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Welcome to the 16th issue of the Oriel VIP 
Report in which we host Jonathan Wober—an 
esteemed airline analyst from our partner 
company CAPA.  The CAPA airline profit out-
look reports record margins from capacity 
restraint, but warns that upswings are not 
forever. 

This six monthly update of the CAPA world airline 
operating margin model continues to expect in-
dustry margins in 2015 to 2017 above previous 
cyclical peaks, albeit falling slightly in 2017. This 
is in spite of unexceptional global GDP growth, 
which has not regained its long term trend rate 
since 2010. 

The higher level of airline operating margin from a 
given GDP growth rate has been due to several 
factors. Lower oil prices play their part, particular-
ly since mid 2014, as does a higher level of global 
traffic growth than would previously have been 
expected from relatively sluggish GDP growth. In 
addition to these external issues, perhaps the 
most significant factor is a greater degree of ca-
pacity discipline. This is now most deeply rooted 
in the US, which is now by far the most profitable 
airline region, helping to drive the global result.  

On a more cautionary note, the IMF has recently 

cut its global GDP forecasts, citing Brexit and oth-
er geopolitical risks. In addition, profit warnings in 
recent weeks from IAG, easyJet and Lufthansa are 
a reminder that cyclical upswings do not last for-
ever. A test of the airline industry's improved 
profitability will be its resilience in a downturn.  

CAPA world airline operating margin model 
Jul-2016 

The key inputs to the CAPA world airline operating 
margin model are world GDP growth, Brent crude 
oil prices and growth in the global fleet of com-
mercial jet aircraft.  

GDP forecasts come from the International Mone-
tary Fund (the CAPA model uses GDP growth at 
constant prices and at market exchange rates), 
published on 19-Jul-2016. Brent crude prices are 
taken from the most recent monthly consensus 
poll by Reuters. Forecast growth in the global fleet 
is based on CAPA estimates (with thanks to Airline 
Monitor for historic data). 

The model's outputs are the world airline RPK 
growth and industry operating margin. The model 
projects operating margins throughout the period 

2015 to 2017 that are comfortably ahead of previ-
ous cyclical peaks that have not exceeded 6% 
since the 1960s. The main differences between 
CAPA's Jul-2016 model and the above referenced 
Jan-2016 version are as follows: 

• Estimate of 2015 operating margin is revised 
up to 7.9% from 7.1%, mainly due to higher RPK 
growth outturn (7.6% versus 6.7% previously) 
and slightly slower fleet growth (3.6% versus 
3.9%). 

� Forecast of 2016 margin remains at 8.2%. Low-
er traffic growth (5.7% versus 6.8%) ia offset 
by a combination of slightly lower fleet growth 
(3.8% versus 4.1%) and lower oil prices 
(USD45.2 per barrel versus 52.5). 

� Forecast of 2017 margin is trimmed slightly to 
7.2% from 7.5%, due to lower traffic growth 
(6.5% versus 7.4%). 

Global economic outlook: GDP growth fore-
casts trimmed 

The IMF's 19-Jul-2016 global GDP growth fore-
casts were another downward revision, represent-
ing the latest in a series of cuts over the past 18 
months. It first published a forecast for 2016 
world economic growth in Oct-2014, since when it 

has cut the forecast four times. Its 2017 fore-
cast was first published in Oct-2015 and has 
been cut twice, in Apr-2016 and in Jul-2016. 

The IMF cut its headline global GDP growth 
forecast from 3.2% to 3.1% for 2016 and from 
3.5% to 3.4% for 2017. Resetting these fig-
ures to reflect real GDP growth at market ex-
change rates, CAPA's Jul-2016 model is now 
based on 2016 GDP growth of 2.5% and 2017 
growth of 2.8%, compared with 3.0% for 2016 
and 3.2% for 2017 in the Jan-2016 version. 

The IMF cited Brexit as being the main reason for 
its latest downward revision, saying that the UK 
vote to leave the European Union caused a sub-
stantial increase in economic, political and institu-
tional uncertainty, especially in advanced Europe-
an economies.  

The Fund added that it was very difficult to quan-
tify the potential repercussions, a hint that even 
the new forecasts come with considerable uncer-
tainty. Indeed, in addition to its baseline fore-
casts, it produced 'downside' and 'severe' scenari-
os that could cut a further 0.3ppts from its 2016 
GDP growth forecast and 0.6ppts from its 2017 
forecast. 

The lower GDP growth forecasts lead to the lower 
RPK growth forecasts now in the CAPA model. Re-
cent geopolitical events - not only Brexit, but also 
recent terrorist attacks in several countries, the 
Zika virus and the attempted coup in Turkey - 
contribute the uncertainties that are gathering 
over the outlook for demand in the airline sector. 

Relationship between global GDP and airline 
margin has improved 

Global GDP growth has always been the funda-
mental starting point in analysing the global air-
line cycle. Economic growth drives demand 
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*at constant prices and at market exchange rates; **Commercial jet aircra� 

Source: CAPA - Centre for Avia on, IMF, Reuters 

  2014 2015e 2016f 2017f Note/source 

Brent crude USD/

barrel 98.7 52.3 45.2 58.2 

Reuters 

consensus 

30-Jun-2016 

World real GDP 

growth* % 2.7 2.4 2.5 2.8 

IMF Jul-2016 

forecast 

Fleet** growth % 3.9 3.6 3.8 4.0 CAPA model 

World RPK growth % 6.0 7.6 5.7 6.5 CAPA model 

World airline oper-

a&ng margin % 5.5 7.9 8.2 7.2 CAPA model 
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growth and the historic variations in GDP growth 
go a long way towards explaining the airline in-
dustry's global profit margin cycle. 

However, since 2011, there has been a significant 
divergence between world GDP growth and the 
operating profit margin of the world airline indus-
try. For a given level of GDP growth, the world's 
airlines now seem to be able to generate a higher 
profit margin than in the past.  

World GDP growth* and world airline indus-
try operating margin 1971 to 2015 

In the 45 year period 1971-2015, average global 
GDP growth was 3.1% and the average operating 
margin for the airline industry was 2.7%. From 
2011 to 2015, world GDP growth has remained 
below its long term trend rate, averaging only 
2.6%, while the average operating margin was 
4.4%, well above its long term trend rate. 

Profitability has been helped by better RPK 
growth 

The reasons for this improving relationship be-
tween global airline margins and global GDP are 
still emerging. Part of the explanation may be that 
there has been an improvement in the relation-
ship between growth in global air passenger traffic 
(RPKs) and GDP growth.  

A given level of global GDP growth has produced a 
higher level of RPK growth in recent years than in 
the past. Although GDP has been sluggish in re-
cent years, average global RPK growth was 6.7% 
in the period 2011 to 2015, above its long term 
average of 6.1% (for 1971 to 2015). 

This higher traffic growth from a given level of 
GDP growth is probably the result of both  

(1) the increasing share of faster growing emerg-
ing markets in world airline traffic (and world 
GDP) and  

(2) of the growing share of LCCs and the conse-
quent stimulating impact on demand growth of 
lower fares. 

The growing importance of faster growing emerg-
ing markets, particularly of Asia Pacific and also 
the Middle East, is illustrated in the chart below, 
which shows the share of global RPKs for airlines 

from each of the main world regions (source: CA-
PA analysis of data from Airline Monitor).  

World GDP growth* and world airline RPK 
growth 1971 to 2015 

From 1990 to 2915, North America's share of 
global RPKs fell from 44% to 24%, while that of 
Asia Pacific increased from 19% to 31%, making 
it the biggest region by RPKs. The Middle East 
grew its share from 3% to 9%, while Europe's 
share remained almost unchanged at 28% in 
2015 (compared with 27% in 1990, although it 
climbed as high as 31% in 1998 to 2008).  

Latin America has stayed at 5% of RPKs and Afri-
ca has fallen from 3% to 2% over this period. 

World passenger traffic volume (RPK): per-
centage share by region 1990 to 2015 

Greater capacity discipline (lower fleet 
growth) also helps margins 

A further explanatory factor in the improved level 
of airline margins, in spite of below par economic 
growth, is an improved level of capacity discipline 
in the airline sector.  

Taking capacity to be the size of the global airline 
fleet, this has been growing much more slowly in 
recent years than in previous decades. Average 
fleet growth for 1971-2015 was 4.4%, but the av-
erage fell to only 3.2% in the period 2006 to 
2015.  

In the early 2000s fleet growth turned down, fol-
lowing the downturn in the airline profit cycle, 
much as it had done in previous cycles. Fleet 
growth bottomed out in 2003 and 2004 at 3.5%, 
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Source: CAPA - Centre for Avia on, Airline Monitor, IATA, ICAO, IMF 

Source: CAPA - Centre for Avia on, Airline Monitor  
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before starting to turn up again in 2005. However, 
rather than following its previous cyclical pattern 
of climbing as high as 6%-7%, it then turned 
down again.  

Global fleet growth only rose above its 2003 and 
2004 level in 2014 and 2015. This decade of low 
fleet growth came just after the previous cyclical 
downturn, giving 14 consecutive years when it 
remained below its long term average of 4.4%.  

The upturn in fleet growth over the past two years 
gives some cause for concern. In the past, peaks 
in fleet growth typically heralded a trough in air-
line margins. However, with forecasts of 3.8% in 
2016 and 4.0% in 2017, it is set to remain below 
its long term average. 

World airline industry operating margin and 
fleet* growth 1971 to 2015 

US airlines' capacity discipline has been 
tightest 

Greater capacity discipline, as defined by low fleet 
growth, has been most strikingly evident in the 
US airline industry. Although the global fleet has 
never fallen in size from one year to the next, air-
lines in the US collectively reduced their aircraft 
numbers in seven out of the eight years from 
2006 to 2013.  

The chart below shows annual growth in the com-
mercial jet aircraft fleets of airlines in each of the 
main world regions from 1991 to 2015. 

Airline fleet* growth by region 1991 to 2015 

Although US growth resumed in 2014 and 2015, 
the US fleet was only back to its 2005 size in 
2015. The crisis following 9/11 triggered a bout of 
restructuring, facilitated by Chapter 11 bankrupt-
cies, which motivated the US airline industry's ca-
pacity restraint.  

This was further tightened by a series of mergers 
leading to a more concentrated market structure 
than elsewhere.  

The rest of the world's airlines continued to grow 
during this period, but at moderating average 
rates of growth. The global fleet in 2015 was 37% 
bigger than it was a decade earlier, but this repre-
sented a much lesser increase than the 54% 
growth over the decade before that, 1995 to 2005 
(the global fleet had grown by two thirds between 
1985 and 1995). 

The slowing of global fleet growth, particularly 
since the start of the 21st century, owes much to 
the US airline industry. However, airlines from Eu-
rope, Latin America and Africa have also slowed 
their average fleet growth rates in each decade 
since the 1990s.  

Airlines from the Middle East have the fastest av-
erage growth rate in the current decade so far, 
closely followed by Asia Pacific. These are the only 
two regions where average fleet growth this dec-
ade is higher than in the 1990s. 

Airline fleet* growth by region: average 
growth by decade 1991 to 2015  

North American airlines account for more 
than half of global operating result 

North America's multi year period of greater ca-
pacity restraint (slower growth) and higher mar-
ket concentration resulting from the mega mer-
gers of recent years have had a profound effect 
on the profitability of its airlines. Previous CAPA 
analyses have examined the link between market 
concentration and profitability for the different 
regions of the world airline industry.  

In 2011, the average operating margin for North 
American airlines was 3.0%, in line with the 
global average of 3.1%. According to preliminary 
IATA figures, the North American operating mar-
gin had jumped almost fivefold to 14.7% in 
2015, while the global average had increased by 
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less than three times to 7.9% in 2015 (according 
to CAPA estimates).  

In USD terms, North America's airlines made 
more than half (54%) of the world airline indus-
try's operating profit in 2015 (they accounted for 
70% in 2014), compared with well under one 
third (28%) in 2011, so that the region is now the 
major driver of global airline profits.  

The improved profitability of US airlines is a rising 
tide that has carried the global industry to record 
high margins. 

Airline industry operating profit (EBIT, USD 
million) by region 2010 to 2015 

Lower oil prices have also helped margins 
since 2014 

In addition to the rising share of faster growing 
regions in global airline traffic and the beneficial 
impact of greater capacity discipline and US mar-
ket concentration, global airline margins have also 
been boosted since 2014 by lower oil prices.  

Historically, the relationship between oil prices 
and airline profits has been complex, affected by a 
range of factors including fuel hedging, currency 
movements, aircraft fuel efficiency and the rela-
tionship between fuel prices and airline yields.  

In the period 2003 to 2007, oil prices and airline 
margins both rose together, thanks to a good 
supply/demand balance and the ability to raise 
fares. Since 2007, however, airline operating mar-
gins and fuel costs as a percentage of revenue 
have followed a broadly inverse relationship.  

In spite of a noticeably falling yield environment, 
the sharp rise in global airline operating margins 
since 2013 is at least partly attributable to the fall 
in fuel costs as a percentage of revenue. This fell 

from 32% in 2013 to 25% in 2015 and CAPA ex-
pects it to fall further to 18% in 2016 before ris-
ing to 20% in 2017. 

World airline industry operating margin and 
fuel costs as a percentage of revenue 1971 
to 2015 

The airline business remains cyclical 

The present combination of healthy traffic growth, 
low oil prices, capacity restraint and moves to-
wards market consolidation has created conditions 
for record airline industry profitability. This has 
been aided by the evolution of business models, 
stimulated by LCCs, towards a more cost efficient 
approach gradually leading to improved labour 
productivity.  

These trends have also been encouraged by 
greater levels of private sector ownership of air-
lines than in the past and developments in airline 
industry liberalisation.  

Nevertheless, although industry profitability may 
have undergone a structural improvement, the 
airline business remains cyclical and is unlikely to 
retain peak margins indefinitely.  

Indeed, the CAPA model predicts a modest decline 
in operating margin in 2017, albeit to a level that 
would still be higher than in any previous peak 
since the mid 1960s. As flagged in CAPA's Jan-
2016 profit outlook report (referenced above), 
current conditions appear fertile for new entrants 
and any surge from new competitors could start 
to spoil the party. 

If a downswing in the cycle is approaching, the 
extent to which the industry is able to limit the 
slump in margins will be a signal of how much it 
has truly changed for the better. Governments 
and regulators will need to resist any urge to raise 
protectionist barriers in a downturn. 

Source: CAPA - Centre for Avia on, IATA 

Source: CAPA - Centre for Avia on, Airline Monitor, IATA, ICAO 


