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Recommendation 

We issue a “BUY” recommendation for Delta Air Lines Inc. (DAL) with a target price of 

$61/share.  As of 4/21/2016, the company’s share price was $44.97/share, with our DCF and 

terminal EBITDA multiple analyses indicating a potential upside of approximately 36% 

(Appendix A).  Our analysis uses the assumptions that DAL’s WACC is 8.9%, perpetuity growth 

rate is 2%, and an exit EV/EBITDA multiple of 7.0x.  Please refer to Appendices B and C for a 

further detailed free cash flow calculation and calculations of cost of equity and cost of debt. 

Our recommendation is in line with the consensus of other analysts at major Wall Street firms, 

as indicated in the outline of target pricing and recommendations in Appendix D. 

 

Company Profile 

Delta Air Lines Inc. (DAL) is an airline that provides transportation for passengers both 

domestically and internationally. Delta was the world’s largest airline after its merger with 

Northwest Airlines in 2008 but has since fallen to be the third largest after additional 

consolidation in the industry.  Delta currently services 328 

airports in 57 countries.  2015 revenue was $40.7 billion 

with 85% coming from passenger transportation, with cargo 

contributing 2% and 13% from other.  By geography, the 

United States accounted for 68% of revenue, followed by 

the Atlantic region with 16%, the Pacific region with 9% and 

Latin America with 7%.  The company is part of the SkyTeam 

global alliance, participating in profit sharing in trans-

Atlantic joint ventures with Air France-KLM, Alitalia and 

Virgin Atlantic.  These partnerships help reduce earnings 

volatility in a highly cyclical industry where margins and earnings are constantly under pressure. 

 

Airline Industry  

Barriers to entry are very high in the airline 

industry due to the capital intensity of aircraft and 

the limited space at most airports.  The industry 

has consolidated in recent years after a wave of 

mergers but still remains highly competitive, 

particularly when it comes to pricing.  The mergers 

resulted in lower capacity in the industry to better 



align with demand.  As a result, should demand increase, airlines will be able to increase prices 

but prices should be able to remain steady if demand falls.  Airlines have also begun to charge 

additional fees for baggage or premium seating in recent years as another way to increase their 

revenues.  Fuel is typically either the first or second largest cost to the airline.  This cost has 

come down dramatically recently, as oil prices have fallen far below their 2011-2014 levels.  

 

With higher revenues and falling costs, industry profitability has been increasing in recent years 

as seen in the industry EBITDA chart.  This increased profitability has not been entirely reflected 

in stock prices in the industry as their valuations based on EV/EBITDA remain below their 

historical averages. 

 

 



 

Investment Risks 

Delta has yet to prove that less debt, better capacity management, and a fleshed out route 

map, can insulate earnings from the negative demand shocks that come during tough economic 

times.  This is why the shares trade at a discount to other large industrials.  Near term, we think 

Delta will benefit from low fuel prices but a return to higher levels would negatively impact 

profitability.  Other risks to Delta’s cost structure include high labor costs due to unionization 

and its highly regulated environment.  On the demand side, there is the risk of the economy, 

weakening.  If the trend in unemployment was to turn, it would negatively affect travel. Other 

things that can affect demand for air travel are disease epidemics, such as Ebola, and terrorism, 

such as the recent attacks in Paris and Brussels.  With respect to competition, air travel has 

become a highly commoditized product and there is the risk that competitors can slash prices 

to gain market share.  

 

Key Takeaways: Q1 2016 Earnings Call 

The company’s reported were in line with expectations with better than expected EPS results.  

Additionally, the company has indicated that its Q2 guidance is in line with market 

expectations.  Q1 results were outstanding, especially taking into account that January through 

March are typically the company’s seasonally weakest quarter of the year and additional 

pressures due to the tragic events in Brussels in late March.  The company remains focused on 

improving its Passenger Revenue Per Available Seat Mile (PRASM), with industry capacity and 

favorable fuel costs helping drive the company’s ability to reach its stated goal.  Q1 PRASM 

declined 4.5% this quarter, primarily due to a strong dollar, falling fuel surcharges, and 

domestic pricing pressures.  There is general sentiment that the restructuring of DAL’s 

international segment with SkyTeam and a strong start to the summer booking period will allow 

the company to reach an inflection point and attain PRASM in Q2.  Despite negative unit 

revenue growth, DAL remains well positioned when compared to its peers.  Positive highlights 

of the earnings call include: 

 $1.56B  of pre-tax profit was the company’s 12th consecutive record quarterly result, 

primarily driven by low fuel prices and solid demand 

 99.4% completion factor and on-time arrival rate of 86.5%, leading the global industry 

 Top line revenue remained flat but substantial fuel savings allowed for operating 

margins to improve by 10 basis points to 18.5% and generate $1.4B in operating cash 

flows  
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