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1. COMPANY OVERVIEW 

Founded in 1967, Southwest Airlines Co. is the world's largest low-cost carrier measured by passengers carried 

annually. The airline employs over 60,000 people and is headquartered in Dallas, Texas. The airline also has major 

operating bases in Atlanta, Chicago, Denver, and Houston. It operates scheduled services to multiple destinations 

in North and Central America, focusing primarily on domestic routes and adhering to a point-to-point 

operational model. It is not part of any major alliance such as Star Alliance or OneWorld 

Southwest Airlines is renowned for its unique approach to air travel, known as the "Southwest Effect." This 

approach centers on providing passengers with low fares, excellent customer service, and a simplified travel 

experience. The airline's commitment to cost leadership is evident in its strategies, including efficient aircraft 

utilization, quick turnaround times at airports, and a fleet consisting mainly of Boeing 737 aircraft. However, 

Southwest faces some challenges including the highly competitive U.S. airline industry, jet fuel price fluctuations, 

labor disputes, and adverse economic conditions. 

 

 
Figure 1: Airline Domestic Market Share August 2022 - July 2023. Source: Bureau of transportation statistics 

 

 

 

2. THE PILOT SHORTAGE SITUATION 

In our previous reports (Alaska Airlines and Hawaiian Airlines), we highlighted the impact of high jet fuel prices 

on sales margins and profitability. In this report, we have chosen to dedicate a section to another significant 

challenge that is affecting negatively the airline industry's profitability: The Pilot Shortage. 

According to a Skift article published in September 2023, this problem started during the pandemic when airlines 

had to reduce their operations and offered buyout packages, early retirement, and voluntary leave. For example, 

Delta Airlines reduced its staff by 20% (roughly 17,000 employees) by August 2020. Some analysts estimate that 

since the beginning of the pandemic, roughly 10,000 pilots have left the industry. After 2020, airlines started 
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increasing their operations again, but the number of pilots has not increased at a high rate, leading to the pilot 

shortage. According to a TheStreet article published in September 2023, North American airlines currently require 

at least 12,000 more pilots, and the U.S. Air Force has 1,500 fewer pilots than it would like. 

Although it has been suggested that airlines could open their own training academies, and pilots from other 

countries are applying to fly in the U.S., some analysts forecast that this problem will persist until after 2029. The 

next figures obtained from Olyver Wyman studies show trends of the pilot's Supply vs. Demand 

(surplus/shortage) situation: 

 

 
Figure 2: Global Pilot Demand and Supply. Source: Oliver Wyman Analysis 

 

 

 
Figure 3: North America Pilot Demand and Supply. Source: Oliver Wyman Analysis 
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As we will show in the next section, this situation will impact negatively on the Operating Expense of Southwest 

(and on the airline industry as a whole), which will maintain the sales margin levels below those of the pre-Covid 

period. The next table shows the fact that during the first three quarters of 2023, the salaries of the four major 

airlines have increased faster than the Available Seat Miles (ASMs, capacity) vs. the same period of 2022. 

 

 
Table 1: Variations in Salaries and ASMs 

 

We have included a few links to some interesting recent articles that talk about what airlines are doing to get 

new pilots and about the power that pilot unions have in the airline industry. 

 
 

 
The Wall Street Journal, November 8th, 2023 

https://www.wsj.com/business/airlines/american-airlines-dangles-250-000-bonuses-to-poach-fedex-and-ups-pilots-f9dd18fe 

 

 
ABC News, November 20th, 2023 

https://abcnews.go.com/Business/wireStory/american-airlines-flight-attendants-permission-strike-southwest-pilots-105046117 

 

https://www.wsj.com/business/airlines/american-airlines-dangles-250-000-bonuses-to-poach-fedex-and-ups-pilots-f9dd18fe
https://abcnews.go.com/Business/wireStory/american-airlines-flight-attendants-permission-strike-southwest-pilots-105046117
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3. METHODOLOGY AND VARIABLES USED FOR OUR VALUATION 

* The data about cash flows, the recordings of Earnings Calls, and data available on balance sheets and income 

statements were retrieved from FactSet and from 10-Ks and 10-Qs. 

 

Available Seat Miles (ASMs) 

This indicator represents capacity (supply), and it is the number of miles flown times the seats available across 

the fleet. To forecast future ASMs starting in 2024, we computed the average percentage growth per year from 

2011 to 2022 (excluding 2020 and 2021) and obtained 6.23%. Management did not give much detail in the last 

earnings call, but they mentioned that capacity is expected to be up 6% to 8% in 2024 and that the long-term 

plan is having a mid-single-digit growth level. For this reason, we decided to use the 6.23% that we obtained as 

future growth of ASMs. For Q4 of 2023, we used management’s estimation of +21% vs. Q4 of 2022, which means 

a total +14.62% for 2023. (ASMs = Seats * Miles) 

 

 
Figure 4: ASMs 

 

Table 2: ASMs Forecast 
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COGS (Operating Expense) 

To forecast COGS, we initially chose to decompose this item into three components: Salaries, Fuel, and Other 

COGS. Additionally, given that costs are correlated with the level of operations measured through total ASMs, 

we computed the ratios of these three items over ASMs. This will allow us to decompose changes in COGS into 

two different effects. The first effect is the one produced by changes in the level of operations (variations in 

ASMs), and the other one is the effect of changes in the “price” of each item (for example, Total Salaries depend 

not only on variations of ASMs but also on the availability of pilots and crew members, and Total Fuel depends 

on variations of ASMs and variations of Jet Fuel Price). 

 

 
Figure 5: 2022 COGS (Operating Expense) Breakdown 

 

The ratio of Salaries over ASMs in the third quarter of 2023 increased 4.46% vs. the same period of 2022 and we 

decided to use this same percentage increase over the fourth quarter of 2022 to obtain the fourth quarter of 

2023. This generates Salaries over ASMs of 6.63 USD cents for 2023. This increase is supported by the pilot 

shortage, which is generating increases in salaries at a faster level than the increases in ASMs. As a matter of fact, 

the total amount spent on Salaries in Q3 of 2023 ($2,728 million) increased 17.5% vs. the same period of 2022, 

while ASMs increased only 12.5%. To forecast the years after 2023, we observed that Salaries over ASMs increased 

on average 4.15% from 2010 to 2019, but this number does not represent the current situation. For that reason, 

to forecast increases in Salaries over ASMs we used 5.00% starting in 2024, which is the increase from 2022 to 

2023. This number incorporates the situation of the pilot shortage. 

To forecast Fuel over ASMs, we applied the increase from 2022 to 2023 in Q3 to Q4 of 2022, and obtained a total 

of 3.55 USD cents for 2023. To forecast the years after 2023, we looked at forecasts in Jet Fuel Prices. The first 

forecast that we used was obtained from BMI (a Fitch Solutions company). The second forecast was obtained 

from CME Group, which reports futures of Jet Fuel. We computed the average price variation per year of both 

forecasts and used that as future growth of Fuel over ASMs. 

To forecast Other COGS over ASMs, we observed that this ratio remains stable around the average from 2009 to 

2019 of 1.70 USD Cents. Therefore, we used this number for the years after 2023. For 2023, given that we know 

Q1, Q2, and Q3, we estimated Q4 using the percentage increase of Q3 2023 vs. Q3 2022, over Q4 2022. 
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Figure 6: COGS (Operating Expense) 

 

Table 3: COGS (Operating Expense) Forecast 

 

Sales 

To forecast sales, we needed to define and estimate different indicators: 

 

1. Load Factor (LF): This is the ratio between RPMs (Revenue Passenger Miles, which is a measure of demand) 

and ASMs, and represents the level of occupancy of the seats of the airplanes. To forecast Q4 of 2023, we 

used the average LF of Q4 from 2009 to 2019 and obtained 81.87%. To forecast LFs for 2024 and future years, 

we observed the historical LFs and concluded that they remain very stable around the average from 2011 to 

2023 (excluding 2020 to 2022) of 82.32%. We used this number for future Load Factors. It seems that it is 

standard in this industry to have a Load Factor between 80% and 85%. For example, Alaska Airlines and 

Hawaiian Airlines had Load Factors of 84.61% and 84.00% respectively during a similar period. (LF = 

RPMs/ASMs) 
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Figure 7: Load Factors 

 

2. Operating Revenue per ASMs (RASM): This is the ratio between revenue and ASMs. (RASM = Sales/ASMs) 

 

3. Effective Yield (Eff Yield): This is a measure of how profitable each passenger that flies with the airline is. It is 

measured as the ratio between Revenue and RPMs, and it is also equivalent to RASM over LF. 

(Eff Yield = Sales/RPMs = RASM/LF). To forecast the Effective Yield we conducted a linear regression of 

percentual variations of Effective Yield vs. percentual variations of ASMs (this explains changes in prices given 

changes in supply), percentual variations of COGS (this explains the effect that changes in the costs of the 

airlines have over prices), percentual variations of U.S. domestic flights (this explains the effect of competition 

in the airline prices; data and forecast for this was obtained from IBISWorld) and percentual variation of U.S. 

Corporate Profit (this explains the effect that the U.S. economy has over prices; data and forecast for this was 

obtained from IBISWorld). The period used for the regression was from 2010 to 2019. The formula obtained 

for this regression is: 

 

∆% 𝐸𝑓𝑓𝑌𝑖𝑒𝑙𝑑  =  1.89%− 0.20 ∆%𝐴𝑆𝑀𝑠 + 0.14∆%𝐶𝑂𝐺𝑆 − 0.45∆%𝐷𝑜𝑚𝐹𝑙𝑖 + 0.37∆%𝐶𝑜𝑟𝑝 Pr  

 

The adjusted R-squared was 84.43%. The negative sign in the ASMs coefficient means that Southwest has to 

decrease prices when it increases capacity (in other words, it is necessary to decrease prices to increase 

demand). The COGS coefficient implies that the company is able to pass on some of the cost increase to its 

passengers by increasing prices (this makes sense for the whole industry, because all the airlines suffer from 

higher jet fuel prices and from the pilot shortage). The Domestic Flights coefficient implies that when the 

number of flights in the whole industry increases, prices go down because of the competition between 

airlines for passengers. Finally, the coefficient of U.S. Corporate Profit implies that when the U.S. economy 

increases, airlines are able to increase prices and increase their profitability per passenger. 
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Finally, given that we have forecasts of ASMs, Load Factors, and Effective Yield, it is possible to compute the 

forecast of Sales starting in 2024. For Q4 of 2023, we used the information provided by management in the 

report of third quarter 2023 results. They mentioned that RASM in Q4 will be roughly –10% vs. Q4 of 2022, 

so we used this number to forecast RASM for Q4 of 2023. 

 

 
Figure 8: Annual sales ($ Million) 

 

Table 4: Sales Forecast 

 

Table 5: Gross Profit and Sales Margin Forecast 

 

The pilot shortage is putting pressure on prices through three distinct channels. The first one is by variations of 

ASMs lower than what Southwest (and the other airlines) would like in an unconstrained environment. The 

second one is through higher COGS which are passed on to passengers directly via prices. The third one is 
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through lower competition and trips in the industry as a whole. It is necessary to mention that in our valuation 

all of this is considered in the inputs to forecast Effective Yield. In summary, the final result of having the pilot 

shortage and higher jet fuel prices is lower sales margins than those of the pre-Covid period. 

 

SG&A (Other Operating Expense) 

For SG&A, we used the average of the ratio of SG&A over Sales from 2016 to 2023 (excluding 2020 and 2021). 

We obtained a ratio of 12.90%. To forecast Q4 of 2023, we used the historical contribution (from 2009 to 2019) 

of the fourth quarter to the total of the year. 

 

 
Figure 9: SG&A 

 

Table 6: SG&A forecast 

Table 7: EBITDA Forecast 
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CAPEX, PP&E, and D&A 

To forecast Q4 2023’s CAPEX, we used the information provided by management in the last earnings call. We 

know from the last 10-Q that CAPEX during the first three quarters of 2023 was $2,835 million, but management 

mentioned that CAPEX during 2023 will be roughly $3,500 million, so we estimated $665 million for Q4 of 2023. 

To forecast future CAPEX, we used the values of future capital commitments associated with the deliveries of 

Boeings 737. These numbers were provided by management in the report of Q3’s results. 

To forecast PP&E (gross) we added the value of CAPEX per year to the value of PP&E (gross) at the end of each 

previous year. 

To estimate D&A, we computed the historical ratio of D&A over PP&E (net) at the end of the previous year and 

used this ratio (which is 7.20%) for the future. For Q4 2023, we used the average historical contribution of the 

fourth quarter to the total of the year. 

 

Table 8: CAPEX, PP&E, and D&A Forecast 

 

Table 9: EBIT Forecast 

 

 

Working Capital 

To estimate future variations of working capital that will affect the free cash flows starting in 2023, we used the 

historical average from 2010 to 2019 of the ratio between variations in working capital vs. sales. The value that 

we obtained is –2.69%. 

 

Table 10: Variations of Working Capital Forecast 
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Debt Repayment, Interest Expense, and Cost of Debt 

Currently, Southwest has $9,273 Million in Debt (the detail of the coupon rates, maturities, amounts outstanding, 

and ISIN numbers of the bonds can be found in the table below). This is 62.56% of the total market capitalization. 

Additionally, the company has $11,733 in Cash & Short-Term Investments and its current rating is BBB according 

to S&P (this rating was obtained from FactSet). However, on December 7th, 2022, Southwest’s management 

presented during the Investor Day that they plan to reduce the leverage of 46% to the low-to-mid 30% range. 

At that time, the market capitalization was roughly $22 Billion, which means a debt target of about $7,144 Million. 

For this reason, we assumed that Southwest will repay its debt without issuing new debt until they reach this 

target. We are forecasting that after they reach this target, they will issue debt as necessary to maintain this new 

level of debt. Although Southwest has enough Cash and Cash Equivalents to repay all its debt, they will need 

leverage to fund their CAPEX. 

Additionally, although the current Effective Interest Rate is roughly 2.59%, it does not represent the current 

environment with higher interest rates than those of the past. For that reason, we are computing future Effective 

Interest Rates assuming that the Interest Rate of the debt issued in the future will be roughly the current risk-

free rate. The Risk-free Rate that we are using is 4.49%, which is the yield of the 5-year Treasury Note (TRYUS5Y 

in FactSet). 

Finally, from the table with the details of Southwest’s Debt we observe that the weighted average of the yields 

to worst of the bonds traded in the market (which were obtained from FactSet) is 5.07%. We used this number 

as the Cost of Debt. Additionally, to value the Other Debt (the one that is not publicly traded), we assumed a 

Yield of 5.07% and an interest rate that makes the total Effective Interest Rate equal to the 2.59% that we 

calculated before. 

 

 
Table 11: Detail of Southwest’s Debt 

 

 

 

 
Table 12: Interest Expense and Debt Repayment Forecast 
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Non-operating Income - Unusual Expenses, Effective Tax Rate, Income Tax, and Net Income 

To forecast Non-operating Income and Unusual Expenses starting in 2024, we used the average of the difference 

between the two variables from 2009 to 2022, which is $137 Million. For Q4 of 2023 we used one fourth of this 

number ($34 Million). 

Regarding the Effective Tax Rate, in the last earnings call presentation we observed that management is using 

23%, so we will use that number. 

Therefore, taking into consideration all our previous forecasts, our estimates of future Net Income are on the 

next table: 

 

Table 13: Net Income Forecast 

 

Risk-free Rate 

For the risk-free rate we used the yield provided by FactSet for the five-year Treasury Note (TRYUS5Y). This value 

is 4.49% per year. 

 

Excess Return on the Market 

The number that we are using is 6.43% per year, which is the effective annual excess returns of the U.S. Market 

between 1927 and 2022. 

 

Equity Beta and Discount Rate of Equity 

To determine the equity beta to use for our valuation, we observed the rolling betas (using regressions with 60 

months each of past data) of Southwest. We concluded that the current level of beta is close to its historical 

average, even when we take into consideration the period before Covid. For that reason, we decided to use the 

current equity beta, which is 1.1399. The data used to estimate the betas was retrieved from Yahoo Finance. 
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Figure 10: Rolling betas 

 

RF βE RM – RF RE 

4.49% 1.1399 6.43% 11.8192% 

Table 14: Cost of Equity 

 

Free Cash Flows, Discount Rates, and Adjusted Present Value (APV) 

Given that we are assuming that the level of debt will decline over time and that the effective interest rate will 

increase, we will value the firm using the APV method. To use this approach, we need to find the unlevered 

discount rate. This is, finding rA that satisfies: 

C D C D
E A D

D D

T r T rD D
r = r 1+ 1- -r 1- .

E 1+r E 1+r

      
      

        

We solved it and found a value of 9.4461%. 

 

 
Table 15: Inputs and estimates for the APV valuation 
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For the Free Cash Flows, we used the following formula: 

 

To discount the free cash flows, given that we are in Q4, we will not discount the number of Q4 2023, and we 

will discount the free cash flows of 2024 considering half of one year. After 2024, all the discount factors increase 

by one plus the unlevered discount rate over the discount factor of the previous year. For the terminal value, we 

used the average of the Free Cash Flows from 2024 to 2029 and applied a 2% terminal growth rate in perpetuity. 

 

Table 16: Free Cash Flows and Present Value 

 

To estimate the Tax Shield per year, we multiplied the Interest Expense and the Effective Tax Rate. Given that the 

Interest Expense is known for 2024 and that it has the same risk of debt, we will discount it using the cost of debt 

(with the half-year adjustment). For the years after 2025, we are forecasting that the company will issue debt to 

reach its target leverage, but the company will be able to issue new debt only if it has a good performance. 

Therefore, the discount factors of the tax shield will increase every year by one plus the unlevered discount rate. 

In other words, the discount factors will increase by one plus the discount rate of the operating assets, because 

there is risk associated with the future values of debt. For the terminal value, we applied a terminal growth rate 

of 2% to the tax shield in 2029. 

 

Table 17: Tax Shield and Present Value of Tax Shield 

 

Finally, the enterprise value, estimated market capitalization, and share price are: 

 

 
Table 18: Enterprise Value and Estimated Market Capitalization 
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The market value that we obtained is lower than the current market capitalization by 37.43%, therefore our 

recommendation is to SELL. 

- The stock price has fallen 36.72% in the past 12 months, which indicates that the market is incorporating the 

information of the new scenario for this industry, which includes higher fuel prices and higher labor costs 

(therefore, lower sales margins) than in the past. 

- We believe that Southwest is overvalued because the pilot shortage is a relatively new problem and the market 

as a whole has not been able to understand how serious it is and for how long it will last. It is true that part of 

the increase in costs will be passed on to the passengers, but airlines cannot increase their prices indefinitely. 

The industry is very competitive and higher prices can influence the behavior of customers. For example, if travel 

expenses become significant, some companies might easily replace flights with virtual meetings.  

- Finally, from December of 2022 to July of 2023 the Short Interest measured as the number of shares shorted 

divided by the number of shares outstanding increased from 1.5% to 4.4%. Although these numbers are lower 

than those of American Airlines and Hawaiian Airlines (both have financial problems and present short interests 

over 10%), Southwest’s numbers show a trend with an increasing short interest. 

 

 
Figure 11: 12-month Share Performance: Yahoo Finance 

 

 
Figure 12: Southwest’s Short Interest over time. Data from MarketBeat 
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