
 
    

 

Alaska Air Group is the holding company for Alaska Airlines and Horizon Air. Alaska Airlines primarily offers long-

haul, full service flights along the Pacific coast and is currently the fifth largest U.S airline following the purchase of 

Virgin America. Horizon Air offers short-haul commuter service in the same markets, under Alaska Air’s livery and 

logo. Alaska Air Group operates in three business segments, mainline, regional, and under the Horizon Air brand. 

Alaska Air Group operates a network of approximately 1200 flights per day to over 118 locations across the United 

States, Canada, Mexico, Costa Rica, and Cuba. Alaska Air Group was founded in 1932 and is currently located in 

Seattle, Washington.  
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Thesis:  
Alaska Air Group’s acquisition of Virgin America in 
December 2016 has resulted in a reduction in share 
price over the last year due to integration difficulties. 
However, Alaska Air Group is an industry leader in 
cost strategy and historically has led the industry in 
sales growth and operating margins. As the 
operational difficulties of the Virgin America 
acquisition cease, full annual efficiency benefits are 
expected in 2018. Along with continued United 
States economic growth and expansion in to the 
growing California market, Alaska Air Group should 
continue to grow at a rate faster than industry 
averages, while keeping operating costs stable.   
 
 
 

Catalysts 

 Short Term (within the year): Increased 
traffic from holiday season travel. Updated 
2018 guidance in January. 

 Mid Term (1-2 years): Acquisition of Virgin 
America should experience full annual 
efficiency benefits. Operational difficulties 
from merger cease. Expansion into large 
California Market 

 Long Term (3+):  Continued United States 
economic growth.  

Third Quarter  

Earnings Performance: 
On October 22, 2017, Alaskan Air Group released Q3 earnings and reported record operating GAAP revenues 

of $2.12B, which represented a growth of 35% year over year and 5.4% from the previous quarter. Same store 

capacity, which are markets that have been in service for longer than one year, which represents 94% of Alaskan 

Air Group’s total capacity, grew 0.7% while RASM was slightly positive. Same store load factor was reported 

at 86% for the 3Q as well. Management commented, “Certain yield suffered from close-in pricing, primarily 

intra-California and California transcendental.” Twenty new markets commenced in the nine months ended 2Q 

2017 contributed to one third of revenue growth for the third quarter and 60% of these new markets have 

already become profitable. Utility for the state of California is 44%, up 28 points from pre 2016 merger network 

levels. Alaska Air Group posted a $278mm adjusted profit for the 3Q 2017, a $6mm increase over last year’s 

period. Alaska Air Group experienced significant cost increases for the 3Q 2017. Fuel costs rose $70mm, which 

equates to a 23% increase year over year. Non-fuel costs also rose by $97mm for the 3Q as well. This translate 

to unit costs up 1% on 7% available seat miles (ASM) growth. For the 3Q 2017, CASM excluding fuel and 

special items was 7.98 cents per dollar or revenue while for FY 2017, CASM excluding fuel and special items 

was 8.09 cents on the dollar a decrease from 8.16 the prior year. Overall, management adjusted guidance for 

the 4Q of 2017 and for the full fiscal year as well. Management expects unit costs to be up about 1.5% on an 

11% increase in capacity. These cost increases stem from a newly signed engine services deal with GE, which 

is expected to impact near term CASM, but will stabilize engine expenses long term. Alaska Air Group ended 

the quarter with $1.7B of cash on hand and has generated $1.4B of operating cash flow for FY 2017. Capex for 



 
    

 

the first nine months of FY 2017 was reported at $850mm, which translates to a free cash flow of approximately 

$600mm for FY 2017, excluding merger related expenses accrued in 2016.  

 

Airline Industry Outlook: 
The commercial airline industry is a highly cyclical industry that often replicates the current business cycle 

environment as well as severe and extreme weather events that affect the ability of airlines to conduct travel, 

which act as short-term revenue headwinds. Overall, the world economy as a whole is expected to modestly 

over the next 5-10 years at a CAGR of 3.8% while advanced economies are projected to grow between 1.7% 

and 2.2% CAGR over the same period. There is also a broad consensus that oil prices will continue to rise to 

the range of USD 80 to USD 100 per barrel by 2030 which will serve as a cost headwind for the airline industry 

over a moderate to long-term time horizon. The airline industry is a very cost sensitive industry and growing 

oil and jet fuel prices have the ability to be destructive to operating margins. Airlines are expected to manage 

costs by switching from a network-based approach to a per-passenger basis. In order to do so, airlines will need 

to invest in right size aircraft in the range of 100-150 seat aircraft. These smaller aircrafts are key to cost control 

and new route potential for the industry. Intra-regional routes represented 80% of global air traffic in 2016 and 

are expected to grow at a CAGR of 5% over the next twenty years. These routes also generate the highest yield 

but often suffer from outdated fleets. Newer aircraft orders are expected to be filled over the next twenty years 

with technologies that aim to reduce CASM and are fuel-efficient. For 2016 unit revenues weakened however, 

for 2017, there has been improvement from 2016 levels. Airlines have been currently trimming excess capacity 

over FY 2017 due to the overestimate of demand from 2015 and 2016. This has allowed for better pricing 

power in 2017. For the ttm period ending 2016, total revenue passenger miles (RPMs) rose 3.6%, available seat 

miles rose 3.8% and the passenger load factor fell by 0.1 percentage points to 83.0. Over the next twenty years, 

the International Air Transport Association (IATA) expects air traffic to grow at a CAGR of 3.7%, which would 

put air traffic passengers to 7.2 billion for the year 2035, double what they were in 2016, 3.8 billion. Overall, 

economic growth drives the commercial airline industry, and as the United States airline market grows to 1.1 

billion annual passengers over the next twenty years, Alaska Air Group is poised to capitalize on these trends.  

 

 



 
    

 

 

 

Business Operations and Strategy: 

Alaska Air Group is the holding company of Alaska Airlines, Virgin America and Horizon Airlines. Alaska 

Airlines generates the majority of the revenues for Alaska Air Group at 82% of revenue while Horizon 

accounted for 18% for FY 2016. Alaska Air Group reports their revenue between mainline and revenue 

which are synonymous to Alaska Airlines and Horizon. Alaska Airlines is currently the fifth largest United 

States airline following the purchase of Virgin America. Alaska Airlines has code sharing agreements the other 

U.S legacy carriers such as Delta, United Continental, and American Airlines. Alaska Airlines primarily serves 

north/south routes along the pacific coast. It also serves destinations in Alaska as well as north/south service 

internationally between cities located in the United States, Canada, and Mexico. Alaska Airlines also provides 

east/west route service to Hawaii as well as twelve additional cities in the United States, primarily out of the 

airlines hub in Seattle. In 2016, Alaska Airlines carried 25mm passengers, up 9% from 2015. West coast 

passenger traffic accounted for 36% of revenue passenger miles, while passenger traffic within Alaska and 

between Alaska and the continental United States contributed 15% of revenue passenger miles. Additionally, 

transcontinental, Hawaii, Mexico, and Canada contributed 22%, 18%, 6%, and 3% of revenue passenger miles 

respectively. Horizon Air provides regional airline service and was acquired by Alaska Air Group in 1986. In 

2016, Horizon carried 9.4mm passengers primarily between Washington, Oregon, Idaho, and California. The 

mainline fleet consists of 155 total Boeing 737 and Airbus A319 and A320’s, with an average fleet age of 8.4 

years. Alaska Air Group maintains two frequent flyer plans: the Alaska Airlines Mileage Plan and Virgin 

America Elevate. Benefits are earned using the Alaska Airlines credit card and can be used through a 

syndicate of 24 partners and 3 major global alliances. Members of the rewards program have access to over 

900 worldwide destinations. Reward incentives are based on miles flown and purchases made on flights or 

alaskaair.com.  

 

 

Corporate strategy is focused on expansion into target markets and routes not yet served by Alaska Air 

Group, primarily in California and the West Coast through the merger with Virgin America in December of 

2016. Management is also concerned with continuing the low cast, low fare strategy that has seemed to 

dominate this industry over the past decade. The low cost, low fare strategy employed by Alaska Air Group 

has resulted in an increase in a net change in seats of 27mm between 2000-2015, while the industry has seen a 



 
    

 

decline of 26mm over the same period. Currently, the average fare paid is $160 for an Alaska Airlines flight, 

which is in line with other low cost carriers such as JetBlue and Southwest, while significantly lower than 

legacy carriers. This pricing strategy mirrors the passenger demand for low fares while still receiving a 

premium product and service. The key growth strategy of management is build Pacific Northwest relevance 

to build loyalty in the significantly larger California market. California is currently 3x the population of the 

Pacific Northwest and has more than 2.5x the amount of daily passengers. This represents a significant 

opportunity for Alaska Air Group to gain market share in a growing population and network. Currently 

AS/VX relevance is 38% for the California market and management hopes to grow this by 10% over the next 

two-three years. Alaska Air Group has recently added 27 new California markets, making them the #1 airline 

in passenger relevance on the West Coast. Passenger relevance is defined as the percent of North American 

O&D passengers in markets that each carrier service serves with non-stop service. These new markets include 

destinations in San Francisco, San Jose, the L.A Basin, and San Diego. An additional strategy is to deploy the 

fleet mix in a way that matches capacity to demand. Alaska Air Group’s plan is to offer more seats in capacity 

constrained markets, which will offer lower trip costs on off-peak flights, which helps execute the low cost 

strategy. Alaska Air Group is also expanding premium seating on the Airbus fleet. Management expects this 

initiative to increase revenues by $40mm per year and in hand will lower unit costs.  

 

Acquisition of Virgin America: 

On December 14, 2017, Alaska Air Group announced that it had completed the acquisition of Virgin 

America, a low cost, west coast airline with $1.5B in annual revenues. The goal of this acquisition is to offer 

broader national reach and position the company to better serve people on the West Coast. The combined 

airline now provides 1,200 daily departures and the combination of loyalty programs and networks will 

provide greater benefits for guests and expand the international partner portfolio. At the time of the 

acquisition, Virgin America operated 200 daily departures and 63 aircraft. Alaska Air Group purchased Virgin 

America for $4.0B, including the assumption of all debt. The agreed upon price of $57/share was over an 

80% premium to Virgin America’s trading price prior to the news of the acquisition being made public and 

represented 44.645mm shares of Virgin America common stock. Alaska Air Group still expects to receive 

$225mm in synergies at total integration, which is expected at some point in FY 2018. By 2019, Alaska Air 

Group has announced they will fully retire the Virgin America brand name. Since the time of Alaska Air 

Group’s acquisition of Virgin America, shares are subsequently down nearly 22% due to the ineffective 

execution as well as the difficulties in integrating the Virgin America network that has seen costs rise. Despite 

headwinds in the acquisition and merger of the Virgin brand, approximately a $400mm one-time cost 

increase, cost synergy targets are still up 20% since announcement of the deal. Pre-tax margins have also 

benefited from the merger. LCC’s average pre-tax margin is approximately 19%, where legacy airlines typically 

incur higher costs, their margins are typically around 14%. The potential impact of $300mm in run-rate 

synergies, net of amortization and interest, put Alaska Air Group’s pre-tax margin at 25%, well above 

competitors. By 2024, Alaska Air Group expects a fleet size of 297 committed airliners, with an option of 109 

to lease. I believe this figure is a positive metric as it shows management expects capacity and demand to 

grow following the acquisition. There has been significant headwinds faced by Alaska Air Group following 

the merger. Management has struggled to meet earnings and revenue expectations, primarily due to the lower 

operating margins as well as operating systems still not being fully integrated. Following the acquisition, 

Virgin America saw RASM fall 8%, while Alaska Air Group has remained flat. In turn, legacy carriers on the 

West Coast have in turn lowered fares, initiating a price war. In the recent third quarter earnings call 



 
    

 

management said that walk-up fares for the quarter fell precipitously. However, these challenges are not 

uncommon for airline mergers and acquisition and I believe that management’s target date of 2019 to fully 

resolve all issues and see the full benefits of the acquisition as a positive catalyst to this stock. If the 

integration of operating systems becomes efficient and Alaska Airlines can tap into Virgin America’s previous 

market in a greater capacity, there is significant value creation available. The chart below shows the projected 

synergies of the Alaska Air Group and Virgin America acquisition.  

  

 

Cross Sectional Analysis and Company Performance: 

 

Alaska Air Group operates in two segments, Mainline and Regional, which includes Freight and Mail, and 

other services. Alaska Airlines (mainline) for FY 2016 reported passenger revenue of $4.098B and Horizon 

(regional) reported revenues of $908mm. Freight and mail contributed $108mm in revenue while other net 

revenues were reported at $817mm. Other net revenue increased primarily due to increases in Mileage Plan 

revenue. This resulted in net revenues of $5.931B. Alaska Air Group does not report operating expenses per 

segment. However, GAAP operating expenses for FY 2016 were reported at $4.582B, resulting in GAAP 

operating income of $1.349B. Expenses primarily consist of fuel expenses and on fuel expenses such as 

wages, benefits, and defined contribution plans. Fees such as aircraft leases and maintenance in FY 2016 

increased by $9mm and $17mm, or 9% and 7% respectively. Management expected maintenance expenses to 



 
    

 

increase by approximately 50-55% due to the acquisition of Virgin America in FY 2017. Revenue generation 

of Alaska Air Group is highly cyclical with the business cycle of the United States. In the event of a recession 

or slowdown of the United States economy, revenues expediently decline for that period of downturn. At this 

moment, the growth of the United States economy is expansionary and that is expected to continue for the 

near future. Alaska Air Group is an industry leading low cost, low fare carrier and over the last twelve 

months, has seen sales growth out pace competition. Over the LTM, sales growth has grown 29.58%. Alaska 

Air Group also has industry leading margins. With a GAAP EBITDA margin of 23.99%, which outpaces all 

competitors except the low cost Hawaiian Airlines with a GAAP EBITDA, margin of 24.17%. However, 

Alaska Air Group is a considerably larger carrier, which comes along with higher costs. In my view, this leads 

me to believe that Alaska Air Group is the industry leader in cost control.  Overall, Alaska Air Group 

outperforms the peer group median for operating income margin, net income growth, net profit margin and 

return on invested capital (ROIC). This signals a healthy company who has been growing sales as well as 

keeping costs low. On a multiple basis, Alaska Air Group currently has a GAAP P/E ratio of 9.82x, which is 

below the median P/E ratio for peer groups. EV/TTM EBITDA is currently 5.27, which also is below the 

median for the peer group. These multiples indicate that Alaska Air Group is currently undervalued by the 

market. Alaska Air Group’s CAPEX/Sales is currently 11.43%. This number is in line with the peer group 

median, which is 12.85%. I believe these capital expenditures are justified due to an industry leading ROIC of 

20.7%. 

 

Capital Structure: 

Alaska Air Group currently holds $2.701B of debt, which represents 43.6% of total capital for the firm. 

Consequently, this translates to a D/E ratio of 0.77. A significant portion of long-term debt was raised to 

finance the acquisition of Virgin America in December of 2016. The long-term debt of Alaska Air Group 

consists of senior bonds and notes and holds no revolving credit. Undrawn revolving credit consists of 

$475mm. Currently, net debt to EBITDA is 0.4x where total debt to EBITDA is 1.2x. Debt structure 

currently consists of $1.179B of fixed rate notes payable due through 2028 at a coupon base rate of 4.3% and 

$1.803B of variable rate notes payable through 2028 at a coupon base rate of 2.6%. These variable rate notes 

payable bear interest at a floating rate per annum equal to a margin plus the three or six-month LIBOR in 

effect at the commencement of each semi-annual or three-month period. The average interest expense over 

the next five years is $394.2mm with $1.007B paid thereafter. In my opinion, even with the large amount of 

debt, the company should have no issues with paying back debt due to their large number of assets and 

operating cash flows expected to range between $1.5-2.0B over the period interest must be paid back. The 

LTM ROIC/WACC ratio of Alaska Air Group is 2.71 compared to a competitor average of 1.38 over the 

same period. Historically, Alaska Air Group has generated returns on capital of 1.51, which is lower than 

competitors. However, due to the recent improvement in ROIC/WACC, Alaska Air Group has begun to 

create more value with their assets compared to competitors. Competitors have also deviated from their 

historical ROIC/WACC, indicating some competitors have been destroying the value of their firms. Another 

metric such as ROIC (NOPAT/Invested Capital), over the LTM has been 20.7%, an increase from the 

historical average of 15.4%, which has historically been near the industry average as well. Over the LTM, 

competitors have been generating ROICs of 10.2%. This shows that Alaska Air Group’s capital allocation 

strategy is performing better than competitors’ over the LTM. Alaska Air Group management has a history of 

share repurchases. In FY 2012 and FY 2014, they respectively bought back $900mm in common stock. 

Additionally, in FY 2015 management authorized a $1.0B share repurchase program, which was paused in the 



 
    

 

second quarter of 2016 due to the acquisition of Virgin America. As of FYE 2016, the company held 

5,861,583 shares in treasury and does not anticipate retiring these shares for the foreseeable future.   

 

 

Ownership Summary: 

The majority of holders of Alaska Air Group common stock consist of Investment Advisors and Hedge 

Funds. Over the last three months, the percentage change of ownership has stayed relatively flat. Investment 

advisors have decreased their position to 80.43% of float, a decrease of 1.01% over the three-month period. 

Hedge Fund managers have increased their positions in Alaska Air Group over the last three months to 

12.01% of float. This represents a slight increase of 0.13% over the period. The largest holders of Alaska Air 

Group consist of Vanguard, T Rowe Price Group and Blackrock funds. There has been a mix in investment 

advisors both entering and exiting their positions over the last three months. There is not a single entity who 

controls over 10% of the float outstanding; which puts the threat of management takeover low. The short 

interest is currently at twelve-month lows. The short interest ratio is currently 2.55%, while the short interest 

is 4.10% of float. Short interest ratio has historically followed the price decline of Alaska Air Group over the 

course of the year and is currently at yearly lows. In my analysis, I believe investors have exited their short 

positions as price dropped, taking profits. Due to the current low short interest, I believe investor sentiment 

is now that share price has hit a bottom and is expected to appreciate over the next year.  

 



 
    

 

 

Conclusion:  

In conclusion, I recommend a buy for Alaska Air Group at current price levels. The difficulty management 

has experienced with the acquisition of Virgin America has been troublesome, but I believe that the low cost, 

low fare business model, along with the competence of management will create synergies from this merger. 

Alaska Air Group has historically shown that they are industry leaders in cost management and has 

experienced significant value creation over the LTM as seen in industry leading ROIC and ROIC/WACC. I 

believe that the Virgin America acquisition will grow capacity and recognition in the growing West Coast 

market and along with positive trends in the United States economy, share price will appreciate over the next 

year in the double digits.  

 

 

 



 
    

 

 


