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Air cargo is showing signs of life again, but continued economic
and competitive pressures point to commoditization and industry
consolidation.

Highlights of the Study:

B Air cargo executives are cautious about projected improvements in
2010, but almost all foresee a return to 2007 levels within 1-3 years.

® Customer buying preferences and patterns have permanently
shifted. Customers will continue to be highly price-sensitive and
will evaluate alternative transport modes to meet their shipping
needs for segments with slower supply chain requirements.

m 2 out of 3 industry executives are focusing their short-term
investments on e-freight. Security improvements, cold-chain
capabilities, and lightweight containers are other investment
priorities.

m Commoditization is, by far, the biggest threat to profitability. To
succeed in the air cargo space, firms need to better diversify their
risk, develop more flexible financing models, and be more nimble
at capacity planning.

Oliver Wyman, with the support of IATA, surveyed top executives
from the world’s leading global cargo carriers in order to gain a
clearer perspective on the industry: where it has been, where it is
heading, and perhaps most interesting, how it will get there. We
conducted more than 30 surveys and in-depth interviews with CEOs
and heads of cargo in Q1 of this year across the top 50 air cargo
companies. Respondents hailed from Europe (36%), Asia (19%), the
Middle East (17%), and Latin America (16%). North America, Russia,
and Africa were also represented. Combination carriers accounted for
slightly more than half (52%) of participants. Belly carriers accounted
for 32%, and all-cargo carriers for 16%, of participants.
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The Future of Air Cargo: “We Are out of the Worst”

As a bellwether of global trade, the air cargo industry suffered huge
losses in the wake of the global recession. Now the industry is
showing its first tentative signs of recovery. In the last quarter of
2009, volume was up by 28%, compared with the lows of year-end
2008, and yield grew by some 20%. The news from certain regions
is even brighter: Cargo loads and rates from Asia are up 50% from
Q2 2008 lows. Is this the start of a full-blown recovery? Has the
downturn fundamentally changed the industry? Or do carriers
expect to recapture the heady days of 2007?

We wanted to take the pulse of the industry, so with the support
of IATA, we talked to CEOs, Heads of Cargo, and senior executives
of the leading global cargo carriers to gauge their opinions. A key
learning was that while the prevailing mood is one of cautious
optimism, we can expect the environment to get increasingly
tough. The industry is becoming more commoditized; customers
are more price-sensitive than ever; and yet, as customers demand
higher quality than ever, increased focus on customized products
drives differentiation.

Signs of Recovery

Asked if they expect a lasting positive trend for the air cargo
industry, 39% say yes. “2010 seems to continue as the end of
2009, with strong traffic levels,” said one executive. Yet, most
respondents make more temperate predictions; 55% foresee

no further decline, but also no substantial growth. “I don’t see
any economic reasons for a cargo boom this year,” said another
CEO. That seems to be a more realistic conclusion, as all major
economies still exhibit substantial risks. Unemployment rates
are high, consumer confidence is still relatively weak, and, as
one respondent explained, “Consumer behavior has changed to
saving rather than spending.” Those are not promising shifts for
the air cargo industry. We expect that capacity, especially from

Exhibit 1 93% of CEOs expect to reach 2007 revenue levels again before
2013—much sooner than reported in most of the trade press
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Source: Oliver Wyman Cargo CEO Survey
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freighters, could flow back into the market too quickly. Thus we
were surprised that only 6% believe that the current rebound is
temporary. According to our survey, the industry has lost at least
two to three years of growth: When asked to predict when they
would reach the revenue levels enjoyed in 2007, 93% expect to do
so in the next one to three years. That’s much sooner than has
been reported in the trade press.

That spirit of optimism was even more marked when executives
spoke of their own firms’ futures. Eighty-six percent believe their
margins will be “better” or “much better” in 2010. Seventy-one
percent expect yields to recover, and more than 80% expect costs to
hold steady or improve. No executives believe that their volume will
decline, and only 3% expect their yields to drop.

Exhibit 2 Most CEOs are cautious about the recovery for the overall cargo
market . . . but are substantially more bullish when looking at their own
business
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Source: Oliver Wyman Cargo CEO Survey

It seems that many industry leaders could be somewhat overly
optimistic, as cargo airlines can of course do little to stimulate
demand; their business depends heavily upon economic recovery—
and the current upswing may be short-lived, should the global
economic engine sputter again later in the year. Few executives
told us about truly revolutionary new strategies or programs they
are rolling out to create a distinct competitive advantage. Most are
focused on cost-efficiency and solid service delivery to help them
regain their position in the market. However, because air cargo is
commoditizing, most of the key players are chasing the same small,
but high-yield, niches to drive extra profits. It is highly unlikely that
every company surveyed will increase volume—the fight for share
may lead to lower yields, but not much volume growth in the end.

That’s not to say that all optimism is misplaced. In some sectors,

like Latin America and the Middle East, the market has held up
well. While these markets have not grown much, they have not lost
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much ground either. In fact, due to the negative growth elsewhere,
they have gained share—the Middle East now accounts for over 10%
of world traffic (up from 7.8% in 2007). And carriers in Asia are rightly
encouraged by the region’s comeback from the recession. European
carriers, by contrast, are on shakier ground, as problems with credit
risk and debt will negatively affect their markets. As one CEO summed
up, “Recovery is still fragile.”

In Search of Growth

To more fully understand the executives’ optimism, we probed the
question of growth further. CEOs expect double-digit volume growth to
come from China and North Asia. That is unsurprising, as these regions
have been the growth engine of world commerce and air cargo for the
last decade. Respondents expect Chinese exports to pick up as demand
in consumer markets slowly revives. The Asia Pacific region came in

a close second; CEOs predict “very strong” or “strong” market growth
there. Single-digit growth is anticipated in most other geographies. A
fair number of executives label Russia, Europe, and Middle East/North
Africa to be no-growth zones.

Yield recovery, however, is expected to be less robust. Here, too, China
and North Asia will lead the recovery with Asia Pacific following closely
behind, according to industry leaders. In all other geographies, a
sizeable portion of survey respondents think yields will be flat, despite
their best efforts to control capacity and win back some of the ground
lost in this area.

Exhibit 3 Market growth expectations by region (distribution of answers)
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Source: Oliver Wyman Cargo CEO Survey

Turning to product offerings, temperature-controlled (cold chain) and
pharmaceutical shipping are expected to lead the recovery both in
volume growth and in yield recovery. However, these product lines
carry stringent requirements and consequently are the most costly for
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Exhibit 4 Growth expectations by product category (average)
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Source: Oliver Wyman Cargo CEO Survey

firms to provide. Additionally, companies interested in serving these
spaces must invest in special products and tools, such as temperature-
controlled containers, and develop dedicated processes to manage
an uninterrupted cold chain. But the lure of a high-growth niche

is strong; we anticipate that many carriers will chase this space,
which will eventually cause downward pressure on yields as supply
increases.

General cargo is projected to make small gains in volume and even
smaller gains in yield. Consumer electronics and IT are expected to
roughly mirror that of general cargo, which reinforces the notion that
consumer confidence is shaky. Mail is the least attractive product
offering, by a wide margin. It is expected to deliver a negative yield
and minimal volume growth, making it reasonable to assume that
carriers will abandon this product line.

The Commoditization Risk

The relative attractiveness of product lines reflects the biggest risk
facing air cargo: commoditization. Leaders are well aware of this
risk: When asked “What are the biggest obstacles to sustainable
profitability in this industry?” the clear majority (84%) name
commoditization of air freight and competitive pressure. This isn’t
a new threat, although the financial crisis may have intensified it
by changing customers’ purchasing criteria. Price has always been
a factor, of course, but limited budgets have made price even more
critical. Because volumes are still low in many markets, customers
have no trouble negotiating lower prices on marginal capacity.

In fact, carriers expect to face increasing competition from ocean
transport. As consumer demand has waned, speed in delivery has
become less important in certain sectors. As a result, price-sensitive
companies are likely to evaluate ocean alternatives for some part

of their shipping needs, according to 71% of respondents. As ocean
transport becomes faster and more reliable, ocean carriers will court
the general cargo space, targeting the lower end of the air freight
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Exhibit 5 Expected changes in importance by product category and service
attribute (average of responses)
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Source: Oliver Wyman Cargo CEO Survey

value chain. As one CEO of a large Asian firm said, “A considerable
portion of air cargo is going ocean in the future.”

The focus on price isn’t limited to general cargo or mail. Customers in
the more differentiated product areas of cold chain, pharmaceuticals,
and perishables are equally price-conscious. Although they place a
high value on handling and on-time performance, they still expect

a bargain. In short, the professionalization of these sectors has

led customers to expect perfect service at a low price. Air carriers
pursuing these high-growth and high-yield sectors need to worry
about continued commoditization—and what that might mean for
their profitability.

Combating Commoditization

Some air carriers seem to have accepted commoditization as
inevitable; 14% have reduced their portfolio complexity to cater to
the trend. Most, however, are actively seeking ways to differentiate
their offerings. Sixty-eight percent plan to strengthen their premium
product lines (such as express or valuables), and 61% will increase
the number of value-added offerings (such as time guarantees). One
respondent noted: “The air cargo market has matured, and efforts
are required to meet customer needs and survive the competition;
therefore, the share of high-profit products (frozen, refrigerated,
express, etc.) will expand.” Interestingly, during the crisis itself, CEOs
looked mostly to productivity improvements to boost performance.
Only one-third cited customer initiatives as a recovery strategy. Are
they changing course now that the industry shows early signs of a
rebound? Or are these differentiation strategies more aspirational
than practical? If these changes materialize, however, they promise
better service for customers as well as higher yields for carriers.

In terms of specific innovations, the greatest number of CEOs ranked

e-freight as most important. By reducing the number of shipping
forms and simplifying paperwork, carriers expect to see marked
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gains in efficiency and accountability, as well as improvements in
customer service quality. Accordingly, fully two-thirds plan to focus
their short-term investments there. No other innovation initiative
attracts investment from even half of the carriers polled. Of course,

the crisis has constrained resources, so the industry’s ability to invest
is limited. Other topics that garnered significant investment interest
include cold-chain capabilities (43%), security improvements (40%), and
lightweight containers (40%)—all of which are aimed at differentiating
carriers from rivals. Despite the growing green movement in industry
as a whole, air carriers placed less importance on investing in green
warehouses (20%) or reduction of CO? emissions (30%). Most executives
view these initiatives as added costs to be passed on to consumers,
although 87% believe the initiatives will increase their competitiveness
because they already—or will shortly—have green fleets.

Adding scale is another approach to withstand commoditization.

The larger the company, the more margin it can squeeze from a low-
cost structure and efficiencies of scale. CEOs seem prepared for more
industry consolidation, and indeed, it is already beginning. When asked
about the future, over 80% of CEOs agreed that “only a small number
of strong, global freighter operators will remain.” One comment
summarizes the sentiment perfectly: “Those who dabble, die.”

Fifty-two percent of CEOs expect increased M&A activity, yet only
20% expect to actively seek M&A opportunities. Despite the promise
of scale, and despite the prognosis that “The industry is getting more
professional, smaller players will exit as financing gets tougher, [and]
customer[s] demand stronger service,” the M&A route is still largely
seen as a risky proposition. That’s not surprising, given the number
of past attempts in this realm. However, the need for scale, coupled
with changing ownership restrictions and of course passenger-driven
requirements, has led to some major mergers. KLM/Air France has led
the way in terms of cargo, and Delta/Northwest is another emerging
case study.

Carriers unwilling or unable to take the M&A approach may find
alliances and partnerships to be a more palatable alternative, such as
the Cathay/Air China joint venture, which is establishing a significant
cargo operation in China now. These relationships allow for growth
without necessarily requiring an investment in additional assets.
“Alliances are a key component for a smaller airline’s expansion,”
said one CEO. Nearly half (48%) of respondents plan to actively seek
out these opportunities. On a related note, roughly one-third (32%)

of the CEOs surveyed believe that vertical integration will increase.
They expect, for example, to see an uptick in formalized cooperation
between airlines and forwarders, airlines and integrators, as well

as airlines and suppliers like handlers and product specialists.
Arrangements like these can afford a competitive advantage as they
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increase network size, leverage specialized knowledge, share capacity,
and allow for creative and complex solutions to customers’ shipping
needs.

Conclusion

Recovering from the air cargo industry’s worst-ever demand crisis,
many CEOs anticipate a slow “return to normal,” expecting to make
up lost ground within the next three years. While the most recent
data are welcome good news, we believe some of that optimism is
naive. There is still significant risk in the global economic recovery
that is driving the cargo rebound. Plus, the competitive landscape is
only getting tougher, as customers have become more price-sensitive,
but no less demanding, in terms of service and product expectations.

The executives surveyed do recognize the dangers of commoditization
and are taking steps to counter it—including investments in e-freight
and security improvements. But they are less clear-eyed when
evaluating their own odds of success. If they all chase after the high-
margin niches like cold chain and pharmaceuticals, for instance,
some competitors will surely get crowded out.

Lack of scale will cause others to fail. The CEOs are signaling that in
the future, there will be less room for smaller carriers, especially in
the all-freighter segment. Few expect that more belly carriers will
enter the freighter business—and even for dedicated niche players,
the scope is believed to be limited as cyclical volatility poses a high
risk. Customers will demand comprehensive product and service
offerings, which only large global players will be able to deliver. To
succeed, then, carriers need financial and network strength as well
as enhanced organizational and management capabilities. If they
lack the critical mass or the market strength to maximize their
capacity, then they should consider exiting this space or developing
partnerships to hedge their risk.

Finally, the downturn taught air cargo firms the importance of
responsiveness to shifting market conditions. Almost all found
themselves locked into unfavorable positions in terms of capacity,

cash flow, and risk when the recession hit. To safeguard against similar
losses when the industry slumps again (as it inevitably will), CEOs need
to increase their firms’ financial flexibility, diversify risk across markets
and products, and engage in more conservative, flexible capacity
planning. They should also pursue closer relationships with forwarders,
who will continue to be the dominant controlling force for supply
chains in the air cargo space. By increasing their firms’ flexibility, CEOs
increase their odds for success. <
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