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Executive Summary 
 

After 6 tough years, culminating in a reported net loss of over $2.8bn in 2014, Qantas has staged a 

remarkable comeback including a record year of profitability in 2016 and potentially a new record in 

. Qa tas  sha e p i e also hit a e o d high late last year, 10 years after its previous high. This 

epo t a al ses the d i e s of this e o e , hethe  it s li al o  st u tu al, hethe  it s 
sustainable, and if Qantas is still an attractive investment. 

 

Looking at both the revenue and cost sides of the equation, our analysis found the following key 

drivers between 2014 and 2017: 

 

 Capacity – between 2014 and 2017 there was no change to the number of aircraft (303) and 

roughly the same number of available seats, so capacity growth was driven by flying the 

available seats more kilometres. This was achieved through increased utilisation of the aircraft 

(more block hours flown per day), and by flying more international services rather than 

domestic – over the period, international capacity increased 12% and domestic capacity 

decreased 3%. 

 Load Factors increased materially across all flying segments over the few years to 2017, and 

1H18 loads were some of the highest ever achieved. Domestic load factors have likely been 

boosted by lower domestic capacity, and there is some evidence of more cancelled services to 

o i e passe ge s o  fe e  se i es. I te atio all , Jetsta  as helped ith Tige ai s 
withdrawal from Bali (Jetstar makes up 40% of capacity between Australia and Bali), but mostly 

through better scheduling and yield management. Qantas invested in a new revenue 

management system (PROS) a couple of years ago and has been getting great results.  

 Fuel / oil prices appears to be the single biggest contributor to improved profits and was 

primarily driven by materially lower jet fuel prices following the collapse in the crude oil price 

post November 2014. Not insignificant, however, is that the greater efficiency of new aircraft, 

combined with more long-haul flying, saw the capacity flown per barrel of fuel increase over the 

period. It s i po ta t to ote, ho e e , a elatio ship et ee  fuel osts a d e e ues a d e 
note that total yield reduced over the same period as a result of declining fuel surcharges and 

the benefits of lower fuel prices being shared with passengers.  

 Ownership costs (aircraft), including depreciation, leases and capacity hire, decreased 

significantly in 2015 (by 23%, or over $300m) after the write-down of the carrying value of the 

Qantas international fleet. This was a once off step down, however, and the benefits have 

diminished over time. 

 The Qa tas Tra sfor atio  Progra  reduced gross costs by over $2.0bn since December 

2013 and included 3,700 lower employees. Excluding fuel, the Qantas group unit cost fell 4.4% 

between 2014 and 2017. Qantas achieved strong reductions in general corporate and overhead 

costs across the group, with unit costs falling 9% over the period. 

 

We also looked at return on capital invested (ROCI), hi h has st o gl  e eeded Qa tas  ost of 
capital over the past few years. ROCI has exceeded 20% for the past couple of years and has been 

driven by both strong EBIT profitability as well as lower invested capital following the international 

fleet write-down (ROCI is still strong, though, even adjusting for the impairment). Although we 

believe Qantas could maintain a ROCI above its cost of capital in the medium-term (in the absence of 

material industry shocks), it is likely to reduce in the coming years as a result of pressure on 

profitability as well as higher invested capital from increased capital expenditure on new aircraft (if 

Qantas grows capacity and/or maintains or reduces its fleet age). Average fleet age increased from 

7.7 years to 9.6 years between 2014 and 2017 due to lower capex over the past few years. 
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Looking forward, Qantas posted a record half-year profit for the 6-months to December 2017 and is 

on track to post a FY2018 profit broadly in line with, or possibly even exceeding, the previous full-

year record profit in 2016. The 2018 year is being driven primarily by capacity growth and strong 

load factors, however, there is a natural limit to how high load factors can go in future years. 

Successfully growing capacity will be influenced by numerous external factors affecting demand that 

airlines cannot control, and will also require increased capital expenditure on new aircraft. Qantas 

could also increase capacity by delaying the retirement of older aircraft when new aircraft enter the 

fleet. 

 

Although we believe Qantas has achieved a remarkable turnaround partly due to internal initiatives 

including cost cutting and efficiency improvement, and increased productivity, aircraft utilisation and 

load factors, it has also been helped by a buoyant demand environment, relatively benign 

competitive environment and significantly lower fuel costs. From 2019, it is unlikely that all these 

ducks will remain lined up in a row and, although profitability and returns can remain strong in the 

short- to medium-term, it is difficult to make a case for further improvements in profitability (that 

will drive positive share price performance) or sustainability of similar profits and returns through 

the cycle. 

 

The biggest risks in the short- to medium-term include: 

 

1. Domestic market irrational behaviour and increased competition. The following figure (for the 

whole Australian market) shows that capacity growth has been flat for a few years despite 

continued demand growth. We ote, though, that Qa tas  p i a  o petito , Vi gi  Aust alia, 
will strongly benefit from maintaining a rational market and raising overall industry profitability. 

2. A new domestic entrant – the domestic market has been rational and profitable, and the size of 

the EBIT profit pool has grown (see figure below) and could be seen as attractive. Although it 

would be difficult for a new entrant to get access to material infrastructure in the short-term, 

there are airport slots and gates available for limited new services 

3. Increased capacity and competition on key, profitable international routes. 

4. Industry shocks – such as geopolitical events, health scares, terrorism. 
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Introduction 
 

After six tough years, culminating in a reported net loss of over $2.8 billion for the 2014 financial 

year, Qantas saw a bounce back to profitability from 2015.   

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

The chart above shows net profit for Qantas (QAN) over almost twenty years. The past few years 

have been very profitable for Qantas and the share price hit an all-time high of $6.45/share in 

October 2017.  

 

 
Source: IRESS 

 

But it s ee  a olatile ide fo  the ai li e, oth i  te s of p ofita ilit  a d sha e p i e pe fo a e. 
The previous high in the stock price was almost exactly 10 years earlier in October 2007. 

 

Profitability, both in terms of Earnings before interest and tax (EBIT) and Net Profit after Tax (NPAT), 

peaked in the 2008 financial year, fell to its low in 2014, and has since rebounded such that Qantas 

posted its most profitable year ever in 2016 and second most profitable in 2017. Broking analysts are 

currently expecting 2018 profits to be broadly in line with the high of 2016. 
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Source: Qantas Airways, Arnhem Investment Management 

 

I  this epo t e ill look spe ifi all  at Qa tas Ai a s. I  pa ti ula , e e i te ested i  hat has 
driven this turnaround in profitability, whether these drivers are cyclical or structural, and how 

sustainable this profitability is. Ultimately, is it too late to invest in Qantas? 
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How has Qantas achieved its turn-around? 
 

To determine what drove the turnaround, we have analysed the operating and financial results of 

Qantas, with a detailed focus on the 2008, 2014 and 2017 financial years. 

 

The following two bridge charts show the key drivers in EBIT between 2008 and 2014, and between 

2014 and 2017. 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

The following figures show EBIT by business segment across all parts of Qantas, as well as a more 

detailed breakdown of the flying segments. 
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Source: Qantas Airways 

 

The Qantas branded international flying segment has been the most volatile in terms of profitability.  

 

 
Source: Qantas Airways 

 

The stronger Australian dollar (AUD) in the years prior to 2014 would have contributed to the 

weaker international result. When the AUD rises there is a double impact of reduced yields from 

overseas revenues as well as increased competition from other international carriers increasing 

Australian capacity to chase higher yielding traffic. We found a strong correlation (~0.6) between the 

AUDUSD FX rate and international services, and this is shown in the following figure. Given the 

material growth in services between Australia and China, we have shown passenger growth for all 

international services as well as passenger growth for ex-China services. The correlation is very 

similar, though.  
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Source: The Bureau of Infrastructure, Transport and Regional Economics (BITRE) 

 

 

In the search for key drivers, we e a al sed oth the e e ue a d ost sides of the e uatio  and 

address these in the coming chapters.  
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Revenue Drivers 
 

Revenue is primarily from fare paying passengers, but also includes ancillary passenger revenues, 

freight and the loyalty program. The following pie charts show revenue and EBIT (excluding 

corporate and unallocated) split by segment. Passenger flying accounted for 86% of revenue and 

77% of EBIT for the 2017 financial year. 

 

  
Source: Qantas Airways 

 

Flying revenue is a function of capacity flown, the load factor achieved on that capacity (i.e. what 

proportion of seats have fare paying passengers), and the yield or average fare paid.  

 

 
 

 
 

We have analysed how each of these factors has impacted profitability between the 2008 and 2014 

financial years, and again between the 2014 and 2017 financial years. 

 

Capacity 

 

Capacity grew over both periods and contributed positively to revenue. Capacity is typically 

measured in Available Seat Kilometres (ASKs).  

 

Ways of increasing available capacity include:  

 Adding more aircraft, 

 Increasing the seats per aircraft,  

 Increasing the utilisation hours flown per aircraft, 

 Flying the aircraft longer distances. 

 

The following figure shows that Qantas increased Domestic capacity (including Qantas brand, Jetstar 

and QantasLink) substantially between 2008 and 2014, but reduced it between 2014 and 2017.  

 

Passenger Revenue  =  Capacity   x   Load Factor ( =  Demand )  x  Average Revenue 

 

Passenger Revenue  =  ASKs  x  LF% ( =  RPKs)  x  Yield (c/RPK) 

Total Revenue = Passenger Revenues + Other/Ancillary Revenues 
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Source: Qantas Airways 

 

Between 2008 and 2014, total domestic capacity increased by 22%, with most of this being Jetstar 

(+66%) and QantasLink (+41%) rather than the Qantas brand (+4%). For almost a decade Qantas 

talked a out a li e i  the sa d  ith ega d to do esti  a ket sha e a d said it ould defe d a 
total domestic market share of 65%. That period in Australian domestic aviation is often referred to 

as o e of a apa it  a 1, hi h esulted i  ield p essu e as e ll see late .  
 

Between 2014 and 2017, total domestic capacity decreased by 3%, with Qantas branded services 

(including QantasLink) reducing capacity by 7% and Jetstar increasing capacity by 4.5%. During 2014 

Qantas said it would pull back f o  the li e i  the sa d  e tio ed a o e1. 

 

Total International capacity increased 6% between 2008 and 2014. Qantas International reduced 

capacity by 17% as flights were transferred to Jetstar and Jetstar Asia ramped up. The international 

Jetstar brands grew capacity 176% over the 6-year period. 

 

Total International capacity increased 12% between 2014 and 2017, with both Qantas International 

and the Jetstar international group increasing capacity by 12% each. 

 

So, capacity growth was dominated by domestic services in the first period (2008 to 2014) and 

international services in the second period (2014 to 2017).  

 

 
Source: Qantas Airways 
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Between 2008 and 2014, the total Qantas Group saw a 35% increase in aircraft from 224 to 303 

(passenger aircraft), and we estimate total seats increased about 27%.  

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

Between 2014 and 2017 the total Qantas Group fleet remained steady at 303 passenger aircraft and 

total seats was also roughly steady on our estimates. 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

The following figures show that the growth in the fleet to 2013/2014 has been driven by Jetstar, 

ith the Qa tas a ded fleet edu i g ith the eti e e t of the olde  s, s a d s. 
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Source: Qantas Airways, Arnhem Investment Management 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

This analysis shows that the growth in capacity between 2008 and 2014 was driven by new aircraft 

and greater domestic flying, largely to defend domestic market share. In contrast, the capacity 

growth between 2014 and 2017 was focused on international routes and driven primarily by flying 

more ASKs with roughly the same number of seats. This is graphically shown in the following figure.  

 

 
Source: Qantas Airways, Arnhem Investment Management 
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This is consistent with the fact that aircraft on international routes achieve average greater block 

flying hours per day (less time on the ground due to flying longer distances and flying between 

continents during the night). In addition, a key driver of improving airline economics is to improve 

fleet utilisation through increasing flying block hours per aircraft3. Qantas reported that its 

international widebody fleet achieved a 14% increase in utilisation between 2014 and 2017, flying an 

average of 14.9 hours per day in 2017 versus 13.0 hours per day in 20142. U fo tu atel , e a t 
track this long-term as Qantas does not generally report block hours flown. 

 

Load Factor 

The load factor is a measure for the proportion of available seats actually filled by fare paying 

passengers, adjusted for the different distances of services. Load factor is the ratio of total RPKs to 

ASKs and is expressed as a percentage.  

 

Load Factors can be influenced by various factors including: 

 Overall appeal – service, comfort, brand, 

 Yield management systems – pricing, 

 Cancelling services and combining passengers on less flights, 

 Scheduling appropriate sized aircraft. 

 

Afte  falli g et ee   a d , e e see  Qa tas load fa to s i ease ate iall  up to . 
1H18 load factors were significantly stronger again.  

 

 
Source: Qantas Airways 

 

 
Source: Qantas Airways 
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The d op i  do esti  load fa to s et ee   a d  as likel  d i e   the apa it  a  i  
the domestic market and difficulty in filling those extra seats.  

 

The stronger load factors since 2014 are mostly due to lower capacity in the domestic market and 

there is also some evidence of cancelled services to combine passengers (particularly for Jetstar – as 

shown below).  

 

 
Source: Qantas Airways 

 

The stronger international load factors since 2014 are primarily due to better scheduling and yield 

management. Qantas invested in a new Revenue Management system (PROS) a few years ago and, 

afte  i teg ati g data a d a pe iod of lea i g, the s ste  is sta ti g to p odu e esults. Tige ai s 
withdrawal from Bali has also helped load factors for Jetstar International, given Jetstar accounts for 

about 40% of capacity in and out of Bali from Australia. 

 

 
Source: Qantas Airways 

 

 

Yield 

Yield is a measure of revenue per unit of flying, and is typically defined as revenue (cents) per 

revenue passenger kilometre (RPK). The following figure shows annual capacity changes versus 

average change in yield and is an aggregate across all domestic airlines (Qantas, Virgin, Jetstar and 

Tigerair). The flat yields despite flat capacity growth over the past few years can be explained by the 
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shift in capacity from the full-service carriers (Qantas and Virgin) to their low-cost off-shoots (Jetstar 

and Tigerair).  

 
Source: Qantas Airways, Virgin Australia, Bureau of Infrastructure, Transport and Regional Economics (BITRE), Arnhem Estimates 

 

There is a strong negative correlation between capacity and yield. In times of strong market capacity 

growth, airlines have needed to cut airfares in order to sell seats.  

 

This relationship is particularly pronounced with discount fares. The figure above shows the inverse 

relationship between capacity (ASKs) and the Best Discount airfares index. The data sets have a 

correlation of -0.5. 

 

 
Source: The Bureau of Infrastructure, Transport and Regional Economics (BITRE) 

 

Yield detracted from profitability in both periods, 2008 to 2014 and then to 2017. Although in the 

latter period, the lower fuel cost would also have corresponded to lower fuel surcharges (reflected 

in revenues and yields) and an industry wide sharing of lower fuel prices with passengers. We note 

that Qantas reported very strong domestic yield growth in 1H18. 

 

International routes, or long haul flights in general, have lower yields than short haul flights (such as 

domestic) partly due to the higher costs associated with take-offs and landings. So the relative shift 

in aircraft between international (long haul) and domestic (short haul) will impact total group yield. 
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Qa tas  shift i  fl i g f o  Qa tas a d to Jetsta  ill also ha e o t i uted to a lo e  total group 

yield. However, flying relatively more long haul services and shifting services to Jetstar will also 

reduce total group unit costs, so e a t just look at ield i  isolatio  – it s the difference between 

yield and unit cost that is important.  

 

We ll look at the ost side of the e uatio  i  o e detail i  the e t se tio , ho e e , the follo i g 
figure compares yields for the different flying segments. 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

 

 
Source: Qantas Airways, Arnhem Investment Management 
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Cost Drivers 
 

Qantas uses similar cost categories to other airlines, although there can be subtle differences in 

hat s i luded a d ot i luded i  a atego , hi h ea s one needs to be careful doing direct 

comparisons. Manpower/labour, Fuel & Oil and Aircraft Operating Variable expenses are the largest 

three categories, with the latter further split and route navigation/landing fees and maintenance 

being the largest two sub-categories. These are shown in the following figures. 

 

  
Source: Qantas Airways 

 

With regard to costs, we have looked at the three largest cost categories separately (labour, fuel & 

oil and aircraft operating variable), and grouped the other non-interest costs into corporate 

overheads (selling/marketing, property, computers/communications, other) and ownership costs 

(depreciation, leases and capacity hire). 

 

Capacity increased materially between the various periods (up 12% between 2008 and 2014 and up 

6% between 2014 and 2017), and clearly many costs relate directly to how much capacity is flown 

(such as fuel and aircraft operating variable). Our analysis, therefore, will look closely at unit costs – 

to adjust for changes in capacity and activity. The following figure looks at the key cost components.  

 

 
Source: Qantas Airways 

 



19 

 

 

The following figures show that fuel has been a major cost driver (including on a unit cost basis). It s 
important to note, however, a relationship between fuel costs and revenues and we note that total 

yield reduced over the same period as a result of declining fuel surcharges and the benefits of lower 

fuel prices being shared with passengers. 

 

 
Source: Qantas Airways 

 

Total unit cost (pre interest and tax) (cents per ASK) fell 3.3% from 11.48 c/ASK in FY08 to 11.10 

c/ASK in FY14, and fell 13.3% between FY14 and FY17 to 9.62 c/ASK. Excluding fuel out of the unit 

cost as well, between 2014 and 2017 it fell 4.4%, or an average of 1.5% per annum.  

 

Qantas has consistently run cost reduction programs with the most relevant to the period we are 

a al si g ei g the Qa tas T a sfo atio  P og a , hi h as lau hed i  De e e   a d 
targeted $2.0 billion of gross cost reductions over the period to July 2017. The following figure 

shows that the program achieved $2.1 billion of gross cost reductions, and the company 

subsequently announced a targeted $400m of additional gross cost out per annum between FY18 

and FY20. 

  

 
Source: Qantas Airways 

 

These numbers show how challenging the airline industry is and the significance of ongoing cost 

inflation. Despite taking out $2.1 billion of gross costs between 2014 and 2017, equating to greater 

than 10% of ex-fuel expenditure, unit costs (ex-fuel) only reduced 4.4% over the period. Over the 
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same period, total group yield (net passenger revenue per RPK) declined 5.5% from 12.1 c/RPK to 

11.4 c/RPK. The following figure shows total unit cost and total unit revenue since 2004. 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

As we e tio ed ea lie , it s the size of the gap o  ja s  et ee  these t o li es a o e that is 
important. 

 

 

Labour 

As part of the Qantas Transformation Program, the company aimed to reduce gross full–time 

equivalent (FTE) headcount by 5,000 staff. By the end of 2017 the company advised that this had 

been achieved, although the net reduction was about 3,700 due to increased activity and new 

businesses. 

 

Between 2014 and 2017, however, average cost per FTE grew at an average per annum rate of 3.3% 

to about $133k. Over the past 10-years the average rate has been 3.7% p.a. The heavily unionised 

workforce (60-70%) has driven annualised pay increases. The following figure shows, however, that 

despite that headwind, management has been able to drive labour unit cost down over time 

productivity improvements. 

 

 
Source: Qantas Airways, Arnhem Investment Management 
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Aircraft Operating Variable 

The figure above shows that unit aircraft operating costs have increased 11% since 2011. Route 

navigation and landing fees are the largest component of these costs and, although its unit cost has 

grown since 2008, over the past four years route navigation and landing fees (unit cost) has been 

relatively flat. Security charges have also driven up this cost segment, which are a pass through from 

the airports. 

 

 
Source: Qantas Airways 

 

Unit maintenance costs have been broadly flat over the past 8 years, although 2009 saw abnormally 

high maintenance costs, largely due to industrial action by the Australian Licenced Aircraft Engineers 

Association that resulted in a maintenance backlog and additional expenses. 

 

Airport passenger and landing fees generally increase each year, as shown by the most recent 

agreement between Sydney Airport and the international airlines that will see 3.8% annual increases 

in the per passenger aeronautical charge between 2016 and 2020. This means that the Aircraft 

Operating cost category will continue to require cost reductions initiatives to offset this cost 

inflation. The o goi g T a sfo atio  ost reduction target of $400m per annum out to 2020 aims 

to minimise the impact of cost inflation such as this. 

 

Fuel & Oil 

Accounting for about 1/5th of total pre-interest expenses (in FY2017), fuel is the segment that has 

resulted in the most volatility in the total cost base. The following figure shows average yearly 

Singapore Jet Fuel spot prices versus the average price paid by Qantas (adjusted for transport and 

se i e i  to pla e  osts . 
 

 
Source: Qantas Airways, Arnhem Investment Management 
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The difference in yearly prices in the previous figure is the impact of hedging. For FY2018, the 

company has guided to ~A$3.24 billion of fuel costs, which is an increase of $200m (6.6%) on FY17 

despite an increase of 18% in the average BRENT crude oil price for the 9 months to 31st March. The 

p e ious figu e sho s that i  ti es of isi g oil p i es, Qa tas  hedgi g has historically added value 

with effective price paid lagging the spot price. 

 

The price per barrel of fuel paid is the key determinant of total fuel costs, but the efficiency of the 

aircraft fleet and the type of flying (long haul versus short haul) will also impact fuel usage. 

Disproportionately more fuel is used in take-offs and landings rather than cruising, so flying a few 

long-haul services, versus many short-haul services, will result in lower fuel usage for the same 

capacity flown.  

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

 

Other Costs 

Finally, looking at the other groups of costs, ownership costs (D&A, rental leases and capacity hire) 

stepped down in FY15 following the large write-down in the carrying value of the Qantas 

International fleet (total Qantas PPE fell from $13.8bn to $10.5bn) and subsequent drop in 

depreciation charge. D&A in FY15 was over $300m lower than FY14 (down 23%). 

 

Corporate and overhead costs, which includes selling & marketing, computers and communication, 

property, and other general expenses, has declined steadily over the past decade from 1.76 

cents/ASK in FY08 to 1.35 cents/ASK in FY17, a rate of about 3% per annum. Between FY14 and FY17, 

overhead costs per ASK declined 9%. This has been a big focus of the cost reduction programs such 

as the Qa tas T a sfo atio  P og a . 
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Return Analysis 
 

After returning below its weighted average cost of capital (WACC) for a number of years, FY15 to 

FY17 have seen strong return on capital invested (ROCI) well above WACC. 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

ROCI measures how well a company uses all capital employed to generate profits. We have also 

looked at etu  o  e uit  ROE , hi h easu es ho  ell a o pa  uses sha eholde s  e uit  to 
ge e ate p ofits. The ha t elo  sho s Qa tas  ROE, a d i ludes Du Po t a al sis, hi h looks at 
what has driven the improvement in ROE. 

 

 
Source: Qantas Airways, Arnhem Investment Management 

 

Increased leverage from the fleet write-down, combined with the improved operating margin, have 

strongly driven ROE. Increased asset turnover has also contributed. 

 

Goi g fo a d, Qa tas  a ilit  to ai tain a strong ROCI above its cost of capital will depend on both 

maintaining EBIT as well as avoiding a big increase in capital invested. The largest area of investment 

is clearly in aircraft. 

 

According to Qantas data, the average age of its fleet has increased over the past 2 years, after 

almost a decade of gradual declines. 
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Source: Qantas Airways 

 

As we would expect, this has been largely driven by a reduction in capital expenditure (capex) on 

new aircraft. 

 

 
Source: Qantas Airways 

 

This is even more obvious when adjusting capex for leases (shown below), given aircraft can be 

either bought or leased. The decision to buy or lease aircraft depends on numerous factors including 

lease rates, finance rates and the requirements for fleet flexibility, such that the optimal ratio in the 

Qantas fleet will vary from year to year. Capex will likely need to increase in the coming years if 

capacity is to grow and/or fleet age maintained or reduced. 

 

 
Source: Qantas Airways, Arnhem Investment Management   
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2018 Expectations & Conclusions 
 

Qantas has guided to ~1% total group capacity growth for 2H18, following 2% growth in 1H18. This 

implies about 1.5% capacity growth for full-year 2018. If we assume continued strong load factors in 

2H (although they are typically a little lower in 2H compared to 1H), this equates to about 5% 

de a d g o th RPK s , si ila  to H .  
 

The figu e elo  sho s that st o ge  de a d RPK s , pa ti ula l  d i e   st o ge  load fa to s, is 
the key driver of expected EBIT growth in FY2018. There is also expected to be a positive 

contribution from other ancillary revenues (including loyalty and freight), consistent with the 1H 

result. 

 

On the cost side, Qantas is targeting a further >$400m of gross cost reductions for FY18, although 

also expects about $250m of cost inflation (including wage growth). The company has also provided 

guidance on fuel, D&A and rental lease costs.  

 

The following figure summarises our expectations regarding the various revenue and cost line items. 

 

 
Source: Qantas Airways, Arnhem Investment Management (forecasts as at 6 April 2018) 

 

In the absence of any major industry shocks, therefore, Qantas looks likely to post a strong profit 

result in August for the FY18 year. If cost reduction initiatives deliver above expectation, or yields are 

stronger than expected, the company could post a new record profit. 

 

Qantas has had such a strong period, we have to remind ourselves that the airline industry is cyclical 

by nature. It is highly competitive ith apa it  easil  o ed et ee  a kets, it s a ommodity 

i dust  a d the p odu t is pe isha le so the e s i e ti e to sell the last seats at a  p i e. I  
addition, external industry shocks occur from time to time. Stronger capacity and higher load factors 

have driven revenue for Qantas in recent years, but there is a natural limit to how high load factors 

can go. In a point-to-point market like Australian domestic it is hard to get load factors as high as a 

hub-and-spoke market like the United States. Continuing to grow capacity also depends on sufficient 

demand to fill it, and there are many external factors affecting demand that airlines cannot control. 

 

Although we believe Qantas has achieved a remarkable turnaround partly due to internal initiatives 

including cost cutting and efficiency improvement, and increased productivity, aircraft utilisation and 

load factors, it has also been helped by a buoyant demand environment, relatively benign 

competitive environment and significantly lower fuel costs. From 2019, it is unlikely that all these 
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ducks will remain lined up in a row and, although profitability and returns can remain strong, it is 

difficult to make a case for further improvements in profitability. 

 

The biggest risks in the short- to medium-term include: 

 

1. Domestic market irrational behaviour and increased competition. The following figure (for the 

whole Australian market) shows that capacity growth has been flat for a few years despite 

continued demand growth. We ote, though, that Qa tas  p i a  o petito , Vi gi  Aust alia, 
will strongly benefit from maintaining a rational market and raising overall industry profitability. 

 

 
Source: The Bureau of Infrastructure, Transport and Regional Economics (BITRE) 

 

2. A new domestic entrant – the domestic market has been rational and profitable, and the size of 

the EBIT profit pool has grown (see figure below) and could be seen as attractive. Although it 

would be difficult for a new entrant to get access to material infrastructure in the short-term, 

there are airport slots and gates available for limited new services.  

 

 
Source: Company Reports, UBS, Arnhem Investment Management 

 

3. Increased capacity and competition on key, profitable international routes. 

4. Industry shocks – such as geopolitical events, health scares, terrorism. 
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ASK’s Available Seat Kilometres 
A measure of capacity, calculated as seats available multiplied by kilometres flown. So a flight by a 
Boeing 737 with 180 seats, flying 750 kilometres equals 135,000 ASK’s (180 x 750). 

Average Stage Length Average distance flown across all flights, weighted by number of passengers on 
those flights. 

Block Hour An aviation measurement term for aircraft utilisation, and is the time between when the 
aircraft door closes just before departure to when the door opens again at the arrival gate. 

CASK (unit cost) Cost per ASK,A measure of cost per unit of capacity flown, usually expressed in cents 

EBIT Earnings before interest and tax 

Load Factor A measure of utilisation, shown as a percentage. It’s calculated as RPK’s divided by ASK’s 
   
Narrowbody Smaller aircraft with one aisle and a row of seats on either side. Also called a ‘single aisle’ 
aircraft. Airbus A320 and Boeing 737 are examples. 

NPAT Net profit after tax 

RASK Revenue per ASK. A measure of revenue per unit of capacity flown, usually expressed in cents 

RPK’s Revenue Passenger Kilometres. A measure of demand, calculated as number of fare paying 
passengers multiplied by kilometres flown. So a flight by a Boeing 737 with 180 seats traveling 750 
kilometres, but with only 130 seats containing fare paying passengers, would equal 97,500 RPK’s (130 x 
750). 

Widebody Large aircraft with a fuselage wide enough for two aisles and >7 seats abreast (2-3-2). Also 
called ‘twin-aisle’ aircraft. Boeing 747 and Airbus A380 are examples. 

Yield A unit measure of revenue, calculated as cents per RPK flown 

Yield Management A variable revenue-management pricing strategy focused on optimising inventory 
such that each seat is sold to the right person at the right time to maximise total revenue for the flight. 


