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Southwest Airlines (LUV): 

Southwest Airlines (LUV) is the largest carrier of US domestic passengers and has enjoyed almost half a 

century of straight profitable years amid the airline industry’s ups and downs.  The airline employs a single 

aircraft type, the Boeing 737 and offers first-come, first-served seating.  Sticking with what has worked, the 

company has expanded its low-cost, no-frills, and no-reserved-seats approach to air travel throughout North 

America, Mexico, and the Caribbean to serve more than 100 destinations.  Southwest’s fleet numbers around 

750 Boeing 737s.   

 

Air Traffic: 

Prior to pandemic, air traffic in the US was robust as passenger growth hovered around 3% annual growth 

pending on the monthly comparison.  The main take away is that regardless of which month one chooses to 

compare growth had been positive.  This increase in air travel is a net benefit for the industry over the past 3 

years and had set the stage for continued growth prior to COVID-19.   

 
Post Covid-19, most metrics indicate that air travel is down ~95%.  In addition, the premium airline industry 

has cut 71% of their capacity to limit the expense drag.  All the while, it is reported that of the flights taking 

place only 1 out of 10 seats are occupied.  This raises the question of how long will it take airlines to return to 

100% capacity, plus travelers willingness to get on a plane. 

 

History unfortunately provides the example of 9/11 and other outbreaks to give an idea on how long it will 

take air travel to return to normal.  The Bureau of Transportation Statistics highlighted that it took the 

domestic airline market 3 years to return to traffic levels seen prior to 9/11.  International travel took even 

longer as air traffic restrictions were lifted domestically before international travel got back up to speed.   

 

Previous disease outbreaks: Ebola, SARS, Zika, MERS, etc. had little to no effect on domestic air travel.  

International air travel saw some weakness from the cited outbreaks, but the geographic locations were 

predominantly in emerging portions of the world.  Thus, air travel and tourism were not a huge portion of the 

local economy.  Given this is the first pandemic in modern times according to WHO, COVID-19 has spread to 

both emerging and developed economies.  The future of the airline industry is murky at best, but given the 

international travel restrictions it seems fair to say this will be one of the last restrictions lifted.   

 

This sets the stage that airline travel will remain weak for some time, but all else equal domestic air travel will 

comeback faster than international air travel.  LUV is the largest domestic airline with 95% of flights confined 
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to the US.  The remaining 5% is semi-domestic as all flights remain in North America.  The largest 

international carriers: Delta Airlines, United Airlines, and American Airlines all have exposure to an 

international industry that will most likely trail the domestic market in terms of recovery. 

Passenger Costs, Utilization, and Breakevens 

The general trend in the airline industry has been to cram more and more seats onto a given plane.  Planes 

are often categorized as wide-body (two aisles) and narrow-body (single aisle).    In addition, the costs that go 

into a plane can be broken up into the following categories: 

 Salaries & Fringe Benefits – General management, flight personnel, maintenance labor, and aircraft 

handling. 

 Materials – Fuel, maintenance repairs, and passenger food. 

 Services – Advertising, insurance, commissions, and promotions. 

 Additional Fees – Landing fees, leases, and depreciation. 

The International Civil Aviation Organization (ICAO) highlighted that all else equal a larger aircraft should 

have the highest flight operating cost per hour.  This high cost per hour also comes with the added benefit of 

a much higher scale potential as the number of seats on a wide body plane are more than a narrow body.   

The idea of cost and scale highlight the main economic difference between wide and narrow body aircraft.  

Narrow body aircraft are not nearly as costly to run and have much less overhead, but wide body has a much 

larger potential to achieve significant scale.  From an investment standpoint it could be thought that a narrow 

body plane has a much more narrow dispersion of outcomes whereas a wide body plane has a much larger 

dispersion of outcomes.   

This data becomes even more apparent when analyzing the metrics of the transportation industry.   

 Available Seat Miles (ASM) – the number of seats available multiplied by the number of miles flown. 

 Revenue Passenger Miles (RPM) – the number of passengers multiplied by the number of miles 

flown.   

Mathematically speaking RPM divided by ASM will equal 100% if every seat is full.  In other words, this ratio 

can be viewed as a utilization measure. 

RPM/ASM  2019 2018 2017 2016 2015 2014 

American Airlines 56.7% 54.9% 54.9% 55.7% 56.6% 55.8% 

Delta Airlines 54.9% 17.7% 53.1% 51.9% 51.2% 50.2% 

United Airlines 48.3% 48.3% 47.4% 46.8% 37.3% 32.5% 

              

Southwest Airlines 108.3% 83.4% 83.9% 84.0% 83.6% 82.5% 

JetBlue Airways 84.0% 110.7% 84.3% 85.1% 84.7% 84.0% 

Alaska Air 84.1% 83.7% 84.3% 84.3% 84.1% 92.1% 

Hawaiian Holdings 86.6% 85.3% 85.8% 84.3% 81.6% 81.5% 

Spirit Airlines 84.4% 83.9% 83.1% 84.7% 84.7% 86.6% 

Total 64.2% 42.5% 61.1% 60.5% 57.7% 54.9% 

International carriers American, Delta, and United have perpetually exhibited less utilization than smaller 

carriers who tend to focus on domestic travel.   
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The last thing to compare across airlines is the overall fleet quality.  Defining quality is subjective at best, but 

this will breakout each airlines load breakeven along with the age/size of it’s commercial fleet.   

An additional term to understand is that of a load factor, which is just a more macro perspective of 

RPM/ASM.  The difference being that the numerator and denominator now incorporate the number of 

planes in a given firm’s fleet.   

     

Once again the more domestic centric airlines come out ahead as the current load compared to the break 

even load factor (spread) is greater than the international airlines.  Thus, whether one wants to incorporate 

fixed overhead, RPM/ASM, or load factors the domestic airlines are more efficient and have a lower bar to 

clear to achieve efficiency.   

The last thing to consider in terms of quality is the overall makeup of an airline’s fleet. 

 

As would be expected small domestic airlines not only have less airplanes, but less types of planes.  However, 

LUV has the largest domestic centric fleet and one of the highest load spreads.  All this data goes to show 

that LUV not only operates a lower cost fleet, but does so by incorporating more planes than it’s domestic 

peers all the while exhibiting high utilization, high efficiency, and little international exposure.       

Debt, Pensions, and Leases: 

Following the pillars that domestic air travel is set to comeback before international and domestic carriers 

have perpetually been more efficient with higher load spreads, the last question to answer is that of airline 

obligations.  The industry is defined by large purchases, high pension costs, and complicated leases.  In 

addition, the tangible assets of the airlines have permitted the firms to issue a significant amount of debt.  

This characterization of large capital expenditures along with elevated debt profiles is one of the many 

reasons the airline industry in general has depreciated more than most other areas of the economy.   

12/31/2019 American Airlines Delta Airlines United Airlines Southwest Airlines JetBlue Airways Alaska Air Hawaiian Holdings Spirit Airlines

Break Even Load 86.0% 82.5% 82.6% 78.3% 78.7% 80.1% 83.3% 73.3%

Current Load 84.6% 86.3% 84.0% 83.5% 84.0% 84.1% 86.6% 84.4%

Spread -1.4% 3.8% 1.4% 5.2% 5.3% 4.0% 3.3% 11.1%

Fleet Breakdown American Airlines Delta Airlines United Airlines Southwest Airlines JetBlue Airways Alaska Air Hawaiian Holdings Spirit Airlines

Size 1,547 1,340 1,372 747 259 332 68 145

Types 15 22 22 4 4 N/A 4 N/A

Average Age 11 15 16 12 11 8 43 N/A
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The first thing to analyze is do airlines have the amount of cash to cover the near-term obligations that will 

come due in 2020 and 2021.  Fortunately, all airlines have met this threshold with the smaller carriers 

exhibiting a slightly more conservative profile.  The next thing to analyze is the overall capital structure 

relative to the amount of earnings before interest, taxes, depreciation, and amortization (EBITDA).  This is 

where LUV truly stands out to its peers exhibiting the least amount of leverage for the entire industry.   

Another aspect to determine is the debt composition.  If an airline defaults on a lease there is a chance the 

plane maker can repossess the airplane and limit the airline’s ability to service any flights.  This would not 

only cause consternation at the terminal, but force the airline to take on incremental costs to realign their 

fleet.  Obviously, this cost would come at a horrible time given the status of the airline industry in general.  

However, once again, LUV stands out for not only having the least amount of leverage, but also the lowest 

exposure to leases.   

 Circling back to the main themes of the industry: 

 Domestic travel is most likely to comeback sooner than international travel. 

 Small/domestic carriers operate with less overhead (narrow body planes). 

 Small/domestic carriers operate at a higher utilization and spread.   

 Small/domestic have less leverage on average. 

American Airlines Delta Airlines United Airlines Southwest Airlines JetBlue Airways Alaska Air Hawaiian Holdings Spirit Airlines

Cash $3,576 $9,467 $10,221 $7,545 $1,799 $2,125 $815 $1,084

2020 Debt $838 $526 $919 $540 $36 $0 $11 $189

Coverage 4.3x 18.0x 11.1x 14.0x 50.0x -- 74.1x 5.7x

2021 Debt $2,709 $4,683 $3,961 $3,403 $1,031 $675 $49 $54

Coverage 1.0x 1.8x 2.1x 1.9x 1.7x 3.1x 13.6x 4.5x

Debt Breakdown

Debt $24,433 $19,340 $22,253 $7,083 $3,217 $2,262 $817 $2,299

Leases $8,991 $7,131 $6,176 $1,266 $800 $1,641 $734 $1,396

Pension $6,107 $8,285 $2,289 $294 $0 $571 $200 $0

Total $39,531 $34,756 $30,718 $8,643 $4,017 $4,474 $1,751 $3,694

EBITDA (2019) $8,051 $10,212 $7,905 $4,350 $1,500 $1,849 $602 $924

Leverage 4.9x 3.4x 3.9x 2.0x 2.7x 2.4x 2.9x 4.0x

Drawdown (YTD) -68.47% -66.60% -76.61% -55.50% -58.33% -62.21% -60.95% -79.74%
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All these themes indicate a small/domestic carrier while feeling the pain of the pandemic is in a much better 

position to not only weather the storm, but be the first to see a pickup in air traffic.  These small/domestic 

carriers also have a lower breakeven so that whatever the “new normal” looks like these carriers do not need 

to fit as many people on a plane to make a net profit.   

Equity & Fundamental Analysis: 
 

LUV has the cleanest dirty shirt in the airline industry given the host of parameters discussed above.  

However, the focus is now on whether the price has depreciated to such a point that the market has 

overreacted.     

 

David Calhoun, the CEO of Boeing (BA) stated “that it could take 5 years for airlines to experience growth 

again.”  Calhoun goes on to say, “unless a vaccine is developed soon and widely distributed, it will take about 

three years to slowly crawl back to the traffic levels the industry experienced in 2019.”  COVID-19 has torn 

apart the airline industry as traffic is down ~95%.  Given those parameters the forecast of LUV’s revenue will 

not reach its 2019 level until 2023 and even after that will only return to it’s long term growth rate of ~3.8%.   

LUV is on the hook for purchase of 249 737MAX airplanes.  The price tag of the 737MAX is ~$$122M, which 

translates into a little over $3B of CAPEX for LUV.  Fortunately, management has gotten lucky in two regards 

around the 737MAX. 

 The issues being experienced by the 737MAX has presented LUV with the ability to cancel their 

order and at the very least argue for a significant discount from the initial purchase price.  This 

would result in less CAPEX and ultimately raise free cash flow (FCF). 

 One of the main draws of the 737MAX was it’s fuel efficiency.  Fortunately for LUV and other 

airlines the price of jet fuel has fallen by 65% over the past five years.  Thus, the main benefit of 

the 737MAX is already being felt by the industry at large. 

Product Projections

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Revenue $18,605 $19,820 $20,425 $21,146 $21,965 $22,428 $11,775 $16,956 $20,369 $22,433 $23,585

  Passenger $17,658 $18,299 $18,594 $19,763 $20,455 $20,776 $10,907 $15,707 $18,848 $20,733 $21,769

  Other $772 $1,170 $1,660 $1,210 $1,335 $1,480 $777 $1,119 $1,365 $1,529 $1,636

  Freight $175 $351 $171 $173 $175 $172 $90 $130 $156 $172 $179

Market Share

  Passenger 94.91% 92.33% 91.04% 93.46% 93.13% 92.63% 92.63% 92.63% 92.53% 92.42% 92.30%

  Other 4.37% 6.39% 8.93% 6.12% 6.53% 7.12% 7.12% 7.12% 7.24% 7.37% 7.51%

  Freight 0.94% 1.77% 0.84% 0.82% 0.80% 0.77% 0.77% 0.77% 0.77% 0.77% 0.76%

Growth Rates

Revenue -19.78% 6.53% 3.05% 3.53% 3.87% 2.11% -47.50% 44.00% 20.13% 10.13% 5.13%

  Passenger 14.90% 3.63% 1.61% 6.29% 3.50% 1.57% -47.50% 44.00% 20.00% 10.00% 5.00%

  Other -94.98% 51.55% 41.88% -27.11% 10.33% 10.86% -47.50% 44.00% 22.00% 12.00% 7.00%

  Freight -93.49% 100.57% -51.28% 1.17% 1.16% -1.71% -47.50% 44.00% 20.00% 10.00% 4.50%

CAPEX -$1,727 -$1,913 -$2,272 -$2,408 -$2,038 -$303 -$883 -$1,865 -$2,037 -$2,019 -$2,123

Depreciation $938 $1,015 $1,221 $1,218 $1,201 $1,219 $1,258 $1,287 $1,324 $1,353 $1,380

Sales/CAPEX 9.28% 9.65% 11.12% 11.39% 9.28% 1.35% 7.50% 11.00% 10.00% 9.00% 9.00%

CAPEX/Depreciation 54.31% 53.06% 53.74% 50.58% 58.93% 402.31% 142.50% 69.00% 65.00% 67.00% 65.00%

Historic Projection
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 These two factors provide LUV management with the flexibility to enjoy lower jet fuel prices all the while 

deciding if they will receive the 737MAX.  This financial flexibility is invaluable at a time when cash flow has 

plummeted on the back of little air traffic. 

 

While revenue will effectively be cut in half from it’s 2019 level, expenses will not fall at that pace.  

Management has taken steps to lower expenses and will see a meaningful decline, however, it will not be 

enough to offset the revenue lost.  LUV is expected to lose over $3.4B in terms of income assuming air traffic 

makes a sluggish comeback in the back half of 2020.   

 

 

 

 

 

 

 

Income Statement

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Revenue $18,605 $19,820 $20,425 $21,146 $21,965 $22,428 $11,775 $16,956 $20,369 $22,433 $23,585

Cost of Goods $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0

Gross Revenue $18,605 $19,820 $20,425 $21,146 $21,965 $22,428 $11,775 $16,956 $20,369 $22,433 $23,585
  Gross Margin 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 100.00%

SG & A $0 $0 $0 $224 $215 $212 $147 $170 $204 $224 $259

R & D $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0

Other Operating $15,027 $14,412 $15,244 $16,201 $17,368 $18,040 $13,541 $13,988 $16,804 $18,171 $18,632

EBITDA $3,578 $5,408 $5,181 $4,721 $4,382 $4,176 ($1,913) $2,798 $3,361 $4,038 $4,693
  EBITDA Margin 19.23% 27.29% 25.37% 22.33% 19.95% 18.62% -16.25% 16.50% 16.50% 18.00% 19.90%

Depreciation & Amoritization $938 $1,015 $1,221 $1,218 $1,201 $1,219 $1,258 $1,287 $1,324 $1,353 $1,380

EBIT $2,640 $4,393 $3,960 $3,503 $3,181 $2,957 -$3,172 $1,511 $2,037 $2,685 $3,314
  EBIT Margin 14.19% 22.16% 19.39% 16.57% 14.48% 13.18% -26.94% 8.91% 10.00% 11.97% 14.05%

Interest Expense $100 $81 $51 $30 $24 -$8 $180 $108 $74 $64 $20

Other Abnomral Losses $724 $833 $362 $208 -$7 $8 $78 $78 $78 $78 $78

EBT $1,816 $3,479 $3,547 $3,265 $3,164 $2,957 -$3,430 $1,325 $1,885 $2,544 $3,215

Tax Expense $680 $1,298 $1,303 ($92) $699 $657 $0 $0 $0 $534 $675

Net Income $1,136 $2,181 $2,244 $3,357 $2,465 $2,300 ($3,430) $1,325 $1,885 $2,010 $2,540

SG & A Expense (% Sales) 0.00% 0.00% 0.00% 1.06% 0.98% 0.95% 1.25% 1.00% 1.00% 1.00% 1.10%

R & D Expense (% Sales) 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

R & D Expense (% Sales) 80.77% 72.71% 74.63% 76.61% 79.07% 80.44% 115.00% 82.50% 82.50% 81.00% 79.00%

Effective Tax Rate (% EBT) 37.44% 37.31% 36.74% -2.82% 22.09% 22.22% 0.00% 0.00% 0.00% 21.00% 21.00%

Historic Projection
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Cash Flow Statement

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

EBIT $2,640 $4,393 $3,960 $3,503 $3,181 $2,957 -$3,172 $1,511 $2,037 $2,685 $3,314

Tax Expense (-) 21% $680 $1,298 $1,303 -$92 $699 $657 $0 $0 $0 $534 $675

Depreciation, Amoritization & Provision (+) $938 $1,015 $1,221 $1,218 $1,201 $1,219 $1,258 $1,287 $1,324 $1,353 $1,380

Change in Net Working Capital (-) -$828 -$42 -$828 $646 -$1,227 -$468 $1,000 $200 -$650 -$900 -$1,250

Capital Expenditures (+) -$1,727 -$1,913 -$2,272 -$2,408 -$2,038 -$303 -$883 -$1,865 -$2,037 -$2,019 -$2,123

Operating Cash Flow $1,999 $2,239 $2,434 $1,759 $2,872 $3,684 -$3,796 $733 $1,974 $2,385 $3,146

Outstanding Debt: Principal Payments Year Size (M)

1st Lien Revolver Due Oct. 31, 2026  2026 4,500 $4,500 $2,833 $1,167 $167 $167

Sr. Unsecured Due Nov. 5, 2020  2020 540 $540 $0 $0 $0 $0

Sr. Unsecured Due Nov. 16, 2022  2022 460 $460 $460 $460 $0 $0

Sr. Unsecured Due May 4, 2023  2023 760 $760 $760 $760 $380 $0

Sr. Unsecured Due May 4, 2025  2025 3,560 $3,560 $3,560 $3,560 $3,560 $3,560

Sr. Unsecured Due Nov. 15, 2026  2026 325 $325 $325 $325 $325 $325

Sr. Unsecured Due Nov. 16, 2027  2027 400 $400 $400 $400 $400 $400

Sr. Unsecured Due After 2029  2029 500 $500 $500 $500 $500 $500

New Debt: Issuance 10 Tenor:

Sr. Unsecured Due 2030 1 0 $0 $0 $0 $0 $0

Sr. Unsecured Due 2031 2 2,118 $2,118 $2,118 $2,118 $2,118

Sr. Unsecured Due 2032 3 0 $0 $0 $0

Sr. Unsecured Due 2033 4 0 $0 $0

Sr. Unsecured Due 2034 5 0 $0

Sr. Unsecured Due 2035 6 0

Sr. Unsecured Due 2036 7 0

Sr. Unsecured Due 2037 8 0

Sr. Unsecured Due 2038 9 0

Sr. Unsecured Due 2039 10 0

$0 $2,118 $2,118 $2,118 $2,118

Total Debt $11,045 $10,956 $9,290 $7,450 $7,070

Outstanding Debt: Interest Payments Coupon

1st Lien Revolver Due Oct. 31, 2026 2.40% 4,500 $108 $68 $28 $4 $4

Sr. Unsecured Due Nov. 5, 2020 2.88% 540 $16 $0 $0 $0 $0

Sr. Unsecured Due Nov. 16, 2022 2.88% 460 $13 $13 $13 $0 $0

Sr. Unsecured Due May 4, 2023 4.75% 760 $36 $36 $36 $18 $0

Sr. Unsecured Due May 4, 2025 2.88% 3,560 $102 $102 $102 $102 $102

Sr. Unsecured Due Nov. 15, 2026 3.00% 325 $10 $10 $10 $10 $10

Sr. Unsecured Due Nov. 16, 2027 4.50% 400 $18 $18 $18 $18 $18

Sr. Unsecured Due After 2029 2.63% 500 $13 $13 $13 $13 $13

New Debt Interest Payments Year

Sr. Unsecured Due 1 0.00% 0 $0 $0 $0 $0 $0

Sr. Unsecured Due 2 5.50% 2,118 $110 $110 $110 $110

Sr. Unsecured Due 3 6.13% 0 $0 $0 $0

Sr. Unsecured Due 4 6.50% 0 $0 $0

Sr. Unsecured Due 5 6.75% 0 $0

Sr. Unsecured Due 6 7.13% 0

Sr. Unsecured Due 7 0.00% 0

Sr. Unsecured Due 8 0.00% 0

Sr. Unsecured Due 9 0.00% 0

Sr. Unsecured Due 10 0.00% 0

Current Total Interest Expense $100 $81 $51 $30 $24 ($8) $91 $86 $71 $65 $22

Debt Tax Shield (35%) 21% $21 $17 $11 $6 $5 ($2) $19 $18 $15 $14 $5

Free Cash Flow $1,920 $2,175 $2,394 $1,735 $2,853 $3,690 ($3,868) $665 $1,918 $2,334 $3,128

Base Total Interest Expense $100 $81 $51 $30 $24 ($8) $91 $196 $181 $175 $132

Potential Debt Tax Shield (35%) 21% $21 $17 $11 $6 $5 ($2) $19 $41 $38 $37 $28

Base Free Cash Flow $1,920 $2,175 $2,394 $1,735 $2,853 $3,690 ($3,868) $578 $1,831 $2,247 $3,041

Dividend $0.00/Share $0 $0 $0 $0 $0

Share Repurchase $0 $0 $0 $0 $0

Non-Guaranteed Equity Payments $0 $0 $0 $0 $0

Maturity Schedule

1st Lien Revolver Due Oct. 31, 2026 4,500 $0 $3,333 $1,000 $0 $0

Sr. Unsecured Due Nov. 5, 2020 540 $540 $0 $0 $0 $0

Sr. Unsecured Due Nov. 16, 2022 460 $0 $0 $460 $0 $0

Sr. Unsecured Due May 4, 2023 760 $0 $0 $0 $760 $0

Sr. Unsecured Due May 4, 2025 3,560 $0 $0 $0 $0 $0

Sr. Unsecured Due Nov. 15, 2026 325 $0 $0 $0 $0 $0

Sr. Unsecured Due Nov. 16, 2027 400 $0 $0 $0 $0 $0

Sr. Unsecured Due After 2029 500 $0 $0 $0 $0 $0

Retired Debt $540 $3,333 $1,460 $760 $0

FCF - Obligations and Non-Guaranteed ($3,868) $578 $1,831 $2,247 $3,041

Debt Retirement Cash Limit $540 $3,333 $1,460 $760 $0

Cash Balance $7,545 $2,500 $3,137 $2,500 $2,871 $4,358 $7,399

Base Capital Raise $0 $2,118 $0 $0 $0

EBITDA/Interest Expense 45.2x         79.3x         125.5x       198.0x       232.6x     (674.4)x  (7.2)x       47.7x        66.4x        82.6x        273.2x      

EBITDA/Interest Expense* 45.2x         79.3x         125.5x       198.0x       232.6x     (674.4)x  (7.2)x       20.9x        25.9x        30.8x        45.9x        

(EBITDA - CAPEX)/Interest Expense 27.9x         55.7x         81.0x         117.7x       147.7x     (636.5)x  (16.9)x    25.9x        37.5x        51.6x        177.7x      

(EBITDA - CAPEX)/Interest Expense* 27.9x         55.7x         81.0x         117.7x       147.7x     (636.5)x  (16.9)x    11.4x        14.7x        19.2x        29.9x        

Total Debt/EBITDA 0.0x            0.0x            0.0x            0.0x            0.1x          0.0x          (0.3)x       0.2x          0.1x          0.1x          0.1x          

Total Debt/EBITDA* 0.0x          (0.3)x       0.9x          0.8x          0.6x          0.6x          

*Includes Capital Raising and Acquisitions

ProjectionsHistoric
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The projection of revenue, expenses, working capital, and CAPEX yield the result that LUV will need to raise 

another $2B by the end of 2021.  This is overall a net positive as the projection includes a cash buffer of 

$2.5B.  In other words, if the airline industry remains in dire straits by the end of 2021 LUV not only has the 

cash flow to get through that period, but the ability to avoid any incremental debt issuance if so desired.   

 

The idiosyncratic spread was increased to a historically high level to reflect COVID-19.  This not only raises the 

cost of debt for the firm, but creates a very conservative base case.  In addition, the resulting interest rate 

spread is reflective of a less than stable environment for the foreseeable future.  Both of these inputs not 

only create a conservative base case, but highlight the rising cost of debt LUV will face over the next 5 years. 

 

Interest Rate Projections 2020 2021 2022 2023 2024

3MO ICE LIBOR 0.25% 0.25% 0.50% 1.00% 1.25% 1.50%

Spread (+) 1.00% 1.25% 1.50% 2.00% 2.25% 2.50%

2-Year Treasury 0.75% 0.50% 1.00% 1.25% 1.50% 1.63%

Spread (+) 2.00% 2.50% 3.00% 3.25% 3.50% 3.63%

5-Year Treasury 1.00% 0.75% 1.25% 1.50% 1.63% 1.75%

Spread (+) 3.00% 3.75% 4.25% 4.50% 4.63% 4.75%

7-Year Treasury 1.13% 0.88% 1.38% 1.75% 1.88% 2.13%

Spread (+) 4.00% 4.88% 5.38% 5.75% 5.88% 6.13%

10-Year Treasury 1.25% 1.00% 1.63% 2.00% 2.25% 2.63%

Spread (+) 4.50% 5.50% 6.13% 6.50% 6.75% 7.13%

30-Year Treasury 1.75% 1.50% 2.13% 2.63% 3.00% 3.50%

Spread (+) 5.00% 6.50% 7.13% 7.63% 8.00% 8.50%

Dynamic Cost of Capital Projections 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Total Debt $2,692 $3,210 $4,002 $3,668 $3,377 $3,996

Total Preferred $0 $0 $0 $0 $0 $0

Total Equity $28,591 $27,886 $30,660 $36,168 $25,685 $28,019

Debt Weight 8.61% 10.32% 11.55% 9.21% 11.62% 12.48% 40.00% 25.00% 20.00% 17.50% 16.00%

Preferred Weight 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

Equity Weight 91.39% 89.68% 88.45% 90.79% 88.38% 87.52% 60.00% 75.00% 80.00% 82.50% 84.00%

Equity Beta 1.22x 1.22x 1.22x 1.22x 1.22x

Debt Beta 0.10x 0.10x 0.10x 0.10x 0.10x

Preferred Beta 0.20x 0.20x 0.20x 0.20x 0.20x

Asset Beta 0.77x 0.94x 1.00x 1.02x 1.04x

Risk Free Rate 0.25% 0.50% 1.00% 1.25% 1.50%

Perpetual Risk Free Rate 1.50% 2.13% 2.63% 3.00% 3.50%

Expected Market Return 3.00% 4.50% 5.13% 5.63% 6.00% 6.50%

Idiosyncratic Spread 4.75% 4.75% 4.75% 4.75% 4.75% 4.75%

Cost of Capital 7.32% 8.07% 8.74% 9.07% 9.37%

Adjusted Present Value

Equity SnapShot 5YR CAGR

Growth 3.00% 3.81% $48.49 7.30% 7.55% 7.80% 8.05% 8.30% 8.55% 8.80% 9.05% 9.30%

Discount 8.30% 2.00% $47.85 $44.99 $42.38 $39.98 $37.77 $35.74 $33.85 $32.10 $30.46

2.25% $51.15 $48.00 $45.14 $42.52 $40.12 $37.91 $35.86 $33.97 $32.21

Time 1 2 3 4 5 2.50% $54.80 $51.31 $48.16 $45.29 $42.66 $40.25 $38.04 $35.99 $34.09

Discount Factor 0.9318325 0.85624 0.777795 0.706577 0.638965 2.75% $58.85 $54.97 $51.48 $48.31 $45.43 $42.80 $40.39 $38.17 $36.11

Free Cash Flow -$3,868 $578 $1,831 $2,247 $3,041 3.00% $63.37 $59.03 $55.14 $51.64 $48.47 $45.58 $42.95 $40.53 $38.30

Discounted FCF -$3,605 $495 $1,424 $1,587 $1,943 3.25% $68.45 $63.56 $59.21 $55.32 $51.80 $48.62 $45.73 $43.09 $40.66

Terminal Value $37,779 3.50% $74.20 $68.65 $63.75 $59.39 $55.49 $51.97 $48.78 $45.88 $43.23

3.75% $80.75 $74.41 $68.86 $63.95 $59.57 $55.66 $52.13 $48.94 $46.03

Enterprise Value $39,625 L/Con/Pen 4.00% $88.30 $80.99 $74.63 $69.06 $64.14 $59.76 $55.83 $52.29 $49.09

Outstanding Debt $11,045 $12,605

Equity Value $28,580 $27,020 95.34%

Shares Outstanding 589.4 641.4 (10.0)x     

Share Price $48.49 $42.13 49.60%

Current Share Price $24.05

Sensitivity Analysis

Upside/Downside Capture

U/D Capture

FV Discount

Terminal 

Weight
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Bringing all the projections together yields a price tag of $48.49/share for LUV.  The sensitivity analysis 

highlights a worst case scenario of $30.46/share and a best case scenario of $88.30/share.  Lastly, given the 

current share price of LUV, the base case implies a little over 100% return. 

Before concluding there are additional tailwinds that will benefit management.  It must be stated the 

objective evidence to back up these claims is hard to come by, but the overall concepts are positive for LUV. 

 The CARES Act provided financial aid to the airline industry.  LUV will receive $3.2B consisting of 

$2.3B of payroll grants as a well as a $1B 10YR loan.  This support prohibits management from 

laying off workers through Sept. 30, 2020, as well as suspending all share repurchases and 

dividends through Sept. 30, 2021.  This influx of cash was not considered given management has 

not received the cash.  Nonetheless, this cash only improves the liquidity of the firm. 

 Regional vs. International Airports:  LUV is found at regional airports, which tend to carry lower 

gate fees for the airlines versus international airports.  In addition, regional airports are smaller 

and will most likely see travelers return quicker than large international airports. 

Conclusion: 

Southwest Airlines exhibits the cleanest dirty shirt in the airline industry.  This is summed up with their 

domestic exposure, narrow body planes, high utilization, low breakeven load factor, low lease exposure, and 

strong liquidity position.  The biggest negative against the firm (outside of the industry headwinds) is the 

737MAX.  However, as previously stated BA’s misstep will ultimately yield management an opportunity.  This 

opportunity will result in less CAPEX or purchasing more fuel-efficient planes. 

The unknown nature of the airline industry demanded a conservative base case in terms of evaluating the 

firm’s share price.  Despite this conservative base case, LUV offers significant upside with the worst case 

more than priced into shares.  Obviously, the US could open, and hotspots develop that overwhelm the 

healthcare system, but this headwind would not discriminate against any firm.   

The US government’s financial aid as well as the LUV’s exposure to regional airports is the cherry on top.  The 

CARES Act sunk $25B into airlines and ultimately highlights that the government cannot allow this industry to 

go under.  No politician wants to explain to his/her base that $25B went into the airline industry only for the 

airline industry to go under.  

If you have any questions, please do not hesitate to ask. 

Respectfully 

Kenny Blickenstaff, CFA 

CEO, Titan Investment Mgmt. LLC 
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Disclosures: 

Titan Investment Management LLC is a registered investment adviser.  Information presented is for educational 

purposes only and does not intend to make an offer or solicitation for the sale or purchase of any specific 
securities, investments, or investment strategies.  Investments involve risk and unless otherwise stated, are not 

guaranteed.  Be sure to first consult with a qualified financial adviser and/or tax professional before implementing 

any strategy discussed herein. Past performance is not indicative of future performance. 

 

Backtested Performance Disclosure Statement 
Backtested performance is NOT an indicator of future actual results. There are limitations inherent in hypothetical 

results particularly that the performance results do not represent the results of actual trading using client assets, 
but were achieved by means of retroactive application of a backtested model that was designed with the benefit of 

hindsight. The results reflect performance of a strategy not historically offered to investors and do NOT represent 
returns that any investor actually attained. Backtested results are calculated by the retroactive application of a 

model constructed on the basis of historical data and based on assumptions integral to the model which may or 
may not be testable and are subject to losses. 

 
Backtested performance is developed with the benefit of hindsight and has inherent limitations.  
  
Specifically, backtested results do not reflect actual trading, or the effect of material economic and market factors 

on the decision making process, or the skill of the adviser. Since trades have not actually been executed, results 
may have under- or over-compensated for the impact, if any, of certain market factors, such as lack of liquidity, 

and may not reflect the impact that certain economic or market factors may have had on the decision-making 
process. Further, backtesting allows the security selection methodology to be adjusted until past returns are 

maximized. Actual performance may differ significantly from backtested performance. 

 
Model portfolio performance is not shown net of the model advisory fee of 1.00% the average fee charged by Titan 
Investment Management LLC, and gross of trading costs based on our Custodian TD Ameritrade. Performance does 

not reflect the deduction of other fees or expenses, including but not limited to brokerage fees, custodial fees and 
fees and expenses charged by mutual funds and other investment companies. Performance results shown include 

the reinvestment of dividends and interest on cash balances where applicable. The data used to calculate the 
model performance was obtained from sources deemed reliable and then organized and presented by Titan 

Investment Management LLC. 

 

 


