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Central Transportation Port (CPK) — Market Analysis

Abstract: The Project of Polish Central Transportation PGRK), which has already started,
will be of the utmost importance for the whole BbliTransportation System. In addition, the
cost of this investment is unprecedented. Accordmghe current estimates the cost will
surpass 100 billion Zlotys which means around 2#llion EUR. The success of CPK will
depend on one condition that it becomes a greatnational hub. This is possible only if
LOT Polish Airlines grows into one of the very féauropean and then global leaders in
intercontinental air traffic. Such growth would,viver, be against current strong and stable
market trends. The most important is a consolidatrend. The effect of this trend is a
growing market power of giants and marginalizatoreven bankruptcy of small and medium
size airlines. Smaller carriers have good chan€esiwival - or even growth - if they find a
stable market niche, which gives them protecti@mfthe competitors and market crises. In
the process of consolidation an important rolelégs/gd by Joint Venture Agreements. The
parties to them suspend competition and behaveeimiarkets as if they had the same owner.
For the medium size network carriers the new angl dangerous market trend has already
started The low cost -carriers are developing their indetmental networks.
According to the authors of the Project the grdwtnces of market success of LOT Polish
Airlines and CPK are created by the fact that imt@# and Eastern Europe there is no
dominating network carrier and this market is weytfor a leader. In our report we prove that
according to the strong and reliable market dagalLilifthansa Group is a dominant network
carrier in CEE. To be successful LOT would haveake a large part of their market share.
But even that will not be enough. LOT would haveltamatically increase its market share in
Western Europe for transit traffic between Asia &udope.

Keywords: Polish Central Transportation Port; Market aniaty§ransit traffic

Introduction

In the history of Polish economy the project of @ah Transportation Port is of
unprecedented importance especially when we takeaiccount the cost of this investment.
The precise calculations are not ready yet butrdaog to the official statements of Minister
Wild the total amount can easily exceed 100 bilotys. The current calculations show that
the cost of the new airport and related infrastieectwill reach 35 billion, the cost of new
railways linking CPK with the most important Poliahglomerations — 40 billion and the cost
of building new agglomeration — Aerocity “livingrfand from CPK” — 25 billion.
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At the same time, it is almost certain that attlelas biggest part of the financing of
the project will have to be provided by the Poltlate Budget, as it is very unlikely that the
private finance institutions could be convincedhare the related financial risks.

We want to participate in the discussion concerni@§K as the presented
justifications are surprisingly superficial and esided. They do not take into account many
key factors that will influence the realizationtb& “big vision” and specific plans.

In this report we prove that the economical succ#sthis investment necessary to
repay the loans taken to finance it and to coverviéry high operational cost generated by
CPK will hinge on just one factor. We are convindédt it will be necessary that CPK
becomes one of the leaders among the internaticaradit airports, co called hubs, first on the
European and then on the global stage. It will bssple only if LOT Polish Airlines
advances to the group of world leaders competingtijndor the intercontinental transit
traffic. It should be stressed that the currenidhadirline is just a barely mid-size European
Airline.

One of our most important criticism is that the iden makers ignore the trends of
changes that dominate the air transportation matkes necessary to establish how the
European and global air markets will look like iom than ten years. We are convinced that
they will be very different from the current ona.dur opinion, the most important is and will
be the consolidation trend resulting in the growdlmgninance of airline giants. At the same
time the strategy on which the vision of CPK isdzthassumes that small in the global scale
airline — LOT — will dramatically increase its matkshare of transit traffic at the expense of
the current leaders. Such assumption does conttheiconsolidation trend.

The most comprehensive justification for this irtmesnt is presented in the
attachments to the Polish Council of Ministers’ &ason. In these documents we cannot
find enough specific market-related elements. Amdhgm two are of the greatest
importance. The first argument assumes that inr@eand Eastern Europe we experience the
lack of a market leader which means that LOT PdAshline has a great chance to achieve the
dominant position. It would mean that CPK becomesub for this part of Europe. The
second argument states that Warsaw is geographiealy well located to compete for transit
traffic. In our report we strive to prove that meit argument is based on the actual market
situation.

The final decisions to start this gigantic investinbave not yet been taken. The
Feasibility Study has not been prepared and apdrd¥espite all of these, the administration,
media and general public treat this matter as & di@al. In the near future, the fast-growing
funds will be spent to prepare documentation ferghoject and then to break ground.

The vision of new CPK already has a great ancctlinrfluence on the strategy of the
development of airport infrastructure serving thar$aw agglomeration. In our opinion it is
not a positive influence. Just the opposite. Th&on is the main reason for freezing any
development of Modlin airport and for planning thewv investments in Radom Airport which
are not based on market realities.

Structure of the European airlines market and the psition of LOT Polish Airlines

In the next dozen years, CPK and CPL (Central At)piogether with LOT Polish Airlines
are supposed to enter the European and global teaskel successfully compete with the
leaders. Before we describe the changes whichhaile a dominant effect on the air market
in the end of the third and the beginning of therfio decade of this century, it is necessary to
describe the current structure of the market. lthes starting point for the outlook on the
future.
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European Market
By far the strongest impact on the European aiketatomes from very big airlines operating
according to two business models:

- Network (traditional). In this model the key role is played by transiparts — so
called hubs. The big traffic systems are createtiaperated thanks to these hubs. For
instance, the British Airways hub in Heathrow Airpenables BA to offer the transit
trips between more than hundred cities in Eurogkraare than thirty cities in North
America. The European market is already being datath by three big groups of
network carriers. Each of them has a common owner ia sharing the common
strategy. These groups are:
i/Lufthansa Group: Lufthansa Airline, Swiss Airlindustrian, SN Brussels and
Eurowings,
ii/Air France/KLM Group: Air France, KLM Royal DukcAirlines and Transavia,
ii/IAG (International Airlines Group): British Aways, Iberia, Aer Lingus and Level.

It should be stressed that in case of Airlines akities of network carriers we can
observe the commercial, operational and technicabperation only, without any
changes in the ownership structures.

- Low fare/low cost. These airlines do not create the transportatiotesys but they
concentrate on direct trips with the lowest possiplices. For instance, Ryanair
operates from 86 bases located around Europe aNdrifern Africa. Irish Ryanair
and British easyJet are the biggest European Low Aglines. In Central and Eastern
Europe the important market role is played by Wiadr. Norwegian, Eurowings,
Transavia and Vueling should also be mentioned.

Tab. 1. traffic & financial results in 2017 or financigéar 2016/17

Arline/ Passengers Revenueinmin. Indexto Operational result/ Index
Group in min EUR 2016 % Comparable in min %/Change
to 2016 in min
Group 130.0 28 399)** +15.2 2973 +69.7
Lufthansy
Group 98.7 25781 +3.8 1488 +41.8
AF/KLM
Group IAG 104.8 22 972 +1.8 3015 +18.9
Turkish 68.6 10 958 $* +11.9 1022 $* +1 313 $*
Airlines (9697 EUR) 904 EUR (1 162EUR)
SAS 28.7 4 426 +8.1 approx. 202 +107.8
Finnair 11.9 2 568 +10.9 170 +209.0
Ryanair 128.8 6 648 +1.7 1534 +5.1
easyJet 81.6 5047 +8.1 461 -21.8
Norwegian 33.2 3316 +19.3 -214 -410 *
WizzAir 28.3 1948 +24.0 275 (EBITDAR)*** +22.1

- *Data in min EUR. In case of conversions fromdbcurrencies the results are approximate and based
on mean yearly rate of exchange.

- ** Only the traffic activities included
*** \Wizz Air do not publish the EBIT result.

LOT Polish Airlines situation
Unfortunately we cannot show LOT'’s results in thene way as its competitors. This Polish
company do not present “comparable results” obthiaéter eliminating one-time or
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extraordinary factors such as the changes in thga#ti financing, long and important
operational irregularities and one-time financralnsactions. Most airlines also provide their
results without the influence of currency rategxthange movements and changes in the fuel
prices. Without such data we cannot compare LO&&lts year by year and establish the
trend of changes. The Polish carrier presents aticauresults only, while the so called
comparable results are of utmost importance tauat@lthe financial situation of the airline.
From the LOT Board of Directors Report for the y284.7 we can learn that Polish
Airline carried 6.8min passengers. Its revenuehreddhe level of 4.8 billion Zlotys (around
1127min  EUR) and EBIT was 273mlIn — around 64BlMR. We may not draw any long
term strategic conclusions from the good finanoésults of LOT. They do not guarantee or
even do not make it very probable that a similtmasion may be repeated in the future.
Especially, when we try to forecast LOT’s resultsl inancial position in 10-15 years.

LOT chances for the great market success. Why it igery unlikely that Polish Airline
can follow the Turkish Airlines path to success?
The reasons for the above given premise could \adetl into two groups. In the first group,
the macro-economical factors are the most impartor many years we have been noticing
very good general economical situation which creeatgrowth in the demand for air services.
The financial results of most of LOT's greatest patitors are much better, and the
profitability of their operations is much higherelRtively low level of fuel prices is also of
great importance. This is even more important fOiTLbecause in its cost structure the share
of fuel cost is much greater than in case of ottegwork carriers. Some elements of LOT’s
competitive level of unit cost are quite fragil@r fexample the controversial forms of
employment of quite a big part of the manpower,eeglly employees with the highest
salaries, such as pilots. It is very doubtful ttéd policy may be kept for many years. Polish
Airline is also exposed to the deterioration of tharket situation and to substantial increase
in fuel prices. LOT does not have big financialerges. Almost all their aircraft are in use
under operational lease.

The second group of reasons, however, is much mgrertant. CPK is supposed to
be built for a completely different airline thanrgent LOT. It is supposed to be built for a
very big - even gigantic - network carrier whichalsle to gain a big part of its revenue in the
very tough competition with the market sharks. Rk a very different situation from that
of the new Istanbul airport built for Turkish Amkes. Turkish carrier will be continuing the
current, well tested business model and the styateaj provided it with the great market and
financial successes. THY many times proved thatasistance to crises situations is very
high. It very well absorbed shocks coming from g¢f@bal financial crises of 2008/2009 and
from local political and military crises relatedttee Syrian domestic war.

Dominant market processes
The current structure of the network carriers miagge the low fare airlines market is most
of all the result of the consolidation process thad started several decades ago. Among the
leading network carriers only Turkish Airlines dotrbelong to any Airlines group, and it
must be stressed that this carrier is based outsedEU. Traffic carried by Turkish Airlines is
similar to the traffic of three biggest EU Airling¢sot Groups) — Lufthansa, Air France and
British Airways. We will describe the unique markeisition of this airline and the specific
reasons for its success in the next part of owrtep

In the EU and in the whole of Europe, the domimaatket positions are kept by three
global groups with hubs providing them with glolnsit possibilities. As the result of a
very fast development of low fare airlines offens intra—European sectors, the network
carriers had to focus on long haul markets. In peymew players have been more and more
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aggressive. The importance of intercontinentalhtsghas been growing also because on
shorter flights the share of business class tidkatsbeen steadily decreasing. More and more
business trips have been taken in economy classhwheans that the average yields have
been decreasing and the profitability of substhpiats of the short haul markets of network
carriers has become negative. After the globalnired crisis, companies and corporations
tried to economize on short business trips by imgithe number of Business Class tickets.
On intercontinental flights the situation has beeite different. Banks and corporations are
ready to pay high prices to provide their employegt the possibility of proper comfort
during long trips.

For a few years after the global financial crist® big airline groups had been
focusing on achieving financial stability and omeimal development. Later on, they became
very active in the field of fusions and takeovesgants have decided that the time was right
to speed up the consolidation processes. Globalpgrdvave also taken into account that
despite the very good market situation, many mik-siarriers started to develop financial
problems.

In the last five years the most important takeowand fusions were done by two
groups — Lufthansa Group and IAG Group. LH Groupalized the full takeover of SN
Brussels Airline and absorbed a great part of haskAir Berlin capacity. This Group has
been also trying to take over failed Alitalia buaswnot successful as the Italian Government
is still trying to create a “new big and indepenid@titalia”. Air Berlin and Alitalia were
many times bigger airlines than LOT. IAG Group tamker Irish Aer Lingus and started to
develop a second transatlantic hub in Dublin supmgprHeathrow. It was necessary since
British Airways would have had only a very limitgassibility to increase the number of
flights and its capacity from the biggest Londorpait for many years. More than a year ago
both Groups expressed their interest in taking dN@mwegian - the first European low fare
airline offering intercontinental flights with thyr wide body B787 aircraft. Just to compare:
there are 12 B787s in LOT’s long haul fleet andtheothree will come this year. IAG is very
much interested in taking over Finnair and the atigtacle comes from the main shareholder
— the Finnish Government. IAG together with Finn@roup could very actively enter the
Europe — Asia market. Current IAG hubs (London, ferdam, Madrid and Dublin) are
located in the Western part of Europe which limit&roup possibility to a great degree to
offer transit trips Europe — Asia. Europe — Asiarkefiis already the biggest and the fastest
growing intercontinental market. It means thatlhb perfectly located in Northern Europe is
of the utmost value for IAG.

We do not observe any consolidation type activitgase of AF/KLM Group. It even
gave up the possibility to take over Alitalia despihe fact that it used to control 40% of
Alitalia shares and a common strategy had beenedodkt. In this case the main obstacle is
the lack of internal stability on the side of Airaice. The Group is still commercially active
thanks to a very well managed KLM and low fareia@lTransavia.

We have noticed a new market phenomenon for mane shyear. Low fare airlines
have started to be active in the field of takeowsrd fusions. easyJet was close to take over
Air Berlin and for many months was trying, togetivéth the group, to take control over
Alitalia. Ryanair took over Laudamotion Airline vdi used to be called “the Austrian
leftover” after a bankrupt Air Berlin.

Even this short overview is showing the strategizofopean giants, how they see and
understand the current situation and what kindosfctusions they draw from it. And for us
the following finding is most important — the matlspace for smaller players is getting more
and more limited and this process has not beeshiaa yet. It will intensify. Giants started to
be active also in the new field. Three big groupseiwork carriers have been developing the
daughter companies - low fare airlines. They knbat tdirect competition for the most price
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sensitive traffic with low fare airlines and esglgi with Ryanair is impossible. Like in many
other cases the pioneer was Lufthansa. It has deexloping a low fare airline — Eurowings -
many times faster than the network part of the gr&@imilar situation can be noticed in case
of Transavia and AF/KLM Group. The Group in thisedas special problems in France but
it is quite possible that eventually the daughtempany Transavia — France will be
designated to compete in the Group’s biggest mafBiterwise, the price sensitive market
segment in France will be dominated by foreign iaamd most by Ryanair.

Long term Market Trends
This part of our report will be devoted to the dggmn of dominant and new market trends
which we believe is very important.

Good recognition of the trends that dominate theketa or are just emerging - give
the only chance to describe and most of all to tstded the market of the future, the changes
in its structure, the possibility to defend the rent market position and to substantially
improve it. Of course, we have to realize that wik see the great influence of non-economic
factors since politicians will decide how fast the transport markets will be opened on
various continents. Even in Europe, BREXIT can eauwsexpected turbulences but we hope
that pragmatic approach will prevail. For the CPKject and for LOT Polish Airlines
Europe, North America and Asia are the most immbrtaree continents. The first two are
almost fully liberalized while the picture of thieird continent is quite complex. The biggest
and the most important question mark should bedaggainst China but as we can learn from
the past international experience with the comipet@bilities of Chinese companies growing
fast, the eagerness of the Chinese governmenteio op a particular market segment grows
fast as well.

Consolidation Trend — ownership consolidation
More than thirty years ago a visionary PresidertAS — Jane Carlzon put a key task for his
airline to be - “one of five in 1995". It does naally matter that reality was quite different.
Jane Carlzon, the guru of the big airline bossethaff time, properly interpreted the trend
when it was just emerging. Unfortunately, once agtie well-known saying: “nobody is a
prophet in his own country” was proven right. J&wsoon lost his job and SAS is now the
biggest European network airline that does notrizeto any global group.
Consolidation trend means that the number of ppaints playing key roles in the
market game is getting smaller and smaller.
For network carriers — that is the most intereséimgne model for us - this trend means:
- anew airline, together with its hub, joins theugrpor
- by taking over the airline, the group improves tleeding systems of already
functioning hubs.

We saw the examples of the first type of consaltatvhen Lufthansa took over Swiss (hub
in Zurich) and Austrian (hub in Vienna). The secaiype of consolidation was when
Lufthansa Group improved the feeding systems offiutiss by taking over SN Brussels. The
Belgian carrier consequently focuses on delivethrggtransit traffic to four LH Group hubs.
Zurich and Vienna are developed as hubs in the iSt@ific system but this is not the case
for Brussels. In professionally performed negotiasi concerning changes in ownership, the
status of the hub of the carrier being taken os@f ithe utmost importance.

LOT in the process of the European consolidation

According to some Polish media, consolidation metred a given airline expands its
commercial activities to a new market any way thehoose. For instance, the term
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“consolidation” was used when LOT established &g/ rfmini-base” in Budapest or when it
took control over the extremely small Estonian il — Nordica. But by making these
moves, LOT has not entered the European consaidgime even to a minimal extent.

At the same time, those who criticize the extrenelgortant role of the consolidation
process in the area of network airlines marketalgipoint out the example of Turkish
Airlines — an airline that advanced from a Europ#éhird league” to a small group of mega
carriers. They do not understand that this exansplanique and is not relevant when talking
about position and strategic possibilities of LOW &Varsaw. A few points should be stressed
here. The Turkish carrier took full advantage ofmsospecific opportunities. First of all,
Istanbul is perfectly located to enable passengersike the shortest transit trips between
large parts of Europe, (mostly the Southern andttSBastern parts) and Asia/Africa. Big
competing European hubs are located in the Weptatrnof the continent. For the big part of
the Middle East and Africa, Istanbul is the petfeddcated hub for the trips to Asia and
North America and v.v. Due to this geographicaladeage, THY offers the highest number
of international connections in the whole worldwlis also important that the fast growth of
Turkish Airlines was possible without the stricntml| of the EU. The Turkish carrier also
took full advantage of its low salaries and lofrastructure costs.

Consolidation and market position of hubs

As earlier explained, the hubs play a key rolehm ¢onsolidation process of network airlines
market. Intercontinental trips with transit poirtee the most important field of competition
between the airline giants. We have to stressithidite EU, there are only two mid-size hubs
left — Helsinki and Lisbon - that are truly impartaand are used by two independent network
airlines. Both fill in a niche, since the firgiezializes in the Asian traffic while the second in
the South American traffic. It is possible to ma&and trips from Helsinki to most of the big
and rich Asian agglomerations in a 24 hour aircrafation. It produces the most effective
utilization of both aircraft and crew. Such flightan be operated to Tokyo, Osaka, Shanghai
and even Bangkok while this rotation is not possittbm Warsaw. The result is a very
competitive unit cost for Finnair and an excellpnbduct for its passengers — the shortest
transit trip between most of Europe and key Asiankets.

Why do Finnair and Portuguese TAP stay outsidggtbbal groups? Finnair's Board
of Directors would like to join one of the groupsost probably IAG, but the Finnish
Government does not agree. The Portuguese Govetrimas tried to join a global group
through privatization but neither of the giants eventerested. TAP’s Alliance partner -
Lufthansa Group — would be the most probable iordstit they declared their intent for the
stable and long term commercial co-operation oW can understand such a policy when
looking at the geographical location of Lisbon, thesest European airport to South America
and its biggest market — Brazil. TAP can offer siatrips between the whole of Europe and
South America.

Both examples show how the professional managergheefuture for their airlines.
They understand that stable development and fiahsecurity could be guaranteed only by
joining one of the global groups.

Commercial consolidation — Joint Venture Agreements

Commercial consolidation is a special type of madansolidation strengthening the overall
consolidation trend. It happens when ownership altetion is not possible for legal or
political reasons. It is a global process and ligiests from different continents. Quite a big
part of our report is devoted to this topic, siriteplays a very important role in the
intercontinental markets. In addition, intercontited Joint Ventures grow specifically on the
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North Atlantic and Europe — Asia markets, wheradhotlecision makers see the great growth
potential for LOT and CPK.

In a Joint Venture Agreement, the group of indepandirlines implements the legal
and economical mechanism to fully suspend the ctitigrebetween them and to bind their
interests in a stable way. They start to act #sy had a common owner.

Joint Venture Agreements (JVA) with European Pastn€ommercial consolidation in
Europe started first on the North Atlantic markiedday it covers a big part of that market.
Three global European Groups concluded the JVAfls giant American carriers:

- Lufthansa Group with United Group and Air Canada,

- AF/KLM Group (plus Alitalia) with Delta Group,

- IAG Group with American Airlines Group.

As a result, around 85% of the North Atlantic pagse traffic has been consolidated. In
the first agreement which is the most interestiag ds, joint commercial activities are
performed not only in home markets of the partiensin the markets of whole continents,
impacting Poland. A similar mechanism has most @obbbeen implemented in the other
two agreements.

The next market was the Europe — Asia market. lamsla Group first signed a JVA
with the biggest Japanese carrier - ANA. As a tesithis agreement, LOT, despite long
efforts, could start only very limited commercial-operation with ANA — LOT Alliance
partner after inaugurating its flights to Tokyoféw years later IAG concluded JVA with a
smaller Japanese carrier — JAL.

The next step for the European carriers was toemiao the opening Chinese market.
After two years of negotiations, Lufthansa Grouplse JVA with Air China, the biggest
international Chinese Airline. The AF/KLM Group s an agreement with two partners -
China Eastern and Delta. At the same time, theeshaf these three companies were
swapped. Less than a year ago the chief of IAGinéal that his Group started negotiations
with the third big Chinese carrier — China Southditme aim is the same — JVA.

It is not very likely that similar agreements wikk signed with Korean Airlines. The
reason is that the potential benefits would noetpeal for both parties. The giant European
Group would be able to contribute to the joint ptw big part of the European market
while the Korean carrier could contribute its hokmean market only. In case of India the
reason is different — the lack of a proper parti@dian carriers have problems with image,
operational reliability and level of service. Whgituation is improved, the three European
Groups will become quite active.

Effects of Joint Venture Agreements

JVA dramatically changes the situation on mark#tsuspends competition between the
partners and implements the simple mechanism -afjasnst the rest of the world”. Then
the membership in the same alliance does not masteltustrated by LOT’s problems in

Japan. As for China, it should be stressed thatrtiarket is fully controlled, specifically the

foreign airlines capacity and slots at the Chinasports. A JVA with a Chinese carrier

provides almost full access to the local marketitheut one, an airline can experience
constant problems and limitations.

In a JVA partners fully integrate their sales andrketing forces. For instance —
Lufthansa Group represents United Group and Airadanin  Europe and v.v. Partners
conclude joint agreements with banks and corparatend their Frequent Flyer Programs
closely co-operate.

These types of market agreement unique for airlihage enormous and often
completely underestimated influence on the gloladrice of power. At the same time, they
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are quite controversial when we consider the neekkeep the full competitiveness in the
relevant markets. They limit or even freeze contjpetias the dominance of the giants is
getting greater and the area of market activitysimaller players is being reduced. In the
documents that substantiate the vision of CPK tocolme a global hub, the term “Joint
Venture” does not appear. Also, there are no atterganalyze the current competitive
situation of the network carriers’ market, the tternf its changes or the real chances of the
smaller players to advance to leaders group.

Low fare airlines on intercontinental market

It is a common understanding that the fast devetognof low fare airlines offers on long
haul market is certain. Unsure is just the ratgrofvth as we have to take into account also
the non — market related factors, mainly global eegional political situation. The openness
of EU market and introduction of Schengen area hagery positive effect on the
development of low fare traffic in Europe.

Technological changes and innovations

When B747 was introduced, it was a common predidinat the era of four—engine, bigger
and bigger super— giants able to carry enormousdsloé cargo had started. With such big
aircraft, the low fare airlines business model wast suitable for intercontinental
connections since air cargo was not part of itthede was no chance to fill the giant aircraft
with transit traffic. It was assumed that connewido very big hubs will dominate airline
traffic. With this consideration, the giant A380 sveatroduced. Revolution in technology,
introduction of bigger and more economical engiaesl composite aircraft bodies and
wings meant that “giant” was no longer most ecomami The first European
intercontinental low fare airline entered the mankben, after few years of delay, the new—
generation, two engine B787 Dreamliner was intredud.ater on a slightly bigger Airbus
350 started operations.

There are many reasons why low fare airlines offeif be developed on
intercontinental markets quite fast. In our opiidt is sufficient to take a look at the
reaction of global European Groups. They do nottwamepeat the mistake of ignoring the
Ryanair and easyJet expansion. They do not undesdst the development of low fare
airlines services on long haul markets. For theseu@s the profitability of their
intercontinental connection is of key importancéey have already established their own
low fare intercontinental airlines and are devebgptheir capacity really fast. Lufthansa
uses their daughter company — Eurowings and IAGuneses Level. In 2018 IAG and
Lufthansa were interested in taking over the pionead the biggest European
intercontinental low fare airline — Norwegian, wiiwas in a difficult financial situation. It
is unlikely, however, that the giants would comepenly between themselves or within the
groups. The fundamental question here is what tyen&r plans are for the future? For
many years the Ryanair CEO used to say that Hiseawould enter the long haul market
but had to wait for the drop in B787 and A350 psi¢kat should happen when the “first
demand” for these aircraft has been met. It melaatsany responsible planner should take
such a possibility into account. Even though wendbsee further formal declarations and
actions on the Ryanair Board of Directors sides thirline has already worked out or is
working on their strategies necessary to perforan surevolution.

Expansion of low fare airlines on intercontinentabrkets has barely started but
according to some analysts they have already cagptalimost 10% of the market share on
the North Atlantic with a growing trend. New impstwill come from another technological
breakthrough. In next few months narrow body A3AR Will enter services having just
above 200 seats — depending on its configuratibe.rénge of this aircraft will be 7400 km.
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It means that the A321 LR can serve non- stop foagrpart of Europe to many cities in the
USA and Canada located not only on the East CoastA321 LR will be a perfect aircraft
to start low fare services between non-hub citiesuchs as
Barcelona/Dusseldorf/Oslo/Brussels and Boston/MattiPittsburg/Philadelphia. It is
possible that in the next few years Boeing willaaswith a slightly bigger new narrow-
body aircraft and before that, Airbus will creaewncommercial possibilities with the A321
XLR that should have even longer range than A321 RBiR even without these next steps,
the A321 LR alone will enable airlines to offer reHow fares to millions of new
passengers. And it is just a matter of time whémdbng range narrow body aircraft will be
used on some intercontinental services from Cegabpe. It will be a serious competitive
challenge for LOT.

Intercontinental services

When analyzing the effect of the growing shareowf fare airlines on long haul markets, we
should first of all take into consideration theldaling thesis. Inside the EU, the ultra—low
fare and low fare airlines have taken over a lichiember of short haul connections traffic
from the traditional network carriers. They mosthgated a completely new demand. We
can easily prove it when we take the Polish madsetan example. According to data
published by the Polish Civil Aviation Administrati (ULC) in the year 2004 (the year
when Poland joined the EU and when the low farénas revolution started), the Warsaw
Chopin Airport served slightly over 6 min passesgand all regional airports just 2.8 min.
With very few exceptions, only domestic flights weoffered in these airports. By 2008
traffic to/from Warsaw grew by 55%, thanks to agaextent to new services of low fare
airlines. But a real breakthrough happened inioreg airports where traffic grew four
times mostly because low fare airlines, firstly WiAir and then Ryanair, started new
international connections. This revolution was giessible due to close integration within
the EU and Schengen areas and to stronger ecoramdicultural ties. On intercontinental
markets the situation will be different and substdrmpart of the traffic carried by low fare
airlines will be taken over from network carrieor example, it will happen in case of
traffic to/from South East Asia because touristd Asians seeking employment in Europe
are the dominant part of the market. On the Notlhraic tourist and ethnic traffic are very
price sensitive. This will greatly restrict the rkeir space of smaller, independent players.
Right now their market share has dropped to leas tt0% as the network carriers co-
operating on the Joint Venture basis have the matkare of almost 85% and the low fare
airlines — 8.9%. By “independent players” we méast of all SAS, LOT, Icelandair and
Finnair. These carriers will be the most vulneratfen the new competitive threat grows.

Co-operation between the network carriers and lowdre airlines

For decades the low fare airlines have not shownkamd of interest in commercial co-
operation with other carriers. They consideredrthgme task to offer the cheapest possible
flight from point A to B.

In this context it was quite a big surprise whée CEO of Ryanair - Michael
O’Leary declared that his airline was ready to tiatg® and sign commercial agreements
with the carriers who wished to drastically redtioe cost of transporting transit passengers
to their long haul flights. Ryanair has been negotg with the first intercontinental low
fare airline — Norwegian and with another, Irishriga — Aer Lingus which operates from its
Dublin hub to more than a dozen cities in the USA €anada. Dublin airport is the second
biggest base of Ryanair. Negotiations have beelomged as potential partners could not
agree what rules should apply when passengers danissg haul flights because of delayed
Ryanair flights. Many months ago they announced @haagreement was ready but we still
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do not know when and how it will be implementedatid when it happens, Aer Lingus will

strengthen its competitive position of in the stiegfor transit traffic to and from Europe

over the North Atlantic. Aer Lingus has suspendsdPiolish services, first to Cracow and
later on to Warsaw. At the same time, Ryanair ffresn Dublin to eleven Polish cities —

daily to Warsaw Modlin airport and to Cracow a fdays a week, sometimes twice a day. If
agreement becomes effective, the competitive sitmdabd and from Poland over the North

Atlantic will be changed substantially.

This new trend is in the very early stages of dgwelent. It is impossible yet to
predict what its influence will be on the Europeatercontinental market but it could
potentially be quite big. For network carriers thsk to decrease the cost of connecting
traffic transportation to and from their hubs hasei one of the greatest challenges.
Lufthansa’s long haul network has been profitablenfiany years but its shorter flights have
been unprofitable. The main reason was a very éwellof average yield achieved from its
short-haul transfer traffic.

Also, easyJet, the second biggest European lowaidiee, intends to cut its share of
this traffic as the carrier has signed a relevgne@ment with Norwegian.

It is some kind of a paradox that the directionhi$ new trend on European long haul
market will depend on the final decision of Ryanairether to start its own intercontinental
services. If the decision is positive, then its petitors operating according to network
business model should not expect Ryanair to h&@mtreduce the cost of transit operations.
It is just a guess but Ryanair may have suddemlest to be interested in co-operation in
transit intercontinental connections just to geécli experience in this market.

LOT should not expect that any low fare airlinelviielp them reduce the cost of
transportation of transit traffic to and from Wakse&Such co-operation that produces quite
substantial implementation cost on the low fareieaside as well, makes sense only if the
relevant connections of both partners in the base@ry frequent. Transit connections must
be automatically created without any changes innpes” schedules. Additionally, the
chances of LOT’s co-operation with low fare airBrieave become minimal, also, because of
the official policy of Chopin Airport managementteing access of LCC's to the LOT hub.
Also, in the long run, the CPK will not be tailoréal them. We can say that the business
profile of both airports almost completely exclutthe possibility of any commercial co-
operation between network carrier (LOT) and lovefairlines.

Currently big European network airlines do not thegr low fare daughter companies
to carry their connecting traffic. But in the lomgn, under a very strong competitive
pressure, they may change their policy. Most prhb#iey take into account the issue of
image and possible strong opposition from the tradens. But as we can see Emirates, the
airline who cares very much for its image, has estja code share agreement with its low
fare daughter company — flydubai. It enables thknaito carry transit traffic to and from
Cracow which is the flydubai but not Emirates deatiion. Similar arrangements apply on
many other flydubai flights.

Other chosen market trends

Cargo traffic, growing importance of IT systemsfwak giants limiting commercial co-
operation with smaller airlines, the marketing powé biggest airlines are some of the
trends worth mentioning.

There is a growing importance of cargo traffic esaléy from and to Asia. This traffic
requires the operation of giant logistic systenat firovide the surface transportation within
Europe and close partners on other side — Chimesdapanese carriers. As an example, we
can point out here that in 2018 Lufthansa Cargo @om had a revenue of 2.7 billion EURs
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and EBIT — 268 min EURs. Both numbers are much dighan the revenue and the
operational profit of LOT.

Very big and costly IT systems are becoming mokraore important for all airlines. One
that plays a key role in the process of optimiziegenue of network airlines is a Revenue
Management System. It helps carriers sell seatsach flight for an optimal set of prices
from the cheapest to the most expensive.

Market giants reduce the scope of commercial coatjpm with smaller airlines step
by step. The attitude “us (the group) against #st of the world” is more and more visible.
This trend will get stronger when the market siteratvorsens and the competitive struggle
for each passenger becomes tougher.

The marketing power of airline giants and groupy & used to create conglomerates
selling air tickets and connected services. Ryaaaiployed more than a thousand experts
and is building a platform that will offer “everytiy” — not only flights but also hotel
rooms, car rental and even airport retail salesutlin the Internet. It will be a total offer for
the big part of a non-business market. With thd,t®yanair intends to dominate Internet
sales of flights and related services.

The last two trends are just emerging but we hav@ake them into account because
when we think about the current situation we aadlyeseeing the market in more than a
decade from now.

LOT as a Regional Consolidator

Market realities in C&EE

The idea that LOT, as well as its hub — CPK, cdaddome - thanks to consolidation of the
market in our region - a very important player iar@e may be found in government
documents as the most specific and essential suiadian of the CPK vision and project.
Such a thesis has been repeated in all officidéestants of representatives of the Polish
Government. Unfortunately it has many importangrefundamental weaknesses.
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1. “Rynek” means “market” in the above map
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The map shown above included in Attachment Nio 8he Resolution of the Polish
Council of Ministers Nr. 173/2917 is supposed losiirate the thesis that in C&EE there is a
lack of dominating carrier.

For the big part of our region (Southern and Sdidktern Europe) Vienna is
geographically better located as a hub than War¥@wnna is much closer to these countries
and for flights to/from Western Europe passengersiak lengthen their trips as it happens
when flying via Warsaw. The reasons justifying thiatement may be found in the next part
of our report. The most important thesis, howeweras follows: for the European Global
Groups the entire Europe is a home market and tit@eaworld becomes a home market -
directly or indirectly through their partners.

The official concept assumes that the market inregion is almost empty and “is
waiting” for consolidation. In our dispute with tlaithors of market substantiations for the
vision of the “Great CPK” it is beneficial to udeetdata that the authors included in the above
mentioned Council of Ministers Resolution.

Udziaty rynkowe na wybranych przeptywach pasazerskich z regionu w 2016 r,
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2. The passenger flights market in C&EE

The map 2 presented above shows the market pdtemith market shares of the most
important carriers on Origin — Destination basig& Q).

From maps Nrl and2 we can draw the conclusion that according to gmagcal
criteria applied by the authors the Lufthansa Grdaes not have a hub located in our region
even though its share in the total market (115nflpassengers in 2016) amounts to 14%
which means 16mlin passengers. For comparison, L&fase, with the hub in the region,
was just 3%. The Lufthansa Group actual share, wexvas higher if we also take into
account the J. V. passengers carried by the parttfeAustria and Austrian traffic were
included, than the LH Group share would be incréasearound 20%, thanks to the direct
traffic carried by the Group to and from Austria. the C&EE — Western Europe market
(83,4min passengers) which is by far the biggdst, gosition of the Group is especially
strong. It carried almost 14min passengers whicama¢he market share is close to 16%. The
traffic of the second global group — AF/KLM was wnB.5min. A similar number of
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passengers was carried by LOT but it held the thosition. An overwhelming majority of
traffic carried by the Polish Airline was on direftights, for instance from Warsaw to
London, Paris and Brussels etc. . The Lufthansauggron the other hand, has been
developing a huge intra—European transit traffic.

On the biggest intercontinental market — North Afila (5.1min passengers) the share
of Lufthansa Group was around 28% (more than 1.4ndarried on transit flights only). The
passengers carried by LH Group J.V. partners (drated Air Canada) were not included in
the chart and it is obviously a remarkable numigdT traffic was a mere 0.6min passengers
despite the fact that it offers direct flights tistmarket.

Second biggest intercontinental market was East A%i8miIn passengers) and
Lufthansa traffic was almost 0.3mIn. LOT startedd&velop its network in 2016 but even
now its share is much smaller than that of the Ltdup. Aeroflot airline is a much bigger
competitor than LHG on this market — thanks to dlkegraphical location of Moscow and a
very competitive pricing policy for the price-seinge part of the market.

The Europe — South & South East Asia was the thigdest intercontinental market
with relatively small share of the LHG traffic. Tld®minant positions were held here by the
Gulf carriers, Turkish Airlines and Aeroflot. Inishcase, the geographic position of the hubs
had a stronger influence together with the markeracteristics — dominance of a very price-
sensitive traffic in which LHG has had minimal irést. For LOT, chances to gain a high
market share are slim because of the geographatiémcof Warsaw in the Northern part of
our region. Chart 3 showing the capacity offeredLiyT and LHG in the region of C&EE
(without Poland and Austria) and in the sub- regiam the Summer 2019 Season. The
number of seats is expressed in thousands on &ay group of connections. The source of
data: data put into the reservation systems binagland downloaded by the Seabury APG
Program.
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26



Transportation Overview - Przegl Komunikacyjny 8/2019

The market shares reflect the importance of getyrapd illustrate that Warsaw is not well
located in the C&EE region. Only for the Baltic t8&®Warsaw has a geographic competitive
edge over LHG’s hubs. On the Ukrainian market, \&larand Vienna are in equal position.
In the rest of the region — the more we move toSbath and South-East - the situation is
getting worse for LOT. We also need to consider @éktent of the LHG carriers™ networks
and their density that means the number of fligipsrated daily and weekly to different cities
on almost all continents. As a result, the salessibdity of LHG in comparison to LOT are
much higher. This factor plays the same role invthele region.

Situation in Polish Regional Airports

Data regarding the number of seats offered by lami$la Group (without Eurowings) to Polish
regional airports and by LOT on its domestic flgld Warsaw in the 2019 Summer Traffic
Season show that LHG has a remarkable advantagetlovdolish carrier even in Poland.
LOT offers 1,445,500 seats while LHG — 1,727,00@s™ifference is getting smaller as LOT
has increased its capacity by 8.7% in comparisothéoSummer 2018 while LHG has not
changed it. But the difference shown does not sayything. On LHG flights, 80% of the
traffic is transit traffic to and from hubs. Theme official LHG data. LOT does not publish
precise numbers but historically transit traffiedgo be around just 50%. This percentage is
most probably a little higher now. It is also worttentioning that in the last more than ten
years the competitive game for transit trafficHolish regions has had just two players —
LOT and LH - who in the period between 2002 — 2088re closely co-operating in code-
share arrangements. The current excellent situatitime Polish market attracts new airlines.
KLM and recently Air France both started to offewnconnections to the biggest and most
important agglomerations in Poland. In a two wasnpetition (LOT — LHG), the bigger and
stronger player used to focus on high yield traié@ving a relatively big market space to the
smaller competitor. The price competition will bettgng tougher, especially, if the market
boom prevailing for the past few years weakens.

Other than in Poland, LOT has real chances to alaymportant market role only in
two other sub-regions— the Baltic States and Ukraile need to remember, however, that
LHG position is and will be much stronger sincefiers gigantic networks from its four hubs
and LOT could compete only on specific connectidosdestinations located on three
continents, even though the number of these commmsas growing.

Conclusions

Presented data prove that the C&EE market is ridesert” when we consider the offer of

the strongest player in this part of Europe — Laffika Group, and LOT’s position against this
giant is simply too weak. In addition to the abotes geographic location of competing hubs
— Warsaw, Vienna, Munich and Frankfurt is extremeiportant.
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