
 
 

 

 

  

 
      
      

 KINDLY REFER TO THE 
IMPORTANT DISCLOSURES AND 
DISCLAIMERS ON BACK PAGE 

• Attractive Valuations, 11% Yield, High Cash, Top Airline Pick: We believe Air Arabia is one of the best 
buying opportunities on the DFM today. However, the stock is being penalised by the negative perception 
surrounding the whole market. Indeed, stripping out the company’s current net cash from the market cap, 
Air Arabia trades on a trailing P/E of 3.8x and just 3.0x 2009e earnings. This appears low for such an 
operationally strong airline that is well positioned for the economic downturn. The stock offers an 
attractive 10.5% yield. Air Arabia has a very large cash balance (c75% of market cap) and we believe the 
shares are trading below their liquidation value. Air Arabia is also on EFG-Hermes' Focus List and is our top 
pick in the aviation sector. 

• Upgrade LT Recommendation to Buy: We believe Air Arabia is well placed to become a leading carrier 
in the region given: i) an under-penetrated market, ii), operational strengths and practices, and iii) further 
potential upside from the success of its existing and any additional hubs/acquisitions. The company is 
trading at a significant discount (after stripping out its cash) to its global peers. Also, our DCF LTFV of 
AED1.53 (down from AED1.62) provides an upside of 61% therefore we upgrade our LT recommendation 
from Accumulate to Buy. In the short term, we see limited catalysts for the shares to outperform 
therefore maintain our ST Accumulate recommendation.   

• Results Broadly In Line: Air Arabia FY2008 results were marginally ahead of our expectations. Revenues 
of AED2.07 billion (up 61% Y-o-Y) were slightly ahead of our expectations of AED1.9 billion, while net 
income of AED510 million was a 4% above our estimate of AED491 million. To us, this performance 
highlights the airline’s operational strengths and demonstrates the company’s ability to trade robustly 
despite more challenging conditions. 

• Slight Slowdown in 4Q2008…: On a 4Q2008 basis, this meant that net profit came in at AED136 million, up 
45% Y-o-Y (vs. our estimate of AED116 million) and revenues reached AED572 million (vs. our estimate of 
AED425 million). The airline achieved a load factor of 85% for the FY2008. With the load factor for 9M08 
standing at 86%, this implies a robust fourth quarter load factor of around 83% (vs. 85% in 4Q2007). 

• … Will it Impact Prospects?: Given the current slowdown in business and tourism in the UAE, we 
expect that the number of passengers travelling will decline in the short term. Therefore, we have lowered 
our load factors to 80% for 2009e and falling further in the years beyond to reach 77.5% in 2013e. Our 
forward estimates have been cut 10-30% to reflect lower load factors, fuel costs and fares. However, in 
the long term, we still believe the low-cost segment of the market is under-penetrated and see room for 
the segment to take market share from the conventional carriers. 
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COMPANY NOTE 
  

December year end 2008a 2009e 2010e 2011e
Avg. Number of Planes 14.0 17.5 20.0 22.5
Load Factor  86% 80% 80% 79%
Revenue  2,066  1,916  2,271  2,598 
Growth 84% -7% 18% 14%
EBITDA  326  417  365  425 
Operating Profit  290  344  273  297 
Net Attrib. Income  510  513  436  455 
 
EPS 0.11 0.09 0.10 0.12
DPS  0.10  0.03  0.02  0.02 
Net Debt (Cash)  (3,290)  (2,839)  (2,649)  (2,438)
P/E (Attrib.) 8.6 10.2 9.7 8.2
EV/EBITDA 8.2 7.5 9.1 8.3
P/BV 1.1 1.1 1.0 0.9
P/CF 11.6 10.4 9.9 9.4
Div. Yield 10.5% 2.9% 2.5% 2.6%
RoAE 18.0% 12.7% 9.5% 9.6%
Figures in AED million, unless otherwise stated
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Estimates Changes 
(AED mn) 2008a 2009e 2010e 
 Old New Old New
Revenue 2,066 2,348 1,916 3,110 2,271 
EBITDA 326 478 417 490 365 
EBITDA Margin 15.8% 20.4% 21.8% 15.7% 16.1%
Net Attrib. Income 510 568 513 580 436  

Stock Data 

Mkt. Cap./ Shares (mn) AED4,434 / 4,667
Av. Monthly Liqd. (mn) AED1,179
52 Week High / Low AED2.07 / 0.79
Bloomberg / Reuters AIRARABI UH / AIRA.DU
Est. Free Float 63% 

*Prices as at 16 March 2009   
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2 KINDLY REFER TO THE 
IMPORTANT DISCLOSURES AND 
DISCLAIMERS ON BACK PAGE 

 

I. 4Q2008 RESULTS – AHEAD OF EXPECTATIONS AFTER FALLING OIL PRICES  

REVENUES 
Revenues for the quarter rose 32% Y-o-Y to AED570.4 million (vs. our estimate of AED425.0 million), 
driven by i) an increase in passenger numbers ii) growth in the fleet to 16 at end-2008 from 10 airplanes 
end-2007. Despite the economic slowdown, the airline achieved a very strong load factor of 83% for the 
quarter (vs. 85% for 4Q2007). Air Arabia’s load factor is amongst the highest for any carrier in the world.  

COSTS AND PROFITABILITY 
Gross margins came in line with our estimates at 24%. However, SG&A expenses came in at AED30.7 
million, below our estimate of AED38.1 million. This led to strong EBITDA margins of 18.4% for the fourth 
quarter, against our forecast of 14.8%. On an EBITDA basis, Air Arabia outperformed our forecasts by 
some AED40 million (or 67%). 

NET PROFIT 
Meanwhile, non-operating income for the fourth quarter came in at AED43.4 million significantly below 
our estimate of AED65.9 million. This meant that net profit for the quarter came in at AED135.5 million, 
above our forecast of AED116.5 million for 4Q2008. 

DIVIDENDS 
The company also announced a 10% cash dividend for FY2008 (or AED0.1 per share, much higher than 
our estimate of AED0.03 per share). This translates to a dividend yield of 10.5% based on today’s closing 
price of AED0.95 per share. 

ANNOUNCEMENT REGARDING MOROCCAN HUB 
Moreover, Air Arabia announced that its hub in Morocco will start operations at the end of 1Q2009. The 
hub will start operating with two planes and will be targeting destinations in Europe and North Africa. 
Note that we have not included it in our forecasts given that we are waiting for more details from 
management. 

Figure 1: Summary of FY2008 Results 
AED million, unless otherwise stated 

 4Q2008a 4Q2008e FY2008a FY2008e 
Total Revenue 570.4 425.0 2,066 1,920
COGS (434.7) (324.2) (1,636) (1,525)
Gross Profit 135.7 100.8 430.0 395.1
Gross Profit Margin  24% 24% 21% 21%
SG&A (30.7) (38.1) (104.0) (111.4)
EBITDA 105.0 62.7 326.0 283.7
EBITDA Margin 18.4% 14.8% 15.8% 14.8%
Depreciation & Amortisation (13.0) (12.2) (35.8) (35.0)
Net Operating Profit 92.1 50.6 290.2 248.7
Net Interest Income 46.5 26.1 163.9 143.5 
Non-Operating Income (3.1) 39.8 55.6 98.4 
Profit for the Period 135.5 116.5 509.7 490.7 

Source: Company disclosure, EFG-Hermes estimates 
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II. ECONOMIC SLOWDOWN … MIXED FORTUNES FOR AIR ARABIA 

IMPACT ON DEMAND 
While the current global economic slowdown has had an adverse impact on the aviation sector, with 
passenger numbers falling across the board, we believe low-cost carriers will outperform conventional 
carriers as customers continue to seek cheaper alternatives. In addition, we believe the LCCs will be able to 
adapt more quickly to the new market conditions, as their cost base is typically more efficient. 

More specifically, we believe the Middle East market will prove to be more resilient as LCCs market share 
remains significantly under-penetrated relative to the more mature markets such as Europe and North 
America. For example, at the end of 2008, Air Arabia had c5% market share in the UAE, while low-cost 
carriers in Europe and North America enjoyed between 25-30% market share. Indeed, LCC penetration in 
the Middle East is even lower than other emerging regions such as Latin America (20% market share for 
LCC) and Asia (around 12% penetration) This suggests that there is significant headroom for organic 
growth in the low-cost carrier sector.   

Figure 2: UAE International Capacity Share 
(Week commencing 22-Dec-08) 
% of seats per week 

Figure 3: Sharjah Airport Capacity Breakdown 
(Week commencing 19-Jan-09) 
% of seats per week 
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Going forward, although we believe Air Arabia will actually benefit from the economic slowdown as 
travellers look to cut expenses, we have reduced our load factor forecasts to reflect a more cautious 
stance on passenger growth expectations.   

COMPETITION FROM FLYDUBAI 
We believe the competition from new carriers such as flyDubai will be limited in the short term. flyDubai, 
the LCC of Dubai which is managed by Emirates Group, is targeting to start operations in June 2009. The 
group will launch with only two airplanes but will be adding seven further planes in 2010. Overall, the 
launch of flyDubai is likely to have limited impact on Air Arabia in our view, as we believe the UAE market 
is large enough for more than one LCC. However, we suspect Emirates airlines could be the main loser as 
flyDubai could take significant market share, especially given that it will operate out of Dubai. This may 
partly explain why the group is only launching with two planes.  

Moreover, we believe flyDubai is being launched to help protect Emirates airline’s market share on the 
Middle East-India route. For example, Air Arabia’s market share on this route has grown from zero to 7.9% 
within 18 months, which suggests that low-cost is particularly important for this route. Currently, 
Emirates airline's market share in the Middle East-India traffic stands at 24.4% and we suspect the group is 
introducing an affiliated LCC to cannibalise its own sales rather than losing the market share to Air Arabia. 
Consequently, in the short term, we assume that flyDubai will have little impact on Air Arabia. That said, 
when flyDubai's fleet grows to its target of 54 planes, it will become a more a serious threat to Air Arabia's 
business, especially given that it uses Dubai as a hub rather than a secondary airport like Sharjah.   
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Figure 4: Air Arabia Capacity by Region 
(% Seats as of Week commencing 12-Jan-09) 

 Figure 5: Emirates Capacity by Region 
(% Seats as of Week commencing 12-Jan-09) 

 Figure 6: India-Middle East Capacity 
(Number of Seats) 
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SPECIAL PRICES OFFERED BY CONVENTIONAL CARRIERS? 
In recent months, we have seen conventional carriers such as Etihad Airways and Emirates Airlines offering 
special offers and discounts on their flights which could have adversely impacted Air Arabia's sales. 
However, we believe these offers are short lived as the conventional carriers are more operationally 
leveraged and can ill afford to continually compete on price. Importantly, we believe Air Arabia should be 
able to under-price these conventional carriers. To back our assumptions, we have analysed fares for trips 
from the UAE to different cities in the region that are serviced by the three carriers (assuming departure 
on 15 March 2009 & return on 22 March 2009). Taking the lowest fare offered by each carrier, we found 
that Air Arabia still offered the lowest prices and was on average around 35% cheaper than its 
conventional peers, and in some cases more than 50% cheaper. Maintaining these levels of advantage 
should allow Air Arabia to at least maintain its market share and potentially expand it. 

Figure 7: Price Comparison From UAE to Various Cities 
Lowest Fare Found (AED) 
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CHANGES TO ESTIMATES 
As an adjustment for the recent developments, we have made some changes to our estimates.  

FALL IN FUEL COSTS … 
We are reducing our 2009e oil price assumption to USD50 per barrel (matching our Economics team's 
assumption) from our previous assumption of USD72 per barrel. In the longer term, we lower our fuel cost 
assumption from USD80 to USD70 per barrel. Given that fuel costs represent more than 40% of total 
costs, this fall in fuel prices should result in an improvement in margins. It is worth noting that Air Arabia 
has hedged 55% of its fuel requirements for 2009 at around USD50 per barrel (with a ceiling of USD60 per 
barrel). 

Figure 8: Estimates of Average Price of Crude Oil 
USD per barrel, unless otherwise stated 

Figure 9: Cost of Sales Breakdown 
% ot total costs 
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… COUPLED WITH FALL IN AVERAGE FARE 
We believe the carrier will achieve a lower average fare than what we had initially assumed as a result of 
lower fuel surcharges going forward. We lower our average fare assumption from AED460 to a more 
conservative AED420 for 2009e (from AED520 in 2008), which is equivalent to the average fare achieved 
by the airline in 2006. Beyond 2009e, we assume a marginal increase every year as a result of the 
company adding higher priced routes. 

Figure 10: Average Fare and Passenger Revenues 
AED million, unless otherwise stated 
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Finally, we lower our load factor assumptions to 80% in 2009e (the company achieved 83% in 4Q08 
which we believe is reflective of what could be achieved in 2009).  

All these changes result in our revenue forecasts falling from AED2,348 million to AED1,916 million in 
2009e. Net profit forecasts also fall to AED513 million in 2009e (vs. our previous estimate of AED568 
million).  

Having said that, the highest risk associated with our estimates in 2009e is our assumption for the load 
factor. While we have used a load factor of 80% (vs. 85% achieved in 2008), this is still a very strong 
figure given the economic environment. However, offsetting that, we have taken average fares back to 
2006 levels which we believe is particularly cautious especially given that all new routes being added tend 
to be longer haul and therefore by nature attract a higher ticket price. Also, we believe that our fuel cost 
assumptions beyond 2009 are fairly aggressive. Therefore, while our top line might be slightly at risk if Air 
Arabia achieves lower load factors, we are confident in our earnings estimates for FY2009e and beyond. 

Moreover, it is worth noting that management guidance (given during the company's FY08 results 
conference call) indicated that Air Arabia had achieved load factors of above 80% in the first two months 
of 2009. This gives us further confidence in our assumption particularly as the first two quarters tend to be 
slower for the company, with the majority of Air Arabia’s earnings historically coming from the last two 
quarters (given summer holidays in 3Q and religious/national holidays in 4Q).  

 
Figure 11: Changes in Revenue Forecasts 
AED million, unless otherwise stated 

 Figure 12: Changes in EBITDA Forecasts 
AED million, unless otherwise stated 

 Figure 13: Changes in Net Profit Forecasts
AED million, unless otherwise stated 
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III. VALUATION 

NEW ASSUMPTIONS RESULT IN A LTFV OF AED1.53 
We have revisited our DCF analysis to analyse the impact of the changes made to our forecasts for Air 
Arabia and the subsequent impact on its valuation. Our forecast horizon extends to 2018 to reflect the 
company’s LT value after the delivery of all the planes it has on order. Our DCF suggests a Fair Value of 
AED1.53 per share (down from AED1.62), which reflects our new assumptions on the company's fuel costs 
(hence margins) and only values the company’s capacity (total number of planes) at its Sharjah hub, 
excluding any potential value for the other additional hubs. 

Given that Air Arabia has a net cash position, our WACC is equal to the company's cost of equity, which 
we derive from a risk free rate of 5.15% (equal to the 10 year US Treasury bond rate plus a country risk 
premium of 2.25%), and an equity risk premium of 6.25% (in line with the range used for LCCs in Europe). 
Meanwhile, we continue to assume a perpetual growth rate of 3.5%, driven by our assumption of above 
average growth for Air Arabia in the longer term, which will be driven by both the prospects of the 
regional economy and the under-penetration of the LCC market given its relative immaturity. 

It is worth noting that due to the relative immaturity of the company and its high capex requirements in 
the short to medium term as it builds out its fleet, our DCF analysis results in a negative firm value 
through the forecast period. The terminal value provides more than 100% of the end firm value and 
around 50% of the end equity value comes from the cash and available for sale investments on the 
balance sheet (as shown in Figure 14). We believe this is the major downside risk to our valuation, as the 
longer-term cash flows are inherently more risky and may be subject to stronger competition in the LCC 
space than we are currently assuming. However, we are mindful of the fact that the LCC market remains 
under-penetrated in the region and therefore we feel this level of anticipated growth is sustainable, even 
accounting for the impact of competition in the medium term to longer-term. 

Figure 14: DCF Valuation 
AED million, unless otherwise stated 

` 2009e 2010e 2011e 2012e 2013e 2014e 2015e 2016e 2017e 2018e
EBITDA  417  365 425 562 752 1,017 1,279  1,374 1,397 1,411 
Change in Working Cap  10  83 46 63 78 46  30  19 35 37 
Capex  (593)  (663)  (721)  (585)  (1,335)  (1,307)  (1,307)  (525)  (523)  (523)
Adjustment for Depn. of op. Leases  (39)  (42)  (70)  (136)  (169)  (170)  (166)  (99)  -  -
FCF  (205)  (257)  (320)  (96)  (675)  (415)  (163)  769 909 924 
Discount Factor 0.92 0.83 0.74 0.67 0.60 0.54 0.48 0.43 0.39 0.35
Discounted FCF  (189)  (213)  (238)  (64)  (404)  (223)  (79)  333 354 323 
     
Terminal Value  12,111    
Perpetual Growth Rate 3.5%    
WACC  11.4%    
PV of Cash Flows 2009-2018  (400)    
PV of Perpetuity  4,227    
     
Total Firm Value  3,827    
Net (Debt) / Cash    3,300    
Equity Value  7,127    
     
No. Shares  4,667    
LTFV (AED per share) 1.53     

Source: EFG-Hermes estimates 
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Our DCF remains only modestly sensitive to both our WACC and perpetuity growth rate assumptions, 
which is still a function of the company's large net cash balance, as illustrated in Figure 15. 

Figure 15: Sensitivity Analysis 
AED per share, unless otherwise stated 

 WACC 

 10.4% 10.9% 11.4% 11.9% 12.4%

2.5% 1.61 1.51 1.42 1.34 1.27

3.0% 1.68 1.57 1.47 1.38 1.31

3.5% 1.76 1.64 1.53 1.43 1.35

4.0% 1.86 1.71 1.59 1.49 1.40
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RECOMMENDATION 

With such an under-penetrated market to address, and given the company's operational strengths and 
practices, and further potential upside from the success of it existing and any additional hubs/acquisitions, 
we believe that Air Arabia is well placed to become a leading carrier in the region. The company is 
currently trading at a significant discount (after stripping out its cash balance) to its global peers, which 
appears low for such an operationally strong airline that is well positioned for the economic downturn. Air 
Arabia has a very large cash balance (around 75% of market cap) and we believe that the shares are 
trading below their liquidation value. Also, our DCF LTFV of AED1.53 provides an upside of 61% therefore 
we upgrade our LT recommendation from Accumulate to Buy. In the short term, we see limited catalysts 
for the shares to perform therefore maintain our ST Accumulate recommendation.   
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IV. FINANCIAL STATEMENTS 

Income Statement 
AED million, unless otherwise stated 

 2007 2008 2009e 2010e 2011e 2012e
Revenues      1,225      2,066      1,916      2,271      2,598     3,141 
Cost of Sales       (907.0)       (1,636)       (1,392)      (1,783)      (2,038)      (2,422)
Gross Profit       318.0      430.0      524.7      487.8      560.2     719.0 
Gross Profit Margin 26.0% 20.8% 27.4% 21.5% 21.6% 22.9%
SG&A       (104.0)       (107.3)      (122.6)      (135.1)      (157.1)
EBITDA      326.0      417.4      365.2      425.1     561.9 
EBITDA Margin 15.8% 21.8% 16.1% 16.4% 17.9%
Depreciation and Amortization        (35.7)        (73.2)        (92.6)      (128.1)      (177.9)
Net Operating Profit            -      290.2      344.2      272.6      297.0      384.0
Net Operating Margin 14.0% 18.0% 12.0% 11.4% 12.2%
Investment Income 0.0 53.3 55.0 55.0 55.0
Net Interest Income (Expense)       163.9        77.1         58.6         41.0        27.4 
Sundry Income             -        38.3         45.4         52.0        62.8 
Other Income            -        55.6            -          4.3          9.8         9.8 
Net Attributable Income      370.0      509.7      512.9      435.9      454.9     539.0  
Source: Air Arabia, EFG-Hermes estimates 

 
Balance Sheet 
AED million, unless otherwise stated 

 2007 2008 2009e 2010e 2011e 2012e
Cash and Time Deposits       2,970       1,767       1,316       1,377       1,665      2,232 
Accounts Receivables         134         242         190          226          258         312 
Inventory          0.7          1.6            -           -           -           -
Other Current Assets            2            -            -           -           -           -
Total Current Assets      3,107      2,010      1,506      1,602      1,923     2,544 
Net Plant         279         921       1,448       2,027       2,628      3,043 
Net Investments         594        1,574       1,573       1,572       1,571      1,571 
Aircraft Lease Deposits           38           42           52           52           49          55 
Total Intangibles       1,321       1,314       1,751       1,753       1,759      1,761 
Total Assets      5,338      5,862      6,330      7,006      7,930     8,973 
Due to Related Parties           12            8           10           13           16          20 
Total Payables         182          323         262          335          383         456 
Dividends Payable            -            -         128          109          114         135 
Other Current Liabilities         104         133         148          190         217         258 
Total Current Liabilities        298        464        549         647         730        868 
Due to Related Parties            2            -            -           -           -           -
Provisions            8           14           14           14           14          14 
LT Debt            -            -            -          250          750      1,251 
Total Liabilities & Provisions        308        478        563         911      1,495     2,133 
Shareholders Equity      5,029      5,384      5,768      6,095      6,436     6,841  

Source: Air Arabia, EFG-Hermes estimates 
 

Cash Flow Statement 
AED million, unless otherwise stated 

 2007 2008 2009e 2010e 2011e 2012e
Cash Operating Profit after Tax       205        326        417         365         425        562 
Change in Working Capital     (108)           56           10           83           46          63 
Cash Flow after Change in WC        98        382        427         448         471        625 
Capital Expenditure     (595)         (678)         (593)         (663)         (721)         (585)
Free Cash Flow     (497)        (296)        (166)        (216)        (250)          40 
Non-operating Cash Flow            -         (917)         (352)           96          103         119 
Cash Flow Before Financing     (497)      (1,213)        (518)        (120)        (147)        159 
Net Financing    3,267          10          68         180         435        408 
Change in Cash     2,770      (1,203)        (450)           61         288        567  

Source: Air Arabia, EFG-Hermes estimates 
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GUIDE TO ANALYSIS 
EFG-Hermes investment research is based on fundamental analysis of companies and stocks, the sectors that they are exposed to, as well as the country and regional 
economic environment. Two investment ratings are offered for each stock, a Short-Term rating and a Long-term rating.  

The Short-Term (ST) rating is based on the analyst’s best expectations on the shorter-term price movements of the stock. Short-Term is defined as any time up to six 
months of the rating being applied to the stock. While shorter-term drivers could include quantifiable facts and figures, the analyst may also consider non-
quantifiable issues such as the analyst’s view on investor sentiment, potential news flow on the stock or the sector, or other issues which could impact share price 
movements. 

The Long-Term (LT) rating is based on the percentage upside or percentage downside of the stock price to the analyst’s Long Term Fair Value (LTFV). Long Term is 
defined as any time period beyond 1 year. The LTFV is based on the analyst’s current expectations of the equity fair value of the company on a per share basis which 
is normally based on rigorous and fundamental long-term analysis of the company’s financial potential. Of course, any such analysis is based on the analyst’s 
expectations for the future and are always considered estimates.  

For both the Short-Term and Long-Term ratings for any investment covered in our research, the ratings are defined by the following ranges in percentage terms: 

Rating % upside (downside) 
Buy 25% and above 
Accumulate 10 to 25% 
Neutral (10%) to 10% 
Reduce (10%) to (25%) 
Sell (25%) or more downside 
 
EFG-Hermes policy is to update research reports when appropriate based on material changes in a company’s financial performance, the sector outlook, the general 
economic outlook, or any other changes which could impact the analyst’s outlook or rating for the company. Share price volatility may cause a stock to move 
outside of the longer-term rating range to which the original rating was applied. In such cases, the analyst will not necessarily need to adjust the rating for the stock 
immediately. However, if a stock has been outside of its longer-term investment rating range consistently for 30 days or more, the analyst will be encouraged to 
review the rating. 
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