In 1986
we didn't

merge.







Southwest Airlines, we’re pleased to report, did not merge in 1986.
& Instead, we directed our energies and efforts toward the people who
truly affect our bottom line—our Customers. & We successfully markéted
the first systemwide weekend package in the industry. & We introduced a
third tier to our low fare pricing structure. & To the frequent business flyer,
we became The Coinpany Plane” & We breathed new life into Chicago’s
Midway Airport, in the tradition of Dallas Love Field and Houston Hobby.
@ Weunveiled the first Boeing 737-200/300 convertible flight simulator in.
the country. & TranStar, our newly renamed sister airline, moved its head-
QUaﬂers to Houston. 8 We upgraded our reservation system, adding an
important capacity control capability. &8 We tested an innovative Youth
Standby Fare. & Nashville became our first foray into the promising
Southeast market. @ We earned a Presidential Award for our Senior
Citizens Program. & We continued our support of our primary charity,
Ronald McDonald House, across our system. & For the sixth year in a
row, we received the fewest complaints per Customer carried of any airline
serving the continental U.S. & Setting trends, not following them, is

what sets us apart.



Table of Contents

1 Highlights

2 Letter to Stockholders
6 Description of Business
6 Review of Operations

9 Management’s Discussion and Analysis of Results
of Operations and Financial Condition

16 Quarterly Financial Data

16 Common Stock Price Ranges and Dividends
18 Route Map

20 Directors and Officers

24 Consolidated Financial Statements

28 Notes to Consolidated Financial Statements

32 Auditor’s Report

33 Supplementary Information — Consolidating
Summary of Operations

34 Ten Year Summary of Selected Financial
Data and Operating Statistics

36 Corporate Data




Highlights

INCOME DATA
Operating revenues
Operating expenses
Operating income
Net income —
Amount
Per share:
Primary
Fully diluted
Average shares outstanding

FINANCIAL DATA
Working capital
Property and equipment — net
Capital expenditures
Stockholders’ equity
Return on stockholders’ equity
Long-term debt as a % of total

invested capital

Book value per share

OPERATING DATA
Trips operated
Passengers carried
Revenue passenger miles (000)
Available seat miles (000)
Passenger load factor

Average revenue per passenger mile
Number of employees at year-end

Percent

1986 1985% Change
$768,790,000 $679,672,000 13.1
679,827,000 601,148,000 13.1
88,963,000 78,524,000 13.3
$ 50,035,000 $ 47,278,000 5.8
$1.55 $1.54 0.6

$1.55 $1.51 2.7
32,254,000 30,766,000 4.8
$ 45,206,000 $ 46,019,000 (1.8)
925,174,000 881,530,000 5.0
181,763,000 214,516,000 (15.2)
511,850,000 466,004,000 9.8
10.3% 11.4% n/a

39.8% 45.0% n/a

$15.87 $14.45 9.8
262,082 230,227 13.8
13,637,515 12,651,239 7.8
7,388,401 5,971,400 23.7
12,574,484 9,884,526 27.2
58.8% 60.4% n/a

10.05¢ 11.00¢ (8.6)

5,819 5,271 104

*Includes TranStar since the June 30, 1985 effective date of acquisition.




Letter to Stockholders

Highlights of 1986 Record operating
revenues of $768,790,000 ... record
operating income of $88,963,000 ...
record net income of $50,035,000 ...
record shareholders’ equity of
$511,850,000 ... record book value per
share of $15.87 ... successful inaugura-
tion of third tier, restricted fares ...
installation of a new reservation sys-
tem ... completion of our Love Field
training center featuring two 737 simu-
lators ... a favorable agreement with
the City of Dallas concerning proposed
noise limitations on Love Field ... cel-
ebration of our 15th year of commercial
air service.

Profitability Although TranStar, South-
west’s wholly owned but independently
operated subsidiary, incurred a loss of
$1,400,000 in the fourth quarter of
1986, its annual profit of $1,666,000
enabled the combined companies

to achieve record net earnings of

In response to the ongoing fare
wars, Southwest added an impor-
tant capacity control capability to
our reservation system.

$50,035,000 for the year. In addition,
TranStar contributed $7,727,000 to
consolidated operating income.

For Southwest itself, operating
revenues increased 2.2% in 1986 and
operating expenses .5%. Operating
income of $81,236,000 was 15.7%
higher than the $70,200,000 of 1985.
Net non-operating expense rose from
$9,719,000 in 1985 to $17,456,000
in 1986. 1986 net income was
$48,369,000.

Southwest’s fourth quarter 1986 net
income of $10,427,000 was up 71.6%
from its fourth quarter 1985 net income
of $6,075,000.

On a consolidated basis, net income
of $50,035,000 was 5.8% higher than
the $47,278,000 of 1985, while earn-
ings per share for 1986 were $1.55
($1.55 fully diluted) on an average of
4.8% more shares outstanding, as com-
pared to the $1.54 per share ($1.51 fully
diluted) earned in 1985,

The first quarter of 1986 produced
the worst financial results in the history
of the American airline industry,
which, in the aggregate, lost over
$660,000,000. Southwest and TranStar
together recorded a first quarter profit
of only $2,727,000, down 49% from
the first quarter of 1985. The attainment
of all-time record annual earnings
despite such a discouraging first
quarter is indeed a notable accomplish-
ment and a special pleasure to report to
our shareholders.

Traffic On a consolidated basis,
13,637,515 Customers were originated
in 1986, a 7.8% increase from the
previous record established in 1985.
Revenue passenger miles increased by
23.7% to a record 7,388,401,000.
Southwest’s load factor declined
from 61.2% in 1985 to 58.3% in
1986, and its yield per revenue mile
decreased from 10.99¢ to 10.58¢.
Operating expense per available seat

Senior citizens eagerly
took advantage of our
super low Senior Fares.
Our “Home For the
Holidays” promotion
earned us a Presidential
Citation for Private
Sector Initiatives.







mile declined from 6.15¢ in 1985 to
5.54¢ in 1986.

During 1986 Southwest coped very
effectively with the energy belt eco-
nomic malaise brought to pass by
drastically reduced energy prices. To
the extent that energy prices recover
in 1987 and beyond, Southwest should
experience benefits, offsetting its
increased fuel costs, from the enhanced
Customer traffic attendant upon a bet-
ter business and economic energy belt
climate and the return to the air of Cus-
tomers now traveling by automobile
because of low gasoline prices. In addi-
tion, Southwest should obtain a relative
advantage with respect to some com-
petitors because of its extremely fuel
efficient fleet of 737-200/300’s and its
ability to buy most of its fuel require-
ments where fuel is least expensive:
the energy belt.

Routes Nashville was a very successful
addition to Southwest’s route system
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in 1986. Shortly after entry, additional
service was required by Customer
demand and more service will be added
in 1987. Southwest will commence ser-
vice to Birmingham in March, 1987,
initially providing nonstop flights to
Nashville, New Orleans and Houston.
Several other new cities may be opened
by Southwest in 1987.

Since opening Miami in March,
1986, TranStar has experienced steady
growth in its Miami markets.

Fleets Southwest is presently operating
a fleet of forty-six 737-200’s and seven-
teen 737-300’s. Nine more 737-300’s
will be delivered during 1987. As of
this writing, Southwest’s net increase in
capacity during 1987 is anticipated to
approximate 15%. Southwest also has
on firm order ten 737-300’s for 1988
delivery and three for 1989 delivery,
plus options to purchase six more such
aircraft through 1989.

TranStar currently operates eight
MD-80 aircraft and eight DC9-51
aircraft. Four more MD-80’s are
scheduled for delivery in 1987, and
TranStar’s capacity, on its smaller fleet
base, is expected to expand by approx-
imately 30% in 1987.

The joint capacity expansion of
Southwest and TranStar in 1987 is
anticipated to be 18-20%.

Customer Service In 1986, Southwest
maintained its six year leadership,
among carriers serving the Continental
United States, with the fewest DOT
Customer complaints per Customer
carried.

Financing In March, 1986, Southwest
issued $100,000,000 of 9% notes.

In the fourth quarter, 1986, South-
west consummated $100,000,000 in
leveraged lease financings on four of
its 737-300’s. It is anticipated that the
proceeds of these financings, together
with internally generated funds, will



be sufficient to meet all of Southwest’s
obligations for aircraft delivery and
progress payments in 1987.

TranStar closed a leveraged lease
financing on two new MD-80’s in
December 1986, and it is anticipated
that a similar financing will be com-
pleted for TranStar in 1987.

Outlook 1987 The concensus among
airline industry analysts and economic
forecasters appears to be that 1987 will
be a good year for our industry.

In the hope that this will be the case,
we plan to focus upon increasing our
profitability. To this end, we instituted
a4.5-5.0% system fare increase in
early January, 1987, which was
promptly met by our competitors. In
addition, we offered another special
Senior Citizens Fare in an attempt to fill
otherwise empty seats prior to the com-
mencement of heavy summer travel.
This edition of our Seniors’ Fare is lim-
ited by flight as to seat availability and
involves a $39.00, rather than $25.00,
charge for our longer haul routings.

Our new, third tier, 14-day advance
purchase FUN FARE was responsible
for the upsurge in our Customer traffic
in the second half of 1986, and we have
extended that fare through May 30,
1987 at a higher level. Our “Great Take-
off,” long weekend, vacation package
was very successful in 1986, and we
intend to continue that special, leisure
travel offering through 1987 on a sys-
tem wide basis.

TranStar was buffeted in the fourth
quarter of 1986 by severe price and
schedule competition at its Hobby Air-
port hub. It is hoped that this situation
will somewhat abate in 1987, permit-
ting TranStar’s yields to increase to a
reasonable level.

A Texas District Court has ruled that
Continental Airlines may provide air
service between Dallas Love Field and

Houston’s Hobby Airport. Although
the City of Dallas has appealed this
decision, Continental is free to com-
mence such service during the pen-
dency of the appeal. It is not known, of
course, whether, or when, Continental
actually intends to commence Love
Field-Hobby Airport flights. Such
service would not connect with
Continental’s enormous banks of flights
at Houston’s Intercontinental Airport;
could not carry passengers destined
beyond either airport; and would en-
counter up to 73 flights per day offered
by Southwest and TranStar. At present,
approximately 3.3% of TranStar’s
revenue passenger miles and approxi-
mately 5.0% of Southwest’s revenue
passenger miles are generated in the
Love-Hobby market.

Southwest’s low operating costs,
strong balance sheet, tremendous
record of Customer service, effective
marketing programs, and superb people
provide the enduring strength necessary
to do well in times both bad and good.
Albeit intangible, the spirit of our peo-
ple is the most essential ingredient of
our success over the last 15 years, and
I thank them for their goodness and
salute them for their greatness.

Most sincerely,

Nedid A bsthdin

Herbert D. Kelleher
Chairman, President and CEO
of Southwest Airlines and
Chairman of TranStar

January 27, 1987
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Description of Business

Southwest Airlines Co. (Southwest)
and its wholly owned subsidiary,
TranStar Airlines Corporation
(TranStar), are engaged in providing
air transportation services. Southwest,
which initiated service in Texas in
1971, provides single class, high
frequency service to more than 25
cities, primarily in the midwestern
and southwestern regions of the
United States. Southwest principally
concentrates on short-haul markets,
emphasizing high aircraft utilization
and high employee productivity.
Southwest is characterized by its
simple low fares, friendly service,
convenient schedules and reliable, on-
time performance. Simple boarding
procedures ensure speedy and efficient
turnaround. Primary hubs in the
Southwest system include Dallas Love
Field, Houston Hobby Airport and
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Dallas Love Field. Houston Hobby.
In the Southwest tradition of con-
venient downtown airports, we began
service to Chicago’s Midway Airport,
much to O’ Harried travelers’ delight.

Phoenix Sky Harbor International.
Southwest initiated new service in 1986
to Nashville and may add several more
destinations in 1987, in addition to
Birmingham which is planned for
March, 1987. Southwest’s simple fare
structure, offering peak and off-peak
fares, was modified in 1986 through
the addition of 14-day advance pur-
chase fares (Fun Fares). Southwest’s
corporate headquarters are located in
Dallas, Texas.

TranStar, formerly Muse Air Corpo-
ration, began operation in 1981 and
was acquired by Southwest in 1985.
TranStar offers dual class, long-haul
service with its principal hub at
Houston’s Hobby Airport. TranStar
provides service to several Texas cities
including Dallas Love Field as well as
to several other cities in the southern
United States. TranStar complements
the Southwest system and service via
such amenities as Business Class, meal
service and assigned seating. TranStar’s
corporate headquarters are located in
Houston, Texas.

Review of Operations

Fleet At the end of 1985, Southwest had
forty-six Boeing B 737-200’s and ten
B737-300’s. During 1986, Southwest
added another seven -300’s for a total at
the end of 1986 of seventeen -300’s. Six
B737-300 and three B737-200 aircraft
were being operated subject to long-
term lease agreements. TranStar began
1986 with six McDonnell Douglas
(MD) -80’s and eight DC9-51’s of
which one MD-80 and five DC9-51s
were being operated subject to long-
term lease agreements. TranStar added
two leased MD-80’s in 1986 bringing
its total fleet to sixteen. The average
age of the combined fleet at year-end
was 6.0 years.

Southwest has committed to take
delivery of nine more B737-300’ in

Frequent business flyers,
impressed with our
frequent flights, personal
attention and everyday
low fares, dubbed us The
Company Plane!









To keep our pilots on the
leading edge of avionic
technology, Southwest
vnveiled the first Boeing
737-200/300 convertible
flight simulator in the
country.

1987 while TranStar has committed to
add four MD-80's in 1987 to meet addi-
tional capacity requirements.

FLEET SIZE (at Year-end)
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Capacity During 1986, the Company’s
operating capacity was comprised of a
weighted average of 44.9 B737-200’s,
14.4 B737-300s, 5.9 MD-80’s and 7.8
DC9-51’s.

The average number of aircraft in
service in 1986 was 73, having an
average number of 127 seats. This
represents a 20.8% increase over the
60.44 average during 1985 and com-
pares with 48.96 in 1984 (prior to the
acquisition of TranStar). The average
number of seats per aircraft was 126 in
1985 and 124 in 1984.

Routes Southwest added Nashville,
Tennessee to its route system and dis-
continued service to Denver, Colorado
in 1986 and added St. Louis, Missouri;
Chicago, Illinois; and Ontario, Califor-
nia in 1985, TranStar added Miami,
Florida in 1986. In addition, Southwest
announced plans to commence service
to Birmingham, Alabama in 1987.

Traffic Revenue passenger miles
(RPM’s) were 7,388,401,000 in 1986,
a 23.7% increase over 1985 with
13,637,515 passenger boardings and
an average length of haul of 542 miles.
Individually, Southwest accounted for
5,666,037,000 RPM’s, 11,333,893
passenger boardings and a 500-mile
average length of haul. TranStar had

1,722,364,000 RPM’s, 2,303,622
passenger boardings and a 748-mile
average length of haul.

Management’s Discussion and
Analysis of Results of Opera-
tions and Financial Condition
1986 Compared with 1985

The Company’s consolidated net
income was $50 million in 1986 com-
pared with $47.3 million in 1985, an
increase of 5.8%. This growth in earn-
ings was primarily attributable to an
increase in operating income to $89
million, partially offset by increases
in interest expense and the provision
for federal income tax.

Operating Revenues Consolidated pas-
senger revenues, which accounted for
more than 96% of total consolidated
operating revenues, increased by $86
million in 1986, or 13%, to an all-time

Southwest tested an innovative
Youth Standby Fare— students
18-21 had an opportunity to
purchase 315 standby tickets

at automated teller machines in
patticipating convenience stores.




high of $742 million. RPM’s increased
1.4 billion and accounted for $155 mil-
lion of the increase offset by a decrease
in yield (average revenue per RPM) of
8.6%, or $70 million. The growth in
RPM’s was primarily attributable to the
inclusion of TranStar for a full year in
1986 (approximately 1.1 billion RPM’s)

REVENUE PASSENGER MILES (in Millions)

///
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and additional capacity at Southwest
which generated approximately .3 bil-
lion additional RPM’s. The passenger
load factor declined slightly in 1986 to
58.8%, reflecting a softening in the
Texas and surrounding state economies
and leading to further growth in mar-
kets outside these energy dependent
regions. The load factor decline was
partially offset by positive responses
from Customers to marketing initiatives
such as the Senior Citizens, Fun Fare

and Great Takeoff programs together
with increased Customer acceptance of
the capacity added outside Southwest’s
traditional markets. The decrease in
yield was due to an increase in the aver-
age passenger trip length from 472
miles in 1985 to 542 miles in 1986 and
an increase in discounted fare traffic.

Operating Expenses Consolidated oper-
ating expenses increased by 13.1%
primarily attributable to a 27.2%
growth in ASM’s offset by a decline

in costs per ASM to 5.41¢, a decrease
of 11%. The principal contributor to
this decrease was fuel which, in total,
decreased 39% in 1986 as a result of the
decline in crude oil prices. For 1986,
the average cost of fuel per gallon was
$.51 versus $.78 in 1985. The table on
this page depicts the components of
operating expenses per ASM compared
to the previous two years.

Other “Other expenses (income)”
increased $5.8 million in 1986, prin-
cipally as a result of higher interest
expense from borrowings by TranStar
($10.8 million). Offsetting the increase
from interest expense was a $4 million
gain from the sale of certain aircraft
delivery positions, included in “Interest
income and other”

Category of Costs P Mile D P Mo o et Mo
1986 1985 1984
Aircraft fuel & oil 1.03¢ (.64¢) 1.67¢ (.16¢) 1.83¢
Wages & benefits 1.58 — 1.58 .04 1.54
Maintenance .39 —_ .39 .07 .32
Agency commissions .35 .01 34 .09 )
Landing fees & rentals .35 (.02) .37 (.03) .40
Other 1.10 (.01) 1.11 .16 95
Depreciation .54 — .54 .10 44
Profit sharing .07 (.01) 08 (.05) 13

Total 5.41¢ (.67¢) 6.08¢ 22¢ 5.86¢

Ronald McDonald House?
a home away from home
for out-of-town families
who have seriously ill
children undergoing
treatment at a nearbhy
hospital, continves to he
our primary charity.










“Fyn Fares"added an
exciting new third tier
to our low fare pricing
structure. Also successful,
the industry’s first
systemwide weekend
package-"Fun Packs”
prompted Thursday
through Monday
pleasure travel.
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The “Provision for federal income

tax”” increased as a percentage of
income before federal income tax from
22.2% in 1985 to 23.5% in 1986, pri-
marily as a result of the effect of the
new tax law. Federal income tax was
provided at the 46% rate in effect for
1986 of which $14 million was deferred

REVENUE PASSENGERS CARRIED (in Thousands)
13,638
12,651

Tws2 1983 1984 1985 1986

and $1.4 million was currently payable.
The Financial Accounting Standards
Board issued an Exposure Draft in
1986 on Accounting for Income Taxes
which, if adopted, would become
effective in 1988. The effects of this
proposed Statement would significantly
reduce the Company’s “Deferred
federal income tax” liability account

in 1988, if the Statement is adopted in
its current form.

1985 Compared with 1984

The Company’s consolidated net
income was $47.3 million in 1985 ver-
sus $49.7 million in 1984, a decrease
of approximately $2.4 million or 4.8%.
Although operating income increased
14.6% from 1984 to $78.5 million,
interest expense, net of capitalized
interest and interest income, increased
approximately $17 million due to the
mid-year acquisition of TranStar in
1985. Additionally, a major financing
was completed in late 1983 which was
invested for the majority of 1984, gen-
erating a higher than usual amount of

interest income in 1984 as compared
with 1985. The provision for federal
income tax decreased in 1985 by 25%.

Operating Revenves Consolidated pas-
senger revenues, which were more than
96% of operating revenues, increased
in 1985 by $138 million or 26.5%.
Approximately $68 million of the
increase was attributable to an increase
of 14.3% in RPM’s at Southwest, offset
by a decrease of 1.2% in yield. TranStar
accounted for the remaining $70 mil-
lion increase in revenues as its results
were included in the consolidated
results from the date of acquisition,
June 30, 1985. Southwest’s RPM
growth stemmed from an increase in
1985 of 734 million ASM’s (approx-
imately 429 million RPM’s or $47
million) coupled with an improved
load factor of 1.9% (approximately 166
million RPM’s or $18 million).

For the sixth year in a row,
Southwest received the fewest
complaints per Customer
carried of any airline serving
the continental United States.




Operating Expenses Consolidated oper-
ating expenses increased approximately
28.6% in 1985 versus 1984. The
increase was a result of the inclusion of
TranStar expenses from June 30, 1985
forward of $66 million and $68 million
from Southwest principally due to an
increase in ASM’s of 734 million.
Additionally, operating expenses per
ASM increased 3.8% in 1985 to 6.08¢,
as described in the table on page 10.
Fuel cost per ASM declined in 1985
primarily as a result of a drop in the
average cost per gallon of jet fuel from
$.821in 1984 to $.78 in 1985.

Other ““Other expenses (income)”’
increased by approximately $17 million
in 1985 due to an increase of $10.8 mil-
lion in interest expense and a decrease
in interest income of approximately $8
million. Approximately $6.6 million
of the increase in interest expense was
attributable to the interest expense of
TranStar with the remainder attributa-
ble to interest of approximately $2.3
million on a net increase in borrowings
by Southwest to purchase new aircraft
and interest of approximately $1.9 mil-
lion on funds borrowed to purchase

TranStar, a wholly owned,
separately operated subsidiary
of Southwest Airlines, moved
its corporate headquarters

to Houston.

TranStar. Interest income, which had
increased dramatically in 1984 due to
the interim investment of excess work-
ing capital, decreased sharply in 1985
since the excess working capital had
been utilized by late 1984.

The Company’s effective income tax
rates were 22% and 27% for 1985 and
1984, respectively. These effective
rates were less than the 46% statutory
corporate income tax rate in effect dur-
ing these years due principally to the
utilization of investment tax credits
generated by new aircraft purchases
and other capital expenditures. The
majority of the tax provisions for these
years was deferred due to timing dif-
ferences between financial and tax
reporting.

Liquidity and Capital Resources

The Company had $45 million in work-
ing capital at December 31, 1986 as
compared to $46 million at the end of
1985 and $15 million at the end of 1984.
Funds provided by operations increased
to $133 million in 1986, up from the
$114 million and $103 million gener-
ated in 1985 and 1984, respectively.
Additional funds were provided in 1986
through the sale of $100 million of pub-

. lic debt, which represented one-half of

the $200 million shelf registration of
debt securities. In addition, Southwest
completed approximately $100 million
of financings in the fourth quarter of
1986 via the sale and leaseback of four
aircraft. The proceeds were used to
retire debt and finance aircraft acquisi-
tions. TranStar also consummated two
long-term operating leases in the fourth
quarter to finance the delivery of two
aircraft.

During 1985, Southwest common
stock was issued upon conversion of
$34 million of 10% Convertible Subor-
dinated Debentures and $27 million of
common stock and warrants were

Nashville became an
overnight sensation to
business and pleasure

travelers alike, as
Southwest ventured into
the promising Southeastern
United States.
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Quarterly Financia! Data (Unaudited)
(in thousands except per share amounts)

Three Months Ended

1986 March 31  June 30 Sept. 30  Dec. 31
Revenues $173,256 $193,916 $207,628 $193,990
Operating income 7,111 28,171 34,699 18,982
Income before tax 3,219 21,275 27,873 13,079
Net income 2,727 17,100 21,181 9,027
Income per share:

Primary .08 .53 .66 .28

Fully diluted .08 53 65 .28

Three Months Ended

1985 March 31 June 30  Sept. 30  Dec. 31
Revenues $135,673 $169,805 $195,501 $178,693
Operating income 8,958 28,159 27,857 13,550
Income before tax 6,998 25,963 21,693 6,130
Net income 5,323 19,154 16,809 5,992
Income per share:

Primary 18 .65 .53 .18

Fully diluted 18 .63 51 .18

Common Stock Price Ranges and Dividends

Southwest’s common stock is listed on the New York Stock Exchange and trades
under the symbol “LUV”. The high and low sales prices of the common stock on
the Composite Tape, and the quarterly dividends per share paid on the common

stock were:
Period Dividend High Low
1986
Ist Qtr. $.032 $27.50 $20.00
2nd Qtr. .032 22.50 18.25
3rd Qtr. 032 24.00 19.00
4th Qtr. .032 26.13 19.75
1985
st Qtr. 032 26.00 21.75
2nd Qtr. .032 27.50 21.25
3rd Qtr. .032 31.00 23.00
4th Qtr. 032 29.63 22.63

As of January 31, 1987, there were approximately 6,150 holders of record of the
Company’s common stock.
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issued in the acquisition of TranStar.
After its acquisition by Southwest,
TranStar renegotiated $33 million of
its notes to banks and at year-end 1985,
with the $55 million proceeds from
the sale and leaseback of five aircraft,
retired this debt. Southwest borrowed
a net $107 million under its bank credit
agreements, $23 million under its Euro
Note Programme and $18 million under
its French Credit Export Agreement.
In addition, Southwest generated $40
million through a capital lease of two
aircraft. Southwest used $75 million of
the proceeds from these borrowings to
acquire the net non-current assets of
TranStar and the remainder for aircraft
acquisitions and working capital.
During 1984, of the $196 million

REVENUE PASSENGER MILES
PER. EMPLOYEE (in Thousands)

1,278

1,215 1,228

1,154

Ti982 1983 1984 1985 1986

NET PROFIT MARGIN
(Net Income/Operating Revenues)
10.3%
& oia  93%

L 6.5%

Tiee2 1983

1984 1985 1986
*Excluding non-recurring items

of funds utilized, $104 million was
generated through operations and $89
million derived from prior year’s accu-
mulated working capital, while only $3
million came from other sources. Funds
were primarily utilized for aircraft
acquisitions and progress payments.

Capital expenditures were $182 mil-
lion in 1986 versus $214 million in 1985
and $184 million in 1984. These included
the purchase of three B737-300’s in
1986 (four more were delivered in
1986 pursuant to operating leases); seven
B737-300’s and one B737-200 in 1985;
and three B737-300’s and four B737-
200’s in 1984.

Capital commitments for the Com-
pany consisted primarily of scheduled
aircraft acquisitions. At year-end 1986,

NET OPERATING MARGIN
(Operating Income/Operating Revenues)

15.3%

12.7%

11.6% 11.6%

o R B

NET INCOME (in Millions)

549.7
$40.9
534.0
ETT
ési

1982 1983 1984

$47.3

1985 1986
W NET INCOME  H PRIMARY EARNINGS PER SHARE
*Excluding non-recurming items



Southwest had twenty B737-300’s and
TranStar had four MD-80’s on order.
Aggregate future funding required for
these commitments was $473 million at
year-end. Subsequent to year-end 1986,
Southwest placed an order for two more
B737-300’s, bringing the total number
on order to twenty-two.

The Tax Reform Act of 1986 will
impact the Company’s future earnings
and cash flow. As a result of the discon-
tinuance of the investment tax credit,
the Company expects that its future
effective federal income tax rate will
be higher than it has been over the last
three years. The Company will benefit,
however, from investment tax credits
available from transition property. The
Company also expects to experience an
increase in federal income tax currently
payable, as a result of the alternative
minimum tax rules.

The Company has various financing
options available to it to meet its capital
and operating requirements, including
internally generated funds, credit
agreements with banks of approx-
imately $200 million and its remaining
shelf registration of $100 million. In
addition, the Company may continue to
utilize equipment lease financing when
cost-effective.

Distribution of Expenses
Wages, benefits & profit sharing 29.5%

Other 19.6%
Aircraft fuel and oil 18.4%
Depreciation 9.6%
Maintenance 7.0%
Agency commissions 6.3%
Landing fees and rentals 6.3%
Net non-operating expense 3.3%
TOTAL 100.0%

= 5an Francisco

SOUTHWEST/TRANSTAR ROUTE SYSTEM
(as of March 10, 1987)

W SOUTHWEST ONLY

[l TRANSTAR ONLY

@ SOUTHWEST AND TRANSTAR

Southwest Airlines and TranStar operate as separate carriers and do not

participate in any baggage, ticketing or p ger transfer agre

AIRCRAFT UTILIZATION
(Hours and Minutes per Day)
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Southwest Airlines Co.
Consolidated Balance Sheet

(in thousands except for share and per share amounts)
December 31, 1986 and 1985

1986 1985
Assets
Current assets:
Cashand cash equUIVAIENES .., .0 ..o v i v ois bie v ma s stos iemes aros Bh sas omss $ 74,861 $ 69,299
Accounts receivable. . . .. o e e e e e e e e 33,513 31,864
Inventories of parts and supplies, atcost . .......oiviiiiiiii i 11,201 8,581
Prepaid expenses and other current assets . .......oooveiiiinn i, 8,443 8,153
Total current assets . ......ovvvreieni . S R 128,018 117,897
Property and equipment, at cost (Notes 3, 5 and 6): ‘
PHENCeqUITINeNt: .5 i o o S et i Som s S50 e st a4 it Soace 955,716 892,177
Ground property and €QUIPMIEDE &5 svuis v 6 8% cdcumss von sBs st anrim st fn 103,295 83,462
Deposits on flight equipment purchase contracts. . ......................... 100,924 79,384
1,159,935 1,055,023
Less allowance for depreciabtion s .- 55 v vis ba i vion st oo ioms sl o ora s v e o 234,761 173,493
925,174 881,530
Otherassets=. . ..o0 0 wedyding L il Pewiare et s Sl 8,227 2,976
Cost in excess of net assets acquired
(net of accumulated amortization of $708 in 1986 and $291in 1985) ........... 16,771 19,993
$1,078,190 $1,022,396
Liabilities and Stockholders’ Equity
Current liabilities :
ACCOUNIE PAVABIE . 2y 5305 55 vivnlorion b wibnion popnaie site & buse foouss st St ieersiaress $ 25211 $ 25819
APt BabHity: ..o Lo it f e tan i ha il es 15 Vs o0 evetie o 7,868 4,228
Accrued liabilities (Note4) ... ..., % ST 36,834 29,353
Pederal income tax-payable ¢ .. .. o cve i bv v e e a e e e e s 1,353 —_
Current maturitics of Iongtermn debt ., oo v v i A v lvn v d o St 11,546 12,478
Total CUTYent L ABIIIEY e ot s o T it e Bt d s A bt e 82,812 71,878
Long-term debt less current maturities (NOte 5) ... ..o oo oo, 339,069 381,308
Deferred Tederal MCOME LK. . vvuidion taieduv s oh (ot an shvaops Fo o fidbasnes i 108,958 08,591
Deferred gain from sale and leaseback of aircraft . ........................... 29,424 912
Other deferred HADIIEIES . o . oot vttt in et e e e i e e e e e et e et 6,077 3,703
Commitments (Notes 3 and 6)
Stockholders’ equity (Note 7):
Common stock, $1.00 par value; 75,000,000
shares authorized; 32,254,269 shares
issued and outstanding
(32,254 220 I VOB i il funn s itdaciius ba pownitc o eoviee ity Gt inivd s el e 32,254 32,254
Capital i excess Of PAr vaAlUE . o . & Lie s S S aidvmin s bt bvedain o s 175,170 175,166
Retaied Garmiies: 1 0 i e S e e i ieh e b ki s e 304,426 258,584
Tt SIOCKNOIASIE’ SUILY « 5 a5 aivi 5 viniv o mntohon s s bsniinieisnrnn An ke s 511,850 466,004
$1,078,190 $1,022,396

See accompanying notes.




Souilwgest Airlines Co.
Consolidated Statement of Income
(in thousands except per share amounts)

Years ended December 31,

1986 1985 1984
Operating revenues:
PABSCILEE - v v i o5 swiarianys B5 eniemd wn Faabaniy o eaaia v Bwis $ 742,287 $ 656,689 519,106
Freight ........... e W B L TR N SR 13,621 13,643 12,115
(8155 et L VL IRV S S e . O N o8 12,882 9,340 4,727
Total OPBraABHR TeRNIES ' cus il s Vs whdawwi bs s 768,790 679,672 535,948
Operating expenses:
Paeland 01l o i oipvmaaditn s ot is sy soveios v s 129,522 165,008 146,232
Salaries, wagesand benefits . .............. ... .. . .l 198,689 156,339 123,024
Maintenance materialsand repairs ... .................. ... 49,181 38,272 25,312
APENCY COMMIBBIONE v ind v vt 3 s awin i by i eraly 44,209 33,342 19,925
Landing feesandrentals .............. ... it 44,593 36,934 31,864
Qther operating EXOBHSEE i« thunit bux o wr mumwshiom webives 137,699 109,291 76,116
DeprochiliOn o i wvmstive vvvius B T s ssSiuie v sx s 67,465 53,633 34,940
Employee profit sharing (Note 8) ............. ...t 8,469 8,329 10,038
Total operating eXpenses . . ......ovvvv e nnnns 679,827 601,148 467,451
Operatingincome . ........... ... i, 88,963 78,524 68,497
Other expenses (income):
IntETE St ERPEISE ~une it srbondannin. brs Sadimarinn s ihonsusnit. fisuznsecwis o 37,310 26,914 16,145
Capitalized interest ..l il vuvvi dadiii wol slivias i vevans (7,069) (7,410) (5,147)
Interest income andother(Note 9) .. ........... ..., (7,141) (2,055) (10,349)
Amortization of cost in excess of net assets acquired ........... 417 291 —
23,517 17,740 649
Income before federalincometax .......................... 65,446 60,784 67,848
Provision for federal income tax (Note 10) ........ S o S 15,411 13,506 18,124
Net HHeame .. omd i i s simmeh i Sodis os or 20y ; $ 50,035 $ 47,278 49,724
Net income per common share (Note 11):
PHIAEY 7o 3o slvin i o o st 6o 5 seeiny $1.55 $1.54 $1.69
Blly diltted. . vy i vomsnmss s simsne sgvnsding s wdinnessm o $1.55 $1.51 $1.04

See accompanying notes.
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Southwest Airlines Co. -
Consolidated Statement of Stockholders’ Equity

(in thousands except per share amounts) Capital in
Three Years Ended December 31, 1986 Common  excess of  Retained  Treasury
stock par value earnings stock Total
Balance at December 31,1983 . ............... $ 29,440 $115,685 $169,431 % —  $314,556
Proceeds from issuance of common stock .. .... 130 1,958 —_ (767) 1,321
Cash dividends, $.13 pershare . .............. — — (3,833) — (3,833)
Netincome — 1984 .. ... ..coinuunini... — — 49,724 —_ 49,724
Balance at December 31,1984 . ............... 29,570 117,643 215,322, (767) 361,768
Issuance of common stock and warrants
for acquisition (Note 2) .. ................. 793 25,365 — 767 26,925
Issuance of common stock upon . :
conversion of debentures . ................ 1,891 32,158 — — 34,049
Cash dividends, $.13 pershare . .............. — e (4,016) —_ (4,016)
Netincome — 1985 ... i iiimneeihvesin. — — 47,278 — 47,278
Balance at December 31,1985 . ............... 32,254 175,166 258,584 — 466,004
Proceeds from issuance of common stock ... ... —_ 4 — — 4
Cash dividends, $.13 pershare .. ........ ey — — (4,193) - (4,193)
Netincome — 1986 ....... A BT L o, — P 50,035 — 50,035
Balance at December 31,1986 ................ $ 32,254  $175,170  $304,426 $511,850

See accompanying notes.
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Southwest Airlines Co.
Consolidated Statement of Changes in hnantlul Position

(in thousands)
Years ended December 31,

1986 1985 1984
Sources of working capital: '
Operations:
INELINCOIIE Lisn s et o2 wom s iarae s o sraiets som 55 o5 mmse w4 as B imen S algln $ 50,035 $ 47,278 $ 49,724
Items not affecting working capital:
DICPIBCIAtON 2.vis fnf ot ntiios as s b aneny ELETRNN %4 2005 E7E 0 67,465 53,633 34,940
Deferred federal inCOMEtax . ... ... vvvteen e 14,058 12,535 19,033
OtheEs s o s e ey brvas e pnadaal s iy nines 1,791 606 254
Total from OPerations, '« .. i i 555 i < v s SRaTw i ¥ ofielsing o 133,349 114,052 103,951
Issuance of common stock and warrants . .. ........ ..ot 4 60,974 1,321
Issuance of long-term debt:
Due to acquisitionof TranStar . ........... ... i — 41,230 —
OB = it b b e d s finlpeid v Wantessde G etk 101,043 121,302 1,320
Proceeds from sale and leaseback of
aircraft under operatingleases .............. ... .. i 99,387 54,865 -
Total sources of working capital .............. ... .. .. ... ... 333,783 392,423 106,592
Applications of working capital: :
Net additions to property and equipment .......................c... 181,763 214,516 184,259
Net non-current assets of TranStar acquired (Note 2) .................. e 74,943 —_
Cash dividends ....... g v SV s R Bl b e, Sl 3 4,193 4,016 3,833
Reductionof long-termdebt’ . . cid.vi o5s b is o an o Sue vt wi s was o 142,235 72,560 6,707
01711 7=) GOl P DS RN 0 DO L e M SR . Sl £ 6,405 4,172) 1,162
Total applications of working capital ......................... 334,596 361,863 195,961
Increase (decrease) in workingcapital ............................. $ (813) $ 30,560 $(89,369)
Changes in components of working capital: -
Working capital deficiency of TranStar acquired ..................... $ — $ (7,213) $ —
Increase (decrease) in current assets:
Cash'and Cish equiVAIBIIR .. v o5/ Fos as watonts s snwmnslvmals sy v 5,562 39,021 (104,203)
Accountsreceivable =iz i ol el b i ve e b ek e e v 1,649 2,681 1,717
Inventories of partsand supplies . ........... ... .o i 2,620 3,308 1,429
Refundable federal income tax .............oooiiiiiiia —— (5,460) 5,336
Prepaid expenses and other currentassets . ............ .. .00 290 731 5,260
10,121 40,281 (90,461)
Increase (decrease) in current liabilities:
Acconmtepayable: (5 L 125 o b viionipem nb ma s e m i G LR (608) 3,000 (153)
AIPaaffic Hability -0 cod viivn st ian O b imninan s maea s 3,640 200 —
Actrued liabilities .. . i i v v e e U S e : 7,481 1,051 (1,240)
Federal incometaxpayable . ... ...... ... coiiiuiiiiiiiinnn 1,353 — —
Current maturities of long-termdebt . ................covviinn.t. (932) (1,743) 301
10,934 2,508 (1,092)
Increase (decrease) in working capital ........ e e et $ (813) $ 30,560 $(89,369)

See accompanying notes.
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Southwest Airlines Co.
Notes to Consolideated Financial Statements
December 31, 1986

1. Summary of significant accounting policies

Basis of presentation The consolidated financial state-
ments include the accounts of Southwest Airlines Co.
(Southwest) and its wholly owned subsidiaries, TranStar
Airlines Corporation (TranStar), formerly Muse Air Cor-
poration, and Southwest Airlines Eurofinance N.V. (col-
lectively referred to as the Company). All significant
intercompany balances and transactions have been elimi-
nated. Certain reclassifications of amounts previously
reported in the financial statements at December 31, 1985

have been made to conform to the presentation at
December 31, 1986.

Inventories Inventories of flight equipment expendable
parts, materials and supplies are valued at cost. These
parts are charged to expense when issued for use.

Property and equipment Depreciation is provided by the
straight-line method to residual values over periods rang-
ing from fifteen to eighteen years for flight equipment and
three to thirty years on ground property and equipment.
The Company charges major aircraft maintenance costs to
operations as incurred. Property under capital leases and
related obligations are recorded at an amount equal to the
present value of future minimum lease payments com-
puted on the basis of the lessee’s incremental borrowing
rate or, when known, the interest rate implicit in the lease.
Property under capital leases is amortized on a straight-
line basis over the lease term.

Cost in excess of net assets acquired Cost in excess of net
assets acquired resulting from the acquisition of TranStar
is being amortized over forty years on a straight-line basis.

Investment fax credits Investment tax credits are accounted
for by the flow-through method.

Revenue recognition Passenger revenue is recognized when
the transportation is provided. Tickets sold but not yet
used are included in “Air traffic liability”.

2. Acquisition

Effective June 30, 1985, Southwest acquired the stock of
Muse Air Corporation, which was subsequently renamed
TranStar, for approximately $68 million consisting of
(i) approximately $40.5 million in cash, (ii) 830,320
shares of Southwest common stock, and (iii) 1,080,320
warrants to purchase Southwest common stock at $35 per
share, subject to adjustment, expiring on June 25, 1990.
The acquisition was accounted for as a purchase and,

accordingly, the results of operations of TranStar were
included in the consolidated financial statements from the
date of acquisition.

The following unaudited pro forma information pre-
sents condensed results of operations for the years ended
December 31, 1985 and 1984 as though the purchase of
TranStar was made at the beginning of each period pre-
sented. Such figures are not represented to be indicative
of what actual sales and earnings would have been
for either period or will be in the future. The results
are based upon purchase accounting adjustments
recognized on consolidating TranStar and include
additional interest expense as if funds borrowed in
connection with the acquisition had been outstanding
from the beginning of each year.

(in thousands except per share data)
Pro forma unaudited

Year ended
December 31,
1985 1984
REVRNUES -, vl v vii v in i $737,660 $637,866
Netincome ................ $ 42,485 $ 40,106
Net income per share:

Primary ................ ¥.. 136 . %132
Fully diluted . ............ $ - 1538 .. 131

3. Commitments

At December 31, 1986, the Company’s contractual com-
mitments consisted primarily of scheduled aircraft
acquisitions. Nine Boeing 737-300’s were scheduled for
delivery in 1987, with eight in 1988, and three in 1989.
Four MD-80’s and four engine performance kits were
scheduled for delivery in 1987. The Company also had a
flight simulator scheduled for completion in 1987. Aggre-
gate funding needed for these commitments was approx-
imately $473 million at December 31, 1986, due as
follows: $263 million in 1987, $151 million in 1988 and
$59 million in 1989. In addition, the Company had options
to purchase eight Boeing 737-300 aircraft. (Subsequent to
December 31, 1986, the Company exercised two of its
options to purchase Boeing 737-300 aircraft.) Deposits
totaling $200,000 were made to secure delivery positions
in years 1988 through 1989 in the event the Company exer-
cises its purchase options.




4. Accrued liabilities

(in thousands) 1986 1985

Profit sharing (Note 8) .......... $ 4,972 §$ 5,985
TRLBLEST it B imomarviinnin va sy 8,949 5,964
Nacatiofi pay, . o\ . Covs eed o wad 7,371 6,288
Taxes, other than income ........ 6,758 5,205
OREE 2 s i bt ividaani 1 50 8,784 5,911

$36,834 $29,353

5. Long-term debt

(in thousands) 1986 1985
Southwest: ;
Bank Credit Agreement . . .. ... $ — $107,000
9% Notesdue 1996 .......... 100,000 —
Euro Note Programme . . ...... — 23,090
10.4% ETC’sdue July 1, 1994 . . 14,329 16,121
10.3% ETC’s due January 1, 1995 11,901 13,301
10.3% ETC’s due July 1, 1995. . 13,313 14,792
6%4% Convertible Subordinated

Debentures due 1998 ....... 35,000 35,000
Capital Leases (Note 6) ....... 71,642 72,105
French Export Credit

Agreement ............... 17,676 20,201
Industrial Revenue Bonds . . ... 4,300 4,850
(614 1] AT U0 T S 2,199 2,250
TranStar:
Notes payable to banks

due December 31, 1991..... 27,060 29,520
ETC’s due June 15,1999 . .. ... 50,000 50,000

347,420 388,230

Less current portion.......... 11,546 12,478
Debtdiscount............... (2,597) (2,146)
Debt premium .............. 5,792 7,702

$339,069 $381,308

The Bank Credit Agreement with a group of domestic
banks permits Southwest to borrow through December 18,
1988 on a revolving credit basis up to the primary commit-
ment ($40 million at December 31, 1986). The primary
commitment can be increased to as much as $150 million
at Southwest’s option. Interest rates on borrowings under
the Credit Agreement can be, at the option of Southwest,
the agent bank’s prime rate, ¥2% over LIBOR or ¥2% over
domestic certificate of deposit rates. The commitment fee
is %% per annum on the unused portion of the primary

commitment and %% per annum on the difference
between $150 million and the amount of the primary com-
mitment. As of December 31, 1986, there were no out-
standing borrowings under this agreement.

A Transferable Advances Facility Agreement with a group
of European banks permits Southwest to borrow on a
revolving credit basis up to $50 million through June 21,
1990. Borrowings bear interest from 0.15% to 0.35% over
LIBOR. The agreement provides for commitment fees of
(1) 0.15% per annum on the unused portion of the Available
Commitment, as defined, (ii) 0.10% per annum on the
Reserve Commitment, as defined, and (iii) 0.10% per
annum on the Available Commitment, whether or not
used. At Southwest’s option, the Available Commitment
can be increased to as much as $50 million or decreased to
as little as $10 million. As of December 31, 1986, there
were no outstanding borrowings under the agreement.

In March 1986, Southwest issued $100 million of
unsecured 9% Notes due March 1, 1996. Interest is pay-
able semi-annually on March 1 and September 1 and the
entire principal balance is payable at maturity. The Notes
are redeemable at the issuer’s option on or after March 1,
1993 at par plus accrued interest.

During 1985, Southwest established a Euro Note Pro-
gramme whereby it can issue, from time to time, up to $50
million of unsecured short-term notes in the European
market. The notes are sold through a single dealer on a best
efforts basis. At December 31, 1986 there were no out-
standing borrowings under this program.

The 10.3% and 10.4% Equipment Trust Certificates
require semi-annual principal and interest payments and
are secured by ten Boeing 737-200 advanced series air-
craft with a net book value of approximately $50 million at
December 31, 1986.

The 6%:% Convertible Subordinated Debentures were
issued by Southwest Airlines Eurofinance N.V. and are
convertible into common stock at any time on or before
July 1, 1998, unless previously redeemed, at a conversion
price of $38.30 per share, subject to adjustment in certain
events. Interest is payable on July 1 of each year. The
debentures are redeemable at the issuer’s option at prices
beginning at 103% of face value after July 1, 1986, and
declining by 1% per year to 100% in 1989 and thereafter.
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The French Export Credit Agreement requires sixteen
semi-annual installments of principal and interest begin-
ning-in June 1986. The debt is secured by one Boeing
737-300 and one Boeing 737-200 aircraft and bears inter-
est at 10.5% per annum.

The Industrial Revenue Bonds mature in series annually
through 1994. Interest is payable semi-annually on Janu-
ary 1 and July 1 at an effective rate of 60% of prime but not
less than 7%% or more than 15%. The Bonds
are secured by Southwest’s Reservations Center in
San Antonio.

The notes payable to banks due December 31, 1991 are
TransStar obligations secured by two MD-80 aircraft. The
FAA has guaranteed 90% of the principal and all of the
interest on the notes. The aircraft manufacturer has guar-
anteed the remaining principal payments. The notes bear
interest on 90% of the principal balance at the greater of a
certificate of deposit rate plus 2% per annum or 115% of a
90-day treasury bill rate (as defined in the loan participa-
tion agreement) and at prime rate on the remainder.

During June, 1984, TranStar issued $50 million of 16%:%
Equipment Trust Certificates due June 15, 1999 secured by
three MD-80 aircraft. Interest is payable December 15 and
June 15 of each year. The certificates are entitled to an
annual sinking fund of $5 million beginning June 15, 1991,
calculated to retire 80% of the certificates prior to matu-
rity. The certificates are redeemable, at TranStar’s option,
at any time on or after June 15, 1989 at prices beginning at
109.15% of face value and declining to 100% in years 1997
and thereafter.

The TranStar notes payable to banks and Equipment Trust
Certificates were revalued as of the acquisition date at
Southwest’s borrowing rate for similar debt instruments
(approximately 9.1% and 11.2%, respectively). The after-
tax net present value of the differential between interest at
stated rates and interest at revalued rates has been recorded
as a debt premium and is being amortized over the term of
the debt using the interest method.

Long-term debt principal payments, exclusive of capital
leases, due in the next five years are (in thousands):

1987 - $10,778
1988 10,338
1989 10,338
1990 11,615

1991 27,605

6. Leases

Excluding landing fees, total rental expense for operating
leases charged to operations in 1986, 1985 and 1984, was
$27,851,000, $23,717,000 and $19,465,000. The major-
ity of the Company’s corporate office and terminal opera-
tions space and twelve aircraft are under operating leases.
The following amounts applicable to capital leases, prin-
cipally involving five aircraft, are included in property
and equipment (in thousands):

1986 1985
Flight equipment .............. $72,382 $72,382
Less accumulated amortization . . . 8,456 4,461

$63,926 $67,921

At December 31, 1986, obligations under capital leases
and non-cancelable operating leases for future minimum
lease payments were as follows (in thousands):

Capital  Operating
leases leases
1987, 3 cune ciid a ¥ o s $7,937 $ 22,188
FORN - daliiion v 8 i 8,924 27,938
1989 - Lo i Vv 8,924 26,767
| LTLE ] OO At DAL R o 8,924 27,655
T99] ois et i it 8,924 26,776
Abter 1991, ol o vt 104,667 256,709
Total minimum lease
DRYIHBILS .} v oiiidpdien®a i 148,300  $388,033
Less amount representing
THEETESE: & e o Serasris 76,658
Present value of minimum
lease payments . .......... 71,642
Less current portion . ........ 768
Long-term portion . ......... $70,874

7. Common stock

At December 31, 1986, the Company had 36,521,012
shares of common stock reserved for issuance upon the
conversion of convertible securities and pursuant to
employee profit sharing, stock option and stock purchase
plans and upon exercise of rights pursuant to the Common
Share Purchase Rights Plan (the Plan), described below.




On July 14, 1986, the Board of Directors of the Company
adopted the Plan which was effected by a dividend of one
common share purchase right (Right) for each outstanding
share of the Company’s common stock. Each Right enti-
tles its holder to purchase one share of common stock for
$75 and is exercisable only in the event of a proposed take-
over, as defined by the Plan. The Company may redeem
the Rights at $.05 per Right prior to the time that 20 per-
cent of the common stock has been acquired by a person or
group. If the Company is acquired or if certain self-dealing
transactions occur, as defined in the Plan, each Right will

entitle its holder to purchase for $75 that number of the.

acquiring company’s or the Company’s common shares, as
provided in the Plan, having a market value of $150. The
Rights will expire no later than July 30, 1996.

8. Employee profit sharing and stock ownership plans
Substantially all of the Company’s employees are mem-
bers of a profit sharing plan.

Southwest’s plan provides that Southwest may contribute,
as determined by the Board of Directors, the lesser of 15%
of its adjusted pretax income (as defined by the plan) or the
maximum amount deductible for federal income tax
purposes.

TranStar’s plan provides for quarterly cash bonuses equal
to 20% of its adjusted pretax income (as defined by the
plan).

Southwest also has an Employee Stock Ownership Plan
which, under Internal Revenue Service regulations,
allows a tax credit equal to 1/2% of salary and wage
expense if this amount is invested in Southwest stock on
behalf of its employees.

9. Interest income and other
The Company sold certain aircraft delivery positions dur-
ing 1986, realizing a gain of $3,959,000.

10. Federal income tax

The provision for federal income tax includes deferred tax
resulting from timing differences in the recognition of rev-
enue and expense for financial and tax reporting purposes.

The provision for federal income tax consists of (in
thousands):
1986 1985 1984

CUrLent . ...v.i o siiduisaite s $ 1,353 $ 971 $ (909)
Deferred:
Depreciation .. ........ 33,598 27,318 22,990
Deferred gain on :
sale/leaseback . ...... (9,424) - —
Capitalized interest. . . .. 1,269 2,845 2,162
Capital leases ......... (1,587) (925) (1,533)
Tax benefit transfer. . . .. (2,996) (1,030) (970)

Investment tax credits. ..  (8,251) (15,693) (3,755)

Operating loss

carryforward . ....... 3,753  (3,753) —
Others 18 e el 2,304) 3,773 139
Total deferred provision . 14,058 12,535 19,033
Wotal v i B o' .. $15,411 $13,506 $18,124

The provision for income taxes differs from the amount
which results from applying the statutory rates to pretax
income as follows (in thousands):

1986 1985 1984
Amount % Amount % Amount %

Income tax
provision at
statutory rate. $30,105 46 $27,961 46 $31,210 46
Investment tax
credit ......
Effect of
TranStar tax
vs. book basis

(11,089)(17) (14,001)(23) (12,853)(19)

difference ... (1,554) (2) (120) — —
Other tax

credits. . . ... (754) (1) (618) (1) (512) (1)
Capital gains. . . (740) (1) " S
Other, net . . ... (887) (1) 284 — 218 .1

$15,411 _24 $13,506 22 $18,124 27

At December 31, 1986, TranStar had available $52.2 mil-
lion in pre-acquisition operating loss carryforwards and
$4.5 million in pre-acquisition investment tax credit car-
ryforwards for federal income tax purposes. For financial
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reporting purposes, these carryforwards will reduce good-
will in future periods to the extent that their tax effects are
utilized. The carryforwards will expire in 1995 through
2000 if they remain unutilized.

In addition, at December 31, 1986, the Company had
available $33.7 million in investment tax credit carryfor-
wards for federal income tax purposes. The carryforwards
will expire in 1999 through 2001 if not previously utilized.

As a result of the Tax Reform Act of 1986 enacted in the
fourth quarter, benefits from the investment tax credits
available to the Company were reduced. The effect on the
provision for federal income tax was an increase of
approximately $4.5 million.

1. Net income per common share

Net income per common share is computed based on the
weighted average number of common and common equiv-
alent shares outstanding (32,254,000 in 1986, 30,766,000
in 1985 and 29,472,000 in 1984).

Net income per common share assuming full dilution is
computed based on shares issuable upon conversion of
debentures (weighted for the number of days outstanding)
and the weighted average number of common and com-
mon equivalent shares outstanding (33,168,000 in 1986,
32,757,000 in 1985 and 32,279,000 in 1984). The com-
putation includes an income adjustment of $1,276,000 in
1986, $2,148,000 in 1985 and $3,161,000 in 1984 for
debenture interest expense, net of income tax effect.

Auditor’s Report

- The Board of Directors

Southwest Airlines Co.

We have examined the accompanying consolidated bal-
ance sheet of Southwest Airlines Co. at December 31,
1986 and 1985, and the related consolidated statements of
income, stockholders’ equity and changes in financial
position for each of the three years in the period ended
December 31, 1986. OQur examinations were made in
accordance with generally accepted auditing standards
and, accordingly, included such tests of the accounting
records and such other auditing procedures as we consid-
ered necessary in the circumstances.

In our opinion, the statements mentioned above present
fairly the consolidated financial position of Southwest
Airlines Co. at December 31, 1986 and 1985, and the con-
solidated results of operations and changes in financial
position for each of the three years in the period ended
December 31, 1986, in conformity with generally
accepted accounting principles applied on a consistent
basis during the period.

(il oy N

Dallas, Texas
January 23, 1987




Southwest Airlines Co. i
Supplementary Information
Year ended December 31, 1986

Consolidating Summary of Operations Southwest TranStar Eliminations Consolidated
(in thousands)
Operating revenues:

PRESEHGEE ; 1odul wvs' ol dn pevisiss st $ 599,440 $ 142,847 $ 742,287

Breight .. raind i ieesas Saaum 11,758 1,863 13,621

EHMER 5 s ®ishns o sliatsenio Sarbgarony 8,501 9.233 (852) 12,882

Total operating revenues. . ........... 619,699 149,943 768,790

OPErating eXpENses . vi cudvses vs wevwms 538,463 142,216 (852) 679,827
Operating ifCome. wua i wi v v svwiies 81,236 7,727 88,963
Other expense (income) . ... ............. 17,456 6,061 23,517
Income before federal incometax ......... 63,780 1,666 65,446
Provision for federal income tax .......... 15,411 — 15,411
INELINCOME : o s lsiis ws 35 v Ewoini sy a et o $ 48,369 $ 1,666 — $ 50,035
Consolidating Operating Statistics
Passengers carried « .. oo vvviner mmmeerzee o 11,333,893 2,303,622 13,637,515
Revenue passenger miles (000°s) .......... 5,666,037 1,722,364 7,388,401
Available seat miles (ASM) (000s) ........ 9,712,384 2,862,100 12,574,484
Load factor: v s v i i Somn i ss vagea e o 58.34% 60.18% 58.8%
Average length of passengerhaul . ......... 500 748 542
Tripsflown. .........vviiiiiininnn, 218,841 43,241 262,082
Average passenger fare. . ................ $ 52.89 $ 62.01 $ 54.43
Yield per passengermile . ............... 10.58¢ 8.29¢ 10.05¢
Operating expense per ASM ............. 5.54¢ 4.97¢ 5.41¢
Fuel cost per gallon (average) ............ 51.58¢ 50.88¢ 51.42¢
No. of employees at period-end . .. ........ 4,610 1,209 5,819
Size of fleet at period-end® . ............. 63 16 79

*includes leased aircraft

Note — The Consolidating Summary of Operations is presented to enable the reader to analyze Southwest and TranStar
separately. The information labeled ““Southwest” is consolidated information of Southwest and its wholly owned
subsidiary, Southwest Airlines Eurofinance N.V. The information labeled “TranStar” is presented on a “push-down”
basis. That is, it contains those purchase accounting adjustments resulting from the acquisition of TranStar by Southwest.
The provision for federal income tax has been calculated on a consolidated basis and allocated 100% to Southwest.




Southwest Airlines Co.
Years ended December 31

(1) Includes the accounts of TranStar since June 30, 1985

(2) Includes a gain of $4 million from the sale of aircraft delivery positions

(3) Includes a gain from the sale of tax benefits relating to three aircraft of $11 million

(4) Includes a gain of $8.5 million fromi the sale of aircraft and net cumulative effect of an accounting change of $735,000

(5) Includes any aircraft under capital or operating lease

Seleded Financial Data 1986 1985 (1) 1984 1983
(in thousands except per share amounts)
Operating revenues:
PASSeN el o v il e e T $ 742,287 $ 656,689 $ 519,106 $ 433,388
Breight s os 7o o ai b et 4 13,621 13,643 12,115 10,357
0, 117 SRR SRt O VT RO S 12,882 9,340 4,721 : 4,491
Total operating revenues . .......... 768,790 679,672 535,948 448,236
Operating expenses . . .. .......vovv.n.. 679,827 601,148 467,451 379,738
Operating income ... ..., ... ... .... 88,963 78,524 68,497 68,498
Other expense (income) .....:......... 23,517 (2) 17,740 649 4,927
Income before federal income tax........ 65,446 60,784 67,848 63,571
Provision for federal income tax . ........ 15,411 13,506 18,124 - 22,704
NEYINCOME. i s iens Soadoimn piher il $ 50,035 3 47,278 $ 49,724 $ 40,867
Net income per common share:
PHmary ; ~ioetoud ot $ 1.55 $ 1.54 $ 1.69 $ 1.40
Rallydiluted G i iyt G it d o $ 1.55 $ 1.51 $ 1.64 $ 1.38
Cash dividends per common share . . ... .. $ 13 $ A3 $ M B $ 13
Total @SSets v v v v vrnvn e e i il $ 1,078,190 $ 1,022,396 $ 646,244 $ 587,258
~ Long-term obligations. . ............... $ 339,069 $ 381,308 $ 153,314 $ 158,701
Stockholders’ equity .. ............... . $ 511,850 $ 466,004 $ 361,768 $ 314,556
Financial Ratios
Return on average total assets ......... 4.7% 5.5% 8.1% 8.1%
Return on average stockholders’ equity . . 10.28 % 11.4% 14.7% - 14.2%
Debt as a percentage of equity . ........ 39.8% 45.0% 29.8% 33.5%
Consolidated Operating Statistics :
Passengefs cartied . n v oo 13,637,515 12,651,239 10,697,544 9,511,000
Revenue passenger miles (000%s) . ...... 7,388,401 5,971,400 4,669,435 3,893,821
Available seat miles (ASM) (000%) . . ... 12,574,484 9,884,526 7,983,093 6,324,224
Loadfactor.:............ccvvuivinn. 58.8% 60.4% 58.5% - 61.6%
Average length of passenger haul. ... . ... 542 472 436 409
FHPS TOWN ', . s n f st s s wawns 262,082 230,227 200,124 175,421
Average passenger fare ,............. $ 54.43 $ 51.91 $ 48.53 $ 45.57
Yield per revenue passenger mile ... ... 10.05¢ 11.00¢ 11.12¢ 11.13¢
Operating expense per ASM .......... 5.4¢ 6.1¢ 5.9¢ 6.0¢
Fuel cost per gallon (average) ......... 51.42¢ 78.17¢ 82.44¢ 85.92¢
No. of employees at period-end . . ... ... 5,819 5,271 3,934 3,462
Size of fleet at period-end (5) .. ....... 79 70 54 46




1980
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1982 1981 1979 1978 1977
$ 317,996 $ 258,612 $ 204,260 $ 130,507 $ 77,583 $ 46,954
9,469 8,326 6,080 4,057 2,364 1,318
o 3,108 e 3;420 e 208 — 1,550 — LIS (RN -
331,189 270,358 213,048 136,114 81,065 49,047
291,964 221,854 — 164,219 107,128 — 39,943 38,785
39,225 48,504 48,829 28,986 21,122 10,262
(5,165X3) 239 7,539 8,272 (3,569)(4) 2,717
44,390 48,265 41,290 20,714 24,691 7,545
10,386 14,100 12,843 4,062 7,687 —
§ 34,004 § 34,16 § 28447 § 1665 § 17004 § L3
$ .. 128 $ . 135 $ 130 $ 79 $ 81 $ 36
$.5.0:0.08 — — — - —
$ 13 $ 11 $ .09 $ .06 $ .04 $ .02
$ 420,542 $ 291,823 $ 224,442 $ 172,495 $ 118,706 $ 77,967
$ 106,306 $ 58,934 $ 77,892 $ 87,374 $ 62,000 $ 47,000
$ 240,627 $ 176,503 $ 106,964 $ 58,412 $ 42,889 $ 26,606
9.6% 13.0% 14.1% 11.7% 17.2% 12.4%
16.7% 23.5% 36.0% 33.1% 50.3% 33.0%
30.6% 25.0% 42.1% 59.9% 59.1% 63.8%
7,965,554 6,792,927 5,976,621 5,000,086 3,528,105 2,339,524
3,022,142 2,310,181 2,024,097 1,585,539 1,048,624 675,668
4,907,945 3,633,351 2,969,448 2,320,371 1,556,173 1,011,048
61.6% 63.6% 68.2% 68.3% - 67.4% 66.8%
379 340 339 317 297 289
140,030 110,301 91,143 75,837 54,816 35,415
$ 3992 $ 3807 $  34.18 $ 26.10 $ 2199 $ 2007
10.52¢ 11.19¢ 10.09¢ 8.23¢ 7.40¢ 6.95¢
5.9¢ 6.1¢ 5.5¢ 4.6¢ 3.9¢ 3.8¢
94.51¢ 101.67¢ 85.0¢ 59.3¢ 38.2¢ 36.4¢
2,913 2,129 1,839 1,630 1,119 892
37 27 23 18 13 10
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The Annual Meeting of
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Airlines Co. will be held at
10:00 a.m. on May 20, 1987
in the Auditorium of the
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Company’s Annual Report on
Form 10-K as filed with the
Securities and Exchange
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Box 37611, Love Field,
Dallas, Texas 75235.
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