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Can Airline Stocks Fly High Again? 
By Rachit Tibrewala, New Vernon Wealth Management 

ntil last year, US airlines stocks were flying high, having gained 264% in the past 5 years (from 
Jan 1st 2010 through December 31st, 2014). In fact US airlines was the best performing sector 
gaining 105% more than the S&P which rose 159% during the same period. In 2015 however, 

the airline stocks reversed course losing 18%, as of June 17, 2015.	   

We examined the underlying causes for the change in 
sentiment and outlook to determine whether the market 
has it right and these are stocks to be avoided, or whether 
the reaction to airline management decisions to add 
capacity is an over-reaction that masks improved 
fundamentals. 

It’s important to provide some historical context.  For 
decades, since deregulation, airline stocks have been a 
lousy investment.  The industry was fraught with too many players, demanding unions, unstable fuel 
costs, and executives who lacked fiscal discipline. This combination engendered a “boom and bust” 
cycle that was ruinous for long-term investors. 

So what changed to drive the airlines to new heights in the past five years? To put it simply: 
Consolidation, bankruptcy and capacity rationalization.   

Consolidation 

The deregulation of the airline industry in 1978 changed the airline industry landscape forever. After 
1978, airlines were allowed to compete in an unregulated market, which meant fewer permits, and a 
capitalistic market to compete in, which drove ticket prices down. With new companies jockeying for a 
larger slice of the market, increased competition led to capacity increases and price cutting, which 
eventually doomed the industry. Most airlines either capitulated or got consolidated into other 
airlines. 9/11 followed by the oil spike in 2008 blew the final death knell for the industry. Today, just 4 
major airlines exist with over 85% market share. Such concentration has never existed in the US airline 
industry. 

Bankruptcy 

With 3 out of the largest 4 airlines having gone through bankruptcy within the last 10 years, these 
companies have used the bankruptcy process to become stronger, leaner and more profitable by  
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discarding unnecessary assets, cutting excess head count, implement wage cuts and negotiating on 
pension liability, none of which would have been possible had they not gone through bankruptcy.   

 

 

 

 

 

 

 

 

 

 

 

Capacity rationalization 

Executives at all 4 airlines now claim to understand the importance of keeping capacity in check. Since 
2007, the industry has significantly fewer seats while demand has continued to increase. This capacity 
rationalization has given US airlines pricing power. For the first time since 1990, we are seeing pricing 
increase by ~20% over the last 5 years. Rather than fighting for market share, airline executives say 
they are focused running their operations for efficiency and profitability.  

U.S. vs. International Airlines 

Internationally however, the story is different as competitors continue to be irrational. International 
government-operated carriers are not run for profitability; instead they are run because nations take 
pride in having their own national, well-recognized carrier. This leads to running of unprofitable routes 
and puts pressure on other international carriers. 

So what happened in 2015 to spook investors? 

As the economy has continued to improve, travel has picked up and the U.S. airline industry is 
expected to face its busiest summer this year. According to a forecast by American Airlines, 
approximately 222 million passengers will fly on U.S. airlines this summer (Jun 1 – Aug 31).  
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To meet this anticipated demand for travel, U.S. carriers have responded by raising the number of 
available seats by 126,000 per day (4.6%). Southwest Airlines told investors it plans to boost capacity 
by up to 7.5% in 2015, according to Reuters.    

These numbers are viewed as bad news by airline investors, who had been enjoying somewhat of an 
ideal situation for generating profits. Scarce capacity kept fares high – while low energy prices put a lid 
on costs.  

American Airlines CEO Doug Parker increased investors’ concerns when he declared that airlines were 
expanding capacity too quickly. Southwest Airlines added to those worries by saying revenue per 
available seat mile will fall 3% in the second quarter. If system-wide capacity grows more quickly than 
passengers demand, this could result in falling airline ticket prices, and in turn, lower margins.   

 

Historically, airlines have been a lousy investment for just this reason. As soon as profitability rises, and 
the outlook turns sunny, airlines add capacity to increase their market share, unions make 
unaffordable wage demands, and/or new competitors enter the market generally promising lower 
prices.  Operational discipline gives way to irrational competition and an oversupplied market. 
Managements have historically squandered the profits from good times, only to go through gut-
wrenching changes after.    

As investors, we are concerned whether the cycle is being repeated. And with jet fuel prices unlikely to 
fall further we are worried about whether this is a time of ‘peak profit’ for airlines.  
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So is this year’s increased capacity driven by one-off events or is the industry going back to its bad 
ways?  

At this point, we think it’s the former.  

A significant amount (~50%) of the increase in capacity relates to the repeal of a law that placed 
restrictions on direct flights out of Dallas-Love Field airport. The repeal opened up the Dallas market, 
and Southwest and Spirit added direct flights from Dallas-Love Field to destinations around the 
country – which they could not previously do.  
 
Much of the other capacity increases come from “upgauging”. This refers to using larger aircraft 
and/or refurbishing older airplanes to increase the number of seats. While this does increase capacity, 
it makes the airlines more productive.  So upon detailed examination, our assessment is that the 
increases in capacity are less harmful in the long run than the headline numbers suggest. 
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Meanwhile key fundamental factors remain in place: Fewer airlines, more travel, no large-scale price 
wars, reduced union and pension expenses and low fuel costs.  These factors have enabled airlines to 
continue to generate positive free cash flow, which they are using that to buy back stock and increase 
dividends rather than buying more planes, and irrationally add capacity; i.e. growing for growth’s sake. 

Monitoring Catalysts & Risks 

Airline stocks have corrected this year, and trade at large discounts to the market, implying potential 
catch up and a long way to run.  But history teaches us to be vigilant. 

Accordingly, we monitor a number of macro and carrier-specific factors so that we can identify 
potential risks - changes in fuel prices, irrational increases in capacity, harmful union demands, a 
breakdown in fiscal discipline, and/or unwise squandering of profits rather than returning it to 
shareholders.   

So we remain cautiously optimistic about U.S. airlines. While there may be some bumps along the way, 
they are generally on the right path. And if they remain on this path they should reward investors in 
the long run. 

--o-- 

 

Our investment analyses on specific stocks are available to clients.  
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Disclosures	  

Neither	  the	  information	  nor	  any	  opinion	  expressed	  in	  this	  document	  constitutes	  an	  offer	  by	  NV-‐WM	  to	  buy	  or	  sell	  
any	   securities	   or	   financial	   instruments,	   or	   to	   provide	   any	   investment	   advice	   or	   service.	   The	   countries,	   markets,	  

sectors,	  securities	  and/or	  financial	  instruments	  described	  in	  this	  document	  may	  not	  be	  suitable	  for	  you,	  and	  not	  all	  
strategies	  are	  appropriate	  at	  all	  times.	  Opinions	  expressed	  are	  only	  our	  current	  opinions	  or	  our	  opinions	  as	  of	  the	  

date	  noted	  in	  the	  document,	  and	  are	  subject	  to	  change.	  The	  opinions	  expressed	  in	  this	  presentation	  do	  not	  involve	  
the	   rendering	  of	   personalized	   investment	   advice,	   but	   are	   limited	   to	   the	   dissemination	  of	   general	   information	  on	  

markets,	  sectors,	  securities,	  products	  and	  services.	  	  Any	  stock,	  bond,	  ETF	  or	  security	  noted	  in	  the	  presentation	  is	  not,	  
and	  should	  not	  be	  construed	  as	  a	  recommendation	  or	  rating	  to	  buy	  or	  sell	  any	  security.	  	  Such	  securities	  are	  intended	  

for	   illustrative	  purposes	  only.	  Any	  graphs,	  data,	  or	   informational	  material	   in	   this	  document	   is	   considered	   reliably	  
sourced,	  but	  no	  representation	  is	  made	  that	  it	  is	  accurate	  or	  complete,	  and	  should	  not	  be	  relied	  upon	  as	  such.	  	  NV-‐

WM	  assumes	  no	  liability	  for	  the	  content	  or	  presentation	  of	  sourced	  data.	  	  	  

	  

 

	  

 


