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OUTLINE

• Module 4 (1.5 hours) – Financial Analysis

– Airline financial statements

– Airline financial statement analysis and financial ratios

– Airline valuation

– Ratio Analysis – to assess liquidity, profitability and solvency  
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A. Airline financial statements
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WHAT DO FINANCIAL STATEMENTS DO?
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• Income statement – what is happening with 

revenue and expenses?

• Balance sheet – what is happening with assets, 

debt and liabilities?

• Cash flow – what is happening now with 

operating investing and financing activities?

Financial statements are important sources of 

information for internal and external use.
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BALANCE SHEET

• Takes a snapshot of the firm (airline) at a point in time (a given 

day)

• Essentially tells the reader what the airline owns and how the 

assets are financed

• Two halves: 

– assets – what airline owns

– liabilities – what airline has borrowed

– stockholders equity – investment put into the business

• Organization: from most to least liquid
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BALANCE SHEET

ASSETS=LIABILITIES + SHAREHOLDERS EQUITY

– Current assets (liquid)

• Cash

• Marketable securities

• Accounts receivable

• Inventory

– Fixed (non current) assets (less 

liquid)

• Property, plant and equipment

• Land

• Intangible assets

Liabilities

• Current liabilities

– Accounts payable

– Notes payable

– Current proportion of long term debt

– Unearned revenue

– Taxes payable

– Wages & benfits payable

• Long term (non-current liabilities

– Long-term debt

• Owners equity

• Preferred stock

• Common stock

– Additional paid in capital
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BALANCE SHEET NOTES

• Current assets-relatively liquid
– Marketable securities – short term notes to make money work for airline (e.g. prepaid tickets)

– Accounts receivable – adjust for non-payments

– Inventory values at book value =historical price +depreciation

– Use book not market value since market value introduces swings (volatility) and may overvalue 

tangible assets.

– Fuel derivative contracts – if +, place on assets, if go bad place on liabilities

– Expenses are listed when they are incurred not when they are paid

• Fixed assets-relatively illiquid
– Buildings, aircraft, property, station investments

– Airlines are highly capital intensive

– Intangible fixed assets – landing right or slot at airport (e.g. LHR)

• Depreciation – simply allocation of the cost of an asset over its useful life.

– Shows up on the Income Statement as operating expense

– Include value at end of useful life - residual value

– Book value=original price-accumulated depreciation
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DEPRECIATION-METHODS/APPROACHES

• Airlines can choose useful life and residual value

– Southwest; 23-25 years, residual=15% acquisition cost

– Emirates; 15 years, residual=10% acquisition cost

• Straight line depreciation (SLD)-depreciation same each year

– D =(acquisition cost-residual value)/useful life

– Do the math for a new Boeing 777!

• Double declining balance method (DDBM)-dep. varies each 

year

– t0: SLD = x% annually

– t1: D1 = book value x SLD x 2

– t2: D2 = book value in t1 x SLD x 2
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DEPRECIATION-METHODS/APPROACHES

• Modified Accelerated Cost 

recovery System (MACRS)

– Required by U.S. IRS which sets 

depreciation rate and period for 

each asset, ignores residual value

– Firms prepare 2 sets of books (one 

for IRS, one for internal/external 

use)
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DEPRECIATION METHODS - SUM-OF-YEARS DIGITS

• Useful for assets that depreciate quickly (e.g. IT equipment)

• If depreciate from price (V), with salvage value (S) in n years
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LIABILITIES - NOTES

• Short term financial obligations

– Accounts payable – essentially unpaid bills

– Accrued liabilities- monies owned for services rendered

– Unearned revenue is prepaid revenue. In essence, the customer pays in 

advance for services that have not yet been performed by the recipient of 

the payment (e.g. passengers prepaying tickets)

• Long Term Debt

– Bonds, notes debentures issued by airlines coming due in the future

• Stockholders equity – contributed capital + retained earnings

– Par value of stock on books not stock market value

– Difference between par value and amount obtained when stock is issued (e.g. IPO) 

use ‘capital in excess of par value account’

– Retained earnings = net income –dividend payments
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INCOME OR PROFIT & LOSS STATEMENT

• Summary of airlines operating results – its performance

• Can vary length of time considered (3 month, 6 month, 1 year)

• Purpose to establish net income; revenue-expenses-taxes-

interest

• Operating income is revenue from airline’s primary activities

• Cost of goods sold not in airline income statement since seats 

cannot be inventoried, normally it is the costs of the product of 

the firm
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STATEMENT OF RETAINED EARNINGS
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• Explains changes to stockholder’s equity over the period

• Flow from income statement to balance sheet:
Net income from Income Statement

Retained earnings from Statement of retained Earnings

Balance Sheet



CASH FLOW STATEMENT

• No other statement provides  detailed account of cash inflows and outflows

• It is a departure from typical accounting principles

• It provides insights whether airline can meet its short term financial 

obligations

• Important in airlines since cash inflows are generated in different periods than 

cash outflows

– E.g. cash in for flight 1-60 day in advance of flight, cash outflow 15-90 

days after flight (depends on accounts payable policy)

• Cash flow divided into 3 categories

– Operating activities – principal revenue producing activities

– Investing activities – any changes to fixed assets or investments, can affect cost 

structure

– Financing activities-reflects long term goals since if seeking growth will have + 

cash flow from financing activities
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RATIO ANALYSIS – TO ASSESS LIQUIDITY, 

PROFITABILITY AND SOLVENCY
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FINANCIAL STATEMENT ANALYSIS

• Once you have all the financial statements, a detailed analysis is 

needed.

• Financial ratios assess different portions of the airline

– Internal & external use: ROI, Profit margin, D/E, P/E

– Industry specific – CASM, RASM

• Financial Ratio: 
– profitability - describe efficiency or success of business (1 or more dimensions)

– liquidity – ability to meet short term obligations 

– long-term risk- analyze capital structure 

– stock market ratios – describe airline’s position in equity market

• Airline specific financial ratios

• Airline industry benchmarking

• Insolvency models
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PROFITABILITY RATIOS

• Operating Profit margin [EBIT]: operating profit/total revenue

– Indicates profit per $ of revenue, allows close look at airline’s operations, excludes 

interest expense and taxes so no influence from capital structure

• Profit Margin Ratio [PM]: net income/total revenue

– Looks at net income per $ of revenue, Includes influence of financial structure of 

firm

• Return on Assets (ROA): net income/total assets

– Measures net income after taxes against fixed assets, shows investment return the 

assets have provided, differences in capital intensity affect this ratio, how well the 

airline turns assets into income, varies across industries but less so within industries

• Return on Equity [ROE]: net income/total stockholders equity 

– Measures how well the airline turns equity into income, may vary from firm to firm 

in an industry but less between industries, influenced by capital structure of airline
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PROFITABILITY RATIOS-CONT’D

• Asset Turnover Ratio [ATO]: total revenues/total assets

– Measures how much revenue per $ of assets

– Note: ROA = PM x ATO

• Du Pont Equation:

– ROE = (net income/sales) x (sales/total assets) x (total assets/equity)

– ROE = ROA x equity multiplier

• EBITDAR stands for Earnings Before Interest, Taxation, Depreciation, 

Amortization and Rent. 

– EBITDAR is used over EBITDA when the firm in question has extremely high rental 

expenditure (airlines, shipping companies, generally anything which rents large amounts of 

capital). 

– The reason is that for the kind of companies in question, EBITDA alone will miss out a massive 

cost and thereby over-inflate earnings. For airline and shipping companies (or any other which 

rents most of its capital), rent is likely to be one of if not the highest costs.
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LIQUIDITY RATIOS

• Analyze an airline from a short term perspective and focuses on how 

well an airline can meet current obligations

• Working capital = current assets – current liabilities

– It is the excess of short term assets available for use

• Current Ratio [CR]: current assets/current liabilities

– Tells how much of current liabilities are being met by current assets

– If < 1 have a short term liquidity problem

– Helps determine whether airline can meet current obligations

– WK varies by firm size, CR does not, so compare across industries

• Quick Ratio (Acid test Ratio) [QR]: quick assets/current liabilities

– = (current assets- inventory)/ current liabilities)

– Quick assets – cash, cash equivalents, marketable securities, accounts receivable

– QR < CR

– How much liquidity an airline needs depends on operating cycle (time between 

when cash is spent for goods & services to time investment generates cash)
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LIQUIDITY RATIOS CONT’D

• Accounts Receivable Turnover Ratio [ARTR]:

– Net credit sales/average accounts receivable 

– Measure of how many times accounts receivable are collected over a particular 

period of time but difficult to interpret

– Higher values indicate money is being collected quickly, so less long term credit is 

being offered

• Days of Accounts Receivables [DAR]: number of days in period/ACTR

– converts ACTR into the average time for accounts receivable.

– Measured in days, so measures number of days it takes to collect revenue generated

– A value of 7.6, indicates it takes 7-8days to collect revenue generated by the airline.

• Accounts Payable Turnover Ratio [APTR]: period purchases/average 

accounts payable

– Measures number of times accounts payable turns over in a given period

– Compare this to days of accounts receivable to estimate days of working capital 

– Days of Accounts Payable = # of days in period/APTR
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LIQUIDITY RATIOS CONT’D

• Inventory Turnover Ratio [ITR]: cost of goods sold/average inventory

– Important for manufacturing firms less important for airlines, but maintenance does 

have inventories of parts, THEREFORE  replace ‘costs of goods sold’ (since not on 

airline income statement) and replace with specific category – e.g. maintenance 

materials and repairs

– Days of inventory = # of days in period/ITR

– E.g. ITR = 3.55, Days of Inventory = 365/3.55 = 102.7, have 103 days of inventory 

sitting idle – is this good or bad? Is this good or bad for an airline?
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LONG-TERM RISK RATIOS

• Also know as solvency ratios, as they analyze a firm’s ability to stay in 

business

• Provides a macro perspective of a company

• Debt/Equity Ratio [D/E]: total liabilities/total stockholders equity

– Classic long term risk ratio

– Can indicate variability of future earnings-more debt financed companies will have 

greater swings in profitability due to increased interest expense

– Cost of capital affected by D/E ratio

• Debt Ratio [DR]: = total liabilities/total assets 

– proportion of debt that is financing the assets of the company

– Look at ratio over time to see how airline is positioning itself; e.g. is ratio stable?

• Times Interest Earned Ratio [TIER]: EBIT/Interest expense

– Indicates airlines ability to meet interest payments, therefore is a metric of risk to 

bond holders

– Higher values will lower cost of debt, since implies low risk of default
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STOCK MARKET RATIOS

• Use to assess an airline in relation to its equity position

• Important in assessing the fiscal health of an airline

• Earnings per Share: [EPS]: net income/average # shares outstanding

– Measure of net income earned for each shareholder

• Price Earnings Ratio [P/E]: current market price/earnings per share

– Compares performance of the company according to income statement and the 

stock market

– Indicates whether stock is over or under valued

– Ratio influenced by industry being analyzed, state of overall stock market, and 

performance of the firm.

– Is forward looking
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STOCK MARKET RATIOS CONT’D

• Dividend Payout Ratio [DPR]: dividends distributed per share/earnings 

per share

– Dividends used to attract equity, reflected in the share price

– Measures the financial stability of the firm and of earnings.

– Low dividends may reflect being strapped for cash or desire to reinvest earnings to 

increase payouts in the future.

• Dividend Yield Ratio [ DYR]: dividends distributed/share/current 

market price

– Indicates the percentage of the stock price that has been influenced by the dividend 

payouts.

– Airline industry has low dividend yield, due to volatility of the industry.
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AIRLINE SPECIFIC RATIOS

• Load factor: RPM/ASM

• RASM: Total passenger revenue/Total ASM

• CASM: total costs/Total ASM

• CASM (Operating): total operating expenses/Total ASM

• Total profit per ASM = RASM-CASM

• Revenue per Revenue Passenger Km (Yield) RRPK: total 

passenger revenue/Total RPM

• Break Even Load Factor: CASM/RRPK
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PREDICTING INSOLVENCY – THREE THEORIES

• Altman’s Z-Score Model

– Financial status is multidimensional core Model

– Model based on discriminate function analysis

– Z=6.56A + 3.2B + 6.72C + 1.05D

– A = working capital / total assets

– B = retained earnings / total assets

– C = EBIT / total assets

– D = market value of equity / book value of total debt

– Healthy: z > 2.6

– Uncertain: 1.1 < z < 2.59

– Unhealthy: z < 1.1
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PREDICTING INSOLVENCY – THREE THEORIES

• Springate’s Z- Score Model

– Also used discriminate function analysis to select financial ratios 

that best predicted the solvency of a firm

– Z = 1.03A + 3.07B + 0.66C + 0.4D

– A = working capital / total assets

– B = net profit before taxes / total assets

– C = EBIT / total assets

– D = sales / total assets 

– Z < .862 consider candiate for failing
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PREDICTING INSOLVENCY – THREE THEORIES

• Fulmer’s H-Value Model

– Evaluated 40 financial ratios to predict failure, uses discriminate function models

– H = -6.075 + 5.528V1 + 0.212V2 + 0.073V3 + 1.27V4 + -0.12V5 + 2.335V6 + 

0.575V7 + 1.083V8 + 0.894V9

– V1 = retained earnings / total assets

– V2 = sales / total assets

– V3 = EBIT / total equity

– V4 = cash flow / total debt

– V5 = Debt / equity

– V6 = current liabilities / total assets

– V7 = log (tangible total assets)

– V8 = working capital / total debt

– V9 = log (EBIT) / interest expense

If H < 0, likely will fail
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BUY OR LEASE 
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UNDERSTANDING OPERATIONAL COSTS

• B737

35
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BUY VERSUS LEASE CONSIDERATIONS
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Key parameters to consider include

– Buy prices, 

the best purchasing rate obtained from the seller. 

• For example an aircraft listed as 200 million could be reduced to 80 

million depending on supply and demand for different aircraft

– Dry Lease rate –

the best dry lease rate that can be obtained from the industry.  

• Market demand for particular aircraft type and financial strength of the 

leasing company becomes important in determination
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BUY VERSUS LEASE CONSIDERATIONS

• Operational costs – these include additional operational costs of 

a dry leased aircraft such as cockpit and cabin crew.

• Borrowing rate – if the airline is borrowing to purchase aircraft 

this must be the best rate that is obtained from the bank of 

lending institutions

• Comparative analysis enables airline’s to determine the most 

beneficial fulfilment option. An example is provided below

• Best prices can be obtained thru running aircraft acquisition 

process.
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EXAMPLE BUY VERSUS LEASE COMPARISON
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Beginning of 

Year End of Year 1 End of Year 2 Year 20

Option 1: Buy 2 Freighters @ $80mn 

each

Principal: $160 million Principal Remaining $     160,000,000 $ 152,000,000 $144,000,000 $               -

Interest: 5% Interest Paid -$     8,000,000 -$    7,600,000 -$       400,000 

Principal payback: Straight Line, 20 years Principal Paid -$     8,000,000 -$    8,000,000 -$    8,000,000 

Maintenance / Crew: Extra Insurance Costs -$        266,667 -$       266,667 -$       266,667 

Insurance: Extra Mace Costs -$     6,083,515 -$    6,083,515 -$    6,083,515 

Crew Costs -$     5,069,596 -$    5,069,596 -$    5,069,596 

Cash Outflow / Residual Value -$   27,419,777 -$  27,019,777 -$  19,819,777 

NPV of Cash Outflow (Day 1, Year 1) -$357,217,586

Option 2: Dry Lease @ $900,000/mo per 

Freighter

Beginning of 

Year End of Year

Year 1 Year 2 Year 20

Monthly Lease Payment: $1.8M Lease Payment -$   21,600,000 -$  21,600,000 -$  21,600,000 

Maintenance / Crew: Extra Insurance $                - $               - $               -

Insurance: Included Mtce Costs -$     6,083,515 -$    6,083,515 -$    6,083,515 

Crew Costs -$     5,069,596 -$    5,069,596 -$    5,069,596 

Cash Outflow $                    - -$   32,753,110 -$  32,753,110 -$  32,753,110 

NPV of Cash Outflow (Day 1, Year 1) -$473,090,852

Option 3: Wet Lease @ $900,000/mo 

per Freighter

Beginning of 

Year End of Year

Year 1 Year 2 Year 20

Monthly Lease Payment: $1.8M Lease Payment -$   21,600,000 -$  21,600,000 -$  21,600,000 

Maintenance / Crew: Included Insurance $                - $               - $               -

Insurance: Included Mtce Costs $                - $               - $               -

Crew Costs $                - $               - $               -

Cash Outflow $                    - -$   21,600,000 -$  21,600,000 -$  21,600,000 

NPV of Cash Outflow (Day 1, Year 1) -$311,993,648
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USED AIRCRAFT LEASE RATES

39

Lease rates are influenced 

by many factors

• Interest rates/ economic 

environment

• Lease Terms

• Lessor supply

• Lessee quality
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END OF MODULE 4
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