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Abstract

Airbus has been making headlines in the past few months for all the wrong
reasons. This iconic European corporation has undergone a turbulent period due to
the problems surrounding the Airbus A380 project. A new flagship product that
should have curved out an unassailable advantage for Airbus over Boeing went
completely wrong. The Airbus A380 aircraft was a ground breaking concept that
was meant to push EADS into a unique market segment. Instead, it threatened the
very existence of the company and served as a catalyst for major surgery and a
complete reorganization of the corporation starting from the top management down
to the production floors.

Numerous studies have been undertaken that have documented details of the
Airbus A380 project and what, how and why it all went wrong. The company and
other stakeholders have been undertaking drastic steps to try and put the company
back on track and ensure the survival of the commercial aircraft business unit.

In this study we look at how the problems surrounding the Airbus A380 project have
affected the financial health of EADS. The background to the problems and the
financial performance of Airbus is studied and presented. A brief discussion of how
the data we collected and used for the study and the data that we could not get
access to is also presented early in the paper. From the data and analysis, a
comparison of the two dominant players in the commercial aircraft manufacturing
industry, Airbus and Boeing, is also undertaken. A brief highlight of the financial
impact of a project in the computer/consumer electronics industry is also presented.
Finally from these data and prior studies on this subject, we have tried to highlight

the impact of the project on the short and long term financial direction of EADS.
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1 Introduction

The commercial aircraft industry requires huge capital investments in manufacturing
and research and development. This is a very competitive sector where industry
consolidation has resulted in the emergence of two major players from either side of the
Atlantic, EADS in Europe and Boeing in the United States of America. The two form a
duopoly with market leadership in the sector largely rotating between these two
corporate giants depending on the market dynamics.

Commercial airlines and other air transport operators form the bulk of the customers.
Governments are also important customers. The government involvement in the sector
extends to investing, supporting (Aboulafia, Richard, 2000; O’Neal, Michael, 1990) and
regulating. Any problems in the industry have implications that go well beyond the
confines of the affected companies. Governments therefore subsidize and invest in
aircraft manufacturing and research and development. This also serves to protect the
highly skilled jobs in this sector and ensures that the respective countries remain
technologically competitive (Wall, R. & Sparaco, P, 2007).

Big companies play an important role in the economics of the countries they operate in.
They influence the conditions in the industries and directly impact employment rate in
the countries where the manufacturing takes place. EADS and Boeing are the leading
competitors in the aircraft manufacturing industry and demonstrate the high level of
political interest in this sector and the way governments try to influence the business
decisions made by such corporations (Wall, Robert & Jens, Flottau 2007; Barrie,
Douglas 2007).

1.1 Problem Definition

Airbus is a subsidiary of EADS that has been a global leader in the manufacture of
commercial aircraft. The launch of the A380 aircraft project was expected to

become a huge success and elevate EADS to a new level of market domination. But
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following production delays and the cancellation of some orders for the A380 aircraft
by some customers, the company found itself in a difficult position.

The failure of a challenging project such as the A380 project can have far reaching
financial consequences that could lead to bankruptcy. It could also serve to expose
weaknesses and inefficiencies in the structure of an organization that could be a major
hindrance to the success of a company.

The popular media and professional journals have been full of news and articles
concerning the problems with the A380 aircraft and Airbus in particular. The list of
problems include workforce discontent, possible reduction in production activities,
delivery delays, customer dissatisfaction and a lack of new orders, to mention only a
few. The complex set of problems extends to the influence EADS has that can cause
significant economic problems in the concerned countries. Numerous studies and
articles have been written about EADS and the A380 project that catalogue the various
organisational, technical and financial problems associated with the manufacture of the
A380 super-jumbo aircraft. A systematic evaluation of the financial consequences of the

project has not been carried out.

1.2 Purpose

The purpose of this research work is to evaluate the impact of the A380 project on the

financial health of EADS. The following questions will be addressed:

. In the short run, what effect has the A380 project had on the financial

performance of EADS?

. In the same period, what was the financial performance of Boeing, the direct
competitor of EADS?

. Should EADS continue supporting the A380 project with additional financing?

. What long term financial impact will the A380 project have on the future of
EADS?

10
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Finally, in order to fulfil the purpose we will also briefly discuss other factors that
influenced the financial health of EADS, in addition to the A380 project

1.3 Research Methodology

The first stage of this research will involve reviewing the information that is
available about the aircraft manufacturing industry with a focus on information
about EADS and Airbus. Our focus will be on financial information. As a public
company, EADS is obliged to publish financial data about the corporate structure
and financial information containing revenues, profits and sales orders per EADS
division such as Airbus. The A380 has been a major project at EADS for the past
few years that has taken substantial preparations and investments amounting to
significant annual expenditures (Thomas, J., 2001; Gummesson, E, 2006).

The main thrust of our research will be quantitative for aspects where we shall
obtain the financial data needed to do the analysis. We shall also employ a
gualitative approach to evaluate the leadership and organizational structure at
EADS.

To evaluate the financial impact of the A380 project on EADS, our primary focus
will be on financial and ratio analysis of the company. We will examine the financial
statements from EADS. This quantitative analysis will include the period from 2004
to 2005 that preceded the initial announcements delivery delay of the A380 as well
as the period following the announcements, from 2006 to the first quarter of 2007.
To analyze the changes in profits, revenues and cash flows, we will perform a
comparative analysis of the years from 2004 to 2006 and evaluate the first quarter
of 2007 in comparison to the first quarter of 2006. We will explore what influence
the Airbus A380 project has had on the financial health of EADS.

In order to get a clearer picture of the financial health of EADS, we will compare
the financial performances of EADS and its main competitor, Boeing. The financial
statements of Boeing Company are also generally available as it is a public
corporation. Boeing has a similar structure, is engaged in the same activities and is
comparable in size with EADS. Boeing also operates in the aircraft manufacturing
industry, with its commercial aircraft unit also being the major part of the

company'’s activities. Therefore, the cross-company financial analysis between

11
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EADS and Boeing will provide some useful insights into the scale of the finanicial
problems. Some A380 aircraft customers have already cancelled their orders and
moved to Boeing instead. Since these two companies form a duopoly, most
customers that leave EADS for Boeing increase the market share for Boeing.

The foreign currency exchange rates between the US dollar and the euro have had
an impact on the competitiveness of EADS. The manufacturing plants of EADS are
located in Europe. The basic bills are paid in Euros (salaries, taxes etc), while
customers outside Europe settle their contractual obligations in US dollars. The
lead time between contractual agreements and actual aircraft deliveries, coupled
with fluctuating US dollar versus euro exchange rate influence the financial
performance of EADS. Depending on the direction the change takes, it can add to
the losses from the A380 project, especially with the lead time from the date of
agreement to the date of delivery being stretched by the delays The US dollar to
euro relationship is therefore an area of interest, we will therefore analyze trends in
exchange rates and evaluate its impact on EADS.

We will also evaluate trends in stock prices of EADS and compare them to ones of
Boeing. This will allow us to see how the market value of the company was
affected by the A380 crisis and delivery delays. The market values of stocks are
important indicators of financial stability and are of special interest to investors.
Trends in the stock price will also show the possible direction of the company.

A review of the financial position of EADS, that will include cash flows, revenues in
total, total revenues and profits, revenues and profits by divisions in the period
starting from 2005 to 2007 (both within the company and in comparison with
Boeing), together with review of stock prices and exchange rates in 2005-2007, will
help paint the picture of the A380 project impact on the short run financial
performance of EADS.

Evaluation of trends in profits and cash flows of EADS and review of order and
delivery book of Airbus, the major source of revenues and cash flows for EADS will
reveal the possible future direction of the company.

Upon reviewing the trends in financial position of EADS (through ratio analysis)
and examining the order or delivery book of Airbus, taking into account that this
type of business involves cash transfers and recognition of revenues upon

fulfilment of contracts, we will be able to determine how much of a burden the

12
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A380 project is for EADS and if the company can carry on without significant
financial reorganization.

Finally, we will briefly examine other factors which could additionally influence
financial health of EADS. The corporate structure and leadership issues have
important bearing on the operations of a company and could also influence
financial state of a company. Our evaluation will be based on information from the
companies on the existing organizational structures and scientific articles where
available. Among others, the following issues will be examined: the composition of
the Boards such as the number of independent directors and how focused the
Boards are on business activities and how independent they are when making
decisions.

This will give us some insight into the efficiency of EADS as an organization, which
has an indirect influence on profitability as well.

The dynamics of exchange rates influence financial health of EADS as the
company is based in Europe but sells big part of its products overseas. We will use

data on exchange rates obtained from business media sources for this analysis.

1.4 Possible Limitations

We will be unable to accurately estimate certain values without sufficient data. This
is a complex case, with several interrelated issues. We will use the available data.
The available data will be sufficient to make qualitative conclusions as is usual in
case studies. For example, without knowing the values of discounts offered to
some customers, the values of penalties incurred, the impact of some customers
exercising the option to buy alternative aircraft from Airbus, we may be unable to
make exact quantitative conclusions on losses and net cash outflows from the
project. We cannot definitely determine sources and values of external (from other
projects) financing for the A380 project. We would liked to look at the A380 project
appraisal (preferably with more comprehensive appraisal method, like NPV), but it
will not be possible to do this as we will lack exact data necessary for this type of
evaluation. The A380 project is an evolving story that has new developments all

the time.

13
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The data from primary data that we sourced from some company’s websites may
be skewed in favour of the respective companies as there is tendency for

companies to put emphasis on positive information.

14
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2 Theoretical Framework

2.1 Introduction

According to Brealey et al, 2006, managers are agents of the owners of the
company, the shareholders. The manager’s main goal is to increase the value of
the shareholders’ wealth. The board of directors are part of the corporate
governance system and are meant to oversee the performance of the managers
and strategic direction of the company. The board ensures that the managers are
adequately compensated for the day to day running of the corporation and have
the mandate to replace the managers if they do not deliver shareholder value or ,
among other reasons do not conduct the operations ethically or legally.

There are several methods to evaluate potential success of a project in a
company. This is an important step. In a large company and/or if a significant
investment opportunity is considered, investment appraisal methods, such as NPV
(Net Present Value) are applied.

To analyse the impact of the A380 project on EADS, our approach was to look at
the problem from three angles: the financial angle, the organisation structure
(leadership and governance) and to compare EADS to a similar organisation. The
theoretical foundations that we base our analysis on are described in the following

sections of this chapter.

2.2 Assessment of the Financial Health

221 Financial Statements — Ratio Analysis

Potential investors, as well as other interested parties, always analyze
past/present financial performance of a company before making investment. This
is hecessary to evaluate possibility of future returns. Trends in profits and cash
flows of past few years not only show how effective was a company in the post, but
can also indicate future direction of a company. Probably the best way to evaluate
possible return from investment is by analyzing data available from financial

statements of a company (40).

15
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The major financial statements are: Statement of Balance Sheet, Statement of
Cash Flows and Income Statement.

Income Statement is intended to disclose revenues and expenses, as well as
profits of a particular period. It should be noted, that profits are often different from
cash flows, as items like depreciation of fixed assets are not taken into account in
net cash flow calculations, but they do influence profits.

Statement of Balance Sheet shows the financial position of a company at a
particular point in time. Namely, it shows the values of assets (both current and
non-current), liabilities (both current and non-current) and equity. Following
balance of Balance Sheet components is always maintained, if the statement is

correctly prepared:

Assets-Liabilities=Equity

Statement of Cash flows discloses the way all cash resources have been used
throughout a particular period of time. Cash Flow Statement consists of three basic
parts: Cash Flows from Operating Activities, Cash Flows from Investment Activities
and Cash Flows from Financing Activities.

Income Statement, Statement of Balance Sheet and Cash Flow Statement can be
analyzed to find out how effective the performance of a company in the past was
and to forecast, what can be expected in the future. It should be pointed out, that
basic financial statements of listed (parent) companies are readily available to
general public (through company web sites, etc), while financial statements of
subsidies (“daughter” companies), like Airbus, usually are not readily available.

A. Millichamp, 1997, suggests three methods for assessing financial performance.

Each figure (or number) in the financial statement should be compared with:

1) The corresponding figure of previous statements
2) The corresponding forecasted (budgeted) figure
3) The corresponding figure of another company in the similar business

While comparison of subsequent statements of a company is important (to see

improvements/backward steps etc), it is sometimes even more important and

16
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interesting to see how well a company is performing in comparison with direct
competitor (e.g. in our case Boeing vs. EADS). The first method of assessment
shows trends within a company, while cross-company evaluation shows if those
steps are more effective than the ones taken by a competitor.

Third method of an evaluation (i.e. comparison with budgeted values), while
definitely being important, usually cannot be performed by an outsider, as budgets
(i.e. internal data) are rarely disclosed by companies.

While comparison of absolute values of financial statements is often performed,
comparison through financial ratios is frequently more relevant. Many financial
values are inter-related. Besides, some trends are better seen through relative
analysis of values, for instance, when two companies construct their financial
statements in different currencies. Boeing does this in US dollars while EADS uses
the euro.

According to Williams et al, 2005, (p606):

“Ratio is a simple mathematical expression of the relationship, of one item to
another. Every percentage may be viewed ad a ratio-that is, one humber

expressed as a percentage of another”.

2211 Ratio Analysis

Assessment of three basic types of activities can be conducted to evaluate overall
financial performance of a company (35). Changes since previous period show
short term improvements/steps backward, while overall trends in years can also
indicate what can be expected in the future. These three activities are: Liquidity,
Profitability and Gearing/Leverage. It should be noted, though, that this is not a
strict classification and some ratios may “belong” to more than one performance
appraisal subgroups. For better representation of subsequent statements, they are
usually placed next to each other and percentages of each corresponding values

are also given.

2212 Liguidity Measures

17
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Liquidity of a company refers to its ability to manage short term obligations. Short
term obligations are those ones, which should be repaid within a year. In other
words, it is an ability to repay current liabilities with available current assets.
Current assets are assets readily convertible into cash. While current liability is an
obligation which should be settled within a year.

The basic term often used in relation to Liquidity is Working Capital. Simply, it is an
excess of current assets over current liabilities. Basic ratios used to assess

liquidity of a company are:

1) Current Ratio=Current Assets/Current Liabilities

It is a measure of how well are current liabilities covered by current assets. To
some extent, the more it is (hopefully over 1.5), the better it is for a company, but

too high Current Ratio may imply that current assets are not entirely utilized.

2) Quick Ratio=(Current Assets-Inventories)/Current Liabilities

It is a similar measure to Current Ratio, but with the exclusion of inventories-the
least liquid current assets. Sometimes it is a more relevant measure. Again, a
value of Quick Ration in excess of 1 is usually expected, but it varies from industry

to industry.

3) Working Capital Cycle is considered to be an important illustrative
measure of Liquidity. It is calculated in days/months. By Working Capital Cycle we
measure the period from the date purchase of raw materials to the date of cash
collection from products manufactured from those materials. Working Capital Cycle
equals:

Period to collect cash from customers+ period to turn over inventories- period to

settle trade liabilities

Days to collect cash from customers= (Average Receivables/Sales Revenues) x
365

18
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Days to turn over inventories = (Average Value of Inventories/Cost of Sales) x 365

Days to settle trade obligations = (Average Payables/Cost of Sales) x 365

If average values are not available, year end values can also be used.

Generally, the shorter is the Working Capital Cycle, the better it is for a company,

as it is an indicator of effective performance.

2213 Profitability Measures

Profitability ratios can help us evaluate trends in profitability and help us find out if
a company earns sufficient profits in comparison with available resources.

One thing should be noted here. If a company has a very high profitability but low
cash balance, it can lead to a collapse-company can run out of cash. It is called
Overtrading.

On the other hand, excessive cash balance with corresponding low profitability is
an indicator of Overcapitalization-sign of inefficient use of available resources
(assets do not generate sufficient profits).

Trends in Profitability can be measured both in absolute terms and with the use of

ratios. Following measures are used:

1) Gross Profit Percentage: Gross Profit/Sales Revenue

It is an indicator of what is percentage of Gross Profit from Sales Revenue
Earnings per Share: Earnings for Ordinary Shareholders/Number of Outstanding

Shares is an indicator of earnings for one share.

Two important measure of profitability are also used to evaluate the efficiency in

use of assets and equity to generate profits.

Return on Equity = Net Profits/Value of Equity

Return on Assets = Operating Profit / Value of Total Assets

19
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Maintenance of high levels of profitability is the primary objective of a company. It
is a sign of relatively safe continuity. But as it was stated above, high levels of

profitability should not be confronted with low Liquidity.

2214 Measures of Gearing and Leverage

By Gearing we mean the ability of a company to meet long term debt obligations.
Debt compaosition of Balance Sheet is an important indicator of Gearing. Higher
share of long term debt in comparison with to equity is an indicator of higher
Gearing. While, generally, long term debt is considered to be the least expensive
source of finance (less expensive than common stock issue), too much reliance on
debts puts accompany into danger, as interest on debt should be repaid (unlike

dividends) regardless of profitability level.

Good indicator of Gearing is the Debt Ratio:

Debt Ratio= Total Liabilities/Total Assets

Another indicator of Gearing is Interest Cover:

Interest Cover= Profit before Interest and Tax/Interest Expense

The higher it is, the easier it is for a company to settle its long term debt interest.
This ratio is also related to Liquidity of a company.

All above mentioned ratios are calculated from Statements of Balance Sheet and
Statements of Income. Additionally, examination of Cash Flow Statements can
reveal how cash is used in a company, which items of the statement are seem to

generate more/less cash than was expected and by how much has cash

decreased/increased in the considered period.

20
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222 Limitations of Financial Evaluations using Ratios

Financial analysis through ratios is an important and useful method to evaluate
financial performance of a particular company. But this type of evaluation has its
limitations. One can never make convinced conclusions purely based on ratio
analysis. One of the reasons can be so called “window dressing”, i.e. a case when
a company intensively “improves” performance by the end of accounting period to
make year end financial statements look “attractive”. This can lead to incorrect
assessment of a company. Besides, measures used in financial analysis are
relative measures, which indicate to relative changes and therefore do not always
allow us to make absolute judgments on companies (Millichamp A, 1997; Williams
R. et al, 2005).

Nevertheless, comprehensive (including cross-company) evaluation of company
performance through financial ratios can disclose not only past problems of a
company but even allow us make forecasts on future financial health of the
company. This evaluation is well supplemented by other non-ratio financial
indicators, like stock price trends and (where relevant) trends in currency

exchange rates.

2.2.3 Stock Prices

The wealth of shareholders in a company is generated from:
1) Dividends received;
2) Market values of shares
Return from investment to shareholders can be generated from both received dividends and
from capital gain due to increase in value of shares.
Very important measures a company value is market value of all its outstanding shares. In order
to increase the value of a company, management should achieve high profits so that it could
distribute higher dividends and insure high values of shares (to allow higher capital gains).
When market value of shares is low, the possibility of takeover from an outsider company is
more likely.

What is also significant, value of shares and trends of share prices are very

important indicators of a company financial health for a potential investor. It is
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taken into account together with financial statements of a company (Millichamp A.
1997, Brealey R. et al, 2006).

2.3 Additional Factors that can affect the Financial Health

In this section we look at other factors that can have a bearing on the finances of EADS as factors
like corporate structure, leadership and foreign exchange rates can have an influence on the
financial stability of a company or indirect impact on projects within a company. The indirect
influence of factors like corporate structure and leadership is reflected in the ability to avoid or
reduce the negative impacts caused by a project while fluctuations of exchange rates can magnify
losses or profits from projects when exchange rates are either favorable or unfavorable. However,

the primary purpose of this thesis is to look at the impact of the A380 project.
231 Leadership

The corporate culture, leadership and governance of a corporation influences the
way the success of a company. Dubrin A., (2007) has further catalogued the types
of leadership characteristics that are needed for organisational success. These are
especially relevant in organisations of the scale and complexity of EADS or Boeing
that depend on the creativity and the innovation of the workforce. Dubrin also
describes leadership traits needed to effectively manage international or
geographically dispersed companies that are also culturally diverse are also. Other
characteristics that have relevance to our subject matter relating to Airbus and
EADS include teamwork, leadership development, succession and
transformational leadership skills are required to lead an organisation through a
crisis. This list is not exhaustive, it only seeks to provide a brief background to
some of the leadership failures that could have led to the problems at Airbus,
impacted on organisational efficiency and subsequently translated into financial

woes for the company.

2.3.2 Corporate and Governance Structure

Organizational structure can play a vital role in the performance of a company.

The way the board of directors coordinate performance of top management and
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the manner it communicates with groups of shareholders is often as important as
contemporary financial health of a company. The central role in organizational
structure belongs to board of directors which usually consists of 8-15 members in
a large corporation. The board should be independent to ensure independent and
objective reporting and decision-making of the board (15).

According to Walter J.Salmon: “Inside directors are often too committed to tradition
and their new ideas. Outside directors, without independent sources of information
are usually only capable of anaemic discussion and dissent. The result:
consumers, competition, technology, and the economy may all change, but the
company fails to keep up” (15, p4).

According to Walter J.Salmon, a board of 8-15 members is optimum, with at least
2/3 of it being outside directors. An empowered board (15) has the ability and
independence to monitor activities of management and to influence top
management to revise their activities if their performance does not correspond to
the strategic direction of a company determined earlier. The board should monitor
the performance of the CEO and interfere if the company moves in the wrong
direction to improve things before further damage occurs.

The following steps are essential for Board empowerment (15):

o Directors receive independent and competent information on the
performance of a company in the most easy-to-understand format
o The board consists of independent, competent members. It is an

integrated board.

o Members of the board freely and frequently communicate with each
other
o The board members also monitor the performance of the board itself.

They set objectives for themselves and try to achieve them.

2.3.3 Governed Corporation vs. Managed Corporation

According to John Pound, there are two types of organizational structures: a
governed corporation and a managed corporation. The board of directors has a

passive role in a managed corporation. Its main tasks are monitoring and selection
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and appointment of top management. The managers retain all leadership and
decision-making rights (15). It is not considered to be the best governance model
nowadays. Today many problems of large organization do not stem from power
imbalances, but rather from poor decision-making.

The governed corporation model proposed by John Pound is designed to remove
the imbalances of the managed corporation model. It is centred on the decision
making process in the company. The board of directors, top management and
shareholders are more integrated and share responsibilities in decision making
and formulation of the strategic direction of a company. Managerial duties are

retained by CEQ's, but the board is not a passive onlooker.

2.34 The Impact of Foreign Exchange Rates

Exchange rate of a currency is a rate at which one country’s currency can be
traded in exchange to another country’s currency. Basically, exchange rate is
determined by supply and demand of currencies at exchange markets.

Following factors influence exchange rates:

o Government policy to influence exchange rates (limitation of maximum

exchange value etc)
. Interest rates in the countries of those currencies

. The rates of inflation in those countries

Trends in exchange rates (Euro to Dollar) can become a source of troubles for both
importers and exporters of products, because “actual” amount received by them
can fluctuate as exchange rates vary (35).

There are some measures to be taken in order to avoid or reduce negative

influence of exchange rates:

1) Contracts can be agreed in local currencies (Euro, in case of EADS)
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2) Outsourcing of some activities can be done, i.e. a company, operating in

foreign country can deal with local suppliers-sell products manufactured from local

supplies to local market etc.

The danger, regarding exchange rates, for an importer is that enough revenues in
local currency should be earned so that upon exchanging domestic currency,
expected value is obtained (Brealy R., 2006)

To reduce impact of negative exchange rates, following measures can be taken:

° Matching of receipts and payments should be made. This implies
offsetting payments in one currency, with receipts in the same currency

. Company can also make forward exchange contracts. It implies fixed
exchange rate for the future cash transfers to/from importer/exporter.

. Employing options for future contracts

. Employing hedging. For instance, an exporter can hedge against

exchange risks by converting foreign currency into domestic one at the spot rate
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3 Data Collection

The financial data used for this study was obtained from the statements published
EADS and The Boeing Company. They are listed companies whose stock is
traded publicly. They are therefore legally bound to publish this and other
information for the benefit of stakeholders.

This data included:

Annual reports containing: Income statements, cash flows, financial
statements/position, statements of operations, segment information and
statements on shareholders' equity. Stock price data was also available from the
company’s websites.

Additional information was obtained from the Annual Reports published by the
European Union Transport Commission on airplane manufacturers, EADS and
Boeing.

Statistical information published by the United States Department of Transport -
Federal Aviation Administration was also examined. The financial data was used in
the ratio and other financial analysis, we employed a quantitative method for this
data.

Additional information about the aeronautical industry in general and EADS,
Airbus, the A380 project and The Boeing Company in particular was sourced from
scientific journals and articles that are listed in the references section.

Our requests for detailed and specific information about the A380 project such as
details about the feasibility studies, financial and cost projections (the method and
data applied for investment appraisal), and the organization of the project team did
not bear fruit. We did however obtain information about the expected number of
airplanes to be delivered over the lifetime of the project and the number of
airplanes needed to be delivered for the project to breakeven.

Other data that we could not obtain was pricing information of the airplanes the
financial value of the penalties incurred when planes were not delivered, the value
of the discounts and the value of the options that Airbus negotiated with customers

for them to buy alternative aircrafts if they did not wish to wait for the A380.
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Information on leadership, governance and organizational structures of EADS and
Boeing was obtained from the companies-this data is available to general public.
We employed a qualitative approach to analyse and compare the leadership,

governance and organizational structures of these two organizations.
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4 EADS - Background and Analysis
4.1 Background and Corporate Structure

European Aeronautic Defence and Space Company, EADS, is one of the largest
aerospace corporations in the world. It was formed in July, 2000 after a merger of
French company Aerposspatiale-Matra, Spanish company Construcciones
Aeronauticas (CASA) and German company Daimler-Chrysler Aerospace AG (DASA).
Currently there are 800 million EADS shares outstanding. 30% of the share capital is
held by French shareholders, 22.5% by Germans, 5.5%-by Spanish shareholders and
the rest of shares are held by various minority shareholders. The diagram below shows
the EADS stock ownership.
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EADS — Stock Ow
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Free flo

48 %

Figure 4.1: EADS stock ownership

The EADS Board of Directors consists of a maximum of eleven members appointed and
removed by the shareholders’ meeting. EADS has two chairpersons and Chief
Executive Officers. The Board of Directors determines the manner of appointment and
the responsibilities of the Chairmen and the Chief Executive Officers. As of December
2006, EADS had over 116,000 employees. The management structure with the
extension to Airbus is shown below.

The corporate governance of EADS reflects the complexity of the company. EADS

is a multi-national company, with significant shareholding from governments or state
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agencies. In order to balance the requirements of the different large shareholders,

the company has two Chief Executive Officers (CEQ’s). One of them is nominated

by Daimler-Chrysler group and the second one is chosen by SOGEADE group.

There are 10 directors in the Board of Directors at EADS. Similar to nominations of
CEOQO's, four members of the board are nominated by German Daimler-Chrysler and
four other inside directors are nominated by SOGEADE (i.e. French and Spanish)
group. There are two independent directors, one of them nominated by Daimler-
Chrysler and second one by SOGEADE. The directors nominated by Daimler-

Chrysler elect one CEO, while the second one is elected by SOGEADE.

The Board of Directors appoints two chairmen (again, chosen by two large
stakeholders). In case of dispute between two CEQ'’s the issue is transferred to the

chairmen.
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Board of Directors

I
Chief Executive Officer - EADS

a

Chief Executive Officer - EADS

v

and Head of Airbus
(Louis Gallois)

(Thomas Enders)

Chief Financial Officer

Chief Strategy and

Chief Operating Officer

Marketing Officer

Head of Astrium

Airbus

Head of Military Transport Aircraft

Head of EADS North America

Head of Eurocopter

Chief Technical Officer

Head of Human Resources

A

y

To Airbus’ Management Structure

Head of Defence and Security

Figure 4.2: EADS management structure
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Airbus - Management Structure ‘ from EADS’ Management Structure

President and Chief Executive Officer
(Louis Gallois)

Executive Committee - Airbus

Chief Operating Officer

Chief Operating Officer - Customers

Head of Operations

Executive Vice President Programmes

Chief Financial Officer

Executive Vice-President Human Resources

Executive Vice President Strategy and Co-operation
Executive Vice President, Head of Single Aisle Programme
Executive Vice President Military Programmes

Executive Vice President Engineering

Chief Controlling Officer

Senior Vice President, General Manager, Airbus France
Senior Vice President, General Manager, Airbus Espafa
Senior Vice President, General Manager, Airbus U.K.
Senior Vice President, General Manager, Airbus Deutschland
President and Chief Executive Officer, Airbus Japan K.K.
Chairman, Airbus North America Holdings, Inc.

President, Airbus China

Figure 4.3: Airbus management structure

Manufacturing, production and sub-assembly of parts for the Airbus aircraft

are

distributed around 16 sites in Europe, with final assembly in Toulouse in France and

Hamburg in Germany. These locations are:

. The EADS centers of excellence are organized as follows:
. The UK has 2 locations specializing in wings and electrics
) Germany has 7 locations specializing in cargo and cabin customization, forward and

aft fuselage, vertical tail plane and electrics
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. France has 4 locations working on nose and center fuselage
. And finally Spain has 3 locations that specialize in horizontal tail plane and

A380 rear fuselage sections and belly fairing

The major assembly and production is carried out in French and German factories and
basic production associated with civil and military aircrafts. Besides aircrafts, EADS
manufactures helicopters (it is the biggest helicopter producer in the world), satellites,
missiles and other products.

Airbus is a subsidiary and most important part of EADS and is involved manufacturing
civil aircrafts. It is a direct competitor to the American aircraft-manufacturing company,
Boeing. Airbus is a private company that is wholly owned by EADS. It has been the
major generator of revenues and profits as well as cash for EADS. See the chart below

that shows the size of the EADS divisions in terms of activity and revenue.
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Figure 4.4: EADS divisions and revenue

4.2 Airbus

Airbus SAS is a subsidiary company of the EADS group and as stated earlier the
company is one of the leading manufacturers of commercial aircrafts in the world. The
main competitor of Airbus is The Boeing Company. Airbus recently increased its market
share after obtaining larger number of orders and propelling it to number one in aircraft
manufacturing and sales share.

Airbus is a pan-European company that was founded in 1970. EADS initially had an
80% stake in Airbus with the remaining 20% held by the British company BAE Systems.
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In April 2006 BAE Systems sold its 20% stake to EADS through a put option, making
EADS the sole owner of Airbus.

The company manufactures aircraft components in four European countries: France,
Germany, Spain and UK. Approximately 57,000 people are employed by Airbus. The
company was formed as a European competitor to American aircraft manufacturing
giant, Boeing. The first aircraft was manufactured by Airbus in early seventies but
aircrafts of EADS had not been popular until 1981. Only after the launch of the A320
model in 1981 the company established itself as an important player in aircraft
production business. Thereafter, the number of orders for aircrafts has been increasing
significantly.

Airbus manufactures the A300 range of aircrafts. Its smallest aircraft can accommodate
100 passengers. Recently it started the development of the A380 aircraft touted to be
the biggest civil aircraft in the world with capacity to carry up to 850 passengers. Airbus
competes with Boeing in similar aircraft market segments and also has different planes

intended for different groups of customers, mainly airlines.

4.2.1 The Airbus A380 Project

The A380 project was launched in December 2000. Jirgen Thomas was a Senior
Vice President in the Large Aircraft Division of Airbus and gave a lecture that gave
pertinent insight into factors that are taken into consideration when this project was
undertaken. The following paragraphs summarise that lecture and present a
background to the A380 project from its conception.

The A380 was going to be the biggest aircraft ever built. It was meant to open up a
new segment by addressing the changing market needs, congestion at the hub
airports being one. With the environment having gained a profile, the A380 was
designed with low emissions and low noise. The project took five years of
preparatory development and testing that cost over US$600 million. The
development cost was projected at US$10 billion and a tax windfall of 3 billion euro
in Europe alone and induced worldwide employment creation of about 200,000
jobs. It was also going to give Airbus a foothold in all commercial aircraft market
segments meant to challenge and surpassing Boeing in the over 500 passenger

carrier aircraft segment as well.
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The innovative manufacturing processes and novel materials required for the

aircraft meant that there were however, going to be little or no synergies between

the manufacturing of the A380 and the other Airbus families of aircraft.

Other factors that promised success for the project included the growth in air traffic

that was twice the industrial average, increasing revenue per passenger, ground

and air congestion and the availability of new technology to improve the economics

of operating large aircraft (11,15).
The aircraft had 50 firm orders immediately after it was launched. The market for the
A380 was projected to be 1235 aircrafts, 8% of all commercial aircraft deliveries and
worth around US$77.4 billion. Numerous tests involving potential customers around
the world were carried out.
The A380 is the biggest civil aircraft in the world and is produced by Airbus with a
capacity to carry between 555 and 850 passengers. The development of this aircraft
was probably one of the most significant and expensive project in the history of Airbus.
Before the development of this plane, it had been assumed that due to growing
number of long-distance flights and corresponding increase in fees paid by airlines
per landing, it was reasonable to construct a double-deck, large capacity aircraft. That
type of plane would have been capable of minimizing the operating costs for airlines
especially on long haul flights such as between Europe and the USA.
The average price for one A380 was estimated to be US$ 290 million, making it, by
far, the most expensive aircraft in the world. The first orders for the plane were
received in late 2001 from Emirates Airlines for seven aircrafts. Further orders
followed soon and the company seemed to be very successful in attracting new

customers. In 2006, the first test flight took place.

4.2.2 The A380 Project Crisis

In order to become successful, the company needed to fulfil its delivery and
manufacturing obligations to customers. That did not happen. In June 2005, Airbus
announced that due to technical problems, mainly problems attributed to internal
wiring in aircrafts, there were going to be delays in the delivery of the A380 to
customers. Initially, the delays were scheduled to last six months. But on 13 June

2006, Airbus announced another delay of further six to seven months. This caused
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major shifts in the delivery schedule. The company was not going to supply the
promised quantity of aircrafts on time in the following years. As a result of delays the
chief executive officers (CEQ’s) of both EADS and Airbus resigned. The EADS share
price fell by 26%. The effect the announcement of delays to the delivery of the A380

had on the stock is illustrated in figure 5.2.

Existing customers began to express their discontent and some of them cancelled the
contracts with Airbus and chose to place new orders with the rival, Boeing instead.
Airbus set up a research group to analyse the problems and find a way out of the
crisis. Upon completing its internal review, the Airbus crisis research group decided
that further delays in manufacture were unavoidable and on 3 October 2006 the new
delayed schedule for delivery was announced. This meant further delays to airlines.
For instance, the first A380 aircraft to Singapore Airlines is now expected to be
delivered in October 2007. In November 2006 and in March 2007 FEDEX and UPS
opted to abandon Airbus and chose 747 and 777 aircrafts from Boeing. The 747 and
777 planes do not have similar specifications to the A380.

EADS is currently trying hard to retain the existing customers and orders. It has also
tried to maintain its market share by allowing substantial discounts to existing and new

customers. Heavy losses and significant cash flow shortages are affecting EADS now.
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4.3 Financial Analysis - EADS

The following tables contain EADS’ financial data that is used in subsequent ratio

analysis and in the chapter comparing EADS to Boeing.

EADS

Business Segment Information for the Years 2004, 2005 and 2008, In Million Euro

2006 Airbus Military Aircraft EuroCopter Defence&Security Astrium Other
Total Revenues 25190 2200 3803 5864 3212 | -B35
Research&Dev.expenses -2035 =13 -78 -195 =71 -66
Ernings Before Int&Tax -572 75 257 348 130 161
2005
Total Revenues 22179 763 3211 5836 2698 | -281
Research&Dev.expenses -1659 -18 -70 -207 -58 -63
Ernings Before Inte&Tax 2307 48 212 201 58 26
2004
Total Revenues 20224 1304 2786 5385 2592 | -530
Research&Dev.expenses -1734 -26 -61 -185 -61 -59
Ernings Before Inte&Tax 1919 26 201 226 9 51
Table 4.1 Business Segment Data of EADS
EADS
Consolidated Cash Flow Statements(In Million Euros, for Years
Ended by 31 December)
2006
Profit for the Period Attributable to Equity Holders of the Parent (Net
Income) 99
Profit Attributable to Minority Interests 16
Adjustments to Reconcile Profit for the Period (Net Income)
to Cash Provided by Operating Activities
Depreciation and Amortization 1,691
Valuation Adjustments and CTA Release 426
Deferred Tax (Income)/ Expense -193
Change in Tax Assets, Tax Liabilities and Provisions for Actual Income
Tax -160

38
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39434

-2458
399

34206
-2075
2852

31761
-2126
2432

2005

1,676
34

1,653
261
386
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Results of Disposal of Non-Current Assets -336 -170
Results of Companies Accounting for by Equity Method -152 -210
Change in Current and Non-Current Provisions 2,150 175
Change in Other Operating Assets and Liabilities -143 1,239
Cash Provided by Operating Activities 3,398 5,107
Purchase of Intangible Assets -2,708 -2,818
Proceeds from Disposal of Intangible Assets 76 101
Acquisition of Subsidiaries and Joint Ventures -82 -131
Proceeds of Disposals of Subsidiaries 86 89
Payments for Investments in Associates and Other
Investments and Long Term Financial Assets -421 -659
Proceeds from Disposals of Associates and Other
Investments in Long Term Financial Assets 813 485
Dividends Paid by Companies Valued at Equity 46 36
Increase in equipment of Leased Assets -147 -40
Proceeds from Disposal of Leased Assets 215 256
Increase In finance Lease Receivables -16 -219
Decrease in Finance Lease Receivables 79 85
Disposal of Non-Current Assets/Disposal Groups
Classified as Held for Sale and Liabilities Directly Associated
with Non-Current Assets Classified as Held for Sale 690 0
Change of Securities 3,357 1,008
Change in Cash from Changes in Consolidation 0 12
Cash Provided by Investing Activities 1,988 -1,795
Change in Long-Term and Short-Term Financial Liabilities 784 -344
Cash Distribution to EADS Shareholders -520 -396
Dividends Paid to Minorities -16 0
Payments Related to Ability for Puttable Instruments -2,879 -93
Capital Increase 94 187
Purchase of Treasury Shares -35 -288
Cash Used for Financing Activities -2,572 -934
Effect of Foreign Exchange Rate Changes and Other
Valuation Adjustments on Cash and Cash Equivalents -57 17
Net Increase in Cash and Cash Equivalents 2,757 2,395
Cash and Cash Equivalents at the Beginning of Period 5,386 2,991
Cash and Cash equivalents at the End of Periods 8,143 5,386

Table 4.2 Consolidated Cash Flow Statements of EADS
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2006 % 2005 % | 2004 | % | Dev(05-06)
Euro | %
Revenues 39,434 | 100 | 34,206 | 100 | 31761 | 100 | 5,288 | 15
Cost of Sales 34,722 | -88 | 27,530 | -80 | 25522 | -80 | 7,192 | 26
Gross Margin 4,712 | 12 | 6,676 | 20 | 6239 | 20 | 1,964 | -29
Selling, Administrative and Other
Expenses -2,462 | -6 | -2,336 | -7 | -2296 | -7 | -126 5
Research and Development Expenses -2458 | -6 | -2075| -6 | -2126 | -7 | -383 | 18
Other Income 297 1 222 0 314 1 75 34
Share from Profit from Associates under Equity
Method 189 0 225 1 84 0 -36 | -16
and Other Income from Investments
Profit Before Finance Costs and Income Taxes 278 1 2,712 8 2215 7 |2434 | -90
Finance Costs -244 -1 -177 -1 -330 -1 -67 38
Income Taxes 81 0 -825 -2 -664 -2 906 | 110
Profit for the Period 115 0 1,710 5 1221 4 |1,595 | -93
Attributable to:
Equity Holders of Parent (Net Income) 99 0 1,676 5 1203 4 | 1,577 | -94
Minority Interests 16 0 34 0 18 0 -18 | -53
Earnings Per Share
Basic 0.12 211 15 -1.99
Diluted 0.12 2.09 15 -1.97
Table 4.3 Consolidated Income Statement of EADS
2006 % 2005 % | 2004 | %
Non-Current Assets
Intangible Assets 10,855 | 15 | 11,052 | 16 | 10549 | 15
Property, Plant and Equipment 14,315 | 20 | 13,951 | 19 | 12956 | 19
Investments in Associates under the Equity Method 2,095 3 1,908 3 1738 3
Other Investments and Long-Term Financial Assets 1,666 2 1,938 3 2110 3
Non-Current Other Assets 4,231 6 3,610 5 2548 4
Deferred Tax Assets 2,624 4 2,980 4 466 1
Non-Current Securities 1,294 2 1,011 1 7096 | 10
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37,080 | 52 | 36,450 | 51 | 37463 | 55

Current Assets

Inventories 16,892 | 23 | 15425 | 22 | 12334 | 18
Trade Receivables 4,852 7 4,802 7 4406 6
Other Current

Assets 4,545 6 3,675 5 5242 8
Current Securities 549 1 4,189 6 0 0
Cash and Cash Equivalents 8,143 | 11 | 5,386 8 8718 | 13

34,981 | 48 | 33,477 | 48 | 30700 | 45

Non-current Assets/Disposal Groups Held For Sale 76 0 881 1 0 0
Total Assets 72,137 | 100 | 70,808 | 100 | 68163 | 100
Total Equity

Equity Attributable to Equity Holders of the Parent

Capital Stock 816 1 818 1 810 1
Reserves 7,593 | 11 | 8,699 | 12 | 7899 | 12
Accumulated Other Comprehensive

Income 4,955 7 3,982 6 7678 | 11
Treasury Shares -349 0 -445 0 -177 24

13015 | 19 | 13054 | 19 | 16210

Minority Interests 137 0 153 0 144 0
13,152 | 19 | 13,207 | 19 | 16354 | 24

Non-Current Liabilities

Non-Current Provisions 9,063 | 13 | 7,997 11 | 6074 9
Long-Term Financial Liabilities 3,561 5 4,189 6 4405 6
Deferred Tax Liabilities 2,465 3 2,376 3 4134 6
Other Non-Current Liabilities 12,680 | 17 | 11,295 | 16 | 10267 | 15

27,769 | 38 | 25,857 | 36 | 24880 | 36

Current Liabilities

Current Provisions 3,631 5 2,727 | 4 2350 3
Short-Term Financial Liabilities 2,196 3 908 1 818 1
Liability for Puttable

Instruments 0 0 3,500 5 3500 5
Trade Liabilities 7,461 | 10 6,634 | 10 | 5860 9
Current Tax Liabilities 218 0 174 | 0O 178 0
Other Current Liabilities 17,646 | 25 | 17,739 | 25 | 14223 | 22

31,152 | 43 | 31,682 | 45 | 26929 | 40

Liabilities Directly Associated With Non-Current Assets for Sale 64 0 62| O 62 0

Total Equities and Liabilities 72,137 | 100 | 70,808 | 100 | 68163 | 100
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Table 4.4 Consolidated Balance Sheet of EADS

43.1 Ratio Analysis of EADS from 2004 to 2006

4311 Liquidity
For the years 2004, 2005 and 2006 Liquidity condition was quite good and become
even better in 2006. As the first news on delivery delay appeared in June 2005, it can
be expected to see more trends in 2006 and 2007-impact of financial performance
usually takes time to become evident.
Working capital in 2006 was 34,981 - 31,152 = 3829

That is more than in 2005: 33477 — 31682 = 1795, more by 113%

Between 2004-2005 working capital decreased by 1,976 million euros, 53% decline.
Therefore, following decline in 2005, Working Capital recovered in 2006.

As for most liquid current assets like cash and cash equivalents with currents
securities (accounting treatment of both has been changing over years but sum of

them can be compared) 9% increase in 2005 was followed by decrease in 2006.

Both Liquid and Quick Ratios are slightly improved in 2006:

2004 2005 2006
Liquid 1.14 1.05 1.12
Ratio
Quick 0.68 0.56 0.58
Ratio

Although, generally, quick ratio is expected to be above 1, due to high value of EADS

inventories and the peculiarity of the industry this level seems to be acceptable.
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But overall working capital balance is only increased by 4%, because significant cash

increase is balanced by substantial reduction in current securities.

Let’s have a look at inventory turnover:

Increase occurred in 2006 after significant decline in 2005.

2004 2005 2006

2.06 1.78 2.05

To complete the picture, it is reasonable to calculate working capital cycles in days

(365 days per year):

Days to Days to pay | Days to Sell Working
collect Payables Inventories Capital Cycle
Receivables
2004 47 (84) 176 139
2005 51 (88) 205 168
2006 45 (78) 178 145

Again, some improvements are seen in 2006 after working capital cycle became
longer in 2005. At first, days to sell inventories figures seem to be quite high but it is
generally due to the nature of the industry.

Cash flows provided by operating activities reduced by 1,709 million Euros in 2006,

although are still much higher than net profit.

4.3.1.2 Profitability

The increase in total revenues in 2005 was 8%, it continued to increase up to 15% in
2006. It is a significant increase. But although percentage increase in cost of sales
was 8% in 2005 (in comparison to 2004), it rose to 26% in 2006, leading to 29%

decline of Gross margin in 2006.
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Net profit over 3 year period has been changing quite significantly, it was 5% of
revenues in 2005, 4% of revenues in 2004 and almost equal to zero in 2006.

The contributions from Airbus revenues in EADS total revenues have been stable
equal to 63% in each research years (2004-2006).

Contributions from Airbus in Earnings before Interest and Tax figure of EADS have
been substantial. It was equal to 78% in 2004, 80% in 2005. It was 1919 millions in
2004, 2307 in 2005 and -572 in 2006, which is a radical drop of earnings in 2006.
Therefore it is clear that substantial drop in Airbus is solely responsible in EADS being
almost non-profitable in 2006 (just 399 millions in 2006, while it was 2852 in 2005 and
2432 in 2004).

Therefore it can be concluded that difficulties in Airbus (exclusively) led to profitability
crisis of EADS in 2006.

In the following paragraphs we analyze how effectively the company used its
resources and perform a ratio analysis of profitability.

Earning per share figures were 1.5 euro in 2004, 2.11 euro in 2005 and just 0.12
euros in 2006. These changes can be exclusively attributed to trends in earnings over
years as actual number of outstanding stock has not changed significantly (in

percentage terms). The number of outstanding shares was 797,000,000-802,000,000.

Return on Assets (ROA):

2004 2005 2006

3% 3% 0%

ROA=Operating Income/Average total Assets

Return on Equity (ROE):

2004 2005 2006

7% 13% 0%

ROE=Net Income/Average Total Equity
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As both operating and net income in 2006 was very low it is not surprising that ROA
and ROE were equal to zero. Both equity and assets were employed very poorly and

in particular, because of poor performance at Airbus.
In 2004-2205 ROA remained constant as both operating income and Total assets
changed slightly and to the same direction (both increased slightly).

ROE was higher in 2005 than in 2004 because total equity reduced in 2004, while net

income increased.

4.3.1.3 Gearing/Leverage

For a complete picture it is necessary to evaluate Gearing in each year.

Non current liabilities increased just by 1% in 2005, but rose by 7% in 2006.

Debt Ratio = Total Liabilities / Total Assets

2004 2005 2006
76% 80% 81%

Debt ratio has been increasing over three year period. It is mainly attributed to

increase of non-current liabilities in 2006 and current liabilities in 2005.

Interest cover=PBIT/Interest expense

2004 2005 2006
7 15 1.1

It seems EADS is having difficulties in paying its long term creditors. Interest cover is
very low and is indicating that income is becoming insufficient to cover debt interest.
This ratio is also related to profitability issues and again Airbus poor performance lead

to very poor Interest cover in 2006.
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4.3.2 Comparative Analysis of First Quarter 2007

4321 Liquidity

There was decrease in working capital by first quarter of 2007 in comparison
to results by fourth quarter of 2006 (43):

2007 35,241 - 31,501 = 3740
2006 34,981 - 31,152 = 3829

It is a 2% decline. In terms of working capital, year 2006 was better than
2005, but the beginning of 2007 shows different trend, which may or may not

continue.

There was a 1% improvement in current assets, in 1 quarter of 2007 in
comparison to 4" quarter of 2006, but the composition of current assets
changed substantially: Inventories increased by 11%, while Cash and Cash
Equivalents decreased by 15%. It may be a peculiarity of the industry, but

may also show interesting trends in EADS.

Both Liquid and Quick Ratios were slightly better in the end of 2006

2007, 15! Quarter 2006, 4™ Quarter
Liquid 1.11 1.12
Ratio
Quick 0.52 0.58
Ratio

Fourth quarter Liquid and Quick Ratios are perfectly in line with year 2006
ratios, while 1%* quarter decline in Quick ratio is significant

Current liabilities increased by just 1%.

Cash flow statement shows some worrying signs. Cash provided by operating

activities is a negative figure of (456). It's a (688) decrease since first quarter of
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2006, with changes in other operating assets and liabilities especially
decreasing (1,603) million Euros.

Cash used for investing activities decreased substantially (becoming negative)
by 1,736 millions-because of negative effects of customer financing activities of
Airbus.

Decrease in cash for financing activities is less significant but still important.
Overall, cash increased by 1,448 million Euros in 1% quarter of 2006, while it

decreased in 1% quarter of 2007 by 1,197 millions.

These are worrying signs, with more effects of these downfalls probably

appearing later.

4322 Profitability

Let’'s compare profitability in EADS of first quarters in 2006 and 2007.

Revenues decreased by 1% in 2007, while Cost of Sales increased by 7%-significant
change. It resulted in huge, 34% decrease of Gross Margin. Decrease in Revenues
was mainly because of poor performance by EADS Military Unit. As for Airbus, its
sales were slightly better in 2007.

Poor performance in almost all activities (Selling, Administrative and Other
Expenses, Research and Development Expense, Other Income) led to very
unsatisfactory Profit before Interest and Tax (PBIT)-PBIT dropped by 90% and it
accounted only just to 1% of Revenues. Subsequently, there was a Net Loss in 1%
quarter of 2007, which is 101% drop of profits since 1%t quarter of 2006. It is a radical
decrease.

Therefore, it's not a surprise at all that Earnings per Share figure in 2007 were
negative-purely due to poor profits.

As both operating and net income in 2007 was very low it is not surprising that ROA
and ROE are equal to zero. Both equity and assets were employed very poorly and

in particular, because of poor performance at Airbus.
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4323 Gearing/Leverage

For a complete picture it is necessary to evaluate Gearing in first quarters of each
year.

Non current liabilities increased slightly.

Debt Ratio=Total Liabilities/Total Assets

2007, 1° 2006, 1°' quarter
Quarter
82% 81%

Year 2006 average was also 81%, so there is an increase, showing worse gearing in
2007.

This is also shown by further decline of Interest Cover Ratio.

Interest cover=PBIT/Interest expense

2007, 1 2006, 1% Quarter
Quarter
0.57 6.2

It seems EADS is having difficulties in paying its long term creditors. Interest cover is
very low and is indicating that income is becoming insufficient to cover debt interest.
This ratio is also related to profitability issues and again Airbus poor performance led
to very poor Interest cover in 2007. Yearly average of Interest Cover in 2006 was
much lower than 2006 1% quarter one, so it seems to be an ongoing process of

continuing decline. These should be worrying signs for EADS.

4.3.3 Impact of EADS Stock Price Analysis

In May 2006 the EADS stock was trading at around 32 euros. This was prior to
announcement of the first delays in the delivery of A380 aircraft. The announcement
of the delivery delays led to a sharp decline in the value of the stock, down to 18.73

euro in mid June.
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Thereafter, stock prices improved less dramatically, peaking in the beginning of 2007
at 26.3 Euros. The value has been relatively stable in recent months at
approximately 23.5 Euros per share.

The share price for EADS stock from 25 November 2005 to 25 June 2007 and the
effect the announcement of delays to the delivery of the A380 had on the stock is

illustrated in figure 5.2.

EADS Share Price

» 04 May 2006
N

/‘“mem 12 June 2006
30 ~
/

25 f’\,nvv,\,. Wil
W o

20 | — EADS Share Price

15

10

Range:
25 Nov 2005 to 25 June 2007

Figure 4.5: EADS share price (25 Nov 05 to 25 Jun 07)
Situation with stock prices at Boeing is different. If we consider share price in June
2005 as a benchmark (i.e. 100%) both for EADS and Boeing, it is obvious that

shares at Boeing are improving in values and are at the top level in May 2007
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(150%, two years later), while stocks of EADS roughly “returned” to base level
(100%) in May 2007.

Prices of EADS stocks have been roughly at base level for a year, after a sharp
decline (80%) and consequent increase. Meanwhile, stocks prices of Boeing have
never declined below base level (100% in May 2005), have been increasing since
July 2006 (from 110%) and reached 150% mark in May 2007. While EADS has been
stagnating for almost two years, the value of Boeing’s stock has been increasing

considerably in the same period.

EADS had been increasing Dividend per Share repayments since 2002 from 0.3
Euro per share to 0.65 Euro per share in 2005, thereby delivering a message of
company'’s success to shareholders but financial crisis led to sharp drop of Dividend
per Share to 0.12 Euros in 2006. Company may decide not to pay shareholders in
2007 (by explaining shareholders that it may be for the best of the company) in order

to avoid further financial chaos and to at least retain existing share price.
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5 Boeing - Background and Financial Data
5.1 Background and Corporate Structure

Boeing was founded in 1916 and is the market leader in the Aerospace and
defense industry (Hartley, R. F, 2001 & Hellemans, A., 2007). It is a public
corporation based in the United States of America. It is listed on the New York
stock exchange with over one billion shares issued and market capitalization of
over US$ 51.5billion by the end of March 2007. The Boeing Company stock is part
of the Dow Jones Industrial average. Figure 5.1 below shows the distribution of
Boeing stock as of 31st March 2007.

Boeing Stock Ownership
(Shares Outstanding 787.00 million)

Mutual Fund Owg
Growth Fund of Amg
Washington Mutug

Investment Cq
CREF Stock
Janus Fund 4
Vanguard To
4,032,053

Vanguard In
Fundamental

Figure 5.1: Boeing distribution of stock
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Boeing was the world's biggest aircraft manufacturer in 2006 with a 90% control of
the air freight sector (Holmes Stanley, 2007). Its products include commercial and

military aircraft, defense systems software systems, munitions, space systems and
computer and communications systems and services.

The company is organized into five business units comprising: Commercial
Airplanes, Integrated Defense Systems, Boeing Capital Corporation, Phantom
Works and the Shared Services Group. These divisions are illustrated in figure 5.2
in terms of their activities and the contribution they made to Boeing revenue as of
31st March 2007.

Boeing Company - Divisions

Capital

Phantom Works
-R & D unit

-cost center

Integ

-commu

Millitary, The Boeing

Company
Shared Services
Group

-Provides
common services
to all the other
Boeing units

-cost center

Figure 5.2: Boeing divisions, revenue and activities
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The corporate structure of Boeing comprises a ten member board of directors at
the top who are elected by shareholders. The daily operations of the corporation
are conducted by an executive team headed by a chief executive officer,
managers and employees. The board picks the CEO and assists in the selection
other members of the executive team. The board evaluates the CEO'’s
performance and the strategic direction of the corporation. They are also the moral
or ethics guardians of the company. Just under the CEO is an Executive Council
comprising, among others, the heads of all the core business units in the Boeing
Company (Commercial Airplanes, Integrated Defense Systems and Boeing Capital
Corporation). These have dual roles of Executive Vice President in the Boeing
Company, and President and Chief Executive Officer in that respective core

business unit.

As of 31st March 2007, Boeing had over 156, 000 employees with half of this
workforce operating in various locations in the United States of America. Boeing's
corporate headquarters is located in Chicago, lllinois and the commercial airplanes
manufacturing centers are in California, Kansas, Pennsylvania, Texas and
Washington State in the US. Other locations include a Technical Center in Madrid,
Spain a sales office in London, United Kingdom and other locations in Asia, with a

prominent presence in China.

An illustration of the corporate structure of Boeing is shown in figure 5.3.
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Boeing — Corporate Management Structure

Board of Directors

Chairman, President and Chief Executive Officer

(W.

James McNerney, Jr.)

Executive Council

Capital Corporation
-Senior Vice President,
The Boeing Company

Boeing Capital Corporation

-President,

-Executive Vice President,

President and Chief Executive

oMl ATAETES Engineering, Operations

& Technology
-Senior Vice President,
Engineering, Operations
& Technology

The Boeing Company

Officer,
Commercial Airplanes

Integrated Defence Systems
-Executive Vice President,
The Boeing Company
President and Chief Executive
Officer, Integrated Defence
Systems

Shared Services Group
-President,
Shared Services Group

Figure 5.3: Management structure of Boeing

Boeing and EADS form a duopoly in the commercial aircraft industry. The

competition between the two is intense. Airbus managed to sell more single aisle
aircraft towards the end of 2006 thereby moving ahead of Boeing and reclaiming

the top spot in that segment. Contrary to expectations and in spite of the problems

regarding the A380 project, Boeing increased its market share to 40% (Walll,

Robert, 2006).
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Boeing is no stranger to problems and controversies. These impacted its
operations and sales. The market share of Boeing shrunk from 75% to 50%.
Among the reasons cited for the decline were: a questionable commitment to
product quality and market leadership, poor labour relations and poor corporate
governance (Willie .D Jones, 2004). In addition, the army contract scandal
involving Darleen Druyun did not help. Darleen Druyun was a procurement officer
in Pentagon who was involved in awarding lucrative contracts to Boeing, while
actively seeking employment with the same company. The subsequent
investigation into the conflict of interests led to Boeing having problems securing
new contracts with the US Department of Defense. It also resulted in the contract
termination of the Chief Financial Officer Michael Sears and subsequent conviction

of Darleen Druyun (Andy Pasztor, Jonathan Karp and J. Lynn Lunsford, 2004).

Boeing recorded a revenue increase of 33%, a 90% increase in operating profit
and 40% increase in new orders in 2006 (Joseph Anselmmo, 2007).

While EADS is grappling with trying to implement its Power8 restructuring plan at
Airbus, Boeing has seen the structuring exercise it undertook earlier, such as
selling off some facilities, begin to pay off. Boeing's increased competitiveness has
also been aided in part by the weak dollar (Robert Wall & Jens Flottau, 2007). In
addition, Boeing had formulated a strategic response to the threat posed by the
Airbus A380 back in 2001 that has seen it develop lighter long haul aircraft

consuming less fuel and incurring less operating costs (Holmes Stanley, 2007).

5.2 Financial Data for Boeing

The following tables present detail about Boeing’s financial and income
statements. These data are mostly used in the comparative financial analysis in

subsequent chapters.

Boeing
Consolidated Statements of Balance Sheet (Accounting years to 31
December, in $Millions)
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2006 % 2005 %
Assets
Cash and Cash Equivalents 6,118 12% 5,412 9%
Short-term Investments 268 0% 554 1%
Accounts Receivables, Net 5,285 10% 5,246 9%
Current Portion of Customer Financing,
Net 370 1% 367 1%
Deferred Income Taxes 2,837 5% 2,449 4%
Inventories, Net of Advances and Progress
Billings 8,105 16% 7,940 13%
Total Current Assets 22,983 44% 21,968 37%
Customer Financing, Net 8,520 16% 9,639 16%
Property, Plant and Equipment, Net 7,675 15% 8,420 14%
Goodwill 3,047 6% 1,924 3%
Prepaid Pensions Expense 13,251 22%
Other Acquired Intangibles,
Net 1,698 3% 875 1%
Deferred Income Taxes 1,051 2% 140 0%
Investments 4,085 8% 2,852 5%
Other Assets, Net of Accumulated
Amortization of $272 and $204 2,735 5% 989 2%

51,794 100% 60,058 100%
Liabilities and Shareholder's Equity
Accounts Payable and Other Liabilities 16,201 31% 16,513 28%
Advances and billings in Excess of
Related Costs 11,449 22% 9,930 16%
Income Taxes Payable 570 1% 556 1%
Short-Term Debt and Current Portion of
Long-Term Debt 1,381 3% 1,189 2%
Total Current Liabilities 29,701 57% 28,188 47%
Deferred Income Taxes 2,067 3%
Accrued Retiree Healthcare 7,671 15% 5,989 10%
Accrued Pensions Plan
Liability 1,135 2% 2,948 5%
Other Long-Term Liabilities 391 1% 269 0%
Long-Term Debt 8,157 16% 9,538 16%
Shareholder's Equity:
Common Shares Issued, Par Value $5.00-
1,012,261,159 and 1,012,261,159 Shares 5,061 10% 5,061 8%
Additional Paid-In Capital 4,655 9% 4,371 7%
Treasury Shares At cost -12,459 -24% -11,075 -18%
Retained Earnings 18,453 36% 17,276 29%
Accumulated Other Comprehensive Loss -8,217 -16% -1,778 -3%
Share Value Trust Shares -2,754 -5% -2,796 -5%
Total Shareholder's Equity 4,739 43% 11,059 53%
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51,794 100% 60,058 100%

Table 5.1: Consolidated Statements for Boeing
Boeing
Income Statements (by 31 December, In $Millions, Except Per Share Data)

2006 % 2005 %
Revenues:
Commercial Airplanes 28,465 46% 21,365 40%
Total Integrated Defence Systems 32,439 53% 31,106 58%
Boeing Capital Corporation 1,025 2% 966 2%
Other 299 0% 657 1%
Accounting Differences/Eliminations -698 -1% -473 -1%
Total Revenues 61,530 100% 53,621 100%
Cost of Sales -50,437 -82% -44,984 -84%
Gross Margin 11,093 18% 8,637 16%
Income From Operating Investment, Net 146 0% 88 0%
General and Administrative Expenses -4,171 -7% -4,228 -8%
Research and Development Expense -3,257 -5% -2,205 -4%
(Loss)/Gain on Dispositions/Business
Shutdown, Net -226 0% 520 1%
Settlement With US Department of
Justice -571 -1%
Earnings from Operations 3,014 5% 2,812 5%
Other Income, Net 420 1% 301 1%
Interest and Debt Expense -240 0% -294 -1%
Earnings Before Interest and Taxes 3,194 6% 2,819 5%
Income Tax Expense -988 -2% -257 0%
Net Earnings from Continuing
Operations 2,206 4% 2,562 5%
Cumulative Effect of Accounting Change, Net of Taxes 17 0%
Net gain/loss on Disposal of Discontinued
Operations, Net of Tax 9 0% -7 0%
Net Earnings 2,215 4% 2,572 5%
Basic Earnings Per Share from Continuing
Operations 2.88 3.26
Diluted Earnings Per Share from Continuing 2.84 3.19
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Operations
Cash Dividend Declared 991 861
Per Share 1.25 1.05

Table 5.2: Income Statements for Boeing

2006 2005
Cash Flows-Operating Activities:
Net Earnings 2,215 2,572
Adjustments to Reconcile Net Earnings to Net Cash for Operating Activities:
Non-Cash Items:
Goodwill Impairment
Share-Based Plans Expense 743 1,036
Depreciation 1,445 1,412
Amortization of Other Acquired
Intangibles 100 91
Amortization of Debt Discount/Premium 14 23
Pension Expense 746 1,225
Investment/Asset Impairment Charges 118 83
Customer Financing Valuation Provision 32 73
Net loss(Gain) on disposal of Discontinued
Operations -14 12
Loss(Gain) on Dispositions/Business Shutdown, Net 226  -520
Other Charges and Credits,
Net 82 129
Non-Cash Adjustments Relating to Discontinued Operations
Excess Tax Benefits form Share-Based Payment
Arrangements -395 -70
Changes in Assets and Liabilities:
Accounts
Receivable -244  -592
Inventories 444 1,965
Account Payable and Other Liabilities -744 963
Advances and Billings in Excess of Related Costs 1,739 3,562
Income Taxes Receivables, Payable and Deferred 933 628
Other Long-Term Liabilities -62 -476
Prepaid Pension Expense -522 1,862
Goodwill
Other Acquired Intangibles 11
Accrued Retiree Health Care 114 30

Customer 718 589
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Financing
Other -189 46 -255
Net Cash Provided by Operating Activities 7,499 7,000 3,504
Cash From Investing
Activities:
Discontinued Operations Customer Financing, Reductions 2 174
Property, Plant and Equipment, Additions 1,681 1,547 -1,246
Property, Plant and Equipment,
Reductions 225 51 268
Acquisitions, Net of Cash Acquired 1,854 -172 -34
Proceeds from Dispositions of Discontinued Operations 33 2,017
Proceeds from Dispositions 123 1,676 194
Contributions to Investments 2,815 2,866 -4,142
Proceeds from Investments 2,850 2,725 1,323
Other -34
Net Cash Used by Investing Activities 3,186 -98 -1,446
Cash Flows from Financing Activities:
Net Borrowings 1
Debt Repayment 1,681 1,378 -2,208
Stock Options Exercised 294 348 98
Excess Tax Benefits from Share-Based Payment
Arrangements 395 70 23
Common Shares - -
Repurchased 1,698 2,877 -752
Dividends Paid -956 -820  -648
Net Cash Used by Financing Activities 3,645 4,657 -3,487
Effect of Exchange Rate Changes on Cash and Cash
Equivalents 38 -37
Net Increase/Decrease in Cash and Cash Equivalents 706 2,208 -1,429
Cash and Cash Equivalents at Beginning of Year 5,412 3,204 4,633
Cash and Cash Equivalents at the End of Year 6,118 5,412 3,204

Table 5.3: Consolidated Cash Flow Statements of Boeing
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6 Comparative Analysis of EADS and Boeing
6.1 Performance in 2005 and 2006

A level of clarity to this problem can be achieved from the evaluation of the
performance of EADS in comparison with its direct competitor, a company with a
similar scale and product portfolio. The Boeing Company presents a perfect fit.

The years 2005 (when the A380 crisis started) and 2006 (the following year) are
especially important in this sense.

6.1.1 Liquidity

While Working Capital increased by 4% in EADS in 2006, in Boeing the working
capital was as shown below. The differences in the increase in working capital of
both companies are also shown in figure 6.1.

2005 21,609 - 28,126 = -6517

2006 22,983 - 29,701 = -6718
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Working capital: EADS Vs Boeing
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Figure 6.1: Working Capital - Boeing Vs EADS

It was poor and became worse as shown by the 2% decline.

Cash and Cash Equivalents of Boeing increased by 13% in 2006. It was a
substantial improvement. Correspondingly, in EADS, after a significant decline in
2005, it increased equally substantially in 2006.

Let’s have a look at Liquid and Quick ratios of Boeing and EADS:
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Liquid Ratio
2005 2006
Boeing 0.77 0.77
EADS 1.05 1.12
Quick Ratio
2005 2006
Boeing 0.58 0.58
EADS 0.56 0.58

Ligquid Ratios of Boeing are much lower than ones of EADS, but Quick Ratios were
almost equal to ones of EADS. Boeing seemed to be as much dependant on

inventories. While Quick Ratio declined in Boeing, it increased in EADS.

Inventory Turnover=Cost of Sales/Value of Inventories

Inventory Turnover was:

Inventory Turnover

2005 2006
Boeing 5.7 6.2
EADS 1.78 2.05

While Inventory Turnover improved both in EADS and Boeing, in Boeing it was much
better for both years. Companies operate in the same market; therefore it seems

inventory is treated more effectively in Boeing, than in EADS.

6.1.2 Profitability

Sales Revenues improved by 14% in Boeing. Correspondingly, in EADS, it
increased by 15%.
Cost of Sales became more by 12%, while in EADS it increased by 26%. It's a

significant difference.
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Contribution from Commercial Airplanes division of Boeing, in terms of revenues,
increased by 33% and almost exclusively contributed to total increase of revenue at
Boeing (89%). At the same time, the contribution of Airbus in total EADS revenue
increase was just 57%. The share of Airbus in total EADS revenues did not change
very much-it decreased from 64% to 63% in 2006, while at Boeing it increased from
40% to 46%, which is a very good improvement.

It should be also noted, that in 2004 the revenues from Boeing Commercial
Airplanes division were $19,925, therefore it increased just by 7% (i.e. before
delivery delays in Airbus), much lower than in 2006 (33%). Between 2004 and 2005
the increase in total Boeing Revenues, $2,221 million was 64% due to increase in
commercial airplanes division.

In 2006, Boeing’s earnings before interest and taxes increased by 13%. There was
a huge drop of EBIT at EADS in the same period.

Net Profit in 2006 was 2215 and 2572 in 2005, so it reduced by 16%. As for the
structure of profits, Net Profits were 4% of Revenues in 2006 and 5%-in 2005.
Profit was insignificant at EADS in 2006 and was 1,676 million Euro (5% of
Revenues) in 2005. So, it was a radical decrease of Net Profits in EADS and
relatively moderate in Boeing.

It was $2,562 millions in 2005 at Boeing (more than at EADS in absolute terms)
and $2,215 in 2006 (much more than at EADS, in absolute terms).

In absolute terms (taking into account that average Dollar/Euro exchange rate in
2005 was 0.8) Boeing revenues were 2,050 million Euros, i.e. 22% (by 374 million
Euros) more than in EADS. The trends in the revenues as shown in figure 6.2
below and clearly illustrate the big jump in Boeing’'s revenue in 2006, when the
turbulence at Airbus became more apparent. Figure 6.3 shows the deliveries from
both manufacturers and how Boeing made a substantial increase in deliveries at

the expense of Airbus.
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Revenue: Boeing Commercial Airplanes Vs Airbus
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Figure 6.2: Revenue - Boeing Vs EADS
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Earning per Share (EPS) in Boeing (basic) reduced from $3.26 in 2005, to $2.88 in

2006.

In EADS it was 2.11 Euro in 2005 and 0.12 Euro in 2006. If we take into account
that average yearly Dollar/Euro exchange rate was 0.8 in 2005 and 0.79 in 2006,

Figure 6.3: Airplane Delivery - Boeing Vs EADS

both percentage and absolute differences in EPS can be computed:

In 2006, Boeing EPS=1.79 Euro and EADS EPS=0.12 euro
In 2005, Boeing EPS=2.6 Euro, EADS EPS=2.11 euro,
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Therefore, Boeing EPS was by 1.67 euro higher in 2006, and by 0.49 higher (23%)
in 2005.

Now turn attention to Ratio Analysis of Boeing profitability and compare it to EADS.

Return on Assets (ROA) = Operating Income/Average total Assets at Boeing:

Return on Assets
2005 2006
Boeing 4% 5%
EADS 3% 0%

Return on Investment (ROI) = Net Income / Shareholder’s Equity:

Return on Investment
2005 2006
Boeing 23% 46%
EADS 13% 0%

At first sight, Boeing seemed to perform much better in terms of ROI in both years,
but this comparison is not very much relevant due to significant differences in Equity
structures and values between companies.

At the same time, ROA comparisons are relevant and it increased in 2006 at Boeing,
while decreasing by 1% at EADS. It seems, Boeing used its resources more

effectively.

6.1.3 Gearing/Leverage

Let's evaluate gearing level of Boeing and compare it to EADS.

Total long term Liabilities decreased by $3,457 millions, i.e. by 19%, due to

repayment of parts of Liabilities in each category in 2006. EADS long term Liabilities
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increased by 1912 million Euros ($2,390 millions), i.e. by 7%. In this regard Boeing

managed its long term Debts far more efficiently.

Debt Ratio = Total Liabilities / Total Assets:

Debt Ratio
2005 2006
Boeing 81% 90%
EADS 80% 81%

In 2005 Debt Ratio is similar to EADS, but in 2006 it is higher, due to “Accumulated other
Comprehensive Loss” article in “Total Shareholder's Equity” part of Boeing Balance Sheet.

Now let’'s complete the computations with Interest Cover Ratio.

Interest Cover = PBIT / Interest Expense

Interest Cover

2005 2006
Boeing 10 13
EADS 15 11

Interest cover has been improving and has been much better than at EADS,
especially in 2006.

Overall, if Debt Ratio is not taken into account (it seems quite irrelevant for
evaluation of gearing position in Boeing, as in 2006 Equity composition changed
significantly due to “Other Comprehensive Loss” article, while Long Term Liabilities
decreased substantially), it can be said that Boeing can feel much safer in terms of

Non-Current Liabilities and is efficiently repaying it's creditors.
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6.2 Performance in the First Quarter of 2007

6.2.1 Liquidity

Cash and cash equivalents declined by 31 March, 2007-it was $1282 millions lower
than it was on 31 December 2006. This was partly due to repurchase of common
shares and provisions for pensions, as well as substantial debt repayment, $817
millions, in first three months of 2007.

Total Assets declined since December 31, but Working Capital improved in first
quarter of 2007 by $799 millions. Liquid Ratio improved correspondingly, while Quick
Ratio declined slightly:

Liguid, from 0.77 to 0.79
Quick, from 0.5 to 0.49

Cash and Cash Equivalents reduced more significantly (in absolute terms) in EADS.

Moreover, company did not reduce its Long Term Liabilities [43, 44].

6.2.2 Profitability

In the first quarter revenues for Boeing increased by $1,101 millions (8%), in
comparison with same period of 2006. Corresponding Revenues of EADS were
slightly lower-it reduced slightly.

All major divisions performed better in 15 quarter of 2007, with Commercial Airplanes
Division improving sales by $502 millions (7%), contributing 45% in total Revenue
increase at Boeing in 1% quarter of 2007.

Operating Margins increased from 6.7% to 8.5% but Operating Margin at
Commercial Airplane division reduced by 0.7% due to planned high Research and
Development expense. Net Income increased by 27% ($185 millions), while it
decreased by 504 million Euros in EADS. Earnings Per Share improved from $0.88
to $1.13.

It is obvious that Boeing performed better than EADS in the 1% quarter of 2007.

68



Authors Title

B. Chama, G. Nikolaishvili Impact of the A380 Project on the
Financial Performance of EADS

Revision Date

5.0 19-08-2007

6.2.3 Gearing/Leverage

Long Term Liabilities increased by $162 millions in the 1% quarter of 2007 (almost
equal to corresponding increase in EADS).

Debt Ratio was 90% in the 1% quarter of 2006 and became 89%. It's a high level yet
but it was reduced mostly due to higher retained earnings and some reduction in
total assets.

As for interest cover (ability of a company to repay non-current creditors) it improved
from 14 times to 28 times in the 1% quarter of 2007. So, in this regard, Boeing has a

much better situation than EADS.
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7 Other Factors that Affected the Financial Health of EADS

Quantifying the impact of these structural inefficiencies is impossible, the analysis in this
chapter highlight these other factors that compounded the financial troubles at EADS over

and above the A380 crisis.

7.1 Leadership and Corporate Structure

The comparative success of Boeing can be attributed in part to the more efficient
corporate governance and ownership structure. The diagrams showing the two
organisations’ management structures highlight these differences. The structure of
EADS is subject to political interference (from governmental shareholders) based
on the self interests of France, Germany, UK and Spain. Management is not only
concerned with making decisions that will lead to the financial success of the
company. The political implications of such decisions have to be taken into
account. Consolidating operations or closing down a factory is not just a matter of
productivity but the impact of the resulting job losses and national pride on the
political establishment should also be considered. Human resource is strongly
represented at the top level emphasising the importance of any decisions taken by
management that may affect labour relations. EADS management had to be very
careful how they tackled the A380 crisis a situation that led to further
haemorrhaging of money while waiting for political approval to implement

measures.

7.2 Corporate Governance

Unique among big corporations is the fact that EADS has two co-CEQO’s and two
co-chairmen of the board nominated by different groups. Boeing on the other hand
has the one CEO and one chairman of the board. Apart from the fact that one of
them is the head of Airbus, the division of responsibilities at EADS level is unclear.

This affects the responsiveness of the decision making process (especially during a

70



Authors

Title

B. Chama, G. Nikolaishvili Impact of the A380 Project on the

Financial Performance of EADS

Revision

5.0

Date

19-08-2007

crisis) and the clarity of the strategic direction of the company. The ambiguity hurts
the financial position in the long run. In addition there are only two independent
directors on a board consisting of a total of ten members. The remaining eight
members are appointed based on geo-political influences. Hence one of the Board
of Directors’ goals of ensuring that management is focussed on maximising the
shareholders’ wealth is clouded by other vested interests. The infusion of objective
and unbiased views that can generally be done mostly by independent directors is

not necessarily the case at EADS.

7.3 Foreign Exchange Rate

EADS has production in Europe and has prices for products fixed in Euros. At the
same time, EADS sells products mainly outside of Europe (USA, Asia, Australia etc),
particularly Airbus Aircrafts. Considering the volume and value of orders it is no
surprise that Dollar/Euro exchange rate influences EADS financial health.

Let’s have a look at Dollar/Euro exchange rate (40) trends over the period 2004 to the
first quarter of 2007.

In the year 2005, there had been a stable increase of Dollar exchange rate to Euro. It
had been increasing from 0.762113 Euro/Dollar in January, to 0.843167 Euro/Dollar in
December 2005. In percentage terms this was a 10.6% increase over year 2005.
Average yearly rate was 0.805 Euro/Dollar.

In 2006, the reverse trend of exchange rate became evident. Exchange rate of Euro to
Dollar began to decrease reaching 0.757527 Euro/Dollar in December, form 0.82627
in January 2006. It was a 9.1% decline since January 2006, while average yearly
exchange rate in 2006 was 0.797.

Further decrease of Euro/Dollar exchange rate continued in the begging of 2007,
peaking at 0.739206 Euro to Dollar in May 2007. Dollar has been constantly
decreasing in exchange value since October 2006.

Airbus has a peculiar business. Orders are taken long before deliveries are made. It
takes especially longer in case of aircrafts, which are not finally developed (not yet
designed or technically complete). Therefore, although hedging is done by EADS,

agreements made in times of favourable exchange rates (stronger dollar, in case of
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EADS) do not appear that good when the aircrafts are delivered. This happens,
because EADS gets less in Euros when it was expected. Dollar exchange rate is at its
lowest in May 2007 and has not been that low for years. Therefore, EADS has been
mentioning decline in Euro/Dollar exchange rates as one of the reasons of poor
profits. By itself, decline of Dollar value amplifies the losses from “delayed” aircrafts,
like A380. If it had been delivered in time, it would have had less negative influence in
terms of losses attributed to exchange rates. It makes position of Boeing (selling
“cheaper” aircrafts to European customers and getting same values for “internal”

expenses) even stronger.

According to EADS statements, negative effect from foreign exchange rate
revaluations on US dollar cash balance was 136 million Euros in 2006 (while it was
positive 147 in 2005).
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8 Long-Term Prospects

It is obvious that EADS is suffering. The beginning of 2007 has a very bad period for
EADS and Airbus. Company operates in a peculiar industry. Heavy competition
between EADS and Boeing requires careful strategic decision-making. Every project
launched in this industry is in fact a very long investment intended to pay-back itself
in years. Management of companies like EADS and Boeing do not and cannot plan
to recover all expenditures (both capital and daily) in two or three years.

Project starts with substantial investment in research and development (which will
last for years). Management weighs up the capacity of production for next few years
and marketing team makes projection of future sales. Marketing team also works
intensively to promote the product even before the launch of manufacture.

Marketing team of EADS was successful and company received substantial offers
for A380 (both in terms of total aircrafts and number of aircrafts), but Airbus failed to
entirely utilise its capacity and appropriately apply contingency plans when it was
necessary. Therefore, Airbus failed to deliver A380 aircrafts in time and was forced
to announce about the delivery delays.

Now, after delivery delays have been announced, actual expected cash flows have
also “moved”. First delivery is expected by the end of 2007 (Wall, R. 2007).
According to basic accounting principle of Prudence, which is applied by EADS and
Boeing, revenues are recognised upon deliveries of aircrafts, while expenses are
recognised as soon as they are incurred.

As expenses for A380 aircraft production are still incurred, research and
development expenditures (which have actually been increased due to requirements
to redesign aircrafts) are also made and penalties are repaid to some customers, it is
no surprise that A380 project is now much more unprofitable than expected (Wall, R.
2007). The company suffered due to issues both under EADS control (inability to
deliver A380 aircrafts in time) and outside their control (relatively less influential
issue with exchange rates).

Cash outflows are high and are still increasing, while first revenues and cash inflows

are expected in the end of 2007 (insignificant part) and afterwards.
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The troubles of EADS do not stop here. Some orders have been dropped by
customers, while other customers are encouraged not to leave through substantial
sales discounts. The A380 aircraft is considered to have excellent performance
features, it has no direct competitor from the Boeing range of aircrafts and has a very
attractive per passenger expenditure rate. Airbus also has a very good marketing
and sales unit and therefore more orders for A380 are expected.

In edition, in 2006, mainly to address consequences of A380 project, Airbus
launched a restructuring programme termed Power8 (Sparaco, P., 2007; Wall, R. &
Flottau, J. 2007), which is expected to take for four years. The programme is
intended to cut costs at Airbus and restructure it to effectively face existing financial
difficulties. The details of the programme however, are not disclosed by EADS.
Year 2006 was the first since 2001, in which Airbus lost its leading market share of
commercial aircrafts to Boeing (Airbus had had over 50% of market share for 5 years
in a row before that). A380 sales and deliveries are crucial for the financial health of
EADS. As it was already said, Airbus is the main contributor of sales revenues for
EADS. A380, being the most expensive model in Airbus range of aircrafts, is still
expected to become a significant tool in the hands of EADS, while competing with
Boeing.

Year 2007 will be the last for the maintenance of Airbus A300 and A310 aircrafts.
Only five airplanes from each of these models will be delivered in the last three
guarters of 2007.

A320 model has been the most successful one. It is a small to medium aircraft. 2006
was the best in terms of A320 sales and first quarter of 2007 suggests deliveries in
year 2007 will exceed deliveries in 2006 (122 in 1% quarter of 2007 and 339 in year
2006).

A350 is a new aircraft, which is expected to compete with Boeing 777 and 787.
Initially, first deliveries of A350 were expected in 2010, but the criticism of design
from customers led to further redesign work and first deliveries are now scheduled
for 2013. A350 redesign works partly influenced profits of EADS in 2006 and 2007
but as the project is in its initial phase (unlike A380, which has already been
developed) and as it was not that substantial investment, it will not significantly
influence (in comparison to A380) the profits of EADS in the next few years. In

comparison to A380, less research and development costs will be needed as A350
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will be a remake of A340, not completely new model like A380. Besides, A350 has
approximately 30% lower price than A380 and no deliveries are expected in the near
future. Therefore, despite successful performance of other aircraft models, except
A350, which incurred some additional research and redevelopment costs, A380
problems (delivery delay penalties, redesign costs, heavy discounts for customers
and departure of some customers) led to overall performance decline at Airbus and
consequently (as Airbus is a major contributor in EADS overall performance) at
EADS.

So, what can be expected in the future? After difficult and highly unprofitable year
2007, next year probably will be better, because deliveries of A380 to six more
airlines will be made and A380 will start to generate substantial cash flows and
revenues. Recovery should continue in 2009 (at least 29 deliveries of A380 have
been confirmed for 2009), but starting from 2010, number of orders/scheduled
deliveries become less. Of course, company can attract new customers, although
new orders will be probably made with significant discounts. In fact, year 2010
should have been very promising in terms of revenues, but in the period from
November 2006 to March 2007, FEDEX and UPS dropped their orders for A380
freighter version (10 aircrafts each), scheduled to be delivered in 2010. Company will
have to relocate its cash flows in that period to cover ongoing expenses. A380
freighter version is still on offer by EADS, but no new orders have been received,
while all previous ones have been cancelled (Wall, R., 2007). In addition to FEDEX
and UPS, two orders from Emirates and five orders from ILFC are no longer on offer.
It is vital for EADS to make additional sales agreements for A380. It has been their
mot expensive investment but despite successful number of initial orders, the project
was never expected to have relatively short payback period. After above-mentioned
problems, payback has been extended significantly. It is clear that A380 project
currently relies on cash injections from other series of aircrafts (and probably partly
on other branches of EADS), especially A320 (best selling Airbus model in terms of
units). But beginning of 2007 shows these funds may not be sufficient in the near
future-cash flows from all types of activities became negative. So far, 166 orders
have been received for A380, but definitely there is a long way to go before A380

project achieves the break-even level.
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Consequently, unless major changes in the industry occur, EADS will continue to
loose market share of commercial aircrafts. Current share of approximately 50% in
the industry cannot be maintained without further cash injections from outside (which
will be costly for EADS due to poor state of the business) and even if EADS
manages to keep current volume of sales, it will not be able to keep leading role in
terms of sales value. This will be a consequence of planned cut of costs (through
Power8 programme), leading to inevitable slowdown of some activities and heavy
discounting to keep existing orders.

According to the primary plan (10), first delivery of A380 aircraft was scheduled in
the beginning of 2006, following three delivery delay announcements (the last one
announce in October 2006). Updated schedule means that first delivery will be made
in the end of 2007 (one aircraft fro Singapore Airlines). No further cash inflows and
revenue recognition is expected from A380 in 2007.

As described earlier, the year 2007 started poorly, with poor profits and cash flows. It
is obvious form Airbus order/delivery book that heavy burden of A380 losses and
cash outflows is borne by other projects at EADS, including best-selling A320, but
the value of A380 project is substantial and it is reflected in poor financial
performance of EADS. Falling profits are accompanied by decreasing cash flows
from all categories of activities. EADS is facing increasing expenditures and cash
outflows. The objective now is to survive before EADS provides further deliveries of
A380 and recovers to some extent (through cash injections and revenues). In this
regard, 2007 is going to be financially very difficult year for EADS-the worst for
years.The key is to keep the balance. There is a trade-off between maintaining
leading (or very large) share in civil aircraft market and keeping adequate financial

level to ensure safer future.

Airline Entry into A380-800 A380-800F Options
System (Freighter)
Air France 2009 12 2
China 2008 5
Southern
Emirates 2008 47
Etihad 2008 4
Airways
ILFC 2013 10 4
Kingfisher 2010 5 5
Air.
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Korean Air 2008 5 3
Lufthansa 2009 15 10
Malaysia 2008 6
Air.
Qantas 2008 20 4
Qatar 2009 2 2
Airways
Singapore 2007 19 6
Air.
Thai 2010 6
Airways
Virgin 2013 6 6
Atlantic
Unident.VIP. Unknown 1
Sub-totals 163 0 42
Total 163(160 firm) 42

Table 8.1: The Order Book for A380 Aircraft

More sales might imply more cash outflows and expenses in the near future, but
excellent levels of cash inflows and revenues afterwards. On the other hand, it will
not be easy for EADS to keep adequate level of working capital, if the current trends
continue.

In response to this issue, probably recognising the emergency of situation, Airbus
decided to launch Power8 programme (35). Some 10, 000 Airbus employees are
expected to be let go, this will be the largest part of the cost reduction measures. It
will reduce expenses and generate cash flows of course, but will also lead to
reduction of activities. Airbus states that the restructuring will require an initial
expenditure of 680 million euro.

The consequences will be that EADS will further loose its market share of civil
aircrafts to Boeing (which had been just over 50% in 2001-2006), but will probably
insure its existence in the future.

It should be noted, though, that A380 line remains to be strategically important for
the future of airbus and EADS. Firstly, it is a strategic product, which is technically
perfect, is highly economical and doesn’t have direct competitor from Boeing line of
aircrafts-therefore occupies strategic and separate marketing segment. Secondly, it
will be impossible to cut A380 line of production, as it will hit the image of airbus very

negatively and will inevitably attract further penalties for cancelled orders. Image of a
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company unable to fulfil the orders and to compete with Boeing will be difficult to
recover and will influence share price.

In addition, every departing customer of EADS is a potential customer of Boeing.
Facts that means keeping the existing customers while attracting new customers is

of strategic importance (Best, R.J., 2005).

As a consequence, A380 line will continue its existence. It will attract less profits and
cash flows per aircraft and therefore, will take much more time to break-even.
Company will probably improve its profits and cash flows after a period of crisis,
lasting a few years. But it will probably have to pass the role of business leader to

Boeing.
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9 Comparison to a Project in a different Industry

The lessons from the A380 project can be extended to other industries to
demonstrate the impact of major projects on the financial performance of companies
in any industry or sector. In this we briefly examine a project that was successful to
highlight what could have gone wrong with the A380 project and show the positive

impact of a well executed project.
We chose the Apple iPod project to make this comparison.

Apple Inc. was formed 30 years ago and initially focused on production of personal
computers. Due to mistakes by management and fierce competition from main rivals
the company was almost shut down in 1997. But effective steps by management,
coupled with and excellent strategy drastically transformed financial state of Apple.
In 2006, it was named as the top performer by The Business Week magazine. Itis
obvious now that new strategic product, ipod, was solely responsible for advances of
the company. Like A380 project was expected to lead to market domination for
EADS, similarly introduction of iPod product was launched as a promising
investment. But unlike the A380, Apple managed to achieve a lot of benefits from
this investment. As a consequence, Apple became the market leader with 80% of
portable musical player market and 70% of market in music downloads. Eventually
the growth of the company continued amounting to a 34% increase in revenues and
a 41% increase in net profits in the second quarter of 2006 in comparison to the
same period in 2005. Apple increased sales of ipods by 61% in units. Stock prices
experienced some fluctuations due to strong competition from its rivals, but since

2003 it has been rising. The company also has a better liquidity state than the rivals.

Eventually the iPod has become Apple’s a most successful product. Such success
can be attributed to factors such as the leadership of Steve Jobs, effective corporate
and management structures (51, 52). The willingness to embrace innovations and
partnerships from outside Apple has also contributed to the success of the iPod

project.
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10 Conclusions

Our aim was to evaluate the impact of the A380 aircraft project on the financial
health of EADS. In this study, we analysed the financial statements of EADS and its
competitor Boeing in comparison to EADS. The order/delivery book for Airbus was
studied with special attention paid to the A380 orders and deliveries. In addition, for
the period from 2005 to the first quarter of 2007, the stock price movements of
EADS and Boeing were also evaluated. We also looked at other aspects which

could influence financial state of the EADS. Our conclusions are presented below.

10.1 Financial Impact

In the short run, what effect has the A380 project had on the financial

performance of EADS?

There was a negative short-term effect caused by the problems with the A380 project
that were reflected in significant reductions of profits in 2006 and a more substantial
drop in the first quarter of 2007 when it was also accompanied by negative cash flows
from activities. The major contribution has been from penalties paid some in the form of
discounts to customers of who had ordered the A380. In addition, the stock prices fell

sharply at EADS, further highlighting the unstable condition of the company.

In the same period, what was the financial performance of Boeing, the direct
competitor of EADS?

The financial performance of Boeing did not show a radical change in the same period.
However, the earnings from operations from the Commercial Airplane division of
Boeing, the direct competitor to Airbus improved considerably. Boeing also experienced
a stable increase in its share price over this period, the start of which coincided with first

signs of the A380 project problems.
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Should EADS continue supporting the A380 project with additional financing?

Upon studying order and delivery book of A380 and correlating it with the financial
position of EADS, we concluded that it will be very difficult to finance the A380 project
for a long period without relocation of resources. We concluded that the A380 project
was being supported by cash flows from other products in EADS’ portfolio such as the
profitable A320 aircraft line. Without some restructuring, the current poor profitability
will be followed by cash shortage and a possible inability to repay debts. A relocation

of resources is needed in the near future.

What long term financial impact will the A380 project have on the future of
EADS?

The downward trend in profitability and cash flows will force EADS to implement a
radical cut in costs by cutting down on unprofitable or inefficient activities. This will
improve profitability, avoid financial disaster and lead to a further loss in market
share to Boeing. The restructuring exercise will allow the company to keep the
A380 project going as it is a vital competitive and strategic project for EADS. It is
very important for EADS to continue with the A380 project to keep existing and
committed customers. Every customer that walks away dissatisfied from EADS will
potentially end up in Boeing's showroom, leading to a further reduction in the
market share for EADS.

10.2 Other factors

We also outlined the organizational issues and dollar/euro exchange rates as

additional factors that influenced the financial health of EADS.
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One CEO that equally represents all of EADS and is accountable for all
management decisions will be better for EADS. The corporate structure of EADS is
complex and inflexible and faces a lot of geo-political issues.

The duplication of manufacturing units does not allow EADS to take advantage of
scale coupled with the lack of coordination or synergies between the units leads to
inefficiencies and adds to the costs.

The ineffective (mostly due to government interference) and inflexible leadership
and organizational structure of EADS (in contrast to Boeing) has overall negative
impact on EADS and also influences financial efficiency of EADS.

Unfavourable exchange rates also contributed to the poor financial performance at
EADS.

These issues should be addressed by the company. The restructuring is needed to

relieve these problems.
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11 Future Work

Our work would have been enriched by additional data on values of aircraft orders,
the value of the financial penalties Airbus incurs as a result of the delays and the
discounts it was offering on future contracts for customers who were willing to
forego the penalties. We were unable to obtain these data. This is data that would
further refine this research.

EADS and Airbus are in a constant state of flux. The situation may change
depending on the decisions undertaken by management, the market and more.
Such changes and new developments can trigger fresh perspectives that any

future work on this case will have to take into account.
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