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Analyst Note Dec. 06, 2011 

We are no longer providing equity research and debt
coverage on AMR Corporation   after the legacy airline
carrier declared bankruptcy on Nov. 29. We provide broad
coverage of more than 1,700 companies across more than
140 industries, and adjust our coverage as necessary
based on client demand and investor interest.         
  
  
Thesis Oct. 21, 2011 

As the economic outlook darkens, we think American
Airlines may finally meet its fate as it underperforms its
peers in an industry plagued by structural flaws.  
  
Poor structural characteristics make the airline industry
arguably one of the toughest industries in which to
operate successfully. The industry’s minimal barriers
(capital and a licensed pilot are relatively easy to acquire)
have consequently invited more than 250 startup airlines
to enter the domestic airline industry since deregulation in
1978. Additionally, passenger traffic is perishable,
creating incentives to discount fares heavily to fill seats or
risk losing revenue. These conditions have caused
inflation-adjusted yields (the price in cents that a
passenger pays to fly one mile) to contract 2% per year,
according to Air Transport Association figures.  
  
As such, we predict that ticket prices will not adequately
keep up with inflation as new supply comes on stream, so
cost containment will be essential for an airline like AMR
to prosper. However, AMR still has significant
improvement ahead. The company’s workforce generates
roughly 40% fewer seat miles per employee than its
peers’ workers. Moreover, AMR employs the industry’s
oldest fleet, which we suspect is responsible for the fact
that an average AMR aircraft operates one hour fewer per
day than those of competitors. Combined, these factors
caused AMR to boast the industry’s most exorbitant cost
structure, as measured by operating costs excluding

one-time charges and fuel expenses, for the majority of
the previous two years. Moreover, these disadvantages
forced AMR to deliver a $471 million loss in 2010, while
the U.S. industry generated a $16 billion profit on a 2.9%
profit margin. Although slim, this industry profit margin
equals the 2007 mark posted when post-bankruptcy
restructuring substantially lowered the cost profile.   
  
Given the potential darkening of the global economy, we
now believe that potential revenue improvement alone
will not alleviate AMR’s disadvantage, and its growing
labor-cost disparity makes it unlikely that AMR can
staunch the bleeding. Already, AMR noted that it burned
through approximately $800 million (including $100 million
debt payments) during the third quarter, leaving the
company with roughly $4.3 billion in unrestricted cash,
$12 billion in debt, and $7 billion in underfunded pension
liabilities. We believe AMR can retire its 2012 debt
payment of $1.8 billion without accessing additional
capital, but this would leave the airline with a cash
balance of less than 10% of trailing its 12-months
revenue. Historically, a ratio below 10% is considered
dangerous because of the substantial working capital
needs of operating an airline. Therefore, we suspect that
AMR must hope that high-yield demand remains high so it
can refinance its debt as it comes due, or it may run out of
cash over the next five years.   
  
  
Valuation, Growth and Profitability 
We are lowering our fair value estimate for AMR to $0
from $0.60 per share, as we now anticipate AMR will be
succumb to financial distress. Today, AMR holds
approximately $4.3 billion in unrestricted cash after
burning through roughly $800 million during the third
quarter. We don’t believe revenue growth will enable
AMR to overcome its position given the surrounding
economic uncertainty. Instead, we believe AMR will
continue to burn cash during 2011 and must depend on the
market’s willingness to roll over its $1.8 billion debt
payment due in 2012. If AMR were to repay its 2012 bond
maturities, the company’s cash balance would fall below
10% of revenue, a perilous number in our view. 
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Close Competitors Currency(Mil) Market Cap TTM Sales Oper Income Net Income

AMR Corp

Delta Air Lines Inc

United Continental Holdings Inc

Southwest Airlines Co

USD

USD

USD

USD

. 23,609 -202 -982

7,252 34,505 1,543 448

6,845 36,550 1,695 653

6,680 14,664 762 157

Morningstar data as of December 07, 2011.
    
Risk 
Surging fuel prices represent a considerable risk to AMR’s
future, as fuel costs now account for nearly 30% of total
expenses compared with 15% in 2003. In addition, the
majority of American’s employees operate under union
contracts that are currently in negotiations--some
contracts have been in negotiations for two years--which
could put upward pressure on wages. The absence of any
barriers to entry creates another significant risk because it
allows intense competition to plague the industry and
depress yields. Finally, strict financial covenants attached
to massive debt commitments will probably handcuff the
firm’s future cash flow. 
  
  
Bulls Say 

AMR has one of the most extensive domestic networks
and attractive international route systems--it derives
40% of its revenue from international travel--making
the company a preferred choice for some business
travelers.     
AMR has accelerated the replacement of its aging and
less fuel-efficient MD-80s with new Boeing 737-800
aircraft. The benefits of this replacement cycle should
have a notable impact on the carrier’s cost profile,
particularly as the renewal process matures.     
Once it begins to earn a profit, we expect AMR will not
pay cash taxes for quite some time, since it has nearly
$7 billion in net operating loss carryforwards at its
disposal.     

 
  

Bears Say 
Employee-related expenses represented 30% of AMR’s
operating costs during the last three years. Given that
some contracts have been under negotiation for over
two years, we believe the new contracts probably will
result in higher wages that will further AMR’s labor
cost disadvantage relative to its network peers.     
As the liberalization of international air travel (open
skies agreements) continues, low-cost carriers will
eventual infiltrate the more profitable international
transportation market, which will probably create
downward pressure on yields.     
Unlike most of its peers, AMR is saddled by an
enormous pension liability, underfunded by nearly $7
billion at the second quarter of 2011, which will require
massive future cash contributions.     

  
  
Financial Overview 
Financial Health: AMR ended the third quarter of 2011
with unrestricted cash of about $4.3 billion, down from
$5.8 billion as of the first quarter, and has
no unencumbered assets left with which to
secure additional financing. We believe this is an
adequate amount of capital considering the firm has $1.8
billion in debt payments due next year. 
  
  
Company Overview 
Profile: AMR is the parent company of American Airlines
and its regional carrier subsidiaries, American Eagle and
AmericanConnection. Combined, the firm flies more than
3,400 daily flights to 250 cities in 40 countries through its
major hubs in Dallas-Fort Worth, Chicago-O’Hare, Los
Angeles, and New York-LaGuardia. AMR operates a
network fleet of more than 900 aircraft, employs almost
80,000 workers, and generates nearly $24 billion in annual
revenue. 
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Management: Chairman, president, and CEO Gerard Arpey
began working with AMR in 1982 and has devoted his
entire professional career to the firm. Arpey moved up
through the ranks as CFO and COO before he earned the
CEO title in April 2003. Arpey and the executive team cut
jobs and won concessions from labor, helping the firm
skirt bankruptcy in 2002. Given the precarious nature of
airline profitability, we think executive compensation
appears reasonable. Short-term incentives, which revolve
around the firm earning a pretax profit margin of 5%, have
constituted 15% of executive pay. Moreover, executives
received a modest increase in base pay the last two years
as the company attempted to cut costs. Although insider
holdings used to be encouraging, it appears Arpey sold
nearly 185,000 thousand shares since April 20, clearly a
negative view in our opinion. Moreover, we would like to
see the company split the chairman and CEO roles so that
objective CEO oversight is possible. 
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Analyst Notes

Dec. 06, 2011 Dropping Coverage of AMR

We are no longer providing equity research and debt
coverage on AMR Corporation   after the legacy airline
carrier declared bankruptcy on Nov. 29. We provide broad
coverage of more than 1,700 companies across more than

140 industries, and adjust our coverage as necessary based
on client demand and investor interest.

Nov. 29, 2011 As We Expected, AMR Succumbs to Bankruptcy

AMR Corporation , the parent of American Airlines,
announced Tuesday that it is voluntarily filing for Chapter
11 reorganization. On Oct. 21, we published our belief that
AMR would succumb to bankruptcy and that its common
equity would be worthless. We lowered our credit rating on
AMR to CC on Monday, as we thought financial distress
was imminent. We are maintaining our current $0 fair value
estimate, but will lower our credit rating to D as a result of
the filing.
 
We believe that a bankruptcy filing, while difficult, is the
correct move for AMR to cleanse its debt-laden balance
sheet and bloated cost structure. As of the third quarter,
AMR held about $12 billion in debt and $7 billion in pension
liabilities compared with $4.3 billion in unrestricted cash
($4.1 billion as of the bankruptcy filing date). We had
expected the company’s cash balance to dwindle to $1.2
billion at the end of 2012, which we opined was insufficient
to operate an airline and repay 2013 debt commitments.
 
We calculate that the pretax labor cost differential
between AMR and other legacy carriers over the past few
years was $1.2 billion-$1.5 billion, nearly double AMR’s
estimate of $800 million. Further, we calculate the cost of
operating an antiquated fleet of aircraft cost AMR about
$115 million annually in additional costs for repair and

maintenance alone, versus the legacy carriers. This number
doesn’t include the additional cost burn due to operating
fuel-inefficient aircraft or the opportunity cost of flying
approximately one hour per day fewer over AMR’s entire
fleet. Collectively, we believe these cost disadvantages
caused AMR to file for bankruptcy, and we believe the
costs were sufficiently burdensome that even if the
company had signed a new labor deal with its pilots, it
would not have averted bankruptcy.
 
There has been speculation of an AMR-US Airways merger
after AMR’s bankruptcy. We believe this merger would
make sense, as US Airways employs a lower-cost structure
and would be profitable on the domestic front, while AMR,
given its strong international presence, would operate the
international routes. However, we acknowledge that
complications exist, specifically pilot integration, that could
derail a merger.
 
Even if a merger doesn’t occur, we expect that the AMR
bankruptcy will benefit the industry. We think AMR was
extremely aggressive on pricing as it struggled to survive;
now that the company will emerge with a leaner cost
structure, we expect ticket prices will trend higher over the
long term.

Nov. 28, 2011 Credit Rating Downgrade: AMR

Morningstar is lowering its credit rating on AMR by one
notch to CC from CCC based on our updated forecast, which
questions the ability of the firm to avoid a bankruptcy filing.

AMR’s rating is based on the firm’s lagging operating and
financial performance and thin liquidity profile. AMR has
generated net losses and negative free cash flow over each
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Stock Performance

AMR is the parent company of American Airlines and its

regional carrier subsidiaries, American Eagle and

AmericanConnection. Combined, the firm flies more than

3,400 daily flights to 250 cities in 40 countries through its

major hubs in Dallas-Fort Worth, Chicago-O’Hare, Los

Angeles, and New York-LaGuardia. AMR operates a network

fleet of more than 900 aircraft, employs almost 80,000

workers, and generates nearly $24 billion in annual

revenue.   

4333 Amon Carter Boulevard 
Fort Worth, TX  76155
Phone: 1 817 963-1234Website: http://www.aa.com

Growth Rates Compound Annual
Grade: D 1 Yr 3 Yr 5 Yr 10 Yr

Revenue % 11.3 -1.1 1.4 1.2
Operating Income % . -31.7 . -13.9
Earnings/Share % . . . .
Dividends % . . . .

Book Value/Share % . . . .

Stock Total Return % -86.0 -51.5 -49.4 -34.3
+/- Industry -60.2 -61.6 -40.8 -34.6
+/- Market -89.0 -64.4 -47.2 -35.2

Profitability Analysis
Grade: Current 5 Yr Avg Ind Mkt

Return on Equity % . . 13.0 22.4
Return on Assets % -3.9 -2.6 1.3 9.4
Fixed Asset Turns 1.6 1.3 1.6 7.3
Inventory Turns 16.1 17.3 27.6 15.7
Revenue/Employee USD K 301.7 271.2 . 1043.1

Gross Margin % 58.8 57.9 54.0 38.4
Operating Margin % -0.9 -0.5 5.5 16.3
Net Margin % -4.2 -3.0 1.5 10.8
Free Cash Flow/Rev % . . 3.4 0.1
R&D/Rev % . . . 9.8

*

*3Yr Avg data is displayed in place of 5Yr Avg

Financial Position
Grade: 12-10 USD Mil 09-11 USD Mil

Cash 168 304
Inventories 594 631
Receivables 738 925

Current Assets 6838 6838

Fixed Assets 15082 15142
Intangibles 932 204

Total Assets 25088 24719

Payables 1156 1150
Short-Term Debt 1776 1374

Current Liabilities 8780 8923
Long-Term Debt 8756 9552

Total Liabilities 29033 29552

Total Equity -3945 -4833

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 TTM Financials
Revenue USD Mil18963 17299 17440 18645 20712 22563 22935 23766 19917 22170 23609
Gross Margin %44.4 47.8 51.1 48.2 43.2 44.8 64.0 54.7 63.2 62.9 58.8
Oper Income USD Mil-2470 -3330 -844 -144 -93 1060 965 -1889 -1004 308 -202
Operating Margin %-13.0 -19.2 -4.8 -0.8 -0.4 4.7 4.2 -7.9 -5.0 1.4 -0.9

Net Income USD Mil-1762 -3511 -1228 -761 -861 231 504 -2071 -1468 -471 -982

Earnings Per Share USD-11.43 -22.57 -7.76 -4.74 -5.21 0.98 1.78 -7.98 -4.99 -1.41 -2.94
Dividends USD. . . . . . . . . . .

Shares Mil154 156 158 161 165 236 299 259 294 333 334
Book Value Per Share USD34.78 6.13 0.29 -3.61 -8.95 -2.83 10.67 -10.53 -10.49 -11.83 -14.42

Oper Cash Flow USD Mil511 -1111 601 717 1024 1939 1935 -1394 930 1241 497
Cap Spending USD Mil-3640 -1881 -680 -1027 -681 -530 -714 -876 -1521 -1962 -1784
Free Cash Flow USD Mil-3129 -2992 -79 -310 343 1409 1221 -2270 -591 -721 -1287

Valuation Analysis
Current 5 Yr Avg Ind Mkt

Price/Earnings . . 44.4 13.7
Forward P/E . . . 13.6
Price/Cash Flow 1.1 . 4.0 6.9
Price/Free Cash Flow . . 13.0 15.8
Dividend Yield % . . 0.4 2.0
Price/Book . . 2.5 1.8
Price/Sales 0.0 0.2 0.3 1.2
PEG Ratio . . . 1.6

Total Return %-42.2 -70.8 96.2 -15.4 103.0 36.0 -53.6 -23.9 -27.6 0.8 -85.6
+/- Market-29.2 -47.4 69.8 -24.4 100.0 22.4 -57.1 14.6 -51.0 -12.0 -85.9
+/- Industry-25.6 -49.9 64.6 -19.4 76.9 16.0 -42.3 19.7 -52.9 -27.9 -64.1

Dividend Yield %. . . . . . . . . . 0.0

Market Cap USD Mil3497 1030 2064 1761 3669 6482 3495 2974 2571 2598 .

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 TTM Profitability
Return on Assets %-6.0 -11.1 -4.1 -2.6 -3.0 0.8 1.8 -7.7 -5.8 -1.9 -3.9
Return on Equity %-28.1 . . . . . 49.1 . . . .

Net Margin %-9.3 -20.3 -7.0 -4.1 -4.2 1.0 2.2 -8.7 -7.4 -2.1 -4.2
Asset Turnover0.64 0.55 0.59 0.64 0.71 0.77 0.79 0.88 0.79 0.88 0.94
Financial Leverage6.1 31.6 637.6 . . . 10.8 . . . 28.9

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 09-11 Financial Health
Working Capital USD Mil-972 -2303 -1877 -2047 -2156 -1603 -1254 -3439 -1086 -1942 -2085
Long-Term Debt USD Mil8310 10888 11901 12436 12530 11217 9413 8419 9984 8756 9552
Total Equity USD Mil5373 957 46 -581 -1478 -606 2657 -2935 -3489 -3945 -4833
Debt/Equity1.83 12.86 . . . . 3.80 . . . 10.21

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 TTM Valuation
Price/Earnings. . . . . 30.9 7.9 . . . .

P/E vs. Market. . . . . . . . . . .

Price/Sales0.2 0.1 0.1 0.1 0.2 0.3 0.2 0.1 0.1 0.1 0.0
Price/Book0.7 1.1 44.8 . . . 1.3 . . . .

Price/Cash Flow6.8 . 3.4 2.5 3.5 3.4 2.2 . 2.4 2.1 1.1

Quarterly Results
Revenue

Rev Growth

Earnings Per Share

USD Mil Dec 10 Mar 11 Jun 11 Sep 11

% Dec 10 Mar 11 Jun 11 Sep 11

USD Dec 10 Mar 11 Jun 11 Sep 11

Most Recent Period 5586.0 5533.0 6114.0 6376.0
Prior Year Period 5062.0 5068.0 5674.0 5842.0

Most Recent Period 10.4 9.2 7.8 9.1
Prior Year Period -7.4 4.7 16.1 13.9

Most Recent Period -0.29 -1.31 -0.85 -0.48
Prior Year Period -0.99 -1.52 -0.03 0.39

Industry Peers by Market Cap

Major Fund Holders

Mkt Cap USD Mil Rev USD Mil P/E ROE%

% of shares

AMR Corp . 23609 . .

Delta Air Lines Inc 7252 34505 16.1 46.3

United Continental H 6845 36550 11.9 .

.

.

.

TTM data based on rolling quarterly data if available; otherwise most recent annual data shown.
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Morningstar’s Approach to Rating Stocks

Our Key Investing Concepts
Economic Moat    Rating


Discounted Cash Flow


Discount Rate


Fair Value


Uncertainty


Margin of Safety


Consider Buying/Consider Selling


Stewardship Grades



TM
At Morningstar, we evaluate stocks as pieces of a
business, not as pieces of paper. We think that purchasing
shares of superior businesses at discounts to their
intrinsic value and allowing them to compound their value
over long periods of time is the surest way to create
wealth in the stock market.  
   
 We rate stocks 1 through 5 stars, with 5 the best and 1
the worst. Our star rating is based on our analyst’s
estimate of how much a company’s business is worth per
share. Our analysts arrive at this "fair value estimate" by
forecasting how much excess cash--or "free cash
flow"--the firm will generate in the future, and then
adjusting the total for timing and risk. Cash generated
next year is worth more than cash generated several years
down the road, and cash from a stable and consistently
profitable business is worth more than cash from a
cyclical or unsteady business.  
   
 Stocks trading at meaningful discounts to our fair value
estimates will receive high star ratings. For high-quality
businesses, we require a smaller discount than for
mediocre ones, for a simple reason: We have more
confidence in our cash-flow forecasts for strong
companies, and thus in our value estimates. If a stock’s
market price is significantly above our fair value estimate,
it will receive a low star rating, no matter how wonderful
we think the business is. Even the best company is a bad
deal if an investor overpays for its shares.  
   
 Our fair value estimates don’t change very often, but
market prices do. So, a stock may gain or lose stars based

just on movement in the share price. If we think a stock’s
fair value is $50, and the shares decline to $40 without
much change in the value of the business, the star rating
will go up. Our estimate of what the business is worth
hasn’t changed, but the shares are more attractive as an
investment at $40 than they were at $50.  
   
 Because we focus on the long-term value of businesses,
rather than short-term movements in stock prices, at times
we may appear out of step with the overall stock market.
When stocks are high, relatively few will receive our
highest rating of 5 stars. But when the market tumbles,
many more will likely garner 5 stars. Although you might
expect to see more 5-star stocks as the market rises, we
find assets more attractive when they’re cheap.  
   
 We calculate our star ratings nightly after the markets
close, and issue them the following business day, which is
why the rating date on our reports will always be the
previous business day. We update the text of our reports
as new information becomes available, usually about once
or twice per quarter. That is why you’ll see two dates on
every Morningstar stock report. Of course, we monitor
market events and all of our stocks every business day, so
our ratings always reflect our analyst’s current opinion.   
  
  
Economic Moat    Rating   
The Economic Moat   Rating is our assessment of a firm’s
ability to earn returns consistently above its cost of capital
in the future, usually by virtue of some competitive
advantage. Competition tends to drive down such

TM

TM

Morningstar Research
Methodology for Valuing
Companies QQQQQ

Competitive Economic Company Fair Value Uncertainty
Analysis Moat   Rating Valuation Estimate Assessment

TM

Analyst conducts The depth of the Analyst considers DCF model leads to An uncertainty
company and industry firm’s competitive company financial the firm’s Fair Value assessment
research: advantage is rated: statements and Estimate, which establishes the

 
 competitive position anchors the rating margin of
Management None to forecast future framework. safety required for
interviews Narrow cash flows. the stock rating.
Conference calls Wide 

Trade-show visits Assumptions are
Competitor, supplier, input into a dis-
distributor, and counted cash-flow
customer interviews model.

The current stock
price relative to fair
value, adjusted
for uncertainty,
determines the
rating.

Q

QQ

QQQ

QQQQ

QQQQQ
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Morningstar’s Approach to Rating Stocks (continued)

economic profits, but companies that can earn them for an
extended time by creating a competitive advantage
possess an Economic Moat.  We see these companies as
superior investments. 
  
  
Discounted Cash Flow   
This is a method for valuing companies that involves
projecting the amount of cash a business will generate in
the future, subtracting the amount of cash that the
company will need to reinvest in its business, and using
the result to calculate the worth of the firm. We use this
technique to value nearly all of the companies we cover. 
  
  
Discount Rate   
We use this number to adjust the value of our forecasted
cash flows for the risk that they may not materialize. For a
profitable company in a steady line of business, we’ll use
a lower discount rate, also known as "cost of capital,"
than for a firm in a cyclical business with fierce
competition, since there’s less risk clouding the firm’s
future. 
  
  
Fair Value   
This is the output of our discounted cash-flow valuation
models, and is our per-share estimate of a company’s
intrinsic worth. We adjust our fair values for off-balance
sheet liabilities or assets that a firm might have--for
example, we deduct from a company’s fair value if it has
issued a lot of stock options or has an under-funded
pension plan. Our fair value estimate differs from a "target
price" in two ways. First, it’s an estimate of what the
business is worth, whereas a price target typically reflects
what other investors may pay for the stock. Second, it’s a
long-term estimate, whereas price targets generally focus
on the next two to 12 months. 
  
  
Uncertainty   
To generate the Morningstar Uncertainty Rating, analysts
consider factors such as sales predictability, operating
leverage, and financial leverage. Analysts then classify
their ability to bound the fair value estimate for the stock
into one of several uncertainty levels: Low, Medium, High,

Very High, or Extreme. The greater the level of uncertainty,
the greater the discount to fair value required before a
stock can earn 5 stars, and the greater the premium to fair
value before a stock earns a 1-star rating. 
  
  
Margin of Safety   
This is the discount to fair value we would require before
recommending a stock. We think it’s always prudent to
buy stocks for less than they’re worth.The margin of safety
is like an insurance policy that protects investors from bad
news or overly optimistic fair value estimates. We require
larger margins of safety for less predictable stocks, and
smaller margins of safety for more predictable stocks. 
  
  
Consider Buying/Consider Selling   
The consider buying price is the price at which a stock
would be rated 5 stars, and thus the point at which we
would consider the stock an extremely attractive
purchase. Conversely, consider selling is the price at
which a stock would have a 1 star rating, at which point
we’d consider the stock overvalued, with low expected
returns relative to its risk. 
  
  
Stewardship Grades   
We evaluate the commitment to shareholders
demonstrated by each firm’s board and management team
by assessing transparency, shareholder friendliness,
incentives, and ownership. We aim to identify firms that
provide investors with insufficient or potentially
misleading financial information, seek to limit the power
of minority shareholders, allow management to abuse its
position, or which have management incentives that are
not aligned with the interests of long-term shareholders.
The grades are assigned on an absolute scale--not relative
to peers--and can be interpreted as follows: A means
"Excellent," B means "Good," C means "Fair," D means
"Poor," and F means "Very Poor." 
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