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Introduction

In early February 2017, as Icelandair was a couple of months into its yearlong celebration of its
80th birthday, Bjorgdlfur Jéhannsson, the CEO, and Bogi Nils Bogason, the chief financial officer
(CFO), went to the investment community with an important announcement. The 2017 EBITDA
forecast was projected at $140 million to $150 million, down from the record 2016 EBITDA of
$220 million and marking the first decline in six years.! (See Exhibit Al.) The news took the
market by surprise and the stock price fell sharply, dropping by 36% in a matter of days from a
high of 23.40 Icelandic krénur ($0.21) to 15 kronur (50.13). Despite 70% of shares being held by
stable and low-frequency trading pension funds, the remaining 30% of the investors became
nervous because of the company’s predictions of lower yields, and increases in fuel costs,
salaries and foreign exchange. The lcelandic fishermen’s strike? did not help, taking away vital
cargo revenues.

1 |celandair Group, Presentation of Q4 and 12M 2016 Results, investor presentation, February 8, 2017,
https://www.icelandairgroup.is/servlet/file/store653/item975837/item.pdf.

2Vala Hafstad, “Icelandair Share Prices Down 24 Percent,” Iceland Review, February 1, 2017, accessed October 8, 2018,
http://icelandreview.com/news/2017/02/01/icelandair-share-prices-down-24-percent.
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Perhaps most worrisome was the aggressive pricing by the country’s newest airline—WOW air—
given that, in the five years since its inaugural flight, it had taken 20% of the market share. This
reduced Icelandair’s from 80% to 60% (with the remainder held by a collection of other full-
service and low-cost carriers).? Bogi Nils Bogason commented:

We’'ve come off of seven years of massive growth where we’ve more than doubled our
EBITDA. We have enjoyed a good business cycle but a lot of the growth was a concerted effort
to create Iceland as a destination and create demand. We tell investors that the airline
industry is cyclical and now we have increasing oil prices, a strengthening currency affecting
our labor costs and downward price pressure on North Atlantic routes. We believe in the
long-term business model but it’s obvious we need to shift the focus from growth to
operational excellence.*

Undoubtedly, both the company and the country at large had experienced what was dubbed
the “Icelandic postcrisis miracle.” How could the company continue growing? Did it need to
change to the previously successful hybrid airline strategy, with its elements of both full-service
and low-cost carriers? Could anything else be done?

Travel and Tourism

Global demand for travel and tourism was estimated to be worth between S5 trillion and $7 trillion
in 2016,> with demand of $1.6 trillion (€1.45 trillion) in Europe in 2016.° In 2016, European airlines
flew 983.9 million passengers and represented a total market size of $140 billion (€126 billion),
which had experienced growth of 8.3% from the previous year and a compound annual growth
rate (CAGR) of 6% over the previous five years.” International travel accounted for 73.3%. The top
three countries based on market revenues were Germany (17.9% share), the United Kingdom
(12.3%) and France (7.5%).2

Tourism in Iceland

Iceland is situated in the North Atlantic, around 4,200 kilometers from New York and
2,200 kilometers from Paris. Many viewed Iceland as an ideal location that could connect North
America and Europe. In addition, most observers recognized the country’s geography of fire and
ice as being truly remarkable due to its range of ice-capped mountains, glaciers, moonlike
landscapes, dramatic waterfalls, explosive geysers, lush green pastures and, of course, its active
volcanoes. The most famous volcano was perhaps Eyjafjallajokull when it made news around the

3 Graph “Iceland: Share of Annual Seat Capacity for Icelandair Group and WOW Air, 2012 to 2018” in “Icelandic Aviation:
Icelandair vs WOW Air,” CAPA, July 9, 2018, accessed April 20, 2019, https://centreforaviation.com/analysis/reports/icelandic-
aviation-icelandair-vs-wow-air-424077.

4Bogi Nils Bogason. Interview by case writers. Reykjavik, October 16, 2018.

5 Robert Reiss, “Travel Leaders Reveal What's Next For The $7 Trillion Global Travel Sector,” Forbes, February 8, 2016,
https://www.forbes.com/sites/robertreiss/2016/02/08/travel-leaders-reveal-whats-next-for-the-7-trillion-global-travel-
sector/#435bb60f1da7, accessed November 10, 2018.

6 “Travel and Tourism in Europe,” MarketLine, January 2018, p. 10. Market size encompassed revenues from a slew of industries
such as passenger airlines, passenger rail, food service, hotels and motels, travel intermediaries, and casinos and gaming.

7“pirlines in Europe,” MarketLine, April 2018, p. 9.
8“Airlines in Europe,” MarketLine, April 2018, p. 9.
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world after its black ash filled much of the North Atlantic sky, shutting down air travel within
Europe and stranding millions of passengers in 2010.°

The Icelandic tourism market was estimated at $2 billion and represented 10% of the country’s
GDP in 2016. The growth of tourism was often touted as a “miracle,” considering the country had
nearly quadrupled the number of tourists from 488,600 in 2010 to 1.79 million in 2016, despite
the country’s population being only 330,000 inhabitants. The tourist boom was often attributed
to a number of factors. First, the decline of the Icelandic kréna made the historically expensive
country more affordable for foreign visitors. Second, the government of Iceland, Icelandair and a
number of private enterprises launched the “Inspired by Iceland” campaign, which promoted the
country’s stunning natural environment as much as the eccentricities of Icelandic culture. A full
media campaign—including TV, digital and print ads—ranged from visitors dancing to upbeat
music in front of stunning backdrops to a video series called “Meet Gudmundur, the Human Search
Engine.” (See Exhibit A2.) Third, Iceland’s geography provided a dramatic backdrop for selfies and
social media posts, creating FOMO (fear of missing out) among a wide range of people. It helped
that several of Iceland’s landscapes were familiar because they had featured in major TV and film
productions such as Game of Thrones, Batman Begins, the 2013 film The Secret Life of Walter Mitty
and the James Bond films A View to a Kill and Die Another Day. Actors such as Viggo Mortensen
loaned their star power to promote Iceland’s authenticity, history and wonder. In addition to film,
the dreamy and ethereal music from the likes of world-renowned musicians Bjork and Sigur Rés
only added to the allure. Furthermore, the Icelandic people, along with their rich history of Vikings
and sagas, were an attraction in themselves. Their peaceful nature, good humor and relaxed
disposition enamored travelers even more. All of the positive attributes were often talked about
but, in the years since the krdona has regained its strength, travelers from most nations have found
Iceland to be extremely expensive—or “eye-wateringly pricey” as one travel writer put it—for food
and accommodation.!® For example, hotel rooms averaged just under $200 per night and everyday
expenses such as regular brewed coffee cost about S5 to $6 (compared to $2 in most US cities).
See Exhibit A3 for excerpts from a presentation on the outlook for Icelandic tourism.

The Airline Industry

The airline industry was highly competitive and needed economies of scale to be profitable. The
industry was characterized by high capital costs, high fixed costs, heavy regulation, expensive
landing costs and exposure to oil prices. Furthermore, aircraft suppliers had extraordinary
power, being dominated by two main manufacturers: Boeing from the United States and
Europe’s Airbus. Commercial aircraft cost approximately $100 million to $120 million for
smaller-capacity planes (that is, 180 to 200 passengers) such as the Boeing 737 and Airbus 320.
Total industry revenues grew from $510 billion in 2007 to $709 billion in 2016, representing a
CAGR of 3.3% and with industry profit margins at approximately 9% in 2016.'* However, a report
published by the International Air Transport Association (IATA) pointed out that the long-term

? Icelandair Group, Icelandair Annual Report 2010, p. 10.

10 Heather Carswell, “How to Have a Budget Break in Iceland,” Lonely Planet, May 1, 2015,
https://www.lonelyplanet.com/articles/how-to-have-a-budget-break-in-iceland.

11 “Economic Performance of the Airline Industry,” IATA, December 2017, accessed January 19, 2019,
https://www.iata.org/publications/economics/Reports/Industry-Econ-Performance/IATA-Economic-Performance-of-the-
Industry-end-year-2017-report.pdf.
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