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Keeping the kite flying

Seel en Sakran

NATI ONAL air carrier Malaysia Airlines has gone through a lot in its three
decades of existence. It would not be wong to say that the conpany's
flight path has been fraught with all kinds of turbul ence.

The | ast few years have been one of the nost trying for the carrier as
it fought to get back on its feet via a massive restructuring. Burdened
wi th heavy | osses, ownership has reverted back to the Governnent.

Wth the decision to separate its international and donmestic operations,
the listed entity, Ml aysian Airline SystemBhd (MAS), is looking to
reporting profits next year. If all goes well, a foreign party may al so
acquire a stake in the conpany.

THE Bl G PLAN

Dat uk Mal ek Merican, a nenber of MAS first board of directors in 1972,
says when the new managenent |ine-up was announced in February 2001 under
the stewardship of Datuk Md Nor Mi Yusof, “He knew he had to cone out with
a radical solution'.

Peter Negline, regional airline analyst with JP Mdrrgan in Hong Kong,
says, |In August 2001, as the first critical step, MAS increased its
domestic fares by 51.8 per cent within Peninsular Ml aysia.' (Incidently,
the last fare increase - of 16 per cent - was in 1992.)

Still, why fares to Sabah and Sarawak were not increased is not clear,
says Tan Sri Abdul Aziz Abdul Rahman, MAS' forner managi ng director.

One obvious reason would be to maintain integration between the
peni nsul a and the two states.

“Still, it may have been a good social reason but bad business decision
as flights between the peninsula and the two states are profitable,' notes
a local analyst. “As such, the inpact on revenue was not there. Then Sept
11 cane, snearing ink on an already smudged bal ance sheet.’

Ml Nor then crafted an unorthodox financial plan in July this year.
Under it, MAS planes and liabilities would be transferred to a new
governnment entity, Penerbangan Mal aysia Bhd (PMB).

Notes Ann Lim investnment analyst at Daiwa Institute of Research in
Si ngapore, "This nove would make it Asia's first debt-free airline.' The
pl an, schedul ed for conpletion by Sept 30, would essentially strip MAS of
its assets and liabilities.

"Essentially, 73 planes will be transferred from MAS' bal ance sheet to
PMB at a book value of RVb.11 billion and | eased back. Another RM. 96
billion of liabilities will be taken over by PMB,' says an analyst with
Mayban Securities Sdn Bhd.

"All MAS needs to do nowis to own and operate the international routes,
and run the donestic routes for the Government for three years in the
interim' adds Negline.

Thi s exerci se should generate cash flow for MAS. Cost savings are
projected to amount to RM93 mllion. On top of that, it would get cash
proceeds of RW3.78 mllion, according to net book value, for its
headquarters in Kuala Lunmpur, RMB63.20 nmillion for its conplex in Subang,
RML11.04 million for its Kelana Jaya Conplex and RW32.20 million for its
Kual a Lunmpur International Airport (KLIA) conplex.

MAS shoul d al so get to pocket RML75 million fromits sale of a 70 per
cent stake in wholly owned MAS Catering Sdn Bhd. The sale is to a
consortium consi sting of Fahim Capital Sdn Bhd, Advent G oup Managenent
Sdn Bhd and LSG SkyChefs (a subsidiary of Deutsche Lufthansa AG Col ogne).



LSG hol ds a 40 per cent stake in the group

Limof Daiwa feels this divestnment is a good nove to rai se working
capital. But the plan also has its detractors.

Aziz and Tan Sri Saw Huat Lye, MAS foundi ng general manager, feel MAS
shoul d have a bigger stake in MAS Catering in order to have better control
over quality and prices. "Qherwise it could be at the nercy of others,"'
not es Saw.

Ml Nor declined to be interviewed for this article

MAS chairman Tan Sri Azizan Zainul Abidin tells Ml aysi an Business: |
am confident that MAS would be able to overcone the current chall enges and
forge ahead to resune its position as one of the world' s highly regarded
airlines.

“The problens faced by MAS were brought about by a conbi nation of
factors including its rapid expansion and the inpact of the Asian
financial crisis.'

Azi zan adnmits they were also due to “certain serious interna
weaknesses'. Having said that, he feels the corporate restructuring
announced recently would place MAS in a better position to work out its
recovery.

VWile the restructuring plan may be revol utionary when fully
i npl enented, it has yet to address over-staffing. The airline currently
has 21,438 on its payroll. Is there a need to offer a voluntary separation
schene?

Azi zan does not seemto think so. As he states in the 2001/2002 Annua
Report, “As MAS woul d operate the donestic sector on behal f of PMB
splitting personnel between the two entities (international and donestic)
woul d be unnecessary, allaying staff anxieties.'

In August |ast year, MAS undertook the MAS Genil ang progranme to enhance
the airline' s long-term performance. This programme managed to save the
airline RMLO million in 2001 alone. In fact, MAS and its wholly owned
subsi di ary MASKargo are beginning to hire nore personnel. Staff noral e has
al so i nproved.

According to Azizan, "Today there is a pervasive sense of pride anbng
the general body of the staff ... given us a cause for optimsm

In any event, the anticipated return to profitability would be a great
achi evenent for MAS. Gven its status and obligation to do "nationa
duty', maximsing profits has never been easy, fromthe day it was
establ i shed.

THE BI G SPLIT

VWhen MAS was forned 30 years, it was for the sake of national interest.
But not many know of the events that led to its formation, which cane
about after it separated fromits predecessor, Ml aysia-Singapore Airlines
(MBA) .

MSA was then a viable conmpany. Its Singapore-to-Kuala Lunmpur route al one
ferried nore than 250,000 passengers between 1970 and 1971. MSA's pre-tax
profit in 1971 was $55 nillion (Singapore dollar).

One theory for the separation is that MSA was not particularly
interested in the unprofitable donestic routes. Apparently, nore than half
of its profits was generated by its international service. Al so, al
flights fromKota Kinabalu in Sabah and Kuching in Sarawak flew into
Si ngapor e, bypassing Kual a Lumpur.

There were various attenpts to integrate Sabah and Sarawak with the
peni nsul a but they were futile. ~So began the saga of assenbling a totally
new airline in 18 nonths,' notes Tan Sri G K Rama lyer, MAS founding
chai r man

DI SMANTLI NG MBA

"W had to be no different fromMSA in terns of safety and service and



we had a limted nunber of aircraft,' says Aziz. “Qur imedi ate task was
to create a new corporate identity which would neld precisely with the

i nherited part of the old conpany (MsSA), creating a harnoni ous whol e
Peopl e were sceptical about us in the beginning.'

VWhat ensued was a series of high-level neetings on howto separate
equitably. According to a 33-page Schene for Reconstruction of MSA, both
t he Mal aysi an and Si ngapore governments agreed that MSA' s total assets
were to be valued at $245.4 million.

“Unfortunately, Singapore benefited nore than us,' notes Tan Sri Aznan
Hashim a founding director. Singapore |anded with assets worth $202.9
mllion while Malaysia got $42.5 million. Singapore paid Ml aysia in cash
worth $80.2 million. All other sharehol ders of MSA, nanely British
Overseas Airlines Corporation (now British Airways), Qantas, Straits
St eanshi p and Ccean Steanship, collectively holding 14.42 per cent, were
bought out.

" Singapore inherited the entire Boeing fleet (five 707's and seven
737's) and two of the 11 Friendships,' adds Aziz. “Apart fromthat, the
$15 million MSA headquarters building and $14 million conmputerised booking
system went to Singapore,’ remarks Ml ek

Starting with an authorised capital of $100 million and a paid-up
capital of $65 million, building of the MAS brand began. Its | ogo was a
stylised version of a wau or kite.

"The Sabah and Sarawak state governnents, which had received $3 mllion
each for their stake in MSA, used their proceeds to invest in MAS,' says
Rarma. The three sharehol ders of the nascent airline were the Central
CGovernment (90.8 per cent) and the Sabah and Sarawak state governnents
with 4.6 per cent each.

“International bankers provided the | oan to purchase seven Boeing 737's
worth $47 million,' adds Mal ek. The deal was 40 per cent-financed by the
Ameri can Export-lnport Bank, 20 per cent by the First National Cty Bank
of New York, and 20 per cent by the New York office of BCl, an Italian
bank. The rest originated from MAS own resources.

“Initially we focused on the donestic and regional routes. In fact,
domestic services clained much of our attention,' says Rama. One of MAS
policies then was not to allow its separated counterpart, Singapore
Airlines, to fly into East Ml aysi a.

"Not that we wanted a nonopoly. W nerely wanted to redress the
integration issue,' contends Rama. ~We however allowed conpetition between
Kual a Lunpur and Singapore.'

Over the years, MAS continued to build its reputation as a good airline,
wi nni ng accol ades in the process. "It was a new | earning curve for all of
us,' says Rana. "W had to | earn about break-even anal ysis, aviation
i nsurance and creating a presence regionally. Somehow or rather, we
achieved it.'

A NEW ERA

After taking MAS to a successful level, the Governnent decided
privatising the conpany was the answer to further growh. In fact, MAS was
the first state-held entity to do so under the country's privatisation
programme initiated by Prinme Mnister Datuk Seri Dr Mahathir Mhanmad. MAS
was |isted on the Kual a Lunpur Stock Exchange on Dec 16, 1985.

Subst anti al sharehol ders were Bank Negara Mal aysia (BNM wth 43 per
cent, Brunei |nvestnent Agency, 10 per cent, Seki m Amanah Saham Nasi onal
5.4 per cent, Finance Secretariat of Sarawak, five per cent and Fi nance
Secretariat of Sabah, five per cent.

In fact, Malek was a strong proponent of what he called " broad
privatisation'. Under it, people fromthe right governnent departnents
like the Mnistry of Transport would take over as chiefs rather than



outri ght business people who had no experience in the area. | felt this
woul d make the airline nore efficient,' he says.

During the early privatised days, MAS was profitable. For financial year
ended March 31, 1992 (FY92), after-tax profit was RML12.9 million, for
FY93 it was RMI45.6 million and for FY94, RMB.43 million

Then in June 1994, a nore vigorous formof privatisation took form RZ
Equi ties Sdn Bhd (RZE), a conpany owned by Tan Sri Tajudin Ram i, acquired
32 per cent fromBNMs 43.56 per cent stake in MAS, for RML.79 billion
cash. RZE was then wholly taken over by Ml aysia Helicopter Services Bhd
(now known as Naluri Bhd). The bal ance of 11.56 per cent of BNM s stake
was sold to Kumpul an Wang Amanah Pencen

Tajudin “ran MAS the best way as he knew it', notes a |ocal analyst.

Taj udin once said he would carve out a bigger market share for MAS by
inmproving its route structure, and ultimately increase its turnover five-
fold by the turn of the century. “The financial crisis of 1997, anong

ot hers, stopped short this plan,' adds the anal yst.

Leasi ng and paying for fuel in US dollar while earning revenue mainly in
ringgit, MAS was |ocked into foreign currency debt. For three consecutive
years, it reported pre-tax losses - RW25.36 nmillion in FY98, RM669.73
mllion in FY99 and RW36.90 mllion in FY00. They included losses inits
MASKar go oper ati ons.

Al l eged MASKargo irregularities between 1994 and 2000 are currently
bei ng i nvestigated. On Dec 20, 2000, the Governnent decided to
re-purchase MAS from Nal uri
Bhd. The nove caused ripples in business circles as the Governnent, via
the Mnistry of Finance Inc, bought back a controlling stake of 29.09 per
cent for RML.79 billion or RVMB per share, the sane price it was originally
sold. Cosing price of the shares a day before was RVB. 68. Net tangible
assets during that period was RML. 74.

I was surprised,' notes Ml ek.

FRESH START

Wth the purchase, the Governnent al so inherited huge debts. As of FYOO,
MAS borrow ngs stood at RVMP. 38 billion - nore than the RW billion it cost
to build the KLIA in Sepang.

On top of that, there were continuing pre-tax | osses anounting to RML. 30
billion in FYO1 and RVB46.49 million in FY02. Since then, the Covernnent
was under inmense pressure to turn around the carrier

External factors like fuel costs play a big role in airline conpanies. A
transport analyst in Singapore says, " If airlines |like MAS or Tha
International do not hedge their requirements, uncertainties in the Mddle
East will always pose a problem

MAS s donestic revenue in FYO2 was RV2.0 billion. MDF Sisma Securities
Sdn Bhd estinmates donestic |osses to be in the region of RMBOO million a
year. Dr Mahathir was even reported to have adnmitted at a Press conference
in April 2001 that donmestic routes basically | ost noney.

VWhat causes this perennial bleed for donestic routes?

"The answer lies in fuel consunption,' says Kenneth Yuen, an aircraft
engi neer. ~Qur donestic routes are less than 45 mnutes long. A fully
| oaded (140 passengers) Boeing 737 uses quite an anmount of fuel when it
takes off against gravity. Just as it gets to cruise on optiml fue
consunption, it is required to |l and again. Coupled with fairly |ow fares,
this would definitely bleed any airline. That is why international routes
are always nore profitable.’

Does the answer lie in nore fuel-efficient aircraft?

“It's easier said than done,' adds Yuen. "W need nore than that. The
problemis not the type of aircraft but geographical |ocation of our
towns. Sone are just too near each other.’



THE FUTURE

Today MAS has cone full circle. “Fromgovernment ownership to privatised
conpany to governnent ownership again,' says Ml ek

An analyst with a foreign research house notes, “~Wile the problem of
bri dgi ng Sabah and Sarawak has been sol ved, the question of the
profitability of the donestic routes is still being wangled over.'

However, “this is no longer a problemas MAS is only operating (the
donmestic routes) for the Government,' says an analyst with MDF Sisnma
“Stipulated conditions and benchmarks apply, otherwi se MAS has to foot a
certain anount of the cost incurred by PMB.'

Al'l considered, things seened to be fine and dandy for MAS - until Air
Asia got into the picture. “Wen Air Asia got rave reviews for its | ow
fares, MAS initially watched,' remarks an analyst. “Then out cane the
dagger - in the formof 50 per cent discounts on 14,000 seats per week.'

Sone argue MAS was conpeting with Air Asia on a non-equal footing. ~MAS
is asset-free while this not the case for Air Asia. Wiy did MAS not think
of offering deep discounts with low fares in the first place? argues an
i ndustry observer.

Negl i ne acknow edges this issue as “detrinmental to the concept of free
markets' but feels that "fair conpetition is good for the consuner'.

In any case, conpetition, nergers, liberalisation and no-frills are the
name of the ganme. “After Sept 11, airline managenent is not an easy
industry to be in,' notes Negline. "Even carriers |like Japan Airlines and
Japan Air System have nerged, making the new entity, Japan Airlines
System the world's six |largest carrier.

WIIl having two airlines be beneficial for Malaysia in the long run?

Azi z has his reservations. “Qur population is small. Only six per cent
actually fly," he says.

I ndustry observers feel a better solution would be to allow Air Asia to
run the donestic service, thereby conplenmenting MAS in its internationa
routes.

"They (Air Asia) should be able to pull through because of the vol une
generated. Moreover, unlike MAS which needs a passenger |oad factor of 70
per cent to break even, Air Asia only needs 56 per cent,' they say.

Al ready, Air Asia has reported an unaudited operating profit of RW
mllion a nonth on a passenger |oad factor of 70 per cent.

Still, there will always be a section of business travellers who wll
eschew budget travel, even donestically.

"Air Asia could perhaps introduce a service |ike US-based JetBlue, a
lowfare but high-frills airline,'" notes an industry observer. "It could
even conpliment MAS on certain dedicated regional routes. After all, it
did say the key success factor is innovation. MAS could then operate |ike
Si ngapore Airlines, focusing on international and cargo operations.'

Can MAS stand alone as an international carrier? Wat happened to its
earlier plans to get foreign equity? Some of the foreign airlines reported
to have been interested in MAS were Qantas and Swiss Air

"But Swiss Air is out of the equation (the conmpany went bust) now,' says
an anal yst. Negline says, ~Many of the European airlines have their own
probl enms at honme, so these airlines will not think of foreign stakes for
the tine being.'

Azizan is of the same opinion. Still, he says, finding a foreign equity
partner that could satisfy the aspirations of MAS as a business entity and
as a national airline would certainly be good. "W will keep a watch on
t he busi ness | andscape and keep the option open.'

WIIl airline alliances, which are fast becom ng the norm hel p?

"They should, as long they're win-win situations,' notes Aziz.

O the alliances available like Star Alliance, One Wrld and Wngs, MAS



seens slanted towards Wngs, |led by KLM Dutch Airlines and Northwest of
the US. It has not announced any decision so far

MAS is also looking to its charter service to boost revenue. Currently,
charter services contribute 0.69 per cent to revenue. "This cones nainly
fromits haj charter flights,' says Negline. Saw al so sees charter as a
good potential for MAS and "a natural way of expanding its service'.

In 2001, tourismbrought in RVMB9.1 billion or 11 per cent of the
country's gross domestic product. Ml aysia hopes to get about 20 mllion
tourists to visit the country by 2010. Statistics by the International Air
Transport Association also support this. MAS can only benefit fromthis
devel opnent.

I ndustry observers believe there is also potential in the cargo sector
But MAS has to buck up. In FYO1l, its MASKargo reported pre-tax | osses of
RML70.02 million and in FY02, RwW42.85 million. “~Over the last three
years, accunul ated pre-tax | osses easily anobunted to RML billion,' notes a
| ocal anal yst.

Wth regard to investnent in IT, a foreign anal yst suggests that MAS
ook into ticketless travel. “This will save on admi nistration cost and
increase efficiency,' he says. Aziz, however, feels “our travellers nay
not be fully ready'.

As for MAS' Engi neering & Maintenance division, “There is not nuch
problem It just needs a little oiling and re-engineering itself', remarks
a Singapore analyst. Wiile the division reported pre-tax | osses of RM. 39
mllion in FYO1, a rationalisation exercise produced a pre-tax profit of
RV.29 mllion for the follow ng year.

Still, as Azman says, ~Managing an airline is a nost difficult job as
many factors are beyond one's control.' But insofar as direction and
profitability are concerned, things |ook bright for MAS. Wile for the
first three months of FY02/03, it reported a group pre-tax | oss of RW7.58
mllion, it is projecting a net profit of RM4.2 mllion for the ful
financial year.

Limof Daiwa is nore conservative, expecting MAS to be profitable
earliest by FYOA4.

Interestingly, MAS has been granted tax exenption on income including
dividend and interest till 2005.

Sonme say being a national carrier, MAS wunbilical cord with the
governnment and country will never be cut.

VWile that may be true, the carrier still needs to prove its worth -
like it did when it first started in 1972, when the founding directors
punped a | ot of energy and “enpbtional investnent' into the project.
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