
Top 5 position airline group worldwide

Air France-KLM (AF-KLM) is the second-largest European airline group and the world’s fifth-
largest airline by revenue, with France and the Netherlands as its core markets. The company
generates most of its revenues from the Network segment (86% of 9M22 revenues), which
includes cargo (8% of revenues) and passenger activities (78%) carried out by the legacy
carriers (i.e. Air France and KLM). AF-KLM is also present in the low-cost segment through
Transavia (9% of revenues) and in the maintenance segment (5% of revenues). The company
assigns 29% of its capacity to the Europe-North Atlantic routes.

Reopening of the APAC region is very positive for the Airline
industry

Airline groups have been able to deliver strong yoy revenues growth through 2022, supported
by good pricing power and sound rebound in travel demand post-Covid. This has allowed the
overall industry to offset the challenging macroeconomic environment and rising inflation. For
2023, while the macroeconomic environment is expected to remain difficult, the reopening of
the APAC region should help to offset some of the possible declines (not yet seen) in Europe
and North America impacted by the looming recession. As a reminder, the APAC region is the
biggest region in terms of domestic RPKs and second-biggest by international RPKs.

AF-KLM has Lower EBIT margins than the overall industry

AF-KLM has the lowest EBIT margin among the three European legacy airlines, being at 4.2%
during FY19. We understand that this underperformance is mainly explained by the impact of
the operations in France, which have been historically unprofitable, on top of salaries taking a
higher than industry average share of revenues. To improve this, the company is carrying out a
program with EBIT margin targeted at 7-8% by FY24. While we expect an overall EBIT margin
improvement by then, we believe that the targets is aggressive. With most of the cost savings
are intended to come from FTE reduction amid the industry’s lack of staff, social tensions may
arise, leading to higher costs, as seen in the past. Furthermore, historically, AF-KLM has never
been able to reach such margin levels.

FY23 is expected to deliver further yoy growth but deleveraging
could be limited

Despite the current challenging macroeconomic environment, we expect AF-KLM to report
good sets of results during FY23. The overall limited industry capacity, coupled with strong
demand for travel services, will continue to support the high yields for the overall industry.
While the looming recession in the US and Europe may impact performance (albeit no impact
has yet been seen) the reopening of APAC should limit the net effect. The route Europe-APAC
has been the second-most important for AF-KLM. As such, the reopening of the region should
allow for higher passenger volumes. That said, we expect deleveraging to be limited from
current levels as the net leverage ratio is already down to around FY19 levels while high capex
requirements will put pressure on cash generation, limiting deleveraging.
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Buy the newly issue SLBs and Overweight the existing 2025-26
notes

AF-KLM is back to the market with a two-tranche bond offering with 3-year and 5-year
maturities (amounts yet to be disclosed but a minimum €500m for each tranche upsized from
minimum €300m each). The bonds will be SLBs and will be senior unsecured obligations of the
issuer. The company has currently 3 bonds outstanding, with the 2026 notes being its longest
maturity. These are trading at 91.8 (ytm of 6.6%).

In the EUR HY universe, we see two companies as good comparisons, namely IAG (bonds
ratings: B1/BB – corporate ratings Ba2/BB) and Lufthansa (corporate and bond ratings:
Ba2/BB). IAG has two comparable bonds, a 2027 bond (with a ytm of 6.7%) and a 2029 bond
(ytm of 8.1%). Lufthansa also has comparable bonds, one maturing in 2026 (ytm of 5.6%) and
one in 2028 (ytm of 5.9%). We expect AF-KLM new bonds to price more in line with those of
IAG than those of Lufthansa, given the latter’s much better credit profile and larger scale.
Based on the most recent deals (Team System and 888), the premium offered by a new issue
over the outstanding bond maturing in the same year ranges between 0.7% and 1.2%. In line
with this, we estimate the price of AF-KLM new bonds to be in the 7.625% area for the 3-
year maturity and around 8.2% for the 5-year bond.

We note that the 3-year notes priced slightly tighter than our fair price at 7.375% (IPTs of
7.75%) while the 5-year bond priced in line with our estimates at 8.25% to maturity (IPTs of
8.5%). The notes would thus offer an issuance premium in line with recent deals and a justified
premium over IAG’s comparable EUR bonds thanks to IAG’s much higher EBIT margins, better
equity profile, and no government loan constraint. Also, this reflects the high share of debt
maturing during 2024 and 2025 partially compensated by the strong liquidity profile.

We would recommend investors to Buy the new issues. We believe that the expected
premium of the bonds over those of direct peers compensates investors for: (i) the company’s
complicated corporate structure and significant social impacts; (ii) lower EBIT margins than
direct peers with an EBIT target increase which is optimistic in our opinion; (iii) limited flexibility
on its liquidity as government loans remain on the capital structure; (iv) high capex
requirements to carry out the fleet rollover; (v) high share of debt maturing over before YE25
(64% as per our estimates); and (vi) risk of a U turn on China’s covid policy. Supporting our
recommendation, positive factors include: (i) the company’s very strong liquidity position; (ii) its
low net leverage; (iv) the continued reduction of government loans; and (iv) AF-KLM’s top 5
position in the global airline market.

Regarding the existing straight bonds, we initiate coverage with an Underweight
recommendation on the EUR 2024 notes as we prefer the EUR 2024 notes of Lufthansa
(Overweight). However, we start with an Overweight recommendation on the EUR 2025-26
notes as they offer an attractive premium versus the broader index and direct peers.

Sources: Bloomberg, Spread Research
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Transaction

Air France-KLM (AF-KLM) is coming back to the EUR HY market with a two-part (3Y and 5Y),
senior unsecured, sustainability-linked bond (SLB) offering, with each tranche having an
amount of €500m (upsized from €300m minimum each). Proceeds from the issue will be used
for general corporate purposes, including the partial redemption of the French state-guaranteed
loan provided in May 2020 to help the airline to withstand the Covid-19 crisis. We believe that
this will entirely target the first tranche due May 2024 with the current amount outstanding being
€1,150m. The transaction is expected to be credit-neutral with net leverage remaining at 1.6x
as of end-September. The company is not rated by any credit rating agency.

Sources: Spread Research

The new SLB targets cover both environmental and personnel and cultural aspects. For the
environmental aspects, the company has set 3 targets: (i) a 30% reduction in CO2 emissions
per revenue tonnes kilometer (RTK) by 2030 based on 2019 levels; (ii) the use of 10% of
sustainable aviation fuels (SAF) worldwide also by 2030; and (iii) net-zero emissions by 2050.
Regarding the personnel and culture aspects, AF-KLM targets that of its top 10% management
level positions, 40% have to be held by women by 2030. The issue framework received a
second-party opinion from Moody’s. The issue framework received a second-party opinion from
Moody’s, which concluded it involved a “significant contribution to sustainability” and “best
practices” alignment.

The target observation date has been set at December 31, 2025. A step-up/ premium trigger
event will occur if, as of the observation date, AF-KLM has failed to reduce by 10% its CO2
emissions per RTK. In the event it does not manage such a reduction, AF-KLM will pay a
premium of 75bps on the 3-year bonds and will carry a step-up on the coupon of 37.5bps per
annum for the 5-year bond.

Overall, we believe that the company’s approach to emissions reduction makes sense,
and could well enable it to reach its goal of net zero CO2 emissions by 2050 (see below).
We view a resurgence of the Covid-19 pandemic and potential issues in the scalability of
emission-cutting measures as the main risks to AF-KLM reaching the targets set for 2025.

We resume coverage with a Stable credit view

We resume coverage of AF-KLM with a Stable credit view. After a tough 2020 and 2021,
reflecting the massive impact on airlines of the Covid-19 pandemic, AF-KLM have rebounded
strongly, supported by the easing of travel restrictions worldwide. Furthermore, demand for
travel services has been stronger-than-anticipated, despite a challenging macroeconomic
environment. This, coupled with more limited capacity, has led to a strong pricing environment.
As such, AF-KLM has been able to offset inflationary pressures (notably fuel and wages costs)
with price rises. We expect FY23 to deliver another yoy growth in revenues, taking them almost
back to FY19 levels. Cost-saving initiatives and the continued limited capacity supporting high
yields should allow most of the inflationary pressures to be offset and for AF-KLM to deliver
higher yoy margins. The company’s liquidity position is strong and net leverage is low, being at
1.6x as of end-September 2022, only slightly above the 1.5x level exhibited as of YE19.
Furthermore, we also factor in the company’s top 5 position in the global airlines sector, while
the reopening of APAC, notably China, is a game-changer for the industry.

Our credit view is somewhat constrained by AF-KLM’s lower EBIT margin when compared to
peers and our expectations of only limited deleveraging from current levels. This is mainly due
to the higher capex expected in the near future to shuffle AF-KLM’s fleet and comply with
tougher GHG emissions regulations. Also, we expect the company to start paying dividends
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and to embark on M&A transactions in the near-term as AF-KLM continues to repay the
government loans which restrict how the group uses its liquidity. Also, looming recession in
Europe may hurt the recovery pace, albeit as of today no impact from the deteriorating
economic environment has been felt. Finally, we note that the company has been involved in
significant social controversies which has cost the group almost €1bn over the last 10 years.
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Key credit drivers

(+) Top 3 European airline group and fifth-largest globally, with leading positions in the Europe-
Latam route.

(+) Strong liquidity and good access to capital markets to withstand any economic disruption.

(+) Structurally, AF-KLM is an FCF-generative business.

(+) Strong rebound in its operating performance as restrictions were eased, with FY23 also
expected to deliver yoy revenues growth despite the challenging macroeconomic environment.

(+) Huge liquidity achievements in 2021-2022 with State guaranteed loans and RCF largely
redeemed, notably due to a sizeable equity injection (€1.6bn)

(+) Good momentum in strengthening the balance sheet with net leverage already virtually at
YE19 levels.

(+) Strong demand in the airline industry with still limited capacity to continue supporting high
yields.

(+) The reopening of the APAC region is a game-changer for the airline industry, being the
biggest domestic RPK contributor and second-biggest in terms of international RPKs.

(+) Thanks to its high exposure to the long-haul segment and to its LCC brand Transavia, the
company is well positioned to face up to increased competition from other LCC airlines.

(+) AF-KLM’s sustainability targets make sense and seem achievable.

(-) Highly cyclical and seasonal industry.

(-) The airline industry is highly competitive and fragmented which may over time lead to price
pressures.

(-) High fixed cost structure.

(-) Lowest EBIT margin among the three European legacy airlines.

(-) Exposure to external factors such as oil price increases (albeit the company has good
hedging policies) and pandemics.

(-) High debt load maturing before YE25 albeit the liquidity position provides some protection for
it.

(-) Tougher GHG emission regulations require significant capex and costlier sustainability fuels
to comply with them, which may limit cash generation.

(-) Limited deleveraging going forward due to high capex and the probable return of dividends
and M&A once the government loans have been reduced by 75% (currently reduced by 73%
including the expected repayment of the PGE).

(-) Lower-than-average ESG score impacted by social scandals and environmental impacts.
Furthermore, we note that AF-KLM corporate structure is rather complex with many significant
shareholders, the interests of which may not always be aligned.
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Company profile

Air France-KLM (AF-KLM) is one of Europe’s largest airlines, formed in May 2004 through the
merger of the leading airline in France (Air France) and in the Netherlands (KLM). The
company generates most of its revenues from the Network segment (86% of 9M22 revenues),
which includes cargo (8% of revenues) and passenger activities (78%) carried out by the
legacy carriers (i.e. Air France and KLM). AF-KLM is also present in the low-cost segment
through Transavia (9% of revenues) and in the maintenance segment (5% of revenues).

Sources: company, Spread Research

With Roissy-Charles de Gaulle and Amsterdam-Schiphol airports as its hubs, not surprisingly
most of the group’s sales are generated in France (31% of 9M22 revenues) and in the Benelux
area (17%). In the rest of Europe, the company generates around 20% of its revenues, while
the rest of the world accounts for the remaining 32%. In the first nine months of 2022, excluding
Transavia AF-KLM deployed 29% of its available seat kilometers (ASKs) on flights to North
America. This was followed by Latam and Asia/Middle East (each with 13%), the Caribbean
(14%), and Africa (11%). The remaining 19% relates to short- and medium-haul capacity.

Sources: company, Spread Research

For the 12 months to end-September 2022, the company generated €24.1bn revenues
and EBIT of €1.2bn, implying a margin of 5.1%. For the first nine months of 2022, the
company carried 48.5m passengers and had 530 available aircraft serving over 300 different
destinations. Out of the 530 aircraft, 195 are owned by AF-KLM, 67 are operated through a
finance lease, and 268 through an operating lease. The group is a member of the Sky Team
Alliance. Its main competitors in Europe are Lufthansa and IAG, the parent of British Airways
and Iberia.
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Expected industry improvement during FY23 to stem from the
reopening of APAC, limiting the impact from the looming recession
in Europe

The airline industry delivered very strong results for 9M22, supported by the overall recovery in
travel demand as restrictions worldwide eased. RPKs, used to measure air travel demand,
reached 74% of 2019 levels in October 2022, significantly up from 50% in January 2022.
Different from 2021, the overall recovery in 2022 was driven by the rebound in international
revenue passenger kilometers (RPKs), which reached 72% of 2019 levels in October
compared to only 38% in January. This in turn reflected strong overseas travel demand once
international restrictions were eased. By region, North America leads the overall recovery with
international RPKs being at 90% of FY19 levels, supported by the routes going to and from
Latam, on top of increasing demand for flights to Europe. International RPKs in Europe stood at
82% of 2019 levels in October. Not surprisingly, APAC has shown the weakest performance
with international RPKs reaching only 43% of 2019 levels. This is mainly explained by the
lagged recovery within the region stemming from tougher and continuing Covid-19 restrictions,
albeit the situation is improving with key countries such as Japan, South Korea, India and
Australia relaxing their travel restrictions and now China having reconsidered its zero-Covid
approach.

Sources: IATA, Spread Research
Note: vs 2019 base

Despite the exceptionally high inflation environment, and other fall-out from the war in Ukraine,
demand for airline services has been strong. Coupled with limited capacity, which has not been
able to cope with the increase in demand, the overall airline industry benefited from a strong
pricing environment with air ticket fares well above 2019 levels. On top of strong demand, the
overall recovery in premium/luxury and corporate travel - with longer stay days thanks to more
flexible work conditions (i.e. remote working) - also supported higher prices within the industry.

Sources: company, Spread Research
RASK = revenue per available seat kilometer

FY23 looks set to be another good year for airlines. Besides pricing, supported by still
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limited capacity (OAG expects air capacity to reach only 85% of 2019 levels for the overall
industry, while Lufthansa forecasts its capacity to reach only 90% of pre-Covid levels by 2024),
we believe that this will be mainly driven by the reopening of the APAC region, notably China.
The APAC region represented in FY19 35% of global RPK, being the biggest market, followed
by Europe (27%) and North America (22%). Internationally, APAC RPK represented 19% of
total global RPK, only behind Europe (24%). As such, the anticipated improvement in APAC
travel demand offers good upside earnings potential, and could help to offset some of the
impact of recessionary pressures in both Europe and North America. While China, the biggest
market in APAC, has still significant restrictions, the government approach towards Covid is
changing positively for the travel industry. The country is reopening its frontiers for international
travel, albeit restrictions such as wearing masks and pre-departure testing may limit the short-
term rebound. That said, these restrictions will probably ease in the near future, as seen
historically with the other jurisdictions.

While some risks remain, we expect the overall industry to post yoy growth in 2023 at
both the top and bottom line, with Inflationary pressures and the impact from the looming
recession likely to be more than offset by strong pricing and robust underlying demand, with
scope for a further rise in passenger volumes, and better activity levels in the APAC region.
While other risks remain, such as fresh Covid-19 outbreaks, we note that restrictions following
the more recent rises in cases were less and less severe, especially in Europe and North
America. For the European carriers, we expect the opening of APAC to have a greater
positive impact on both Lufthansa and AF-KLM , for which the region accounted for 22% of
overall ASKs in 2019, than for IAG as its ASKs for APAC only accounted for 8% of total ASKs
during FY19.

Top 5 global position in a highly fragmented and competitive
market

AF-KLM is the second-largest European airline group and the world’s fifth-largest airline by
revenue (3.8% market share in FY19), according to Statista. Ahead of AF-KLM, there are the
two biggest US airlines, Delta Air Lines and American Airlines (5.4% each), and Lufthansa and
United Airlines (5.1% each). The airline industry is highly fragmented, with the top 10
commercial aviation companies holding only 38% of the overall market by revenue, with the
percentage even less when looking at passengers carried. The other 62% is owned by
hundreds of smaller airline companies, most with a domestic focus.

As a result of such fragmentation, companies pre-Covid were trying to increase their market
share, leading to an increase in competition. While M&A activity has been halted due to
pandemic impacts, we expect this to change in the near future. Last year, IAG acquired 20% of
Air Europa, and we expect a full acquisition in the medium term, which will position IAG as the
absolute leader in the Europe-Latam route, ahead of AF-KLM (Source: IAG). Still regarding
IAG, rumors have arisen of a possible acquisition of EasyJet, which together with Vueling could
create a pan-Europe low-cost company to compete with Ryanair. Also, Portugal’s government
is looking to sell its stake in TAP Air Portugal (TAP) during 1H23, with both IAG and Air France
reportedly interested. The rationale behind such an acquisition would be to consolidate the
leading position of flight providers between Europe and South America. If AF-KLM were to win
the bid for TAP, it will become the leader in the Europe-Latam route with 27% market share (vs
19% based on FY19 information), slightly above IAG (26% including Air Europa).
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Sources: T4, IAG

Away from IAG, Lufthansa is said to be interested again in ITA, the Italian airline held by the
government, after the exclusive talks with the consortium created by Certares, with Air France
and Delta Air Lines as partners, ended without a positive outcome. That said, if the deal was to
go through, Lufthansa, through a consortium with Ferrovie dello Stato (FS), would not acquire
100% of ITA as the Italian government plans to maintain a minority stake in the airline.
According to government sources, the government could sell 51% of the airline to Lufthansa for
€250m, and 29% to FS, retaining the remaining 20%.

Other strategies include the airlines networks, such as Sky Team Alliance, of which AF-KLM is
a member, and Star Alliance (Lufthansa is a member). The latter is the biggest airline network
in the world, comprising 22% of overall passenger volume. Competition has also increased due
to overcapacity in this area and the entry of low-cost airlines such as Ryanair, EasyJet and
Wizz Air, especially in the short-haul segment. These airlines usually accept loss-making flights
to gain market share and do not use a hub-and-spoke strategy but rather a point-to-point
strategy. As such, looking ahead (i.e. beyond Covid-19) more M&A transactions and further
cooperation agreements are expected as airlines try to increase their revenues and market
share, without losing competitiveness.

Lower EBIT margins when compared to its peers

AF-KLM has the lowest EBIT margin of the three European legacy airlines, at 4.2% for FY19.
This compares to 12.9% for IAG and 5.6% for Lufthansa. However, excluding the impact from
lower margin businesses such as Cathering and Eurowings, Lufthansa’s FY19 EBIT margin
stood at c.7.8%. We understand that this underperformance is mainly explained by the impact
of AF’s domestic operations in France, which have been historically unprofitable, on top of
salaries taking a higher-than-industry average share of revenues.

In order to improve its profitability, AF started the restructuring of its domestic network
(transfering slots operated by Air France and HOP in Orly to Transavia), which seems to be
paying off as margins during 9M22 reached 5.5%, above 2019 levels, albeit this is also
explained by the strong yields in the industry. To make such an improvement sustainable, AF-
KLM is targeting €3bn cost-saving initiatives by 2024 and to reach EBIT margins of 7-8%, more
in line with the industry average. They include: (i) €1.4bn of savings within personnel expenses
by reducing FTEs by 12%, (ii) €0.8bn of savings within general expenses & synergies, (iii)
€0.4bn stemming from the improved oil consumption of its modernizing fleet, and (iv) €0.4bn
from new revenue streams (i.e. Flying Blue). However, we see this target as very ambitious,
being significantly higher than its historical margins. Also, we believe that many problems
could arise from the program with c.50% of such savings coming from FTEs reduction, which
could lead to strikes as seen in the past, while having both the French and Dutch government
as main investors could also limit such FTEs reduction. Furthermore, with the industry currently
suffering from the lack of staff, a reduction in FTEs seems hard to accomplish. That said, we do
expect an overall improvement despite a normalization in yields, with EBIT margins reaching
5.6% in FY24 as per our estimates.

Sources: companies, Spread Research
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Difficult corporate structure with high ESG impacts

AF-KLM is owned 28.6% by the French government and 9.3% by the Dutch government, both
having subscribed to the June 2022 capital increase, reaffirming their support. The third-largest
shareholder is the French shipping company CMA-CGM with a 9.0% stake, which was
acquired with the June 2022 capital increase. We view this participation as positive for the
group, given the strong industrial rationale for the cargo business activity. China Eastern
Airlines and Delta Air Lines have stakes of 4.7% and 2.9% respectively. The last capital
increase has diluted their percentages (from 9.6% and 5.8% prior to the capital increase), both
having disposed of some of their preferential subscription rights to CMA and used the proceeds
to subscribe to the capital increase.

Sources: company, Spread Research

We also consider that the governance of AF-KLM is complex, as reflected in its
shareholder and corporate structure. As regards the former, the interests of the French
and/or Dutch states with those of other shareholders may not always be aligned. In this regard,
the Dutch state acquired its stake in AF-KLM in 2019. At that time, the purchase was
considered as an unfriendly move by the French government, one made without consultation
with the board/management team of AF-KLM. The purchase of the stake by the Dutch state
was justified as being to protect Dutch interests. As regards the latter, KLM is owned c. 94% by
the holding entity Air France-KLM but Air France-KLM voting rights are limited to 49%. KLM’s
remaining voting rights are c. 6% owned by the Dutch state and at c. 45% equally split between
2 foundations (SAK 1 & SAK 2), both being constituted by one representative of Air France and
one representative of KLM. Both representatives elect a president, who should be Dutch
citizen. The governance is based on a group CEO committee, which determines the strategic
direction for all group airlines and business units.

In addition to a complex governance structure, the company has been involved in significant
social controversies in the past. The group has a poor record for dialogue with its employees,
which has resulted in strikes with significant impacts. There is a risk that such disruption may
resurface with the coming recovery, and inflation, which will likely need additional staffing,
especially after difficult years for staff. AF-KLM has already been impacted by significant strikes
in 2014, 2016 and 2018 for a total cost of c. €970m.

Finally, regarding the environmental aspect, airlines will likely face tougher CO2
emissions regulations. According to IAG, around 2.4% of overall CO2 emissions are
contributed by the aviation industry. In 2016, the International Civil Aviation Organization
agreed on a resolution to address CO2 emissions from international aviation as of 2021. The
Carbon Offsetting and Reduction Scheme for International Aviation (CORSIA) aims to stabilize
CO2 emissions at 2020 levels, requiring airlines to offset the growth of their emissions after
2020. To reduce their CO2 emissions, airlines have a few options, including fleet modernization
and the use of sustainable aviation fuels, implying higher capex and fuel costs. Also, as air
travel is perceived as a major driver in climate change, the expansion of rail transport,
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especially in the high-speed sector, could put pressure on some routes traditionally operated by
airlines. Their convenience and lower CO2 emissions may lead customers to change from
airlines to railways.

To cope with these pressures, AF-KLM has set some sustainability targets, also included
in the new SLB issue. AF-KLM is aiming to reduce its emissions ratio (gCO2e/RTK) by 10% in
2025 from a 2019 baseline (i.e. to 851 from 948). Given that 82% of overall greenhouse gas
(GHG) emissions in 2021 were related to aviation fuel (scope 1), the company’s most obvious
lever to reach its target is to reduce flight-related GHG emissions. To achieve this, the
company has planned on renewing its fleet, keeping in mind that new generation aircraft emit
20-25% less CO2 than old ones. As of end-2021, new generation aircraft made up 10% of the
fleet, while the company estimated in its sustainability financing framework posted in December
2022 that as of end-2022, the number stood at 17%. AF-KLM is aiming for new generating
aircraft to make up 41% of its fleet by end-2025. This will of course translate into higher
capital requirements to execute the fleet rollout.

Sources: company, Spread Research

The company also intends to have recourse to sustainable aviation fuels (SAFs), which reduce
GHG emissions by up to 80% over the entire cycle, with a target of reaching 10% of SAF
component by 2030. However, this process is very recent, as on May 18, 2021, Air France
operated the first long-haul flight fueled by SAF. Also, it is worth noting that SAF is more
expensive than the traditional fuel, which will very likely lead to higher fuel costs.

Finally, AF-KLM has also been favoring eco-piloting measures, implying more direct
trajectories, and applying other procedures which limit fuel consumption, such as continuous
descent, among others.

Sources: company, Spread Research

All of these measures are part of a broader industry target to reach net zero CO2
emissions by 2050. According to the company, to reach the net zero target, the overall CO2
emission reduction breakdown is as follows: 45% from SAF, 21% from fleet renewal, 16% from
new technologies (e.g. new turbines), 10% from operational efficiency (e.g. eco-piloting), and
8% from high-quality offsets (e.g. direct air capture with carbon storage). Overall, we believe
that the company’s approach makes sense, supported by its strong liquidity position to
cope with the necessary higher investments, which could well enable it to reach its goal.
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Results have bounced back strongly since February 2022; yoy
improvement also expected in FY23

Travel restrictions, social distancing measures, and people’s fear of getting infected by Covid-
19 all ensured that AF-KLM’s operating performance in 2020 was significantly impacted. RPKs
during FY20 were down by 70% yoy, leaving revenues for the Airline Network down by 60%
yoy. This was partially offset by the increase in cargo activities (included in Airline Network),
which benefited from higher yields as freight capacity was severely reduced due to fewer
commercial flights (usually half of cargo is transported on passenger aircraft, or so-called belly
cargo). The company took significant actions to try to cope with the overall decrease in
activities, although due to its high share of fixed costs and the limited activity, FY20 EBIT was
significantly negative at -€4.5bn, compared to a positive €1.1bn for FY19.

Activities have subsequently recovered strongly, notably since February 2022, as restrictions
were eased in Europe and North America, following the rollout of the vaccination campaigns.
Capacity has increased to 80% of 2019 levels (vs 46% in FY20) during 3Q22 while the load
factor during the quarter was 88%, with load factors from premium classes already trading
ahead of 2019 levels. Thanks to this, EBIT during 3Q22 reached €1bn, being above 2019
levels despite capacity being only 89% of pre-pandemic levels. Margins also compared
favorably, standing at 5.5% for 9M22 compared to 5.1% in 9M19. In addition to the strong
rebound in passenger volumes, a supportive pricing environment and the restructuring of the
French domestic network have driven the strong rebound in profitability.

Sources: company, Spread Research

We expect the company to report another good positive performance in 4Q22, for which
the company was targeting capacity of 85% of 2019 levels for AF-KLM (80% in FY22) and of
140% for Transavia (115% in FY22). Our expectations for AF-KLM are in line with those of
peers, which have upgraded their FY22 guidance (Lufthansa) after a better-than-expected
earnings performance in October and November, with strong demand for air travel and
passenger yields remaining well above 2019 levels. All in all, we expect AF-KLM revenues to
be up by 70% yoy in FY22, and EBIT to reach around €1.1-1.2bn.

The good momentum for the overall airline industry is expected to continue with limited
capacity, albeit increasing, and strong demand maintaining strong yields.  For 1Q23,
capacity for AF-KLM is targeted at 90% and 140% for Transavia, both compared to 2019 levels.
While we expect a yoy improvement, we prefer to remain conservative given the current
economic environment. As such, we assume that the company will only reach FY19 revenue
levels during FY24, in line with the overall airline industry recovery expectations, with FY23
revenues reaching 97% of 2019 levels as per our estimates. That said, we expect a faster
improvement in EBIT supported by the cost-saving initiatives set in place, with the full impact
expected to be felt during FY24. As stated above, while we expect a yoy improvement in
margins (to 5.6% in FY24), we see the company’s 7-8% EBIT margin target as optimistic.

Indeed, we see this target as very ambitious, being significantly higher than its historical
margins. Also, we believe that many problems could arise from the program to achieve it, with
c.50% of such savings coming from FTE reductions, which could lead to strikes as seen in the
past, while having both the French and Dutch government as main investors could also limit
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FTEs reduction. Furthermore, with the industry currently having a lack of staff, a reduction in
FTEs seems hard to accomplish. That said, we do expect an overall improvement despite a
normalization in yields, with EBIT margins reaching 5.6% in FY24 as per our estimates.

Significant balance sheet improvement

During the periods of Covid-19-related restrictions, the company was able to operate only at a
very limited scale, most notably during 2020. Given the company’s high fixed cost structure,
including aircraft, cash burn was significant during the pandemic, which, coupled with the
customer refunds for cancelled trips, put a lot of pressure on the liquidity position. The
company carried out contingency measures to try to compensate, such as the reduction of its
capex plans and deferral of planned deliveries of aircraft, taking advantage of furlough schemes
to decrease headcount costs, and the offer of vouchers to avoid having to refund customers for
cancelled flights in cash to preserve liquidity. Despite this, the monthly cash burn was
significant, reaching €800m during 1Q20, and was reduced to around €400m after the
contingency measures.

Sources: company, Spread Research
Note: FCF was negative during FY19 due to high capex, but was positive during FY15-16-17-
18.

In order to cope with such strong cash burn, the group boosted its liquidity through a mix of
government packages, capital increases, and debt issuance. In May 2020, AF-KLM was
granted a total package of €10.4bn from both the French and Dutch governments. This was
split into a €7bn French state-guaranteed loan (PGE) and a €3.4bn Dutch state-guaranteed
loan. The PGE was divided into a €3bn direct loan and a €4bn loan granted by 9 banks and
guaranteed 90% by the French government. The Dutch loan was split between a €1bn direct
loan and a €2.4bn loan also guaranteed 90% by the Dutch government. Other transactions to
boost its liquidity and pay down other debt included:

Capital increase of €1,036m in April 2021 to improve liquidity.
€800m dual tranche bond issuance in June 2021.
Capital increase of €2.3bn in June 2022.
Apollo equity contribution of €0.5bn in July 2022, with proceeds used to redeem part of
the French state perpetual bonds.

Thanks to the strong rebound in operations, the group has been able to post significant
cashflow generation in 2022, with FCF as per our estimates reaching €2.2bn during 9M22. On
top of this, the company has significantly reduced the outstanding amount of such loans
through various operations including:

April 2021: €3bn state loan converted into a perpetual quasi-equity instrument.
December 2021: €0.5bn redemption out of the €4bn PGE, partly financed by the €800m
dual-tranche bond issuance.
April 2021: €3bn state loan converted into a perpetual quasi-equity instrument.
June 2022: Full redemption of the €0.9bn RCF provided by the Dutch government.
June 2022: €1.6bn repayment of French state perpetual quasi-equity instruments
financed by the capital increase.
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November 2022: €1bn redemption out of the remaining €3.5bn PGE. The outstanding
part will now be paid in two tranches (i) €1.15bn due in May 2024, and (ii) €1.35bn due in
May 2025.
December 2022: €0.3bn redemption of the French state perpetual quasi-equity
instruments (currently there is only €600m outstanding following several repayments).

Sources: company, Spread Research

While the company has used the proceeds from the above transactions to repay debt,
the cash position remains very strong, at €12.3bn as of end-September 2022. Driven by
the recovery in EBITDA, positive cash generation, and measures taken to reduce outstanding
debt, the capital structure has also been addressed. Net leverage as of end-September stood
at 1.6x, down qoq from 2.2x and significantly lower than 11.0x as of YE21. This is only slightly
above the 1.5x level reached as of YE19. As such, the company is well positioned to face any
possible economic disruption in the year ahead.

For 4Q22, we expect free cashflow to have remained slightly positive, supported by still low
capex (c.€300m), leading net leverage as of YE22 to reach 1.5x.

Beyond 2022, free cashflow over our forecast period could be limited as we expect
capex to increase in the coming years, notably to finance fleet deliveries. In February
2022, the company signed the purchase contracts for 100 Airbus A320neo, with purchase
rights for a further 60 aircraft. The share of new generation aircraft is expected to rise from 17%
of the total fleet as of YE22 to 64% in 2028 (33% in FY24). Furthermore, we note that the
company will have to pay deferred taxes from 2023 amounting to €1.5bn for KLM and €1bn for
AF.

Also, we expect the group to continue reducing the government loans in order to have
more flexibility with its liquidity. Indeed, in order to be able to pay dividends and carry out
M&A, the government loans have to be reduced by 75% from their initial amount. With the new
issuance of a minimum €600m, and proceeds expected to be used to partially repay the PGE,
the overall amount paid will be reduced by 73% (currently 67% of the amount standing has
been repaid). Furthermore, the group has the capacity to issue a further €0.9bn of quasi-equity
instruments, which could also target the reduction of the government subordinated loans,
leading to a repayment of more than 75% of the overall government loans. With this, and with
net leverage being already at 2019 levels, we believe that both M&A and dividend
payments could return in the short term, limiting cash generation. In line with this, we
expect net leverage to remain broadly stable throughout our forecast period at around 1.4-1.5x.
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Sources: company, Spread Research
Note: Negative net leverage during 3Q20 to 3Q21 due to negative EBITDA
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Capital Structure

Sources: company, Spread Research

At end-September 2022, AF-KLM’s capital structure was rather complex, with 4 layers of debt
as computed by us, excluding some adjustments. Out of the €16.4bn of total debt (including the
€600m minimum new bonds being currently marketed), the first rank debt was c.57% of the
total debt and corresponds mostly to leases/IFRS 16 and secured debt. The second rank debt
accounted for c.15% of the total debt, and relates to the €3.5bn PGE facility maturing in 2024
and 2025. It also includes €2.4bn divided into a loan granted directly by the Dutch government
(€0.7bn) and a loan guaranteed by the same (€1.7bn). We consider this debt as senior to the
other unsecured debt as it sits at the Air France and KLM levels, respectively, contrary to the
other bonds which sit at the holding level (AF-KLM). The third rank, comprised of
bonds/convertibles and private placements, represented 25% of the total debt. Finally, the
fourth layer comprises the JPY & CHF perpetual bonds (3% of total debt).

Based on the above, we estimate a net leverage of 1.6x as of end-September 2022. However,
we make some adjustments to the debt, including taking into account pensions, the equity
component of the convertible bonds, the recently issued convertible perpetual bond, and the
part of the French government loan converted into perpetual quasi-equity instruments in April
2021. We believe that the company will soon look to redeem such perpetual loans through
subordinated equity-linked instruments. Adjusted for these, the net leverage ratio as per our
estimates stood at 2.3x.

We estimate a sound interest coverage ratio pre-transaction of 7.2x as of end-September.
Post-transaction, and taking account of the higher interest rate environment, we believe
this could decrease albeit remaining very high at 6.7x.
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ESG score of 58/100 is below our global average

AF-KML has good ESG reporting standards, which is to be expected from a listed airline
operator. However, its overall ESG score came in at 58/100 against our global average of
63/100. This is mainly attributable to weak E and S scores, which were partly mitigated by the
company’s average G score.

Environmental: We have attributed an E score of 53/100 to the company, which is way below
our average E score of 64/100. This results from the company’s significant level of GHG
emissions, and a recent increase in energy intensity attributable to a slowdown of activity while
airline operators were forced to fly empty planes in order to retain airport slots. We have also
factored in the industry’s exposure to increasingly stringent regulations on aircraft emissions,
which imply heavy compliance capex, as well as some exposure to new regulations seeking to
reduce the recourse to polluting transport, such as airplanes.

That said, we believe that AF-KLM sustainability targets and strategy to achieve them makes
sense and will allow it to comply with its sustainability targets. As stated above, the overall
reduction in GHG emissions will be led by: (i) the use of more SAF; (ii) acquisition of new
generation aircraft; (iii) operational efficiencies; and (iv) new technologies.

Social: AF-KLM’s S score also raises concern, as it also came in at 53/100, mainly as a
consequence of numerous strikes, reflecting workers’ dissatisfaction, which in turn has been
impacting customer satisfaction. Note that the company is relatively highly exposed to social
controversies, with in particular 3 employees having committed suicide between late 2018 and
early 2019. Finally, we would also point out that in relation to increasing environmental
awareness, “flight-shaming” movements have appeared.

Governance: The company’s G score came in at 62/100, in line with our global average of
62/100. This stems from globally average performance in almost all of the metrics we look at.
That said, we would point out the long relation between the company and Deloitte, which was
appointed as its auditor in 1998.

Sources: Spread Research
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Spread Research’s Definitions
Investment recommendation criteria

Buy: recommendation to buy the bond to maximize exposure as we have a strong positive
conviction about the issuer in terms of credit fundamentals and our assessment of relative
value.

Overweight («OW»): overweight exposure as we have a positive credit opinion based on
improving financial/operational profile, and/or cheap valuation.

Underweight («UW»): underweight exposure as we have a negative credit opinion based on
weakening financial/operational profile, and/or rich valuation.

Sell: recommendation to sell the bond as we have a strong negative conviction mainly based
on deteriorating credit fundamentals, negative event risks and/or over-valuation.

The time horizon for Spread Research’s recommendations is 3-6 months.

Key credit indicators

Credit View: Spread Research’s broad opinion of an issuer from a credit perspective, which
may be based on qualitative and quantitative aspects, and suggests a degree of comfort
regarding an investment in the issuer’s debt aside from any relative value analysis. Our scale
includes ‘Positive’, ‘Stable-to-Positive’, ‘Stable-to-Negative’, ‘Negative’.

Credit Outlook: Spread Research’s assessment of where the credit metrics of an issuer are
heading within a 12-month horizon (‘Positive’, ‘Stable’, ‘Negative’). Spread Research’s outlook
is not a measure of the likelihood of a rating change.

Transparency Index: Spread Research measures the degree of transparency of an issuer on a
scale of ‘0’ to ‘5’. It is based on the quality of an issuer’s financial information and the level of
disclosures made available to investors, management’s accessibility and track record, the
complexity of its accounting and corporate structures.

Index of Liquidity: Liquidity is Spread Research’s measure of how long an issuer can finance its
operations assuming that access to both equity and debt capital markets is closed. It is
measured on a scale of ‘0’ to ‘3’ years. We assume that the firm cannot refinance its debt and
draws on its unused facilities from day one. Using our projection of free cash flows for the next
three years, we estimate whether the firm has sufficient cash available to meet its scheduled
debt repayments due within 1 year, 2 years or 3 years. A negative number or a small positive
number indicates that the firm faces a liquidity problem by that time or that a refinancing of its
credit lines is required. Whenever bank debt covenants are available, our liquidity index is
adjusted for the probability of a bank debt covenant breach.

Bond recovery: We normally estimate recovery prospects for bondholders using an average of
three valuation methods: (a) a market EV/EBITDA valuation, using an average of multiples from
peers; (b) a stressed EV/EBITDA valuation, using a stressed average of 50% of peers’
multiples; (c) a net asset book value, with discretionary discounts applied to book values from
the firm's consolidated financial statements. We take into account the different debt-ranking
levels, if any. Our score displays the 25%-rounded average of our recovery computation.

Governance Index: Spread Research measures the risks attached to the Governance of an
issuer on a scale of ‘0’ to ‘5’. It is based on a weighted mix of 15 criteria assessing the nature
of shareholders, the group’s Board and Audit committee’s expertise and independence,
relationships with Auditors and quality of the auditors, previous controversies, variable
remuneration of the CEO, the complexity of the shareholder structure, and the turnover of top
management.
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Disclaimer

This report is not a rating report. This report is part of QIVALIO’s ancillary services, as described in regulatory disclosures on QIVALIO’s website:
www.spreadresearch.com/about-us.

Our recommendation is general, it is not tailor-made to the individual financial situation, experience or knowhow of the subscribers. It is neither tailor-made to the
risk level or loss potential that the subscriber is willing to take or incur. Our recommendation is only general and based on our analysis of the company that is the
subject

ALL INFORMATION CONTAINED IN THIS COMMUNICATION IS PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE COPIED,
REPACKAGED, TRANSFERRED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN
PART, BY ANY PERSON WITHOUT QIVALIO’S PRIOR WRITTEN CONSENT.

THIS INFORMATION IS DESTINED TO PRIVILEGED PERSONS ONLY, WHO ARE QIVALIO’S CLIENTS AND, AS SUCH, HAVE ACCEPTED AND SIGNED A
CONFIDENTIALITY AGREEMENT PRIOR TO RECEIVING QIVALIO’S SERVICES. ANY UNAUTHORIZED PERSON RECEIVING THIS INFORMATION SHOULD
PROMPTLY DELETE IT AND SHALL NOT, UNDER ANY CIRCUMSTANCES, MAKE ANY USE WHATSOEVER OF THIS COMMUNICATION, NOR TRANSFER
IT TO ANY THIRD PERSON.

All information contained in this communication has been obtained by QIVALIO from generally accepted public sources and is believed to be accurate and reliable.
QIVALIO makes no representation or warranty as to the accuracy and completeness of any such information. Under no circumstances shall QIVALIO have any
liability to any person or entity for any loss or damage in whole or in part due to any error (negligent or otherwise) within or outside the control of QIVALIO or any of
its directors, officers, employees or agents in connection with any such information. The credit analysis, if any, constituting part of the information contained herein,
must be construed solely as statements of opinion and not statements of fact or recommendations to purchase, sell or hold any securities. Each analysis or other
opinion must be considered as one factor in any investment decision made by or on behalf of any recipient of the information contained in this communication, and
each user must accordingly make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for, each
security that it may consider purchasing, holding or selling. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS
OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH ANALYSIS OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY SPREAD
RESEARCH IN ANY FORM WHATSOEVER.
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