profitable, these are some of the logical recommendations and focussing points one should state:

· Need of re-capitalisation. This is the main problem of the company. It needs funds urgently to pay its debts and to be able to continue operations without pressure.  In this sense, the credit given by the Government temporarily saved the company from complete bankruptcy.

· Debt: Once money is found there is the determinant need to repay banks and creditors that no longer support the Group. The cost of debt is to be cut urgently. The airlines need to return to earning at least the cost of capital. 

· Increase asset utilisation, especially focussing on working capital and cash management. There is an urgency to integrate asset utilisation into a value driver framework in order to improve the operating performance.

· Improve operating performance by cost control and optimal flight utilisation together with Group synergy enhancement. Need of changes in network management and fleet planning.

· Focus on core business: Improve liquidity and equity basis by selling off non-strategic and non profitable business activities and by refinancing the Group’s aircraft fleets, which were substantially hampered. The company needs to focus on a limited number of airline and airline-related businesses, where it can stand apart.  

· Capacity reduction: The restructuring plans proposed a cut of 2560 jobs, and a downsizing of fleets with 25% reduction of the long haul fleet.

· Selection of routes (to improve load factor): focus primarily on European point-to-point premium traffic whilst retaining and enhancing the service on profitable long haul routes.

· Radically reduce the financial investments in foreign airlines, enhance new selective strategic alliances and reinforce the existing agreements. In addition to that, there has to be sought a widespread recognition in the Group that the previous expansion strategy was unsustainable.

· Flatter structure: management changes in order to create a more streamlined and efficient decision-making process. In that sense, the restructuring plans decided to trim 5% of management worldwide. The changes made to the Group level management structure were attempted to establish clear lines of responsibility for the different functions and accountability throughout the Group.

· Increase level of staff motivation which might be undermined after a restructuring process.

· Emphasis on the quality of passenger service. Promote attractive and top-quality product and re-establish the public image of the Group. 

Sources of information

1) WEB SITES
· Swissair.com :

Annual reports, accounting notes, Shareholders meting, company profile and news.

· Lufthansa.com:

Annual reports, accounting notes, Shareholders meting, company profile and news.

· Easyjet.com:

Annual reports, accounting notes, Shareholders meting, company profile and news.

· Time.com:

Nov. 5th 2001 - vol.158 nº20: “Why are these CEOs Smiling?”  by Daniel Eisenberg.

· Lavanguardiadigital.com: 

Sept. 2001 - Economy: “La quiebra de Sabena coloca al Gobierno belga frente a una crisis social sin precedentes”.

Sept. 2001 – Economy: “Un plan alternativo”.
· Planebussiness.com:

Sept. 2001 - Plane Perspectives: “Airlines: Excess Capacity and High Costs”  by Vaughn Cordle.

Sept. 2001 - Plane Perspectives: “Airlines: Cash Burn Rates, Earnings and Financial Capacity” by Vaughn Cordle.

Oct. 2000 - Plane Perspectives: “British Airways: Shy Shrinking is Not the Answer” by Tom Jones.

May 2000 - Plane Perspectives: “Three Stops, Two Bags of Peanuts, and One Mission” by Frank Arciuolo.

Jan. 2000  - Plane Perspectives: “Hap’s Take on the Future of Air Travel” by Colonel Hap Les Flyer.

· Soloaviacion.com:

Nov 2001 - Prensa: “Sabena se declara en quiebra y deja en tierra a 30.000 pasajeros”, Source: Cincodias.es.

· Iata.com:

Web links.

2) PRESS

· ABC:

Economy - October 7th  2001

· La Vanguardia:

Economy - November 6th and November 13th
· The Economist: 

November 24th “The unpalatable truth” 

3) OTHER:

· La Caixa (1999, 2000, 2001):  Monthly report, Barcelona.
· O. Amat and J. Blake (1997): Interpreting accounts, Pitman Publishing, London. 

� This case was written by Mercè Roca Puigvert, Universitat Pompeu Fabra.


� Source: Merrill Lynch 


�  Source: Cranfiled University report (January 2000)


� Using an average exchange rate estimation of 1,49 CHF each euro. Source of information: Monthly reports of  La Caixa 


� Load factor ratio: number of passengers in relation to number of seats


� This teaching note was written by Mercè Roca Puigvert, Universitat Pompeu Fabra.
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