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CONFIDENTIAL

For: British Airways Plc. Board of Directors

       Ref: TS/TD/BAWM

From: Tammam Shaibani, Chief Operating Officer
       Date: 27th January 2005 

OPERATIONS REPORT

Terms of Reference

On the 15th of October 2004, the Board of Directors of British Airways Plc. (herein referred to as “BA”) instructed the Chief Operating Officer to appraise the business operation of the financial year ending 31 March 2004. 

Furthermore, recommendations were to be made on the prospects of improving its operations over the next financial year. This would require industry benchmarks to be met or exceeded in all parts of the operations in order to bring productivity efficiencies, sequentially giving it a competitive edge against Network and Low-Cost carriers alike, whilst bringing BA back to profitability.
The final report was to be submitted to BA on the 11th February 2005 at 12:00 hours. 
1.0 Procedure

In order to obtain relevant information and opinion, the following procedures were adopted to acquire the final data in this report:

1.1 The BA 2003-2004 Annual Report & Accounts was reviewed in order to determine its current operational health. 
1.2 An Industry-wide operational benchmarking analysis was made for comparative purposes against BA partners and competitors.
1.3 A fleet analysis was conducted with respect to the different types of operations in the O&D markets. 

1.4 The results of the benchmarking analysis were used to highlight the inefficiencies in BA.
1.5 Solutions were proposed based on the available information used for the report and the industry’s current market conditions.

2.0 Findings

2.1 General Overview 
BA’s pre-tax profit for the year ending in March 2004 was £230 million, compared to £135 million in March 2003. This was a profit increase of £58 million compared to the previous year. The operating profit, at £405 million, was an improvement of £110 million. 
This profit was attributable mainly to the cost reduction program Future Size and Shape (FSAS), which was put in place in 2001 in order to adjust to lower yields and revenues caused by the existing market condition. 
This in turn compensated for the various crises around the world. The year started with the second Gulf war in Iraq, the continued threat of terrorism since September 2001 and the Severe Acute Respiratory Syndrome (SARS) epidemic, all of which dramatically affected BA’s performance. The 

Moreover, FSAS has instigated the reduction of 13,000 jobs, which came through natural redundancies due to retirement and other redundancies through processes simplification within the different departments in BA. 

Currently, BA has surpassed its job reduction programme through an £869 million in cost savings against a £650 million target, and achieved an employee reduction of 13,082 since it started. 
However, BA has spent 3.5% more in employee costs compared with the previous year, which has happened because of pension, wage and National Insurance increases, which were only partially offset by staff reductions.

Depreciation was reduced by 7.5% due to the weaker US Dollar, enabling it to invest substantially in new products on the Boeing 777 fleet.

Aircraft operating lease costs were reduced by 28.6% because of the return to lessors of Boeing 737-300s, 737-400s and 757s, the disposal of dba, which accounted for 16 Boeing 737-300s and the existing foreign currency exchange impacts at the time. 

The increase of 9.9% in fuel prices drove fuel and oil costs up by 9.5% in 2003 due to the second Gulf War. This increase was partially offset by the favourable exchange of the weaker US Dollar and the disposal of dba. 

Engineering and other aircraft costs were reduced by 13.7% reflecting the disposal of dba and the favourable exchange together with the write-down of Concorde stock. 

Landing fees and en route charges fell by 4.7%, reflecting increased recoveries of Passenger Service Charges, as well as operational efficiencies and the impact of the disposal of dba.

Handling charges, catering and other operating costs decreased by 2.8% because of reduction in subcontract costs, efficiencies across the operational areas and the impact of dba.
Selling and marketing costs fell by 21.5%. The impact of the restructuring of travel agent commissions and the increase in online sales were offset by increases in marketing costs.

Accommodation, ground equipment costs and currency differences increased by 0.7%. Reductions in information management spend; property costs and vehicle contract costs were more than offset by adverse exchange impacts due to the weaker US Dollar.
Illustration: BA Operating Expenses.
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