Southwests

Executive Summary

Southwest Airlines is an excellent airline that has distinguished itself through good customer relations

and providingalo02 8 y2 FNAffa LINPRdAzOGP® {2dz2ikKgSailiqQa KI& o
dzy KSFNR 2F 6A0GK YlIye IANIAYSao {2dziKgSadQa Grarzy
andsuccess reflect that.

Southwest is a victim of its own succes®y now control 30 percent of the US domestic market share
and in many markets, they are a dominate force. In order to grow the company and increase revenue
new markets will need to be sought out. Expanding into Hawaii and into the Caribbean greasfly align
with their vision mission and values of being that airline people want to fly for both business and
vacation.

{2dzikKkgSad KIFLa Fftglea 0StASOSR Ay KIFI@Ay3d GKS o6Sai
20 years old, the 73Kax will be the latest in fuel efficiency. This does present a tough situation for
Southwestbecause it has an elevated debt to imoe ratio and incurring more debt for outdated aircraft

may not be the best use of resources in the long term. Southwest does have access to less fuel efficient
aircraft which may be economical in the short term when considering the amount of debt thaewill

incurred from acquisition of new aircratft.

Southwest has always been an airline that people want to fly on both business and vacation. With the
addition of new vacation routs, this will allow customers more options to vacation in places such as the
Caibbean and Hawaii. Forging strategic partnerships with hotels, resorts and cruiseiliradfow

Southwest to expand its customer base. This is not new concept, and southwest has employed this with
great success. However, when going into new marketsetipastnerships will be crucial to their success.

Overall, Southwest provides an excellent product and excellent prices. Expanding their customer base by
going into new markets utilizing partnerships will give Southwest the tools to increase revenue.
Southwest vision mission and values are well aligned to the market and have created an excellent

culture which will further drive their increase in market share.
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Strengths

Southwest Airlines has branded itself an airline as a low cost no frills fun airlitmeti@ir fur-loving
culture different approach to how to run an airline they able to be boldly different while being incredibly
successful.

{2dziKgSald R2YAYylIiSa aaSO2yRIFNE YIN]SGa¢ adzOK I a
been part of their DIA since the beginning and has paidioftheir ability to stay away from the
higher cost international airports such as Chicago, LAX and others
- Their excellent customer service and fun culture makes has set them apart from mainline legacy
airlines suclas United
- Attitude towards its employees, is excellent resulting higher retention of employees and more
happy employees which translates into happier customers. In many other airlines, pilots and cabin
crews have lost pensions, large portions of theirretient, and pay.
- 2KSY O2YLI NARy3a §S3r0e LAtT2G LIe& G2 {2dzikKgSadQa |
potential to make 30 to 50 percent more per year, however not all pilots want to fly international
routes. A wide body captain still makesrth of 450,000 per year whereas with Southwest the max
L& ¢g2NJ a 2dzi G2 2yfe& wpnInnnd® L YIe& LRAyOG 2dzi
time of 2 to 3 hours per day those are tough. However, Southwest has been able to retain pilots
andkept its turnover very low.
- Fuel Hedging practices have been effective and a neajotributor to their overall success
- Single type of aircraft, the 737 which streamlines training and maintenance operations. All aircraft
of which have blended winglets
- Seeral delivery positions for new 737 MAXO firm orders with 150 options
- Average age of 73700 fleet is 8 years an®00 is 1 year
- Robust Reservation system allowing for lower cost check in

Weakness

At the end of the day Southwest is still an Airline whitherently means that fixed costs and operating

costs areextremelyhigh. Passenger loads are highly subjected to economic cyatesof the largest

weakness is the aircraft and their agdew aircraft are expensive and after the acquisition with Airtra
{2dziKgSad fSFaSR (KSANI OdzZNNEBy gr sfr B3S (0 22 INBrLk 7 QAES | (yKR

- Single type of aircraft, the 737. Although a robust, many of the aircrafts systems can be traced back
to inception50 years ago.

- Average Aircraft Age of 11 ges with significant investments are being made in purchasing new
737-TnnQay ntnyR 6 KAOK IINB y2¢6 wnb @SN 2fR RSaAdya
Southwest still maintains 12700 firm orders and 44300 orders.

- Debt to income ratio average48 in 2012

- High amount liabilities related to aircraft purchases. For example, Southwest has 787 million dollars
in loans in which they used 40 aircraft as collateral

- Currentlyhas45737 nnQa 2y fSI &S

- 128737300and2073p nn Q& ¢ KA OK théid®petationaliifé 8ue ® gcBnomidFfactors

3| Page



Southwests

Opportunity

Within the airline industry there has been constant competition for lower prices however Southwest
has been able to Gardner an almost cult like following which is unheard of for an airline. Unfortunately,
Southwest has become a victim of its own succesabge, they dominate some markets but lack the
resources to build out an international airline. With new disruptive technologies like the neaM@g77

and its 3800nm range Southwest has the potential to become the premier air carrier in the United
Statesand Europe.

- Ryan Air, an ultridow cost carrier in Europe has proven that the low cost model in Eunaypls.
Many State Airlines such as SAS are extensions of the image of countries often times giving less
thought to the average passenger.

- Southwest hashe right culture, business model, and experience to move into the European market
successfully (see recommendation sections for more details)

- In the analysis of cities and respective market share (see recommendation sections for more details)

- With well esablished presence in the US Domestic Market, continued excellent customer service
and no baggage fees will continue enable Southwest to gain more market share.

Threats

There are many threats that face airlines, such as fuel prices, fierce competititnthé&/exception of
finding a new world under our own, there simply are not any blue markets in the artdajor

growth. However, in select markets such as Cuba there are significant opportunities, but they come
with several political complexities frothe government.

- High Fuel Prices

- Fierce competition from legacy carriers (Delta, United, American) andlaliraost carriers (Spirit
and Frontier)

- United Airlines Basic Economy Class, a disruptive way to compete wittowtiast carriers

- b2 GaAINEED {{SOGA2ya 2Nl odzaAySaa Oflaa aSoOiAizya

- Southwest is not a part of any worldwide alliances which greatly limits passengers to US Domestic
secondary routes.

- Passengers favoring newer aircraft
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Competitive Advantage

Brand mage and loyalty

Southwest is arconic brand and with the Airlines (especially after 9/11) having a negative image
Southwest has always been able to maintain a positive image. This has resulting in a cult like following
and customer satisfaction on orders of magnitude better than itspetition. This is a culture of the
highest customer service gives Southwest a significant competitive advantage in the marketplace.

Market Segment®omestic

Southwest occupies a low cost no frills model part of the market place. With business travelers moving

more towards private jets the high end of the airline market is disappearing. Further compounding this,

Aad {2dziKgSaiQa F20dza a@ymakds@r giter tinds ledslbusy addiafitimes{ SO2 y R
more convent access to major metropolitan areas. For Example, Houston Hobby Airport vs George Bush
International. O KA OF 32 aARgl & @& / KAOFI2 hQKINBE ! ANLRNI®
disliking extra fees, and congested airports. Southwest serves a niche within the market with a great

degree of success. This less of a competitive advantage and more of solid monopoly, because in many
instances Southwest dominates the market.

Market Segmentiternational

Southwest does not have hubs, it has more point to point types of operations. Southwest also does not
forward luggage onto other airlines or have partnerships with other airlines. This is where Southwest is
truly at a disadvantage becausethut access to the worldwide alliances and international flights they
are do not have access to large segments of the market.

Operations

In terms of operations Southwest has both an advantage and significant disadvantages. Southwest has a
Tt SSG adfeducestddta bylonly flying one aircraft. However, many of these aircraft are old and
the bulk of their fleet is the Next Gen which is now 20 yearsAsddessing the age of the fleet and

number of orders, Southwest is competitive advantage is gremttiermined by the fact that they

simply do not have enough aircraft to fill the demand. Furthermore, the aircraftSoathwest does

have are either out dated with high operating costs or going to be outdated with high financing and
leasing costs.

Busiress Strategy

h@SNIff {2dziKgSaiQa .dzaAySaa {GNIrGS3Ie Aa (2 LINBOA
market servicing airports with approximately 750000 to 3000000 enplanements per year at an average

flight distance of 1000nm. This is their ce@mpetency

Competitive Strategy
{2dz2ikKgSadQa adNrGS3e G2 ONBFGS F 0SUGSNI O2YLISGAGA
center of their operations strategy. Continuing to leverage their great culture and excellent customer

service continues todat the forefront of their competitive advantage and integral part of their
strategy.
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Growth Strategy

{2dziKgSald OFyQid adre I '{ 52YSaGAO /I NNASNI AT aiid
company culture of being conservative. Expagdimo some international markets will give Southwest

the experience to grow into other international markets. Island nations in the Gulf of Mexico such as

Jamica, Cuba and British Virgin Islands will allow for an excellent test bed to transition inthigiere
profile markets in Europe.
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Recommendations
There are threeategories of recommendationsperations,

Debt Reduction

OpperatingLeasing [Loan
$/hr $Slyear |$lyear
717) 5200
-300 4300
-700 3850 2160000 222600(
-800 3950 2760000 243800(
Hold Hold Lease |[Buy Lease |[Buy
Year Flight Hourg 717 -300 -700 -700 -800 -800
1 3333 17.33 14.99 14.99 15.06 15.93 15.60
2 3333 17.33 14.99 14.99 15.06 15.93 15.60
3 3333 17.33 14.99 14.99 15.06 15.93 15.60
4 3333 17.33 14.99 14.99 15.06 15.93 15.60
5 3333 17.33 14.99 14.99 15.06 15.93 15.60
Sum 86.67 74.97 74.97 75.30 79.63 78.02
cost/seat 0.09 0.07 0.07 0.07 0.08 0.08
5y Profit 16.13 27.83 27.83 27.50 23.14 24.771

The Analysiaboveis based on these assumptions, many of which are given in the case or further
research

1) Average lightswere 93 nautical miles

2) .81 Utilization

3) $120 dollar/ ticket

4) Speed M .80

5) Hours per year is based on 100,000 hours over a 30 year period
6) Simple interest 6% over 20 years

This analysis reveals some important facts. First, when the cost to acquiraireaft is factored in the
total it nearly matches the added cost of operating older lesséffgdient aircraft. In the case of the
300, Southwest should keep and maintain these aircraft for the for the next 5 years as a stop gap
between the current geeration-700 and theMax.

Furthermore, bringing back the 88 717 in the fleet will allow Southwest to defer the acquisition of 88
aircraft until the Max is available. The plan Forward is detailed below.

1. Bring the 717 back into the fleet for 202217
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2. Scledule retirement 0300 and-500 aircraft 20172020

3. Cancel68ordersfor n n Qa

These actions are a mans to lower the debt to income ratio and fill the fleet with the most modern and

Southwests

A Y eSekciSifgrs yiIhs 158 dptions foiMax aircraft

fuel-efficient aircraft available. These actions are subject to further analysis of the contract and

economics.

Domestic Growth Plan

Assessing the maps of market share, southwest dominates the secondary markets. Typically, airports
with 600,000 to 2,000,000 @anements per year NJ

{2dziKpSaiQa

oNBI R

analysis these markets have been identified as excellent markets that Southwest can pefidteate.
market penetration has been calculated based on the amount of competition in these mariets
looking at current market share in similar airports.

Ident State City Airport EnplanementsPenitration |Flights
LGB CA Long Beach|Long Beach /Daugherty Fig 1,220,937.0Q 20 2,228
PSP CA Palm Spring®alm Springs International|  947,728.00 20 1,729
SAV GA Savannah [Savannah/Hilton Head Integ  980,531.00 20 1,789
GUM GU Tamuning |Guam International 1,420,500.00 20 2,592
HNL HI Honolulu  |Honolulu International 9,479,094.0Q 10 8,649
0OGG HI Kahului Kahului 3,220,753.00 20 5,877
LIH HI Lihue Lihue 1,491,688.00 20 2,722
KOA HI Kailua KongKona International at Keah| 1,485,777.00 20 2,711
CVG KY Greater Cin{Cincinnati/Northern Kentuq 3,054,991.00 20 5,575
GSO NC Greensboro|Piedmont Triad Internationpl 848,249.00 50 3,870
SYR NY Syracuse |Syracuse Hancock Internatf  987,732.00 50 4,506
HPN NY White PlaingWestchester County 757,466.00 50 3,456
MYR SC Myrtle Beac|Myrtle Beach International 899,859.00 50 4,105
TYS TN Alcoa McGhee Tyson 848,390.00 50 3,870
MSN Wi Madison Dane County Regional-Tru|  826,640.00 50 3,771
Flights 57,451.26

These new markets will yield approximately an additional 1% more flights. However, with the addition of
YS6 YIN]JSGAa 6A0GKAY GKS {2dziKgSaidQa
YNl SGa oAt RR Hydp YATtA2Y LRIOSYGALl
base is 792 million enplanements per year. Assumidiget correlation between utilization and
enplanements and utilization this equatesan approximate increase in utilization betweei2 1

percent. At 2% increase in utilization, means roughly an additional 350 million dollars per year in sales
with minimal increases in cost of goods sold (15 million).

Marketing Plar Partnership Plan

To ahieve this, this increase in utilization. A new marketing plan will be used in conjunction the with
LINSOSRAY3 NBO2YYSYyRIUA2yad {2dz2iksgSad a |tglea
perfectly suited for both business and vacation gbawhe addition of flying to Hawaii will further
compoundthat image.
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Southwest has formed strategic partnerships in the past, and that model will be applied once again
when they move into Hawaii. Furthermore, since Southwest has a large market sidoeda they

should leverage that market share and strategic geographical advantage to serve the cruise ship and
hotel market. Forming partnerships to bundle vacation packages together will enable them to increase
their customer base. Some examples of parships are.

M Cruise lines
1 Hotel Chains
i Golf Courses

International Expansion

The market in the United States is composed of a handful of different airlines. Southwest has
approximately 30 percent of the total market. Other airlines of the similar sizealexier % of their
total income from international operations. The chart below shows the revenue streams for United
Airlines.

UAL Revenu Breakdown

m Domestic = Atlantic = Latin = Pacific

In the shortterm Southwest is has geographical advantage in the Caribtdéaving into that market
allow them to gain experience in international operations. This is already in progress, but an important
aspect of the long term strategy of the business.

In the long term, with the delivery of the 7aMax-7 Southwest will be wellgsitioned fly the lucrative
LGEflYyGdAO NRdAziSad 2A0GK {2dziKgSaiQa Kdzoa Ay 2FakKAyd
transatlantic flights to Europe. Using advertised performance data from Boeing, thI&87 With 1

Aux Tank can make London comébly. Departing from Washington International, most of western

Europe is within range. Southwest has strategic advantages to be profitable in these international

markets.
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Appendix A MarketShareMaps
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Southwest Airlines Market Share by City
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Southwest Airlines Market Share by City
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Appendix CPESTL Model

PESTEL Moedel

Economic Factors

Political Factors

Southwests

1

1
1

Political issues with licensing when
moving into international markets
European Airlines moving into the US
DomesticMarket

International operations cause significa
problems from governments.

f
f
f

High Fuel Costs

Prices subject economic factors
Enplanements in vacation markets can
highly volatile

SocialCultural Factors

Technological Factors

1 Pilot Shortages 9 Pilotless aircraft

9 Public pereption of older aircraft 1 More fuelefficient aircraft

1 Public perception 1 Ccl1 Qa Y2NB STFAOAS

1 Consumer behavior favoring newer 1 Newer aircraft requiring less
technologies such as Hyperloop maintenance

1 Customers favor good customer service T ETOPS rule changes

I Cabin entertainment 1 Cabin Entertainment Systems

9 High Frequency and convenient times 1 Longer Range Aircraft

1 Push for more convenient ways to boar
airlines

Environmental Legal

1 Global Warming, more severgeather 1 Unions and brokering labor deals
patters 1 FAA and strict regulations

1 Noise restrictions to more metropolitan 1 Legal issues with moving into
airports international markets

T Congested airportsontinuing cause 1 Noise restrictions
delays and higher costs 9 Aircraft Crashes and ensuing litigation
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Appendix @ FinanciaRatios

Southwest Airlines

Financial Data (mUSD) 2012 2011 2010 2009

Current Assets $18,596 $18,068 $15,463 $14,269
Current Liabilities $4,650 $4,533 $3,305 $2,695
Inventory $0 $0 $0 $0
Accounts Receivable $ 332 % 299 $ 195 $ 169
Sales $17,088 $15,658 $12,104 $10,350
Cost of Goods Sold $16,465 $14,965 $11,116 $10,088
Average Inventory $ - $ - $ - $ -

Total Assets $18,596 $18,068 $15,463 $14,269
Net Fixed Assets $18,596 $18,068 $15,463 $14,269
Total Debt $4,007 $4,017 $4,279 $3,358
Earnings Before Interest and Taxes $685 $323 $745 $164
Interest Charges $147 $194 $167 $130
Net Income After Taxes $421 $178 $459 $99
Fixed Expenses ($62) $370 $243 $98
Contribution Margin as a Percentage 3.6% 4.4% 8.2% 2.5%
Shareholder's Equity $6,992 $6,877 $6,237 $5,454
Preferred Stock Dividend $ 0.034 $ 0018 $ 0018 $ 0.018
Average Number of Common Shares Outstanding 750,000,000 774,000,000 746,000,000 735,000,000
Dilutive Effect of Outstanding Options 0.56 0.23 0.62 0.13
Market Price per Share $ 109.00 $ 9400 $ 9200 $ 80.00
Earnings per Share $ 056 $ 023 $ 061 $ 0.13
Taxes $264 $145 $286 $65

Effectve Tax Rate
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Liquidity 2013 % Change 2012 % Change 2011 % Change 2010
Current Ratio 4.00 0.3% 3.99 -14.8% 468 -11.6% 5.29
Quick 4.00 0.3% 3.99 -14.8% 468 -11.6% 5.29
Average Collection Period (days) 6.99  1.7% 6.87  18.5% 580  -1.3% 5.88
Inventory Turnover " #pivior T #pivior T #pivior T #pivior T #pivior T #pivior T #pivior
Asset Management 2013 % Change 2012 9% Change 2011 % Change 2010
Total Asset Utilization 0.92 6.0% 0.87 10.7% 0.78 7.9% 0.73
Fixed Asset Utilization 0.92 6.0% 0.87 10.7% 0.78 7.9% 0.73
Capital Structure 2013 % Change 2012 9% Change 2011 % Change 2010
Debt-to-Assets 0.22 -3.1% 022  -19.7% 0.28 17.6% 0.24
Debt-to-Equity 057  -1.9% 058 -149%  0.69  11.4% 0.62
Times Interest Earned 4.66 179.9% 1.66 -62.7% 4.46 253.6% 1.26
Profitability 2013 % Change 2012 % Change 2011 % Change 2010
Contribution Margin 3.6% -17.6% 4.4% -45.8% 8.2% 222.5% 2.5%
Profit Margin on Sales 2.5% 116.7% 1.1%  -70.0% 3.8% 296.5% 1.0%
Return on Total Assets 206 129.8% 1%  -66.8% 3% 327.8% 1%
Return on Shareholder's Equity 6.0% 132.6% 2.6% -64.8%  7.4% 305.4% 1.8%

Primary Earnings Per Share $ 056 1435%$ 0.23] -623%$ 061
Price/Earnings $ 194.64 -524% $ 408.70 171.0% $ 150.82
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