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Part (a) Calculate variances for the year ended 31 December 2012 Mark  

 Budget Actual Difference   

Business class      

Number of passengers 17 568 19,656  ½  

Average fare R27 000 R28 250    

Catering cost -R360 -R400  ½  

Sales margin R26 640 R27 850  1P  

      

Economy class      

Number of passengers 108 336 110,656  ½  

Average fare R3 400 R3 200    

Catering cost -R140 -R140  ½  

Sales margin R3 260 R3 060  1P  

      

Actual passenger volumes in budgeted quantities      

Business class [13,95% x (19 656 + 110 656)]  18 183  1P  

Economy class [86,05% x (19 656 + 110 656)]  112 129  1  

      

Sale price variance   R2 438 800   

Business class [19 656 x (28 250 - 27 000)]   R24 570 000 1  

Economy class [110 656 x (3 200 - 3 400)]   -R22 131 200 1  

      

Sales margin mix variance   R34 438 740   

Business class [(19 656 - 18 183) x R26 640]   R39 240 720 1P  

Economy class [(110 656 - 112 129) x R3 260]   -R4 801 980 1P  

      

Sales margin quantity variance   R28 748 780   

Business class [(18 183 - 17 568) x R26 640]   R16 383 600 1P  

Economy class [(112 129 - 108 336) x R3 260]   R12 365 180 1P  

      

Jet fuel price variance [(6 000 - 4 654) x 33 360,6]   -R44 903 368 1P  

Actual fuel cost per tonne  R6 000  1  

      

Option 1 (budgeted not flexed)      

Jet fuel consumption variance  
[(33 360,6 - 35 136) x R4 654] 

   
R8 262 711 1P 

 

Budgeted fuel (tonnes) 35 136   1  

Saving due to four cancelled flights 
[4 654 x (732 – 728) x 10] x 4.8 

  
R893 568 1 

 

Saving due to less flying time 
Alternative 1: [728 x 4 654 x (0.25) x 4.8] 
Alternative 2: [728 x 4 654 x (0.25) x 4.7] 

  
R4 065 734 
R3 981 032 

 
 1 

 

Saving due to more efficient fuel usage 
Alternative 1: [728 x (4 800 – 4 700) x 9.75 x 4 654] 
Alternative 2: [728 x 4654 x (4 800 – 4 700)] 

  
R3 303 409 
R3 388 112 

 
 1 
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Option 2 (budget flexed)      

Jet fuel consumption variance  
[(33 360,6 - 34 944) x R4 654] 

   
R7 369 144 1P 

 

Standard fuel (tonnes) – flexed quantity 34 944   1  

Saving due to four cancelled flights       R - 1  

Saving due to less flying time 
Alternative 1: [728 x 4 654 x (0.25) x 4.8] 
Alternative 2: [728 x 4 654 x (0.25) x 4.7] 

   
R4 065 734 
R3 981 032 

 
 1 

 

Saving due to more efficient fuel usage 
Alternative 1: [728 x (4 800 – 4 700) x 9.75 x 4 654] 
Alternative 2: [728 x 4654 x (4 800 – 4 700)] 

  
R3 303 409 
R3 388 112 

 
 1 

 

      

Identification of 2 out of the 3 categories above    1  

Correct identification of FAV/UNFAV variances    1  

Available 21  

Maximum 20  

Total for part (a) 20  

 

Part (b) Calculate the number of business class and economy class passengers that AA 
needed to transport in 2012 to break even 

Mark 
 

Note: Only penalise candidates once if they have used budgeted costs.    

 Business Economy Total   

Alternative 1: Relative number of passengers 1,0000 5,63  1  

Alternative 2: Relative number of passengers 15.08% 84.92%    

      

Average fare 28 250 3 200    

(Less) catering cost (400) (140)  1  

Contribution per passenger R27 850 R3 060  1P  

   

Fixed costs (651 232 304)   705 718 080 1P  

Accommodation and refreshments (14 625 360)   15 331 680 ½  

Jet fuel (163 522 944)   200 163 600 ½  

Navigation (18 666 000)   19 091 800 ½  

Aircraft lease costs (42 140 000)   42 570 000 ½  

Electronic data costs (16 278 000)   16 456 000 ½  

Allocated overheads (415 600 000)   431 905 000 ½  

Cargo revenue (-19 600 000)   -19 800 000 1  

      

Alternative 1      

Breakeven number of passengers      

705 718 080 / [(27 850)+(3 060 x 5,63)]  
= 15 655.56 x 1 and 15 655 x 5.63 

15 655.56 88 140.79  1P 
1P 

 

Round to whole number 15 656 88 141  1P  

      

Alternative 2      

Breakeven number of passengers      

705 718 080/ [(15.08 x 27 850) + (84.92% x 3 060)] 
= 103 807.56 x 15.08% and 103 807.56 x 84.92%  

15 654.18 88 153.38   
 

Round to whole number 15 655 88 154    

Available 11  

Maximum 10  

Total for part (b) 10  
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Part (c)  Analyse and discuss the importance of business class passengers to the 
profitability of the JNB-GRU route 

Mark 
 

Total breakeven revenue:  
(Business: R442 282 000 + Economy: R282 051 200) 

724 333 200 1P  

Total breakeven contribution:  
(Business: R436 019 600 + Economy: R269 711 460) 

705 731 060 1P  

Business class passenger contribution/total contribution FY2012  
Or: Business class passenger revenue/total revenue FY2012 

61.8% 
61.1% 

1P  

Maximum contribution from economy class passengers in FY2012 
186 x 728 x 3 060 [contribution calculated in (b)] 414 348 480 1P 

 

Maximum contribution from business class passengers in FY2012 
36 x 728 x 27 850 [contribution calculated in (b)] 729 892 800 1P 

 

Margin of safety: (19 565 – 15 656) /19 656 20% 1P  

Comments   

 Fixed overheads totaled R705,7m in FY2012. If the economy class was 100% full at all times, 
this would have only contributed R414,3m to overheads. 

 On the other hand, if business class was 100% full at all times, this would have more than 
covered fixed overheads, given that maximum contribution equates to R729,9m. 

1P 
 

1P 

 

 Business class passengers are much higher margin customers, making 9.1 times the 
contribution per passenger compared to economy class passengers. 

1P  

 Space configuration allocates 186 seats to economy and 36 to business class (5,17 times 
ratio). Yet on a contribution basis, business class passengers contribute 9,1 times more profits. 

1P 
1P 

 

 The business class contribution was 61,8% of the total contribution in FY2012, a vital 
contribution to overall profitability. 

1P  

 The breakeven revenue was R724,3m in FY2012, which was 79,7% of passenger revenue.  1P  

 It follows that the margin for error is very tight (20% margin of safety) and makes business 
class passengers’ contribution even more critical.  

1P  

 Another key issue is the occupancy rates of business class passengers. It is important to 
understand the demand for business class seats, for example: if certain flights are regularly 
sold out for business class passengers, it may make sense to add more business class seats 
and sacrifice economy class seats  

1 
1 

 

Available 16  

Maximum 8  

Communication skills – clarity of expression 1  

Total for part (c) 9  

 

Part (d) Explain how AA could hedge against jet fuel price increases Mark  

 Option contracts with banks to limit the maximum fuel price it will have to pay. The option 
contract could stipulate either the jet fuel price or Brent crude price. The option premium will 
represent the maximum cost if fuel prices decline, but will provide a valuable cap on future 
prices for the duration of the derivative contract. 

 
1 
1 

 

 To reduce the hedging costs a collar could be purchased. This will entail purchasing a call 
option and selling a put option on jet fuel prices. In this way the option premiums paid and 
received will offset one another reducing the overall hedge cost, and also reduce the variability 
in which the jet fuel price will fluctuate.  

1 
 
1 

 

Forward contract 

 The company should enter into forward cover contracts to hedge the US$/ZAR exchange 
rate. This will not fully hedge against jet fuel price changes but will provide some protection 
against a strengthening US$, which will indirectly translate into higher fuel prices. 

 
1 
1 
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 The company should enter into supply contracts with jet fuel suppliers to lock in prices, which 
would provide certainty as to costs for next 3, 6 or 12 months. 

1 
1 

 Purchase oil futures, where the buyer agrees to buy an underlying asset (jet fuel) at a future 
date at a price agreed today.  

1 
1 

 

Natural hedges (offsetting costs with income in foreign currency)  

 For example: The sale of tickets to foreigners in their currency (i.e.: dollars, euros). These 
funds should be kept in foreign accounts in order to pay for fuel in a foreign currency.  

 
1 
1 

 

 Use of swaps, where prices are fixed with a supplier but there are actual payments made at 
the spot rate. Adjustments are then made to decrease/increase the actual price paid in the spot 
transaction. 

1 
1 

 

 AA should purchase jet fuel for future use when prices are favourable. AA will need to 
finance these inventory holdings but will have certainty re fuel costs. 

1 
1 

 

Available 16  

Maximum 6  

Total for part (d) 6  

 
 
 

Part (e)  Identify & describe 4 major risks faced by AA with respect to the JNB-GRU route Mark  

 AA has high fixed costs, which means there is a substantial risk of making losses if 
passenger revenue is insufficient to cover expenses. In FY2012 the breakeven revenue was 
~80% of actual revenue which indicates a high risk of future losses (high operating leverage) 

1 
1 
 

 

 AA is the only African airline which offers a flight from South Africa to South America. In the 
event that other airlines obtain routes to South America, passenger numbers could decline due 
to increasing competition. This could have a significant impact on the profitability and 
sustainability of the JNB-GRU route. 

 
1 
1 

 

 Jet fuel prices are volatile and represent >26% of total operating costs. In the event that fuel 
prices increase significantly, AA may not be able to increase airfares to cover cost increases, 
with the result that it would incur operating losses. 

1 
1 

 

 Possibility of AA losing the single landing slot to JNB-GRU route due to poor business 
practices or other uncontrollable factors (e.g.: Brazilian government intervention). Or the 
possibility that the agreement is not renewed.  

1 
1 

 

 

 The transportation of cargo on the same flights as passengers on this route opens AA up to 
legal/regulatory risk.  

1 
 

 

 Political risk, as emerging market countries may exhibit political instability. This could 
reduce the appeal of the country as a business and leisure destination, having a significant 
impact on the profitability of the JNB-GRU route.  

1 
1 

 

 AA only has landing rights for one flight per day. Based on the key assumptions for budget 
purposes, it will take 4 days to clear the back log of passengers if a flight was cancelled 
(strikes, weather conditions etc.). AA may lose business if potential passengers do not have 
confidence in the airline’s ability to deliver when flights are cancelled.  

1 
1 

 

Available 13  

Maximum 8  

Communication skills – logical argument; clarity of expression 2  

Total for part (e) 10  

 


