Airlines of Papua New Guinea Limited
Independent expert’s report
November 2014

Deloitte Touche Tohmatsu
ABN 74 490 121 060
550 Bourke Street
Melbourne VIC 3000
GPO Box 78
Melbourne VIC 3001 Australia

The Directors
Airlines of Papua New Guinea Limited
Jacksons Parade
Port Moresby
Papua New Guinea

DX: 111
Tel: +61 (0) 3 9671 7000
Fax: +61 (0) 3 9671 7716
www.deloitte.com.au

4 November 2014

Dear Directors

Independent expert's report
Introduction
Airlines of Papua New Guinea Limited (APNG or the Company) is a Papua New Guinea-based airline operator,
listed on the Port Moresby Stock Exchange Limited (PoMSOX) since 2008.
APNG’s performance over the past 3 years has been adversely affected by safety concerns following the crash of
an APNG operated aircraft in October 2011, the weakening of the mining sector (which represents a major driver
of Papua New Guinea’s economic growth) which has had a consequent impact on the demand for domestic air
transport services, and increasing competition from Air Niugini Limited. The Company’s trading performance
has affected its ability to service existing financial and operating commitments.
On 9 October 2014, the Company announced a proposed capital restructuring to raise PGK 20 million (Capital
Restructuring) and a follow-on entitlement offer of securities to all Papua New Guinea (PNG) resident
shareholders of APNG (Entitlement Offer and, together with the Capital Restructuring, the Recapitalisation
Proposal) as follows:
Capital Restructuring


APNG undertakes a selective share buy-back of 120 million ordinary shares currently owned by APNG’s
largest shareholder, the estate of Sir John Wild (the Estate of Sir John Wild), so that the Estate of Sir John
Wild’s beneficial shareholding in APNG decreases from approximately 60.9% to approximately 15.3%. The
total consideration payable to the Estate of Sir John Wild for the share buy-back is PGK 1.00 (SJW BuyBack)



immediately or shortly after the SJW Buy-Back, two APNG major shareholders, National Superannuation
Fund Limited (NasFund) and MRDC1 (collectively, the Investors), are:
o

issued 100 million new ordinary shares each in APNG at an issue price of PGK 0.10 per share raising
PGK 20 million (the Equity Injection). Based on their current shareholding, this will represent
approximately 4.76 and 4.08 new ordinary shares for each share currently owned by NasFund and
MRDC respectively. We note that by the date of this report NasFund and MRDC had cumulatively
provided APNG with unsecured loans for PGK 20 million in anticipation of the Equity Injection.
NasFund and MRDC will seek to swap such loans into equity in order to partly satisfy the Equity
Injection

o

granted 200 million options each to buy APNG ordinary shares at PGK 0.02 per share exercisable
within five years from the date of the shareholders’ meeting to vote on the Recapitalisation Proposal
(the Options and, jointly with the Equity Injection, the Issues).

1

MRDC refers to the following three entities collectively: Mineral Resources Development Company Limited, Mineral Resources OK Tedi
No 2 Limited and Mineral Resources Star Mountains Limited.
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Entitlement Offer


shortly after the completion of the Equity Injection, the PNG resident shareholders of APNG other than the
Investors2 (the Eligible Shareholders) are offered the opportunity to participate in a non-renounceable rights
issue on the same terms as the Equity Injection (although with a slightly higher allocation ratio of 5 new
shares for each share currently held) including the Options (2 options to buy APNG ordinary shares at PGK
0.02 for every newly issued ordinary share) (the Entitlement Offer). Whilst the Entitlement Offer will only
occur subsequent to completion of the Equity Injection, it is an integral part of the Recapitalisation Proposal.

We also note that there are certain agreements which are subject to completion of all or part of the
Recapitalisation Proposal:


NasFund will extend the repayment term of the secured note of PGK 25 million for another 24 months from
completion of the Capital Restructuring



NasFund and MRDC have agreed with each other that they will each vote their shares to appoint 2 persons
nominated by the other as Directors of APNG. Two of the existing five Directors would be considered
nominees of either NasFund or MRDC. It is anticipated that after these appointments the Board of APNG
will comprise six members



a number of parties have agreed more favourable debt repayment terms in respect of existing financial and
operating liabilities due by APNG. Some of the key concessions include the following:
o

o

Bank of South Pacific (BSP), a major lender of APNG, has agreed by letter dated 26 September 2014
that, provided APNG meets its obligations (and in particular its payment obligations) under the terms
by which the facilities are provided by BSP:


BSP will keep all existing facilities in place for the next 12 months; and



subject to completion of the Capital Restructuring, BSP will not seek early repayment or take
enforcement action to place APNG under administration

National Airports Corporation (NAC), a state aviation enterprise charged with the responsibility of
overseeing the operations of PNG’s major airports, has agreed to freeze the total arrears amount owing
by APNG to NAC as at the end of October 2014, which amounts to approximately PGK 10 million.
APNG will resume full payment on a monthly basis of ongoing aeronautical and rent charges and on 1
May 2015 will commence the reduction of the arrears amount at that time plus interest by equal
monthly instalments over a period no longer than 18 months from 1 May 2015.

The Recapitalisation Proposal is subject to APNG shareholders’ approval through three ordinary resolutions to
be voted upon at a general meeting to be held on 18 December 2014 (General Meeting). APNG shareholders
eligible to vote at the General Meeting in respect of the Recapitalisation Proposal are as follows:


SJW Buy-Back: all APNG shareholders with the exception of the Investors and the Estate of Sir John Wild
as well as their respective associates



Equity Injection (including the granting of the relevant Options) and Entitlement Offer: all APNG
shareholders with the exception of the Investors and their respective associates.

We also note that at the General Meeting, APNG shareholders will also be requested to approve a special
resolution in respect of a ‘major transaction’ whereby it is proposed that APNG purchases six new aircraft (ATR
72-600), three of which will be subject to sale and leaseback (the Major Transaction).
Further details of the Recapitalisation Proposal (as well as of the Major Transaction) are set out in the Notice of
Meeting to which this report is attached.

Purpose of the report
According to the Independent State of Papua New Guinea Takeovers Code 1998 (Takeovers Code 1998), a
person who has no relevant interest in voting shares of a company or has a relevant interest in less than 20% of
the voting shares in a company subject to the Takeovers Code 1998 are prohibited from increasing his/her voting

2

MRDC and NasFund have undertaken not to participate in the Entitlement Offer and have authorised and directed APNG to reject any
acceptance by MRDC and NasFund of the Entitlement Offer.
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shares to above 20% (Rule 4 of the Takeover Code 1998) unless the directors of the subject company (Sub rule 4
of Rule 5 of the Takeover Code 1998, also referred to as Sub Rule 4 of Section 5 of the Takeover Code 1998):


obtain a report from an independent adviser on the merits of any allotment or acquisition under Sub-rule
(1)(a) having regard to the interests of those persons who may vote to approve the allotment or acquisition



the report (in a short or a long form) is included in, or accompanies the notice of meeting to be released in
connection with the relevant transaction



the report and summary report includes a statement of the qualifications and expertise of the adviser, and
particulars of any interests of the adviser that could affect the adviser‘s ability to provide an unbiased report.

Pursuant to the Recapitalisation Proposal, NasFund and MRDC will increase their beneficial equity interest in
APNG from 9.4% and 11.0%, respectively, to at least 20.5% and 20.7%3, respectively. Whilst the Eligible
Shareholders will have the right to increase their shareholding in APNG pursuant to broadly similar terms
provided to the Investors by the Equity Injection and the Options, as a result of the SJW Buy-Back, the
percentage holding of all shareholders will increase by a factor of approximately 2.165, and, as a result, the
Investors will each increase their shareholding to a percentage greater than 20%. Should the Eligible
Shareholders not participate in the Entitlement Offer, NasFund and MRDC could further increase their
shareholding in APNG to as much as 45.7% and 46.2%4, respectively. Due to the agreement entered into for the
SJW Buy-Back, APNG has a relevant interest in the 120 million ordinary shares to be bought-back (representing
approximately 53.8% of all the issued shares). However APNG will cease to have a relevant interest in those
shares immediately following completion of the SJW Buy-Back as those shares will be cancelled.
In accordance with the requirements of the Takeovers Code 1998, the Directors of APNG have requested
Deloitte Corporate Finance Pty Limited (Deloitte Corporate Finance) to prepare a report on the merits of the
Recapitalisation Proposal having regard to the interests of ‘Non-Associated Shareholders’ (being all APNG
shareholders other than NasFund, MRDC and their respective associates) as a whole to be included in the Notice
of Meeting to be released by APNG in connection with the Recapitalisation Proposal. This report does not
address the merits of the Major Transaction.

Basis of evaluation
Guidance
Neither the Takeovers Code 1998 nor other PNG corporations’ rules provide specific guidance on how to assess
the merits of the Recapitalisation Proposal. On this basis, Deloitte Corporate Finance has considered market
practice and regulatory requirements in respect of similar transactions in the Australian market.
In order to assess the merits of the Recapitalisation Proposal, having regard to the interests of the NonAssociated Shareholders, we have assessed whether the Recapitalisation Proposal is fair and reasonable and
therefore in the best interests of the Non-Associated Shareholders.
Australian financial regulators provide extensive guidance with respect to the concepts of ‘fairness’ and
‘reasonableness’. In particular, we note that Australian Securities and Investments Commission (ASIC)
Regulatory Guide 111 Content of expert reports provides guidance on these concepts in respect of control
transactions. We are of the view that the guidance for ‘independent expert’s report’ under this regulatory guide
can be used as an appropriate reference in the context of the Sub Rule 4 of Section 5 of the Takeovers Code
1998.

Basis of evaluation
Pursuant to the Recapitalisation Proposal, the Investors may obtain shareholdings in APNG that would give them
significant influence (and potentially control if acting jointly) over the Company and substantially dilute the
Non-Associated Shareholders’ interests in APNG. Whilst the Recapitalisation Proposal is to be effected via an
issue of new shares in APNG, the outcome could be broadly similar to a takeover offer since the Investors may
be able to exercise some degree of control subsequent to the implementation of the Recapitalisation Proposal.

3

This estimate assumes that all APNG shareholders non-associated with the Investors fully subscribe the Entitlement Offer and exercise all
the options received as a result of it. However, we note that a very small portion of APNG shares (representing approximately 400,000 shares
or less than 0.2% of APNG share capital) is expected to be owned by non-PNG residents that will not be eligible to participate in the
Entitlement Offer.
4

This scenario assumes that the Investors exercise all the Options granted.
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ASIC Regulatory Guide 111 refers to a ‘control transaction’ as being the acquisition (or increase) of a
controlling stake in a company. Under ASIC Regulatory Guide 111, a control transaction is:
•

fair, when the value of the consideration is equal to or greater than the value of the securities subject to the
releavnt offer. The comparison must be made assuming 100% ownership of the target company (i.e.
including a control premium)

•

reasonable, if it is fair, or despite not being fair, after considering other significant factors, security holders
should accept the offer under the proposed scheme, in the absence of any higher bids.

To assess whether the Recapitalisation Proposal is in the best interests of the Non-Associated Shareholders, we
have adopted the test of whether the Recapitalisation Proposal is either fair and reasonable, not fair but
reasonable, or neither fair nor reasonable. Our conclusion as to whether the Recapitalisation Proposal is in the
best interests of the Non-Associated Shareholders is subject to the Recapitalisation Proposal being assessed to be
either ‘fair and reasonable’ or ‘not fair but reasonable’.

Definition of value
Our valuation analysis is based on the concept of fair market value, which we have defined as the amount at
which securities and assets would be expected to change hands between a knowledgeable willing buyer and a
knowledgeable willing seller, neither of whom is under any compulsion to buy or sell. Special purchasers may be
willing to pay higher prices to reduce or eliminate competition, to ensure a source of material supply or sales, or
to achieve cost savings or other synergies arising on business combinations, which could only be enjoyed by the
special purchaser. Our valuations have not been premised on the existence of a special purchaser.

Summary and conclusion
In our opinion the Recapitalisation Proposal is fair and reasonable and therefore in the best interests of the NonAssociated Shareholders. In arriving at this opinion, we have had regard to the following factors.

The Recapitalisation Proposal is fair
We have concluded that the Recapitalisation Proposal is fair to the Non-Associated Shareholders.
Pursuant to the SJW Buy-Back, the Non-Associated Shareholders (with the exception of the Estate of Sir John
Wild) will increase their effective interest in the Company. Furthermore, when considering the Recapitalisation
Proposal in its entirety (i.e. inclusive of the Entitlement Offer), the vast majority5 of the Non-Associated
Shareholders will have the option to preserve (and even increase6) their relative shareholding in the Company on
the same terms (and relative investment) as those available to the Investors via the Issues. As a result, the terms
of the Recapitalisation Proposal are equitable to the Non-Associated Shareholders as a whole.
The figure below illustrates the relative shareholdings in APNG subsequent to each of the steps of the
Recapitalisation Proposal and assumes the Investors and the Non-Associated Shareholders fully subscribe to the
relevant share issues and exercise all the options granted.

5

As noted above, based on APNG indicative analysis, the non-Eligible Shareholders own less than 0.02% of the share capital of APNG prior
to the Recapitalisation Proposal
6

The allocation ratio of the Entitlement Offer (5.0:1) is greater than that granted to NasFund (4.76:1) and MRDC (4.08:1).
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Figure 1: APNG shareholding assuming full subscription and exercise of all shares issued and options granted 7
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As can be seen from the figure above, the Non-Associated Shareholders (with the exception of the Estate of Sir
John Wild) can increase their relative shareholdings in APNG.
In addition, irrespective of the fair market value of APNG shares, the Recapitalisation Proposal will be value
accretive, and therefore fair, to the Non-Associated Shareholders since:


it will increase the net assets per APNG share as a result of the SJW Buy-Back. This is because the
Company will buy back a substantial portion of its current shares outstanding (120 million shares or
approximately 53.8% of its share capital) from the Estate of Sir John Wild for the nominal consideration of
PGK 1.00



it will provide the vast majority of the Non-Associated Shareholders with the opportunity to participate in
the Entitlement Offer on the same terms as the Issues and with a higher allocation ratio. Consequently, even
if the terms of the Issues were not fair (i.e. if the issue price for the Equity Injection was less than the fair
market value of APNG shares), the Non-Associated Shareholders would be able to enjoy the same (if not
superior) financial benefit as that available to the Investors.

Having regard to the definition of fairness under the ASIC Regulatory Guide 111, the Recapitalisation Proposal
is fair to Non-Associated Shareholders as a whole since the value of the consideration to be received by them
(i.e. shares in APNG post-Recapitalisation Proposal) is greater than the value of their shares in APNG prior to
the Recapitalisation Proposal.

The Recapitalisation Proposal is reasonable
In accordance with ASIC Regulatory Guide 111 an offer is reasonable if it is fair. On this basis, in our opinion
the Recapitalisation Proposal is reasonable. We have also considered the following factors in assessing the
reasonableness of the Transaction.

The Non-Associated Shareholders will be better off pursuant to the Recapitalisation
Proposal irrespective of whether or not they subscribe to the Entitlement Offer
Whilst we have assessed the Recapitalisation Proposal to be fair to the Non-Associated Shareholders, we note
that in the instance where the Non-Associated Shareholders choose not to participate in the Entitlement Offer or

7

In this figure, as well as throughout the rest of this report, we have assumed that all Non-Associated Shareholders will be eligible to
participate in the Entitlement Offer. Given the relative weight of non-PNG resident shareholders on APNG share capital, the assessed impact
of the Recapitalisation Proposal on APNG shareholdings set out in this report may be marginally inaccurate.
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sell their shares prior to the Entitlement Offer, it will be relevant for them to assess whether the terms of the
Capital Restructuring are still fair. An estimate of the fair market value of APNG shares is a key consideration
for the Non-Associated Shareholders to assess whether:


the Investors are paying fair market value for the Issues



the Non-Associated Shareholders should participate in the Entitlement Offer.

The Recapitalisation Proposal will be implemented through a number of intermediary steps (those relating to the
Capital Restructuring - SJW Buy-Back, Equity Injection and the issue of the Options - and the Entitlement
Offer). The Non-Associated Shareholders will be entitled to participate in the Entitlement Offer only after the
Equity Injection. Their decision as to whether participate in the Entitlement Offer will therefore be affected by
the value accretion or dilution resulting from the above intermediary steps.
As a result, we have estimated the fair market value of APNG shares prior to the implementation of the
Recapitalisation Proposal8 to be between PGK nil and PGK 0.07and measured the impact of the various steps of
the Capital Restructuring and the Entitlement Offer as set out in the table below.
Table 1: Valuation of APNG shares
Fair market value
of APNG equity
(PGK ‘000)
Shares
outstanding
(‘000)
Pre-Recapitalisation Proposal

223,000

Low

High
-

15,000

Midpoint

Fair market value
of APNG shares
(PGK)

Low

High

7,500

-

Midpoint

0.07

0.03

Impact of the Capital Restructuring
Post-SJW Buy-Back

103,000

-

15,000

7,500

-

0.15

0.07

Post-Equity Injection

303,000

20,000

35,000

27,500

0.07

0.12

0.09

Post-exercise of Investors’ Options

703,000

28,000

43,000

35,500

0.04

0.06

0.05

990,500

56,750

71,750

64,250

0.06

0.07

0.06

1,565,500

68,250

83,250

75,750

0.04

0.05

0.05

Impact of the Entitlement Offer
Post-Entitlement Offer
Post-exercise of Non-Associated Shareholders’
Options
Source: Deloitte Corporate Finance analysis

Based on our analysis, we conclude that the Non-Associated Shareholders as a whole will be financially better
off as a result of the Recapitalisation Proposal. In particular, we note that:


the Investors are paying a fair price for the shares to be issued under the Equity Injection and potentially
issuable by exercising the Options:
o

the issue price of the Equity Injection (PGK 0.10) is within the fair market value range of APNG
shares after the SJW Buy-Back (the Investors will be issued with new APNG shares once the SJW
Buy-Back is effected) of PGK nil to PGK 0.15

o

if all Options were exercised, the weighted average issue price of the shares issued under the Issues
would be PGK 0.0479 (Weighted Average Issue Price). The Weighted Average Issue Price is
within our assessed valuation range of APNG shares after the SJW Buy-Back.

8

In assessing the fair market value of APNG shares prior to the implementation of the Recapitalisation Proposal, we have disregarded the
current financial situation of the Company. Since we have assessed the fair market value of the shares on a control basis (i. e. inclusive of a
premium for control), we have assumed that under a control transaction the Company would be re-capitalised so as to ensure the going
concern of its operations. In our valuation, we have assessed the value of APNG on an ‘as is’ basis without factoring in the potential
operating benefits associated with the Recapitalisation Proposal.
9

(PGK 0.10 x 100,000,000 shares) + (PGK 0.02 x 200,000,000 Options) / 300,000,000 Shares & Options. Since the Options are likely to be
largely ‘in the money’ pursuant to the SJW Buy-Back and the Equity Injection, for the purpose of our analysis, we have assumed full
conversion of the Options by the Investors and the consequent fully diluted number of outstanding shares (703 million shares) and
corresponding cash proceeds (for total cash proceeds of PGK 8 million). We have not taken into account the time value of money potentially
attributable to the Options.
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the Non-Associated Shareholders will be offered the opportunity to subscribe to the Entitlement Offer only
after the Equity Injection is completed. Subsequent to the Equity Injection, we have assessed that the APNG
shares would be worth between PGK 0.07 and PGK 0.12. A decision as to whether to participate in the
Entitlement Offer or not will depend on:
o

whether the Investors exercise (or intend to exercise) their Options. As set out in Table 1 above, the
fair market value of APNG shares is between PGK 0.04 and PGK 0.06 after the Investors exercise
their Options; and

o

whether the Non-Associated Shareholders intend to exercise the Options being issued pursuant to
their subscription to the Entitlement Offer.

If Non-Associated Shareholders subscribe to the Entitlement Offer it is expected they would also exercise
the Options they would be granted during the option period. This is because the issue price of the
Entitlement Offer (PGK 0.10) is greater than the estimated fair market value of APNG shares fully diluted
by the Options exercisable by the Investors of PGK 0.04 to PGK 0.06. In contrast, the Weighted Average
Issue Price of the Entitlement Offer (PGK 0.047) is broadly in line with this valuation range. In addition, we
note that our analysis of the value of APNG shares is on a control basis, whereas shares traded on-market
typically reflect a minority value which excludes a premium for control. Accordingly if the Recapitalisation
Proposal is implemented APNG shares may trade at values below our assessed values after implementation
of the Recapitalisation Proposal.
The figure below illustrates a comparison of the relevant issue/exercise prices (black lines) with the midpoint of
our assessed valuation ranges at each of the various steps of the Capital Restructuring (coloured bars).
Figure 2: Fair market value of APNG shares after the Issues (mid-point)
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Our valuation of APNG shares is significantly lower than the most recent trading price of APNG shares on the
PoMSOX prior to their trading suspension in February 2014 (PGK 0.33). Shares in APNG are historically very
thinly traded with extremely low volumes and appear unresponsive to news and events that would be expected to
be price sensitive. This is partly attributable to the fact that APNG is tightly held. As a result, we are of the view
that APNG on-market share trading is a poor benchmark for the assessment of the fair market value of APNG
shares.

The Equity Injection will enable APNG to undertake a major re-fleeting and unlock growth
prospects for the business
Subsequent to the Recapitalisation Proposal, APNG management intend to undertake a major restructuring of the
business including re-fleeting with six new ATR 72-600s (the Major Transaction). Whilst the implementation of
this plan is subject to uncertainties, the growth prospects associated with it are compelling. ATR 72-600s are
more commercially appropriate and efficient aircraft for APNG’s market than the Dash 8 currently being used.
The planned re-fleeting is expected to improve APNG’s economic margins and support growth of its customer
base as safety concerns about APNG’s existing fleet are expected to diminish.
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By approving the Recapitalisation Proposal, Non-Associated Shareholders will be able to also approve the Major
Transaction so as to access the potential benefits of this restructure through enhanced growth prospects of the
business.

There are very limited alternatives available to APNG at the moment
APNG management has been discussing alternative avenues to raise the capital required to service its short term
liabilities with other parties, however the Investors are the only party that has advanced a formal offer.
Given the current liabilities, which are either in arrears or are due for payment by APNG over the short term,
APNG may risk defaulting on its liabilities should Non-Associated Shareholders reject the Recapitalisation
Proposal. This could result in the Company being placed in administration and subsequently into liquidation.
The consequences of a liquidation of the Company would include a distressed sale of APNG’s assets. We note
that our valuation of APNG is not premised on this scenario. Should a forced sale of APNG’s assets occur, the
value realisable by APNG shareholders could be nil.

Other matters
Our opinion is based on matters relevant to the Non-Associated Shareholders as a whole. A very small number
of the Non-Associated Shareholders will not be eligible to participate in the Entitlement Offer. Our analysis does
not specifically address matters that are relevant to these shareholders of APNG.

Opinion
The Recapitalisation Proposal offers:


substantial new capital for APNG (Equity Injection)



anti-dilution protection to the Non-Associated Shareholders (SJW Buy-Back and Entitlement Offer)



favourable funding terms (BSP, NAC and NasFund concessions)



opportunity to restructure the Company’s fleet so as to improve safety standards and profitability.

Having regard to the merits of the Recapitalisation Proposal to the Non-Associated Shareholders, we have
concluded that the Recapitalisation Proposal is fair and reasonable to the Non-Associated Shareholders. It is
therefore in the best interests of the Non-Associated Shareholders. An individual shareholder’s decision in
relation to the Recapitalisation Proposal may be influenced by his or her particular circumstances. If in doubt the
shareholder should consult an independent adviser, who should have regard to their individual circumstances.
This opinion should be read in conjunction with our detailed report which sets out our scope and findings.

Yours faithfully
DELOITTE CORPORATE FINANCE PTY LIMITED

Michele Picciotta

Robin Polson

Authorised Representative

Authorised Representative
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Glossary
Reference

Definition

Air Niugini

Air Niugini Limited

APNG

Airlines of Papua New Guinea Limited

ASIC

Australian Securities and Investments Commission

BSP

Bank of South Pacific

Capital Restructuring

SJW Buy-Back and the Issues

CASA

Civil Aviation Safety Authority

Case A

Our estimate of the fair market value of an APNG share pre-Recapitalisation Proposal

Company, the

APNG

Credit Corp

Credit Corporation

EBIT

Earnings before interest and tax

EBITDA

Earnings before interest, tax, depreciation and amortisation

Eligible Shareholders

the PNG resident shareholders of APNG other than the Investors

EMPNG

Exxon Mobil Papua New Guinea

Entitlement Offer

Estate of Sir John Wild

Follow-on entitlement offer of securities to all Papua New Guinea resident
shareholders
issue of 100 million new ordinary shares in APNG to the each of the Investors at an
issue price of PGK 0.10 per share raising PGK 20 million
The estate of Sir John Wild

Explanatory Memorandum

Explanatory memorandum contained in the Notice of Meeting

FY

Financial year

General Meeting, the
IBISWorld

The general meeting of APNG to be held on 18 December 2014 in respect of the
Recapitalisation Proposal
IBIS World Pty Limited

Investors

NasFund and MRDC

Issues

The Equity Injection and the Options to be granted to the Investors

LNG

Liquified Natural Gas

Major Transaction

Proposed acquisition (and partial lease-back) of six new ATR 72-600

MRDC
NAC

Collectively Mineral Resources Development Company Limited, Mineral Resource Ok
Tedi No. 2 Limited and Mineral Resources Star Mountains Limited
National Airports Corporation

NasFund

National Superannuation Fund Limited

Newcrest Mining Contract

a charter contract recently entered into with Newcrest Mining

Non-Associated Shareholders

APNG shareholders other than the Investors

Notice of Meeting

Notice of meeting released by APNG and to which this report is attached

NPAT

Net Profit after tax

Options
PGK

Options to buy APNG ordinary shares at PGK 0.02 per share within five years from the
date of the approval of the Recapitalisation Proposal
Papua New Guinean Kina

PNG

Papua New Guinea

PoMSOX

Port Moresby Stock Exchange

Recapitalisation Proposal

The Capital Restructuring and the Entitlement Offer

RPT

Recurring passenger transport

SJW Buy-back
Takeover Code 1998

The selective share buy-back of 120,000,000 APNG ordinary shares owned by the
Estate of Sir John Wild
State of Papua New Guinea Takeovers Code 1998

USD

United States Dollars

Weighted Average Issue Price

The weighted average issue price of the shares issuable under the Issues (PGK 0.047)

Equity Injection
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1

Overview of the Recapitalisation Proposal

1.1 Summary
A summary of the key terms of the Recapitalisation Proposal is set out in the executive summary of this report.
The Notice of Meeting and the Explanatory Memorandum contain further details in respect of the terms and
conditions of the Recapitalisation Proposal.

1.2 Rationale of the Recapitalisation Proposal
APNG’s trading performance has been severely impacted by a combination of adverse events over the past few
years. In response to these events, APNG management has taken actions to address a declining demand for
charter flights from mining companies (typically, a very profitable service) and a relatively old fleet attracting
high maintenance and running costs. These actions have included the termination of the services of the Twin
Otters aircraft and a repositioning of the airline’s core customer base into the recurring passenger transport
(RPT) market, a segment that attracts greater volumes but lower economic margins.
Whilst the Company has made good progress with the rationalisation of its fleet and has had some success in the
charter services segment (APNG recently won a contract to operate Newcrest Mining’s personnel transport to its
operations in Lihir), APNG’s Directors are concerned that the existing fleet will continue to represent a major
constraint on APNG’s ability to grow, given ongoing perceptions around safety and a high cost base.
Furthermore, the Company may not be able to service or fund a number of financial and operating liabilities due
to mature imminently or already expired, which are being temporarily deferred.
The rationale of the Recapitalisation Proposal is to source sufficient funds to allow a major repositioning of the
Company in the domestic market and to provide funding to relieve short-term debt commitments.
The Company recognised the need to undertake a major and capital intensive transformation in 2013 and has
been running a process to seek the required capital since then. After contacting a number of parties, the Investors
have emerged as the sole investors willing to recapitalise the Company.

1.3 Profile of the Investors
A concise background to the Investors is set out in section 7.2 of the Explanatory Memorandum.
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2

Industry overview

2.1 PNG aviation industry
The air transport sector in PNG, whilst relatively small, remains pivotal to the economy’s success and continues
to expand significantly driven by increasing levels of economic activity in PNG. The sector is comprised of
international and domestic airline operators offering both RPT and chartered flight services, and helicopter
operators providing ad-hoc chartered flights and managing contracts with resource project developers.
PNG’s aviation industry is structurally unique, dominated by a higher frequency of short haul flights than most
other countries as a result of:


the geographic spread of the population with over 90% located outside the capital city of Port Moresby



a lack of national transport infrastructure



cultural ties and customs requiring high levels of domestic travel



a relatively price inelastic corporate market



a duopolistic structure between the two major airlines; Air Niugini and APNG10.

RPT services in PNG are operated primarily by Air Niugini which has increased focus on defending and
expanding its international routes and PNG trunk routes, and APNG, servicing a wider range of domestic rural
communities. Air Niugini is the national carrier and currently flys to ten different international destinations in
seven countries across Asia, Oceania and 25 domestic destinations11. Contract and ad-hoc chartered flight
services in PNG are offered by airlines mainly to local and multinational companies in the resources sector,
government departments and organisations in the medivac and tourism industries.
Air passenger traffic has generally increased over the past few years, with the exception of a brief decline over
2008 and 2009 with the onset of the global financial crisis. Since the crisis, traffic has grown significantly
fuelled by resource sector activity, particularly the PNG LNG project.
Figure 3: Domestic and international air transport passengers carried by air carriers registered in PNG
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Source: World Bank

The regulatory body for the aviation industry in PNG is the Civil Aviation Safety Authority (CASA). CASA,
established under the Civil Aviation Act 2000, is the regulator for civil aviation, monitoring the safety and

10

Independent Consumer and Competition Commission

11

Air Niugini website
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security performance throughout the aviation community and licensing air traffic services, flight crew and
maintenance engineer personnel.
The Government of PNG has also established corporatised state entities: NAC and PNG Air Services, which
operate and administer important aviation infrastructure and services. NAC is a state enterprise charged with the
responsibility of overseeing the operations of the 22 major airports located nationwide. NAC recently announced
plans for an “Airport City Development” at Port Moresby’s Jackson’s International Airport to establish the
airport as an integrated commercial and community hub, servicing the planned expansions of international route
offerings. PNG Air Services provides air traffic management and air navigation services to the domestic and
international airline operators who use PNG air space.

2.1.1 Competitive landscape
Due to the open skies policy adopted in PNG, all registered carriers are allowed to compete against each other
for any route throughout the country. This is however limited by barriers to entry including significant capital
expenditure requirements, and training and operational compliance requirements to meet industry standards. As
such, international routes and high volume domestic routes are contested primarily by commercial airlines.
Air Niugini, APNG, Qantas Airways and Virgin Australia are the four major commercial airlines operating in
PNG. Virgin Australia began operating flights from Brisbane to Port Moresby in 2008 through a code-share
agreement with APNG and has continued to offer flights following the expiration of the agreement in 2013. Air
Niugini has a dominant market share, particularly international RPT flights, transporting 64% of PNG/Australia
passenger traffic in 2013, as set out in the figure below.
Figure 4: Market segmentation of PNG/Australia passenger traffic in 2013
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Air Niugini

Airlines PNG
Qantas Airways
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Virgin Australia
64%
1%

Source: Bureau of Infrastructure, Transport and Regional Economics

The domestic travel market is largely made up of mid-size fleet and smaller operators managing single engine
piston driven fixed wing aircraft that service approximately 22 major airports and 23 secondary airports
throughout PNG12. Figure 2 below presents an analysis of the market segmentation for domestic RPT and charter
flights for aircraft with over 36 seats. These estimates are based on aircraft capacity as passenger numbers are
not publically available.
Travel Air, the newest player in the domestic air transport market, was launched in 2010 and has since expanded,
servicing nine major centres throughout the country. Air Niugini leads the market share in fixed-wing aviation
services for global resource companies operating in PNG with APNG, Hevilift and Asia Pacific Airlines the
other major players offering charter services around the country. In recent years, demand has declined in the
charter market primarily due to a more cost-conscious environment and dropping commodity prices affecting
resource companies.

12

NAC
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Figure 5: Estimated market segmentation of domestic RPT and charter flights
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2.2 PNG economic overview
PNG has experienced continued strong economic growth in recent years due to a resource based economy that
has high exposure to Asian regional demand and low direct exposure to global financial centres. However, as a
resource based economy, PNG is significantly exposed to changes in prices for PNG’s major commodity exports
which have, in recent years, experienced an increasing level of volatility as economic developments in Europe,
the US and China affect businesses and financial markets globally. The first full year of production from the
PNG LNG project in 2015 will result in a spike in GDP growth that is expected propel PNG to be the fastest
growing economy in Asia in 2015.
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Figure 6: GDP in United States Dollars (USD) and growth

0
2011

2012

Actual GDP (US$bn)

2013

2014

Forecast GDP (US$bn)

2015

2016

Actual GDP (growth)

2017

2018

Forecast GDP (growth)

Source: International Monetary Fund

Over the last five years the PNG Kina has experienced downward pressure from the combination of high
sustained import demand coupled with lower foreign exchange inflows, resulting in the PGK depreciating by
12.6% against the USD between March 2013 and March 2014. In an attempt to control this slump in the PNG
Kina and to combat any inflationary pressures, in June 2014, The Bank of PNG instructed all Authorised Foreign
Exchange Dealers in PNG to quote the USD/PGK rate for foreign exchange transactions within 75 basis points
either side of the trading band reference rate set by the Reserve Bank. The reference rate is the interbank
USD/PGK rate set by the Bank of PNG for interbank forex trades.
The figure below sets out the recent USD/PGK exchange rate over the last two years to September 2014.
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Figure 4: Historical USD/PGK exchange rate
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The majority of aviation costs are denominated in USD and, as such, are sensitive to any fluctuations of USD
against the Kina13.
Inflation was estimated to be around 5.6% in 2013 according to the National Budget inflation outlook 2014. This
is a downward revision of the 2013 Budget estimate of 8%, which was expected from weak global activities,
falling commodity prices, low and stable inflation in major trading partner countries and the lagged impact of the
appreciation of the USD/PGK exchange rate. The Central Bank kept the Kina Facility Rate steady at 6.25% for
most of 2013 and the first half of 2014 due to inflationary pressures from the continued depreciation of the PGK.
The Bank of PNG predicts inflation rates to increase to approximately 6.5% in 2014.

2.2.1 Resources sector
The resources sector in PNG is currently experiencing unprecedented growth, driven largely by the PNG LNG
Project which has spearheaded increased international attention to the country. The aviation industry stands as a
major beneficiary of the significant growth in mining and petroleum projects throughout the country, capitalising
on this growth through increased chartered flight offerings to resource project developers.
The PNG LNG Project, operated by ExxonMobil, began development in 2009 and has since moved into
production with the first shipment of gas departing ahead of schedule in May 2014. The project has an expected
operational life of 30 years and, at its peak, employed approximately 8,500 PNG citizens (60% of the
workforce).14 Taxes, royalty payments, levies and equity participation in the project will all form valuable
revenue streams as direct benefits for the national and provincial governments and landowners.15 Airlines
operating charter services will also stand to benefit through an increase in exploration and production activity by
major international resource companies. An independent economic impact study undertaken by ACIL Tasman in
2009 forecasted that the air transport sector stood to grow 64.7% in the short-term and 74.7% in the long-term
above its underlying growth path from the project alone.
The PNG LNG Project is expected to be the first in a series of potential gas developments, the most notable
being InterOil’s Gulf LNG Project, based in the Elk/Antelope fields in the Gulf province with over 1,000
employees, undertaking one of the largest drilling programs in PNG’s history. Horizon Oil’s smaller Stanley gas
project, which received approval from the national cabinet in April 2014, is located in a region with limited
existing infrastructure and relies heavily on air transport for accessibility.
The PNG Chamber of Mines and Petroleum have also identified two major mining developments in PNG in the
past two years as projects expected to positively impact the economy: the Ramu Nickel project located in the

13

IBIS World Pty Limited (IBIS World)

14

PNG Chamber of Mines and Petroleum

15

ACIL Tasman PNG LNG Economic Impact Study
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Madang province, a USD2.1 billion project with a remaining mine life of 19 plus years, and the Hidden Valley
gold-silver mine, a USD259 million project with a remaining mine life of 10 plus years located in Morobe
province. The Hidden Valley mine is a predominantly fly-in-fly-out operation and employs over 2500 direct and
indirect employees.
In addition, existing large-scale mines around the country have seen considerable capital expansions over the
past two years, including the Ok Tedi copper mine located in a remote area of the Western province, Newcrest’s
gold mine on the island of Lihir, and the Porgera gold and silver mine operated by Barrick Gold; each project
employing over 2,000 employees with management employed on a fly-in-fly-out basis. Lihir gold mine is
expected to continue for 15 years and Porgera gold and silver mine, located in the geographically challenging
Porgera Valley in the Enga province, is expected to operate for another 15 years16.

2.3 Outlook
The outlook for the air transport sector in PNG is moderate in the short term, with growth supported by increased
general economic activity particularly in 2015 when GDP growth is forecast to peak at a record 21% driven by
the PNG LNG project. Interest rates and inflation are predicted to fluctuate between 4% and 9% from 2014
onwards. The development of other mining and petroleum projects will also benefit the sector, increasing
contract charter revenues and passenger air traffic for all routes. The transport and logistics sector overall is
however expected to ease from the highs recorded over the past three years.17
Figure 7: GDP growth and inflation
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Future positive drivers for the air transport sector include PNG playing host for the upcoming 2015 Pacific
Games and the 2018 Asia-Pacific Economic Cooperation Leaders’ Summit. These two major international
events continue to require significant infrastructure developments around the nation’s capital, with over 4000
athletes, officials and dignitaries from 21 countries across the Pacific region converging upon Port Moresby for
the Pacific Games and leaders from the world’s largest economies, including the United States, China and Russia
expected to attend the summit.

16

MRA Mining and Exploration Bulletin, January – June 2012

17

ADB Pacific Economic Monitor, July 2014
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3

Profile of Airlines of Papua New Guinea

3.1 Company overview
The Wild family's first PNG airline was founded in 1984 before the family's airline business was transferred into
APNG. Over time APNG has expanded operations to service the domestic RPT market as well as operates
chartered flights within PNG, and caters to various industries including mining, oil and gas, medivac and
tourism.
APNG was listed on the PoMSOX in 2008 and has in excess of 2,300 PNG citizen shareholders. Headquartered
in Port Moresby, APNG has over 700 employees and has an operating fleet of 14 Dash 8 aircraft, and is the
second largest airline in PNG with a significant footprint in the regional areas of PNG, providing passenger and
freight transport services to remote communities that are not accessible by road.
The APNG group includes:


Airlines of Papua New Guinea Limited: airline operating entity that holds 100% of the shares in the group
companies



Galatoire Limited: investment company that owns property assets used to accommodate air crew



PNG Ground Services Limited (PNGGS): owns and operates the group’s aviation refuelling business from
leased facilities and supplies fuel to APNG aircraft as well as to third parties. PNGGS holds a PNG CASA
Part 144 certificate allowing for the supply of aviation fuel and it has fuel facilities at Port Moresby, Lihir,
Daru and Gurney. This includes a lease for the fuel farm facility at Port Moresby valid until 2029, and a
lease for the facility at Daru renewed until 2017



APNG Services Proprietary Limited: undertakes recruitment in Australia.

APNG has two primary competitors in the domestic 30+ seater market: Air Niugini and Hevilift, with Air
Niugini the established market leader.
Air Niugini, which is the national carrier, primarily operates on larger city pairs and trunk routes and services the
majority of international scheduled passenger destinations. Air Nuigini operates a large suite of aircraft,
including Boeing B767’s, Boeing B737’s Dash 8’s and Fokker F100s. APNG primarily operates on connecting
secondary regional trade routes, directly competing with Air Nuigini on some routes.
Hevilift operates solely in the charter flight market and is APNG’s biggest competitor in this sector. Hevilift is
more active in the 20 seat and 50 seat turbo prop markets.
APNG’s performance over the past 3 years has been affected by safety concerns following the crash of an APNG
operated Dash 8 aircraft on 13 October 2011. The aircraft crashed in dense forest on a scheduled flight from
Nadzab to Madang approximately 30 km from Madang, killing 28 of the 32 people on board. The Papua New
Guinea Accident Investigation Commission Aircraft Accident Report issued on 15 June 2014 concluded that the
pilot had damaged the aircraft’s propellers and engines by placing them into reverse in response to an alarm
warning that the aircraft had reached its maximum speed. Following this, several other system malfunctions
occurred and the report concludes that the pilot, co-pilot and crew did not appropriately implement emergency
procedures.
Prior to this incident, an APNG operated Twin Otter crashed on 11 August 2009 whilst approaching Kokoda,
killing all 13 people on board. The accidents have adversely impacted APNG’s reputation and perception of
safety, directly impacting the number of bookings and revenue.
APNG is governed by a board of directors consisting of five non-executive Directors, including the Chairman
Simon Wild, who is the son of the founder and largest shareholder the late Sir John Wild, bringing with him
significant experience and knowledge of the PNG aviation industry. The board of directors have experience in
varying fields of expertise, including business, finance and environmental science. During 2012, Mr Muralee
Siva was appointed to the office as the Chief Financial Officer; he has extensive experience in the airline
industry in both Australia and PNG.
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3.2 Business operations
APNG services the RPT market and the charter market. A small portion of revenue is also generated from the
sale of fuel.

3.2.1 RPT services
RPT services are the scheduled services operating between aerodromes where the public can purchase tickets for
pre-determined routes, which can be further categorised as international, domestic or cargo. APNG provides
freight and cargo services on all RPT routes and also provides transportation of medical supplies, newspaper and
other goods to and from different regions in PNG.
APNG has a long history of providing scheduled passenger services within PNG, particularly to remote areas
which are not readily accessible by road. Initially, APNG primarily serviced rural communities before adding
Dash 8 services to secondary towns such as Misima, Kiriwina and Daru. Recently, the airline has focused on
growth into the New Guinea islands, a region historically serviced by Air Niugini. The airline has increased the
service frequency into existing markets and also entered new markets such as Tari, Manus and Buka, which has
proved to be successful.
Over the last two years, however, the airline has restructured the business by steadily increasing the RPT stream
in the domestic market to offset the softening charter market, exiting loss making international routes and aircraft
types, reducing costs and focusing efforts on its core RPT business.

3.2.2 Charter services
Charter services are the contractual arrangements between the end-user and APNG within regulatory guidelines.
These services can be either term contract charters or ad-hoc charters.
Contract charters predominantly provide fly-in, fly-out services to resources companies operating in the mining
and oil and gas industries. Ad-hoc charters, on the other hand, are high-margin services provided on an ad-hoc
basis predominantly to domestic and international medical evacuation operations.
Historically, APNG was a major player in the chartered services market. Over time, the company has
experienced a reduction in the charter business as the charter market has softened due primarily to a more costconscious business environment and increasing pressure on resource companies as a result of declining
commodity prices. However, there are indicators that charter activity may be beginning to pick up, with APNG
recently winning a charter contract with Newcrest in competition with the incumbent service provider (Newcrest
Mining Contract).
To respond to the softening charter market, APNG has concentrated on expanding its RPT services which,
although being less profitable than charters, provide a more consistent revenue profile to underwrite fixed costs.
The figure below illustrates the change in the revenue mix over the period 2010 to 2014, with the approximately
69% of all revenues now generated through RPT services.
Figure 8: Revenue segmentation - Charter & Other and Passenger
Revenue segmentation (2014)

Revenue segmentation (2010)

31.0%

43.0%

Charter & Other
Passenger
57.0%

69.0%

Source: APNG management
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3.2.3 Overview of aircraft fleet
APNG currently operates a fleet of 14 Dash 8 aircraft which have a capacity of 36 passengers.
The Dash 8 is renowned for being a leader in its class for short field performance. It is one of the few aircraft
operating in Papua New Guinea that can take off from remote mine locations notwithstanding extreme
temperatures and high altitudes. The Dash 8 is also equipped with safety measures, including Weather Radar and
Radar Altimeter, as well as a comprehensive list of other avionics.
APNG also recently operated 8 Twin Otter aircraft in its fleet but has formally exited the Twin Otter operations
through the sale of 4 Twin Otters in October 2013 and the sale of the remaining 4 Twin Otters for which a
contract has been executed and is subject to the buyer complying with the conditions of the sale. The Twin Otter
is a highly versatile aircraft which well suits the rugged terrain of PNG. However, the Twin Otter fleet operated
by APNG required substantial ongoing maintenance (also due to the age of the aircraft), and consequently
incurred very high variable operating costs. Due to the shift in the mix of operations of APNG (from charter
services to RPT services), APNG’s business model is now better suited for aircraft requiring low ongoing
maintenance and able to support high volume and intensity of operations. Exiting the loss making Twin Otter
operations was a strategic decision, the positive impacts of which is expected to be felt through reduced
operating costs.
Figure 9: Dash 8 and Twin Otter aircraft

Source: APNG management

APNG undertook a sale and lease back of five of the Dash 8 aircraft in October 2013 as part of a re-financing
strategy to reduce its overall debt position. The operating leases are for a term of 10 years and APNG has an
option to buy back the Dash 8s from the lessor at either 5 years (in 2018) or 10 years (in 2023) in to the lease
term.
The Dash 8s are becoming difficult to source and maintaining the ageing fleet is becoming increasingly
expensive due to the cost of sourcing parts and increased maintenance requirements of ageing aircraft. Similar to
the Twin Otter, the Dash 8 is also costly to operate due to a relatively high variable cost base making it most
suited to charter flights, which are more profitable than RPT flights. As APNG is repositioning its strategy to
focus on growing its RPT operations, a more cost efficient aircraft is required in order to generate growth in RPT
profits. Re-fleeting with the envisaged purchase of ATR 72-600s (also referred to simply as the ‘ATRs’) is
intended to achieve this result.
Figure 10: ATR 72-600

Source: ATR
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Replacing the Dash 8s with ATRs is anticipated to double the capacity of available seats offered by APNG at an
operating cost per sector similar to that of operating the existing Dash 8s, therefore reducing the cost per seat
significantly. Further, ATRs will substantially enhance safety from having the most up to date avionics systems.
The ATR 72-600 Series takes advantage of the latest innovations in the cockpit technology with simplified,
integrated LCD advanced functions, enhancing safety, improved handling for pilots, in addition to maintenance
cost saving and significant weight reduction. The ATR 72-600 is the lowest seat per mile cost aircraft on the 70
seat segment, thanks to significantly lower fuel and maintenance costs compared to its competitors18.
We understand that management has completed an exhaustive tender process for the proposed re-fleeting with
candidate aircraft manufacturers. Management considered a number of different aircraft type for the re-fleeting
and concluded that the ATR was most suited to APNG’s strategy due to increased seating capacity, better
economic performance for shorter sectors and superior freight solutions amongst other factors. APNG is
currently in negotiations with ATR regarding securing the aircraft.

3.3 Capital structure
3.3.1 Equity
APNG has 223 million shares listed on the PoMSOX. The figure below depicts the share trading price and
volume of APNG stock traded over October 2011 to February 2014.

60,000

1.20

50,000

1.00

40,000

0.80

30,000

0.60

20,000

0.40

10,000

0.20

0

0.00

Volume traded

Share price (PGK)

Volume ('000)

Figure 11: APNG share trading

Share price

Source: APNG
Note: APNG shares have been traded only intermittently. The figure above assumes that the share price on days with no trading is equivalent
to the price observed on the most recent date of trading.

Shares in APNG are very thinly traded with extremely low volumes. This is partly attributable to the fact that
APNG is tightly held, with 75% of outstanding capital held by the top three shareholders, as presented in the
table below.
The most recent on-market transaction in February 2014 (PGK 0.33) traded 0.01% of APNG’s total outstanding
shares. The total volume of shares traded in Figure 11 between October 2011 and February 2014 represents
0.09% of APNG’s total outstanding shares. The decline in share price illustrated in the figure above is not
attributable to any new information in the market concerning APNG on or around the date of the price decline.
We also note that there was no significant movement in APNG’s share price upon the announcement of the
Madang accident in October 2011, despite the implications on the future operations and viability of the business.
This further demonstrates the illiquid nature of both APNG’s shares and the PoMSOX generally.

18

ATR website
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Table 2: APNG’s shareholding
Shareholder

Current shares

Estate of Sir John Wild

% held

135,750,000

60.87%

Nasfund

21,000,000

9.42%

Mineral Resources OK Tedi No 2 Limited

10,500,000

4.71%

Mineral Resources Development Company Ltd.

7,000,000

3.14%

Mineral Resources Star Mountains Limited

7,000,000

3.14%

Teachers Savings & Loans Society Ltd.

7,000,000

3.14%

Pacific Nominees Limited

2,500,000

1.12%

Credit Corporation (PNG) Ltd.

2,000,000

0.90%

Others

22,250,000

13.56%

Total

223,000,000

100.00%

Source: APNG management

3.3.2 Debt
Details of APNG’s debt facilities as at 30 June 2014 are summarised in the table below.
Table 3: APNG’s consolidated debt facilities as at 30 June 2014
Facility limit
Facility used
Facility
Bank loan and overdraft
Finance lease
Secured Loan
Secured notes
Total

(PGK'million)
34.8
13.2
14.7
33.0
95.7

(PGK'million)
33.0
9.5
11.8
32.5
86.8

Interest rate
(per annum)

Maturity date

3.0% - 12%
12.45%
13.00%
6.0% - 10.0%

Aug 14 - Jul 17
n/a
Sep 14 - Sep 22
Aug 14 - Jan 15

Source: APNG management
Notes: n/a- not applicable

The bank loan and overdraft and finance lease are provided by BSP, the secured loan is from Credit Corporation
and the secured notes have predominantly been issued by NasFund. Each facility holds a registered mortgage
over various aircraft owned by the group with all of the facilities holding a floating charge over the whole of
APNG’s assets and undertakings including called, but unpaid capital and uncalled capital.
A large portion of the above debt balances are due to mature imminently or have matured although an extension
has been granted. The figure below sets up an aggregated debt repayment schedule until 2017.

Page 21
Deloitte: Airlines of Papua New Guinea Limited – Independent expert’s report

Figure 12: APNG debt maturity schedule
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As can be seen from the figure above, over PGK 20 million is due to mature by the end of October 2014 posing a
significant refinancing risk to APNG. We note that:


APNG currently has a bank overdraft facility with BSP of PGK 20.8 million (a portion of the ‘bank loan and
overdraft balance’ set out in Figure 12 above) to support the working capital position of the business. This
includes a PGK 10.0 million temporary facility of which PGK 8.4 million has been drawn down and was
repayable by 31 August 2014. APNG is not able to make this repayment unless the Recapitalisation
Proposal proceeds. APNG has now completed discussions with BSP who has agreed to extend the facilities
for the next 12 months



APNG is currently in breach of interest coverage ratios on the secured notes and is likely to remain in
breach in the absence of the Recapitalisation Proposal



a bridging loan of PGK 5.2 million with BSP in relation to the initial deposit paid to secure the ATR aircraft.
The deposit was subsequently refunded by ATR on 5 September 2014.

APNG is heavily reliant on the Recapitalisation Proposal proceeding in order to service existing debt facilities.
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3.4 Financial performance
The table below sets out the audited financial performance of APNG for the financial years (FY) ended
31December 2009 to 2012 and the unaudited financial performance for the period ended 31 December 2013 and
for the period ended 30 June 2014.
Table 4: APNG consolidated financial performance
Audited
Audited
Actual
Actual
(K’000)
FY 2009
FY 2010

Audited
Actual
FY 2011

Audited
Actual
FY 2012

Unaudited
Actual
FY 2013

Unaudited
Actual
June 2014

RPT and cargo income
Charter income
Fuel income
Total revenue
Revenue growth (%)

79,284
66,458
2,736
148,478
3.1%

90,036
117,270
3,331
210,637
41.9%

113,608
142,463
4,971
261,042
23.9%

109,638
114,649
1,745
226,032
(13.4)%

130,574
85,712
6,792
223,078
(1.3)%

62,725
36,649
11,207
110,581
N/A

Cost of sales

(82,674)

(100,948)

(121,460)

(103,185)

(98,166)

(63,687)

65,804
44.3%

109,689
52.1%

139,582
53.5%

122,847
54.3%

124,912
56.0%

46,894
42.4%

Other revenue
Total operating expenses

11,281
(90,180)

11,759
(103,952)

5,125
(119,015)

5,419
(128,610)

10,190
(120,839)

4,290
(57,812)

EBITDA
EBITDA margin (%)

(13,095)
(8.8)%

17,496
8.3%

25,692
9.8%

(344)
(0.2)%

14,263
6.4%

(6,628)
(6.0)%

Depreciation and
amortisation

(6,721)

(8,937)

(14,253)

(16,853)

(18,483)

(3,870)

EBIT
EBIT margin (%)

(19,816)
(13.3)%

8,559
4.1%

11,439
4.4%

(17,197)
(7.6)%

(4,220)
(1.9)%

(10,498)
(9.5)%

(4,846)
6,927

(6,073)
(371)

(7,514)
(1,251)

(11,529)
8,744

(12,749)
15,340

(3,725)
-

-

-

-

-

(36,924)

-

(17,735)
(11.9)%

2,115
1.0%

2,674
1.0%

(19,982)
(8.8)%

(38,553)
(17.3)%

(14,223)
(12.9)%

Gross profit
Gross margin (%)

Net finance costs
Income tax expense
Significant items
NPAT
NPAT margin (%)
Source: Annual reports, APNG

We note the following in respect of APNG’s financial performance:


a positive trend and growth has been observed from FY 2009 to FY 2011 mainly due to the increase in
charter revenue driven by the contract with Esso Highland. The introduction of New Guinea Island
operations also added to revenue from scheduled passengers, and the company also acquired Dash 8 and
Twin Otter aircraft increasing the overall capacity of the operations



economic performance has been deteriorating since FY 2011 due to a change of mix between RPT and
charter. As discussed above, the fleet owned by APNG does not enable the company to operate profitably in
the RPT market. Further, the reduction in charter revenues resulted from the termination of significant
charter contracts over the period. Additional factors contributing to the deteriorating performance of the
charter business include declining commodity prices which resulted in a more cost-conscious environment,
increasing pressure of resource companies and the impact of adverse safety perceptions



on 27 September 2013, the company entered into an operating lease agreement with Aircraft Solution
Singapore Pte. Ltd. for 7 of the 14 Dash 8 aircraft, with 5 of the aircraft having a lease term of 3 to 10 years
along with an option to purchase them back from the lessor. The key terms of the lease includes a monthly
payment of USD $57,000. In addition to the monthly payments, the company is also obliged to pay for
maintenance reserves on account of the operation of the aircraft. The remaining two aircraft are leased from
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Aircraft Solution Singapore Pte. Limited and have different lease terms with no purchase options available
to APNG


finance costs increased since 2011 as a result of extensive capital outlays required for heavy maintenance
and technical upgrades. These costs are however expected to reduce in 2014 following the refinancing
activity related to the sale and lease back of the Dash 8 aircraft resulting in the reduction of the overall debt
position and interest cost



the significant items in FY 2013 relates to the impairment of Twin Otter aircraft, consumables and other
rotables. It also includes the write off of the capitalized expenses of a leased Dash 8



the company has accumulated tax losses and hence there is not tax liability. The amount of carried forward
tax losses as of 30 June 2014 PGK31,349,000.

We also provide the following comments in respect of the economic performance during 2014 and potential
implications over the following financial period (2015):


in late February 2014 the 14th Dash 8 aircraft joined the fleet contributing to an increase in capacity



there have been 7 scheduled C Checks (major overhauls) during the year. The C Checks have an average
downtime of 30 days. The entire 14 Dash 8 aircraft fleet are expected to be available from the beginning of
January 2015, this is critical as January is a peak month of air travel in PNG. Also, with only 2 C Checks
during 2015 scheduled in May and August (usually the months of lowest demand for aviation activities in
PNG) capacity is expected to increase in 2015



APNG has recently won a major charter contract with Newcrest Mining which is to commence from
October 2014 with 10 weekly return services scheduled to its mine operations in Lihir. The contract will
also enable APNG to expand its RPT services in the same route. On the other hand, we note that from April
2014, the Exxon Mobil Papua New Guinea (EMPNG) contract was reduced to half (from a 2 aircraft to 1
aircraft contract) as the project matured from the implementation to production phase, resulting in fewer
resources and therefore aviation services required



in 2014 APNG commenced a number of cost savings initiatives (i.e. Twin Otter sales) whose benefit should
only have effect from the second half of 2014. We also note that the Company spent approximately PGK 2
million on redundancy costs during 2014



During the first half of 2014 exchange rates and fuel prices remained very unfavourable to APNG.
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3.5 Financial position
The table below presents the audited statements of financial position of APNG as at 31 December 2009, 2010
2011 and 2012 and the unaudited financial position as at 31 December 2013 and as at 30 June 2014.
Table 5: APNG consolidated financial position
Audited
Dec 2009

Audited
Dec 2010

Audited
Dec 2012

Unaudited
Dec 2013

Unaudited
Jun 2014

10,970
23,534
5,697
4,862
45,063

11,901
35,936
9,439
1,887
59,163

16,250
33,871
4,258
1,855
56,234

19,451
26,080
27,016
5,006
1,116
78,669

14,341
26,993
14,774
6,330
2,272
64,710

14,886
29,236
14,765
1,102
1,756
61,744

Property, plant and equipment
Investment property
Other financial assets
Intangible assets
Deferred tax assets
Total non-current assets

175,055
2,940
13,854
191,849

212,207
5,466
184
16,209
234,066

246,255
5,961
114
23,789
276,119

208,803
5,962
35,908
250,673

115,036
5,961
3,008
46,364
170,369

131,191
5,961
3,008
56,562
196,722

Total assets

236,912

293,229

332,353

329,342

235,079

258,466

Trade and other payables
Borrowings
Other financial liabilities
Current tax liabilities
Provisions
Deferred revenue-un-availed
Total current liabilities

25,465
10,549
232
4,974
12,243
53,463

32,993
21,061
439
3,121
13,575
71,189

40,775
37,121
1,051
831
3,662
15,165
98,605

46,851
42,526
324
4,022
13,425
107,148

49,998
38,403
6,078
9,566
104,045

59,678
72,329
3,397
3,808
139,212

Borrowings
Deferred tax liabilities
Provisions
Total non-current liabilities

46,975
41,737
2,478
91,190

53,068
52,906
2,253
108,227

59,931
60,998
2,547
123,476

82,059
59,123
2,898
144,080

26,954
44,143
3,544
74,641

13,561
49,308
10,076
72,945

144,653

179,416

222,081

251,228

178,686

212,157

92,259

113,813

110,272

78,114

56,393

46,309

(K’000)
Inventories
Trade and other receivables
Asset held for sale
Other assets
Cash and bank balances
Total current assets

Total liabilities
Net assets

Audited
Dec 2011

Source: Annual report, APNG

We note the following in relation to the financial position:


assets held for sale relate to the four Twin Otter aircraft and related rotable parts. An agreement to their sale
is currently in place for USD 7 million which is valid until 1 November 2014. A 10% non-refundable
deposit of USD 0.7 million has been received



property, plant and equipment decreased in 2013 as a result of the disposal of the Twin Otter aircraft and
sale and lease back of Dash 8 aircraft



other financial assets relate to security deposits on leased assets



details relating to the borrowings are set out in Section 3.3.2



deferred tax asset primarily relate to doubtful debts, leave entitlements, stock obsolescence. The amount of
tax losses as on 31 December 2013 is approximately PGK31.3 million



we note the financial position as at 31 December 2013 does not correspond to the financials released to the
market (Appendix 4B) as a number of unaudited adjustments have been evaluated by the Company since
then
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we note that APNG has an outstanding debt owing to NAC of PGK 6.2 million as at 31 August 2014. This
relates to rental and aeronautical charges incurred in relation to various properties that have not been paid in
accordance with NAC’s terms. These charges ordinarily incur at approximately PGK 2.0 million a month,
with circa three months of costs outstanding



we note that ‘trade and other payables’ also include certain tax liabilities for an amount of approximately
PGK 17.5 million net of GST.
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4

Impact of the Recapitalisation Proposal

4.1 Financial impact
Pursuant to the Recapitalisation Proposal, APNG will raise at least PGK 20 million as part of the Equity
Injection and issue 200 million shares to the Investors. Subject to the Options and the Entitlement Offer, APNG
may in addition raise:


PGK 8.0 million (within a five year timeframe) from the exercise of the Options granted to the Investors.
Exercise of these Options will result in additional 400 million shares being issued



PGK 28.7 million from the maximum number of shares (287.5 million) issuable through the Entitlement
Offer



PGK 11.5 million (within a five year timeframe) from the exercise of the Options granted to the Eligible
Shareholders and assuming full subscription of the Entitlement Offer. Exercise of these Options will result
in additional 575 million shares being issued.

The Recapitalisation Proposal could therefore result in a total of PGK 68.25 million raised and a net increment in
the number of outstanding shares of 1,342.5 million (1,462.5 million newly issued shares minus 120 million
shares cancelled as a result of the SJW Buy-Back).
Depending on the level of acceptance of the Entitlement Offer and the number of Options that will eventually be
exercised, the Recapitalisation Proposal could result in a broad range of outcomes. APNG has stated that funds
to be raised in addition to those associated with the Equity Injection will be used to reduce debt from existing
lenders.
As set out in section 1, the Recapitalisation Proposal will also alleviate some of APNG’s short term capital
requirements.
Refer to Section 5 of the Explanatory Memorandum included in the Notice of Meeting for further details on the
financial impact of the Recapitalisation Proposal.

4.2 Impact on the shareholding structure
The Recapitalisation Proposal’s ultimate impact on APNG’s shareholding structure will depend on the level of
acceptance of the Entitlement Offer and on the number of options that will be exercised by the shareholders
which will be granted the Options.
The figure below illustrates a number of scenarios that could materialise pursuant to the Recapitalisation
Proposal.
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Figure 13: Recapitalisation Proposal – APNG’s shareholders decision tree

APNG pre-Recapitalisation
Proposal

The relevant APNG shareholders
approve the Recapitalisation Proposal

SJWBuy-Back

Investors subscribe
Equity Injection

Non-Associated Shareholders
subscribe
the Entitlement Offer

No

Investors exercise Options

Scenario A

Scenario B
Yes

Yes

Investors exercise Options

No

No

Yes

Non-Associated Shareholders
exercise Options

Non-Associated Shareholders
exercise Options

No

Yes
No

Yes

Scenario C
Scenario D
Scenario E
Scenario F

Source: Deloitte Corporate Finance analysis

The figures below illustrate the relative shareholdings in APNG subsequent to each of the steps of the
Recapitalisation Proposal and assuming the specific scenarios that are relevant to Non-Associated Shareholders:


Scenario B: Non-Associated Shareholders are fully diluted by the Investors so that their relative interest is
reduced to a relatively small shareholding as set out in the figure below.

Page 28
Deloitte: Airlines of Papua New Guinea Limited – Independent expert’s report

Figure 14: APNG shareholding post-Recapitalisation Proposal under Scenario B

70%
61%
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46%
46%

41%
40%

41%
40%

14%

5%

5%

2%
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0%
Pre-Recapitalisation Post-SJW Buy-Back Post-Equity Injection Post-Entitlement
Proposal
Offer

Estate of Sir Wild

Other Non-Associated Shareholders

NasFund

Post-Options

MRDC

Source: Deloitte Corporate Finance analysis



Scenario F: all the Non-Associated Shareholders subscribe to the Entitlement Offer and the Investors and
the Eligible Shareholders exercise all the Options granted. Under this scenario, the Non-Associated
Shareholders preserve, if not marginally increase their relative shareholding from that resulting from the
SJW Buy-Back.

Figure 15: APNG shareholding post-Recapitalisation Proposal under Scenario F

70%
61%

APNG shareholding

60%
50%

41%
40%

41%

40%
30%

20%
10%

24%
20%

19%

15%

14%

9% 11%

43%

42%

16%

21%
20%

16%

21%
21%

5%

0%
Pre-Recapitalisation Post-SJW Buy-Back Post-Equity Injection Post-Entitlement
Proposal
Offer

Estate of Sir Wild

Other Non-Associated Shareholders

NasFund

Post-Options

MRDC

Source: Deloitte Corporate Finance analysis

Refer to Section 4 of the Explanatory Memorandum included in the Notice of Meeting for further details on the
impact of the Recapitalisation Proposal on the share capital and shareholdings of APNG.
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4.3 Impact on the Board of directors
Currently the Board of Directors of APNG comprises five board members. Pursuant to the Recapitalisation
Proposal, it is anticipated that the number of directors will increase from five to six, including existing directors.
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5

Valuation analysis

5.1 Background to the valuation analysis
Pursuant to the SJW Buy-Back, the Non-Associated Shareholders (with the exception of the Estate of Sir John
Wild but along with MRDC and NasFund) will increase their effective interest in the Company. Furthermore,
when considering the Recapitalisation Proposal in its entirety (i.e. inclusive of the Entitlement Offer), the NonAssociated Shareholders will have the option to preserve (and even increase) their relative shareholding in the
Company on the same terms (and relative investment) as those available to the Investors via the Issues. As a
result, the terms of the Recapitalisation Proposal are equitable to the Non-Associated Shareholders as a whole.
Irrespective of the fair market value of APNG shares, the Recapitalisation Proposal will be value accretive, and
therefore fair, to the Non-Associated Shareholders since:


it will increase the net assets per APNG share (as a result of the SJW Buy-Back) because the Company will
buy back a substantial portion of its current shares outstanding (120 million shares or approximately 53.8%
of its share capital) from the Estate of Sir John Wild for a nominal consideration of PGK 1.00



it will provide the Non-Associated Shareholders the opportunity to participate in the Entitlement Offer on
the same terms as the Issues and with a higher allocation ratio. Consequently, even if the terms of the Issues
were not fair (i.e. if the issue price for the Equity Injection was less than the fair market value of APNG
shares), the Non-Associated Shareholders would be able to enjoy the same (if not superior) financial benefit
to that available to the Investors.

Whilst we have assessed the Recapitalisation Proposal to be fair to the Non-Associated Shareholders, we note
that in the instance where the Non-Associated Shareholders chose not to participate in the Entitlement Offer or
sell their shares prior to the Entitlement Offer, it will be relevant for them to assess whether the terms of the
Recapitalisation Proposal (that is, the terms of the Capital Restructuring on a stand-alone basis) are still fair. An
estimate of the fair market value of APNG shares is a key consideration for the Non-Associated Shareholders to
assess as to whether:


the Investors are paying fair market value for the Issues



they should participate in the Entitlement Offer.

The Recapitalisation Proposal will be implemented through a number of intermediary steps (SJW Buy-Back,
Equity Injection, Options and Entitlement Offer). The Non-Associated Shareholders will be requested to
participate in the Entitlement Offer only after the Capital Restructuring. Their decision as to whether participate
in the Entitlement Offer will therefore be affected by the value accretion or dilution resulting from the above
intermediary steps leading to the Capital Restructuring.
As a result, we have estimated the fair market value of APNG shares after the implementation of the Capital
Restructuring but prior to the Entitlement Offer 19 and measured the impact of the various transaction steps.
In the following sections, we set out:


our selected valuation methodologies



our estimate of the fair market value of an APNG share prior to the Recapitalisation Proposal



the impact of the Capital Restructuring on the fair market value of APNG shares.

5.2 Valuation methodologies
We have assessed the value of APNG prior to the Recapitalisation Proposal by having regard to the net assets
method (in particular, by assuming an orderly realisation of the assets) and the capitalisation of maintainable

19

In assessing the fair market value of APNG post- Capital Restructuring, we have disregarded the current financial situation of the
Company. Since we have assessed the fair market value of the shares on a control basis (i.e. inclusive of a premium for contr ol), we have
assumed that under a control transaction the Company would be re-capitalised so as to ensure the going concern of its operations. In our
valuation we have assessed the value of APNG on an ‘as is’ basis without factoring in the potential operating benefits associated with the
Recapitalisation Proposal.
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earnings method. Given the very low trading volumes of APNG shares and the apparent lack of price response
even to price sensitive events, we have not considered APNG share trading as part of our valuation analysis.
In order to assess the fair market value of APNG after the Recapitalisation Proposal, we have considered the
value dilution/accretion resulting from the equity instruments issued and the capital injected as a result of the
Recapitalisation Proposal.
Refer to Appendix B for a detailed discussion on the various valuation methodologies which can be adopted in
valuing corporate entities and businesses.

5.3 Valuation of APNG pre-Recapitalisation Proposal
We have estimated the fair market value of APNG shares (on a control basis) prior to the Recapitalisation
Proposal to be in the range of PGK nil and PGK 0.07 per share.
Table 6: Valuation of APNG shares pre-Recapitalisation Proposal
Low
Fair market value of APNG equity (control basis)
Shares outstanding

High

PGK million

0.00

15.00

million

223.0

223.0

PGK

0.00

0.07

Fair market value of APNG shares (control basis)
Source: Deloitte Corporate Finance analysis

Our selected valuation range is an expression of our professional judgment having regard to the valuation
methodologies applied (the orderly realisation method and the capitalisation of maintainable earnings method).
The figure below summarises the results of our valuation analysis.
Figure 16: Fair market value of APNG equity

Selected valuation
range

nil - 15.0

Capitalisation of maintainable
earnings method

nil - 2.8

Orderly realisation
of assets method

9.5 - 18.5

-

2.00

4.00

6.00

8.00

10.00

12.00

14.00

16.00

18.00

20.00

PGK million
Source: Deloitte Corporate Finance analysis

Our valuation range is inclusive of a premium for control and it does not take into account any discount at which
APNG shares would currently be likely to trade given the current gearing of the company. Our valuation is
premised on the assumption that a buyer would be able to re-capitalise APNG.

5.3.1 The orderly realisation of assets method
The value derived using the orderly realisation of assets method (also referred to as the ‘Net Assets Value’ or
‘NAV’ method) is determined by estimating the net realisable value of the assets and liabilities. Under this
method, the business is valued as a collection of assets and liabilities to be divested / collected and paid down in
an orderly fashion so as to distribute the relevant cash proceeds to equity investors. Whilst this method is applied
having regard to the reported financial position of the business, the basis on which assets and liabilities are
assessed differs to that required by the accounting policies and standards under which APNG reports to its
shareholders.
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The orderly realisation of assets method assumes that the operations of the business are discontinued so that any
benefits associated with contractual arrangements in place or with the ‘goodwill’ of the business are not
realisable. Given the current difficult conditions and recent poor trading performance of APNG, this outcome is
not unlikely.
We have assumed the cost to realise the assets is embedded in the estimated fair market value of the assets. We
have not included taxation liabilities which may arise as a result of capital gains potentially realisable upon a sale
of the assets.
We have estimated a net realisable value of APNG to be in the range of PGK 9.5 million to PGK 18.5 million (or
PGK 0.04 per share to PGK 0.08 per share). This compares with the net asset value of APNG of 46.3 million (or
PGK 0.21 per share) as reported in APNG’s management accounts as at 30 June 2014. The discount to the
reported net assets value implied by our valuation is a result of a number of adjustments to the carrying value of
APNG’s assets and liabilities as set out in the table below.
Table 7: Valuation of APNG pre-Recapitalisation Proposal – Orderly realisation of assets
Equity value
Value per share
Low
High
Low
High
(PGK million)
(PGK million)
(PGK)
(PGK)
Reported net asset value as at 30 June 2014
Adjustments:
Aircraft and other parts
Other non-current assets
PNGGS
Net realisable value

46.31

46.31

0.21

0.21

(31.78)
(9.61)
4.57

(23.59)
(9.61)
5.40

(0.14)
(0.04)
0.02

(0.11)
(0.04)
0.02

9.48

18.51

0.04

0.08

Source: APNG, Deloitte Corporate Finance analysis
Notes:
1.
The number of shares outstanding is prior to the implementation of the Recapitalisation Proposal is 233.0 million

The adjustments made reflect our assessment of the value realisable from an orderly sale of the assets of APNG.
Key observations in respect of the adjustments applied to the financial position of APNG as at 30 June 2014 are
as follows:

Aircraft and other parts
Aircraft and related parts are reported based on cost less accumulated depreciation, revaluations and any other
additional capitalised costs that appear in the fixed asset register. The basis for the fair market value adjustments
are as follows:


Dash 8: the estimated fair market value of the Dash 8 aircraft is based on recent sale agreements in relation
to the sale and lease-back of Dash 8 aircraft. For the purpose of our analysis, we have adopted a PGK:USD
exchange rate of 0.4115



Twin Otter aircraft, Rotables and Consumables: the fair market value of the Twin Otter aircraft, rotables
and consumables is based on recent sale contracts undertaken by APNG in relation to the disposal of Twin
Otter assets



Dash 8 Rotables and Consumables: the fair market value has been determined by applying a discount to the
carrying value of Dash 8 rotables and consumables in the range of 20% to 25%. The discount factors have
been applied to reflect an obsolescence factor for the fact that such parts are not easily substitutable between
aircraft and to account for the fact that no recent valuation of these parts has been undertaken. The selected
discount range has been determined having regard to the implied discount to carrying value of the Dash 8
aircraft.
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Table 8: Adjustments to aircraft non-current assets
(PGK million)

Reported
20

Fair market value
Low
High

Item
Dash 8
Twin Otter
Dash 8 Rotable
Dash 8 Consumable
Twin Otter Rotables and
Consumables (net of provision)
Total / Average (%)

Adjustment
Low
High

Implied premium /
(discount)
Low
High

80.09
13.67
38.97
8.26
6.77

58.32
14.58
29.23
6.19
7.65

64.16
14.58
31.18
6.60
7.65

(21.77)
0.91
(9.74)
(2.06)
0.88

(15.93)
0.91
(7.79)
(1.65)
0.88

(27%)
7%
(25%)
(25%)
13%

(20%)
7%
(20%)
(20%)
13%

147.76

115.98

124.17

(31.78)

(23.59)

(11%)

(8%)

Source: APNG, Deloitte Corporate Finance analysis

Other non-current assets
We have ascribed no value to a number of other non-current assets as reported in APNG’s management accounts
as at 30 June 2014.
Table 9: Adjustments to other non-current assets
(PGK million)

Reported

Item
Land & buildings
Future Income Tax Benefit
Provision for Deferred Income Tax
Total / Average (%)

Fair market value
Low
High

Adjustment
Low
High

Implied premium /
(discount)
Low
High

2.37
56.56
(49.32)

-

-

(2.37)
(56.56)
49.32

(2.37)
(56.56)
49.32

(100%)
(100%)
(100%)

(100%)
(100%)
(100%)

9.61

-

-

(9.61)

(9.61)

(100%)

(100%)

Source: Deloitte Corporate Finance analysis

The basis for these adjustments is as follows:


Land and buildings: land and buildings relate to leasehold properties, with leasehold improvements made to
the existing leaseholds. We have assumed that the leasehold properties and costs incurred to improve the
existing leaseholds will not be recoverable upon a realisation of APNG assets



Future income Tax benefit and deferred income tax: these items relate to temporary differences between the
accounting and tax cost base of a number of items as well as to tax losses carried forward. The fair market
value of these items is nil upon a realisation of APNG assets.

PNGGS
PNGGS’s net assets contribute approximately negative $1.1 million into APNG’s financial position as at 30 June
2014. This balance includes primarily fixed assets, inventory and third party receivables and payables. However,
we note that PNGGS also owns a strategic asset that is not recognised on APNG’s balance sheet being CASA’s
fuel supply licence.
In order to estimate the fair value of this asset, we have adopted the capitalisation of maintainable earnings
method having regard to PNGGS’s normalised earnings capacity. Based on discussions with APNG
management, we have derived a normalised level of earnings (EBIT) that PNGGS could be able to achieve on a
stand-alone basis and have capitalised it at an appropriate multiple. In particular, we have estimated normalised
EBIT of PGK0.83 million per annum and have capitalised it at a multiple of 5.5 times to 6.5 times. As a result,
we have estimated the fair market value of PNGGS business to be in the range of $4.6 million to $5.4 million.
Details on this analysis are set out in section 5.3.3 below.

20

We note that minor discrepancies with the balances reported in Table 5 of this report are due to a different reclassification.
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Whilst we have not attributed any value to APNG’s existing tax losses carried forward, we note that these tax
losses would be sufficient to offset any tax liability that may arise from the sale of PNGGS business at our
estimated fair market value. We have consequently not allowed for such liability in our valuation of PNGGS.
Our valuation does not reflect any special value that third parties may place on PNGGS’s assets and, in
particular, on its fuel farm facilities and licence. Such assets may have special strategic value beyond that
implied by our valuation in the hands of a vertically integrated fuel operator. Accordingly, we note that APNG
may be able to divest its investment in PNGGS at a price higher than our estimated fair market value.

Other matters
We also note that APNG operates a number of aircraft through operating lease agreements. It is likely that
pursuant to a realisation of its assets APNG may incur penalty costs to terminate such agreements and to restore
the aircraft into a ‘leasable’ condition. For the purpose of our analysis, we have assumed that no further costs
would be incurred.
We also considered the cash flows expected to be generated between 30 June 2014 and 31 December 2014, date
on or around which APNG shareholders are expected to vote in respect of the Recapitalisation Proposal. Based
on cash flow projections provided by APNG and on our analysis, we expect that the net asset value of APNG
will not materially change over this period. Furthermore, we note that some of the cash flows that APNG will be
able to generate over the period will be associated with the Newcrest Mining Contract which the company will
be able to service as a result of the capital raised in connection with the Recapitalisation Proposal.

5.3.2 Capitalisation of maintainable earnings
We have estimated the fair market value of APNG shares inclusive of a premium for control under the
capitalisation of maintainable earnings method to be in the range of PGK nil to PGK 0.01 per share. The table
below sets out the key valuation metrics adopted to assess the fair market value of APNG under this method.
Table 10: Valuation of APNG pre-Recapitalisation Proposal - Capitalisation of maintainable earnings
Unit

Low

High

EBIT
Earnings multiple (control basis)
Enterprise value

PGK million
times
PGK million

12.7
5.5
69.6

12.7
6.5
82.3

Surplus assets
Net debt

PGK million
PGK million

25.3
(105.5)

26.1
(105.5)

Equity value (control basis)

PGK million

-

2.8

223.0

223.0

-

0.01

Number of shares
Equity value per share (on a control basis)

million
PGK per share

Source: Deloitte Corporate Finance analysis

Future maintainable earnings
The assessed future maintainable earnings represent the level of earnings that the existing operations could
reasonably be expected to generate as a going concern prior to the changes anticipated through the
implementation of the Recapitalisation Proposal.
Under this method, we have assessed the normalised level of earnings of APNG’s core operations and have
excluded earnings associated with PNGGS, which has been separately valued.
We have selected EBIT as an appropriate measure of earnings for APNG. Whilst EBIT is a measure of earnings
that is sensitive to the depreciation and amortisation accounting policies adopted, we note that since airlines may
elect to own their aircraft fleet or use aircraft under operating or financial leases, the use of EBITDA as a
measure of earnings may result in comparative distortions. On the other hand, measures of earnings such as
profit before tax or net profit may result in distortions caused by the various funding structures in place.
APNG management has provided us with a consolidated forecast EBIT for the year ending on 31 December
2015 (FY15) (PGK 12.7 million) which does not include any benefits associated with the Recapitalisation
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Proposal and does not include the PNGGS’ operations. We are of the view that this is an appropriate benchmark
for maintainable earnings since:


in contrast with FY14 forecast earnings, it excludes a number of abnormal income and cost items that
occurred or are expected to occur in this financial year which will not recur under an ‘as is’ scenario. For
instance, the FY15 forecast:
o

reflects the improved capacity resulting from the lower (normal) number of C Checks expected to be
required on an ongoing basis compared to those which occurred or have been planned in FY14

o

reflects a full 12 month impact of the Newcrest Mining Contract and adjusts for the EMPNG contract
reduction (refer to Section 3.4 for further details)

o

reflects the ongoing impact of cost savings actions undertaken in FY14 (i.e. sale of Twin Otters,
redundancy costs, etc.)

o

reflects the impact of the current exchange rates.



it reflects the benefits of the Recapitalisation Proposal to the extent that APNG is assumed to be able to
operate as a going concern; this may not necessarily be the case in the absence of the funds raised through
the Recapitalisation Proposal. We have assumed that, pursuant to a control transaction, a notional buyer
would be able to re-capitalise APNG in order to operate as a going concern



PNGGS’ operations are considered ‘non-core’ to APNG’ business. Our selected normalised FY15 EBIT is
net of PGK 0.83 million attributable to PNGGS. This adjustment takes into account charges that PNGGS is
currently applying to APNG for its services normalised to reflect ongoing arm’s length transactions between
unrelated parties. Due to the commercial sensitivity of this information, we have not disclosed the details of
these adjustments.

We note that our selected normalised forecast FY15 EBIT is substantially higher than the EBIT that APNG may
be expected to generate in FY14 (based on discussions with APNG management, the Company is unlikely to
generate a positive operating result in the financial year ending in December 2014). Whilst we have had
discussions with APNG management to understand the basis of the assumptions underpinning forecast FY15
EBIT and the expected increase in earnings, we have not audited this forecast.

Earnings multiple
We have estimated an EBIT multiple (on a control basis) in the range of 5.5 to 6.5 times.
In selecting the earnings multiple for APNG we have considered earnings multiples derived from trading share
prices of comparable listed entities and the implied multiples paid to acquire similar businesses based on
publicly available information.
We set out the trading EBIT multiples recently observed on listed comparable entities below. In general, the
earnings multiples set out below do not include a premium for control.
Table 11: Trading earnings multiples – Airline companies
Country

Enterprise
value
(AUD
million)

Qantas Airways Limited

Australia

Virgin Australia Holdings Limited

Australia
New Zealand

Company Name

EBIT multiple
historical
times

current
times

forward
times

6,731

15.5x

n/m

n/m

2,687

n/m

n/m

n/m

2,362

9.3x

6.5x

5.9x

Average

12.4x

6.5x

5.9x

Median

12.4x

6.5x

5.9x

Developed Asia/Pacific International Airlines

Air New Zealand Limited

Developed Asia/Pacific Regional Airlines
Tiger Airways Holdings Limited

Singapore

503

n/m

n/m

n/m

Alliance Aviation Services Ltd.

Australia

224

6.5x

9.9x

6.3x

Regional Express Holdings Limited

Australia

95

5.8x

n/a

n/a

Average

6.1x

9.9x

6.3x

Median

6.1x

9.9x

6.3x

Page 36
Deloitte: Airlines of Papua New Guinea Limited – Independent expert’s report

Company Name

Country

Enterprise
value
(AUD
million)

EBIT multiple
historical
times

current
times

forward
times

Other developed market airlines
Southwest Airlines Co.

United States

19,610

12.9x

8.7x

7.7x

JetBlue Airways Corporation

United States

5,084

10.9x

9.0x

7.1x

Canada

4,841

11.5x

6.7x

5.8x

Spirit Airlines, Inc.

United States

4,516

14.3x

11.6x

9.0x

Allegiant Travel Company

United States

1,892

10.1x

9.1x

7.6x

SkyWest Inc.

United States

1,557

9.1x

17.2x

9.4x

301

n/m

6.2x

3.5x

Average

11.4x

9.8x

7.1x

Median

11.2x

9.0x

7.6x

13.7x

Air Canada

Flybe Group PLC

United Kingdom

Developing Asia/Pacific region Airlines
AirAsia Berhad

Malaysia

5,439

17.8x

15.5x

Philippines

4,694

n/m

n/a

n/a

India

3,603

n/m

n/m

27.8x

Pakistan International Airlines Corporation

Pakistan

2,167

n/m

n/a

n/a

PT Garuda Indonesia (Persero) Tbk

Indonesia

1,874

n/m

12.2x

13.0x

Cebu Air, Inc.

Philippines

1,468

21.6x

22.8x

19.7x

Malaysia

1,314

n/m

n/m

23.5x

Kenya

1,169

n/m

n/a

n/a

Thailand

1,087

17.7x

15.1x

10.4x

PAL Holdings, Inc.
Jet Airways (India) Ltd.

AirAsia X Berhad
Kenya Airways Ltd.
Asia Aviation Public Company Limited
Transasia Airways Corporation
SpiceJet Limited
Alia - The Royal Jordanian Airlines Company
Nok Airlines Public Company Limited
United Airways Bangladesh Ltd

Taiwan

492

n/m

65.3x

n/a

India

409

n/m

n/m

n/m

Jordan

209

22.0x

n/a

n/a

Thailand

168

5.1x

8.8x

6.0x

Bangladesh

142

8.4x

n/a

n/a

Air Mauritius Limited

Mauritius

127

11.8x

n/a

n/a

Jagson Airlines Ltd.

India

1

n/m

n/a

n/a

Mega Corporation Ltd.

India

n/m

n/a

n/a

n/a

Average

14.9x

23.3x

16.3x

Median

17.7x

15.3x

13.7x

Overall low

5.1x

6.2x

3.5x

Overall average

12.4x

15.0x

11.0x

Overall median

11.5x

9.9x

8.4x

Overall high

22.0x

65.3x

27.8x

Source: Capital IQ, Deloitte Corporate Finance analysis
Notes: n/m = not meaningful; n/a = not available

We make the following comments with respect to the comparable companies presented above:


we have considered comparable airlines operating in a number of markets to provide a broad range of
reference points in selecting our EBIT multiple. We have considered international and purely regionally
focussed airlines in the Asia/Pacific region, airlines in other developed markets and airlines operating in
developing Asia/Pacific countries



given our selection of APNG’s FY15 forecast earning, the forward multiples set out in the table above are a
more appropriate benchmark



whilst we have considered the airlines operating in developing countries in the Asia/Pacific region, we note
that much of the financial data available for these companies is not meaningful

Page 37
Deloitte: Airlines of Papua New Guinea Limited – Independent expert’s report



of the other comparable companies, we consider Regional Express Holdings Limited to be most comparable
to APNG as both airlines purely undertake regional operations, notwithstanding they operate in different
geographies. We note that Regional Express Holdings Limited has an historical EBIT multiple of 5.8 times



as APNG is a small business relative to the comparable companies, we consider that an EBIT multiple at the
low end of the range would be appropriate.

In the table below we set out the EBIT multiples observed in recent off-market transactions. Given the equity
stakes acquired in the selected transactions, we have assumed that the EBIT multiples observed are inclusive of a
premium for control. Refer to Appendix C for further detail on the transactions.
Table 12: Market transactions – Airline companies

Announce
ment date

Target

Acquirer

Feb-13
Dec-12

US Airways Group Inc
T'Way Air Co., Ltd.

Oct-12
Aug-11
Sep-10
Aug-10
Oct-08
Apr-08
Mar-08
Oct-07
Apr-07

Tiger Airways Australia Pty Ltd.
Webjet Linhas Aereas
AirTran Holdings, Inc
ExpressJet Holdings Inc
Alitalia SpA
Northwest Airlines Corporation
Airnet Cargo Charter Services
GB Airways
World Air Holdings Inc

American Airlines Group Inc
YeaRimDang Publishing Co., Ltd. and Pocketgames Inc.
(formerly Tway Holdings Incorporation)
Virgin Australia Holdings Limited
Gol Linhas Aereas Inteligentes SA
Southwest Airlines Co.
Atlantic Southeast Airlines Inc (ExpressJet Airlines Inc.)
Compagnia Aerea Italiana Srl
Delta Air Lines Inc
Bayside Capital Partners, Inc
EasyJet Plc
Global Aviation Holdings Inc.

Low
High
Average
Median

EV/EBIT
(times)
8.3x
n/m
n/a
4.5x
9.0x
n/m
n/m
6.7x
3.2x
32.8x
n/m
3.2x
32.8x
10.8x
7.5x

Source:
Capital IQ, Deloitte Corporate Finance analysis
Notes: n/m = not meaningful; n/a = not available

In selecting the appropriate EBIT multiple (on a control basis), we considered the following:


APNG is comparatively a very small business. The greater risks and diminished ability to achieve
economies of scale of a small airline suggest that APNG should command a lower EBIT multiple than those
generally observed in the selected listed companies and transactions



the target companies of the comparable transactions operate in significantly different regions to that of
APNG, with Tiger Airways in Australia being the most comparable by region



many of the target companies of the comparable transactions operate both international and regional flights,
representing more diversified operations than APNG, which is purely a PNG regional flight operator. We
would expect APNG to have a lower multiple to reflect the risks associated with less diversified operations



the earnings multiples observed in comparable transactions are based on historical results. Given the degree
of growth reflected in APNG forecast FY15 EBIT, we are of the view that the selected multiple should
allow for risks associated with such level of growth.

5.3.3 Surplus assets
We have separately identified and assessed the fair market value of the following assets that do not contribute to
APNG’s forecast EBIT.
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Table 13: APNG – Fair market value of surplus assets
Low
(PGK million)

High
(PGK million)

Twin Otters and parts
Tax losses carried forward
PNGGS

17.01
4.80
3.45

17.01
4.80
4.28

Total surplus assets

25.26

26.09

Source: APNG, Deloitte Corporate Finance analysis

We note the following in respect of the above surplus items.

Twin Otters and related parts
The Twin Otters and related parts are currently contracted for sale and are not being operated by APNG. The
value ascribed to these assets is the same adopted under the orderly realisation of assets method.

Tax losses
The fair market value of the tax losses carried forward has been estimated based on the present value of the
relevant tax benefit having regard to the level of maintainable earnings estimated above.

PNGGS
As set out in section 5.3.1, we have separately assessed the fair market value of PNGGS to be within the range of
PGK 4.6 million to PGK 5.4 million. This valuation range was estimated based on normalised earnings of PGK
0.83 million and an EBIT multiple of 5.5 times to 6.5 times, in line with that estimated for APNG business as a
whole.
Furthermore, we have adjusted the estimated fair market value of PNGGS business by the net debt position of
PNGGS as at 30 June 2014 of PGK1.12 million21.

21

We note that such adjustment is not required under the Orderly Realisation of Assets method referred to in section 5.3.1 as t he net debt
position is already reflected in APNG’s financial position as at 30 June 2014.
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Table 14: Valuation of PNGGS - Capitalisation of maintainable earnings
Unit

Low

High

EBIT
Earnings multiple (control basis)
Enterprise value of PNGGS

PGK million
times
PGK million

0.83
5.5
4.57

0.83
6.5
5.40

Net debt

PGK million

(1.12)

(1.12)

Equity value of PNGGS

PGK million

3.45

4.28

Source: Deloitte Corporate Finance analysis

5.3.4 Net debt
We have adopted APNG’s net debt position as at 30 June 2014 as shown below.
Table 15: APNG net debt as at 30 June 014
(PGK million)
Interest bearing liabilities
Cash
Other liabilities
Net debt

85.89
(1.76)
21.41
105.54

Source: APNG, Deloitte Corporate Finance analysis

Interest bearing liabilities is comprised of facilities with the Bank of South Pacific and Credit Corporation, as
well as a notes program issued to various investors.
Based on discussions with management, we have identified a number of liabilities that represent an abnormal
working capital balance given their current outstanding days (i.e. NAC debts, certain tax liabilities, etc.). These
are liabilities that by size, generally speaking, we would not expect to be part of the balance sheet of the
comparable businesses reviewed.
As set out in section 5.3.1, based on APNG’s forecast cash flows, we do not expect the net debt position to
materially change between 30 June 2014 and the end of December 2014; the date on or around which
shareholders will be requested to vote on the Recapitalisation Proposal.

5.4 Impact of the Capital Restructuring on APNG value
The Recapitalisation Proposal will be implemented through a number of intermediary steps (those relating to the
Capital Restructuring - SJW Buy-Back, Equity Injection and the issue of the Options - and the Entitlement
Offer). The Non-Associated Shareholders will be requested to participate in the Entitlement Offer only after the
Capital Restructuring. Their decision as to whether participate in the Entitlement Offer will therefore be affected
by the value accretion or dilution resulting from the preceding intermediary steps.
In order to assess the impact of the Capital Restructuring on the Non-Associated Shareholders, we have
estimated the fair market value of APNG shares prior to the Recapitalisation Proposal to be between PGK nil
and PGK 0.07 and measured the impact of the various transaction steps of the Capital Restructuring as set out in
the table below.
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Table 16: Valuation of APNG shares – impact of the Capital Restructuring
Fair market value
of APNG equity
(PGK ‘000)
Shares
outstanding
Mid(‘000)
Low
High
point
Pre-Recapitalisation Proposal

223,000

-

15,000

7,500

Impact of the Capital Restructuring
Post-SJW Buy-Back
Post-Equity Injection
Post-exercise of Investors’ Options

103,000
303,000
703,000

20,000
28,000

15,000
35,000
43,000

7,500
27,500
35,500

Fair market value
of APNG shares
(PGK)

Low

High
-

0.07
0.04

Midpoint

0.07

0.03

0.15
0.12
0.06

0.07
0.09
0.05

Source: Deloitte Corporate Finance analysis

The impact of the Capital Restructuring on the fair market value of APNG shares has been measured having
regard to the shares being cancelled or issued and the capital proceeds resulting from the various steps of the
Capital Restructuring. Pursuant to the various intermediary steps of the Capital Restructuring, the following will
occur:


SJW Buy-Back: 120 million APNG shares owned by the Estate of Sir John Wild will be cancelled for a
nominal consideration of PGK 1.00. This step will be value accretive to the Non-Associated Shareholders
(except for the Estate of Sir John Wild) and to the Investors as it increases the fair market value of APNG
shares from PGK 0.03 (midpoint) to PGK 0.07 (midpoint)



Equity Injection: the Investors will subscribe 200 million newly issued shares for a total consideration of
PGK 20 million. Based on our valuation of APNG pre-Recapitalisation Proposal, the Equity Injection will
be value accretive resulting in an increase in the fair market value per share of APNG to PGK 0.09
(midpoint)



the Non-Associated Shareholders will be requested to subscribe to the Entitlement Offer only once the
Equity Injection is completed. In order to make a decision as to whether subscribe the Entitlement Offer
they will have to consider both the fair market value of APNG shares post-Equity Injection (midpoint of
PGK 0.09) as well as after a possible exercise of the Options granted to the Investors (midpoint of PGK
0.05)

We note that based on the issue price of the Equity Injection of PGK 0.10 per share, the exercise price of the
Options and the number of shares and options to be issued, the implied weighted average issue price per share
offered to the Investors is PGK 0.046722. Since this price falls within our assessed valuation range of APNG
shares pre-Recapitalisation Proposal, we conclude that the terms of the Issues are fair to the Non-Associated
Shareholders.
Based on our midpoint estimate of the fair market value of APNG shares pre-Recapitalisation Proposal (PGK
0.03), we have assessed the impact of the Capital Restructuring on the value of APNG shares as set out in the
figure below.

22

(PGK 0.10 x 100,000,000 shares) + (PGK 0.02 x 200,000,000 Options) / 300,000,000 Shares & Options. Since the Options are likely to be
largely ‘in the money’ pursuant to the SJW Buy-Back and the Equity Injection, for the purpose of our analysis, we have assumed full
conversion of the Options by the Investors and the consequent fully diluted number of outstanding shares (703 million shares) and
corresponding cash proceeds (for total cash proceeds of PGK 8 million).
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Figure 17: Fair market value of APNG shares post-Capital Restructuring (mid-point)
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Source: Deloitte Corporate Finance analysis

A decision as to whether the Non-Associated Shareholders should subscribe the Entitlement Offer and, possibly,
exercise the relevant Options being granted will depend on:


their financial ability to subscribe the newly issued shares and exercise the relevant options. In general, we
note that subscribing to the Entitlement Offer is financially beneficial only to the extent that Non-Associated
Shareholders are also able to exercise the relevant options being granted. The issue price of the Entitlement
Offer (PGK 0.10) is higher than the adjusted fair market value of APNG shares after the Investors subscribe
the Equity Injection and exercise the Options (PGK 0.05 at the midpoint). In contrast, the Weighted Average
Issue Price is broadly in line with the adjusted fair market value of APNG shares after the Investors
subscribe the Equity Injection and exercise the Options



the Non-Associated Shareholders’ expectation as to the intentions of the other Non-Associated
Shareholders. Should the vast majority of Non-Associated Shareholders not participate in the Entitlement
Offer, those participating may be left with a very small minority interest with a share register dominated by
the Investors. Our valuation of APNG shares post-Recapitalisation Proposal does not take into account
discounts applicable for minority and illiquid holdings of shares.

For reference purposes only, we set out below the fully diluted fair market value of APNG shares after taking
into account the Entitlement Offer and the exercise of the options granted as a result of it.
Table 17: Valuation of APNG shares – impact of the Entitlement Offer
Fair market value
of APNG equity
(PGK ‘000)
Shares
outstanding
(‘000)
Fully diluted equity value post-Capital
Restructuring
Impact of the Entitlement Offer
Post-Entitlement Offer
Post-exercise of Non-Associated Shareholders’
Options

Fair market value
of APNG shares
(PGK)

Low

High

Midpoint

703,000

28,000

43,000

35,500

0.04

0.06

0.05

990,500
1,565,500

56,750
68,250

71,750
83,250

64,250
75,750

0.06
0.04

0.07
0.05

0.06
0.05

Low

High

Midpoint

Source: Deloitte Corporate Finance analysis

Our analysis shows that the fully diluted fair market value of APNG shares after taking into account the capital
raised pursuant to the Entitlement Offer and the relevant options granted is in line with the fully diluted fair
market value of APNG shares post-Capital Restructuring. As noted above, this valuation is inclusive of a
premium for control.
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Appendix A: Context to the Report
Individual circumstances
We have evaluated the Recapitalisation Proposal for the Non-Associated Shareholders as a whole and have not
considered the effect of the Recapitalisation Proposal on the particular circumstances of individual investors.
Due to their particular circumstances, individual investors may place a different emphasis on various aspects of
the Recapitalisation Proposal from the one adopted in this report. Accordingly, individuals may reach different
conclusions to ours as to the merits of the Recapitalisation Proposal. If in doubt investors should consult an
independent adviser, who should have regard to their individual circumstances.

Limitations, qualifications, declarations and consents
The report has been prepared at the request of the Independent Directors of APNG and is to be included in the
Notice of Meeting to be given to the Non-Associated Shareholders for approval of the Recapitalisation Proposal
in accordance with Sub Rule 4 of Section 5 of the Takeover Code 1998. Accordingly, it has been prepared only
for the benefit of the Directors and those persons entitled to receive the Notice of Meeting in their assessment of
the Recapitalisation Proposal outlined in the report and should not be used for any other purpose. Neither
Deloitte Corporate Finance, Deloitte Touche Tohmatsu, nor any member or employee thereof, undertakes
responsibility to any person, other than the Shareholders and APNG, in respect of this report, including any
errors or omissions however caused. Further, recipients of this report should be aware that it has been prepared
without taking account of their individual objectives, financial situation or needs. Accordingly, each recipient
should consider these factors before acting on the Recapitalisation Proposal. This engagement has been
conducted in accordance with professional standard APES 225 Valuation Services issued by the Accounting
Professional and Ethical Standards Board Limited.
The report represents solely the expression by Deloitte Corporate Finance of its opinion as to the merits of the
Recapitalisation Proposal. Deloitte Corporate Finance consents to this report being included in the Notice of
Meeting to be given to Non-Associated Shareholders for approval of the Recapitalisation Proposal.
Statements and opinions contained in this report are given in good faith but, in the preparation of this report,
Deloitte Corporate Finance has relied upon the completeness of the information provided by APNG and its
officers, employees, agents or advisors which Deloitte Corporate Finance believes, on reasonable grounds, to be
reliable, complete and not misleading. Deloitte Corporate Finance does not imply, nor should it be construed,
that it has carried out any form of audit or verification on the information and records supplied to us. Drafts of
our report were issued to APNG management for confirmation of factual accuracy.
In recognition that Deloitte Corporate Finance may rely on information provided by APNG and its officers,
employees, agents or advisors, APNG has agreed that it will not make any claim against Deloitte Corporate
Finance to recover any loss or damage which APNG may suffer as a result of that reliance and that it will
indemnify Deloitte Corporate Finance against any liability that arises out of either Deloitte Corporate Finance’s
reliance on the information provided by APNG and its officers, employees, agents or advisors or the failure by
APNG and its officers, employees, agents or advisors to provide Deloitte Corporate Finance with any material
information relating to the Recapitalisation Proposal.
To the extent that this report refers to prospective financial information we have considered the prospective
financial information and the basis of the underlying assumptions. The procedures involved in Deloitte
Corporate Finance’s consideration of this information consisted of enquiries of APNG personnel and analytical
procedures applied to the financial data. These procedures and enquiries did not include verification work nor
constitute an audit or a review engagement in accordance with standards issued by the Auditing and Assurance
Standards Board or equivalent body and therefore the information used in undertaking our work may not be
entirely reliable.
In relation to the prospective financial information, actual results may be different from the prospective financial
information of APNG referred to in this report since anticipated events frequently do not occur as expected and
the variation may be material. The achievement of the prospective financial information is dependent on the
outcome of the assumptions. Accordingly, we express no opinion as to whether the prospective financial
information will be achieved.
Deloitte Corporate Finance is ultimately controlled by the Deloitte member firm in Australia (Deloitte Touche
Tohmatsu). Please see www.deloitte.com/au/about for a detailed description of the legal structure of Deloitte
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Touche Tohmatsu. The people principally involved in the preparation of this report were Michele Picciotta,
Authorised Representative, B.Comm. (Hons.); and Robin Polson, Authorised Representative, B.Comm, G. Dip.
App Fin, FINSIA. Each has many years’ experience in the provision of corporate financial advice, including
specific advice on valuations, mergers and acquisitions, as well as the preparation of expert reports.
We note that the Deloitte member firm in Papua New Guinea (Deloitte PNG) is the auditor of APNG. The
external audit services provided are unrelated to the Recapitalisation Proposal. Our relationship with Deloitte
PNG has therefore not affected our opinion in accordance with the scope of work of this report.

Consent to being named in disclosure document
Deloitte Corporate Finance Pty Limited (ACN 003 833 127) of 550 Bourke Street, Melbourne, VIC, 3000
acknowledges that:


APNG proposes to issue a Notice of Meeting in respect of the Recapitalisation Proposal (the Notice of
Meeting)



the Notice of Meeting will be issued in hard copy and be available in electronic format



it has previously received a copy of the draft Notice of Meeting (draft Notice of Meeting) for review



it is named in the Notice of Meeting as the ‘independent expert’ and the Notice of Meeting includes its
independent expert’s report.

On the basis that the Notice of Meeting is consistent in all material respects with the draft Notice of Meeting
received, Deloitte Corporate Finance Pty Limited consents to it being named in the Notice of Meeting in the
form and context in which it is so named, to the inclusion of its independent expert’s report in the Notice of
Meeting and to all references to its independent expert’s report in the form and context in which they are
included, whether the Notice of Meeting is issued in hard copy or electronic format or both.
Deloitte Corporate Finance Pty Limited has not authorised or caused the issue of the Notice of Meeting and takes
no responsibility for any part of the Notice of Meeting, other than any references to its name and the independent
expert’s report as included in the Notice of Meeting.

Sources of information
In preparing this report we have had access to the following principal sources of information:


various transaction documents, such as indicative offer letters and draft Notice of Meeting



audited financial statements for APNG for FY 2009 to FY 2012



unaudited financial statements for APNG for FY 2013 and to 30 June 2014



various financial projections prepared by APNG management



company strategy plans



any major agreements/contracts with third parties such as aircraft leasing agreements



certain board minutes of APNG



company websites for APNG, and comparable companies



publicly available information on comparable companies and market transactions published by ASIC,
Thompson research, Capital IQ, and Mergermarket



other publicly available information, media releases and brokers reports on APNG, comparable companies
and the airline industry.

In addition, we have had discussions and correspondence with certain directors and executives, including
Muralee Siva, Chief Executive Officer; and Jaydip Sengupta, Chief Financial Officer; in relation to the above
information and to current operations and prospects.
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Appendix B: Valuation methodologies
To estimate the fair market value of the shares in APNG we have considered common market practice and
methodologies broadly used in the context of businesses and companies valuation. These are discussed below.

Market based methods
Market based methods estimate a company’s fair market value by considering the market price of transactions in
APNG shares or the market value of comparable companies. Market based methods include:


capitalisation of maintainable earnings



analysis of a company’s recent share trading history



industry specific methods.

The capitalisation of maintainable earnings method estimates fair market value based on the company’s future
maintainable earnings and an appropriate earnings multiple. An appropriate earnings multiple is derived from
market transactions involving comparable companies. The capitalisation of maintainable earnings method is
appropriate where the company’s earnings are relatively stable.
The most recent share trading history provides evidence of the fair market value of the share in a company where
they are publicly traded in an informed and liquid market.
Industry specific methods estimate market value using rules of thumb for a particular industry. Generally rules of
thumb provide less persuasive evidence of the market value of a company than other valuation methods because
they may not account for company specific factors.

Discounted cash flow methods
Discounted cash flow methods estimate market value by discounting a company’s future cash flows to a net
present value. These methods are appropriate where a projection of future cash flows can be made with a
reasonable degree of confidence. Discounted cash flow methods are commonly used to value early stage
companies or projects with a finite life.

Asset based methods
Asset based methods estimate the market value of a company’s shares based on the realisable value of its
identifiable net assets. Asset based methods include:


orderly realisation of assets method



liquidation of assets method



net assets on a going concern basis.

The orderly realisation of assets method estimates fair market value by determining the amount that would be
distributed to shareholders, after payment of all liabilities including realisation costs and taxation charges that
arise, assuming the company is wound up in an orderly manner.
The liquidation method is similar to the orderly realisation of assets method except the liquidation method
assumes the assets are sold in a shorter time frame. Since wind up or liquidation of the company may not be
contemplated, these methods in their strictest form may not necessarily be appropriate. The net assets on a going
concern basis method estimates the market values of the net assets of a company but does not take account of
realisation costs.
These asset based methods ignore the possibility that the company’s value could exceed the realisable value of
its assets as they ignore the value of intangible assets such as customer lists, management, supply arrangements
and goodwill. Asset based methods are appropriate when companies are not profitable, a significant proportion
of a company’s assets are liquid, or for asset holding companies
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Appendix C: Comparable transactions
Table 18

Announcement
date

Target

Acquirer

Feb-13
Dec-12

US Airways Group Inc
T'Way Air Co., Ltd.

Oct-12
Aug-11
Sep-10
Aug-10
Oct-08
Apr-08
Mar-08
Oct-07

Tiger Airways Australia Pty Ltd.
Webjet Linhas Aereas
AirTran Holdings, Inc
ExpressJet Holdings Inc
Alitalia SpA
Northwest Airlines Corporation
Airnet Cargo Charter Services
GB Airways

American Airlines Group Inc
YeaRimDang Publishing Co., Ltd. and Pocketgames Inc.
(formerly Tway Holdings Incorporation)
Virgin Australia Holdings Limited
Gol Linhas Aereas Inteligentes SA
Southwest Airlines Co.
Atlantic Southeast Airlines Inc (ExpressJet Airlines Inc.)
Compagnia Aerea Italiana Srl
Delta Air Lines Inc
Bayside Capital Partners, Inc
EasyJet Plc

Apr-07

World Air Holdings Inc

Global Aviation Holdings Inc.

Low
High
Average
Median

Enterprise
value 100%
basis
(AUD million)

Country of
target

Currency

Percent
acquired

EV/EBIT
(times)

USA
South Korea

USD
KRW

100%
73%

7,828
23

8.3x
n/m

Australia
Brazil
USA
USA
Italy
USA
USA
United
Kingdom
USA

AUD
BRL
USD
USD
USD
USD
USD
GBP

60%
100%
100%
100%
100%
100%
100%
100%

58
103
1,445
090
4,258
11,102
20
394

n/a
4.5x
9.0x
n/m
n/m
6.7x
3.2x
32.8x

USD

100%

335

n/m
3.2x
32.8x
10.8x
7.5x

Source: Capital IQ, Deloitte analysis
Notes: n/m = not meaningful; n/a = not available
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