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DFS Deutsche Flugsicherung GmbH

Report of the Supervisory Board
Type and scope of review and consultation

In the business year 2016, the Supervisory Board performed its functions as prescribed
by law and the Articles of Association. It regularly advised and monitored the Board of
Managing Directors and was involved in decisions of fundamental importance to the
company.

In fulfilling its tasks, the Supervisory Board was supported by its three committees: a
personnel, an audit and a project committee. The committees thoroughly discussed
the resolutions to be adopted and prepared recommendations for the decisions to be
taken at the plenary meetings. An additional committee was formed for the commercial
business to support its development within the DFS Group.

In the business year 2016, there was one change to the composition of the Supervisory
Board. Mr Michael Odenwald, the former Chairperson, left the Supervisory Board on
21 April 2016. He was succeeded by Ms Antje Geese as a representative on the
Shareholder's side on 22 April 2016. Dr Martina Hinricher was elected as the new
Chairperson of the Supervisory Board with effect from 22 April 2016.

The Board of Managing Directors reported to the Supervisory Board on the basis of
guarterly reports in accordance with Section 90 of the German Stock Corporation Law
(AktG). The Supervisory Board was informed on important issues on an ad hoc basis.
The Board of Managing Directors reported to the Supervisory Board in due form.

During the business year 2016, the Supervisory Board held four ordinary meetings to
discuss the situation and development of the company. There was one extraordinary
meeting to decide on the tender of the UK subsidiary Air Navigation Solutions Ltd. for
the provision of air navigation services at Edinburgh Airport.

The Supervisory Board specifically dealt with the following topics at its four ordinary
meetings:

e the 2015 annual financial statements and consolidated financial statements, the
management report, and the Group management report and the audit report on
the 2015 annual financial statements and consolidated financial statements,

e the 2017 economic plan, with the associated investment and financial plan,

e the corporate control in the DFS Group,

¢ the bundling of the commercial business in DFS Aviation Services GmbH

and
e the renewal of the appointment of Dr Michael Hann as Managing Director

Human Resources and Labour Director for an additional five years from 1
September 2017.



In addition, the Supervisory Board approved the investments
e in the air traffic management system iCAS at the Munich Control Centre and

¢ inthe renewal of the ILS systems.

Result of the review

The Supervisory Board observed that the course of consolidation continued to be
pursued in the year under review. The costs were further reduced for another year in
succession. In other areas, too, the five-point programme proved to be successful.

On the basis of the audit report prepared by the auditors Roever Broenner Susat
Mazars GmbH & Co. KG, the Supervisory Board discussed the 2016 annual financial
statements and consolidated financial statements and the management report
including conclusions in accordance with Section 53 of the German Budgetary
Principles Act (HGrG), including the Group management report. The audit committee
met for discussions in advance. The comprehensive control and risk management
system established in the company was included in the audit. The auditors were
present at the discussions. They gave an account of the key results of their report and
were available to answer questions. The Supervisory Board found no exceptions to be
taken against the audit report and the auditors' findings. It proposed that the
shareholder meeting approve the annual financial statements and the consolidated
financial statements. The Supervisory Board reviewed the proposal of the Board of
Managing Directors on the use of profits and agreed to it.

The Supervisory Board would like to thank the Board of Managing Directors for its
dedication to the company and the successes achieved in 2016. Moreover, without the
commitment shown by all members of staff and the staff councils none of these
successes would have been possible.

The Supervisory Board

Dr Martina Hinricher
Chairperson

Dr Martina Hinricher
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1 Group organising principles

1.1 Structure of the Group

DFS Deutsche Flugsicherung GmbH
Wholly owned by the
Federal Republic of Germany

=

DFS Deutsche Flugsicherung

*) In liquidation

100% 36% 24.9% 100% 100% 55%
DFS Unterstiitzungs- GroupEAD BILSODA DFS Energy GmbH DFS International FCS Flight Calibration
kasse GmbHiL* Europe S.L. GmbH & Co. KG Business Services GmbH| Services GmbH
(DFS U-Kasse) (GEAD) (BILSODA) (DFS Energy) (DFS IBS) (FCS)
JE GroupEAD No logo of its own JE No logo of its own DS
8 Lt s ot oFS ey Flight Calibration Services
20% 100% 100% 100% 16.667%
GroupEAD Kaufbeuren ATM R. Eisenschmidt GmbH The Tower European Satellite Services
Asia Pacific Ltd. Training GmbH Company GmbH™") e,
(GEAD AP) (KAT) (Eisenschmidt) (TTC) (ESSP SAS)
GroupEAD L2 cisenscHmioT @ sser

**) Renamed DFS Aviation Services GmbH. Change to articles of association entered onto

Commercial Register on 31 January 2017

***) Currently, no business activities

As at 31 December 2016

100%

Air Navigation
Solutions Ltd.

(ANS)

Tower Air Traffic
Services S.L.**¥)

(TATS)

W A2 |navicaTion soLuTions

W

DFS manages the Group as the ultimate parent company and carries out operational
activities itself. The subsidiaries and investments supplement the portfolio of services offered
by the Group and operate in areas closely related to the aviation industry.

From 2016, DFS will present a consolidated set of financial statements that includes six
subsidiaries. The results and financial position will continue to be primarily determined by the
business activities of DFS. Information on the scope of consolidation can be found in Note 3.
The prior-year values were adjusted accordingly. Note 4.2 contains a reconciliation. The
comparability with the values prior to 2015 is limited as these refer exclusively to DFS.
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1.2 Business activities

1.2.1 Overview
The DFS Group, which employs approximately 5,700 operational and administrative staff

(5,538 at DFS), ensures the safety of German airspace and also offers additional products
and services on the free market (commercial business).

/ Regulated business Commercial business \

(Control Centre, Tower and AIM)

Air navigation services under Section 27c = Projects
German Aviation Act (LuUftvVG) = Consulting
= Air traffic services = Publications
= Air traffic flow management = Air navigation services
» Management of airspace utilisation = Apron management
» Aeronautical information services services
» Training

Financed by air navigation charges / . .
: y 9 g Subject to competition
subject to economic regulation

S /

The regulated main business — providing air navigation services — is defined by the tasks set
out in Section 27c¢ of the German Aviation Act (LuftvVG). DFS provides air traffic services as a
sovereign function (as a company entrusted with State functions). For this purpose, it
develops and operates air traffic services (ATS) systems as well as communications,
surveillance and navigation systems. DFS operates control centres in Langen, Bremen,
Karlsruhe and Munich as well as 16 control towers at Germany's designated international
airports and, until the end of 2016, a unit within the Maastricht Upper Area Control Centre of
EUROCONTROL. DFS ensures that approximately three million flights under instrument
flight rules (IFR) reach their destinations safely and on time each year. DFS levies air
navigation charges for this.

1.2.2 Regulated business

Control Centre

The Control Centre division at DFS is in charge of air traffic control for terminal (approach
control service) and en-route services (area control service), including all ATS systems as
well as the flight information service and the alerting service.

Tower

The Tower division at DFS controls air traffic at Germany's designated international airports
(aerodrome control service), including all ATS systems as well as the flight information
service and the alerting service.

Aeronautical Information Management (AlM)

The AIM division at DFS provides its customers with all relevant aeronautical information and
aeronautical information services for the safe conduct of flights. AIM collects, prepares and
publishes aeronautical data, such as flight plans and NOTAM, and publishes numerous
aeronautical publications and products, such as the Aeronautical Information Publication
(AIP).
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1.2.3 Commercial business

The subsidiaries and investments support and enhance the portfolio of services offered by
the Group.

12

The marketing of consulting services on a commercial basis, such as technical consulting,
management consulting and training courses. It also involves marketing products and
projects related to air navigation services on a commercial basis. (These activities fell
under the responsibility of the Aeronautical Solutions division of DFS until the end of
2016.)

The development, provision and conduct of air navigation services at nine regional
airports in Germany at the moment (DFS Aviation Services, formerly TTC) and at London
Gatwick Airport (ANS) as well as of other services, especially apron management
services, coordination of ground handling and meteorological observations on the free
market.

Flight inspection of navigation and surveillance infrastructure, the validation of procedures
as well as services, consulting and preparatory work of all kinds in connection with the
conduct of flight inspections (FCS).

Operation of a database of aeronautical information for the provision of aeronautical data
and associated services (GEAD).

Production and marketing of aeronautical charts and publications as well as other
aeronautical information, including in electronic form. This encompasses the marketing of
technical accessories for the preparation, planning and conduct of flights (Eisenschmidt).
Training of military air traffic personnel based on military standards and of personnel in
military air navigation services, their further training and associated ancillary services
(KAT).

Development and operation of a European satellite-based navigation system (EGNOS) to
improve the signals of the US global positioning system (ESSP SAS).

Management, holding, administration and financing investments in domestic and foreign
companies that promote the development, provision and conduct of services on the air
transport market and their further development (DFS IBS).

Generation and provision of energy for own use at DFS and sale to a fixed group of
external customers (DFS Energy).

Construction, rental, operation and administration of a parking structure for DFS and
Airbus (BILSODA).



1.3 Operating segments

1.3.1 Overview

The DFS Group divides its business activities into two segments. One segment — the
regulated business — is financed by air navigation charges, while the other segment — the
commercial business — competes for business on the free market. The segment financed by
air navigation charges is the focus of the main business in Germany. It is divided into en-
route services and terminal services. These fall under the responsibility of the Control Centre
and Tower divisions and their technical support units.

/ Regulated business Commerciam

business
En-route services Terminal services = Commercial
business at
. . DFS
. IL:Jn|t||I thet end of 2011: . Un|t||l the end of 2014: = Operational
ull cost recovery Full cost recovery Group
» Since 2012: = Since 2015: companies
Economic regulation Economic regulation = Financial

transactions

Germany Germany
Worldwide

1.3.2 Regulated business

En-route services

Since 1 January 2012, the European Commission has regulated en-route services by means
of a performance scheme for air navigation services and network functions (Regulation (EU)
No 390/2013 laying down a performance scheme for air navigation services and network
functions) and the introduction of a common charging scheme (Regulation (EU) No 391/2013
laying down a common charging scheme for air navigation services). The focus is on
European and national requirements covering safety, environment, capacity and cost-
efficiency. As the national supervisory authority, the Federal Supervisory Authority for Air
Navigation Services (BAF) determines the German contribution to the performance plan at
the level of the Functional Airspace Block Europe Central (FABEC) (see section 7.2.1). The
charges are laid down by EUROCONTROL on the basis of a decision of the Enlarged
Commission in accordance with the German Ordinance on Route Charges of the Air
Navigation Services (FSStrKV).

Terminal services

Terminal services have been subject to economic regulation since 2015. As had been the
case previously, the terminal charges are set by means of a statutory instrument of the
Federal Government (FSAAKYV).

1.3.3 Commercial business

This segment covers all the activities that are not individually reportable as they fall below the
guantitative thresholds. These activities primarily relate to commercial services, operating
subsidiaries and financial transactions that do not impact air navigation charges. Commercial
services are offered globally. In contrast to the regulated business, the commercial business
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iS not subject to economic regulation. Intersegment transactions are conducted at arm's
length conditions and prices (see Note 32).

1.4 Legal framework and management organisation

In 1993, DFS was entrusted with the tasks of the Federal Administration of Air Navigation
Services (BFS) by the Federal Republic of Germany. The Headquarters of DFS are located
in Langen near Frankfurt at: Am DFS-Campus 10, 63225 Langen, Germany. The company is
registered under HRB 34977 on the Commercial Register at the Local Court in Offenbach.

The object of the company is the development, provision and execution of the air navigation
services delegated to the company by the Federal Ministry of Transport and Digital
Infrastructure (BMVI). The company can provide air navigation services in Europe as well as
carry out related sideline activities in Germany and abroad.

The sole shareholder is the Federal Republic of Germany.

The distribution of responsibilities among the Managing Directors of DFS forms the basis for
the management organisation (as at 1 January 2015).

Distribution of responsibilities among the
DFS Managing Directors

Chairman and CEO Managing Director Managing Director
Human Resources

— Labour Director —

Operations

Strategy, organisation,
international affairs

Institutional and legal affairs,
insurance, risk management,
compliance including export control

Safety and security management
systems

Internal audit, quality management

Corporate communications, public
relations, environmental issues

Finance, including taxes and
charges

General administration
Procurement

Consulting services and system
deliveries

Military affairs

Air traffic services

Airspace management

Air traffic flow management
Aeronautical information service

Communication, navigation and
surveillance services

Product/system management for
technical systems, logistics

Research and development

Technical and infrastructural facility
management

Development of ATM systems and
business and administrative
information technology

Human resources strategy

Collective bargaining (strategies and
policies)

Staff planning, human resources
management

Human resources development,
initial and continuation training,
Academy

Payroll accounting

Compensation and incentive
systems

Occupational pensions
Social and health management
Industrial safety, accident prevention

Labour law, collective bargaining law

The Board of Managing Directors is supported by an Executive Committee, which is made up
of the Managing Directors and the members of the executive management level (division
directors). At its weekly meetings, the Executive Committee discusses important corporate
issues and exchanges information.

The Supervisory Board of DFS comprises 12 members, six appointed by the Shareholder

and six elected by the employees (see Note 44.2 for the compaosition of the Supervisory
Board).
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The subsidiaries active in the commercial business are managed through the holding
company DFS IBS. It holds, manages, administers and finances its operating investments by
means of intercompany (Group) contracts, such as control agreements, profit and loss
transfer agreements and cash pool agreements. It also limits the liability of DFS to the
carrying amount of the investment of DFS IBS. The company implements the structural and
operational rules laid down by Group management by means of shareholder resolutions,
employees of DFS taking on supervisory board membership and the contractual
commitments set out in intercompany (Group) contracts. DFS executives directly manage
DFS IBS in addition to their normal duties.

In reaction to the continuing consolidation in the aviation industry and the resulting diversified
external conditions, the Board of Managing Directors has initiated further measures to adapt
and realign the structure of the Group.

1.5 Strategies and objectives

1.5 Strategic direction

To fulfil its statutory obligation, DFS is committed to delivering an outstanding level of
performance at a first-class, uncompromising safety level. The services the company
provides are tailored to the differing needs of its customers and are provided in a sustainable
manner (see declaration of conformity with The Sustainability Code at www.deutscher-
nachhaltigkeitskodex.de; in German only). As a recognised provider of air navigation
services for complex airspaces and airports, it contributes to enhancing the performance of
the air transport system, while carefully taking noise abatement needs into account, and
focuses on the four strategic dimensions of corporate culture, advanced technology, quality
leadership and relative cost leadership.

Corporate culture

DFS offers challenging, attractive and family-friendly jobs for aviation enthusiasts and
innovative people from around the world seeking the opportunity to shape the future of air
transport. Our intensive work in the HR area is strengthening both the reputation of the
company as well as the feeling of togetherness among active, former and future employees
of the company (see section 4).

Technology

The company researches, develops and employs innovative technologies. It strives to
achieve an edge in performance and knowledge over other air navigation service providers
(see section 7.2.1 RTC and drones as examples).

Quiality leadership

DFS aims to rank in the leading position in Europe in the performance areas of safety,
capacity and environment.

Relative cost leadership

Economic regulation exerts a material influence on the demand for the products and services
as well as on costs. DFS therefore supports the appropriate further development of national
and European regulation and is optimising its costs (relative cost leadership) to achieve a top
ranking among ANSPs that manage a comparable level of complexity in the central
performance area of cost efficiency (costs per controlled hour of flight).
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1.5.2 Five-point programme

The Board of Managing Directors is positioning the Group in line with its strategic direction
and defines the material objectives of the Group. It has successfully set up a five-point
programme, adapted strategic guidelines and implemented numerous projects and measures
in a targeted manner. The Board of Managing Directors constantly reviews the progress of
the programme and its compatibility with the market environment.

Air navigation services in Europe

DFS remains an independent air navigation service provider. It cooperates with its European
partners in a reliable and predictable manner while actively shaping the European
consolidation and concentration process as a strong air navigation service provider. The
company supports suitable and appropriate regulations to implement the SES objectives.

Air traffic services

DFS is optimising airspace structures and operating procedures. It is harmonising ATS
systems across Europe and introducing flexibility into the deployment of staff. Innovative and
value-producing technological solutions, concepts and knowledge deliver a competitive edge.
In its core business of en-route control services, the company is concentrating on one ATS
system line (iCAS), which allows sectorless air traffic management. The provision of
aerodrome control services is being modernised at selected aerodromes by means of the
remote tower concept. This means the provision of these services is no longer bound to a
particular physical location. The quality of all services remains exemplary in Europe and is
regularly benchmarked against the highest standards.

Increase in productivity

Since 2013, DFS has been pursuing a constant reduction in annual operating costs of
approx. 1.5 percent per year for the second reference period (until the end of 2019). The
company, in close dialogue with the employees, staff councils and trade unions affected, is
raising staff flexibility, avoiding a further increase in headcount and using natural staff
turnover to reduce staff numbers. All measures are being introduced in a socially compatible
manner. Compulsory redundancies are not planned.

Human resources

DFS is developing management structures that are fit for the future and is strengthening its
dependable and trust-based working relationships with its staff, executives and the staff
representatives.

Commercial business

DFS sees particular growth opportunities in the commercial business. It continuously
analyses and boosts its competitiveness by systematically enhancing its own potential and
acquiring new business.

The management of the Group has therefore decided to bundle its investments under the
DFS IBS holding company to the extent legally possible and economically sensible. It
transferred the operational responsibility for the training of military air traffic controllers to the
newly formed KAT and, in 2017, is also transferring the former Aeronautical Solutions
division to DFS Aviation Services (formerly TTC). It plans further expansion in those
commercial business areas directly connected with air navigation services when
opportunities arise in the market. Marketing and consulting activities are being expanded
worldwide. This expansion is being supported by the set-up of representative offices close to
customers in the promising markets of Southeast Asia and China.
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1.5.3 Financial strategy

The financial strategy of DFS promotes the financial stability of the Group and is based on
the following areas of focus:

Good to very good credit rating

Investors, business partners and employees should be able to continue to trust in the
financial stability of the company and its subsidiaries. The company secures very good
investment grade ratings in combination with its Shareholder (see section 2.4.3.1).

Adequate liquidity

Until mid-2017, the company will keep an operational reserve of €160 million to be able to
react flexibly to changing conditions in its environment. Afterwards, because of the low
interest rate environment, the company will maintain its room to act over the near term by
issuing attractively priced commercial paper (short-term) and using demand deposits (short-
term). This will allow the company to react flexibly to changes in its environment at all times.
The very good investment rating requires adequate liquidity safeguarded by fund assets not
protected against insolvency.

Adequate capital structure and equity ratio

Measures are being taken to continuously strengthen the capital structure and equity ratio.
The negative impact on the equity as defined under International Financial Reporting
Standards (IFRS) stemming from the revised standard on the recognition of long-term
employee benefits (see Note 26.8) from the 2013 business year will be reduced step by step
over the following three reference periods by being considered in the air navigation charges.
DFS will continue to maintain the equity ratio shown in 'adjusted equity’ (see Note 37) of
around 23.8 percent and to progress towards a fully funded status for occupational pensions
in a step-by-step manner.

Low debt and unencumbered assets

The infrastructure of the company is unencumbered and remains the property of the
company. This creates a stable asset base that is in essence freely available.

Ability to pay a dividend

The Group is currently focusing on the provision of cost-effective air navigation services that
ensure the capital provided by the Shareholder earns an adequate return. As a conseguence
of the strict regulation the core business is subject to, the Group lacks the classical long-term
value-based indicators that would allow an alignment with long-term success and
performance indicators. Nevertheless, the targeted expansion of the commercial business
will gradually result in the increasing importance of market value for the company.

Risk management system

A modern risk management system supports the planning and control of financial risks in a
consistent manner (see section 6.2.2.1).

17



Group management report 2016

1.6 Corporate management

When managing the Group, the Board of Managing Directors differentiates between the
regulated business and the commercial business as required by law
(Transparenzrichtliniengesetz, TranspRLG).

Regulated business

The management of this business is aligned with the regulatory environment, the strategic
dimensions and objectives, the requirements of the regulated business, the organisational
structure as well as the five-point programme. The planning and control process identifies
suitable measures, embeds them in the yearly rolling five-year plan and continuously
monitors the divisions.

Performance and cost objectives as well as the internal requirements stemming from the
five-point programme determine the demands placed on the individual divisions.

The achievement of these objectives and goals is measured by means of planned/actual
comparisons which are carried out both on a regular basis and as needed (monthly, yearly
and ad hoc). Achievement is monitored and reported at a corporate, divisional and product
level. A system of financial indicators has been developed. These indicators are primarily
based on IFRS and are used for budgeting. Requirements for operating costs are determined
for the divisions and laid down using the following format:

Operating costs

Staff costs

+ Other operating expenses (e.g. material costs)

+ Depreciation and amortisation

= Primary costs

+ Charges from internal cost allocation

- Income from internal cost allocation

= Operating costs

Planning and control also uses non-monetary indicators, such as the analysis of the traffic
forecast, in addition to financial metrics on cost-efficiency. As regards non-monetary
indicators, DFS constantly measures indicators for the key performance areas of safety, ATC
capacity and the environment, such as infringements of separation, punctuality indicators
and horizontal flight efficiency.

Commercial business

The commercial business is materially influenced by the competitive environment in which it
operates. Planning and control is carried out by setting targets for contribution margin and
return on sales, whereby a positive contribution to earnings should be generated.

The operating subsidiaries should generate a profit before tax typical for the industry and
transfer profits to the parent.
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1.7 Research and development

German airspace demands a particularly well-performing air navigation service provider over
the long term as this airspace is extremely busy and complex in international comparison.
Technological and operational innovations represent an important means of managing the
growing cost pressure, the increasing requirements as regards environmental sustainability
and the rise in air traffic predicted in all forecasts for the medium term. These issues must all
be managed while maintaining an unrestricted safety level. Therefore, DFS has been
involved in international and national research projects for many years. It concentrates on
applied research which leads to new products, procedures and working methods and follows
the path from invention to innovation.

The most prominent project at international level is the SESAR project (Single European Sky
Air Traffic Management Research), which encompasses all areas of air navigation services.
It is organised within the scope of the SESAR Joint Undertaking, which DFS joined as an
active member in June 2009, along with other leading organisations (air navigation service
providers, airspace users, airports and manufacturers).

National activities focus on regional challenges, such as the optimisation of flight routes for
overflights and the operation of busy airports, such as those in Frankfurt and Munich
(including their arrival and departure procedures). DFS conducts real-time and fast-time
simulations, tests new key technologies and subsequently develops the air traffic control
software and suitable simulators. Within the scope of the German aeronautical research
programme sponsored by the Federal Ministry for Economic Affairs and Energy (BMWi) with
its technology line of funding for safe, efficient and sustainable aviation processes and flight
guidance, DFS was able to once again position itself as consortium project manager. The
goal is to work jointly with German partners from research and industry to improve the
starting basis for later international activities.

DFS promotes the development of innovations. These curren