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Editor’s note: This is the first in a series 
of Air Line Pilot articles that will analyze 
different aspects and regions of the airline 
industry.

Unless you are new to the airline 
industry, you know—and have 
most likely experienced—the 

dramatic changes that the mainline U.S. 
passenger airline industry has experi-
enced during the past 10-plus years due 
to bankruptcies, restructuring, and merg-
ers. Though airlines are again profitable, 
it comes only after significant sacrifices 
made by pilots and many other industry 
stakeholders. This article provides an 
analysis of why it appears that—after 
one of the industry’s most tumultuous 
periods—the mainline U.S. airline indus-
try is, in fact, in a better situation today 
than it was 10 years ago.

ALPA’s Economic & Financial Analysis 
Department evaluated several factors 
that point to why the industry is now 
able to better adjust and react during 
times of slow growth as well as to ex-
treme shocks.

The mainline U.S. passenger industry 
just reported its third consecutive year 
of profitability, something not seen since 
the mid to late 1990s. The nine largest 
U.S. passenger airlines (Alaska, American, 
Delta, Hawaiian, JetBlue, Southwest, 
Spirit, United, and US Airways) reported 
a collective 2012 pretax income of $4.6 
billion (adjusted for unusual items and 
out-of-period fuel hedging). This is a sig-

nificant improvement from 2011, when 
the airlines reported a combined $2.7 
billion pretax income. Analysts project 
that 2013 will also be profitable.

History has shown that the airline 
industry typically follows a somewhat 
predictable cycle: recovery, expansion, 
descent, and contraction. How the 
industry behaves during each phase of 
the cycle can indicate what level of prof-
itability will be achieved. It may be too 
early to conclude if the cycle has been 
broken, yet the industry has had several 
years of profitability in the midst of weak 
and uncertain economic times coupled 
with high fuel prices. 

To demonstrate the point, consider 
the relationship between gross domestic 
product (GDP) growth and airline profit-
ability. GDP is the industry’s most widely 
used measure of economic growth and 
an indicator of potential airline revenue. 
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Source: BEA, company reports, E&FA analysis.

Pretax Margin vs. gdP growthby AlPA Economic & Financial 
Analysis Department Staff
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Historically, when real GDP growth 
exceeds 4 percent, airlines almost always 
post operating profits. Conversely, when 
real GDP growth is less than 2 percent, 
airlines often post losses.

In the last three years, GDP growth 
has been minimal, averaging barely 2 
percent a year—and yet the airlines 
were able to post profits. The unem-
ployment rate was close to 10 percent 
during 2010 and 9 percent in 2011, 
yet they were both profitable years 
in the U.S. airline industry. Although 
domestically the economy was sluggish, 
internationally the economy was even 
worse. Any global growth was focused 
in emerging countries, while developed 
nations and the EU in particular faced 
continued recessionary pressures. So 
why three years after the U.S. recession, 
with many businesses and consumers 
still wary of expansion and further 
capital investment, is the industry yield-
ing profits?

One reason has been that airline 
managements are focusing on capacity 
discipline by pricing their inventory 
closer to their needs so that supply more 
accurately matches demand. Airlines 
began slashing capacity in 2008 when 
fuel prices jumped to more than $140 
per barrel, and then again in 2009 as 

the global economy became mired in a 
recession. Airlines realized that pricing 
power was attained through ensuring 
that demand exceeded supply—not the 
other way around. 

Historically during an expansion phase 
in the airline industry cycle, capacity has 
risen by about 4 percent a year. In this 
expansion phase, however, much less 
capacity has been added. In 2010, capac-
ity was up just 1.7 percent and in 2011 
only 2.0 percent. Last year, U.S. airline 
capacity was basically flat, up just 0.2 
percent from 2011. 

Increasing revenues through unbun-
dling, otherwise known as ancillary fees, 

is another reason airlines have been 
able to post profits despite economic 
and industry cyclical challenges. Through 
increased baggage fees, food and bever-
ages fees, and reservation and change 
fees, airlines have taken advantage of 
other revenue streams in addition to 
airfares. In 2005 through 2007, when 
airlines were posting the biggest losses 
of the past decade, ancillary revenue 
averaged just 2.3 percent of operating 
revenues, or just more than $2.2 billion. 
For the last three years, ancillary revenue 
has averaged 6.4 percent of operating 
revenues, or nearly $9 billion. Without 
these additional fees and revenue 
streams, airlines most likely would have 
seen much lower profits the last three 
years or even losses.

Fuel prices
One of the biggest issues affecting airline 
profitability has been the price of fuel. 
The effect that steep and volatile fuel 
prices can have on profitability is quite 
clear. In 2008, crude fuel prices spiked 
to $140 per barrel, and adjusted pretax 
losses for the six biggest passenger 
airlines amounted to nearly $6 billion. 
Since then, fuel prices have continued 
to be erratic, spiking 28 percent in 2010 
and another 19 percent in 2011. Because 
maintaining capacity discipline became 
the U.S. airline industry’s prime focus 

Source: BTS, T-100,  Scheduled Service of U.S. Airlines, E&FA analysis.

Capacity discipline Keeps demand (traffic)
above Supply (Capacity)

Source: BTS, P1.2, for major airlines that had reported baggage fees, reservation and change fees,  
and/or miscellaneous revenue; E&FA analysis.

ancillary revenue as Percentage 
Of total Operating revenue
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Source: BTS, P6, E&FA analysis.

Fuel as Percentage of Operating expense

during those years, U.S. airline capac-
ity increased just 2.6 percent and 1.6 
percent, respectively, in 2010 and 2011. 
That capacity discipline allowed airlines 
to pass on to passengers some of the 
increases in fuel cost. During 2011, air-
lines were able to raise fares successfully 
11 times. 

Fuel continues to be the largest ex-
pense for an airline today. Fuel has gone 
from 13 percent of operating expenses 
in early 2000 to nearly 30 percent of 
operating expenses in 2013, spiking as 
high as 35 percent on average in 2008. 
In fact, for some airlines fuel costs have 
exceeded 40 percent of operating ex-
penses at times. 

Airlines had to figure out how to man-
age that significant cost with some assur-
ance. They tried to do this with hedging. 
Airlines used long-term hedging, which 
has had mixed results, and more stra-
tegic hedging, which has proven to be 
more manageable. One airline even went 
as far as obtaining fuel at the production 
site. Hedging incorrectly can be costly, 
as it was for many airlines in late 2008 
when oil prices came crashing down. 

Still, having a sensible hedge program 
and being able to pass on to consumers 
some of these fuel price increases have 
allowed airlines to be profitable in what 
should otherwise be an unprofitable 
environment. 

Consider what happened in 2012 as 
the nine largest passenger airlines paid 
an average of $3.22 per gallon for jet 
fuel, compared to $3.09 in 2011. The 
airlines were able to post greater profits 

in 2012 than in 2011 despite incurring 
a $2.2 billion higher fuel bill, thanks in 
large part to revenue remaining strong 
and airlines being able to raise fares five 
times. 

Consolidation drives  
capacity discipline
Capacity discipline has been cited as the 
primary reason airline revenues continue 
to be strong, and one of the primary 
drivers of this newfound discipline is 
the wave of mergers the industry has 
gone through in the last several years. 
In 2005, America West and US Airways 
merged. That was followed in 2008 by 
the Delta and Northwest merger. United 
and Continental merged in 2010, as did 
Southwest and AirTran. Earlier this year, 
American Airlines and US Airways an-
nounced plans to merge. 

As airlines have combined, their flying 
has been consolidated, thereby reducing 
redundant capacity. The American and 
US Airways merger is expected to con-
tinue this same trend. This reduction in 
flying should provide more pricing power 
to all industry players.

As a result of these mergers, airlines 
have adjusted their hubs, better matched 
supply with demand, and adjusted 
schedules to match peak travel times, all 
of which allow for more pricing power. 

Note: Employee count includes employees at wholly owned regional airlines.
Source: Company reports, OAG (average daily flights based on April  schedule).

the Power of Consolidation
American/ Delta/ United/ Southwest/

US Airways Northwest Continental AirTran

2012 revenues (US$) $38.7B $36.7B $37.2B $17.1B
Employees 120,000 74,000 88,000 45,861
 Pilots (Mainline) 12,600 10,700 10,187 7,853
Average Daily Flights (System) 6,732 5,302 5,466 3,813
 Mainline 3,175 2,403 1,861 3,813
 Regional 3,557 2,899 3,605 0
Airports Served (System) 325 314 401 96
Countries Served (System) 50 59 64 6
mainline Fleet 944 717 702 694
 Widebodies 146 158 158 0
 Narrowbodies 798 559 544 694
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Source: Company documents, SEC filings, company pro forma for United/Continental and Southwest/AirTran in 2009, E&FA analysis.

leveraging ratios Coming down

Moving capacity from markets that are 
too congested to a market in which an 
airline already maintains an advantage 
can benefit all airlines. In addition, with 
more evenly sized airlines, sizeable cost 
advantages are becoming less of a com-
petitive factor. 

Simply having fewer airlines in the 
market limits an airline’s ability to 
irrationally add capacity or to not go 
along with a fare increase. Historically, 
we’ve seen these situations happen as 
certain airlines have viewed the world 
too myopically, which has harmed the 
pricing environment for all airlines 
(often including these certain airlines). 
Assuming the American and US Airways 
merger goes through as planned, the 
four mega-airlines—Delta/Northwest, 
United/Continental, Southwest/AirTran, 
and American/US Airways—will share 85 
percent of the U.S. domestic market.

These airlines are also not as threat-
ened by new entrants into the industry. 
Volatile fuel prices and an airplane 
production backlog could thwart the 
business plans of startup airlines looking 
to disrupt airline pricing. Lenders are 
less likely to finance businesses when 
the magnitude of the biggest expense 

(i.e., fuel) cannot be realistically planned. 
Additionally, with such long produc-
tion backlogs, new startups would be 
forced to rely on older, less fuel-efficient 
airplanes, further adding to their cost 
structure—not an attractive selling point 
when looking for new investors.

Only time will tell whether this smaller 
group of mega-airlines continues to act 
rationally, but given the smaller group 
size and an understanding of how 
quickly the environment can change 
(fuel price spikes, terrorism, recessions, 
etc.), the chances are much better now 
than 10 years ago.

Benefits of sustained 
profitability
History has shown that most airlines 
have been highly leveraged, and their 
strategy has often been to just refinance 
debt as it comes due. Given that airlines 
have now earned profits for several years 
in a row, we are seeing a shift in their 
ability to pay off debt and to become 
less leveraged, all while maintaining 
more than adequate levels of liquidity. 

The level of liquidity is a good indica-
tor as to how well an airline can absorb 
shocks to the system, whether they are 

Capacity discipline 
has been cited as the 
primary reason airline 
revenues continue to 
be strong, and one of 
the primary drivers 
of this newfound 
discipline is the 
wave of mergers the 
industry has gone 
through in the last 
several years.
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operational problems or spikes in the 
price of supplies (like fuel). Liquidity 
is made up of cash, short-term invest-
ments, and any credit lines available to 
an airline. As a general rule of thumb, 
airlines should seek to maintain approxi-
mately 15–20 percent of annual revenue 
in liquidity. At the end of 2012, the major 
U.S. passenger airlines all had liquidity 
levels well within that target range, and 
earnings this year should provide free 
cash flow of an additional $6 billion.

While it is important to maintain 
healthy cash balances, this also has to be 
considered in the context of how much 
debt an airline may have. A ratio that is 
used to measure an airline’s ability to 
repay its debt is the net debt-to-EBITDAR 
ratio. Net debt is an airline’s entire 
debt and lease obligations minus the 
cash the airline has on hand. EBITDAR 
is earnings before interest, taxes, de-
preciation, amortization, and airplane 

Analysis Department analysts often 
review the leverage ratio of an airline 
to determine how well it can pay off its 
debt. Most recently, many airlines have 
been consciously focused on lowering 
their leverage ratios and eliminating debt 
from their balance sheets. 

A lower net debt-to-EBITDAR ratio 
also helps improve an airline’s credit 
rating. A higher credit rating increases 
the likelihood that an airline can raise 
cash from outside sources and can lower 
its borrowing costs. While airline credit 
ratios have improved in recent months, 
significant work still needs to be done 
in order for airlines to have truly healthy 
balance sheets. Maintaining sustained 
profitability will certainly allow airlines to 
continue to focus on deleveraging their 
balance sheets.

Looking forward
The moderate economic growth ex-
pected for the next two years will allow 
the U.S. airline industry to test whether 
the changes they’ve made will become 
permanent. Capacity discipline will 

be the driving force behind improving 
industry financial results. Shocks to the 
industry will not go away. But with less 
excess capacity to account for during 
those shocks, airlines will be better able 
to mitigate their effects. The cyclical 
nature of the airline industry will remain, 
but perhaps the smoothing and shorten-
ing of the cycle will become more of a 
reality. The industry has seen periods of 
profitability before, but now with fewer 
airlines and a diminishing threat of new 
entrants, this could become a more 
regular occurrence. 

Why does this matter to ALPA? A 
healthy and profitable industry should 
mean healthier and more profitable 
companies with which to negotiate. 
There will always be some cyclicality to 
the airline industry, but the steep dives 
and rapid descents of the past years have 
been very difficult for pilots and other 
stakeholders. Stronger balance sheets 
and less cyclicality—or at least smoother 
peaks and troughs—will allow for a more 
stable industry and a better and more 
predictable airline piloting profession. 
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a healthy and profitable 
industry should mean 
healthier and more 
profitable companies 
with which to negotiate. 
… Stronger balance
sheets and less cyclicality 
—or at least smoother 
peaks and troughs—will 
allow for a more stable 
industry and a better 
and more predictable 
airline piloting 
profession.

Source: Company documents, E&FA analysis.
Notes: Southwest/AirTran unrestricted cash includes $800M in a revolving credit line. United/Continental includes $500M 
undrawn in a revolving credit facility. Delta includes $1.8B in undrawn revolving credit facilities. Alaska includes $200M 
in credit facilities. Hawaiian includes $68.9M in a revolving credit facility. JetBlue includes $325M in two credit facilities.

liquidity Strong at the end of 2012

 $0.42 $1.45 $0.47 $1.19 $3.77 $7.04 $2.38 $3.89 $5.20
Unrestricted Cash and ST Investments ($ billions)

rent (think of EBITDAR as the cash the 
airline is generating from its operations). 
Generally speaking, the ratio isn’t that 
different from determining your own 
personal debt-to-income ratio: the lower 
the ratio, the better off an airline is 
financially. ALPA’s Economics & Financial 


