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Corporate Valuation



HOLD / Moderate Buy for long-term investors

SELL for short-term investors

Recommendation
• Southwest is a low-cost carrier leader 

• Capital structure of low leverage, high cash resources, and 
share repurchases 

• Uniquely able to endure the current hardships in the industry 
within guiding limitations
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HOLD / Moderate Buy 

SELL

Range [High/Low]

Recommendation
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57.29

8.88

49.19

18.44

24

Optimistic
(0% Growth)

Pessimistic 
(-75% Growth)

Long-term view 
(0% Growth)

Short-term view 
(-25% growth)

Market Price
(5/13/2020)

Target Price



Company Overview + Business Strategy
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• Nationally base airliner and low-cost provider 

• Hit hard by COVID-19 global pandemic 

• Their unique strategy continues to serve them during this crisis

Company Overview

Competitors

• JetBlue, Spirit, Delta, Alaska, United etc.



• Cost leadership strategy ("Southwest model”) 

• Focuses on driving down costs for customers 

• Unbundled services to maintain low costs 

• Unique product offerings with the business customer 
(the highest value marketing target) 

• Reduce costs: 
 -    replacing aging plans with a fuel-efficient fleet 
 -    increasing passenger capacity 
 -    using hub-and-spoke routing

Southwest Strategy
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• SW has since become a more hybrid operation: 
-   customer satisfaction 
-   price 
-   geography 
-   network availability 

• Southwest is large enough: 
-  traditional hub and spoke model 
-  but has own distinct strategy of network saturation 
   and continuous geographic expansion. 

Southwest Strategy



(Before COVID-19)Southwest Historically
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lower debt to equity than competitors

higher operating profit per seat mile 
than competitors

Potential Strength

(2017-2019)
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However, increased expenses and 
taxes have reduced overall profit

As of 2019, Southwest favored 
dividends over capital reinvestment

Potential Weakness 
(2017-2019)
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Dupont Analysis 
(2019)

0 5 10 15 20 25 30

     Normalized Return on Equity (%)

     Profit Margin (%)

     Total Asset Turnover

     Leverage Ratio

     Normalized Return
on Equity (%)      Profit Margin (%)      Total Asset

Turnover      Leverage Ratio

Southwest 23.37 10.26 0.86 2.65
Average 24.46 7.91 0.76 3.77

ROE

Southwest Average
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Liquidity

(2017 – 2019 [Average])

Liquidity ratios

     
2017 2018 2019

Competitors Southwest Competitors Southwest Competitors Southwest

 Current Ratio 0.83 0.7 0.73 0.64 0.7 0.67

     Quick Ratio 0.65 0.57 0.6 0.54 0.58 0.58

     Cash Ratio 0.53 0.48 0.5 0.47 0.48 0.45

0.00 0.20 0.40 0.60 0.80

     Current Ratio

     Quick Ratio

     Cash Ratio

Southwest Competitor Average



Valuation



Valuation Assumptions

Past Growth - Expected Growth
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Revenues trend is steadily 
increasing at an average rate 
of 3.97%



Valuation

Discounted Cash Flow Model

Valuation
WACC 9.38%

Weight Debt 39.54%
Weight Equity 60.46%

Cost of Equity, CAPM 13.68%
Beta 1.23

Cost of Debt (bbb) 3.59%
Price/share (April 20) $31.06, 508m shares
Terminal Growth Rate 2.0%
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Value/share $72.00 
Southwest is undervalued 



Southwest Transitioning (with COVID-19 ongoing)
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Valuation

P/E Ratio

• LUV stock price (March 31, 2020): 
$35.61 

• Based on the competitors’ P/E 
ratio * LUV EPS, we get the range 
of high, average, and low price 

• The range of expected share price 
is from $11.35 to $30.68 which 
are much lower than $35.61. 

• LUV overvalued

Expected Price
Southwest

Expected Market Price $18.59

High Price $30.68

Low Price $11.35

Stock price, EPS and P/E ratio
Southwest Jet Blue Spirit Delta Alaska

Stock Price 
(March 31) $35.61 $8.95 $12.89 $28.53 $28.47

EPS 
(TTM/4) $0.90 $0.45 $1.02 $1.56 $1.54 

P/E ratio 9.95 5.03 3.17 4.58 4.61
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• LUV (2019): 6.67 
Competitors' average (2019): 5.96


• LUV tends to have higher EV/EBITDA in 
past 10 years.


• LUV (2020.1Q): 94.95 
Competitors’ average (2020.1Q): 33.65


• LUV overvalued

Valuation

EV/EBITDA

Current EV/EBITDA
Southwest Competitors’ Average

EV/EBITDA 
(2020.1Q) 94.95 33.65
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Southwest Hit by COVID-19 
Scenario Analysis

WACC re-assessment 
Pessimistic/Optimistic Growth Assumptions 
Value re-assessment 
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Scenario Analysis

WACC Adjustments

Assumptions

Total Debt 
(million)

Number of 
shares

Stock 
Price

Current 
(May 11) $10,318 589M $25.24

Optimistic $16,466 519M $41.28

Pessimistic $20,260 750M $24.92

WACC

New WACC

9.22%

8.93%

8.02%

• Adjusted current, pessimistic and 
optimistic WACC based on COVID19 
assumptions 

• The stock period: 
day of state of emergency from the state 
government on March 13th to May 11th. 

• Current WACC is 9.22%  
Optimistic WACC is 8.93% 
Pessimistic WACC is 8.02%



Cashflow scenarios for the next two years

Two-year DCF Sensitivity Table 
based on 2019 FCF of 3.36B (present value in millions USD)

Weighted Average Cost of Capital (WACC)

Growth Rate

 6.5% 7.0% 7.5% 8.0% 8.5% 9.0% 9.5% 10.0%
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0%
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1%
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9,525 
          

9,483 
          

9,441 
          

9,399 
          

9,358 
          

9,318 
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2%
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9,452 

4%
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Relative Valuation

Enterprise Value (as of 5/8/2020)

SW JetBlue Spirit Delta Alaska American United
Air 

Canada
                          

15,570 
           

3,870 
         

2,130 
         

25,520 
         

3,815 
         

25,160 
         

19,410 
         

5,276 

EBITDA (Q1 2020)

SW JetBlue Spirit Delta Alaska American United
Air 

Canada

EBITDA 201 (195) 8 (410) (213) (2,466) (972) 71 
change from 

2019 -75% -203% -1632% -140% -162% -118% -296% -721%

EV/EBITDA multiple
Southwest JetBlue Spirit Delta Alaska American United Air Canada

77.46 - 266.28 - - - - 74.31
a lower EV/EBITDA multiple may signal that a company is undervalued

blank scores indicate negative EBITDA
EV/EBITDA multiples prior to restrictions were in the high 30's to mid 40's.

Potential Impact of COVID-19
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Outlooks

Pessimistic Outlook Target Short Term 
(Q1 guidance w –25%) Target Long Term Optimistic

Growth rate -75% -25% 0% 0%

WACC 8.02% 9.22% 9.22% 8.93%

Value per share $8.88 $18.44 $49.19 $57.29

Conclusion Overvalued Overvalued Undervalued Undervalued

Summary Table of Recommendations

Value Recap

$24 SW Market Price (5/13/2020)



Final Summary + Ongoing SW Strategy

HOLD / Moderate Buy for long-term investors

SELL for short-term investors

Strong relative valuation

Recently Bolstered Liquidity 
Government Support 

Strong strategy 2019 
high quick ratio 
low leverage ratio

COVID Recovery to 0% growth  
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Southwest can recover



Questions?



Appendix



Think about it... Why did Buffet sell his 
stocks? Did he make the right move?  
What’s the reason behind his move?

Discussion Q&A
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Valuation Assumptions

Operating Margins
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Revenues trend is steadily increasing over 
period 2012-2019 at an average rate of 
3.97%. 

Operating margin consistently above and on 
track with competitors however SW 
fluctuates heavily due to sharp losses in fuel 
hedging in recent years

Sharp losses due to aggressive fuel hedging 
from beginning in 2017

Changed their strategy and reported fuel 
hedging losses would be negligible going 
forward. 

Average operating margin over last three 
years is 14.63% with a decreasing trend. 
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DuPont Analysis SplitROE
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FCFF output / results
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RISK and Return Analysis



38



39



40



Reference / Credit

41

Slide 4, 8, 13,16 Background photo by Samantha Gades on unsplash.com 
Slide 19 Background photo by Nick Morales on unsplash.com 

All other southwest related images from  
https://www.southwest.com/ 
https://lippincott.com/work/southwest-airlines/

http://unsplash.com
http://unsplash.com
https://www.southwest.com/
https://lippincott.com/work/southwest-airlines/

