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Introduction 

The AMR Corporation, parent company of American Airlines, filed for Chapter 11 on November 

29th, 2011 in the U.S. Bankruptcy Court for the Southern District of New York.  While the 

actual day of the filing surprised the financial markets, the bankruptcy itself was an expected 

event given the turmoil the airline industry had endured.  

On December 9
th

, 2013, AMR Corp exited bankruptcy by merging with US Airways and became 

American Airlines Group Inc.  The time in bankruptcy totaled two years and ten days which is 

above the average duration for a company in bankruptcy, and it was arguably the most dramatic 

bankruptcy in 2013.  By the time AMR Corp filed a plan of reorganization in April 2013, the 

company, along with its creditors and labor unions, had agreed to a merger with US Airways.  

Despite AMR originally wanting to exit bankruptcy without a merger, the merger was estimated 

to create synergies of around $7 billion, a number that couldn’t be ignored by AMR’s 

management. 

Judge Sean Lane, the bankruptcy judge overseeing the AMR proceedings, approved the 

disclosure statement in June 2013, allowing AMR to solicit votes from its creditors.  The vote in 

favor of the plan of reorganization was an overwhelming success, but in early August 2013, the 

Justice Department filed an antitrust lawsuit against the merger.  Judge Lane approved the plan 

of reorganization, but the implementation of the reorganization was dependent on the DC court’s 

ruling.  The risks were that the lawsuit would go to court at which AMR could lose or, at 

minimum, further delay the company’s exit from bankruptcy.  Moreover, there was a risk that 

any concessions to receive approval may require a re-vote if Judge Lane deemed the concessions 

as material and adversely affecting the creditors.  Fortunately for AMR and its creditors, the 

Justice Department settled the lawsuit with relatively minor concessions allowing for the merger 

to be completed in December 2013. 

Despite all of the dramatic events in the courtroom, if an investor purchased debt or equity at the 

time of the filing, he would have grown his investment by a factor of 2.5x to 7x by the date of 

the merger, depending on the security and price paid. While some unsecured creditors were 

impaired, most were made whole by receiving equity in the new company.  Interestingly, the 

original shareholders made money as well.  Clearly a violation of absolute priority occurred and 

our analysis shows that labor bore most of the concessions. 

This paper describes the events leading up to AMR’s bankruptcy, analyzing the company’s cost 

structure and Z-scores, and then focuses on the plan of reorganization.  We analyze the 

ownership structure of the new company and payouts based on the price of the new company.  

We then briefly describe the merger and determine that the outsized returns for the bondholders 

and shareholders were really the result of the merger and not necessarily the bankruptcy process.  

In conclusion, we argue that even though this bankruptcy was a strategic move to reduce labor 

costs, the decision to enter bankruptcy was the right choice for AMR. 
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Company History 

AMR Corporation is the parent company of American Airlines, Inc. (AA), one of the largest 

airlines in North America with over 100 million passenger emplanements in 2012 and 88,000 

employees.   AA can trace its history to the 1930s, when a wave of consolidation of smaller 

airlines created the conglomerate American Airways.  It was renamed American Air Lines in 

1934 after being acquired by business magnate E.L. Cord, and it was the first airline able to 

profit solely from passenger service, without the added revenue from carrying US mail.  AA was 

an aviation pioneer in many ways, being the first to fly the DC-3, the first to open an airport 

lounge, one of the first to introduce a frequent flyer program, and the first to implement an 

electronic reservations system.  AA was the second-largest airline in the world until 1961.   

AMR Corp. was incorporated in 1982 and today has a fleet of over 600 aircraft, serving 160 

destinations with roughly 1,800 daily departures.  AMR was created as a holding company to 

broaden AA’s ability to raise capital, and it does so through a number of subsidiaries.  Its 

principal subsidiary is American Airlines, Inc., while other direct subsidiaries include AMR 

Eagle Holding Corporation (the parent of American Eagle Airlines, Inc., a regional airline), 

Americas Ground Services, Inc., Avion Assurance, Ltd. (incorporated in Bermuda), PMA 

Investment Subsidiary, Inc., and SC Investment, Inc.  A chart of AMR’s corporate structure is 

shown in Figure 1 below. 

Figure 1. AMR Corporate Structure as of November 2011 
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Events leading up to bankruptcy 

Until 1978, AA was a regulated airline under the purview of the Civil Aeronautics Board, which 

functioned as a public utility commission, controlling routes and setting fares.  The Airline 

Deregulation Act of 1978, however, removed this economic regulation and forced the airlines to 

compete on routes and fares.  Moreover, the advent of the internet has made price comparison 

shopping much easier for customers and has, to a large extent, circumvented the need for 

dedicated travel agents.  Many airlines failed between 1978 and 2001, including giants such as 

Pan Am, TWA, and Eastern Airlines, due to the intensity of competition and the need for cost-

cutting.  After the events of September 11, 2001 unfolded, the entire airline industry changed 

dramatically, with a concurrent massive drop in demand, increase in security costs, and 

economic downturn.  Between 2001 and 2011, AA was the only major US airline that did not file 

for bankruptcy; US Airways and United both filed for Chapter 11 bankruptcy protection in 2002, 

followed by Delta and Northwest in 2005.   

The other major airlines have all emerged from their recent bankruptcies: US Airways in 2005; 

United in 2006; and Delta and Northwest in 2007.  Delta and Northwest have since merged, 

forming the largest airline in the US at the time and one of the largest in the world.  Each of 

AA’s competitors has successfully restructured, slashing labor costs, reducing debt, and 

divesting assets.  Therefore, relative to its competitors, AMR has a higher cost structure with 

lower profit margins.  Figure 2 shows a chart of AMR’s EBIT margin, along with those of its 

competitors, from 2007 to 2012. 
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Figure 2. EBIT margin for AMR, Delta, United, and US Airways 

 

As can be seen in the chart, AA’s margins have lagged far behind its competitors since 2007.  

While the recession was a setback for all the major airlines, Delta, United, and US Airways have 

rebounded beginning in 2010, while AA has continued to struggle.  In particular, AA’s labor 

costs far exceed those of its competitors.  Figure 3 shows each carrier’s labor costs per available 

seat mile for 1995 through 2012. 
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Figure 3. System labor expense per available seat mile (excluding management)
1
 

 

The other major airlines have all improved their cost structure primarily as a result of their 

Chapter 11 bankruptcy reorganizations.  After 2001, AA instituted a number of cost-cutting 

efforts to try to improve its cost position, resulting in over $4 billion in annual cost savings by 

2004 ($1.8 billion of which was labor cost savings from agreements with union and non-union 

employees) and over $6 billion in cumulative annual cost savings by 2008.  Since then, AA has 

become even more aggressive at cutting costs; its initiatives include: 

 Increasing reliance on check-in kiosks instead of gate agents 

 Increases in health plan contributions by employees 

 Shuttering the Kansas City maintenance facility 

 Reduction of certain commissions to travel agents 

 Renegotiations of IT supplier contracts 

However, these initiatives have only generated about $250 million in additional cost savings, and 

2011 initiatives were planned to generate just another $300 million.  These cost savings are not 

enough to reach cost parity with other major carriers.  Part of this gap is due to the fact that AA 

is bound by collective bargaining agreements with labor unions, and as such, it has very high 

labor costs.  In 2011, wages, salaries, and benefits accounted for approximately 28 percent of 

AA’s operating expenses, with fuel accounting for another 33 percent.  Fuel costs increased 

                                                           
1
 Available seat miles (ASM) is a measure of airline capacity.  It is the number of seats per flight multiplied by the 

number of miles per flight. 
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nearly 30 percent from 2010 to 2011, due to the rapid increase in the price of jet fuel.  Together, 

these costs mean that AA is in a precarious financial position from an operations standpoint. 

AMR’s financial position and Z-scores leading up to bankruptcy 

Due to AA’s unfavorable cost structure, macroeconomic events, and high levels of debt, its stock 

price declined substantially throughout 2011.  AMR’s stock price fell from $7.79 per share at the 

end of 2010 to about $0.35 at the end of 2011.  Figure 4 shows AMR’s stock price, the price of 

its 6¼ 10/15/14 bonds, and a number of events from 2009 to November 2013. 

Figure 4.  Chart of AMR stock and bond price with major events, Sep 2009-Nov 2013 

 

As shown in the chart, the lead-up to the bankruptcy led to a sharp decline in both the stock and 

bond price, but the bankruptcy filing caused AMR’s bonds to begin to recover in value.  It is 

important to note that the timing of AMR’s bankruptcy was a surprise to the market.  One article 

noted: 

To say that this was a surprise to the market would be a bit of an understatement. 

To give you a sense of how far out of left field the timing of the bankruptcy filing 

was, the December 2011 CDS traded yesterday at 5.5 - 8.5 points up front. It 

closed today at 83 points up front. If you polled the majority of sell side analysts 
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out there, they would have told you that AMR had the liquidity to survive at least 

until mid-2012 and possibly beyond.
2
 

On the day of the filing, AMR’s stock price fell from $1.62 to $0.26, a drop of over 80 percent.  

However, it is also clear that analysts did expect a bankruptcy filing at some point.  AMR’s 

historical Z-scores provide a clear indication that it had serious solvency issues for a very long 

period.  Figure 5 below shows AMR’s historical Z-score and Z”-score. 

Figure 5. Z-Score, Z''-Score, and bond rating equivalents for AMR, 1997-2011 

 

As the chart shows, by the Z-score measure, AMR has been in distress since 1998.  By the Z”-

score measure, the company did not reach true distress until just before filing for bankruptcy in 

late 2011, but it was in the “grey” zone for much of the 2000s decade, following 9/11.  By the Z” 

measure, AMR’s bond rating equivalent fell in the CCC range by the fourth quarter of 2001 and 

never recovered.  By the time of the financial crisis in 2008, it had fallen to the CC/D range.  We 

can also examine AMR’s historical Z-scores as compared to other major airlines in the lead-up to 

other bankruptcies.  Figure 6 shows the Z-scores for other airlines, while Figure 7 shows the Z”-

scores for the same period. 

                                                           
2
 Distressed Debt Investing, “Distressed Debt News / Research - AMR Bankruptcy,” http://www.distressed-debt-

investing.com/search/label/AMR 
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Figure 6. Z-scores for major airlines, 1997-2011 

 

Figure 7. Z"-Scores for major airlines, 1997-2011 
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The charts reveal that the other major airlines actually had similar or lower Z”-scores at the time 

of filing than did AMR, but the decline in their scores was, for the most part, more rapid than the 

decline for AMR.  AMR’s relatively high Z”-score at the time of filing may account for the 

surprise in the timing of the filing, but it is clear that bankruptcy was inevitable.  Many analysts 

expected the filing to come later due to AMR’s liquidity, but several analysts noted that the 

reason for the bankruptcy was purely related to cost savings in the face of strong price 

competition:  “What's clear, in retrospect, is that we underestimated the renewed urgency with 

which AMR was pursuing competitive labor costs…We believe the bulk of the restructuring 

benefit will come from cost reductions, especially on the labor front, where AMR’s labor costs 

are the industry high water mark. Labor-related areas likely to be addressed include productivity 

as well as pensions.”
3
 

Capital structure at filing and claims 

At the time of the filing AMR Corp had $29.5B liabilities compared to only $24.7B Assets, a 

shortfall of $4.8B.  Table 1 below describes the claims categorized by classes.  Secured claims of 

$10.5B were not impaired and $7.3B of unsecured claims were impaired, though they were 

expected to fully recover according to the plan of reorganization.  The AMR Class 5 represented 

the equity interests of AMR, which, although not entitled to vote, had an estimated value of 

$1.4B.  In the following sections we highlight a few components of the plan of reorganization, 

including the costs savings related to labor costs and the estimated waterfall payment. 

Table 1. AMR's bankruptcy claims by class 

 

                                                           
3
 Barclays Capital Equity Research, AMR report dated 11/29/2011, from Thomson One Banker. 

AMR Claims

Description of Class

Est Amount 

(mil) Est Recovery Impaired

Entitled 

to Vote

Admin Expenses 290.4$        No

AMR Class 3 (General Unsecured) 967.1 Full Recovery Impaired Yes

AMR Class 4 (General Unsecured) 0.7 Full Recovery Impaired Yes

AMR Class 5 (AMR Equity Interests) 1,416.2 Yes

American Class 1 (Am Secured Aircraft Claims) 6,775.6 Full Recovery Unimpaired No

American Class 2 (Other Secured Claims) 3,470.9 Full Recovery Unimpaired No

American Class 3 (Am Priority Non-Tax Claims) 356.7 Full Recovery Unimpaired No

American Class 4 (Am Gen Unsecured Guranteed Claims) 1,970.4 Full Recovery Impaired Yes

American Class 5 (Am Other General Unsecured Claims) 2,598.9 Full Recovery Impaired Yes

American Class 6 (American Union Claims) 1,719.8 Impaired Yes

American Class 7 (American Convenience Class Claims) 7.5 100% Recovery Impaired Yes

Eagle Class 3 (Eagle General Unsecured Claims) 20.2 Full Recovery Impaired Yes

Eagle Class 4 (Eagle Convenience Class Claims) 2.5 100% Recovery Impaired Yes

Total Secured Claims 10,536.8 Yes

Total Unsecured Claims 7,287.1 No

 = Total Claims 17,823.9$   

 = AMR Equity Interests 1,416$        
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Getting labor on board – labor costs restructuring 

The primary driver for AMR’s bankruptcy was to restructure its operating costs.  American had 

worked with its labor unions outside of bankruptcy but further labor concessions required the use 

of Chapter 11.  CEO Thomas Horton quantified that the company needed to save more than 

$1.25bn in labor costs annually, 63% of the total $2bn cost savings targeted in the restructuring.  

To balance out the sacrifice, the target was set to reduce costs in each work group, including 

management, by 20%.  With 70% of AMR’s workforce unionized, management could use 

Section 1113 of the bankruptcy code for modification or rejection of Collective Bargaining 

Agreements (CBAs) and thus restructure its labor costs and achieve necessary cost savings.  In 

February 2012, management initiated this process and began negotiations with the unions.  It was 

also during this time that management announced plans to cut 13,000 jobs, close to 15% of its 

total workforce.  The cuts would include 4,600 in maintenance, 4,000 ground workers, 2,300 

flight attendants, 1,400 from management, and 400 pilots.  In addition, American announced its 

intention to terminate each of its four Pension Plans. The president of the Association of 

Professional Flight Attendant (APFA) reacted with the statement, “The negotiating team 

expected this to look ugly, yet it has exceeded all of our expectations.” 
4
  On March 27, 2012, 

because agreements had not been reached, the Debtors filed a motion pursuit to Section 1113 to 

reject the CBAs with the American Unions (the “1113 Motion”).
5
   

With Section 1113 set in motion, the unions sought out additional forms of negotiating leverage.  

Previously US Airways CEO Doug Parker had approached AMR CEO Tom Horton about a 

possible merger.  It has been noted that Horton initially opposed a merger stating, “I do not 

believe… [this is] in the best interests of American, our people, or our stakeholders.”
6
  Parker 

used this misalignment of interest to negotiate with the AMR unions directly.  On April 20
th

, 

2012, it was announced that US Airways had reached labor agreements with all of AMR’s 

unions, which would become effective if the airlines merged. 

With the AMR unions now supporting the merger with US Airways, the parties returned to the 

negotiating table with AMR management.  By mid-August 2012, AMR reached new consensus 

agreements with the Association of Professional Flight Attendant (APFA) and TWU and by 

September 12, 2012 these agreements were approved by the bankruptcy judge.  The Allied Pilots 

Association (APA) was still holding out.  On September 4, 2012, the court granted AMR’s 

request to reject the CBA with the APA.  Finally on December 7, 2012, a new CBA was signed 

and approved by the court on December 19, 2012.  These new agreements achieved the cost 

cutting goals of management through reduced compensation, reduced benefits, and revised work 

                                                           
4
 Isidore, C. (2012), “American Airlines plans to cut 13,000 jobs”, CNN Money, 2/1/2012, 

http://money.cnn.com/2012/02/01/news/companies/american_jobs/ 
5
 AMR Corporation Debtors (2013), Disclosure Statement for Debtors’ Second Amended Joint Chapter 11 Plan, 

June 5, 2013, New York, http://www.amrcaseinfo.com/pdflib/8591_15463.pdf 
6
 Isidore, C. (2012), “American Airlines plans to cut 13,000 jobs”, CNN Money, 2/1/2012, 

http://money.cnn.com/2012/02/01/news/companies/american_jobs/ 

http://money.cnn.com/2012/02/01/news/companies/american_jobs/
http://www.amrcaseinfo.com/pdflib/8591_15463.pdf
http://money.cnn.com/2012/02/01/news/companies/american_jobs/
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rules.  Effective November 1, 2012, American froze all pension plans and amended the Pilot A 

Plan that eliminated a lump-sum payment option. In return, American employees received equity 

ownership shares in the new company. 

During this same time period, management reduced American Eagle labor costs, using Section 

1113 of the bankruptcy code against the American Eagle labor unions to force cost cutting 

concessions.  Rather than receiving guaranteed equity shares in the new company as American 

employees had been granted, American Eagle employees received creditor claims totaling 

$75MM under the American Other General Unsecured Claims class in the capital structure, 

including the TWU Eagle Claim, AFA Claim, and ALPA Claim. 

These new agreements as well as restructuring of the non-unionized AMR employees resulted in 

annual labor cost savings estimates of $1.14B per year. 

Table 2. AMR labor cost savings by labor group 

 

Other Restructuring Activities 

In addition to labor restructuring, AMR utilized the bankruptcy code to restructure other 

liabilities and create significant costs savings.  In addition to tens of thousands of executory 

contracts, at the time of bankruptcy, AMR had 576 leases for usage rights at various airports.  

AMR was able to restructure its operations and obligations, reducing costs by a projected 

$30MM.  In addition, AMR took steps to modernize its fleet (which was, at 14.9 years, much 

older than the industry average), with orders for more than 500 new aircraft scheduled to be 

delivered between 2012 and 2025.  At the same time, AMR was able to reject aircraft leases, 

renegotiate financing terms, and generate costs savings through its Amended Purchase 

Labor Group

Cost savings 

per annum 

($mm) Received in Return

APA 315$             13.5% of Creditor New Common Stock Allocation

TWU 330$             4.8% of Creditor New Common Stock Allocation

APFA 195$             3.0% of Creditor New Common Stock Allocation + $1,500 per active flight attendant

Non-Union 220$             2.5% of Creditor New Common Stock Allocation

Non-Union 11$               

TWU 12$               TWU Eagle Claim – American Other General Unsecured Claim of $6.105mm

AFA 9$                  AFA Claim – American Other General Unsecured Claim 4.6mm

ALPA 43$               ALPA Claim – American Other General Unsecured Claim $21.6mm

Total 1,135$         

A
M

R
Ea

gl
e
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Agreements of $420MM.  Finally, AMR was able to achieve balance sheet improvements of 

$2.5B resulting in estimated principal and interest savings of $1.3B over the next five years.
7
 

Payout structure 

The Plan called for the payout to AMR stakeholders as follows.  All secured claims were 

unimpaired and therefore declared non-voting classes.  These creditor claims were either to be 

paid out in full including principal, interest, and interest on unpaid interest, or the Plan would 

leave unaltered the legal, equitable, and contractual rights of the original agreement. These 

classes included: 

 

The unsecured payout waterfall is detailed in Figure 8 below.  As with the unsecured claims, all 

creditor claims were to be paid out in full including principal, interest, and interest on unpaid 

interest.  There was a total of $7,287MM in unsecured claims.   On the Effective Date, the first 

day the new American Airlines stock trades (ticker AAL), all US Airways outstanding shares 

(211.7MM diluted shares outstanding), are to be converted into one share of the New Company.  

The value of the US Airways stake in the New Company will be 28%.  As such, the equity value 

of the AMR portion of the New Company is derived from the US Airways share price on the day 

of conversion.  AMR claims are entitled to 78% of the value of the New Company.  On the 

Effective Date, Double‐Dip General Secured claims are first in line to receive up to $3,084MM 

of a New Mandatory Convertible Preferred Stock (total claims plus interest and interest on 

interest).  This security has a 6.25% annual rate of accretion and will convert into New Common 

Shares at a 96.5% Volume Weighted Average Price (VWAP) discount.  In addition, AMR 

Equity holders will receive 3.5% of the total AMR value of the New Company stock.  After the 

                                                           
7
 AMR Corporation Debtors (2013), Disclosure Statement for Debtors’ Second Amended Joint Chapter 11 Plan, 

June 5, 2013, New York, http://www.amrcaseinfo.com/pdflib/8591_15463.pdf 

Class Number Class

N/A Administrative Expenses

N/A Priority Tax Claims

AMR Class 1 AMR Secured Claims

AMR Class 2 AMR Priority Non-Tax Claims

AMR Class 6 AMR Other Equity Interest

American Class 1 American Secured Aircraft Claims

American Class 2 American Other Secured Claims

American Class 3 American Priority Non-Tax Claims

American Class 8 American Equity Interest

Eagle Class 1 Eagle Secured Claims

Eagle Class 2 Eagle Priority Non-Tax Claims

Eagle Class 5 Eagle Equity Interests

http://www.amrcaseinfo.com/pdflib/8591_15463.pdf
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Double-Dip General Secured claims and 3.5% AMR Equity allocations are filled, any residual 

equity values moves down the payout chart to a 76.4% vs. 23.6% split between Single-Dip 

Preferred/Non-Preferred and Labor Common Stock Allocation.  The Single-Dip Preferred has 

priority over the Single-Dip Non-preferred.  Finally, after the $2.629MM Single-Dip and 

1.72MM Labor Common Stock allocations are satisfied, any residual value is granted to the 

AMR Equity interest.    

Figure 8. Payout waterfall to unsecured creditors 

 

This payout waterfall is different than the typical bankruptcy in that AMR Equity Interest is 

guaranteed 3.5% of the New Company at the top of the payout structure.  In addition, this class 

receives any residual value after all the other claims are filled.   

There are several mandatory conversion dates; 30, 60, 90, and 120 days post the Effective Date.  

At each of these dates, 25% of the outstanding Convertible Preferred will be converted.  On the 

Effective Date, a Preferred Conversion Cap is set.  This Cap sets the bounds for which the holder 

will have exposure to both up- and down-side risk. The Preferred Conversion Cap value is 

derived from the greater of $19 or two times the VWAP of US Airways stock over the five days 

leading up to the Effective Date less the Conversion Price Floor.  For example, if the VWAP of 

LCC over the five days leading up to the Effective Date was $22.50, the Preferred Conversion 

Cap would be the greater of $19 or 2*$22.50 - $10.875 = $33.10.  In this example, if the New 

Company stock price exceeds $33.10 on the Mandatory Conversion date, the holders of the 

American Class 5 American Other General Unsecured Claims 2,599

American Class 7 American Convenience Class Claims 8

Eagle Class 3 Eagle General Unsecured Claims 20

Eagle Class 4 Eagle Convenience Class Claims 3

2,629

American Class 6 American Union Claims 1,720

AMR Class 5 AMR Equity Interest

Class Number Class

Recovery 

Amount 

($mm)

AMR Class 3 AMR General Unsecured Guaranteed Claims 967

AMR Class 4 AMR Other General Unsecured Claims 1

American Class 4 American General Unsecured Guaranteed Claims 1,970

2,938

Double-Dip General Unsecured Claim 

Single-Dip Preferred and Non-Preferred Labor Common Stock Allocation

Equity Allocation

76.4%
23.6%

3.5% of 

AMR 

portion

72%
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Preferred will be entitled to upside.  If the stock falls below the $10.875 price floor, the holders 

have downside exposure.  At any value in between, true-ups are used to ensure the Mandatory 

Preferred holders receive the value of their claim plus interest and interest on interest.   As a 

result, in certain potential scenarios, certain general unsecured creditors may be allocated 

additional shares in excess of the number of shares required to achieve par-plus-accrued 

recoveries.  

Table 3 below shows how payout amounts are sensitive to different US Airway Share Prices.  

All unsecured claim holders, except for AMR Equity interests, are capped at receiving their total 

claim, plus interest and interest on interest (unless the Preferred Conversion Cap is exceeded).  

AMR Equity interests on the other hand have no upper limit.  Figure 9 displays how equity 

ownership percent in the New Company changes and is dependent on US Airways’ stock price. 

Table 3. Payout values at different US Airways share prices 

 

# of US Airways shs (mm) 209.9                           

US Airways Stock Price 12$                               14$       16$       18$       20$       22$       

Total Value of New Company 8,996                           10,495 11,994 13,494 14,993 16,492 

US Airways Value of New (28%) 2,519                           2,939    3,358    3,778    4,198    4,618    

AMR Value of New (72%) 6,477                           7,556    8,636    9,715    10,795 11,874 

Estimated Claims

Double Dip General Unsecured Claims 2,938 3,084                           3,084    3,084    3,084    3,084    3,084    

Single-Dip Preferred Allocation 1,275 1,338                           1,338    1,338    1,338    1,338    1,338    

Single-Dip Non-Preferred Amount 1,355 286                               1,070    1,460    1,460    1,460    1,460    

Sub-total (Single-Dip General Unsecured Claims) 2,630 1,624 2,408 2,798 2,798 2,798 2,798

Labor Common Stock Allocation (23.6% of Creditor New CS) 1,720 1,454 1,697 1,817 1,817 1,817 1,817

Sub-total (Creditor New Common Stock Allocation) 7,288 6,162 7,189 7,699 7,699 7,699 7,699

Initial Old Equity Allocation (3.5% New CS) 315                               367       420       472       525       577       

Market Based Old Equity Allocaiton -                               -        517       1,544    2,571    3,598    

Sub-Total (AMR Equity Interests) 315                               367       937       2,016    3,096    4,175    

AMR Equity Value per Share 0.94$                           1.09$    2.79$    6.01$    9.22$    12.44$ 

Total Value to AMR stakeholders 6,477                           7,556    8,636    9,715    10,795 11,874 

Full Recovery
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Figure 9. Percent of new company ownership at different US Airways prices 

 

Creditors win, equity wins, who loses? 

American Airlines entered bankruptcy to restructure its costs and emerge as a much healthier 

airline.  The airline was bloated, and somewhere in the capital structure, at some level of 

stakeholder, sacrifices would have to be made.  This case is interesting in that if an investor had 

bought the equity or one of the bonds the day before American declared bankruptcy and held the 

securities until the Effective Date, they would have profited immensely.  All creditors 

experienced recovery rates of 100% and equity holders earned massive profits.  This leads us to 

examine a question: who bore the cost?  From our analysis, it appears that the bulk of bankruptcy 

concessions came from AMR employees.  Table 4 details the dollar value of concessions among 

union and non-union employee stakeholders.  Each of these groups negotiated new agreements 

with management.  The “cost” column in the table is the annual cost savings through concessions 

by the respective groups.  In order to quantify the present value of the cost, we assumed the 

annual savings would be carried by the labor group for six years (the life of the labor contracts) 

and discounted the yearly amount at a rate of 10%.  This “cost” is then compared with the equity 

value received in the New Company at different US Airways price levels.  As is evident in the 

chart, labor groups at the airline realized losses aggregated together between 60-70%.  At the 

same time, equity and bond holders profited 2.5 to 7 times. 
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Table 4. Equity holders win while AA employees bear losses 

 

The U.S. Airways Merger 

Rationale for the merger 

Over the past several years, the airline industry has become substantially more consolidated. 

Delta and Northwest, Southwest and AirTran, and Continental and United have all merged to 

form larger and more powerful airlines. As seen in Figure 10, since 2008 the market share of the 

top four largest carriers has increased by more than 40%. In this environment, smaller airlines 

often have difficulty competing due to their smaller network and higher proportion of overhead 

costs.  

 

Values of Holding Gain/Loss

12$      16$      22$      PV of Cost Cost 12$          16$          22$          

APA 13.50% $839 $1,039 $1,039 1,372 315 -39% -24% -24%

APFA 3% $186 $231 $231 1,437 330 -87% -84% -84%

TWU 4.80% $298 $370 $370 849 195 -65% -56% -56%

Non-union 2.30% $143 $177 $177 958 220 -85% -82% -82%

Labor Total 23.60% $1,467 $1,817 $1,817 4,617 1,060 -68% -61% -61%

AMR Equity Holder 0.95     3.01     12.74  1.62 -42% 86% 687%

AMR 6 ¼ 10/15/14 1.30     1.30     1.30     0.38 246% 246% 246%

n= 6

i= 10%
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Figure 10 
Recent Airline Mergers Have Drastically Increased the Market Power 

of Top Carriers 

Source: MIT Airline Data Project 



17 

 

Historical experience seems to indicate that larger network airlines are better able to maintain 

steady profitability than smaller network carriers. Figure 11 shows the operating profit margins 

of the combined Delta/Northwest carrier as compared to other network carriers. Carriers that 

were unable to provide the scale and reach that a player like Delta could offer were unable to 

maintain reasonable profits in recent years. 

 

As discussed above, AMR’s high costs essentially drove it into bankruptcy in 2011. AMR and 

US Airways had previously explored the possibility of a merger to improve their competitive 

positioning, but AMR’s labor costs had proved to be a source of contention for the management 

teams of the two companies
8
. AMR’s bankruptcy and subsequent labor negotiations proved to be 

the perfect catalyst to turn the tentative deal talks into serious merger considerations. The 

combination of US Airways and the newly-restructured AMR would allow the creation one of 

the largest airlines in the United States, and is expected to generate substantial revenue and cost 

synergies. Additionally, the final proposed plan allowed for full recovery by debtholders of 

AMR and an ongoing equity interest for AMR shareholders. Thus, the merger seemed to be a 

win-win for all parties involved. 

Sources of value creation 

The merger is expected to create a combined entity with a substantially larger network as 

compared to the individual AMR and US Airways networks. In terms of revenue, this is 

expected to create the largest network in the Midwest and East Coast, and the third largest 

network on the West Coast. This is expected to give the “New American” substantially improved 

ability to keep its customers in-network for multi-leg trips, as opposed to being the preferred 

provider on only a few of the routes in the country, as well as offer competitive pricing compared 

to other network carriers. 

                                                           
8
 S-4A p. 76, June 10, 2013. 
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Figure 11 
The Delta/NW Merger Created a Substantially More Profitable 

Network Carrier 

Delta/NW
Other Network Carriers

Source: MIT Airline Data Project 
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AMR and US Airways management expect that the merger will generate approximately $1.05B 

in net synergies. The vast majority of these synergies ($900MM) are expected to be revenue 

synergies resulting from the enhanced network of the combined entity. There are expected to be 

some cost savings, though the impact of these is dulled by expected labor harmonization costs. 

As of July 2013, management estimated $1.2b in transaction costs spread over the next two and a 

half years.  

Assuming these cost estimates are accurate and the expected synergies are realized entirely in 

2015, the merger could conservatively be expected to create approximately $7bn in shareholder 

value
9
. However, US Airways market cap has increased nearly $2.2bn since the announcement 

of the merger. Given US Airway’s 28% share in the combined entity, the market may be 

expecting closer to $8bn in value from the merger. Regardless, it is clear that the combined entity 

is substantially more valuable than either airline operating independently.  

The merger’s proxy statement, filed on June 12, 2013, provides consolidated pro-forma financial 

statements for the combined entity.  While the statements provide balance sheet data as of March 

31, 2013, they only provide income statement data for the year ended December 31, 2012 and 

the quarter ended March 31, 2013.  Using these data, the combined entity has a Z”-score ranging 

from 3.20 to 3.26, which places it in the range of CCC+ to B- as a bond equivalent rating.  

However, Standard & Poors’ initial rating on the merged company, released on December 9, 

2013, was B, with a stable outlook.  In addition, the merged company sold $256 million in debt 

secured by aircraft on December 13, 2013 with an initial rating of B+.  While the combined Z-

scores do indicate a weak financial position, it is likely that cost savings will elevate the 

company’s financials in the next two to three years. 

Antitrust concerns and market response 

Antitrust concerns and the Department of Justice’s challenge to the AMR-US Airways merger 

proved to be the key source of returns for an investor in AMR’s equity or debt. As shown in 

Figure 12, the announcement of the merger and incremental expectations of merger value were a 

major source of early returns for investors. However, the announcement on August 13, 2013 that 

the DOJ intended to challenge the merger in court sent AMR’s debt and equity prices tumbling 

almost to their pre-merger announcement levels. The incremental news between August and 

November showed increasing confidence that the DOJ would in fact be open to a settlement with 

AMR and US Airways, pending the divestiture of several key assets in capacity-constrained 

airports. The news that the DOJ was in discussion for and had completed a settlement (Nov. 4
th

 

and 12
th

, respectively) caused AMR’s equity value to nearly double, with somewhat smaller, but 

still significant returns for AMR’s debtholders. 

                                                           
9
 Using a 10% discount and capitalization rate; assumes no growth in the synergies post-2015. 
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Bankruptcy as a strategy 

When a debtor is unable to service its debt or pay its creditors, the debtor or creditors can file for 

bankruptcy.  By entering bankruptcy, a debtor is protected by the courts and may receive special 

financing, restructure its debts, and cancel contracts it otherwise could not in a workout (a 

reorganization outside of bankruptcy protection).  Of course, it is illegal to file for bankruptcy 

when a corporation has the ability to continue to pay its debts.  However, law does not offer a 

conclusive definition of the term “ability to pay.”  

The company’s arguments for the need to file Chapter 11 were heavily weighted on the 

company’s weak competitive position and the fact that its competitors had all gone through 

bankruptcy reorganization.  Very little was mentioned about the company’s own ability to pay its 

obligations (the company had approximately $5 billion in cash and short-term investments at the 

time of filing), other than the fact that its cost structure made it impossible to compete against 

lower-cost providers.  Moreover, given the 80% drop in stock price, the huge shock in the CDS 

spreads at the time of the filing, and analyst estimates that the company had enough liquidity to 

survive through mid-2012, it seems clear that AMR filed for bankruptcy for strategic purposes.  

The main purpose for declaring Chapter 11 was to reduce labor costs.  Table 5 below shows 

management’s projections of cost savings from bankruptcy reorganization.   
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Table 5. Management projections of cost savings

 

As shown in the table, salaries and benefits are by far the largest driver of cost savings in 

reorganization.  American Airlines was the only major network carrier not to declare Chapter 11 

to restructure its operating costs and liabilities.  Gerard J. Arpey, the CEO of AMR up until its 

filing, had previously rejected the bankruptcy option on moral grounds.  In a discussion about the 

prospect of bankruptcy, Mr. Arpey said:  “I believe it’s important to the character of the 

company and its ultimate long-term success to do your very best to honor those commitments. 

It’s not good thinking – either at the corporate level or at the personal level – to believe you can 

simply walk away from your circumstances.”
10

  When the company filed for bankruptcy, the 

board asked Mr. Arpey to stay at the company in some capacity, but he elected to retire, leaving 

Tom Horton to lead the company through its restructuring. 

Given that the debt holders were made whole and stockholders of the company were made rich 

(at least from the time of bankruptcy), labor essentially bore the costs of bankruptcy.  While the 

concept of entering Chapter 11 to nullify labor agreements presents serious moral hazard issues, 

the indirect and direct costs of bankruptcy must be considered before determining whether such a 

moral hazard is cause enough to make filing the wrong choice. 

First, any management that volunteers to enter bankruptcy will give up the ability to make 

decisions unilaterally.  Management is the steward of a business owned by the shareholders, but 

will have to include the creditors (at least 2/3 of them) if they want to have a plan of 

reorganization voted for approval. 

Second, a bankruptcy affects the employee base, including both the loss of key employees or low 

employee morale.  Most notably, top employees are likely to be hired away by other firms, 

which should be a cause for concern in any bankruptcy.  Moreover, given the nature of the 

airline business, customer service is a highly valued asset when competing for customers, and so 

the human cost of bankruptcy is very real. 

Finally, a bankruptcy is expensive and risky.  The direct and indirect costs associated with filing 

can be significant, given the large legal and administrative fees, especially since these fees get 

first priority in the claims waterfall.  Additionally, the bankruptcy process can be risky in terms 

                                                           
10

 Lindsay, M. (2011). “A C.E.O.’s Moral Stand”, The New York Times,  

http://www.nytimes.com/2011/12/01/opinion/at-american-airlines-a-departing-ceos-moral-stand.html 

2010 2011 2012 2013 2014 2015 2016 2017 chng %Savings

Salaries and Benefits 31% 29% 28% 19% 19% 19% 20% 20% -11% 73%

Fuel Total 29% 35% 35% 33% 31% 29% 28% 27% -1% 10%

Aircraft Rent 3% 3% 2% 3% 4% 4% 4% 4% 2% -11%

Other Rent and Landing fees 6% 6% 5% 4% 4% 4% 4% 4% -2% 14%

Aircraft Maintenance 6% 5% 6% 5% 4% 4% 4% 4% -2% 13%

Total 75% 78% 76% 64% 61% 60% 60% 60% -15% 100%

Total Operating Expenses 99% 104% 100% 91% 89% 88% 90% 90% -8% -8%

Net Interest Expense 4% 3% 1% 3% 2% 2% 1% 1% -3% -74%

http://www.nytimes.com/2011/12/01/opinion/at-american-airlines-a-departing-ceos-moral-stand.html
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of uncertain outcomes and timing.  There are risks associated with reputation as well. Once a 

company has filed for bankruptcy, it may have a hard time accessing capital, attracting human 

talent, and retaining valuable customers. 

Given these concerns about bankruptcy, a negotiated resolution at first glance appears preferable 

over the bankruptcy process.  However, AMR had renegotiated contracts and rationalized costs 

multiple times in order to reduce its cost structure.  As we mentioned previously, cost savings 

totaled billions of dollars pre-bankruptcy, but even that large amount was not enough to enable 

American Airlines to compete effectively.  By not filing for bankruptcy, the company could have 

slowly bled cash, and the employees of the firm would have only postponed the inevitable: the 

company was not competitive and risked losing everything if it retained its pre-bankruptcy cost 

structure.  Ultimately, the company would likely have been acquired, at which point the acquirer 

would renegotiate labor contracts to perhaps an even more severe degree.  The bankruptcy 

process was likely the only option for American, and while a certain level of pride may have 

been lost by filing for Chapter 11, the prospects of the company’s performance seem more 

promising than they have at any point in the last 12 years.   


