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Preface

About AICPA Audit and Accounting Guides
This AICPA Audit and Accounting Guide has been developed by the AICPA
Airline Guide Task Force to assist management in the preparation of their
financial statements in conformity with U.S. generally accepted accounting
principles (U.S. GAAP) and to assist auditors in auditing and reporting on
such financial statements.

The financial accounting and reporting guidance contained in this guide, when
developed by the original task force, was approved by the affirmative vote of at
least two-thirds of the members of the Accounting Standards Executive Com-
mittee, now the Financial reporting Executive Committee (FinREC). FinREC
is the senior technical body of the AICPA authorized to speak for the AICPA in
the areas of financial accounting and reporting. Conforming updates made
to the financial accounting and reporting guidance contained in this guide in
years subsequent to the original development are reviewed by select FinREC
members, among other reviewers where applicable.

This guide does the following:

� Identifies certain requirements set forth in Financial Accounting
Standards Board (FASB) Accounting Standards Codification™
(ASC).

� Describes FinREC's understanding of prevalent or sole industry
practice concerning certain issues. In addition, this guide may
indicate that FinREC expresses a preference for the prevalent or
sole industry practice, or it may indicate that FinREC expresses
a preference for another practice that is not the prevalent or sole
industry practice; alternatively, FinREC may express no view on
the matter.

� Identifies certain other, but not necessarily all, industry prac-
tices concerning certain accounting issues without expressing
FinREC's views on them.

� Provides guidance that has been supported by FinREC on the
accounting, reporting, or disclosure treatment of transactions or
events that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in an AICPA Audit
and Accounting Guide is a source of nonauthoritative accounting guidance. As
discussed later in this preface, FASB ASC is the authoritative source of U.S.
accounting and reporting standards for nongovernmental entities, in addition
to guidance issued by the Securities and Exchange Commission (SEC). Ac-
counting guidance for governmental entities included in an AICPA Audit and
Accounting Guide is a source of authoritative accounting guidance described
in category (b) of the hierarchy of GAAP for state and local governmental enti-
ties, and has been cleared by the Governmental Accounting Standards Board.
AICPA members should be prepared to justify departures from GAAP as dis-
cussed in Rule 203, Accounting Principles (AICPA, Professional Standards, ET
sec. 203 par. .01).

Auditing guidance included in an AICPA Audit and Accounting Guide is rec-
ognized as an interpretive publication pursuant to AU section 150, Generally
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Accepted Auditing Standards (AICPA, Professional Standards). Interpretive
publications are recommendations on the application of Statements on Au-
diting Standards (SASs) in specific circumstances, including engagements for
entities in specialized industries. An interpretive publication is issued under
the authority of the Auditing Standards Board (ASB) after all ASB members
have been provided an opportunity to consider and comment on whether the
proposed interpretive publication is consistent with the SASs. The members of
the ASB have found this guide to be consistent with existing SASs.

The auditor should be aware of and consider interpretive publications appli-
cable to his or her audit. If an auditor does not apply the auditing guidance
included in an applicable interpretive publication, the auditor should be pre-
pared to explain how he or she complied with the SAS provisions addressed by
such auditing guidance.

This AICPA Audit and Accounting Guide, which also contains attestation guid-
ance, is recognized as an interpretive publication pursuant to AT section 50,
SSAE Hierarchy (AICPA, Professional Standards). Interpretive publications
include recommendations on the application of Statements on Standards for
Attestation Engagements (SSAEs) in specific circumstances, including engage-
ments for entities in specialized industries. Interpretive publications are issued
under the authority of the ASB. The members of the ASB have found this guide
to be consistent with the existing SSAEs.

A practitioner should be aware of and consider interpretive publications appli-
cable to his or her attestation engagement. If the practitioner does not apply
the guidance included in an applicable AICPA Audit and Accounting Guide,
the practitioner should be prepared to explain how he or she complied with the
SSAE provisions addressed by such guidance.
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Auditing Standards Board

Accounting Standards Executive Committee (2007–2008)

Benjamin S. Neuhausen, Chair
Rick Arpin
Kimber Bascom
Glenn Bradley
Neri Bukspan
Brett E. Cohen
L. Charles Evans
Faye E. Feger

Richard R. Jones
Jay D. Hanson
Lisa M. Kelley
David M. Morris
Richard R. Petersen
Roy P. Rendino
Randall Sogoloff

Airline Guide Task Force

Robert A. Fenimore, Chair
Kirsten Albo
LeAnna Buchwald
Michael R. Carreon
David Dickson
Robert Gordon

David W. Hinshaw
John L. Merino
Holly Nelson
Lang P. Nguyen
Jeff Poeschl
Edward M. Smith

AAG-AIR



P1: irk

ACPA197-FM aicpa-aag.cls June 17, 2011 10:42

v
The FinREC, the Airline Guide Task Force, and the AICPA thank the following
former FinREC members for their contribution to this project: John Althoff,
Mark Bielstein, Val Bitton, Pascal Desroches, Karin French, Carl Kampel,
Peter Knutson, James Kroeker, Robert Laux, Steve Lilien, Andrew Mintzer,
Holly Nelson, Coleman Ross, Enrique M. Tejerina, Robert Uhl, Dan L. Weaver,
and Brent Woodford.

The Airline Guide Task Force and the AICPA also gratefully acknowledge the
following individuals for their assistance in development of this guide: Karen
M. Bowling, Lori S. Hickox, Craig Isakson, John L. Merino, Marney MacKenna,
Darrell L. McKown, and John J. Mutrie, Jr.

The AICPA gratefully acknowledges those who reviewed and otherwise con-
tributed to the development of this guide: Michael Carreon, Dave W. Dickson,
Craig Isakson, Darrell L. McKown, Holly Nelson, and Bert Nappier for their
assistance in the review of the conforming changes for the April 2011 edition
of this guide.

AICPA Staff

Anne Mundinger, Technical Manager
Accounting and Auditing Publications

Guidance Considered in This Guide
This edition of the guide has been modified by the AICPA staff to include certain
changes necessary due to the issuance of authoritative guidance since the guide
was originally issued. Authoritative guidance issued through April 1, 2011, has
been considered in the development of this edition of the guide. Authoritative
guidance discussed in the text of the guide (as differentiated from the temporary
footnotes, which are denoted by a symbol rather than a number) is effective
for entities with fiscal years ending on or before April 1, 2011. Authoritative
guidance discussed only in temporary footnotes is not yet effective as of April 1,
2011, for entities with fiscal years ending after that same date. This includes
relevant guidance issued up to and including the following:

� FASB Accounting Standards Update (ASU) No. 2010-29, Busi-
ness Combinations (Topic 805): Disclosure of Supplementary Pro
Forma Information for Business Combinations

� SAS No. 121, Revised Applicability of Statement on Auditing Stan-
dards No. 100, Interim Financial Information (AICPA, Profes-
sional Standards, AU sec. 722 par. .05)

� Interpretation No. 19, "Financial Statements Prepared in Confor-
mity With International Financial Reporting Standards Issued
by the International Accounting Standards Board," of AU section
508, Reports on Audited Financial Statements (AICPA, Profes-
sional Standards, AU sec. 9508 par. .93–.97)

� Revised interpretations issued through April 1, 2011, including
Interpretation Nos. 1–4 of AU section 325, Communicating In-
ternal Control Related Matters Identified in an Audit (AICPA,
Professional Standards, AU sec. 9325 par. .01–.13)

� Statement of Position 09-1, Performing Agreed-Upon Proce-
dures Engagements That Address the Completeness, Accuracy,
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or Consistency of XBRL-Tagged Data (AICPA, Technical Practice
Aids, AUD sec. 14,440)

� SSAE No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801)

� Interpretation No. 7, "Reporting on the Design of Internal Con-
trol," of AT section 101, Attest Engagements (AICPA, Professional
Standards, AT sec. 9101 par. .59–.69)

� Public Company Accounting Oversight Board (PCAOB) Auditing
Standard No. 15, Audit Evidence (AICPA, PCAOB Standards and
Related Rules, Auditing Standards)

Users of this guide should consider guidance issued subsequent to those listed
previously to determine their effect on entities covered by this guide. In deter-
mining the applicability of recently issued guidance, its effective date should
also be considered.

The changes made to this edition of the guide are identified in the schedule
of changes in appendix B. The changes do not include all those that might be
considered necessary if the guide were subjected to a comprehensive review
and revision.

Applicability of U.S. Generally Accepted Auditing
Standards and PCAOB
Audits of the financial statements of nonissuers (those entities not subject
to the Sarbanes-Oxley Act of 2002 or the rules of the SEC—that is, private
entities, generally speaking) are conducted in accordance with U.S. generally
accepted auditing standards (GAAS) as issued by the ASB, the senior technical
committee of the AICPA with the authority to promulgate auditing standards
for nonissuers. The ASB develops and issues standards in the form of SASs
through a due process that includes deliberation in meetings open to the public,
public exposure of proposed SASs, and a formal vote. The SASs and their related
interpretations are codified in the AICPA's Professional Standards. Paragraph
.03 of AU section 150 establishes that an AICPA member's failure to follow
ASB standards for audits of nonissuers is a violation of Rule 202, Compliance
With Standards (AICPA, Professional Standards, ET sec. 202 par. .01), of the
AICPA Code of Professional Conduct.

Audits of the financial statements of issuers, as defined by the SEC (those
entities subject to the Sarbanes-Oxley Act of 2002 or the rules of the SEC—
that is, public entities, generally speaking), are conducted in accordance with
standards established by the PCAOB, a private sector, nonprofit corporation
created by the Sarbanes-Oxley Act of 2002 to oversee the audits of issuers. The
SEC has oversight authority over the PCAOB, including the approval of its
rules, standards, and budget.

For audits of a nonissuer, in accordance with both GAAS and PCAOB stan-
dards, Interpretation No. 18, "Reference to PCAOB Standards in an Audit
Report on a Nonissuer," of AU section 508 (AICPA, Professional Standards,
AU sec. 9508 par. .89–.92) provides reporting guidance applicable to such en-
gagements.
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References to Professional Standards
In citing GAAS and its related interpretations, references use section numbers
within the codification of currently effective SASs, not the original statement
number, as appropriate. For example, SAS No. 54, Illegal Acts by Clients, is
referred to as AU section 317, Illegal Acts by Clients (AICPA, Professional
Standards). In those sections of the guide that refer to specific auditing stan-
dards of the PCAOB, references are made to the AICPA's PCAOB Standards
and Related Rules publication.

FASB ASC

Overview
Released on July 1, 2009, FASB ASC is a major restructuring of accounting
and reporting standards designed to simplify user access to all authoritative
U.S. GAAP by topically organizing the authoritative literature. FASB ASC
disassembled and reassembled thousands of nongovernmental accounting pro-
nouncements (including those of FASB, the Emerging Issues Task Force, and
the AICPA) to organize them under approximately 90 topics.

FASB ASC also includes relevant portions of authoritative content issued by
the SEC, as well as selected SEC staff interpretations and administrative
guidance issued by the SEC; however, FASB ASC is not the official source
of SEC guidance and does not contain the entire population of SEC rules,
regulations, interpretive releases, and SEC staff guidance. Moreover, FASB
ASC does not include governmental accounting standards.

FASB published a notice to constituents that explains the scope, structure, and
usage of consistent terminology of FASB ASC. Constituents are encouraged to
read this notice to constituents because it answers many common questions
about FASB ASC. FASB ASC, and its related notice to constituents, can be
accessed at http://asc.fasb.org/home and are also offered by certain third party
licensees, including the AICPA. FASB ASC is offered by FASB at no charge in
a Basic View and for an annual fee in a Professional View.

Issuance of Amendments to FASB ASC
Amendments to FASB ASC are now issued through ASUs and will serve only
to update FASB ASC. FASB does not consider the ASUs authoritative in their
own right; such amendments become authoritative when they are incorporated
into FASB ASC.

The ASUs issued are in the form of ASU No. 20YY-XX, in which "YY" is the last
two digits of the year and "XX" is the sequential number for each update. For
example, ASU No. 2010-01 is the first update in the calendar year 2010. The
ASUs include the amendments to the codification and an appendix of FASB
ASC update instructions. ASUs also provide background information about the
amendments and explain the basis for FASB's decisions.

Pending Content in FASB ASC
Amendments to FASB ASC issued in the form of ASUs (or other authoritative
accounting guidance issued prior to the release date of FASB ASC) that are not
fully effective, or became effective within that last six months, for all entities
or transactions within its scope are reflected as "Pending Content" in FASB
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ASC. This pending content is shown in text boxes below the paragraphs being
amended in FASB ASC and includes links to the transition information. The
pending content boxes are meant to provide users with information about how
a paragraph will change when new guidance becomes authoritative. When
an amended paragraph has been fully effective for six months, the outdated
guidance will be removed, and the amended paragraph will remain without the
pending content box. FASB will keep any outdated guidance in the applicable
archive section of FASB ASC for historical purposes.

Because not all entities have the same fiscal year-ends, and certain guidance
may be effective on different dates for public and nonpublic entities, the pend-
ing content will apply to different entities at different times. As such, pending
content will remain in place within FASB ASC until the "roll-off" date. Gener-
ally, the roll-off date is six months following the latest fiscal year end for which
the original guidance being amended or superseded by the pending content
could be applied as specified by the transition guidance. For example, assume
an ASU has an effective date for fiscal years beginning after November 15,
2010. The latest possible fiscal year end of an entity still eligible to apply the
original guidance being amended or superseded by the pending content would
begin November 15, 2010, and end November 14, 2011. Accordingly, the roll-off
date would be May 14, 2012.

Entities cannot disregard the pending content boxes. Instead, all entities must
review the transition guidance to determine if and when the pending content is
applicable to them. This audit and accounting guide identifies pending content,
when applicable. As explained in the "Guidance Considered in this Edition"
section of the preface, pending content discussed in the text of the guide (as
differentiated from temporary footnotes, which are denoted by a symbol rather
than a number) is effective for entities with fiscal years ending on or before
April 1, 2011. Pending content discussed only in temporary footnotes is not yet
effective as of April 1, 2011, for entities with fiscal years ending after that same
date.

Select Recent Developments Significant to This Guide

Summary of Significant Differences Between PCAOB and AICPA
Risk Assessment Standards
On August 5, 2010, the PCAOB issued release No. 2010-004, Auditing Stan-
dards Related to the Auditor's Assessment of and Response to Risk and Related
Amendments to PCAOB Standards. This release includes eight auditing stan-
dards (collectively referred to as the PCAOB Risk Assessment Standards) as
adopted by the PCAOB. The eight standards, which were approved by the SEC
on December 23, 2010, are as follows:

1. Auditing Standard No. 8, Audit Risk

2. Auditing Standard No. 9, Audit Planning

3. Auditing Standard No. 10, Supervision of the Audit Engagement

4. Auditing Standard No. 11, Consideration of Materiality in Planning
and Performing an Audit

5. Auditing Standard No. 12, Identifying and Assessing Risks of Ma-
terial Misstatement
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6. Auditing Standard No. 13, The Auditor's Responses to the Risks of

Material Misstatement

7. Auditing Standard No. 14, Evaluating Audit Results

8. Auditing Standard No. 15, Audit Evidence

The release also includes conforming amendments to other interim standards
related to the PCAOB Risk Assessment Standards. The effective date of the
PCAOB Risk Assessment Standards is for audits of financial statements of
issuers with fiscal periods beginning on or after December 15, 2010.

In general, the PCAOB Risk Assessment Standards are consistent with the
AICPA SASs related to risk assessment (the AICPA Risk Assessment Stan-
dards). Where differences exist, they are primarily due to the PCAOB:

a. addressing audits of financial statements in conjunction with au-
dits of effectiveness of internal control (often referred to as inte-
grated audits). The AICPA Risk Assessment Standards only ad-
dress audits of financial statements.

b. presenting content in standards different thant the AICPA Risk
Assessment Standards. For example, the PCAOB

i. incorporated fraud risk assessment procedures into the
PCAOB Risk Assessment Standards.

ii. created Auditing Standard No. 10 to separately address
supervision of the audit engagement.

iii. created Auditing Standard No. 14 to separately address
the evaluation of audit results.

iv. moved content related to other audit areas such as an-
alytical review procedures and audits of group financial
statements.

The PCAOB Risk Assessment Standards are not as voluminous as the AICPA
Risk Assessment Standards because the PCAOB standards do not contain as
much application guidance as do the AICPA Risk Assessment Standards. Ap-
pendix 11 of the release contains a more detailed comparison of the differences
between the PCAOB Risk Assessment Standards and the AICPA Risk Assess-
ment Standards.

ASB’s Clarity Project
In an effort to make GAAS easier to read, understand, and apply, the ASB
launched the Clarity Project. The majority of the clarified auditing standards
will be issued as one SAS. Once finalized, the new clarity auditing standards
will supersede all prior SASs. The new clarity auditing standards are expected
to be effective for audits of financial statements for periods ending on or after
December 15, 2012, unless otherwise established.

The foundation of the ASB's Clarity Project is the establishment of an objective
for each auditing standard. These objectives will better reflect a principles-
based approach to standard-setting. In addition to having objectives, the clari-
fied standards will reflect new drafting conventions that include the following:

� Adding a definitions section, if relevant, in each standard.
� Separating requirements from application and other explanatory

material.

AAG-AIR



P1: irk

ACPA197-FM aicpa-aag.cls June 17, 2011 10:42

x
� Numbering application and other explanatory material para-

graphs using an A prefix and presenting them in a separate section
(following the requirements section).

� Using formatting techniques, such as bulleted lists, to enhance
readability.

� Adding special considerations relevant to audits of smaller, less
complex entities.

� Adding special considerations relevant to audits of governmental
entities.

The project also has an international convergence component. The ASB expects
that, upon completion of the project, nearly all the requirements of Interna-
tional Standards on Auditing will also be requirements of U.S. GAAS. AICPA
Audit and Accounting Guides, as well as other AICPA publications, will be
conformed to reflect the new standards resulting from the Clarity Project after
issuance and as appropriate based on the effective dates.

IFRSs
International Financial Reporting Standards (IFRSs) consist of accounting
standards and interpretations developed and issued by the International Ac-
counting Standards Board (IASB), a London-based independent accounting
standard-setting body.

IASB began operations in 2001, when it succeeded the International Account-
ing Standards Committee (IASC). IASC was formed in 1973, soon after the
formation of FASB. In 2001, when the IASB replaced the IASC, a new, in-
dependent oversight body, the IASC Foundation, was created to appoint the
members of the IASB and oversee its due process. The IASC Foundation's over-
sight role is very similar to that of the Financial Accounting Foundation in its
capacity as the oversight body of FASB.

The term IFRSs has both a narrow and a broad meaning. Narrowly, IFRSs
refer to the new numbered series of pronouncements issued by the IASB, as
differentiated from International Accounting Standards (IASs) issued by its
predecessor, the IASC. More broadly, however, IFRSs refer to the entire body
of authoritative IASB pronouncements, including those issued by the IASC
and their respective interpretive bodies. Therefore, the authoritative IFRS
literature, in its broadest sense, includes the following:

� Standards, whether labeled IFRSs or IASs
� Interpretations, whether labeled IFRIC (referring to the Interna-

tional Financial Reporting Interpretations Committee, the cur-
rent interpretive body of the IASC Foundation) or SIC (Standing
Interpretations Committee, the predecessor to IFRIC and former
interpretive body of the IASC)

� IFRS framework

The preface to the IFRS 2009 bound volume states that IFRSs are designed to
apply to the general purpose financial statements and other financial reporting
of all profit-oriented entities including commercial, industrial, and financial
entities regardless of legal form or organization. Included within the scope
of profit-oriented entities are mutual insurance companies and other mutual
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cooperative entities providing dividends or other economic benefits to their
owners, members, or participants.

IFRSs are not designed to apply to not-for-profit entities or those in the public
sector, but these entities may find IFRSs appropriate in accounting for their
activities. In contrast, U.S. GAAP is designed to apply to all nongovernmental
entities, including not-for-profit entities, and includes specific guidance for not-
for-profit entities, development stage entities, limited liability entities, and
personal financial statements.

The AICPA governing council voted in May 2008 to recognize the IASB as an
accounting body for purposes of establishing international financial accounting
and reporting principles. This amendment to appendix A of Rule 202 and Rule
203 of the AICPA's Code of Professional Conduct gives AICPA members the
option to use IFRS as an alternative to U.S. GAAP. As a result, private entities
in the U.S. can prepare their financial statements in accordance with U.S.
GAAP as promulgated by FASB; an other comprehensive basis of accounting,
such as cash- or tax-basis; or IFRS, among others. However, domestic issuers
are currently required to follow U.S. GAAP and rules and regulations of the
SEC. In contrast, foreign private issuers may present their financial statements
in accordance with IFRSs as issued by the IASB without a reconciliation to U.S.
GAAP, or in accordance with non-IFRS home-country GAAP reconciled to U.S.
GAAP as permitted by Form 20-F.

The growing acceptance of IFRSs as a basis for U.S. financial reporting could
represent a fundamental change for the U.S. accounting profession. Acceptance
of a single set of high-quality accounting standards for worldwide use by public
companies has been gaining momentum around the globe for the past few
years. See appendix A for a discerning look at the status of convergence with
IFRSs in the U.S. and the important issues that accounting professionals need
to consider now.

Private Company Financial Reporting Blue Ribbon Panel
The Blue Ribbon Panel on Private Company Financial Reporting was estab-
lished in December 2009 and is sponsored by the AICPA, the Financial Ac-
counting Foundation (FAF), and the National Association of State Boards of
Accountancy. This panel was formed to consider how U.S. accounting standards
can best meet the needs of users of private company financial statements. Mem-
bers of the panel represent a cross-section of financial reporting constituencies,
including lenders, investors, owners, preparers, and auditors.

In late 2010, the Blue Ribbon Panel voted to recommend that FAF accept
a new standard-setting model for private companies and the creation of a
separate board to set those standards. In January 2011, the Blue Ribbon Panel
submitted a report of its recommendations to FAF. The Blue Ribbon Panel
concluded its work upon the issuance of its report to FAF. For updates of
developments regarding standard setting for nonpublic entities visit the AICPA
website at www.aicpa.org/privateGAAP.

In March 2011, the board of trustees of FAF announced the establishment of
a Trustee Working Group to further address the topic of accounting standard
setting for nonpublic entities. The working group has elected to include both
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non-profit entities and private companies in its consideration of this issue. For
more information visit www.accountingfoundation.org/home.

Purpose and Applicability

Introduction
This guide has been written with the assumption that readers are proficient
in accounting and auditing in general, but not necessarily familiar with the
airlines industry. Accordingly, the guide includes airlines industry background
and explanatory material.

A glossary of terms and several appendixes have been included to provide the
reader with additional sources of information regarding the airlines industry.
The appendixes are as follows:

� Appendix A, "International Financial Reporting Standards"
� Appendix B, "Schedule of Changes Made to the Text From the

Previous Edition"

Limitations
This guide does not discuss the application of all U.S. GAAP and all GAAS that
are relevant to the preparation and audit of financial statements of airlines.
This guide is directed primarily to those aspects of the preparation and audit
of financial statements that are unique to airlines or those aspects that are
considered particularly significant to them.
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The Airline Industry 1

Chapter 1

The Airline Industry

Background
1.01 The United States first began promoting the airline industry through

the adoption of the Air Mail Acts of 1925 and 1926, which transferred the car-
riage of mail from the U.S. Post Office to private carriers. Previously, although
there had been interest in the development of military aircraft, private carriers
had been unable to generate profits in substantially cargo-related efforts. After
passage of the Air Mail Acts, growing demand created by a small but competi-
tive airline industry stimulated the production of aircraft specifically designed
for passenger and cargo service.

1.02 The airline industry continued to grow despite the depression of
the 1930s. Technological developments and a new network of lighted airports
with reliable communication equipment created the environment for industrial
growth. In 1938, the Civil Aeronautics Act provided government regulation of
market entry and exit, air safety, and rates.

1.03 World War II stymied airline industry growth because military de-
mands limited the amount of equipment and service that was available for
civilian passenger service. However, military developments in aviation pro-
duced many improvements that would result in more efficient and affordable
service.

1.04 Jet service was introduced in the late 1950s. The Federal Aviation Act
was passed in 1958, creating the Federal Aviation Administration (FAA), which
developed the air traffic control system. Subsequent technological advances
and improvements resulted in dramatic increases in property and equipment
investment by U.S. scheduled airlines throughout the last half of the century.

1.05 The 1970s saw dramatic increases in costs, particularly increases
in fuel prices. In 1978, the Airline Deregulation Act (ADA) amended the Civil
Aeronautics Act of 1938 to promote competition in the airline industry while
maintaining high standards for safety. After deregulation, many changes oc-
curred in the industry, including a proliferation of smaller regional airlines
and low-cost carriers and an increase in mergers and airline bankruptcy fil-
ings. This is demonstrated by the fact that 128 airlines filed for bankruptcy in
the 18 years following deregulation.

1.06 One of the arguments against deregulation was that some smaller
communities would be denied commercial air services. In response, the U.S.
Department of Transportation (DOT) implemented the essential air services
program. Participating airlines enter into a two-year contract with the DOT,
which subsidizes flights and imposes requirements on the number of seats and
flights that must be offered and their destinations.

1.07 As previously discussed, many low-cost carriers were founded due
to deregulation during the 1970s and continued to expand rapidly through the
early 2000s. Low-cost carriers are classified as such due to some of the follow-
ing cost structures that are different from those of traditional (sometimes also
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referred to as legacy) airlines: simplified fleets, which reduce maintenance
costs; a more flexible labor agreement, which results in a more productive
workforce and greater flexibility in establishing work rules; and limited pen-
sion and postretirement benefits, which have become a significant cost for
traditional carriers. Although the low-cost carriers' markets were not as ex-
tensive as those of traditional airlines, extreme pricing pressure was placed
on important routes. Additionally, with the expansion of the Internet in the
1990s, passengers had greater ability to find the lowest fare in booking travel.

1.08 In the 1990s, airlines experienced a strong period of growth, and
air travel demand continued to increase. As a result, airlines responded with
increased capacity, lower fares, and expansion into more markets.

1.09 Beginning in late 1999 and early 2000, the economy suffered, which
resulted in a significant decrease in demand for air travel. The depressed de-
mand for business travel was compounded by the terrorist attacks on Septem-
ber 11, 2001, which had a dramatic effect on the airline industry. Immedi-
ately following these tragic events, U.S. airlines experienced numerous dif-
ficulties, including a significant drop in demand for air travel, reduced traffic
and yields, increased insurance and security costs, and liquidity concerns. In re-
sponse, the federal government provided assistance to airlines, making federal
grants and conditional loan guarantees available. The government also pro-
vided relief from increased war risk insurance premiums and limited liability
for terrorist attacks. Heightened security concerns resulted in the formation
of a new governmental agency, the Transportation Security Administration
(TSA), which is responsible for all aviation security. New TSA requirements
were the primary factors that contributed to increased security costs cover-
ing passenger screening and additional security requirements for aircraft. The
airline industry responded to these economic downturns with significant cost
restructurings, including labor concessions, reductions in force, reductions in
capacity via aircraft groundings and scheduling modifications, and bankruptcy
filings.

1.10 The years following the events of September 11, 2001, continued to
be financially difficult, specifically for the traditional carriers. Compared with
historical periods, yields continued to be depressed due to the strong competi-
tion from low-cost carriers and reduced demand for air travel. Therefore, the
traditional carriers continued various cost-cutting initiatives, which, in addi-
tion to reductions in force and labor concessions, included efforts to reduce
or eliminate pension and postretirement benefits that constitute a significant
component of certain airlines' cost structure. Many of the traditional carriers
continued to be highly leveraged, which resulted in additional carriers filing
for bankruptcy protection. During this period, the industry also experienced
some of the highest prices of fuel, which led to further financial deterioration
of many carriers. The high cost of fuel affected both traditional and low-cost
carriers; however, due to poor credit ratings, many of the traditional carriers
were unable to hedge fuel, which resulted in continued significant operating
losses.

1.11 The accounting considerations associated with various airline indus-
try practices summarized in this chapter are discussed further in chapter 3,
"Marketing, Selling, and Providing Transportation," through chapter 9, "Re-
gional Airlines."
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History of Regulation
1.12 The airline industry has been regulated in three major areas: market

entry and exit, rates, and air safety. All three areas of regulatory responsibility
came into existence with the Civil Aeronautics Act of 1938. The act created
the Civil Aeronautics Board (CAB), whose primary duty, until amended by the
ADA, was to promote and regulate the airline industry. The board's mandate
was twofold: to maintain the highest priority for safety and to encourage com-
petition in the airline industry. The key elements of deregulation were freedom
of market entry and exit and freedom of pricing. A third element was protection
of service to small communities.

1.13 The ADA terminated the CAB's authority over rates and route ac-
cess on January 1, 1983. In addition to liberalizing the general provisions for
awarding certificates to new airlines, the ADA established new provisions for
automatic market entry and issuance of experimental certificates on a tempo-
rary basis. Other provisions eased restrictions on suspension and reduction of
service and expedited market entry and exit. As a result, the ADA has enabled
many new entrants to gain access to domestic markets and has allowed the
legacy carriers to expand and otherwise alter their service patterns. Airlines
are now classified as certificated scheduled (route) airlines, certificated non-
scheduled (charter) airlines, air cargo airlines, and intrastate airlines. Within
the route airline classification, airlines are now identified as major, national,
regional, and air-taxi operators.

U.S. Government Regulation1

Department of Transportation
1.14 The ADA transferred responsibility for overseeing airline operations

to the DOT when it was passed in 1978. The DOT is the primary agency
that oversees national transportation policy. This includes negotiation of in-
ternational transportation agreements, preparing transportation legislation,
and ensuring the general fitness of U.S. airlines. The DOT is also responsible
for approving merger proposals and sales of international airline routes. The
secretary of transportation, who is nominated by the president of the United
States, heads the DOT.

1.15 The DOT has authority to issue certificates of public convenience
and necessity required for airlines to provide domestic air transportation. An
airline that the DOT deems fit to operate is given unrestricted authority to
operate domestic air transportation, including the carriage of passengers and
cargo. Except for constraints imposed by Essential Air Service regulations,
which are applicable to certain small communities, airlines may initiate and
terminate service to a city without restriction.

1.16 The DOT has jurisdiction over certain economic and consumer pro-
tection matters such as unfair or deceptive practices or methods of competition,
advertising, denied boarding compensation, baggage liability, and disabled pas-
senger transportation. The DOT also has authority to review certain joint ven-
ture agreements between major airlines.

1 This guide does not describe government regulations in countries other than the United States.
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1.17 Authority to operate international routes and international code-
sharing arrangements is regulated by the DOT and by the foreign govern-
ments involved. International route awards are also subject to the approval of
the president of the United States for conformance with national defense and
foreign policy objectives.

1.18 Under federal law and DOT regulations, airlines must be controlled
by U.S. citizens. The president of the airline and two-thirds of the board of
directors must be U.S. citizens, and not more than 25 percent of outstanding
common stock may be voted by non-U.S. citizens. Foreign ownership must be
less than 50 percent.

Federal Aviation Administration
1.19 The FAA is a component of the DOT with primary responsibility

for the safety of the U.S. air system. The FAA has primary responsibility for
matters relating to airline flight operations, including airline operating certifi-
cates, control of navigable air space, flight personnel, aircraft certification and
maintenance, and other matters affecting air safety. The agency is also respon-
sible for research and development as it pertains to improving our National
Airspace System.

1.20 FAA requirements cover security measures, issuance of airworthi-
ness directives, collision avoidance systems, airborne wind-shear avoidance
systems, noise abatement and other environmental concerns, commuter air-
craft safety, and increased inspections and maintenance procedures to be con-
ducted on older aircraft. The FAA monitors compliance with regulations and
may assess fines for noncompliance.

Department of Homeland Security
1.21 Established on March 1, 2003, the Department of Homeland Security

(DHS) is responsible for protecting the movement of international trade across
U.S. borders, maximizing the security of the international supply chain, and
engaging foreign governments and trading partners in programs designed to
identify and eliminate security threats before they arrive at U.S. ports and
borders.

Transportation Security Administration
1.22 In November 2001, the Aviation and Transportation Security Act

(ATSA) was enacted. The ATSA created a new government agency, the TSA,
which later became a part of the DHS, which is responsible for aviation security.
The ATSA mandates that the TSA provide for the screening of all passengers
and property, including U.S. mail, cargo, carry-on and checked baggage, and
other articles that will be carried aboard a passenger aircraft. The ATSA also
provides for increased security in cockpits of aircraft and requires federal air
marshals to be present on certain flights. The operations of the TSA are funded
primarily through a passenger security fee, which is a flat fee charged per
ticket that the airlines collect and remit to the TSA. Since 2002, the TSA has
also imposed an aviation security infrastructure fee on all airlines to assist in
the cost of providing aviation security.

Environmental Protection Agency
1.23 The Environmental Protection Agency (EPA) regulates certain as-

pects of operations, including airline operations, in the United States. Among
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The Airline Industry 5
other things, airlines are subject to the following federal environmental pro-
tection laws:

� Clean Air Act. The Clean Air Act is the federal law passed in 1970,
which, as amended, forms the basis for the national air pollution
control effort. Basic elements of the act include national ambient
air quality standards for major air pollutants, hazardous air pollu-
tants standards, state attainment plans, motor vehicle emissions
standards, stationary source emissions standards and permits,
acid rain control measures, stratospheric ozone protection, and
enforcement provisions. Aircraft engine emissions can affect local
air quality as well as create global atmospheric concerns.

� Clean Water Act. Growing public awareness and concern for con-
trolling water pollution led to enactment of the Federal Water
Pollution Control Act Amendments of 1972. As amended in 1977,
this law became commonly known as the Clean Water Act. The
act established the basic structure for regulating discharges of
pollutants into the waters of the United States. It gave the EPA
the authority to implement pollution control programs such as
setting wastewater standards for industry. The Clean Water Act
also continued requirements to set water quality standards for
all contaminants in surface waters. Jet fuel spills, leaks from un-
derground storage tanks or pipelines used to transport and store
jet fuel, and solvents used by aircraft maintenance facilities fre-
quently contaminate water sources.

� Airport Noise and Capacity Act of 1990. The Airport Noise and
Capacity Act of 1990 recognizes the right of airport operators
with special noise problems to implement local noise abatement
procedures as long as those procedures do not interfere unrea-
sonably with the interstate and foreign commerce of the national
air transportation system. As a result of litigation and pressure
from airport area residents, airport operators have taken local
actions over the years to reduce aircraft noise. These actions in-
clude restrictions on night operations, restrictions on frequency of
aircraft operations, and various operational procedures for noise
abatement.

Occupational Safety and Health Administration
1.24 The Occupational Safety and Health Administration (OSHA) was

created in 1971 with a mission to ensure a safe and healthful workplace in the
United States. OSHA sets and enforces standards; provides training, outreach,
and education; establishes partnerships; and encourages continuous improve-
ment in workplace safety and health. It intends to act as a leader in joining
other health and safety communities in prioritizing health and safety issues
and setting a clear agenda for safety consciousness.

Other
1.25 The U.S. Department of Justice has jurisdiction over airline com-

petition matters. The U.S. Postal Service has authority over certain aspects
of the transportation of mail. The Railway Labor Act generally governs labor
relations in the airline industry.
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International Air Transportation
1.26 Airline operations between countries continue to be governed by

specific bilateral agreements between the countries. The access of U.S. airlines
to routes between the United States and other countries requires the approval
of the respective countries for landing rights at specified airports and frequency
of flights.

The International Air Transport Association
1.27 The International Air Transport Association (IATA), a voluntary

organization of international airlines, was established in 1946 to negotiate in-
ternational airfares, cargo rates, conditions of service, and ancillary matters.
The Federal Aviation Act required U.S. airlines participating in such an or-
ganization to obtain approval from the CAB. In 1946, the CAB granted U.S.
airlines immunity from antitrust laws, permitting them to participate in IATA
conferences for the purpose of establishing fares and rates. Agreements reached
by the airlines at those meetings are subject to the approval of the respective
governments.

1.28 In anticipation of deregulation in the United States, IATA estab-
lished two types of airline participation. One deals with facilitation matters
and is mandatory for all members; the other sets fares and rates for air trans-
portation. Participation in the latter is optional, but a member choosing to
participate in fare and rate conferences must do so for all areas served.

Open Skies or Route Authorities
1.29 The availability of international routes to U.S. airlines is regulated

by treaties and related agreements between the United States and foreign
governments. The United States typically follows the practice of encouraging
foreign governments to accept multiple airline designation on foreign routes,
although certain countries have sought to limit the number of airlines allowed
to fly these routes to protect their national "flag" airlines. Certain foreign gov-
ernments impose limitations on the ability of airlines to serve a particular city
or airport within their country from the United States. For a U.S. airline to fly
to any such international destination, it must first obtain approval from both
the United States and the foreign country where the destination is located,
which is referred to as a foreign route authority. Studies have shown that inter-
national routes for which there is a limit to the number of airlines or frequency
of flights (such as Heathrow Airport in London) have more value than those
without restrictions. Route authorities to some international destinations can
be sold between airlines, and their value can vary because of limits on accessi-
bility. To the extent foreign countries adopt "open skies" policies (meaning all
airlines have access to the destination), liberalizing or eliminating restrictions
on international routes would increase competition and potentially decrease
the value of a route, subject to airport availability. Please refer to chapter
6, "Other Accounting Considerations," for further discussion of international
route authorities and related accounting considerations.

Air Transport Association of America
1.30 Founded in 1936, the Air Transport Association of America (ATA) is

a trade and service organization representing member U.S. scheduled airlines.
The joint interests of the airlines as an industry are expressed through a system
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of councils and related committees on which airline and ATA representatives
work together.

1.31 Because travel agent sales, including Internet travel agencies, con-
stitute a significant portion of the airline business, the ATA designed the Area
Settlement Plan (ASP), which is operated by the Airlines Reporting Corpo-
ration. The plan enables each travel agent to submit one sales report to an
area processing center that then distributes the agent's sales and receivables
transactions to the respective airlines. Because the dollar volumes involved
and competitive needs for sales information are substantial, the ASP program
requires continuous monitoring and updating. The ATA provides this service to
the airlines and travel agents. A number of low-cost carriers have discontinued
using travel agencies in lieu of direct Internet sales, which contributes another
factor to their lower cost structure.

1.32 Other plans, called bank settlement plans (BSPs), have been estab-
lished and are now available in most countries around the world except for
certain lesser-developed countries. The BSPs, although not identical to the
ASP, contain many of the same features.

Regional Airline Association
1.33 The Regional Airline Association, formerly the Commuter Airline

Association, is the national association of member airlines engaged in sched-
uled air transportation of passengers and cargo in local, feeder, and short-haul
markets throughout the United States and its territories. In addition, the as-
sociation's finance and accounting committee has developed a uniform system
of accounts for regional airline use.

Characteristics of the Industry

Operating Environment

Economy
1.34 Airline profitability is highly sensitive to economic factors, including

the ability to attract and retain business and leisure passengers; the effects
of any hostilities, acts of war, or terrorist attacks; disease and epidemics; the
cost and availability of aircraft insurance; volatility in the cost of aviation fuel;
competitive pressures on pricing; and government regulation.

Competition
1.35 The airline industry is highly competitive. Airline profits are sen-

sitive to adverse changes in fuel costs, average fare levels, and passenger
demand. Since deregulation, passenger demand and fare levels have been
influenced by, among other things, the general state of the economy, inter-
national events, industry capacity, and pricing actions taken by other airlines.
The principal competitive factors in the airline industry are fare pricing, cus-
tomer service, routes served, flight schedules, types of aircraft, safety record
and reputation, code-sharing relationships, in-flight entertainment systems,
and frequent flyer programs.

1.36 International marketing alliances formed by domestic and foreign
airlines have increased competition significantly in international markets.
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Through marketing and code-sharing arrangements with U.S. airlines, for-
eign airlines have obtained access to domestic U.S. routes. Similarly, U.S.
airlines have increased their ability to sell international transportation such
as transatlantic services to and beyond European cities.

Seasonality
1.37 In general, demand for air travel in the United States is higher in

the June and September quarters because there is more vacation travel during
those periods than during the remainder of the year. Demand for air travel
is also affected by factors such as economic conditions, war or the threat of
war, fare levels, and weather conditions. In addition, demand for air travel at
particular airlines may be affected from time to time by, among other things,
actual or threatened disruptions to operations due to labor issues.

Airline Classifications
1.38 The DOT classifies U.S. airlines primarily by operating revenue and

aircraft size using the following definitions, which are used by the DOT for
statistical reporting purposes:

� Major airline. A major airline is one that generates more than
$1 billion in annual operating revenue. Major airlines often have
international operations. Major airlines are also categorized as
traditional carriers or low-cost carriers. Many of the low-cost car-
riers that have grown from the 1970s to the 2000s serve primarily
domestic markets.

� National airline. A national airline is one that generates between
$100 million and $1 billion in annual operating revenue. National
airlines operate primarily in the United States.

� Regional airline. A regional airline is one that generates less than
$100 million in annual operating revenue. Regional airlines are
characterized by having a predominantly regional aircraft fleet
(fewer than 100 seats per plane) and typically fly within clear ge-
ographic boundaries, providing feed and supplementary service to
major airlines. The regional airline typically provides such supple-
mentary service to one or two airlines under a capacity purchase
agreement.

� Air cargo carrier. Air cargo carriers specialize in the transporta-
tion of mail, parcels, and freight.

1.39 The DOT specifies these definitions. Industry participants, however,
frequently refer to the airlines based on the following criteria (the operating
models referred to in this section are defined in paragraphs 1.40–.42 of this
chapter):

� Network or major carrier generally refers to legacy carriers that
existed before airline deregulation and have traditionally oper-
ated under a hub-and-spoke system.

� Low-cost carrier generally refers to carriers established after
deregulation that focus on point-to-point operations and gener-
ally have only one class of service.

� Regional carrier refers to carriers that generally provide either
contract flying or connecting service for a network carrier.

AAG-AIR 1.37



P1: irk

ACPA197-01 aicpa-aag.cls June 13, 2011 17:42

The Airline Industry 9

Operating Models
1.40 Airlines typically operate using the hub-and-spoke model or the

point-to-point model, but some airlines use a combination of both models.

1.41 The hub-and-spoke system concentrates most of an airline's opera-
tions in a limited number of hub cities, serving most other destinations in the
system by providing one-stop or connecting service through the hub between
destinations on the spokes. Such an arrangement permits travelers to fly from
a point of origin to more destinations without switching airlines. Hub airports
permit airlines to transport passengers between large numbers of destinations
with substantially more frequent service than if each route were served di-
rectly.

1.42 The point-to-point model spreads the airline's resources over a num-
ber of cities and focuses on providing high frequency, point-to-point service
(flying from one city to another without stopping in a connecting city). This typ-
ically results in higher aircraft utilization and allows fixed costs to be spread
over more hours of flying.

Other
1.43 Many airlines offer charter service to the public. In addition, many

airlines participate in the Civil Reserve Air Fleet (CRAF) program. In time
of war or during an unlimited national emergency or civil defense emergency,
airlines can be required to provide airlift services to the Air Mobility Command
under the CRAF program. Both mandatory and voluntary missions are a part
of this program.

1.44 Many major airlines offer both domestic and international cargo,
freight, and mail shipping services.

Fuel
1.45 Fuel costs constitute a significant portion of operating expenses for

all airlines. The effect of fuel price changes on an individual airline depends
upon various factors, including the airline's hedging strategy.

1.46 In the event there is an outbreak of hostilities or other conflicts in
oil-producing areas of the world, there could be reductions in the production
or importation of crude oil or significant increases in the cost of fuel. If there
were major reductions in the availability of jet fuel or significant increases in
its cost, the entire airline industry would be adversely affected.

1.47 Since the mid-2000s, the fuel prices have been historically high and
extremely volatile. Given the significance of fuel costs to airline operations and
the volatility of fuel prices, airlines typically engage in hedging programs to
mitigate price risk. However, after September 11, 2001, the low-cost carriers
typically have been the primary carriers able to initiate substantial hedging
programs due to the significant decline in the creditworthiness of the tradi-
tional carriers. Please refer to chapter 6 for further discussion of fuel hedging.

Taxes and Fees
1.48 The U.S. airline industry is one of the most heavily taxed of all in-

dustries. Taxes and fees represent approximately 25 percent of the price of
an average airline ticket, including customs and excise tax, foreign departure
taxes, fuel taxes, security fees, and airport passenger facility charges. These
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taxes and fees have increased significantly in the past decade, most recently
with the introduction of a security fee imposed on each passenger flight seg-
ment, which is being collected by the airlines and submitted to the government
to pay for enhanced security measures after September 11, 2001. Security fees
have been assessed by the government based on the airline's historical pas-
senger screening costs but may also be assessed based on the airline's market
share or on some other basis as determined by the government. A myriad of
international taxes exist that are as varied as the countries assessing them,
such as stamp taxes, departure taxes, and value-added taxes. Many of these
taxes are collected at the time of sale but remitted at departure based on the
number of passengers boarded. Please refer to chapter 3 for further discussion
of taxes and fees and related accounting considerations.

Insurance
1.49 Airlines carry insurance to cover public liability, passenger liability,

property damage, war risk, and all-risk damage to their aircraft. As a result of
the events on September 11, 2001, aviation insurers have significantly reduced
the amount of insurance coverage available to commercial airlines for liability
to persons other than employees or passengers for claims resulting from acts
of terrorism, war, or similar events (war-risk coverage). At the same time, they
significantly increased the premiums for such coverage as well as for aviation
insurance in general. Accordingly, such coverage is periodically supplemented
by the U.S. government. Please refer to the "Insurance" section in this chapter
for an in-depth discussion of airline insurance programs.

Maintenance
1.50 Maintenance costs represent a significant portion of the combined

operating expenses of airlines. To make maintenance more efficient, some air-
lines have entered into pooling agreements. Pools of materials and parts are
maintained separately by the individual airlines and made available to other
airlines as required. Benefits result from reduced inventory requirements.

1.51 In recent years, in an effort to reduce maintenance costs, many air-
lines have resorted to having maintenance performed by independent main-
tenance providers. As a result, a number of new developments have occurred
in the maintenance and engineering arena. Those developments include (a)
power-by-the-hour contracts with independent maintenance and repair enti-
ties, wherein the airline pays the service provider a fixed amount per flight
hour in exchange for maintenance and repairs, or other agreements with pay-
ments based on actual time and materials costs and (b) maintenance joint
ventures between an airline and an independent maintenance and repair en-
tity to perform maintenance and repairs primarily on the airline's airframes
and engines and perhaps those of other airlines as well. In addition, many
lease agreements now include various provisions for maintenance. Please refer
to maintenance accounting considerations discussed in chapter 4, "Acquiring
and Maintaining Property and Equipment."

Unionization
1.52 Labor relations are a significant factor in the airline industry. The

existence of several unions per airline means that contract negotiations may
be in progress constantly. Airline industry employee unions are governed by
the Railway Labor Act of 1926, which permits Congress to intervene in the
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negotiation or settlement of strikes that create a national emergency by threat-
ening to cripple the transportation industry. The Railway Labor Act and
the associated accounting considerations are discussed further in chapter 5,
"Employee-Related Costs."

1.53 Labor unionization makes restructuring efforts by traditional car-
riers difficult given the work rules established in contracts, the seniority pay
systems, and the substantial retirement benefits.

Marketing Strategy

Distribution Channels
1.54 Most airlines sell tickets through Global Distribution Systems

(GDSs), including Amadeus, Galileo, Sabre, SystemOne, and WorldSpan. These
systems provide flight schedules and pricing information and allow travel
agents to process a flight reservation electronically without contacting an air-
line's reservations facility. Travel agents' reliance on GDSs has, from time to
time, significantly increased the cost of making reservations, which is borne
primarily by airlines that subscribe to the GDS. Airlines historically also paid
commissions to travel agencies, but, with the growth of Internet travel web-
sites, most domestic commissions have been eliminated. Many travel agencies
now assess a separate fee on customers.

1.55 Most airlines also have a direct reservation option, either through
call centers or their website. To attract customers to their websites, the airlines
provide discounts to customers who book reservations on their websites.

1.56 There has also been a significant increase in Internet travel web-
sites, including Priceline©, Orbitz©, Expedia©, and Hotwire©. The advent of
these websites has not only resulted in significant distribution cost savings for
airlines but has also had a negative effect on airline revenue. Having access
to "perfect pricing information," air travel consumers have become more effi-
cient at finding lower fare alternatives than in the past. The increased price
consciousness of travelers, as well as the growth in distribution channels, has
further motivated airlines to price aggressively to gain fare advantages through
certain channels. Airlines' distribution channels are further discussed in the
"Sales Reporting" section of chapter 3.

Airline Alliances
1.57 Several types of arrangements allow two or more airlines to co-

ordinate services to their customers. A code-sharing arrangement enables a
ticketing airline to issue tickets on the operating airline and to use that oper-
ating airline's two-letter code when doing so in computer reservation systems.
Such alliances also usually tie in each airline's marketing and frequent flyer
programs and provide for schedule coordination for convenient connections
between airlines. Please refer to chapter 3 for further discussion of airline
alliances and related accounting considerations.

1.58 In addition, major airlines have agreements with regional airlines
that permit the major airlines to expand their overall network and maximize
their existing route structure by providing a greater number of travel options
to customers. Under traditional revenue sharing agreements, regional airlines
generally received a prorated portion of the passenger ticket revenue plus
an incentive to connect the passengers to the longer segment, flown by the
major airline. However, with the advent of regional jets, a number of the
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arrangements with the regional airlines were changed to capacity purchase
agreements. Under these arrangements, the major airline purchases the en-
tire capacity of the aircraft at a specified cost. The major airline generally pays
the regional airline a rate based on certain flying statistics, such as block hour,
with additional incentives and penalties based on such factors as completion
of flights, on-time performance, and satisfactory baggage handling. The major
airline is responsible for scheduling the regional airline's flights, determining
pricing, and selling the tickets. The major airline retains the revenue pricing
risk and bears the risk of changes in the price of fuel, which, in turn, shelters
the regional to some degree from many of the elements that cause volatility
in airline earnings. Major airlines use capacity purchase agreements because
these agreements allow them to expand their operations at lower fixed costs,
thereby enabling them to serve strategic routes that otherwise might be un-
economical. Major airline alliances with regional carriers are further discussed
in chapter 3 (from the major airline's perspective) and chapter 9 (from the
regional airline's perspective).

Frequent Flyer Programs
1.59 Frequent flyer programs, which began in the 1980s to encourage

travel and promote customer loyalty to a respective airline, have resulted in
significant revenue from other entities that pay for access to airline customer
lists and trade names and who provide frequent flyer miles to their customers in
exchange for various purchases. Those entities include cooperative partners,
which are primarily credit card companies, hotels, and other travel service
providers. Additionally, through the code-share arrangements previously dis-
cussed, airlines have entered into frequent flyer arrangements with certain
code-share partners and issue miles for travel on each other's airlines. Please
refer to chapter 3 for further discussion of frequent flyer programs and related
accounting considerations.

Airline Investments

Aircraft Fleet
1.60 The airline industry is characterized by substantial aircraft invest-

ment. Because of traffic projections and lengthy production schedules, most
airlines acquire aircraft fleets over a number of years. The large manufactur-
ers typically require progress payments (purchase deposits) during the manu-
facturing period, with balloon payments upon delivery. New fleet acquisitions
also require a significant capital outlay for spare parts to support the aircraft.
The rapid development of technological advances and substantial plant and
equipment investment needs have created large capital requirements, which
cannot be met by internal funding alone. Cyclical earnings also hamper the
ability of some airlines to raise money through equity and unsecured debt is-
sues. This has increased reliance on secured debt, leasing, and other similar
forms of financing. The large financing requirements that are characteristic of
the industry make ownership costs (depreciation, interest, and rent expense) a
major component of an airline's fixed costs.

1.61 The number of aircraft types in a fleet can affect many aspects of
an airline's operating expenses. A simplified fleet can help an airline save on
maintenance and training costs because mechanics and flight crews need to
be knowledgeable on fewer aircraft types. In addition, spare parts inventory
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requirements are reduced because the airline needs to hold parts for fewer
aircraft types.

1.62 The age of the aircraft is also important because a younger fleet
tends to be more fuel efficient and requires less maintenance than an older
model aircraft. Please refer to chapter 4 for further discussion of airline fleet
and related accounting considerations.

Airport Facilities
1.63 Local governments play a major role in air transportation by financ-

ing, owning, and operating terminal facilities necessary for air travel. Gener-
ally, the cost of terminal facilities and their maintenance are reimbursed by
the airlines through landing fees, charges for terminal facility rentals, and
passenger facility charges (PFCs). Please refer to chapter 10, "Special Reports
and Example Reporting," for further discussion of PFCs and related reporting
requirements.

1.64 In some cases, airlines initially fund construction and modifications
and are later reimbursed from proceeds of bond issues, rental credits, or both.
Municipalities, through airport authorities, often finance the acquisition and
construction of various facilities and equipment by issuing special facility rev-
enue bonds. An airline will often guarantee these bonds and enter into a special
facility lease agreement as the lessee to use the facilities and equipment con-
structed with the proceeds of the bonds. Please refer to chapter 6 for further
discussion of airport financings and related accounting considerations.

1.65 Ground handling services typically can be categorized as follows:
public contact, under-wing ground handling, and complete ground handling.
Public contact services involve meeting, greeting, and serving customers at the
check-in counter, gate, and baggage claim area. Under-wing ground handling
services include marshaling the aircraft into and out of the gate, baggage and
mail loading and unloading, lavatory and water servicing, de-icing, and certain
other services. Complete ground handling consists of public contact and under-
wing services combined.

Fuel Facilities
1.66 Airlines usually participate in numerous fuel consortiums with other

carriers at major airports to reduce the costs of fuel distribution and storage.
Agreements govern the rights and responsibilities of the consortium members
and provide for the allocation of the overall costs to operate the consortium
based on usage. The consortiums (and in limited cases, the participating air-
lines) have entered into long-term agreements to lease certain airport fuel stor-
age and distribution facilities that are typically financed through tax-exempt
bonds (either special facilities lease revenue bonds or general airport revenue
bonds) issued by various local municipalities. Please refer to chapter 6 for
further discussion of fuel facilities and related accounting considerations.

Routes, Slots, and Gates
1.67 Certain very high density airports have a fixed number of takeoff and

landing times (slots) available, as designated by the U.S. government to avoid
excessive congestion. The rights to these slots may be sold or traded by the
airline that owns the rights to the slots. These transactions generally include
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the sale of a gate or access to gates. Slots and gates, particularly those in high
demand, have value and represent intangible assets.

1.68 Intangible assets also typically include routes. Traditionally, foreign
countries limited access to routes from the United States to protect their na-
tional airlines from too much competition. International route authorities and
access to the airports by U.S. carriers are governed by bilateral aviation agree-
ments that can limit the number of airlines that may provide service to certain
airports and can restrict service by aircraft types, frequency, or destination.
Please refer to chapter 6 for further discussion of routes, slots, and gates and
related accounting considerations.

Insurance
1.69 Insurance programs for airlines normally include aviation, hull, and

terrorism insurance; building and contents; executive protection programs;
fiduciary liability; home, kidnap, and ransom insurance; directors' and officers'
liability; group and workmen's compensation insurance; and other typical in-
surance programs. Although most of these programs are comparable to the
insurance programs of other industries, there are several unique insurance
programs directly related to the airline industry, including aviation, hull, and
terrorism insurance, that are discussed in the following sections.

Aviation Insurance
1.70 Aviation insurance for passenger liability relates to the coverage of

risks associated with providing air transportation services to passengers and
residual risks to people and property on the ground. This includes catastrophic
accidents as well as routine passenger-related claims. Environmental coverage
within aviation is typically extremely limited.

1.71 Aviation insurance, in general, is provided by a front, or lead in-
surer, that provides claim handling services and administrative support. In
some cases, lead insurers are paid a fee for services rendered in addition to
their syndicated share of insurance premiums. Additional insurers subscribe
to this lead policy to complete the overall offering of insurance to spread the
catastrophic risk of accidents over a larger capital base, much like banks syn-
dicate significant loans to limit default exposure. A major airline may have 10
to 20 insurers subscribing to a lead policy, providing varying levels (1 percent
to 20 percent) of financial capacity in support of the overall insurance limit.
The limit of insurance offered collectively by the syndicate ranges from $500
million per accident or incident for smaller regional airlines to well in excess
of $1 billion for major U.S. airlines. All airline aviation insurance is purchased
through insurance brokers, which are typically compensated either on a com-
mission basis on premiums paid or on a fee basis directly from the airline.

1.72 Premiums are normally determined on the basis of a rate per pas-
senger mile or departure flown. The insurance rate charged is normally fixed,
whereas the exposure basis, such as passenger miles flown, departures, cargo
ton miles, passenger enplanements, or other measure of flying activity, is vari-
able. Aviation insurance premiums are typically established as a deposit pre-
mium at the beginning of the policy year based on management's projections
of flying activity and are adjusted at policy year end based on the actual flying
activity, with a resulting refund or additional premium due.
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Hull Insurance
1.73 Hull insurance covers damage to flight equipment, spare parts, and

aircraft in the airline's care, custody, and control (including when the airline
provides maintenance for fee to other airlines) while in the air or on the ground.
Hull insurance rates are normally based on dollar value of insured equipment.
The insured value of equipment may be determined in several ways: net book
value, replacement cost, estimated fair value, or as contractually defined in
operating or financing leases (in the event of total loss). The rate applicable
to insured value of equipment is normally fixed; however, premiums are also
adjusted at year end based on actual values insured during the course of the
year to reflect deliveries of new aircraft, sales, or material adjustment in asset
valuation (such as what occurred following the events of September 11, 2001,
in terms of significant reduction of aircraft values industry wide). Typically,
there is a reduced premium rate for "grounded" or excess aircraft not in use.

Terrorism Insurance
1.74 The following paragraphs describe terrorism insurance and are re-

produced with permission of the publisher, International Risk Management
Institute, Inc., Dallas, Texas, from Terrorism Insurance: What Risk and In-
surance Professionals Must Know, copyright International Risk Management
Institute, Inc. Further reproduction prohibited. For subscription information,
phone 800-827-4242. Visit www.IRMI.com for reliable and practical risk and
insurance information.

Terrorism insurance for airline hull and liability (also referred to
as war risk insurance) was a relatively inexpensive coverage prior to
September 11, 2001. For major U.S. airlines, the total cost of war risk
for hull and liability was 2 to 4 cents per passenger, or perhaps $30
to $50 million for the U.S. airline industry in total. It was sold as a
stand-alone insurance program for hull war risk, and on the liability
side, as an endorsement to an airline "all risk" policy. Both coverages
contained a 7 day notice of cancellation, typically used to re-price the
coverage, or restrict coverage for certain geographic hot spots.

The week after the terrorist attacks of September 11, 2001, aviation
insurers worldwide issued notice of cancellation to all commercial air-
lines. Insurers offered reinstatement terms, but at dramatically higher
prices (i.e., $1.25 per passenger, or approximately $750 million pre-
mium annualized for all U.S. airlines), plus reduction of limits to a
standard $50 million as respects damage to people and property on the
ground to reduce future exposures to mass ground casualties. Due to
the contractual obligations of the airlines, as well as insurance limit
requirements imposed for flying into certain countries, the insurance
limits offered by the market were not sufficient for airlines to fly, in
effect grounding airlines worldwide.

Various countries responded to this crisis in different ways. In some
countries, the government provided indemnification for non-passenger
losses. In others, particularly smaller countries whose indemnification
would not be considered sufficient financial security, the government
forced the airlines to purchase what limited excess insurance was of-
fered, adding yet another extreme cost to the airline. Other countries,
including the United States, enacted legislation to provide insurance
to close the gap, charging a premium for this coverage. The Airline
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Stabilization Act of (September) 2001 authorized the Federal Aviation
Administration (FAA) to provide excess insurance above the $50 million
commercially provided limit, which allowed U.S. airlines to continue
to operate. The Act also capped third party liability claims brought in
the U.S. to $100 million for a terrorist event.
For U.S. air carriers, this system stayed in place until December of
2002, when the Homeland Security Act authorized the FAA to broaden
its coverage beyond third party liability to provide hull, passenger and
third party war risk insurance for the airlines for a defined premium,
along with reauthorizing the $100 million cap.

1.75 The Homeland Security Act of 2002 required the FAA to provide war
risk hull loss and passenger, crew, and third-party liability insurance through
August 31, 2003. Coverage under this Act has subsequently been extended
several times. Although the price of commercial insurance has declined since
the premium increases immediately after the events of September 11, 2001,
if the U.S. government does not continue to extend its insurance policy it will
have a significant effect on the airlines.
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Chapter 2

General Auditing Considerations1

Introduction
2.01 In accordance with AU section 150, Generally Accepted Auditing

Standards (AICPA, Professional Standards), an independent auditor plans,
conducts, and reports the results of an audit in accordance with generally
accepted auditing standards (GAAS). Auditing standards provide a measure
of audit quality and the objectives to be achieved in an audit. This chapter of
the guide provides guidance primarily on the application of the standards of
fieldwork. Specifically, this chapter provides guidance on the risk assessment
process (which includes, among other things, obtaining an understanding of the
entity and its environment, including its internal control) and general auditing
considerations for the airline industry.

2.02 Independent auditors often encounter a variety of complex problems
in audits of entities in the airline industry because of the unique nature of
operations in the industry, specialized accounting systems, specifically as it
relates to revenue recognition and because of the complex accounting issues
present in industry accounting.

2.03 An initial step in any audit is to become knowledgeable about the
airline and the competitive and economic environment in which the entity oper-
ates. Toward this end, chapter 1, "The Airline Industry," of this guide discusses
the general nature of the airline industry. Chapters 3, "Marketing, Selling, and
Providing Transportation," through 9, "Regional Airlines," provide a general
discussion of accounting issues and generally accepted accounting principles
(GAAP) relating to the airline industry. Chapter 10, "Special Reports and Ex-
ample Reporting," discusses other types of attestation engagements performed
for airlines and contains examples of special reports issued in connection with
those engagements.

Scope of This Chapter
2.04 These general auditing guidelines are not intended to mandate au-

diting procedures to be applied in every audit of an airline. Nor is the list of
typical controls over significant processes in exhibit 2-1 intended to prescribe
the types of controls to be implemented in all circumstances. The types of
controls expected to be in place and the audit procedures performed by the
auditor will vary depending on the nature of the operations and the auditor's
assessment of the risks of material misstatement. Additionally, if the auditor
is performing an audit of internal control over financial reporting in accor-
dance with Public Company Accounting Oversight Board (PCAOB) Auditing
Standard No. 5, An Audit of Internal Control Over Financial Reporting That
Is Integrated with an Audit of Financial Statements (AICPA, PCAOB Stan-
dards and Related Rules, Auditing Standards), additional consideration would
be given to internal control and its effect on the audit approach.

1 Refer to the preface of this guide for important information about the applicability of the
professional standards to audits of issuers and nonissuers (see definitions in the preface).
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2.05 The objective of this chapter is to assist the independent auditor in
applying PCAOB and GAAS standards in audits of the financial statements
and internal control over financial reporting of entities in the airline industry.
Please refer to the preface of this guide for important information about the
applicability of the professional standards to audits of issuers and nonissuers
(see definitions in the preface). This chapter is not intended to provide specific
guidance to auditors on how to comply with the requirements of PCAOB Audit-
ing Standard No. 5. However, the information included in the "Understanding
of Internal Control" part of this chapter and in the exhibits to this chapter
addresses key details on the consideration of internal control over financial re-
porting unique to the airline industry, such as significant accounts, significant
processes, and normative controls over these processes. This information would
be appropriate for use in both the GAAS audit of financial statements and an
integrated audit that would comply with the requirements of PCAOB Audit-
ing Standard No. 5. The term audit generally refers to the audit of financial
statements unless it is indicated that the discussion pertains to the integrated
audit or an audit of an entity's internal control over financial reporting.

Planning and Other Auditing Considerations
2.06 The objective of an audit of an airline's financial statements is to

express an opinion on whether its financial statements present fairly, in all
material respects, the financial position, results of operations, and cash flows
for the specified period ended in conformity with GAAP or another compre-
hensive basis of accounting. To accomplish that objective, the independent
auditor's responsibility is to plan and perform the audit to obtain reasonable
assurance (a high, but not absolute, level of assurance) that material misstate-
ments, whether caused by errors or fraud, are detected. This section addresses
general planning considerations and other auditing considerations relevant to
the airlines.

Audit Planning
2.07 The first standard of field work states, "The auditor must adequately

plan the work and must properly supervise any assistants." AU section 311,
Planning and Supervision (AICPA, Professional Standards), establishes re-
quirements and provides guidance on the considerations and activities applica-
ble to planning and supervision of an audit conducted in accordance with GAAS,
including appointment of the independent auditor; preliminary engagement ac-
tivities; establishing an understanding with the client; preparing a detailed,
written audit plan; determining the extent of involvement of professionals with
specialized skills; and communicating with those charged with governance and
management. Audit planning also involves developing an overall audit strategy
for the expected conduct, organization, and staffing of the audit. The nature,
timing, and extent of planning vary with the size and complexity of the entity,
and with the auditor's experience with the entity and understanding of the
entity and its environment, including its internal controls.

2.08 Paragraph .03 of AU section 311 states that the auditor must plan
the audit so that it is responsive to the assessment of the risks of material
misstatement based on the auditor's understanding of the entity and its envi-
ronment, including its internal control. Planning is not a discrete phase of the
audit, but rather an iterative process that begins with engagement acceptance
and continues throughout the audit as the auditor performs audit procedures
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and accumulates sufficient appropriate audit evidence to support the audit
opinion.

Considerations for Audits Performed in Accordance With PCAOB
Standards

When performing an integrated audit of financial statements and in-
ternal control over financial reporting in accordance with PCAOB
standards (subsequently referred to as "integrated audit"), the au-
ditor should refer to paragraph 9 of PCAOB Auditing Standard No. 5
regarding planning considerations.

Establishing an Understanding With the Client
2.09 AU section 311 states that the auditor should establish an under-

standing with the client regarding the services to be performed for each engage-
ment. This understanding should be documented through a written communi-
cation with the client in the form of an engagement letter. The understanding
should include the objectives of the engagement, the responsibilities of man-
agement and the auditor, and any limitations of the engagement. AU section
311 also identifies specific matters that generally would be addressed in the
understanding with the client and other contractual matters an auditor might
wish to include in the understanding.

2.10 Although there are many topics that the auditor may consider dis-
cussing with the client prior to commencing the audit, the elements that
may be unique or significant in the audit of an airline could include the
following:

� The effect of the use of service organizations on audit procedures
related to reservations systems, IT outsourcing, and ticketing pro-
cessing and scanning centers.

� Inquiries about current business developments affecting the air-
line, such as the introduction of new routes, charges to fre-
quent flyer arrangements, aircraft purchase agreements, new or
amended lease or debt agreements, amendable labor agreements,
new joint business alliance agreements, new liquidity arrange-
ments, outsourcing of various back-office processes, and changes
in reservation systems or key accounting systems.

� New capacity purchase agreements (especially from the regional
airline prospective).

� Reliance on the work of internal audit.
� Availability of actuarial reports to support valuation of key ac-

counting estimates such as pensions, other postemployment ben-
efits, workers compensation, and other employee related accruals.

� Audit timing, including dates for the following:

— Availability of records

— Delivery of the report, which may be affected by legal and
contractual provisions

� Reports to be provided by the auditor pursuant to the terms of
the engagement such as reports on passenger facility charges or
other special reports are discussed in chapter 10 of this guide.
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Considerations for Audits Performed in Accordance With PCAOB Stan-
dards
When performing an integrated audit, the auditor should refer to
paragraph .06 of AU section 310, Appointment of the Independent
Auditor (AICPA, PCAOB Standards and Related Rules, Interim
Standards), which includes requirements specific to an integrated
audit related to (1) the objective of the audit, (2) the responsibility
of the auditor for conducting the audit in accordance with PCAOB
standards, and (3) the responsibility of the auditor for communicating
certain matters in writing to various parties, including the audit
committee and management.

Audit Risk
2.11 AU section 312, Audit Risk and Materiality in Conducting an Au-

dit (AICPA, Professional Standards), states that audit risk is a function of the
risk that the financial statements prepared by management are materially mis-
stated and the risk that the auditor will not detect such material misstatement.
The auditor should consider audit risk in relation to the relevant assertions
related to individual account balances, classes of transactions, and disclosures
and at the overall financial statement level.

2.12 At the account balance, class of transactions, relevant assertion, or
disclosure level, audit risk consists of (a) the risks of material misstatement
(consisting of inherent risk and control risk, which are discussed subsequently)
and (b) the detection risk. Paragraph .23 of AU section 312 states that auditors
should assess the risk of material misstatement at the relevant assertion level
as a basis to design and perform further audit procedures (tests of controls
or substantive procedures). Defaulting to a maximum inherent or control risk
assessment is not permitted. This assessment may be in qualitative terms such
as high, medium, and low or in quantitative terms such as percentages.

2.13 In considering audit risk at the overall financial statement level,
the auditor should consider risks of material misstatement that relate perva-
sively to the financial statements taken as a whole and potentially affect many
relevant assertions. Risks of this nature often relate to the entity's control
environment and are not necessarily identifiable with specific relevant asser-
tions at the class of transactions, account balance, or disclosure level. Such
risks may be especially relevant to the auditor's consideration of the risks of
material misstatement arising from fraud, for example, through management
override of internal control.

Risk of Material Misstatement
2.14 AU section 312 and other sections in AICPA Professional Standards

describe the risks of material misstatement as the auditor's combined assess-
ment of inherent risk and control risk; however, the auditor may make separate
assessments of inherent risk and control risk. Inherent risk and control risk
are the entity's risks, that is, they exist independently of the audit of financial
statements.

2.15 Inherent risk. Inherent risk is the susceptibility of a relevant as-
sertion to a misstatement that could be material, either individually or when
aggregated with other misstatements, assuming that there are no related con-
trols. The risk of such misstatement is greater for some assertions and related
account balances, classes of transactions, and disclosures than for others. In
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assessing inherent risk, the following factors may be considered; however, the
presence of a number of factors in isolation would not necessarily indicate
increased risk.

2.16 Management characteristics. The following management character-
istics may indicate increased inherent risk:

a. One person dominates management's operating and financing de-
cision making process.

b. Management places undue emphasis on meeting earnings projec-
tions, share price, industry targets, maintaining or improving yield.

c. Management places undue emphasis on achieving certain results
in order to communicate or disclose financial information to labor
unions.

d. Management compensation is significantly influenced by earnings,
share price, or other contract characteristics.

e. Management lacks experience in addressing the airline industry
issues, emerging issues, or other complex matters.

f. Staff turnover is high, personnel are inexperienced, or staff levels
are insufficient given the volume or kind of business processed.

g. Decision making is decentralized and lacks adequate monitoring if
in various operating segments.

2.17 Operating and industry characteristics. The following characteristics
pertaining to operations and the industry may indicate increased inherent risk:

a. Key financial indicators of the airline significantly differ from in-
dustry averages or are inconsistent with the entity's historical op-
erations.

b. The airline is poorly rated by the rating agencies or has had a
recent change in rating.

c. Operating results significantly differ from projected results.

d. Market share is changing due to increased competition.

e. Operating results are highly sensitive to factors such as economic
conditions, war or the threat of war, fare levels, severe contagious
diseases, or weather conditions. In addition, demand for air travel
at particular airlines may be affected from time to time by, among
other things, actual or threatened disruptions to operations due to
labor issues.

f. Significant off-balance sheet risks exist including variable interest
entities in leasing structures.

g. Complex nature of hedging arrangements.

h. Internal or external circumstances raise substantial doubt about
the airline's ability to continue as a going concern.

i. A large number of reporting units or segments in the airline.

j. Economic dependence of a subsidiary on the mainline operations.

k. Regional airlines significant disputes or disagreements in settle-
ment of billings for capacity purchase agreements.

2.18 Engagement characteristics. The following characteristics pertaining
to an engagement may signal increased inherent risk:
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a. Contentious or difficult accounting issues are present.
b. Unusual transactions entered into during the year such as deriva-

tive instruments or complex leasing transactions.
c. The number and complexity of various types of contracts have in-

creased. For example, lease structures, fuel facility structures, or
hedging arrangements entered into during the year.

d. The number or amounts of adjustments in prior periods have been
significant.

e. Significant estimates in prior years have not proven to be materi-
ally accurate based on a retrospective assessment in such areas as
breakage related to frequent flyer programs and revenue recogni-
tion or provisions for aircraft valuations.

f. Investigations or significant inquiries by regulators.
g. Increased risk associated with pressure to meet debt covenants

or other liquidity metrics (for example, credit card holdback
covenants).

2.19 Examples of inherent risks for specific areas are included in the
respective accounting chapters of this guide.

2.20 Control risk. Control risk is the risk that a misstatement that could
occur in a relevant assertion and that could be material, either individually or
when aggregated with other misstatements, will not be prevented or detected
on a timely basis by the entity's internal control. That risk is a function of
the effectiveness of the design and operation of internal control in achieving
the entity's objectives relevant to preparation of the entity's financial state-
ments. Some control risk will always exist because of the inherent limitations
of internal control.

2.21 Certain characteristics of an entity's internal control over financial
reporting, particularly in the control environment, may be unique to airlines
and, therefore, would be considered in the control risk assessment. These items
may include such things as

� use of service organizations for passenger revenue processing,
benefits administration, back-office functions, and IT infrastruc-
ture.

� e-ticketing and booking over the Internet.
� control systems for spare parts, materials, and supplies for air-

craft maintenance.
� control over systems used to track frequent flyer programs.
� controls over complex revenue accounting systems, including

those associated with a large volume of transactions.
� management estimates, including the entity's value of intangible

assets, breakage and interline reserves.
� turnover of accounting personnel in financially distressed carri-

ers.

Detection Risk
2.22 Detection risk is the risk that the auditor will not detect a mis-

statement that exists in a relevant assertion that could be material, either
individually or when aggregated with other misstatements. Detection risk is
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a function of the effectiveness of an audit procedure and of its application by
the auditor. Detection risk cannot be reduced to zero because the auditor does
not examine 100 percent of an account balance or a class of transactions and
because of other factors. Such other factors include the possibility that an au-
ditor might select an inappropriate audit procedure, misapply an appropriate
audit procedure, or misinterpret the audit results. These other factors might be
addressed through adequate planning, proper assignment of personnel to the
engagement team, the application of professional skepticism, supervision and
review of the audit work performed, and supervision and conduct of a firm's
audit practice in accordance with appropriate quality control standards. De-
tection risk can be disaggregated into additional components of tests of details
risk and substantive analytical procedures risk.

Planning Materiality
2.23 The auditor's consideration of materiality is a matter of professional

judgment and is influenced by the auditor's perception of the needs of users
of financial statements. Materiality judgments are made in light of surround-
ing circumstances and necessarily involve both quantitative and qualitative
considerations.

2.24 In accordance with paragraph .27 of AU section 312, the auditor
should determine a materiality level for the financial statements taken as a
whole when establishing the overall audit strategy for the audit. The auditor
often may apply a percentage to a chosen benchmark as a step in determining
materiality for the financial statements taken as a whole. Generally, profit
is used for airlines that are consistently profitable. However, because many
airlines have historically had significantly fluctuating results (including swings
from profit to loss), auditors have traditionally looked to a percentage of revenue
when determining materiality.

Considerations for Audits Performed in Accordance With PCAOB Stan-
dards

When performing an integrated audit of financial statements and in-
ternal control over financial reporting, refer to paragraph 20 of PCAOB
Auditing Standard No. 5 regarding materiality considerations.

Tolerable Misstatement
2.25 The initial determination of materiality is made for the financial

statement taken as a whole. However, the auditor should allow for the possi-
bility that some misstatements of lesser amounts than the materiality levels
could, in the aggregate, result in a material misstatement of the financial state-
ments. To do so, the auditor should determine one or more levels of tolerable
misstatement. Paragraph .34 of AU section 312 defines tolerable misstatement
(or tolerable error) as the maximum error in a population (for example, the
class of transactions or account balance) that the auditor is willing to accept.
Such levels of tolerable misstatement are normally lower than the materiality
levels.

Qualitative Aspects of Materiality
2.26 As previously indicated, judgments about materiality include both

quantitative and qualitative information. As a result of the interaction of
quantitative and qualitative considerations in materiality judgments, mis-
statements of relatively small amounts that come to the auditor's attention
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could have a material effect on the financial statements. For example, an
illegal payment of an otherwise immaterial amount could be material if there
is a reasonable possibility that it could lead to a material contingent liability or
a material loss of revenue. Also, a quantitatively immaterial adjustment could
be material if it changes the outcome of calculation performed to determine
airline's compliance with debt covenants, affects compensation arrangements,
or helps meet the expectation of outside partners.

2.27 Qualitative considerations also influence the auditor in reaching a
conclusion about whether misstatements are material. Paragraph .60 of AU
section 312 provides qualitative factors that the auditor may consider relevant
in determining whether misstatements are material.

Use of Assertions in Obtaining Audit Evidence
2.28 Paragraphs .14–.19 of AU section 326, Audit Evidence (AICPA, Pro-

fessional Standards) discuss the use of assertions in obtaining audit evidence.
In representing that the financial statements are fairly presented in accordance
with GAAP, management implicitly or explicitly makes assertions regarding
the recognition, measurement, and disclosure of information in the financial
statements and related disclosures. Assertions used by the auditor fall into the
following categories:

Categories of Assertions

Description of Assertions

Classes of Transactions
and Events During the

Period

Account Balances
at the End of

the Period
Presentation and

Disclosure

Occurrence/
existence

Transactions and events
that have been recorded
have occurred and
pertain to the entity.

Assets, liabilities, and
equity interests exist.

Disclosed events
and transactions
have occurred.

Rights and
obligations

— The entity holds or
controls the rights to
assets, and liabilities
are the obligations of
the entity.

Disclosed events
and transactions
pertain to the
entity.

Completeness All transactions and
events that should have
been recorded have been
recorded.

All assets, liabilities,
and equity interests
that should have been
recorded have been
recorded.

All disclosures that
should have been
included in the
financial
statements have
been included.

Accuracy/
valuation and
allocation

Amounts and other data
relating to recorded
transactions and events
have been recorded
appropriately.

Assets, liabilities, and
equity interests are
included in the
financial statements at
appropriate amounts,
and any resulting
valuation or allocation
adjustments are
recorded appropriately.

Financial and other
information is
disclosed fairly and
at appropriate
amounts.
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Categories of Assertions—continued

Description of Assertions

Classes of Transactions
and Events During the

Period

Account Balances
at the End of

the Period
Presentation and

Disclosure

Cut-off Transactions and events
have been recorded in
the correct accounting
period.

— —

Classification
and under-
standability

Transactions and events
have been recorded in
the proper accounts.

— Financial
information is
appropriately
presented and
described, and
information in
disclosures is
expressed clearly.

2.29 Paragraph .17 of AU section 326 states that the auditor should use
relevant assertions for classes of transactions, account balances, and presen-
tation and disclosures in sufficient detail to form a basis for the assessment of
risks of material misstatement and the design and performance of further au-
dit procedures. The auditor should use relevant assertions in assessing risks by
considering the different types of potential misstatements that may occur, and
then designing further audit procedures that are responsive to the assessed
risks.

Considerations for Audits Performed in Accordance With PCAOB Stan-
dards

When performing an integrated audit of financial statements and in-
ternal control over financial reporting, refer to paragraphs .03–.14 of
AU section 326, Evidential Matter (AICPA, PCAOB Standards and Re-
lated Rules, Interim Standards), regarding the use of assertions. See
the "Exhibits" section of this chapter for explanation of differences
between the AICPA and PCAOB standards as it relates to assertions.

2.30 The exhibits to this chapter provide guidance on identification of
significant accounts and relevant assertions including significant processes
and key controls that support those accounts that are unique to the airline
industry.

Understanding the Entity, Its Environment,
and Its Internal Control

2.31 AU section 314, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards),
establishes requirements and provides guidance about implementing the sec-
ond standard of field work, as follows: "The auditor must obtain a sufficient
understanding of the entity and its environment, including its internal con-
trol, to assess the risks of material misstatement of the financial statements
whether due to error or fraud, and to design the nature, timing, and extent of
further audit procedures."
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2.32 Obtaining an understanding of the entity and its environment, in-
cluding its internal control, is a continuous, dynamic process of gathering,
updating, and analyzing information throughout the audit. Throughout this
process, the auditor should also follow the guidance in AU section 316, Consid-
eration of Fraud in a Financial Statement Audit (AICPA, Professional Stan-
dards). See the "Consideration of Fraud in a Financial Statement Audit" section
in this chapter for additional guidance pertaining to AU section 316.

2.33 This section addresses the unique aspects of airlines that may be
helpful in developing the required understanding of the entity, its environment,
and its internal control.

Risk Assessment Procedures
2.34 As described in AU section 326, audit procedures performed to obtain

an understanding of the entity and its environment, including its internal
control, to assess the risks of material misstatement at the financial statement
and relevant assertion levels are referred to as risk assessment procedures.
Paragraph .21 of AU section 326 states that the auditor must perform risk
assessment procedures to provide a satisfactory basis for the assessment of
risks at the financial statement and relevant assertion levels. Risk assessment
procedures by themselves do not provide sufficient appropriate audit evidence
on which to base the audit opinion and must be supplemented by further audit
procedures in the form of tests of controls, when relevant or necessary, and
substantive procedures.

2.35 In accordance with paragraph .06 of AU section 314 , the auditor
should perform the following risk assessment procedures to obtain an under-
standing of the entity and its environment, including its internal control:

a. Inquiries of management and others within the entity
b. Analytical procedures (See the "Analytical Procedures" section in

this chapter for a discussion and examples of analytical proce-
dures.)

c. Observation and inspection

2.36 See paragraphs .06–.13 of AU section 314 for additional guidance on
risk assessment procedures.

Discussion Among the Audit Team
2.37 In obtaining an understanding of the entity and its environment,

including its internal control, AU section 314 states that there should be dis-
cussion among the audit team. In accordance with paragraph .14 of AU section
314, the members of the audit team, including the auditor with final respon-
sibility for the audit, should discuss the susceptibility of the entity's financial
statements to material misstatements. This discussion could be held concur-
rently with the discussion among the audit team that is specified by AU section
316 to discuss the susceptibility of the entity's financial statements to fraud.

Understanding of the Entity and Its Environment
2.38 AU section 314 requires auditors to obtain an understanding of the

entity and its environment, including its internal control. In accordance with
paragraph .04 of AU section 314, the auditor should use professional judgment
to determine the extent of the understanding required of the entity and its en-
vironment, including its internal control. The auditor's primary consideration
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is whether the understanding that has been obtained is sufficient (1) to assess
risks of material misstatement of the financial statements and (2) to design
and perform further audit procedures (tests of controls and substantive tests).

2.39 The auditor's understanding of the entity and its environment con-
sists of an understanding of the following aspects:

a. Industry, regulatory, and other external factors

b. Nature of the entity

c. Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

d. Measurement and review of the entity's financial performance

e. Internal control, which includes the selection and application of
accounting policies (see the "Understanding of Internal Control"
discussion, which follows, for further information)

2.40 Refer to appendix A of AU section 314 for examples of matters that
the auditor may consider in obtaining an understanding of the entity and its
environment relating to the preceding categories (a)–(d).

2.41 Refer to chapter 1 of this guide, which discusses regulatory environ-
ment, characteristics of the industry, as well as business risks.

2.42 In order to better understand the entity and its environment, the
auditor of an airline may consider applying the following procedures:

a. Review periodic reports to the Securities and Exchange Commis-
sion and agencies such as the Department of Transportation (DOT).

b. Refer to websites of such associations as Bureau of Transporta-
tion Statistics (www.bts.gov/programs/airline information/), the
Air Transport Association of America (www.airlines.org/), and the
International Air Transport Association (www.iata.org/index.htm)
as good information sources.

c. Read reports from the airline's service organizations' auditors,
other independent auditors, and internal auditors. After reading
these reports, communications may be necessary with the preparer
of these reports to determine the extent of audit procedures or the
practitioners' ability to rely on the content of any of these reports.

2.43 The auditor may find it helpful to maintain an audit documentation
file that may include the following documents particular to an airline:

a. Contracts and agreements, such as aircraft and facility leases, air-
craft purchase agreements, capacity purchase agreements, collec-
tive bargaining agreements, and other agreements with third par-
ties

b. Loan agreements, bond indentures, and other debt instruments

c. Frequent flyer affiliate arrangements (that is, contracts to serve
and settle program miles), including any related presale arrange-
ments

d. Alliance agreements

e. Benefit plan agreements including pensions, share based compen-
sation agreements, and profit sharing agreements

f. Information about officers and directors
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g. Relevant sections of union agreements (for example, severance pay-
ments and other benefits)

h. Power by the hour maintenance contracts

Understanding of Internal Control
2.44 AU section 314 states that the auditor should obtain an under-

standing of the five components of internal control sufficient to assess the risks
of material misstatement of the financial statements whether due to error or
fraud, and to design the nature, timing, and extent of further audit procedures.
The auditor should obtain a sufficient understanding by performing risk as-
sessment procedures to

a. evaluate the design of controls relevant to an audit of financial
statements and

b. determine whether they have been implemented.

2.45 The auditor should use the understanding to
� identify types of potential misstatements;
� consider factors that affect the risks of material misstatement;

and
� design tests of controls, when applicable, and substantive proce-

dures.

2.46 Obtaining an understanding of controls should be distinguished
from testing the operating effectiveness of controls. The objective of obtaining
an understanding of internal controls is to evaluate the design of controls and
determine whether they have been implemented for the purpose of assessing
the risks of material misstatement. In contrast, the objective of testing the
operating effectiveness of controls is to determine whether the controls, as
designed, prevent or detect a material misstatement.

2.47 Paragraph .41 of AU section 314 defines internal control as "a
process—effected by those charged with governance, management, and other
personnel—designed to provide reasonable assurance about the achievement
of the entity's objectives with regard to reliability of financial reporting, effec-
tiveness and efficiency of operations, and compliance with applicable laws and
regulations." Internal control consists of five interrelated components:

a. The control environment
b. Risk assessment
c. Information and communication systems
d. Control activities
e. Monitoring

2.48 Refer to paragraphs .40–.101 of AU section 314 for a detailed dis-
cussion of the internal control components. Those paragraphs recognize the
definition and description of internal control contained in Internal Control—
Integrated Framework, published by the Committee of Sponsoring Organiza-
tions of the Treadway Commission.

2.49 Auditors of issuers are also required to perform an audit of the
entity's internal control over financial reporting that is integrated with their
audit of the entity's financial statements. PCAOB Auditing Standard No. 5
establishes requirements and provides direction that applies when an auditor
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is engaged to perform an audit of internal control over financial reporting that
is integrated with an audit of the financial statements. This chapter is not
intended to provide guidance to auditors on how to comply with the require-
ments of PCAOB Auditing Standard No. 5, although it refers the readers, as
appropriate, to selected paragraphs in that standard for additional guidance
that should be considered when performing an integrated audit.

2.50 Exhibit 2-1 provides a summary of the processes significant to air-
lines along with the controls that often mitigate the control risk for each re-
spective assertion applicable to those processes.

Information Technology
2.51 According to AU section 314, an entity's use of IT may affect any

of the five components of internal control relevant to the achievement of the
entity's financial reporting, operations, or compliance objectives, and its oper-
ating units or business functions. The use of IT also affects the fundamental
manner in which transactions are initiated, authorized, recorded, processed,
and reported. Because of the volume and complexity of transactions associ-
ated with airline operations, the auditor can expect to encounter the use of
IT, ranging from smaller carriers' limited use through service bureaus, to ex-
tensive use of sophisticated IT applications with a variety of equipment types.
For most airlines, electronic ticketing has become more prevalent than paper
tickets. Therefore, with no paper documentation, the audit team would focus
on testing the ticket and revenue systems in order to rely on those systems.
Airlines may use batch processing systems, online systems, or minicomputers.
The types of applications that the auditor may encounter in the airline industry
include the following:

� Online information systems that may allow third-party access to
the system

� Sales audit applications, including matching of passenger tick-
ets lifted with tickets sold, testing of fare computations and any
applicable commissions, and segregating and billing of interline
transactions

� Frequent flyer mileage accumulation systems that interface with
revenue and reservation systems to record earning, sales, and
redemption of miles

� Inventory and maintenance accounting systems to control and
segregate rotable and expendable parts and track maintenance
costs incurred

� Revenue accounting applications used to determine earned rev-
enue

� Payroll and benefit applications that account for numerous labor
contract provisions that affect the determination of pay

� Fuel management systems that track fuel utilized and held as
inventory at period end

� Fixed asset systems that track flight and ground assets and cal-
culate depreciation expense

� Derivative instrument valuation and accounting systems
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Internal Auditors
2.52 Although not unique to the airline industry, an internal audit group

may be a factor to be considered by the auditor in determining the nature,
timing, and extent of auditing procedures to be performed. An internal audit
function may affect an organization's internal control over financial reporting
in two ways. First, the function usually increases the attention devoted to in-
ternal control. Second, to the extent the function is responsible for a continuing
evaluation of internal control, it serves the important role of monitoring inter-
nal control. Independent auditors may be able to coordinate efforts with the
internal audit organization and use their efforts to provide audit evidence.

2.53 AU section 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements (AICPA, Professional Standards),
states that when obtaining an understanding of an entity's internal control
over financial reporting, the auditor should obtain an understanding of the
internal audit function sufficient to identify those internal audit activities that
are relevant to planning the audit. Independent auditors are concerned with
obtaining knowledge about whether controls have been placed in operation in
order to determine that the entity is using them. Audit evidence about the
effectiveness of the design and operation of controls is obtained to support the
assessed level of control risk.

Considerations for Audits Performed in Accordance With PCAOB Stan-
dards

When performing an integrated audit, the auditor should refer to para-
graphs 16–19 of PCAOB Auditing Standard No. 5 for a discussion on
using the work of others to alter the nature, timing, and extent of the
work that otherwise would have been performed to test controls; and
paragraphs .09–.11 of AU section 322, The Auditor's Consideration
of the Internal Audit Function in an Audit of Financial Statements
(AICPA, PCAOB Standards and Related Rules, Interim Standards),
regarding assessing the interrelationship of the nature of the controls
and the competence and objectivity of those who performed the work.

Station Locations
2.54 Each station location is typically responsible for providing substan-

tially all aspects of airline operations. Although most accounting functions for
the stations are performed at a central location, stations located throughout an
air carrier's route system are responsible for performing, in whole or in part,
most of the following functions:

� Limited amounts of ticket sales
� Collection of proceeds from ticket sales and important ancillary

charges such as change fees, baggage fees, and numerous others
� Control over passenger boarding and flight close out necessary to

ensure accurate processing of electronic ticket usage
� Approval or control of local expenditures, including payroll, pas-

senger food, landing fees, fuel, passenger refunds, and special
expenses for delayed flights (primarily in international locations)

� In certain foreign locations, billing of and collection from local
credit cards

� Certain aircraft maintenance activities
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� Custody of inventory and fixed assets
� Collection of certain incidental revenues, such as in-flight sales

and related charges

2.55 Control activities have various objectives and are applied at various
organizational and data processing levels. The extent and degree of control ac-
tivities may vary, primarily with the size of the stations. Adequate segregation
of duties may not be possible at smaller stations.

2.56 As part of the audit, the independent auditor would consider the
control activities in existence at the station locations. The auditor may want to
obtain a copy of the standard procedures manual, which is typically available
at the station, and become familiar with the procedures to be followed. As part
of the audit, the auditor would evaluate the adequacy of controls at the station
locations, as well as the home office's controls over station operations.

Considerations for Audits Performed in Accordance With PCAOB Stan-
dards

When performing an integrated audit, refer to paragraphs .B10–.B16
of appendix B, "Special Topics," of PCAOB Auditing Standard No. 5
for discussion of considerations when an entity has multiple locations
or business units.

Service Organizations2,*

2.57 An airline may utilize a service organization in various areas of their
operations. When planning and performing an audit of an entity that uses a
service organization to process transactions, transactions that affect the user
organization's financial statements are subjected to controls that are, at least
in part, physically and operationally separate from the user organization. AU
section 324, Service Organizations (AICPA, Professional Standards), provides
guidance on the factors an independent auditor should consider when auditing
the financial statements of an entity that uses a service organization to process
certain transactions.

2 The Audit Guide Service Organizations: Applying SAS No. 70, as Amended, includes illustra-
tive control objectives as well as interpretations that address responsibilities of service organizations
and service auditors with respect to forward looking information and the risk of projecting evalua-
tions of controls to future periods. The guidance contained in AU section 324, Service Organizations
(AICPA, Professional Standards), has now been split into an attest standard and an auditing standard
to better reflect the nature of the work being performed. A finalized clarified SAS on service orga-
nizations, Audit Considerations Relating to an Entity Using a Service Organization, will supersede
AU section 324 and addresses the user auditor's responsibility for obtaining sufficient appropriate
audit evidence in an audit of the financial statements of a user entity that uses one or more service
organizations. This SAS will be effective for audits of financial statements for periods ending on or
after December 15, 2012, and early adoption would not be appropriate. The Audit Guide Service Orga-
nizations: Applying SAS No. 70, as Amended contains more information on AU section 324; however,
a task force of the Auditing Standards Board (ASB) is revising this guide to reflect the requirements
and guidance in Statement on Standards for Attestation Engagements (SSAE) No. 16, Reporting on
Controls at a Service Organization (AICPA, Professional Standards, AT sec. 801) (as discussed in
footnote* in this chapter). Also, the Audit Guide Reporting on Controls at a Service Organization: Rel-
evant to Security, Availability, Processing Integrity, Confidentiality, or Privacy (SOC 2) will address
reporting on a service provider's controls over subject matter other than financial reporting. Both
Audit Guides are expected to be available for sale in 2011.

* In April 2010, the ASB issued SSAE No. 16, which addresses examination engagements un-
dertaken by a service auditor to report on controls at organizations that provide services to user
entities when those controls are likely to be relevant to user entities' internal control over financial
reporting. SSAE No. 16 supersedes the guidance for service auditors in AU section 324 and is effective
for periods ending after June 15, 2011. Early implementation is permitted.
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Considerations for Audits Performed in Accordance With PCAOB Stan-
dards

When performing an integrated audit, refer to paragraphs .B17–.B27
of appendix B, "Special Topics," of PCAOB Auditing Standard No. 5
regarding the use of service organizations.

2.58 Among other things, airlines can use service organizations for the
following:

� Payroll and benefits processing
� IT system outsourcing
� Sales processing using organizations such as Bank Settlement

Plan, International Airline Transport Association (IATA), and
Airline Reporting Corporation

� Ticket processing and scanning
� Revenue accounting control and other financial systems

Assessment of Risks of Material Misstatement and the
Design of Further Audit Procedures

2.59 As discussed previously, risk assessment procedures allow the au-
ditor to gather the information necessary to obtain an understanding of the
entity and its environment, including its internal control. This knowledge pro-
vides a basis for assessing the risks of material misstatement of the financial
statements. These risk assessments are then used to design further audit proce-
dures, such as tests of controls, substantive tests, or both. This section provides
guidance on assessing the risks of material misstatement and how to design
further audit procedures that effectively respond to those risks.

Assessing the Risks of Material Misstatement
2.60 Paragraph .102 of AU section 314 states that the auditor should

identify and assess the risks of material misstatement at the financial state-
ment level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. For this purpose, the auditor should

a. identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements;

b. relate the identified risks to what can go wrong at the relevant
assertion level;

c. consider whether the risks are of a magnitude that could result in
a material misstatement of the financial statements; and

d. consider the likelihood that the risks could result in a material
misstatement of the financial statements.

2.61 Paragraph .103 of AU section 314 states that the auditor should use
information gathered by performing risk assessment procedures, including the
audit evidence obtained in evaluating the design of controls and determining
whether they have been implemented, as audit evidence to support the risk
assessment. The auditor should use the assessment of the risk of material
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misstatement at the relevant assertion level as the basis to determine the
nature, timing, and extent of further audit procedures to be performed.

Identification of Significant Risks
2.62 As part of the assessment of the risks of material misstatement,

the auditor should determine which of the risks identified are, in the auditor's
judgment, risks that require special audit consideration (such risks are defined
as "significant risks"). One or more significant risks normally arise on most
audits. In exercising this judgment, the auditor should consider inherent risk to
determine whether the nature of the risk, the likely magnitude of the potential
misstatement including the possibility that the risk may give rise to multiple
misstatements, and the likelihood of the risk occurring are such that they
require special audit consideration. Refer to paragraphs .45 and .53 of AU
section 318, Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), for
further audit procedures pertaining to significant risks.

2.63 In the airline industry, the following areas are often viewed as
significant risks:

� Revenue accounting, including estimates of revenue breakage and
interline reserves

� Accounting for frequent flyer programs

� Fuel and currency hedging

� Regional airline capacity purchase agreements

� Impairment issues during economic and industry downturns in-
cluding aircraft and related rotable inventory routes, slots and
other identifiable intangible assets

� Critical employee benefit accruals including pensions and other
postemployment benefits

� Liquidity considerations including the ability of the carrier to con-
tinue as a going concern

Designing and Performing Further Audit Procedures
2.64 AU section 318 provides guidance about implementing the third

standard of field work, as follows: "the auditor must obtain sufficient appropri-
ate audit evidence by performing audit procedures to afford a reasonable basis
for an opinion regarding the financial statements under audit."

2.65 To reduce audit risk to an acceptably low level, the auditor (1)
should determine overall responses to address the assessed risks of material
misstatement at the financial statement level and (2) should design and per-
form further audit procedures whose nature, timing, and extent are responsive
to the assessed risks of material misstatement at the relevant assertion level.
The purpose is to provide a clear linkage between the nature, timing, and extent
of the auditor's further audit procedures and the assessed risks. The overall re-
sponses and the nature, timing, and extent of the further audit procedures to be
performed are matters for the professional judgment of the auditor and should
be based on the auditor's assessment of the risks of material misstatement.
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Overall Responses
2.66 The auditor's overall responses to address the assessed risks of mate-

rial misstatement at the financial statement level may include emphasizing to
the audit team the need to maintain professional skepticism in gathering and
evaluating audit evidence, assigning more experienced staff or those with spe-
cialized skills or using specialists, providing more supervision, or incorporating
additional elements of unpredictability in the selection of further audit proce-
dures to be performed. Additionally, the auditor may make general changes to
the nature, timing, or extent of further audit procedures as an overall response,
for example, performing substantive procedures at period end instead of at an
interim date.

Further Audit Procedures
2.67 Further audit procedures provide important audit evidence to sup-

port an audit opinion. These procedures consist of tests of controls and sub-
stantive tests. The nature, timing, and extent of the further audit procedures
to be performed by the auditor should be based on the auditor's assessment of
risks of material misstatement at the relevant assertion level.

2.68 In some cases, an auditor may determine that performing only sub-
stantive procedures is appropriate. However, the auditor often will determine
that a combined audit approach using both tests of the operating effectiveness
of controls and substantive procedures is an effective audit approach.

2.69 The auditor should perform tests of controls when the auditor's risk
assessment includes an expectation of the operating effectiveness of controls or
when substantive procedures alone do not provide sufficient appropriate audit
evidence at the relevant assertion level.

2.70 Regardless of the audit approach selected, the auditor should design
and perform substantive procedures for all relevant assertions related to each
material class of transactions, account balance, and disclosure.

2.71 The auditor's substantive procedures should include the following
audit procedures related to the financial statement reporting process:

� Agreeing the financial statements, including their accompanying
notes, to the underlying accounting records; and

� Examining material journal entries and other adjustments made
during the course of preparing the financial statements.

2.72 The nature and extent of the auditor's examination of journal entries
and other adjustments depend on the nature and complexity of the entity's
financial reporting system and the associated risks of material misstatement.

2.73 Refer to exhibit 2-2 to this chapter, which sets forth example sub-
stantive audit procedures.

Evaluating Misstatements
2.74 Based on the results of audit procedures performed, the auditor

may identify misstatements in accounts or notes to the financial statements.
Paragraph .42 of AU section 312 states that auditors must accumulate all
known and likely misstatements identified during the audit, other than those
that the auditor believes are trivial and communicate them to the appropriate
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level of management. AU section 312 further states that auditors must consider
the effects, both individually and in the aggregate, of misstatements (known
and likely) that are not corrected by the entity. This consideration includes,
among other things, the effect of misstatements related to prior periods.

2.75 For detailed guidance on evaluating audit findings and audit evi-
dence, refer to AU section 312 and AU section 326, respectively.

Consideration of Fraud in a Financial Statement Audit
2.76 AU section 316 is the primary source of authoritative guidance about

an auditor's responsibilities concerning the consideration of fraud in a financial
statement audit. AU section 316 establishes standards and provides guidance
to auditors in fulfilling their responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud as stated in para-
graph .02 of AU section 110, Responsibilities and Functions of the Independent
Auditor (AICPA, Professional Standards).

Considerations for Audits Performed in Accordance With PCAOB Stan-
dards

When performing an integrated audit, the auditor should refer to para-
graphs 14–15 of PCAOB Auditing Standard No. 5 regarding fraud
considerations, in addition to the fraud considerations set forth in AU
section 316.

2.77 There are two types of misstatements relevant to the auditor's con-
sideration of fraud in a financial statement audit: misstatements arising from
fraudulent financial reporting and misstatements arising from misappropria-
tion of assets. Additionally, three conditions generally are present when fraud
occurs. First, management or other employees have an incentive or are un-
der pressure, which provides a reason to commit fraud. Second, circumstances
exist—for example, the absence of controls, ineffective controls, or the ability
of management to override controls—that provide an opportunity for a fraud
to be perpetrated. Third, those involved are able to rationalize committing a
fraudulent act.

Discussion Among Engagement Personnel Regarding
the Risks of Material Misstatement Due to Fraud3

2.78 Members of the audit team should discuss the potential for material
misstatement due to fraud in accordance with the requirements of paragraphs
.14–.18 of AU section 316. The discussion among the audit team members about
the susceptibility of the entity's financial statements to material misstatement
due to fraud should include a consideration of the known external and internal
factors affecting the entity that might (a) create incentives/pressures for man-
agement and others to commit fraud, (b) provide the opportunity for fraud to
be perpetrated, and (c) indicate a culture or environment that enables manage-
ment to rationalize committing fraud. Communication among the audit team

3 The brainstorming session to discuss the entity's susceptibility to material misstatements due
to fraud could be held concurrently with the brainstorming session required under AU section 314,
Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement
(AICPA, Professional Standards), to discuss the potential of the risks of material misstatement.
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members about the risks of material misstatement due to fraud also should
continue throughout the audit.

Fraud Risk Factors
2.79 Certain aspects of the airline industry can create a higher risk

of the presence of fraud occurring at an airline. These items are discussed
subsequently.

A. Incentives/Pressures
1. Financial stability or profitability is threatened by economic, in-

dustry, or entity operating conditions, such as (or as indicated by)
the following:

a. High degree of competition or market saturation, accom-
panied by declining margins

b. Significant declines in customer demand and increasing
business failures in either the industry or overall economy

c. Operating losses making the threat of bankruptcy, fore-
closure, or hostile takeover imminent

2. Excessive pressure exists for management to meet the require-
ments or expectations of shareholders or third parties due to the
following:

a. Profitability or trend level expectations of shareholders,
organized labor, investment analysts, institutional in-
vestors, significant creditors, or other external parties
(particularly expectations that are unduly aggressive or
unrealistic), including expectations created by manage-
ment in, for example, overly optimistic press releases or
annual report messages

i. Carriers with profitable or breakeven financial
results may feel pressure to support their stock
price for internal and external reasons including
raising additional capital to fund operations.

b. Marginal ability to meet exchange listing requirements or
debt repayment, debt covenant requirements, or other liq-
uidity arrangements (such as credit card holdback ratios)

i. Tight or restrictive debt covenant calculations
may provide incentive for fraudulent financial re-
porting.

3. Information available indicates that management or the board of
directors' personal financial situation is threatened by the entity's
financial performance arising from the following:

a. Significant portions of their compensation (for example,
bonuses, stock options, and earn-out arrangements) be-
ing contingent upon achieving aggressive targets for stock
price, operating results, financial position, or cash flow

i. Equity compensation (or other bonuses) typically
represents a significant portion of executive com-
pensation in the airline industry. Because of the
poor performance of the airline sector as a group,
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management may focus on ways to achieve cer-
tain financial results through fraudulent finan-
cial reporting to protect their own financial inter-
ests.

4. Adverse relationships between the entity and employees, including
employees of organized work groups, that may have strained rela-
tionships with the airline, and with access to cash or other assets
susceptible to theft, may motivate those employees to misappropri-
ate those assets.

a. Potential adverse relationships between the airline and
employees with access to cash or other assets may exist
due to known or anticipated future layoffs, benefit plan
changes, or other labor related disputes.

B. Opportunities
1. The nature of the industry or the entity's operations provides op-

portunities to engage in fraudulent financial reporting that can
arise from the following:

a. Assets, liabilities, revenues, or expenses based on signif-
icant estimates that involve subjective judgments or un-
certainties that are difficult to corroborate.

i. Given the significant level of assumptions and es-
timates in the revenue area (primarily related to
revenue breakage and frequent flyer programs)
combined with the economic environment and
poor financial results of certain carriers, an air-
line may try to inappropriately alter revenue
recognition.

ii. Subjective estimates are involved in establishing
reserves and other contractual obligations (such
as pensions) that may be prone to manipulation
in order to achieve financial goals.

b. Significant operations located or conducted across inter-
national borders in jurisdictions where differing business
environments and cultures exist.

i. Significant operations in foreign jurisdictions,
performed by employees with different cultural
backgrounds and experiences may be more sus-
ceptible to fraud.

c. Sales and disbursement transactions can be executed by
multiple locations (although a leading practice is for a sig-
nificant amount of centralization of these transactions).
The more locations actively involved in sales or disburse-
ment transactions can increase the risk of fraud, absent
strong controls.

d. When airlines have financial difficulties and are experi-
encing cash shortfalls, the auditors need to be aware of
changes in payment timing of amounts due for transac-
tion taxes or other government remittances because the
consequences of not remitting these items timely can be
severe.
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e. Substantial reductions and changes in operations provide
other opportunities given the unstable and complex nature
of the airline industry.

2. Certain characteristics or circumstances may increase the suscep-
tibility of assets to misappropriation. For example, opportunities
to misappropriate assets increase when there are large amounts of
cash at multiple locations in the airlines network.

Considering the Results of the Analytical Procedures
Performed in Planning the Audit

2.80 In planning the audit, the auditor should perform analytical pro-
cedures relating to revenue with the objective of identifying unusual or unex-
pected relationships involving revenue accounts that may indicate a material
misstatement due to fraudulent financial reporting. Due to the nature of the
airline industry (typically characterized by a large number of individually small
transactions) macro level analytical procedures do not tend to be the most ef-
fective at identification of where fraud may occur. However, a number of micro
level analytical procedures may be available to help uncover unusual relation-
ships that might be early indicators of fraud in the operations. Frequently,
these are performed by the airline with the result available for the auditor to
review and evaluate. They may include the following:

� Analysis of changes in revenues resulting from

— different mix of business and leisure customers,

— decrease in average ticket prices,

— changes in nonrefundable tickets, and

— reductions in aircraft, facilities, and personnel.
� Market basis comparison to other competitors
� Yield analysis by flight, market, or segment level
� Analysis of route profitability over a historical period
� Analysis of other revenues by locations (for example, ticket

change fees, baggage, excess baggage, or upgrade fees), to iden-
tify changes in the trend, which may indicate that issues with
collection controls at the locations exist

� Analysis of reserves and other accounts involving significant man-
agement judgments and estimates

� Analysis of local expenses or spending to identify unusual trends
� Evaluation of subsequent revenue adjustments to identify prob-

lems in revenue processing that might be an indicator if a fraud
issue

Identifying Risks That May Result in a Material
Misstatement Due to Fraud4

2.81 As discussed previously, due to the nature of airlines, a number
of accounts can be subjected to fraudulent activities including cash, accounts

4 AU section 314 requires the auditor to identify and assess the risks of material misstatement
at the financial statement level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. See paragraph .102 of AU section 314.
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receivable, inventory and spare parts, breakage, frequent flyer accounting, and
airline fleet assets. In addition, from a stand point of potential manipulation
of financial results, a few of the areas that involve the most judgment and,
therefore, present the greatest risk of manipulation are described as follows:

a. Revenue accounting transactions, including estimates of revenue
breakage,5 yield samples (for carriers using sampling revenue
recognition method), accounting for interline transactions and for
the sale of miles in frequent flyer or affinity programs. In each of
these cases, the accounting involves significant assumptions and
estimates that are generally based on historical experiences, but if
not closely analyzed, can be difficult to discover through additional
audit procedures. The auditor may want to be aware of changes
in analysis or key assumptions in these significant estimates and
conclude if, in the auditor's judgment, they are properly supported
by the facts and circumstances.

b. Maintenance and engineering accounting. In the airline industry,
three alternative methods exist for performing scheduled main-
tenance accounting (direct expensing method, built-in overhaul
method, and deferral method). An airline using the deferral or
built-in overhaul methods must make certain assumptions about
the cost and timing of the scheduled maintenance events, which
can affect the recorded results. In addition, an airline must apply
the method selected consistently and cannot switch back and forth
between methods. Additionally, consideration needs to be given to
risk of transfer in proper accounting for power by the hour mainte-
nance arrangements.

c. Subjective accrued liabilities, including the areas of employee com-
pensation, and labor related agreements as well as environmental
liabilities. These, and a number of other areas, are very subjective
and difficult to audit; however, the auditor may need to determine
that master cost components are properly accrued and that com-
putation of liabilities is being done consistently.

A Presumption That Improper Revenue Recognition Is a Fraud Risk
2.82 Material misstatements due to fraudulent financial reporting often

result from an overstatement of revenues (for example, through premature
revenue recognition or recording fictitious revenues) or an understatement of
revenues (for example, through improperly shifting revenues to a later period).
Therefore, the auditor should ordinarily presume that there is a risk of material
misstatement due to fraud relating to revenue recognition (see paragraph .41
of AU section 316). Factors affecting revenue recognition in the airline indus-
try include sale and valuation of miles in frequent flyer or affinity programs,
breakage estimate assumptions, and interline accounting adjustments.

2.83 Airline revenues, for the most part, consist of a large number of
individually small transactions, which can be difficult to manipulate due to
the large population and small size of those transactions. However, the rev-
enue recognition systems are very complex and, as a result, care is needed to

5 Revenue breakage refers to amounts of revenue that are recognized on an estimated basis
because regardless of the revenue recognition method used, certain lifts never get processed and other
valuation differences (for example, statistical sampling differences) exist. (See chapter 3, "Marketing,
Selling, and Providing Transportation," of this guide for more information.)
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help ensure that the revenue recognition process and IT programs are oper-
ating properly. In addition, revenue transactions, including estimates of rev-
enue breakage, yield samples (for carriers using sampling revenue recognition
method), accounting for interline transactions and for the sale of miles in fre-
quent flyer or affinity programs, involve a large degree of judgment and, at
times, estimation techniques must be applied by the airline. These estimates
can be more easily manipulated to positively influence an airline's results and,
as such, care is needed to audit these estimates to help ensure that they are
prepared consistently and with proper historical data.

Key Estimates
2.84 There are a number of key estimates that are specific to the airline

industry that could be considered. Key estimates in the airline industry affect
the following accounts and transactions:

� Revenue transactions, including estimates of revenue breakage,
rejected billings by other airlines, and yield samples (for carriers
using sampling revenue recognition method)

� Accounting for the sale and issuance of miles in frequent flyer
or affinity programs, and estimates of valuation, breakage and
points usage

� Incremental cost of travel obligations for frequent flyer programs
� Deferred revenue related to the sale of miles to mileage program

partners
� Accounts receivable allowances, including the effects of any coun-

terparties operating under bankruptcy protection or financial dif-
ficulty

� Inventory allowances for obsolescence
� Assumptions regarding life of aircraft, residual value, and related

parts
� Assumptions regarding impairments of long lived assets, includ-

ing determining whether assets have indefinite or finite useful
lives

� Derivative accounting and reporting transactions, including the
application of hedge accounting

� Classification of airport and aircraft lease transactions as operat-
ing or capital leases and related accounting

� Assumptions related to pension and other benefit obligations, as
well as to severance and retroactive wage accruals

� Property, casualty, workers' compensation, and other insurance
loss reserves

� Assumptions regarding deferred tax valuation allowances and ef-
fective tax rates

Assessing the Identified Risks After Taking Into Account
an Evaluation of the Entity’s Programs and Controls
That Address the Risks

2.85 Auditors should comply with the requirements of paragraphs .43–.45
of AU section 316 concerning an entity's programs and controls that address
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identified risks of material misstatement due to fraud. The following are ex-
amples of programs and controls in the airline industry:

� Extensive systems of automated and manual internal controls
over revenue and account receivables.

� The preparation of the financial statements and calculation of
financial ratios are subject to multiple levels of management re-
view.

� Electronic edit controls over the processing of revenue, payroll,
and disbursement transactions exist to assess the value assigned
to transactions and to verify many other aspects.

� Effective program change and access controls over the highly au-
tomated information technology environment.

� On a frequent basis, meetings are held with all departments to
determine if the results of operations reported in internal financial
reports are consistent with expectations.

� Airlines perform internal station audits to determine if internal
controls are being followed and if assets subject to possible ma-
nipulation are being properly controlled.

� Airlines are independently monitored by the board of directors
and audit committee.

� Airlines have controls that include monitoring assets by use of
third party market pricing information, airline pricing guides,
inventory values through purchasing, sales, and market research.

2.86 The auditor should consider whether such programs and controls
mitigate the identified risks of material misstatement due to fraud or whether
specific control deficiencies may exacerbate the risks. After the auditor has
evaluated whether the entity's programs and controls that address identified
risks of material misstatement due to fraud have been suitably designed and
placed in operation, the auditor should assess these risks taking into account
that evaluation. This assessment should be considered when developing the
auditor's response to the identified risks of material misstatement due to fraud.

Responding to the Results of the Assessment6

2.87 Paragraphs .46–.67 of AU section 316 provide requirements and
guidance about an auditor's response to the results of the assessment of the
risks of material misstatement due to fraud. The auditor responds to risks of
material misstatement due to fraud in the following three ways:

a. A response that has an overall effect on how the audit is
conducted—that is, a response involving more general consider-
ations apart from the specific procedures otherwise planned (see
paragraph .50 of AU section 316).

6 AU section 318, Performing Audit Procedures in Response to Assessed Risks and Evaluating
the Audit Evidence Obtained (AICPA, Professional Standards), requires the auditor to determine
overall responses and design and perform further audit procedures to respond to the assessed risks
of material misstatement at the financial statement and relevant assertion levels in a financial
statement audit. See paragraphs .04 and .07 of AU section 318.
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b. A response to identified risks involving the nature, timing, and
extent of the auditing procedures to be performed (see paragraphs
.51–.56 of AU section 316). Airline audit procedures may include
the following:

i. Hold regular meetings with upper level management
(CEO, CFO, and include operations, marketing, and hu-
man resources), legal counsel, and audit committee mem-
bers.

ii. Review the board of directors' minutes and notes from
legal counsel.

iii. Review the monthly internal financial reports and discuss
the operating results with airline personnel.

iv. Perform test work over the airline's internal controls over
revenue and account receivables.

v. Review analytical and other procedures used by the airline
to identify fraudulent actions and understand the results
of these analyses. Depending on the results, additional
audit procedures may be necessary.

vi. Evaluate responses to the airline's code of conduct and
ethics controls procedures, including hotline reporting of
fraud and accounting related complaints.

vii. Test controls over the investigation of unmatched usage
with respect to revenue transactions.

viii. Inquire with employees of various levels regarding their
understanding of fraud risk factors, controls in place, and
any known illegal acts or fraud.

c. A response involving the performance of certain procedures to fur-
ther address the risk of material misstatement due to fraud involv-
ing management override of controls, given the unpredictable ways
in which such override could occur (see paragraphs .57–.67 of AU
section 316 and preceding subsection b).

Analytical Procedures7

2.88 AU section 329, Analytical Procedures (AICPA, Professional Stan-
dards), provides guidelines for the auditor to consider in the application of an-
alytical procedures. AU section 329 requires the use of analytical procedures
in the planning and overall review stages of an audit. In addition, AU section
314 paragraph .06 indicates that analytical procedures are also performed as
risk assessment procedures to obtain an understanding of the entity and its
environment, including its internal control.

2.89 Analytical procedures can provide useful audit evidence in the airline
industry in both the operational and financial areas. This is particularly true for
the larger carriers, for which statistical data is often readily available. Through
the study of certain operating data and statistics, the auditor can evaluate

7 The AICPA Audit Guide Analytical Procedures provides practical guidance to auditors on
the effective use of analytical procedures. That Audit Guide includes a discussion of AU section 329,
Analytical Procedures (AICPA, Professional Standards); concepts and definitions; a series of questions
and answers; and a case study illustrating trend analysis, ratio analysis, reasonableness testing, and
regression analysis.
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revenue trends, aircraft efficiency, capacity utilization, labor productivity, unit
costs and profitability, and return on investment.

2.90 Various units of measurement may be used in performing analytical
procedures, such as cost per unit, ratios, or percentages. The data can be found
in the airline's interim and annual financial statements and operating reports
and, with additional details, in periodic reports filed with the DOT. Similar
data for the industry and other airlines are available from the DOT, the ATA,
and the IATA.

2.91 The available comparative cost data from independent public sources
is a powerful tool for the auditor. Using data from such public sources as the
DOT, ATA, and IATA, the auditor can perform tests, including those related
to revenue, costs, and return on investment, of the airline. He or she can
increase his or her confidence in the entity's financial results being reported by
comparing them with those of other airlines.

2.92 Certain operating statistics are used universally within the airline
industry. They provide an indication of the carrier's operations and are used
to derive other barometers of performance. (See the glossary for definitions.)
Among these are the following:

� Available seat miles
� Cost per available seat miles (CASM) and CASM, excluding fuel
� Revenue per available seat miles
� Revenue passenger miles (RPMs)
� Yield (both for revenue passenger and cargo ton mile)
� Available ton miles
� Average flight segment length
� Block-to-block aircraft hours (block hours)
� Breakeven load factor
� Cargo ton miles (CTM)
� Load factor
� Revenue passengers
� Fuel gallons consumed
� Average aircraft fuel price per gallon
� Average aircraft utilization (hours per day)

2.93 These statistics basically indicate how much capacity the airline
provides and how much is filled. However, relying on these statistics alone
to assess a carrier's performance does not yield a meaningful evaluation. The
complex interrelationship of the components of the carrier's operations would
need to be considered when attempting to use statistics and financial informa-
tion to analyze the operations of a carrier. For example, a change in available
seat miles can result from the purchase of new equipment, a change in fleet
utilization, schedule changes (resulting in a longer aircraft day or utilization
period), or the reconfiguration of existing equipment by adding or removing
seats. Additionally, an airline with shorter average flight stage length will
generally have a higher yield to offset the higher level of variable costs that
must be absorbed (for example, landing fees charged by airports which do not
vary by length of flight). By keeping these relationships in mind, the auditor
can use statistical data effectively.
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2.94 In the analysis of operating expense variations, the auditor focuses
primarily on two significant costs: salaries and wages, and fuel expenses. Be-
cause of the interaction of units of manpower or fuel and the price of the units,
the most efficient way to examine these expenses is to use price and volume
analysis. Such analysis simply seeks to explain the variation by breaking down
the gross dollar amount into the change due to growth or decrease in units used
(the volume component) and the increase or decrease in the price of such units
(the price component). The change in certain operating statistics—for exam-
ple, scheduled departures, block-to-block aircraft hours (the hours from the
moment an aircraft first moves under its own power until it comes to rest at
the next point of landing, including taxi time before takeoff and after landing),
gallons of fuel consumed, or number of employees—will indicate the increase
or decrease in volume or units used. The price component is more important
and may be expressed as average price per gallon or average wage or salary per
employee. By using price and volume analysis, the auditor can better isolate
the causes of cost fluctuations and obtain more meaningful explanations.

2.95 The auditor can analyze other operating expenses by developing
statistics from financial and nonfinancial operating data for the purpose of
making historical comparisons. For example, the auditor can look at overall
changes in operating expenses by relating total operating expenses to revenue
miles flown, total available ton miles, or available seat miles. If current-year
results deviate significantly from historical patterns, additional detailed anal-
ysis may be warranted. In that case, the auditor may look at the relationship
of aircraft servicing expenses to the total number of ground personnel or the
relationship of traffic servicing expense to the total number of personnel in that
function.

2.96 In analyzing flight operations expense variations, a useful bench-
mark is the number of block hours per day for the aircraft because this mea-
sures how effectively the airline is using its available capacity. As block hours
per day vary, so do revenues and expenses. Many costs are directly related to
the length of time the aircraft is in revenue service. For example, the auditor
may analyze the change in the following ratios between years:

� Flight crew salaries and expenses/total block hours
� Other flight personnel salaries and expenses/total block hours
� Fuel and oil expense/total block hours

2.97 These ratios can also be reviewed on a fleet-type basis for further
refinement of variation explanations.

2.98 For other flight operation expenses, a more meaningful benchmark
may be total hours flown because certain costs are incurred on that basis,
regardless of whether the aircraft is in revenue service. Using this measure,
the auditor can derive the following ratios:

� Aircraft rentals/total hours flown
� Flight equipment maintenance/total hours flown

2.99 The auditor can use other operating statistics to analyze other key
expense items. He or she can divide landing fees (in total, by fleet type, or by
station) by scheduled departures to obtain an average cost per landing. Or,
the auditor may analyze agency commission expense by determining what per-
centage of agency sales it represents and comparing the result with commission
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rates. In short, most operating expenses can be analyzed effectively through
the use of nonfinancial statistics and data.

2.100 In applying analytical procedures to revenues, the auditor would
focus on an important statistic, which is the yield (the average revenue per
unit of traffic carried in revenue service). It is usually calculated as average
revenue per passenger mile, or cents per RPM. (For cargo, it is calculated as
average revenue per cargo ton mile, or cents per CTM.)

2.101 Because many elements of an airline's operations can be reviewed
analytically, this discussion is not all-inclusive. Although the analysis of the
data will need to be supplemented by inquiries, observations, and other pro-
cedures, the auditor can audit a carrier's financial statements more effectively
and efficiently by increasing the use of such data within the guidelines of AU
section 329.

Concluding the Audit
2.102 At or near the end of audit fieldwork, the auditor would perform

certain procedures before issuing his or her report. The procedures involved in
completing the audit include the following:

� Performing analytical procedures in the overall review stage.
� Evaluating whether the financial statements are free of material

misstatements. Procedures include the following:

— Evaluating uncorrected misstatements and concluding
whether the accumulated misstatements cause the finan-
cial statements to be materially misstated (AU section
312)

— Evaluating whether the accumulated results of audit pro-
cedures and other observations affect the assessment of
the risks of material misstatement due to fraud made
earlier in the audit (AU section 316)

— Considering the effect of undetected misstatements

— Considering the possibility of management's bias
� Obtaining legal letters.
� Reviewing for subsequent events.
� Obtaining written management representations.
� Evaluating whether there is a substantial doubt about the air-

line's ability to continue as a going concern for a reasonable period
of time.

� Preparing the auditor's reports.
� Communicating, in writing, to management and those charged

with governance, significant deficiencies and material weaknesses
identified in the audit (AU section 325, Communicating Internal
Control Related Matters Identified in an Audit [AICPA, Profes-
sional Standards]).

� Communicating the auditor's views about qualitative aspects of
the airline's significant accounting policies; significant difficulties
encountered during the audit, uncorrected misstatements (other
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than those the auditor believes are trivial); disagreements with
management; material, corrected misstatements; representations
that the auditor is requesting of management; management's con-
sultations with other accountants; significant issues discussed
with management; and other significant findings or issues that
the auditor believes are significant and relevant to those charged
with governance (AU section 380, The auditor's Communication
With Those Charged With Governance [AICPA, Professional Stan-
dards]).

2.103 This section of the chapter addresses some of these procedures,
which concern the following:

� Going concern considerations
� Considering subsequent events
� Obtaining written representations from management

Going Concern Considerations
2.104 AU section 341, The Auditor's Consideration of an Entity's Ability

to Continue as a Going Concern (AICPA, Professional Standards),† provides
that the auditor should evaluate whether there is substantial doubt about the
entity's ability to continue as a going concern for a reasonable period of time,
not to exceed one year beyond the date of the financial statements being au-
dited. The auditor's evaluation is based on his or her knowledge of relevant
conditions and events that exist at the time or have occurred prior to the date of
the auditor's report. Additionally, the auditor needs to consider management's
plan with respect to filing for bankruptcy in his going concern assessment be-
cause management may make the decision to file for bankruptcy as a strategy
to lower costs, versus being forced into bankruptcy by creditors. Information
about such conditions or events is obtained from the application of auditing pro-
cedures planned and performed to achieve audit objectives that are related to
management's assertions embodied in the financial statements being audited.

2.105 The auditor may identify information about certain conditions or
events that, when considered in the aggregate, indicate there could be substan-
tial doubt about the entity's ability to continue as a going concern for a reason-
able period of time. The significance of such conditions and events will depend
on the circumstances, and some may have significance only when viewed in
conjunction with others. The following are examples of such conditions and
events that may be encountered in audits of airlines:

a. Recurring operating losses

b. Indications of strained liquidity, such as an inability to meet debt,
lease, or pension payments or the refinancing of current obligations
with longer-term obligations

c. Failure to meet contractual requirements (for example, debt
covenants)

† On October 10, 2008, the Financial Accounting Standards Board issued an exposure draft of
a proposed statement, Going Concern, which would carry forward into the accounting standards the
going concern guidance from AU section 341, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern (AICPA, Professional Standards), subject to several modifications to
align the guidance with International Financial Reporting Standards. Readers should be alert to the
issuance of the final standard.
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d. Credit card holdback agreements and their potential effect on liq-

uidity
e. Inability to cover current operating needs through cash provided

by operations
f. Actual or planned bankruptcy proceedings
g. Rising operating costs, such as fuel and insurance
h. Occurrence, or risk of occurrence, of employee strikes or labor-

related disruptions
i. Concerns expressed or actions taken by regulatory authorities re-

garding alleged unsafe and unsound practices
j. Rating agency downgrade
k. Significant pension plan funding requirements
l. Major disasters such as crashes or terrorist acts

m. Availability of insurance coverages, such as war-risk insurance, ei-
ther through the government or on commercially reasonable terms

n. Continuing loss of market share to competitors, such as low-cost
carriers

o. Service disruptions due to war, the threat of war, or severe conta-
gious diseases

p. Difficulty in obtaining additional financing due to (i) deteriorating
credit ratings, (ii) reduction in assets available for secured borrow-
ings (including reduction in Section 1110 assets), and (iii) credit
market constraints

2.106 AU section 341 states that it is not necessary to design audit
procedures solely to identify conditions and events that, when considered in
the aggregate, indicate there could be substantial doubt about the ability of
an entity to continue as a going concern for a reasonable period of time. The
results of auditing procedures designed and performed to achieve other audit
objectives should be sufficient for that purpose.

2.107 Paragraph .18 of AU section 341 states that if, after considering
the identified conditions and events in the aggregate, the auditor believes there
is substantial doubt about the ability of the entity to continue as a going con-
cern for a reasonable period of time, he or she should follow the guidance in
paragraphs .07–.16 of AU section 341. In connection with that guidance, the
auditor should document all of the following:

a. The conditions or events that led him or her to believe that there is
substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time.

b. The elements of management's plans that the auditor considered
to be particularly significant to overcoming the adverse effects of
the conditions or events.

c. The auditing procedures performed and evidence obtained to eval-
uate the significant elements of management's plans.

d. The auditor's conclusion as to whether substantial doubt about the
entity's ability to continue as a going concern for a reasonable pe-
riod of time remains or is alleviated. If substantial doubt remains,
the auditor also should document the possible effects of the condi-
tions or events on the financial statements and the adequacy of the
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related disclosures. If substantial doubt is alleviated, the auditor
also should document the conclusion as to the need for disclosure
of the principal conditions and events that initially caused him or
her to believe there was substantial doubt.

e. The auditor's conclusion as to whether he or she should include
an explanatory paragraph in the audit report. If disclosures with
respect to an entity's ability to continue as a going concern are
inadequate, the auditor also should document the conclusion as to
whether to express a qualified or adverse opinion for the resultant
departure from GAAP.

Considering Subsequent Events‡

2.108 There is a period after the balance-sheet date with which the audi-
tor must be concerned in completing various phases of his or her audit. This
period is known as the subsequent period and is considered to extend to the
date of the auditor's report. For a discussion, see AU section 560, Subsequent
Events (AICPA, Professional Standards). Subsequent events consist of events
or transactions that

a. provide additional evidence with respect to conditions that existed
at the date of the balance sheet and affect the estimates inherent
in the process of preparing financial statements.

b. provide evidence with respect to conditions that did not exist at the
date of the balance sheet being reported on but arose subsequent
to that date. These events should not result in adjustment of the
financial statements. Some of these events, however, may be of such
a nature that disclosure of them is required to keep the financial
statements from being misleading.

2.109 The size or other significance and timing of subsequent events will
affect whether they would be reported in the financial statements or the notes
thereto. The following list includes examples of subsequent events that an
airline may experience:

� The filing or settlement of a lawsuit
� The issuance or defeasance of bonds or other debt instruments
� Renegotiating or obtaining additional credit facilities
� A renegotiated labor contract with the entity's employees
� Entering into new joint venture agreements with alliance part-

ners
� Entering into a new capacity purchase agreement with a regional

airline
� Renegotiating new or significant leases
� Entering into or existing bankruptcy proceedings
� Changes in tax law or other regulations

‡ The AICPA has a proposed SAS, Subsequent Events and Subsequently Discovered Facts. This
proposed SAS would supersede SAS No. 1, Codification of Auditing Standards and Procedures; AU
section 530, Dating of the Independent Auditors' Report; AU section 560, Subsequent Events; AU
section 561, Subsequent Discovery of Facts Existing at the Date of the auditor's Report; and SAS No.
58, Reports on Audited Financial Statements, as amended (AICPA, Professional Standards). Readers
should be alert to the issuance of a final SAS.
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2.110 Subsequent events may be discovered as a result of audit procedures

applied to specific financial statement elements for other audit objectives or
through cutoff testing and assessment of asset and liability valuations. In ad-
dition to standard audit procedures to identify subsequent events, procedures
that are unique or significant in an airline audit may include the following:

� Reading minutes of the board of directors and other committee
meetings held since the financial statement date

� For public airlines, reviewing the description in the management's
discussion and analysis of currently known facts, decisions, or con-
ditions that are expected to have a significant effect on financial
position or results of operations for items that represent subse-
quent events

� Reviewing new alliance agreements
� Reviewing operating results to ensure that segment information

continues to be appropriate

Considerations for Audits Performed in Accordance With PCAOB Stan-
dards
When performing an integrated audit, refer to paragraphs 93–98 of
PCAOB Auditing Standard No. 5, which provide direction with respect
to subsequent events in an audit of internal control over financial
reporting.

Obtaining Written Representations From Management
2.111 AU section 333, Management Representations (AICPA, Professional

Standards), establishes a requirement that the independent auditor obtain
written representations from management for all financial statements and
periods covered by the auditor's report as a part of an audit of financial state-
ments. AU section 333 includes a list of matters to which specific represen-
tations should relate, as well as an illustrative management representation
letter and an appendix containing additional representations that may be ap-
propriate to include in a management representation letter.

2.112 AU section 333 states that the representation letter ordinarily
should be tailored to include additional appropriate representations from man-
agement relating to matters specific to the entity's business or industry. Con-
sequently, depending on the circumstances and professional judgment, the
auditor of an airline may want to consider obtaining representations from
management that include the following:

� Management has made the appropriate estimates in revenue re-
lated to breakage, yields (for carriers using the sampling method
of revenue recognition), and interline billings.

� Management has made the appropriate estimates related to fre-
quent flyer programs including breakage estimates, and valuation
of incremental cost and fair value of mileage sold to affinity part-
ners.

� Management has disclosed appropriate segment information.
� Management has made the appropriate assessment of the value

of intangible assets such as goodwill, routes, gates, slots and air-
port operating rights, and recorded impairment charges where
necessary.
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� Management has made the appropriate assessment of whether
triggering events have occurred requiring an impairment analysis
of identifiable intangible assets.

� Management has made provisions, where appropriate, on the
value of aircraft and related spare parts, materials, and supplies.

� Management's estimate of useful lives and residual values of air-
craft are appropriate considering industry conditions and plans
to operate such aircraft.

� Management has identified and recorded appropriate provisions
for uncollectible receivables.

� Management's determination of assumptions utilized in pension
and other employee retirement benefits are applied consistently
and are reasonable based on industry economic conditions.

� Management has made appropriate assessment of the carrying
value of future income tax assets.

� Management is responsible for compliance with laws, regulations,
and provisions of contracts applicable to the entity (for example,
tax or debt limits and debt covenants).

� Management's expectations regarding debt covenant compliance
and the operating and cash flow plans utilized in concluding on
ability of the entity to continue as a going concern or assess the
realizability of intangible assets.

2.113 Other entity-specific representations may be needed, depending on
the particular facts and circumstances.

Considerations for Audits Performed in Accordance With PCAOB
Standards
When performing an integrated audit, refer to paragraphs 75–77
of PCAOB Auditing Standard No. 5 for additional required written
representations to be obtained from management.

Exhibits
2.114 The following exhibits are critical components of this chapter and

provide the auditor with guidance on identification of significant accounts and
relevant assertions including significant processes and key controls that sup-
port those accounts that are unique to the airline industry. These exhibits are
not all-inclusive of the significant accounts or significant processes that the
auditor would expect to see at an airline. Each of these exhibits is discussed
further.

PCAOB Auditing Standards use the following categories of assertions: com-
pleteness, existence/occurrence, valuation/allocation, rights and obligations,
presentation and disclosure. The same categories of assertions are used in the
following exhibits. AU section 326 of AICPA Professional Standards recatego-
rizes assertions by classes of transactions, account balances, and presentation
and disclosure. Please refer to the "Use of Assertions in Obtaining Audit Evi-
dence" section of this chapter for more information. Paragraph .16 of AU section
326 provides, however, that the auditor may use the relevant assertions as they
are described [in this AU section] or may express them differently provided as-
pects described [in this AU section] have been covered. For example, the auditor
may choose to combine the assertions about transactions and events with the
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assertions about account balances. Therefore, presentation of assertions in the
following exhibits is believed to be consistent with both the PCAOB Auditing
Standards and the AICPA Professional Standards.

Exhibit 2-1

Significant Accounts and Controls
This exhibit is primarily intended for auditors performing audits of internal
control over financial reporting in accordance with PCAOB Auditing Standard
No. 5. However, auditors conducting audits of financial statements in accor-
dance with the AICPA Professional Standards may also find this exhibit helpful
because it provides examples of controls over certain processes.

Paragraph 21 of PCAOB Auditing Standard No. 5 provides that the auditor
should use a top-down approach to the audit of internal control over financial
reporting to select the controls to test. A top-down approach begins at the
financial statement level and with the auditor's understanding of the overall
risks to internal control over financial reporting. The auditor then focuses on
entity-level controls and works down to significant accounts and disclosures
and their relevant assertions. This approach directs the auditor's attention
to accounts, disclosures, and assertions that present a reasonable possibility
of material misstatement to the financial statements and related disclosures.
The auditor then verifies his or her understanding of the risks in the entity's
processes and selects for testing those controls that sufficiently address the
assessed risk of misstatement to each relevant assertion.

This exhibit does not address entity-level controls because they are not airline
specific. Airlines are generally centralized and typically have strong entity-
level controls, such as strong budget to actual monitoring that may need to be
considered in an internal control audit.

This exhibit addresses accounts that are considered significant to an airline and
that are unique to the airline industry. Accordingly, certain financial statement
accounts which may be material to an airline (such as cash and investments)
are not included herein because the controls related to these accounts are not
unique to the airline industry.

Controls supporting the rights and obligations and presentation and disclosure
assertions are not identified in this exhibit because such controls are typically
part of the financial statement close process, which is not considered unique to
the airline industry.

This exhibit includes key controls for each of the identified significant processes
and indicates which financial statement assertion is addressed by each control.
Although this exhibit may describe certain controls as manual and others as
automatic, it is not intended to be prescriptive in that respect. For example, if
a control is listed as a manual control, it does not mean it should be manual.
That is, the same control can be performed manually in one entity whereas it
may be automated in another. The auditors would determine which controls to
test based on specific facts and circumstances.
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2.1.2
Process: Agency, Entity, and
Station Sales

Example Significant Accounts Affected:

Accounts Receivable, Trade
Transaction Type: Routine Provisions, Accrued and Other Liabilities, Deferred

Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 All sales (agency and entity)
go through clearing accounts
that are reconciled
monthly.

�

2 Sales clearing account agings
are reviewed to ensure that all
items are resolved timely.

�

3 Sales reports that have not
been actualized (that is,
finalized) are included in
monthly accrual for fare,
various taxes, and
commission.

�

4 Accounts receivable
aging/subledger is reviewed
and reconciled to the general
ledger.

�

5 Late or missing sales reports,
or both, are tracked and
followed up timely.

�

6 Sale is matched to a payment
voucher (credit card/cash).

�

7 Auditors validate other airline
billing amounts (on a
ticket/coupon level) using
industry standard pricing.

�

8 Analyst verifies and
management reviews all
accruals for unprocessed sales.

�

9 Management analyzes
regression analysis and other
indicators/analyses for
consideration of adjusting the
breakage rate.

�

10 Management reassesses the
breakage rate assumptions
and methodology.

�

11 Internal auditors perform
audits of agency transactions
for commission, taxes, and
fare discrepancies.

�
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2.1.3
Process: Cargo Revenue
Recognition and Billing

Example Significant Accounts Affected:

Accounts Receivable, Trade
Transaction Type: Routine Provisions, Accrued and Other Liabilities, Deferred

Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 A monthly analysis of cargo
revenue is performed by Cargo
Accounting department.
Unusual variances are
investigated and followed up
timely.

� � �

2 Account reconciliations are
performed on a monthly basis,
with significant variations
investigated and followed up
timely.

� �

3 Cargo Accounting department
performs daily audits to
identify data entry errors.

� � �

4 Pricing is automated; sales
not meeting certain
parameters are investigated
and followed up timely.

�

5 Shipment manifests are
generated automatically by
the cargo system, and all
shipments have manifests.

�

6 Weekly low and high yield
reports are reviewed to
identify systematic rating
errors.

�
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2.1.4
Process: Frequent Flier
Liability and Deferred
Revenue

Example Significant Accounts Affected:

Provisions, Accrued and Other Liabilities, Deferred
Income

Transaction Type: Routine Revenue/Sales

Controls Completeness
Existence/Occurrence

Valuation/Allocation

1 Actual to budget variance
analysis is performed monthly,
with differences investigated
and followed up timely.

�

2 Account reconciliations are
performed on a monthly basis,
with significant variations
investigated and followed up
timely.

� �

3 Assumptions used in
calculating frequent flier
deferred revenue are regularly
reviewed and updated by
appropriate personnel.

�

4 Estimated reward redemptions
are based upon historical
trends and other third party
statistical analyses.

�

5 Miles per the system are
regularly confirmed with
frequent flier partners.

� �

6 Monthly frequent flier journal
entries are reviewed and
approved by appropriate
personnel prior to posting.

� �

7 System automatically
calculates deferred revenue
based on mileage and rates in
the system.

�

8 The analytics and survey
presentation (estimate) is
prepared by an analyst and is
reviewed and approved by
appropriate revenue accounting
personnel monthly. (Lift bases
only)

�

9 The earning, purchasing, and
redemption of mileage are
automatically tracked by the
system.

� �

10 Variances between the flight
segments flown and recorded
are reviewed weekly, with
significant differences
investigated and followed up
timely.

�
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2.1.5
Process: Fuel Purchasing,
Usage, and Inventory

Example Significant Accounts Affected:
Accounts Payable, Trade

Inventories

Transaction Type: Routine Prepaid Expenses, Deferred Charges and Other Assets
Operating Expenses

Controls Completeness Existence/Occurrence Valuation/Allocation
1 Account reconciliations are

performed on a monthly basis,
with significant variations
investigated and followed up
timely.

� �

2 Accounts payable
aging/subledger is reviewed and
reconciled to the general ledger.

�

3 Bank reconciliations are
prepared and reviewed timely. �

4 Cost per gallon used in account
reconciliations is reviewed for
reasonableness.

�

5 Fuel access database checks
invoice total to expected total
based on quantity as computed
via price list, taxes, and fees.

�

6 Fuel accounting personnel
balance fuel quantities per the
system to into-plane amounts
on a daily and monthly basis.

� �

7 Fuel accounting reconciles
prepayments and application of
invoices to supplier statements.

� �

8 Fuel management system
automatically performs various
checks on input data (receipt to
aircraft or station) including
flight, aircraft data validity,
duplicate receipt control, and
inventory control.

�

9 Monthly analysis of total cost
per gallon of purchased gallons
(calculated using unit price,
taxes, and miscellaneous fees)
is computed and compared to
weighted average cost per
gallon.

�

10 Monthly fuel accrual journal
entries are reviewed by the fuel
manager for completeness and
accuracy.

� �

11 Two-way match is performed
between the purchase order
created at fuel receipt and
invoice received.

� �
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2.1.6
Process: Interline Accounting Example Significant Accounts Affected:

Transaction Type: Routine Operating Expenses

Provisions, Accrued and Other Liabilities, Deferred
Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Account reconciliations are
performed on a monthly basis,
with significant variations
investigated and followed up
timely.

� �

2 Auditors validate other airline
billing amounts (on a
ticket/coupon level) using
industry standard pricing.

�

3 Billing invoices are reconciled
to the clearinghouse
settlements; significant
fluctuations are investigated
prior to posting to the general
ledger.

� �

4 Coupons are prorated based on
industry standards. �

5 Journal entries for interline
payables are prepared and
reviewed by a
manager/supervisor prior to
posting to the general ledger.

� � �

6 Monthly average coupon values
billed to other airlines is
reviewed for reasonableness by
appropriate personnel.

� �

7 Open coupons are regularly
monitored to ensure that they
are not included in current
month's billing, but processed
by following month-end.

� �

8 Sales information is shared
between airlines, allowing
other airline coupons to be
automatically priced.

�

9 The analytics and survey
presentation (estimate) is
prepared by an analyst and is
reviewed and approved
monthly by appropriate
revenue accounting personnel.
(Lift bases only)

� �

AAG-AIR 2.114



P1: irk

ACPA197-02 aicpa-aag.cls June 17, 2011 11:26

60 Airlines

2.1.7
Process: Investigation of
Unmatched Usage

Example Significant Accounts Affected:

Revenue/Sales
Transaction Type: Routine Provisions, Accrued and Other Liabilities, Deferred

Income

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Analyst verifies and
management reviews revenue
adjustments from the unearned
revenue reconciliation.

� � �

2 Management reviews revenue
adjustments from monthly
revenue close variance analysis.

� � �

3 Management reviews
unmatched lifts valuation
through investigation of the
monthly revenue close variance
analysis and average pricing
statistics.

� � �

4 Management reviews
unmatched usage lifts reports
that are subsequently written
off and investigates any
unusual items.

� � �
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2.1.8
Process: Lift Process Example Significant Accounts Affected:

Transaction Type: Routine Revenue/Sales

Provisions, Accrued and Other Liabilities, Deferred
Income

Controls Completeness Existence/Occurrence Valuation/Allocation

1 A third-party statistician
validates yields monthly. (Lift
bases only)

�

2 Analyst reconciles and
management review of
unearned revenue
reconciliation.

� � �

3 Analyst reviews the
system-generated Duplicate
Usage (Lift) Report for
duplicated lifts processed.

�

4 Analyst reviews the
system-generated Potential
Fraud Report for fraudulent
tickets.

�

5 Billing invoices are reconciled
to the clearinghouse
settlements; significant
fluctuations are investigated
prior to posting to the general
ledger.

� �

6 Management preparation of lift
accrual for unprocessed lifts. � �

7 Management regularly reviews
lift yields. � �

8 Management reviews revenue
adjustments from monthly
revenue close variance analysis.

� � �

9 Management reviews missing
lifts by comparing paper and
e-ticket lifts to information
recorded at the flight level.

�

10 System prices lifted coupons of
other airline paper and
suspends unpriced lifts for
manual pricing.

�
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2.1.9
Process: Refunds and
Exchanges

Example Significant Accounts Affected:

Accounts Receivable, Trade
Transaction Type: Routine Provisions, Accrued and Other Liabilities, Deferred

Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Each month, the Accounting
Controls group reconciles
clearing accounts to various
source documents.

� � �

2 High value refunds require
escalating levels of
management approval.

� � �

3 Journal entries are prepared by
an analyst and are reviewed by
the manager prior to posting to
the general ledger.

� � �

4 Quality audits are performed
weekly to review transactions
for clerical accuracy and
adherence to policies.

� � �

5 System feature where refunds
greater than a specified amount
have to be approved by a
manager by entering a
password.

� � �

6 System identifies tickets
refunded that are duplicates or
that are in excess of the original
ticket amount and produces a
response that is investigated
and resolved timely.

� �
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2.1.10
Process: Revenue
Recognition/Sales Use Match

Example Significant Accounts Affected:
Accounts Receivable, Trade

Transaction Type: Routine Provisions, Accrued and Other Liabilities, Deferred
Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 A third-party statistician
validates yields monthly. (Lift
bases only)

�

2 Account reconciliations are
performed on a monthly basis,
with significant variations
investigated and followed up
timely.

� � �

3 Analyst verifies, and
management reviews all
accruals for unprocessed sales.

�

4 Billing invoices are reconciled
to the clearinghouse
settlements; significant
fluctuations are investigated
prior to posting to the general
ledger.

� �

5 Internal auditors validate other
airline billing amounts (on a
ticket/coupon level) using
industry standard pricing.

�

6 Journal entries are prepared by
an analyst and are reviewed by
the manager prior to posting to
the general ledger.

� �

7 Quality auditors validate
prorated ticket segments,
which have been previously
prorated using an industry
standard methodology.

�

8 Previously prorated sales
records provide the basis for the
value assigned per lift.

�

9 Sales use match department
retrieves ticket image and
audits the suspected
unreported sale using a number
of internal resources in order to
eliminate erroneous exceptions.

� �

10 The analytics and survey
presentation (estimate) is
prepared by an analyst and is
reviewed and approved by
appropriate revenue accounting
personnel monthly. (Lift bases
only)

� � �

11 Variances between the flight
segments flown and recorded
are reviewed weekly and
investigated as necessary.

� � �
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2.1.11
Process: Air Traffic Liability and
Deferred Revenue

Example Significant Accounts Affected:

Transaction Type:
Nonroutine

Provisions, Accrued and Other Liabilities, Deferred
Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 A third-party statistician
validates yields monthly. (Lift
bases only)

�

2 Account is reviewed by
appropriate personnel during
close, and missing information is
followed up timely.

�

3 Analyst reconciles and
management reviews unearned
revenue reconciliation.

� � �

4 Analyst verifies and management
reviews revenue adjustments from
the unearned revenue
reconciliation.

� � �

5 Analyst verifies, and management
reviews all accruals for
unprocessed sales.

� �

6 Appropriate personnel provide
input into the assumptions. �

7 Assumptions used to calculate
revenue breakage are reviewed
and reassessed periodically.

�

8 Billing invoices are reconciled to
the clearinghouse settlements;
significant fluctuations are
investigated prior to posting to the
general ledger.

� �

9 Calculation process is reviewed by
senior management. �

10 Consistent and timely reviews are
performed by appropriate
personnel, with additional
analyses performed during
extraordinary business events.

�

11 Internal auditors validate other
airline billing amounts (on a
ticket/coupon level) using industry
standard pricing.

�

12 Journal entries are compared to
prior month and year to review for
reasonableness of missing or
additional entries.

�

13 Management analyzes regression
analysis and other
indicators/analyses for
consideration of adjusting the
breakage rate.

�

14 Management reassesses the
breakage rate assumptions and
methodology.

�

15 Management reviews assumptions
supporting the liability. �
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2.1.12
Process: Aircraft Leases and
Related Interest

Example Significant Accounts Affected:
Property, Plant and Equipment, and Related Income

Statement Accounts

Transaction Type:
Nonroutine

Long-Term Debt, Leases, and Related Income
Statement Accounts

Finance Expenses

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Asset Accounting prepares
monthly summary
spreadsheets which are
reviewed by Fleet Transactions
and Corporate Finance for
accuracy and completeness.

� �

2 Asset Accounting validates that
the actual lease payment(s)
each month agrees to what is
loaded in the lease database.

� �

3 Asset listings are generated as
support for the net book value
of the asset being sold. � �

4 Budget/forecast to actual
comparisons are performed
monthly for rent expense,
capital lease depreciation, and
interest expense.

� �

5 Corporate Finance agrees the
actual lease payment(s) each
month to the scheduled
payment per the lease
agreement.

� �

6 Lease accountant calculates the
rent expense and interest
expense of a new or
renegotiated lease for budget
purposes and compares it to the
expense calculated by the
database.

� �

7 Lease expense (rent expense,
interest on capital leases,
amortization of deferred items)
is calculated by the lease
database and reviewed monthly
for reasonableness and for any
unusual items.

� �

8 Maintenance and storage cost
reserve reconciliations are
reviewed quarterly. The status
(remaining balance and reserve
adjustments) of previous exit
cost accruals are prepared for
senior management quarterly.

� �

(continued)
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Process: Aircraft Leases and
Related Interest

Example Significant Accounts Affected:
Property, Plant and Equipment, and Related Income

Statement Accounts

Transaction Type:
Nonroutine

Long-Term Debt, Leases, and Related Income
Statement Accounts

Finance Expenses

Controls Completeness Existence/Occurrence Valuation/Allocation

9 Monthly depreciation of capital
lease assets and leasehold
improvements is calculated by
the system and reviewed and
reconciled to the general ledger
every month.

� �

10 Short-term and long-term
reclasses are calculated by the
lease database and reviewed by
the lease accountant each
month.

�

11 The lease accountant reviews
all of the account
reconciliations prepared by the
database and reconciles the
database reconciliations to the
general ledger.

� �

12 The manager of Asset
Accounting reviews the
accounting on sale-leasebacks
based on current accounting
literature.

� �

13 The manager of Asset
Accounting reviews the policy
for aircraft depreciable lives
and estimated residual values
annually based on discussions
with appropriate personnel in
Fleet Planning and Fleet
Transactions.

� �
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2.1.13
Process: Airport Facility
Financing and Related
Operating Lease Accounting

Example Significant Accounts Affected:

Property, Plant and Equipment, and Related Income
Statement Accounts

Transaction Type:
Nonroutine

Provisions, Accrued and Other Liabilities, Deferred
Income

Long-Term Debt, Leases, and Related Income
Statement Accounts

Finance Expenses

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Accounting performs analysis
of rent leveling (that is, current
balance less remaining
payments divided by the
number of periods should equal
period rent expense).

� �

2 Accounting verifies timing and
amounts of monthly payments
for interest recorded against
the accrued interest payable
account spreadsheet/subledger
and the bond obligation
account spreadsheet/subledger.

� �

3 All deals added and removed
are reviewed by the relevant
manager.

� �

4 Airport and Bond Accounting
review activity in bond reserve
and construction fund bank
account statements and
reconciles general ledger
balances to bank statements.

� �

5 Asset and Bond Accounting
verifies that the entries
recording the bond issuance
(along with payment/deduction
of related fees) match the bond
documents.

�

6 Asset and Bond Accounting
verify timing and amounts of
payments for bond principal
(on-balance sheet) and interest
(off-balance sheet) recorded in
system against the scheduled
payments in the bond
obligations rollforward and the
bond documents.

� �

(continued)
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Process: Airport Facility
Financing and Related
Operating Lease Accounting

Example Significant Accounts Affected:

Property, Plant and Equipment, and Related Income
Statement Accounts

Transaction Type:
Nonroutine

Provisions, Accrued and Other Liabilities, Deferred
Income

Long-Term Debt, Leases, and Related Income
Statement Accounts

Finance Expenses

Controls Completeness Existence/Occurrence Valuation/Allocation

7 Bond accounts are reconciled to
the general ledger and are
reviewed and approved by
appropriate Project and Bond
Accounting personnel.

� �

8 Bond rollforward spreadsheets
are prepared and reviewed by
appropriate personnel to verify
that all bond issuances and
redemptions have been
accounted for.

�

9 Explanations of all significant
bond account variances of
actual to plan are prepared and
reviewed by the controller as
part of the monthly close
meeting.

� �
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2.1.14
Process: Assess Assets for
Impairment

Example Significant Accounts Affected:

Investments, including Investments in Affiliates

Transaction Type:
Estimation Intangibles, including Goodwill and Related Amortization

Long-Term Receivables, Noncurrent Deposits, and Other
Long-Term Financial Assets

Property, Plant and Equipment, and Related Income
Statement Accounts

Controls Completeness Existence/Occurrence Valuation/Allocation

1 A monthly summary of aircraft
ownership is reviewed by
appropriate personnel in
Corporate Accounting and
Fleet Management.

� �

2 A second asset listing is
generated after the writedown
has been recorded, if necessary.
Using the second asset listing,
appropriate personnel review
the accounting entries and any
adjustments to the remaining
life and residual value.

�

3 Assumptions for impairment
estimate are reviewed.

�

4 Appropriate personnel review
impairment tests to verify the
value of recorded intangibles in
accordance with client's
accounting policies or
applicable financial reporting
framework.

� �

5 Fleet plan changes are
reviewed quarterly for criteria
leading to possible impairment
analysis (that is,
temporary/permanent
groundings).

�

6 Intangible asset impairment
analysis (including annual
route impairment and
modifications to fleet plans) is
prepared and reviewed in
accordance with client's
accounting policies or
applicable financial reporting
framework.

� �

7 Management reviews
specialists' valuation of assets. �

(continued)

AAG-AIR 2.114



P1: irk

ACPA197-02 aicpa-aag.cls June 17, 2011 11:26

70 Airlines

Process: Assess Assets for
Impairment

Example Significant Accounts Affected:

Investments, including Investments in Affiliates

Transaction Type:
Estimation Intangibles, including Goodwill and Related Amortization

Long-Term Receivables, Noncurrent Deposits, and Other
Long-Term Financial Assets

Property, Plant and Equipment, and Related Income
Statement Accounts

Controls Completeness Existence/Occurrence Valuation/Allocation

8 Recorded assets are reviewed
for impairment in accordance
with client's accounting
policies or applicable financial
reporting framework.

�

9 Supporting calculations and
analyses are reviewed. �
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2.1.15
Process: Capacity Purchase
Agreement

Example Significant Accounts Affected:

Revenue, Accounts Payable, Trade

Transaction Type:
Nonroutine Operating Expenses

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Allocation of costs is checked
(pass-thru and non-pass-thru);
block hours and departure
statistics are validated and
analyzed for overall
reasonableness.

�

2 At the end of the monthly close
process, the cumulative
capacity purchase agreement
amount booked to the general
ledger is compared against
supporting invoice totals.

�

3 Calculation process is reviewed
by senior management. � �

4 Capacity purchase departure
rates, margins, or both, are
established annually and
approved by financial planning
and senior management.

�

5 Capacity purchase expense
journal entry is reviewed
monthly by appropriate
personnel.

�

6 Incentive items are reviewed
and reconciled, and the
prevailing margin rebate
calculation is verified.

� �

7 Trend and key performance
indicator analysis of trued up
expenses is performed, with
unusual items investigated and
followed up timely.

� �
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2.1.16
Process: Estimate Excess
and Obsolete Inventory
Reserves

Example Significant Accounts Affected:

Inventory Reserves and Related Income Statement
Accounts

Transaction Type:
Estimation

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Appropriate personnel provide
input into the assumptions.

�

2 Assumptions for excess and
obsolete inventory (including
fleet plan modifications) are
reviewed.

�

3 Assumptions are updated
based on retrospective review
of prior year results.

�

4 Costs by department and
division are compared to
budget.

�

5 Count teams review and tag
excess and obsolete items. �

6 Excess and obsolete inventory
calculation is reviewed. � �

7 Inventory subledger is
reviewed. �

8 Slow moving and excess
inventory is monitored for
obsolescence issues.

�

9 System automatically tracks
inventory movement through
the use of inventory type
indicators.

�

10 The system is designed to
generate an excess and
obsolete inventory report based
on inventory levels and
projections.

�
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2.1.17
Process: Revenue Breakage Example Significant Accounts Affected:

Transaction Type:
Estimation

Provisions, Accrued and Other Liabilities, Deferred
Income

Revenue/Sales

Controls Completeness Existence/Occurrence Valuation/Allocation

1 A report displaying all journal
entries yet to be posted is
reviewed on a frequent basis.

�

2 A third-party statistician
validates yields monthly. (Lift
bases only)

�

3 Account reconciliations are
reviewed quarterly by the
controller.

� � �

4 Advanced recognition of
revenue breakage is reviewed
and approved by appropriate
personnel.

� �

5 Appropriate personnel provide
input into the assumptions. �

6 Assumptions used to calculate
revenue breakage are reviewed
and reassessed periodically.

�

7 Consistent and timely reviews
are performed by management,
with additional analyses
performed during
extraordinary business events

�

8 Management analyzes
regression analysis and other
indicators/analyses for
consideration of adjusting the
breakage rate.

�

9 Management reassesses the
breakage rate assumptions and
methodology.

�

10 Revenue breakage amounts are
reconciled to revenue system
reports.

� �
11

Variances between the flight
segments flown and recorded
are reviewed weekly and
investigated as necessary.

�
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2.1.18
Process: Route/Long-lived
Impairment Example Significant Accounts Affected:
Transaction Type:
Estimation Intangibles, including Goodwill and Related Amortization

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Appropriate personnel review
a detailed asset listing that is
extracted as support for the
carrying values of the assets
tested. On the recoverability
test, appropriate personnel
compare this listing to the
general ledger balance for
completeness.

� � �

2 A second asset listing is
generated after the writedown
has been recorded, if necessary.
Using the second asset listing,
appropriate personnel review
the accounting entries and any
adjustments to the remaining
life and residual value.

�

3 Cash flow analysis used in
impairment calculation is
independently reviewed for
reasonableness and accuracy.

�

4 Fair value selected by the entity
is compared to documented
third party appraisals,
published market information,
documented bids, or published
information concerning recent
transactions.

�

5 Fleet plan changes are reviewed
quarterly for criteria leading to
possible impairment analysis
(that is, temporary/permanent
groundings).

� �

6 Gate usage is reviewed
quarterly with Real Estate to
determine if a potential
impairment trigger exists.

�

7 Route acquisition cost is
reconciled monthly to the
general ledger.

�

8 Status of fleet transactions is
regularly reviewed with Fleet
Transactions personnel.

�

9 When an impairment is
recorded, the financial analyst
verifies that the percentage of
fleet inventory written down
matches the impairment taken
on the aircraft values, and that
the change in reserve for fleet
inventory matches the
impairment charge.

� �
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2.1.19
Process: Payroll Example Significant Accounts Affected:

Transaction Type:
Estimation Operating Expenses (Payroll)

The following payroll matrix
only identifies payroll controls
unique to the airline industry
(that is, flight pay).

Controls Completeness Existence/Occurrence Valuation/Allocation

1 Flight system configured to
interface with payroll
processing system to post hours
flown.

�

2 Changes to the master tables in
the flight system detailing labor
rates and work rules specified in
the contract are approved.

�

3 Exception reports are processed
by the system comparing hours
processed to various
measurements to ensure
integrity of the data (for
example, time posted versus
time flown).

� �

4 Analysts review and clear
exception reports with proper
approval.

� �

Exhibit 2-2
Examples of Substantive Procedures
Exhibit 2-2 sets forth example substantive audit procedures that would be
performed, as appropriate, to reduce the audit risk of the engagement. This
list of substantive procedures is not all-inclusive, but intended to provide the
auditor with examples of the audit procedures to address the audit issues
that are typical for airlines. Additionally, this listing of example substantive
procedures is designed for integrated audits in which the auditor performs
both a financial statement audit and an audit of internal control over financial
reporting. Therefore, many of the substantive procedures that are expected to
be performed to reduce the audit risk for each assertion to an acceptable level
are performed as tests of controls (for example, account reconciliation testing
to address completeness and existence). Selected key controls are included in
exhibit 2-1 to this chapter.
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Chapter 3

Marketing, Selling, and Providing
Transportation1

Introduction
3.01 Airline revenue is derived primarily from the carriage of passen-

gers, cargo, and mail. The primary emphasis of this chapter is on passenger
revenue, which is a passenger carrier's main operating revenue, and frequent
flyer programs (FFPs), which are generally a passenger carrier's primary mar-
keting activity. Discussions of revenue recognition issues related to air cargo
and regional carriers are included in chapters 8, "Air Cargo Operations," and
chapter 9, "Regional Airlines," respectively.

3.02 Per Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 605-10-25-1, revenue recognition generally involves
consideration of two factors: (a) being realized or realizable and (b) being
earned.

3.03 Because airline tickets are usually sold in advance of the transporta-
tion date, the ticket sale date seldom coincides with the revenue recognition
date, which is also referred to as the service date. According to FASB ASC
908-605-25-1, the following describes the twofold task for airline revenue ac-
counting:

� To record unearned revenue (air traffic liability [ATL]) when a
ticket is sold and scheduled service is at a later date

� To recognize revenue when the carrier provides the transportation
service and thereby completes the earnings process

3.04 Revenue accounting is the most complex accounting area for airlines
and their auditors. Many changes have occurred in the airline industry since
1980. Before 1980, airlines used two primary methods to recognize revenue on
tickets, generally referred to as the sales/use match and sampling methods.
The primary difference between the two methods is that the sales/use match
method matches transactions and recognizes revenue at the ticket level (based
on tracking and reporting of the actual activity related to each ticket sold),
whereas the sampling method treats the total unearned revenue as a pool and
focuses on valuing coupons (also referred to as a segment or one leg of the ticket)
and recognizing revenue based on that valuation. Both methods were accept-
able and, after the application of appropriate control processes, accomplished
substantially the same result. Since 1980, new information technology systems,
most of which are based on some form of the sales/use match system, have been
developed to better meet airlines' revenue accounting needs. During the decade

1 This chapter contains numerous references to fair value. Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) 820, Fair Value Measurement and Disclo-
sures, applies whenever other standards require (or permit) assets or liabilities to be measured at
fair value and does not expand the use of fair value in any new circumstances.

However, as stated by FASB ASC 820-10-15-2, FASB ASC 820 does not apply under accounting
guidance that requires or permits measurements that are based on, or otherwise use, vendor-specific
objective evidence of fair value, including FASB ASC 605-25, which is also referred to in this chapter.
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after deregulation, ticketing and fare rules became more complex, as airlines
tried to restrict access to their lowest fares, resulting in Saturday-night-stay
requirements, nonrefundable tickets (including exchangeable tickets that are
not refundable), and change fees being applied to certain ticket exchanges. In
addition, during this period, FFPs became a primary sales and marketing tool
used by airlines to promote customer loyalty. The accounting for FFPs is still
one of the most complex and subjective areas in airline accounting. Finally,
with the expansion of low-cost carriers in the late 1990s, fare rules in some
cases simplified, and low-cost airlines further simplified their processes by,
among other things, not interlining with other carriers, not using travel agents
or others to sell their tickets, and eliminating ticket variables by generally
using nonrefundable but exchangeable tickets.

3.05 This chapter provides information about the processes that occur in
the complex and varied airline revenue accounting systems of today.

Process Description

Airline Pricing
3.06 An airline's pricing strategy has a significant effect on its revenue.

Pricing strategy depends on a number of factors including the type, number,
and configuration of aircraft (single class versus multiple classes), marketing
alliances, and route structure (hub and spoke or point to point).

3.07 Pricing is usually a function of the overall health of the economy,
passenger demand, and industry capacity. A challenge for the industry is to
meet the demand for air travel without adding excess capacity, which would
affect pricing negatively. Airlines must also survive periods of slowed economic
activity, which also tends to lessen demand. Because air travel is largely a
commodity-type business, airlines usually attempt to ensure that the pricing
of their product is competitive. This is particularly important because most
travel is sold through Global Distribution Systems (GDS) or other forms of
electronic distribution (for example, Internet sites of the airline and third-
party travel agents) that allow travelers to easily access and compare pricing
information.

3.08 There are other factors involved in determining pricing. One key
factor is an airline's management philosophy. Some airlines focus on high
passenger volume at lower prices, whereas others focus on so-called "premium
passengers" and accept lower load factors. Philosophies are subject to variation
because airlines may purposely keep their fares low or drop their fares further
to generate more revenue. If those airlines are large enough competitors, other
airlines may match their fares across the board to remain competitive. If it is
a smaller airline reducing fares, other airlines can match selectively in order
to minimize revenue dilution. As low-fare, low-cost airlines continue to grow,
market share pricing trends continue to move to simplified low fares across
most markets.

Sources of Airline Revenue
3.09 Traditionally, approximately 90 percent of passenger carriers operat-

ing revenue (excluding subsidies) has been derived from passenger operations,
including revenue from upgrades from one class of service to another, baggage
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fees, and preferred seat assignments. This revenue is classified as passen-
ger revenue. Other operating revenue is derived from air cargo operations,
principally air freight and mail services. Additional sources of other operating
revenue include sales of goods and services including food, beverages, head-
sets, frequent flyer miles, fuel, contract maintenance, passenger handling, and
paper ticket fees. Many airlines also charge airline transaction fees for ser-
vices performed, such as ticket change fees and reservation fees (for using an
agent and not the Internet). These fees are classified either as passenger or
other operating revenue. Some of these items are discussed in greater detail
subsequently in this chapter.

Industry Resolutions
3.10 Two main airline governing bodies establish industry specifications

and guidelines for reservations and ticketing. The Air Transport Association
of America (ATA) publishes the Passenger Traffic Resolutions Manual (PTR),
which contains the reservation, ticketing, and customer handling requirements
for paper and electronic tickets (e-tickets). The International Air Transport
Association (IATA) publishes the Multilateral Interline Ticketing Agreement,
which is used to apply pricing and prorate values to international itineraries.
Most airlines are members of ATA, IATA, or both. However, even nonmember
airlines based in the United States adhere to the ATA's PTR in their dealings
with other airlines.

Ticketing

Ticket Types
3.11 A ticket for air transportation may be issued weeks or months before

the scheduled departure date. Airlines sell two types of tickets: paper tick-
ets and e-tickets. A paper ticket consists of multiple coupons indicating the
passenger's itinerary. One coupon is the auditor's coupon, which is the ini-
tial document used to record a sale. Additional coupons, referred to as flight
coupons, represent each flight segment (leg) of the passenger's itinerary. Flight
coupons are lifted (detached from the ticket booklet) by the carrier providing
the transportation service at the boarding point as evidence of the service ren-
dered, although today this process is entirely electronic for the vast majority of
ticket sale and boarding transactions.

3.12 An e-ticket reflects the passenger's itinerary in electronic form. Like
paper tickets, e-tickets contain information for each flight segment of a pas-
senger's itinerary. In all cases, the airline's host reservation system or GDS
produces an e-ticket sales record for each sale transaction, and the airline's rev-
enue accounting department receives and processes the e-ticket sales records.
Boarding documents are issued for e-tickets, and the carrier documents trans-
portation service at the boarding point by either collecting boarding documents
or scanning them as evidence of the service rendered.

Ticket Classifications
3.13 Tickets are usually sold in 2 general categories of fare rules: (a)

refundable/unrestricted fare types or (b) nonrefundable/restricted fare types.
An unused ticket (either entire ticket or partially used ticket) for a scheduled
flight may expire unused, eventually be refunded, used on another carrier for
the same itinerary, rerouted and reissued for a different flight, or otherwise
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become invalid for travel. A refundable/unrestricted ticket may be returned
for a refund, used, or exchanged with no or few limitations. A nonrefund-
able/restricted ticket has a number of restrictions on its use and will rarely, if
ever, result in a refund to the customer. Many airlines also charge fees (ranging
from $30 to $250) for making any change to restricted tickets, referred to as
change fees, in addition to charging for differences in fares. Also, many airlines
may not permit any further use of the ticket after the scheduled flight date if
the passenger has not called ahead to cancel the reservation and has not flown
any segment or leg of the scheduled itinerary. All fare rules pertaining to the
fare type are listed in the airline's fare rules or in their contract of carriage. A
ticket (entire ticket) is generally valid for 1 year, with the specific period iden-
tified in a statement printed on the ticket or e-ticket receipt. Partially used
nonrefundable tickets generally are invalid if not used on the scheduled date of
travel. All tickets have an expiration date, at which time they become invalid.

Interline Ticketing
3.14 Some airlines issue tickets that may only be used for transportation

on the airline's own flights and provide transportation only to passengers hold-
ing tickets issued by the airline. Those airlines are referred to as noninterline
airlines. Other airlines have agreed to provide transportation interchangeably
with other carriers. Those airlines are referred to as interline airlines. A ticket
sold by an airline in which transportation on all flight segments will be pro-
vided only by that airline is referred to as an online (OL) sale. A ticket sold by
one airline that includes flight segments to be traveled on another airline is
referred to as an offline or other airline (OAL) sale. One ticket can include sev-
eral flight segments, which may include flights on various carriers. The carrier
that issues the ticket, known as the OL carrier, collects the total fare from the
passenger. The OL carrier then settles the fare with the other carriers on which
transportation is scheduled, known as OAL earners, on the basis of interline
agreements (described in a subsequent section of this chapter). Some airlines
have bilateral interline e-ticket agreements with OAL carriers whereby the
usage of OAL segments is processed and settled electronically (described in a
subsequent section of this chapter).

Sales Reporting
3.15 Tickets may be sold by airline ticketing agents at airports or ticket

offices, in reservation centers, over the Internet, or by domestic or worldwide
travel agents. Tickets are generally paid for in cash, by check, by various
credit cards, or by the exchange of a previously purchased ticket. In the United
States, credit card sales generally represent a significant portion of new sales
transactions. See the "Credit Card Holdbacks" section of this chapter for a
discussion of accounting and reporting of credit card holdbacks.

Airline Sales
3.16 A significant portion of an airline's operating revenue is generated

through sales made to customers over the phone through the airline's reser-
vations center, via the airline's website, or via third party sellers. Customers
may also purchase tickets at airline locations, including airport stations and
city ticket offices. The majority of tickets are e-tickets. All airline sales are
controlled and processed in a similar manner.

3.17 Airline sales and refund activity are reported to revenue accounting.
The reporting can be accomplished via online computer processing, with each
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ticket priced and recorded automatically. Reporting can also be performed
manually by preparing daily ticket sales reports, which detail sales by ticket
number. Under both systems, auditors' coupons and e-ticket sales records are
sent to revenue accounting for verification.

3.18 The accounting entry for airline sales recognizes cash received and
credit card receivables with corresponding credits to the ATL and related trans-
portation tax liability accounts.

Direct Reporting Sales
3.19 Airlines can offer ticketing capability (booking, ticketing, direct

reporting, and settlement) directly to businesses, travel agencies, or other
industry-related entities. These ticketing transactions would typically be pro-
cessed by the airline's host reservations system, and tickets may be issued
through various websites and Internet connections.

3.20 Direct report sales are generally embedded in the airline's own sales
and reporting process and processed and recorded as airline sales.

Travel Agency Sales
3.21 A large portion of airline industry ticket sales (other than on low-cost

carriers) is generated through travel agencies. Accordingly, the settlement of
sales proceeds due to the airlines and commissions due to the agencies is an
important aspect of revenue accounting.

3.22 The processing of sales made by U.S. travel agents and the related
accounting for such sales is conducted under rules established by the Airlines
Reporting Corporation (ARC), which is an entity owned and operated by the
airlines to facilitate travel agency reporting. Under ARC's carrier and agency
agreements, agency area settlement banks serve as intermediaries between
domestic travel agencies and airlines for the processing and settlement of sales
records. International travel agency sales are processed through a regional or
country bank settlement plan. International travel agency sales processing is
similar to ARC processing.

3.23 A travel agency indicates the airline to which a ticket sale is to be
credited by the coding of designated or undesignated ticket stock. The travel
agency also includes the tax and commission codes on the auditor's coupon or
e-ticket sales record. The agency uses ARC's Interactive Agent Reporting tool
to finalize and process its sales report to ARC in accordance with a reporting
schedule on a daily basis. ARC transmits the processed sales records to each
airline electronically, generally without paper coupons or any other support.
The settlement between the agencies and the airlines is accomplished according
to the schedule determined by ARC.

3.24 The area settlement bank processes these documents and records
and prepares invoices and reports necessary for settlement, including travel
agency sales reports by airline and by agency. The bank makes the settlement
for the tickets sold by the agencies for those airlines with accounts at the bank.
The bank also submits invoices and associated charges to the respective credit
card processors, which calculate the net amount of the settlement (sales less
credit card fees) and make direct payment to each airline.

3.25 The accounting entry for travel agency sales recognizes a receivable,
net of the related fees and commissions, with corresponding credits to the ATL
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and related transportation tax and fee accounts. Carriers generally recognize
commissions (agency and credit card) as a prepaid expense and then subse-
quently recognize expense when transportation service has been provided.

Sales Audit
3.26 A carrier's audit of sales can commence when all documents and

records are received by the revenue accounting department. The degree of this
audit function may range from 0 percent to 100 percent and depends on the air-
line's accounting policies and processing sophistication. The audit may include
1 or more of the following: verification of ticket number sequence, agreement
of cash and charge sales with the sales reports, and, in some systems, ticket
pricing and completeness of paper and e-ticket sales files. Fare differences
noted during the audit can be charged back or credited to the travel agencies
in the form of debit and credit memos. Accounting for these memos results
in corresponding debits or credits to the ATL and related transportation tax
accounts.

Payment Processing
3.27 Accepted forms of payment are cash, check, and credit card. Cash or

checks are reported by the airline's ticket sales office via a deposit slip that is
verified against sales reports. Carriers receive credit card receipts from each
participating credit card company. The funds are received via wire transfer
and are verified against the sales and refunds submitted daily to each credit
card company.

Credit Card Holdbacks
3.28 Generally, the airline industry uses credit card processors to handle

all the details of processing credit card transactions among the cardholder, the
air carrier, and the issuing bank. The issuing bank maintains a cardholder's
credit card account and pays out to the air carrier's account when the cardholder
makes a credit card purchase.

3.29 Once billed, credit card transactions are subject to dispute by the
cardholder. When a transaction is disputed by the cardholder, the amount of
that transaction is subject to chargeback and becomes contractually recoverable
from the airline.

3.30 In the airline industry, tickets for air transportation are often sold
weeks or months before the scheduled departure date. During the period be-
tween sale and departure date, the credit card processor relies on an air car-
riers ability to provide transportation or the proceeds from sales transactions
to reduce the risk of cardholder chargebacks. In the event an air carrier files
bankruptcy, ceases operations, and fails to provide transportation to the tick-
eted passenger, the credit card processor is responsible for reimbursing the
cardholder. This reimbursement becomes an unsecured claim on the estate of
the bankrupt carrier.

3.31 To mitigate this risk, credit card processors may hold back certain
proceeds from a carrier's sales transactions or require a carrier to deposit
funds in an account held for the benefit of the credit card processor to cover any
possible chargebacks or other disputed charges that may occur. Depending on
the terms and conditions of the underlying credit card processing agreement,
this holdback or reserve would generally be recorded by the air carrier as either
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accounts receivable or restricted cash. In addition, a traditional credit card
holdback agreement—one that holds back some or all of the receivables due to
the airline until the transportation is provided—would normally be reflected
as a reduction of operating cash flows.

Travel Agencies
3.32 ARC acts as a clearinghouse for the U.S.-based travel agency industry

to ensure timely reporting and settlement with travel agencies. ARC performs
a variety of functions, including receiving sales reports and funds from member
travel agencies on a daily basis. ARC then processes the credit card sales to
credit card companies, which later remit payments directly to each carrier
via wire transfer, subject to the credit card holdback agreements previously
discussed. ARC combines all other travel agency transactions and then sends
sales information and remits payments directly to the participating airline.

Other Airlines
3.33 The Airlines Clearing House (ACH) was established to expedite set-

tlement of interline accounts between member carriers. Each member airline
submits billing documentation weekly to the ACH. Debtor airlines are required
to make funds available and subject to disposition of the clearing bank in an
amount equal to or in excess of the amounts required for settlement. The
clearing bank effects settlement by debiting the accounts of the debtor airlines
and crediting the accounts of the creditor airlines with the net debit or credit
balance as specified on the respective settlement documents.

Passenger Travel
3.34 Passengers present their paper tickets to the airline when checking

in for their scheduled flight. Passengers with e-tickets may initiate check-
in through the Internet, at a kiosk, or at a ticket counter. In all cases, the
passenger is issued a boarding pass.

3.35 At the gate, as passengers enter the aircraft, the boarding agent col-
lects the boarding passes or otherwise documents the boarding (for example, in
some cases the boarding agent scans boarding passes issued for e-tickets with-
out physically collecting them). Prior to departure, the agent balances the total
number of passengers boarded with the number of collected boarding passes
and otherwise documented boardings. Upon departure, the flight is closed out
by the boarding agent, and the e-tickets are recorded as used in the reserva-
tion system. Generally, the status of an e-ticket changes from okay (meaning
available for use) to checked-in and then to used once the flight has departed.
The completed flight report contains the lifted flight coupons, boarding passes,
and e-ticket boarding documents collected or processed as passengers entered
the aircraft. The flight report is sealed and sent for processing to revenue
accounting.

3.36 Generally, the majority of airline tickets, based on their underlying
contract of carriage, are valid for one year from the date of sale; however,
historically, a significant percentage of these tickets are actually used in the
first few months after sale. Lifted flight coupons are scanned or keyed for entry
into the revenue accounting system. Used e-ticket records are received from
the airline's host reservation system and loaded into the revenue accounting
system as well. Together, the paper and e-ticket records are recognized as
earned revenue, whether they originate as OL or OAL sales.
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Refunds, Exchanges, and Reissues
3.37 Several types of refunds and exchanges can be made for an air-

line ticket. They include full and partial refunds, reissue/even exchanges, reis-
sue/refunds, and reissue/additional charges. All refunds are processed against
the original form of payment and adhere to all refund and exchange rules for
the fare. If a refundable ticket is surrendered in exchange for a ticket for a flight
on a different route or on a different airline that carries the same fare, a reis-
sue/even exchange is required. If a refundable ticket is surrendered for another
ticket with a lower fare, a reissue/refund is required. If a refundable ticket is
surrendered for a ticket with a higher fare, a reissue/additional charge to the
passenger is required. If the original ticket is nonrefundable or restricted, a
change fee and change in fare are frequently required in order to exchange the
nonrefundable ticket for another ticket. However, refunds are issued rarely, if
ever, on nonrefundable tickets.

3.38 Refunds and exchanges for refundable and nonrefundable tickets can
be executed at company locations (airport or ticket office), by travel agencies, by
the airline refund department, or by other airlines. Depending on the airline's
policy, company locations may issue checks or credit directly to the customer or
take applications for refunds. If it is a paper ticket transaction and a new ticket
is required, the old ticket is collected from the passenger. The old ticket, the
auditor's coupon of the new ticket, and refund checks or refund applications are
batched and submitted to revenue accounting with the daily ticket sales report
documents. The revenue accounting department sorts the refund documents,
logs them in a control record, and sends them to refund accounting for pricing,
auditing, and issuance of refunds.

3.39 If the refund or exchange for refundable and nonrefundable tickets is
requested on an e-ticket, a refund or exchange entry is processed for the e-ticket
record in the host reservation or in the GDS, causing the e-ticket to be cancelled
in the reservation system. The e-ticket record is then sent electronically to the
revenue accounting department for processing.

3.40 If a carrier executes an exchange for an OAL ticket, that carrier then
bills the coupon value of the redeemed ticket back to the carrier that sold the
ticket via the interline billing process. This exchange item is audited by the
OAL carrier as part of the interline settlement process discussed subsequently
in this chapter.

3.41 Refunds and exchanges for refundable and nonrefundable tickets are
recorded as adjustments to the ATL, accounts receivable, and cash accounts as
part of the company, travel agency, and interline sales entries.

Statistics
3.42 Generally, the revenue accounting department is responsible for com-

piling the airline's traffic and passenger statistics. The statistics may be for
internal use or for financial, Department of Transportation (DOT), or other
governmental reporting. Traffic statistic records should agree to other com-
piled operational statistics, such as on-time performance. See the "Analytical
Procedures" section in chapter 2, "General Auditing Considerations," for an
expanded discussion of statistics.
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Air Traffic Liability
3.43 When a passenger ticket is sold, the selling carrier records a cash

receipt or account receivable and unearned transportation revenue. ATL is the
value of unused transportation sold by the reporting air carrier. This includes
the liability for transportation to be provided by the carrier selling the ticket,
as well as a liability for transportation that may be provided by other air
carriers.

3.44 Under the umbrella of the ATA, members are permitted to establish
procedures for handling interline operations. The details for these procedures
are set forth in three primary interline agreements: ATA ticket and baggage
agreement, the IATA bilateral agreement, and a multilateral agreement. Some
airlines participate in one or more agreements. The agreements cover inter-
line passenger ticketing, cargo, and baggage procedures; specify the source of
accepted published fares; and describe the process of settling funds between
participating airlines. The interline agreements exist to simplify the ticketing
process for air travelers and to minimize the number of tickets necessary to
complete an itinerary that involves more than one air carrier.

3.45 Under the interline agreements, the air carrier providing the first
flight shown on a ticket for a multicarrier itinerary is allowed to issue a ticket
for the entire trip and collects the total fare from the passenger. As a gen-
eral practice, however, the carrier making the reservation issues the ticket
even if it is the second carrier. Airlines have many marketing alliances with
other carriers, such as code-sharing arrangements. In the case where two car-
riers share a marketing code, the marketing carrier (that is, the carrier whose
code is on the flight) generally issues the ticket. The issuing carrier then pro-
rates the fare among the carriers providing service on the itinerary based
on the interline agreements in effect. Proration is a method of dividing the
total fare among carriers according to the joint fares published in the Indus-
try Prorate Manual or in accordance with existing agreements between code-
share or alliance partners, which are frequently referred to as special prorate
agreements.

3.46 As a result, the total fare value of the ticket is recorded in the ATL
account of the issuing carrier and includes both the issuing carrier's liability
to provide air transportation to the passenger and its liability to other carriers
for their portion of the itinerary. Although part of a carrier's ATL account
represents interline amounts payable to other air carriers, other air carriers
are also issuing interline tickets on which the carrier has an obligation to
provide service.

3.47 The carrier reduces unearned revenue in the ATL account and rec-
ognizes earned revenue from OL sales when transportation service is provided.
The basic methods of accounting and invoicing other airlines after transporta-
tion service has been provided and other revenue accounting issues are de-
scribed in the following sections of this chapter.

Revenue Accounting Issues

General
3.48 In December 2003, the Securities and Exchange Commission (SEC)

issued Staff Accounting Bulletin (SAB) No. 104, Revenue Recognition. SAB

AAG-AIR 3.48



P1: irk

ACPA197-03 aicpa-aag.cls June 14, 2011 16:43

92 Airlines

No. 104 provides the SEC's views on applying generally accepted accounting
principles to revenue recognition in financial statements and was not intended
to change current guidance in the authoritative accounting literature.

3.49 FASB has a revenue recognition project on its agenda. The objective
of the project is to develop conceptual guidance for revenue recognition and
a comprehensive accounting standard on revenue recognition based on that
guidance. Practitioners should stay alert to further developments.* Revenue
accounting in the airline industry has evolved over a number of years and is
based on existing accounting principles and related guidance. The following
sections describe current revenue accounting methods, processes, and issues
and include an example passenger revenue recognition model.

Revenue Recognition Methods
3.50 Lifted flight coupons and other electronic evidence of boarding (col-

lectively referred to as coupons) are used as the basis for recording revenue.
Tickets sold by the carrier providing transportation and used by the passen-
ger are referred to as OL coupons. Tickets sold by other airlines and used
by passengers on the operating airline are referred to as OAL coupons. Both
OL and OAL coupons are evidence of passenger travel. OL and OAL coupons
represent revenue to the carrier for the transportation service provided. If
the carrier uses a sales/use match system, OL coupons support the credit
entry to earned revenue. If the carrier uses a sampling method for recog-
nizing revenue, OL coupons are surveyed to determine the credit entry to
earned revenue. See the "Accounting" heading in the "Interline" discussion
of this chapter for further information about revenue recognition for OAL
coupons.

3.51 The two basic systems used for calculating earned revenue—the
sales/use match and the sampling method—are described in the following dis-
cussions. However, with the advent of technology, few airlines continue to use
a sampling-based method for revenue recognition. The preferred approach for
calculating earned revenue is the sales/use match method. For purposes of
this discussion, a ticket is defined as equaling the sales value of the entire
transaction, excluding passenger taxes and fees as discussed subsequently in
this chapter (that is, the combined value of all individual flight segments on
an itinerary). A coupon is defined as the value associated with each individual
flight segment and can be evidenced by lifted flight coupons and other electronic
evidence of boarding the individual flight segment.

Sales/Use Match Method
3.52 The principal objectives of the sales/use match method are to record

all sales information by ticket and to match the usage of all recorded tickets
by coupons. In this kind of system, all OL tickets issued are recorded in the
ATL account and tracked by ticket number, transaction control number (TCN),

* On June 24, 2010, FASB issued a proposed Accounting Standards Update (ASU), Revenue from
Contracts with Customers, to improve and align with International Financial Reporting Standards
the financial reporting of revenue from contracts with customers and related costs. The core principle
of the draft standard is that an entity should recognize revenue from contracts with customers when
it transfers goods or services to the customer in the amount of consideration the entity receives, or
expects to receive, from the customer. The proposed standards would replace most of the guidance in
FASB ASC 605, Revenue Recognition. Readers should be alert for the issuance of the final ASU.
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or both. OL coupons are matched against the recorded tickets, and the coupon
value is deducted from ATL and added to earned revenue. Interline billings
to other airlines represent usage of OAL coupons and are recorded as earned
revenue and accounts receivable. Interline payable billings by other carriers
represent a usage of OL coupons, which are matched against the recorded
tickets and deducted from the ATL account upon payment to the other carrier.
Adjustments to the ATL account are made periodically for unmatched tickets,
lost tickets, or tickets not processed for some other reason (ATL breakage is
discussed subsequently in this chapter). Generally, in most sales/use match
systems, the ticket amounts are determined from a sales-type record or TCN,
and the itinerary is prorated by the type of fare construction and fare paid.
When prorating the itinerary, the objective is to value each coupon based on its
relative selling price in accordance with the "Pending Content" in FASB ASC
605-25-25-2. These values are later used to determine revenue to be recognized
upon travel.

Sampling Method
3.53 The objective of the sampling method is to recognize revenue on the

basis of a survey of OL and OAL coupons for the period. There are two attributes
for which a sample of coupons may be tested: number of revenue passenger
miles (RPMs) or number of revenue passengers. If the RPM attribute is used, a
sample of the dollar value of coupons is accumulated and divided by RPMs flown
to produce an average yield per RPM. Average yield calculations are usually
done for each segment (that is, origin and destination cities) in the airline's
system. These average yields are accumulated for the number of passengers
in the sample thus creating a weighted average yield for each segment. These
weighted average yields are then multiplied by the total number of RPMs flown
by the carrier for each segment to determine earned revenue. The number of
passengers attribute system develops an average fare per passenger from the
sample. Earned revenue is then determined by applying this average fare to
the number of passengers transported for the period. The average yield per
RPM is the more common attribute used for sampling systems and is more
accurate than using an average fare.

3.54 Carriers use various methods to sample lifted coupons, for exam-
ple, testing all lifted coupons with a number ending in a selected digit. If the
airline uses statistical sampling methods, the independent auditor would con-
sider whether the sampling plan has statistical validity, whether it has been
applied properly, and whether the resulting precision and reliability, as defined
statistically, are reasonable in the circumstances.

3.55 Per paragraphs 8–9 of FASB ASC 908-605-25, under the sampling
method, all OAL coupons are initially recorded in the ATL account (in which
OL tickets and coupons were previously recorded). All coupons (OL and OAL)
are processed for the required sampling data (and for statistical data required
by the DOT). Earned revenue is recognized on the basis of the sampling data
for all coupons and is deducted from the total of tickets recorded in the ATL
account. All OAL coupons are recorded in the ATL account to determine a
total of all coupons sold by other airlines, from which revenue can then be
recognized. Interline payable billings are deducted from the ATL account when
they are paid. Differences, such as those arising from clerical inaccuracies
between amounts originally recorded and amounts billed, may be rejected and
rebilled or written off if the originally recorded fare was incorrect.
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Interline

Accounting
3.56 OAL coupons are evidence of travel that supports interline receiv-

ables and revenue. The tickets were sold by another carrier and used on what
is referred to as the operating carrier. The OAL coupons are processed to record
revenue and to initiate interline receivable billings. OAL coupons are assigned
a billing value in order to create interline billings to collect earned revenue.
Some airlines assign a billing value to all of these coupons (this approach is
referred to as nonsample interline billing), whereas others assign a billing
value to a sample of coupons selected based on ticket number digits, which
are published monthly by various airline agencies (this approach is referred
to as sample interline billing). Frequently in sample interline billing, a stan-
dard pricing value is assigned to OAL coupons by the airline pricing system,
which is later adjusted by a depressant (see discussion in the next paragraph
regarding the term depressant). The pricing approach to be applied is agreed
in advance between the two carriers. Pricing of coupons can be done manually,
but for most airlines it is done via computer processing systems using a TCN
record. A TCN is created when the host or GDS system generates a paper or
e-ticket. The TCN record is received the next day by the issuing airline and by
the airline that has a scheduled travel segment on an OAL ticket. The TCN can
be used to reconcile the individual coupon values from the GDS (determined in
the pricing process) to use in the airline's proration subsystem.

3.57 The statistical sampling size and methodology are outlined in the
ACH Manual of Procedures and IATA Revenue Accounting Manual. In gen-
eral, however, a billing airline that intends to bill actual fares runs the OAL
coupons through a pricing system in an attempt to obtain the correct value
of each ticket. The billing is then subject to auditing by the billed airline. In
an attempt to simplify the process, some airlines bill at a local fare less a cal-
culated depressant. The depressant is based on a historical ratio of standard
local fares to settled fares and is used to adjust the current month's interline
billings. The coupons within the sample are audited by the billed airline, and
the billing adjustment is applied to the entire billing amount. Airlines need
to consider providing reserves if history indicates that interline billings are
frequently adjusted downward upon audit because audits can take up to six
months.

Settlement of Interline Balances
3.58 To aid in billing interline receivables, the airline industry has es-

tablished clearinghouse settlement plans in which most carriers participate.
The settlement procedures are described in the interline agreements. The ACH
performs this interline settlement function for most western hemisphere carri-
ers, and the IATA Clearing House performs this function on a worldwide basis.
Some airlines are members of both clearinghouses.

3.59 Periodically, airlines transmit summaries of their interline invoices
to the clearinghouse, which tabulates and reports the balances of accounts re-
ceivable and accounts payable for each member airline. The net balances are
also calculated periodically, on a weekly or monthly basis, and settlement is
made through each participating airline's account. Each airline is also respon-
sible for preparing invoices that detail the airline billed, the amount invoiced,
and the tickets that were assigned a billing value. The invoice, including the
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supporting lifted paper tickets and e-ticket listing, is sent monthly to the ap-
propriate airline.

3.60 Each carrier is responsible for auditing the interline billings that it
receives. The audit is performed after settlement through the clearinghouse.
Any differences noted in the audit are rejected and rebilled to the appropriate
carrier in subsequent months. The percentage of tickets selected for audit
(sampling or 100 percent) is a matter of the agreement between the airlines. If
a sample is used, the sampling method and size of sample are agreed upon by
each airline clearing with the billing carrier.

3.61 First and final settlement is a process that was developed by the
global airline alliances established in the late 1990s as a way of eliminating
many of the inefficiencies in the process. In first and final settlement, two
carriers agree to an allocation of the price between the different segments at
the time of ticket sales, thus avoiding all of the subsequent billing and rebilling
that occurs under the traditional airline interline model.

Air Traffic Liability Verification
3.62 The ATL balance for the sales/use match method of revenue recog-

nition generally is verified monthly by reconciling ticket-level detail contained
in unearned revenue subledger files to the general ledger balances in ATL.
A number of common reconciling items exist in this reconciliation, primarily
unmatched usage, accrued sales, and ATL breakage, which are described in
detail in the sections that follow.

3.63 In the verification of the ATL account under the sampling method of
revenue recognition, each air carrier periodically verifies its passenger revenue
accounting practices. The purposes of this verification are to assess the degree
of reliance that can be placed on the carrier's earned passenger revenue and,
at the same time, to test the balance in the ATL account.

3.64 To perform ATL verification under the sampling method, some air-
lines open a new ATL account for unearned revenue on the first day of the
month in which the verification begins (generally three months prior to the air-
line's fiscal year end). Only credit entries for tickets sold for the new period are
recorded in this account. All lifted coupons, refunds, exchanges, and liabilities
for OL and OAL coupons are segregated between those sold in the prior period
and those sold in the new period. The applicable amounts are charged to the
appropriate period's ATL account.

3.65 The carrier verifies the prior-period ending balance by analyzing
lifted coupons, refunds, exchanges, and invoices for a period within the current
period. The length of time of the analysis varies but usually does not exceed
12 months. All transactions with a validation date (sales date) prior to the
first day of the new period are accumulated in this analysis. The value of the
prior-period tickets and coupons used in the verification may be derived from
the priced fare of each prior-period lifted coupon, or it may be an amount
determined by sampling the coupons.

3.66 Under either process, adjustments to the recorded ATL balance are
frequently necessary. Common adjustments to ATL result from revenue break-
age, partially used tickets, invalid nonrefundable tickets, pricing errors, com-
puter processing errors, and so forth. See the "Passenger Revenue Recognition
Model" discussion in this chapter. After a reasonable period, an estimate is
made of remaining unused tickets (those sold in the prior period that are still
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expected to be used but are unused as of the current period), and the airline
can assess the accuracy of its estimates and make necessary adjustments to
future estimates.

Unmatched Usage
3.67 A key control in either a sales/use match or sampling system is the

investigation of what is referred to as unmatched usage. Unmatched usage oc-
curs when a passenger uses a ticket, and the airline has no record of the original
ticket sale. Usage may be in the form of provided transportation, exchange, re-
fund, or certain other form. With advances in technology, the number of tickets
used that the airline has not recorded as sold has become extremely low. When
unmatched usage occurs, it typically results from the use of a ticket prior to the
sale being recorded through the sales reporting process, specifically for travel
agency and international sales. In these situations, the ticket usage is ulti-
mately matched with the recorded ticket sale, and revenue recognition occurs
as of the date of travel. However, the investigation of unmatched usage can
also identify sales that were incorrectly or never recorded by a travel agency
or other sales agent and for which the airline still needs to collect the fare.
The primary accounting issue associated with unmatched usage is valuation of
coupons because the sale has not yet been recorded and, therefore, the actual
amount for which the ticket was sold is not included in the revenue accounting
system. In these circumstances, the revenue for passenger travel is generally
recorded using the best information available to the airline. For tickets sold
on a GDS, airlines frequently use TCN data provided by the GDS to recognize
revenue on unmatched usage. If TCN data are not available, the airline may
use other segment- or yield-based estimates to determine revenue for these
tickets. Whichever method is used, an airline should track the accuracy of its
pricing of unmatched usage and make corrections as appropriate to deal with
any pricing issues identified.

ATL Breakage
3.68 ATL is the value of unused transportation sold by the air carrier

and includes both the liability for transportation to be provided by the carrier
selling the ticket and liability for transportation that may be provided by other
air carriers. ATL also includes ATL breakage. Historically, ATL breakage has
been defined as recorded ticket sales that remain partially or wholly unused
after either the scheduled departure date or ticket expiration date. ATL break-
age generally has included both the revenue breakage and invalid tickets, as
defined in the "Ticket Validity" and "Revenue Breakage" sections.

3.69 Airlines have historically used a variety of methods to account for
ATL breakage. One common method of accounting for ATL breakage includes
recording an estimate of revenue breakage in the month of departure or the
month of ticket expiration. As further discussed in the following sections, the
AICPA Financial Reporting Executive Committee (FinREC) recommends that
airlines should recognize revenue breakage for valid tickets at the date of
expiration. FinREC believes that is the preferable accounting policy. However,
FinREC believes that if certain conditions (set forth in the "Passenger Revenue
Recognition Model" section) are met, an airline may elect to recognize breakage
before expiration at the date when all services have been provided. If an airline
meets those conditions and chooses to recognize breakage before expiration,
revenue breakage may be recognized on the departure date.
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Ticket Validity
3.70 For purposes of this discussion, ticket validity refers to the status of

the ticket prior to its contractual expiration date (assumed to be one year from
the date of sale). All unused tickets are either valid or invalid as determined by
the specific airline's ticketing policies. A valid ticket is a ticket that maintains
its validity (that is, the ticket has value and the customer can travel with the
ticket, exchange it for future travel, or obtain a refund) until its contractual
expiration date. An invalid ticket generally loses its value at departure date or,
in certain circumstances, at some point subsequent to departure date but prior
to its contractual expiration date.

3.71 The following table provides examples of valid and invalid tickets.
Each category of valid and invalid tickets is discussed in the following sec-
tions. It is assumed that the departure date has passed in all of the following
examples.

Invalid Tickets Valid Tickets

• Nonrefundable/nonexchangeable
tickets without continuing validity

• Tickets involving gaming, for
example, nonrefundable partially
used tickets that have no continuing
value based on fare rules

• Refundable tickets

• Nonrefundable tickets with
continuing validity

• Travel vouchers issued for
passenger inconvenience

Revenue Breakage
3.72 Revenue breakage is defined in this guide as the recognition of rev-

enue before the airline has performed all its obligations under the sales ar-
rangement because the customer has not required the airline to perform and is
unlikely to do so. Revenue breakage consists of refundable and nonrefundable
tickets that remain unused past departure date, have continuing validity (valid
tickets), and are expected to ultimately expire unused, as well as valid travel
vouchers that are not expected to be redeemed prior to their expiration date.

3.73 The passenger revenue recognition model described in this chapter
discusses guidance on determining when to recognize revenue breakage for
valid tickets and travel vouchers. FinREC believes that invalid tickets are not
considered to be revenue breakage and recommends that they be recognized as
revenue at the point when they become invalid, which is usually the departure
date.

Nonrefundable Tickets
3.74 For many airlines, the majority of tickets sold are nonrefundable

restricted-fare tickets, which carry lower prices and frequently require charges
for fare changes and, in some cases, change fees (up to $250) before the ticket
itinerary can be changed. In the past, certain carriers allowed customers with
nonrefundable tickets to cancel existing reservations after the departure date
and exchange the value of the canceled ticket for a ticket on another flight.
In recent years, most carriers have modified their fare rules to eliminate cus-
tomers' ability to exchange nonrefundable tickets if they fail to notify the carrier
prior to the original departure date that travel will not occur. Regardless of the
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airline's ticket validation policy, revenue breakage (as defined herein) includes
only those nonrefundable tickets for which the departure date has passed, that
have continuing validity, and that are expected to ultimately expire unused.

3.75 For example, if a ticket is nonrefundable and requires notification
in advance of the departure date in order to be exchangeable for future trans-
portation, and if such notification was not made by the passenger, the ticket
is invalid after the departure date. As such, revenue recognition at the depar-
ture date is appropriate because the airline has fully performed its obligation
to the passenger. Such tickets are not considered revenue breakage but are
recognized as revenue at departure date because the tickets become invalid at
that point.

3.76 When estimating revenue breakage based on the passenger revenue
recognition model described in this chapter, it is necessary to consider the
effect of historical customer accommodations (for example, circumstances in
which an invalid ticket or a formerly valid ticket past its expiration date is
honored by the airline, generally for customer convenience reasons). FinREC
believes that in order to recognize revenue from invalid tickets and revenue
breakage prior to the ticket expiration date (as discussed in the "Passenger
Revenue Recognition Model" section of this chapter), the airline would also
have to demonstrate a history of not honoring invalid or expired tickets due to
customer accommodations except in very limited circumstances.

Refundable Tickets
3.77 Revenue breakage includes only those refundable tickets for which

the departure date has passed and that are not expected to be refunded or
reissued for travel prior to their expiration date.

Tickets Involving Gaming
3.78 Gaming occurs in certain instances in which, due to airline pricing

practices, it is more economical to purchase two round-trip tickets and use only
one-half of each ticket, rather than purchasing one round-trip ticket for the
intended dates of travel, or in instances in which a leg of a ticket is purchased
with no intent to use the leg because the overall ticket has a lower cost than a
ticket without the additional leg (referred to as hidden cities). Tickets that are
unused and represent throw-aways, that contain hidden cities, or that involve
other ticketing phenomena, commonly referred to by airlines as gaming, have
no validity after the scheduled departure date because frequently the ticketing
rules permit no refund or exchange of such tickets. Furthermore, the customer
would not be entitled to any refund or exchange because the value of the ticket
actually flown exceeds the value of the ticket purchased. As a result, FinREC
recommends that revenue related to such items be recognized as of departure
date.

Travel Vouchers
3.79 Travel vouchers are generally issued in connection with denied

boarding situations in which a passenger is involuntarily denied boarding and
placed on another flight and provided with a voucher as an accommodation
for the passenger's inconvenience. Travel vouchers are also provided as an
enticement for passengers to accept a voluntary change in flights. In denied
boarding situations, the travel voucher is issued in addition to providing an-
other flight to the customer to complete his or her originally scheduled trip.
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Travel vouchers may also be issued to passengers as compensation related to
other customer service issues. Travel vouchers are usually issued for either
free travel (for example, a round trip anywhere in the United States, but usu-
ally excluding Hawaii and Alaska) or for a fixed amount (frequently ranging
from $100 to $500) that can be used by the passenger to pay for future travel
purchases from the issuing airline. Generally, travel vouchers cannot be re-
funded and expire one year from the date of issuance. Partially used travel
vouchers frequently have no continued validity for the unused value. Unused
travel vouchers have continued validity generally until their expiration date.

3.80 Travel vouchers are recorded at the date of issuance, which is usu-
ally the departure date of the ticket for which the voucher was issued due to
passenger inconvenience. Airlines record the initial issuance of travel vouch-
ers as either an expense or as a reduction of passenger revenue, depending on
the carrier's policy; however, the total revenue recognized for the initial ticket
and the voucher cannot exceed the cash collection from the passenger. FinREC
believes that characterization of travel vouchers as a reduction of passenger
revenue is preferable. Then, when travel vouchers are exchanged for tickets,
revenue for the exchanged tickets is recognized upon travel in accordance with
standard revenue recognition procedures described previously. Airlines record
travel vouchers for dollars off at their face value and travel vouchers for free
trips at the amounts that are based on similar tickets with comparable restric-
tions. Airlines also record breakage related to travel vouchers in accordance
with their established policy.

Passenger Revenue Recognition Model
3.81 The following is an illustration of the application of the passenger

revenue recognition model in the airline industry. It is based on guidance
provided in the previous sections of this chapter and serves as a guide to the
detailed discussion that follows. It is illustrative only and has been prepared
to show how certain fact patterns might affect passenger revenue recognition.
Revenue recognition decisions reached in this illustration are based on the
assumptions listed in the next paragraph. Facts and circumstances of each
individual airline should be considered in the application of this model.

3.82 The assumptions are as follows:

� All ticket sales and travel vouchers are recorded in ATL.
� Tickets and travel vouchers are valid for one year from date of

issuance.
� Nonrefundable tickets (unused) become invalid on the scheduled

travel date unless the customer complies with the airline's ticket-
ing rules (no value after travel date).

� Nonrefundable tickets (unused) remain valid after the scheduled
travel date if the customer complies with the airline's ticketing
rules. Thereafter, 20 percent are never used prior to expiration
(revenue breakage).

� Nonrefundable tickets (partially used) become invalid on the
scheduled travel date.

� Refundable tickets (including partially used) can be refunded
within one year.
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� Refundable tickets (including partially used) can be exchanged
within one year. No change fee is charged, but the airline either
collects or refunds any difference in airfare.

� Ten percent of valid refundable tickets (including partially used)
are never submitted for refund or exchange prior to expiration
(revenue breakage).

3.83 Revenue recognition occurs as outlined in the following table.

Ticket Usage When the Revenue is Recognized

Passengers using tickets At actual travel date

Tickets that become invalid,
generally on departure date, for
which the customer does not
comply with the airline's
ticketing rules

At scheduled departure date

Revenue breakage for tickets On the expiration date or, under certain
conditions, on the scheduled departure
date (see paragraphs 3.84–.87 of this
chapter)

Revenue breakage for travel
vouchers

On the expiration date or, under certain
conditions, at the date of issuance
because this is generally the departure
date of the original ticket for which the
voucher was issued due to passenger
inconvenience

3.84 FinREC recommends that airlines recognize revenue breakage for
valid tickets at the date of expiration. FinREC believes that is the preferable
accounting policy. However, FinREC believes that if the conditions set forth in
paragraphs 3.86–.87 are met, an airline may elect to recognize breakage before
expiration at the date when all services have been provided. If an airline meets
those conditions and chooses to recognize breakage before expiration, revenue
breakage may be recognized on the departure date.

3.85 FinREC believes that departure date is an acceptable point at which
to recognize revenue breakage, provided the conditions set forth in paragraphs
3.86–.87 are met, because the probability of redemption and the customer re-
quiring performance become remote at that point. Furthermore, some believe
that when the originally scheduled departure date has occurred and the ticket
remains unused, the airline has performed its obligation to provide transporta-
tion.

3.86 FinREC believes the SAB No. 104 criteria for recognizing refundable
membership fees provide a sound model for conditions that need to be met in
order for revenue breakage to be recognized before ticket expiration. Accord-
ingly, FinREC believes that the following conditions, if met, would provide a
basis for supporting the recognition of breakage at the scheduled departure
date:

� The estimates of breakage are being made for large pools of ho-
mogeneous items.
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� Reliable estimates of breakage can be made on a timely basis.
� There is a sufficient entity-specific historical basis upon which to

estimate breakage, and the airline believes that such historical
experience is predictive of future events.

3.87 FinREC believes that in accordance with the first condition, breakage
items that could be expected to have similar breakage patterns would need to
be aggregated into pools. Generally, refundable tickets, nonrefundable tickets,
and travel vouchers would be considered separate homogeneous pools. De-
pending on the circumstances, some of these categories may need to be broken
down further. FinREC believes it is preferable that the accounting policy for
breakage for each of these separate homogeneous pools be consistent. FinREC
observes that start-up airlines would generally be unable to meet the third
condition in paragraph 3.86 and, thus, generally would not recognize breakage
prior to expiration. However, once an airline has sufficient history on which to
base its estimates, it may choose to recognize breakage at departure date if the
other two conditions in paragraph 3.86 are also met. In those circumstances,
it would not be considered a change in accounting principle because the air-
line's accounting policy has not changed. In the example of a start-up airline,
the airline's accounting policy from the beginning was to recognize revenue
breakage prior to ticket expiration; however, the airline had to default to rec-
ognizing breakage at ticket expiration because it did not have sufficient history
to estimate breakage. Once the airline accumulates a sufficient entity-specific
historical basis upon which to estimate breakage, it would be able to begin
recognizing breakage prior to ticket expiration.

3.88 An airline's breakage policy should be disclosed pursuant to FASB
ASC 235-10-50-1.

Change and Other Transaction Fees
3.89 Change fees are charges imposed on passengers for making sched-

ule changes to nonrefundable tickets. Such fees are intended to compensate
the airline for allowing and completing the ticket exchange, including covering
the cost thereof. Change fees are not refundable, have no separate value to the
customer once paid, and do not attach to the ticket. In other words, if the ticket
is exchanged again, only the value of the ticket (face value), exclusive of the
change fee, could be used against the value of the new ticket, and another
change fee would likely apply. The timing and methodology of charging change
fees vary among airlines. Some airlines assess the change fee by reducing the
face value of the cancelled ticket by the amount of the change fee at the time the
customer notifies the airline that the original flight will not be taken. Other air-
lines assess change fees if and when the ticket is ultimately exchanged, which
may occur before or after the original flight. If the customer does not comply
with the airline's ticketing rules, the original ticket may become invalid and
would not be permitted to be changed. See the "Passenger Revenue Recognition
Model" section of this chapter.

3.90 The predominant industry practice is to account for change fees as
a separate transaction independent from the original ticket sale. Under this
approach, change fees are viewed as a separate transaction independent from
the original ticket sale because the fees are charged subsequent to the initial
sales transaction, there is no requirement on the passenger to pay the fees
at the time of the original sale, and passengers who pay change fees receive
additional utility that they are not otherwise entitled to (that of being allowed
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to exchange the original ticket and, therefore, preserve its value). Under this
approach, revenue related to change fees is recognized when the fee is assessed,
which might be when the original ticket is either cancelled or exchanged.

3.91 However, under an alternative approach, it is believed that there is
only one deliverable—passenger transportation—and that change fees do not
represent a separate revenue-generating event because the actual transporta-
tion is so significant to the overall arrangement that performance cannot be
deemed to have taken place until the airline provides transportation to the pas-
senger. As such, revenue related to change fees is recognized when the ultimate
transportation service is provided.

3.92 Other transaction fees (for example, paper ticket fees, delivery fees,
and reservation fees) are charged by airlines for providing various services.
Airlines need to consider whether such fees are separate revenue-generating
transactions under FASB ASC 605-25-25-1.* Fees that qualify as separate units
of accounting are generally recognized as revenue when the related service is
provided and classified as other operating revenues. FinREC believes that
fees that do not qualify as separate revenue-generating transactions should be
deferred and recognized as revenue when the related transportation service is
provided.

3.93 As a result of the difference in the nature of change and other trans-
action fees, some airlines classify this revenue as other operating revenue and
not as a component of passenger revenue. Although diversity in practice exists
in the classification of change and other transaction fees, either presentation
is believed to be appropriate as long as the airline discloses the classification
of change and other transaction fees if such amounts are material.

Taxes and Fees
3.94 The primary fees collected on each ticket by airlines are summarized

in the following table.

TAXES AND FEES ON PASSENGERS

Type of Tax
Percentage

or Flat Unit of Taxation

Federal Ticket Tax(1) Percentage Domestic Airfare

Federal Flight Segment Tax(1) Flat Fee Domestic Enplanement

Federal Security Surcharge(2) Flat Fee Enplanement at U.S. Airport

Airport Passenger Facility
Charge (PFC)(3)

Flat Fee Enplanement at Eligible U.S.
Airport

International Departure Tax(1,4) Flat Fee International Passenger
Departure

International Arrival Tax(1,4) Flat Fee International Passenger
Arrival

Immigration and Naturalization
Service (INS) User Fee(5)

Flat Fee International Passenger
Arrival

(continued)

* See footnote* in paragraph 3.49.
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Type of Tax
Percentage

or Flat Unit of Taxation

Customs User Fee(6) Flat Fee International Passenger
Arrival

Animal and Plant Health
Inspection Service (APHIS)
Passenger Fee(7)

Flat Fee International Passenger
Arrival

Frequent Flyer Tax(8) Percentage
or Flat Fee

Frequent Flyer Awards

TAXES AND FEES DIRECTLY ON THE AIRLINE

Type of Tax
Percentage

or Flat Unit of Taxation

Frequent Flyer Tax(9) Percentage Sale of Frequent Flyer Miles

APHIS Aircraft Fee(7) Flat Fee International Aircraft Arrival

Jet Fuel Tax(1) Fee per
Gallon

Domestic Gallon

Leaking Underground Storage
Tank (LUST) Fuel Tax(10)

Fee per
Gallon

Domestic Gallon

Air Carrier Infrastructure
Security Fee(2)

Per Carrier Calendar Year 2000 Screening
Costs

NOTES
1. Deposited to the Federal Airport and Airway Trust Fund, which funds the

majority of the Federal Aviation Administration annual budget.
2. Funds screeners, equipment, and other costs of the Transportation Secu-

rity Administration.
3. PFCs are federally authorized but levied by local airport operators, which

set the amounts (up to $4.50 per enplanement, to a maximum of 2 PFCs
per 1-way trip and 4 per journey).

4. Does not apply to those simply transiting through the United States be-
tween two foreign points.

5. Funds inspections conducted by the U.S. INS.
6. Funds inspections conducted by the U.S. Customs Service. Passengers ar-

riving from Canada, Mexico, U.S. territories and possessions, and adjacent
islands are exempt.

7. Funds U.S. Department of Agriculture agricultural inspections, conducted
by the U.S. APHIS. Arrivals from Canada are exempt.

8. A form of federal ticket tax imposed on passengers redeeming their fre-
quent flyer awards.

9. A form of federal ticket tax, deposited with the federal Airport and Air-
way Trust Fund, imposed on proceeds from the sale of the right to award
(frequent flyer) miles to third parties (for example, credit card issuers, car
rental companies, restaurants, and hotels); became effective October 1,
1997.

10. Supports the LUST Trust Fund.
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Taxes and Fees on Passengers
3.95 The taxes and fees assessed on the sale of tickets to end customers

have traditionally been considered by airlines as taxes collected as an agent.
Accordingly, all such taxes and fees have been presented on a net basis (that
is, excluded from revenue and recorded directly as liabilities until paid to the
respective taxing authority). Paragraphs 3–4 of FASB ASC 605-45-50 apply to
any tax assessed by a governmental authority.

3.96 Taxes directly imposed on a revenue-producing transaction between
a seller and a customer may include, but are not limited to, sales, use, value
added, and some excise taxes, and therefore, include taxes and fees assessed
on the sale of tickets to passengers. FASB ASC 605-45-50-3 provides that the
presentation of taxes within its scope on either a gross (included in revenue and
costs) or a net (excluded from revenue) basis is an accounting policy decision
that should be disclosed pursuant to FASB ASC 235-10-50-1.

3.97 Therefore, an airline may choose to present those taxes on a gross
basis. It has been the longstanding industry practice to present those taxes on
a net basis because they are collected in the capacity of an agent. FinREC be-
lieves that net presentation is preferable. FASB ASC 605-45-50 also sets forth
disclosure requirements that are discussed in chapter 7, "Financial Reporting
and Disclosures," of this guide.

Taxes and Fees Directly on the Airline
3.98 Taxes and fees assessed directly on the airline are considered taxes

and included in operating expenses in the carrier's financial statements. Jet
fuel taxes are included as a component of fuel expense.

3.99 See chapter 10, "Special Reports and Example Reporting," for a dis-
cussion of certain fees and illustrative reports issued in attest engagements in
connection with those fees.

Frequent Flyer Programs

Introduction
3.100 FFPs were introduced by many airlines in the early 1980s, prin-

cipally to induce higher levels of repeat business from their customers. The
basic concept of an FFP is to encourage passenger loyalty by providing awards
geared to the frequency of travel on the sponsoring airline, typically in the
form of frequent flyer miles, points, or segments (collectively referred to as
mileage credits) that can be accumulated and converted into free or discounted
travel.

3.101 Some airlines also enter into code-sharing or other arrangements
whereby they cooperate with other airlines in providing travel-related benefits
to passengers. Typically, such arrangements involve an ability to access one
another's FFP so that members of one airline's FFP can use their mileage
credits to obtain awards on another participating airline, earn mileage credits
for flights taken on another participating airline, or both.

3.102 Some FFPs also involve participants other than airlines, for ex-
ample, credit card issuers, hotels, car rental companies, and restaurants. The
most prevalent nonairline participants in FFPs have historically been credit
card issuers. Nonairline participants grant mileage credits as an inducement
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for the purchase of products or services. These nonairline participants pay the
airline based upon the level of purchases for the ability to utilize the marketing
benefits of the FFP. These programs can account for a significant portion of the
mileage credits issued in an FFP.

3.103 In addition to free travel awards, various other types of awards may
be offered by an FFP in exchange for mileage credits accumulated under the
program, including the following:

� The ability to buy a ticket at a discount
� Upgrades
� Free companion tickets
� Free travel on a participating airline
� Other nontravel awards

3.104 The extent of the marketing benefits to be obtained from an FFP by
the sponsoring airline depends partly on the airline's ability to handle the extra
traffic generated by the FFP while not displacing fare-paying passengers. As a
result, as FFPs have developed, it has become more commonplace for airlines
to impose restrictions involving, for example, the limitation of capacity that
is available for frequent flyer passengers on some or all flights, including, in
particular, those during peak travel periods on high density routes.

3.105 There are two methods of accounting for free or discounted travel
arising under FFPs: the incremental cost method and the deferred revenue
method. There is no specific authoritative accounting guidance on the account-
ing for FFPs. FASB previously considered but reached no consensus on the ac-
counting for FFPs. Although certain aspects of frequent flyer accounting have
been governed by the principles set forth in SAB No. 104 (primarily related to
the sale of FFP credits, as discussed later in this chapter), other aspects have
simply evolved as a matter of industry practice. Over the years, airlines have
used both methods and provided certain disclosures concerning FFPs. In the
absence of any specific authoritative guidance, many airlines have analogized
to the guidance in either FASB ASC 605-50 to support use of the incremen-
tal cost method, or FASB ASC 605-25, to support use of the deferred revenue
method.

3.106 Under the deferred revenue method, an airline recognizes a liability
for the issuance date selling price (in accordance with the "Pending Content"
in FASB ASC 605-25-25) of all outstanding mileage credits, regardless of how
they originated. In contrast, under the incremental cost method, an airline
recognizes a liability under a mixed model comprised of an incremental cost
accrual for mileage credits not sold to third parties and expected to be redeemed
for travel on the airline, the selling price of mileage credits sold to third parties
(that is, deferred revenue), and the cost of settlement for mileage credits not
sold to third parties and expected to be redeemed for travel on a partner airline
or a nontravel award.

3.107 The deferred revenue method is acceptable in all circumstances,
whereas the incremental cost method is acceptable in only certain circum-
stances. For example, the incremental cost method is inappropriate in circum-
stances in which (a) a significant number of paying passengers are displaced
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by passengers redeeming awards2 or (b) the value of an individual award is
significant compared with the value of the purchase(s) earning the award.

Incremental Cost Method
3.108 Historically, there has been substantial industry practice to use

the incremental cost method rather than the deferred revenue method. The
incremental cost method is based on the concept that FFP awards are tightly
controlled so that passengers redeeming the awards are simply filling excess
capacity and, as a result, the carrier is incurring only the incremental cost of
providing what would have otherwise been an empty seat. However, FinREC
believes if FFP awards are without limitations (such as capacity restrictions or
blackout dates) or if special promotional programs are used that could cause
the value of an individual award to be significant compared to the value of
the purchase(s) earning the award, use of the incremental cost method may be
inappropriate.

3.109 Under the incremental cost method, a liability is recorded for the
incremental cost associated with rewarding those FFP members expected to
redeem mileage credits. For awards expected to be redeemed for free travel
on the sponsoring airline, incremental cost typically includes the cost of fuel,
food and drinks, ticketing, and certain types of insurance because these are
the typical incremental costs an airline will incur to provide travel to one
additional passenger. For awards expected to be redeemed for free travel on
other airlines or for nontravel awards, the incremental cost is the amount the
sponsoring airline will be obligated to pay the other airline (see the "Accounting
for Interline Mileage Credits" section of this chapter for additional guidance)
or other third-party providing the award.

3.110 A key factor in estimating an FFP obligation under the incremental
cost method is the estimate of mileage credits that are expected to be redeemed.
In practice, that estimate is influenced by a number of factors, including the
following:

� The threshold of mileage credits required before an FFP member
can secure an award and the mix of award redemptions under
the FFP. The rate of redemption will be affected by the ease with
which members can accumulate sufficient mileage credits to make
a redemption and the attraction of the awards offered by the FFP.

� The expiration/purge period, if any, established for the program.
Some FFPs provide that mileage credits must be used within
a specified period or they are lost. The rate of redemption of
mileage credits will be affected by the airline's policy for credits
lost through expiration or nonuse.

� The airline's redemption experience. Airlines develop statistics
including

— overall number of mileage credits redeemed.

2 For purposes of applying the guidance discussed in this guide, the fact that a passenger
redeeming an award might otherwise have been a paying passenger had they not redeemed the
award should not lead to the conclusion that a paying passenger has been displaced by a passenger
redeeming an award. In other words, passengers redeeming an award do not displace themselves as
paying passengers for purposes of applying the guidance discussed in this guide.
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— proportion taken in air (including air travel provided by

airline partners) and nonair travel awards.

— flight segments against which awards are taken.

— nature of other awards taken.

— frequency of redemptions.

— utilization of mileage credits among particular member
categories.

3.111 Some airlines with well established programs and comprehensive
redemption data have been able to build up experience-based statistical models
for estimating the likelihood and type of redemptions.

3.112 The cost of offering nonair travel awards is the cost charged to the
airline for the product. Airlines need to accumulate sufficient data regarding
the level of mileage credits redeemed for nonair travel awards to be able to
properly estimate their obligation for nonair travel awards.

Deferred Revenue Method
3.113 Under the deferred revenue method, the selling price of all mileage

credits, including those granted for travel on the issuing airline, is deferred un-
til such time as the mileage credits are used for an award. Historically, there
has been limited use of the deferred revenue method, although some airlines
have adopted it in connection with business combinations or upon application
of fresh start accounting when exiting bankruptcy. However, the deferred rev-
enue method is required under International Financial Reporting Standards.
Accordingly, in addition to guidance provided in this chapter, an airline may
also give consideration to International Financial Reporting Interpretations
Committee Interpretation No. 13, Customer Loyalty Programmes, when apply-
ing the deferred revenue method.

3.115 Therefore, in determining the selling price of mileage credits, air-
lines first need to determine if measurement representative of vendor-specific
objective evidence (VSOE) of selling price is available.

3.116 The industry generally has looked to transactions involving the
transportation element of sales of mileage credits to third parties (such as
other airlines) to derive VSOE of selling price. If such transactions are not
representative of VSOE of selling price, airlines may look to purchased tickets
with the same or similar restrictions as frequent flyer awards.

3.117 The selling price of mileage credits is determined at issuance of
the credits and the resulting liability is not adjusted, or marked-to-market, for
future changes in selling price. However, as the selling price of mileage credits
issued changes over time it is necessary to change the initial deferral rate,
which results in a pool of mileage credits valued at different rates. Because
mileage credits are frequently fungible and therefore airlines have difficulty
in tracking individual mileage credits from issuance to usage for a flight or
other award, airlines generally adopt a methodology to determine the value
of mileage credits used for awards. A common approach is to use a weighted
average or first-in, first-out method, much like an inventory valuation, to de-
termine which miles are used for redemptions and which remain in the pool of
outstanding miles.
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3.118 Mileage credits that expire under the terms of the airline's policy or
not likely to be redeemed are collectively referred to as breakage. The estima-
tion and accounting for the breakage of mileage credits is a critical accounting
consideration. FinREC believes that breakage should be recognized using one
of the following methods:

� Expiration recognition method. Breakage is recognized at expi-
ration of the mileage credits, or, if mileage credits do not expire,
when the likelihood that the mileage credits will ever be redeemed
for future services becomes remote.

� Redemption recognition method. Breakage is estimated and rec-
ognized in proportion to actual mileage redemptions.

3.119 Immediate recognition of breakage is not appropriate. FinREC be-
lieves that an airline's breakage methodology should be based on company-
specific historical evidence of customers' redemption rates and should be ap-
plied consistently.

3.120 The estimation of the breakage rate will frequently require the
use of sophisticated statistical modeling techniques to analyze historical infor-
mation. Typically, the models will take into account historical behavior such
as the number of mileage credits accumulated and the frequency and size of
redemptions. Also, customer characteristics, such as geographic location and
length of time in the program, would need to be considered. It is necessary
to consider carefully whether historical redemption behavior is indicative of
expected future behavior by reference to such factors as changes in the terms
of the program or the customer population or goods or services offered. In
particular, the following factors may affect the estimated rate:

� Changes in the popularity of the program over the years, with
many new members joining, such that the redemption history
relating to the older years is no longer representative.

� Customers who have rarely or never redeemed mileage credits,
building up their balance for redemption for a highly valuable
award or future travel, thus making their historical redemption
activity not representative of their future activity.

� Differing patterns in the redemption rates relating to such factors
as the age of customers, their geographical locations, their past
buying pattern, the length of time as a customer, or other factors
that may indicate that population may need to be segmented into
different groups for the purpose of estimating future redemptions.

� Requirements for customers to build up to a minimum level of
mileage credits before they can reach an award level, which may
mean a number of customers will not be able to redeem their
mileage credits.

� The expiration/purge period, if any, established for the program.
Some FFPs provide that mileage credits must be used within a
specified period or they are lost. The redemption rate will be af-
fected by any systematic elimination of unused mileage credits.

3.121 The assumptions and models used to estimate the breakage rates
need to be reasonable, reliable, and objectively determined.
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Accounting for Mileage Credits Sold to Third Parties
3.122 The "Pending Content" in FASB ASC 605-25-25 provides the most

appropriate guidance for accounting for the sale of mileage credits to nonairline
participants.† The "Pending Content" in paragraphs 1–2 of FASB ASC 605-25-
25 explain the criteria for determining whether arrangements with multiple
deliverables should be divided, how to measure and allocate the arrangement
among the separate units of accounting based on specific criteria as described
in 605-25-25-5, that the allocation should be based on their relative selling
prices, and that the applicable revenue recognition criteria should be consid-
ered separately for separate units of accounting.

3.123 Under the "Pending Content" in FASB ASC 605-25-25, the air-
line would, if possible, separate the component of the sale representing the
value of the future travel awards (the travel component) from the component
that represents the value associated with other goods or services acquired by
the nonairline participant, such as the right to use the airline's database or
customer mailing list (the marketing component).

3.124 The marketing component may be recognized as revenue at the
point of sale of the mileage credits to the affinity partner, whereas the travel
component is recognized as travel occurs.

3.125 For airlines accounting for their FFPs under the deferred revenue
method, the selling price of the travel component is determined based on the
same rate used for mileage credits granted for travel on the issuing airline, as
discussed in paragraph 3.117 of this chapter, and recognized as revenue using
the same methodology selected by the airline pursuant to paragraph 3.116.

3.126 For airlines accounting for their FFPs under the incremental cost
method, the selling price of the travel component is typically derived in the
same manner as the selling price of mileage credits under the deferred rev-
enue method. Also, because airlines generally do not track miles on a specific
identification basis (that is, miles awarded for flying are not distinguished
from those sold to nonairline participants), airlines accounting for their FFPs
under the incremental cost method have developed conventions for allocating
mileage credits used between those granted for travel on the issuing airline (an
incremental cost model) and those sold to nonairline participants (a deferred
revenue model). This convention assumes that the mileage credits sold to non-
airline participants are used for travel awards, and thus recognized as revenue,
on a straight-line basis over the historical usage period of the mileage credits.
In applying this concept, an airline needs to eliminate from its incremental cost
liability the mileage credits sold to nonairline participants for which revenue
is deferred.

3.127 FinREC recommends that revenue attributed to the marketing com-
ponent be classified as other operating revenue and that revenue attributed to
the travel component be classified as passenger revenue.

† Many airlines have affinity credit card agreements that have been in place for many years
and will not be required to adopt the "Pending Content" in ASU No. 2009-13, Multiple Element
Arrangements, until new agreements are executed or existing agreements are materially modified.
Until such time, airlines continue to utilize the residual method for allocating value between the
travel components and marketing components. Readers should be aware of the transition guidance
in FASB ASC 605-25-65-1.
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Accounting for Interline Mileage Credits
3.128 Airlines frequently include other airline partners in their FFPs to

extend their programs in order to attract and retain certain premium passen-
gers as well as to offer their FFP members extended options for the potential
use of their accumulated mileage credits. In most of these cases, the airline
also participates in the other airline's FFP on a reciprocal basis. Such cross-
participation by airline partners in each other's FFP creates a number of ac-
counting issues for airlines accounting for their FFPs under the incremental
cost method that stem primarily from the settlement of usage under the con-
tracts between the carriers. The majority of contracts call for settlement of the
net activity between the 2 carriers' FFPs—generally, at least annually—at a
stated rate per mileage credit that is frequently higher than the carriers' own
incremental cost to provide an FFP seat. In fact, these rates are frequently up
to 10 times higher than the incremental cost rate because they tend to repre-
sent the mileage credit equivalent of the fair value of a restricted ticket. For
airlines accounting for their FFPs under the deferred revenue method, these
issues are generally not present because deferral rates approximate or exceed
the settlement rates.

3.129 In the early stages of these partner relationships, many airlines ac-
counted for interline FFP activity on a net basis. Individual activities were not
recorded; rather, the net result of the settlement was recorded as income or ex-
pense in the period of settlement. FinREC believes that gross-basis accounting
is the appropriate practice.

3.130 Following is an illustration of the accounting for interline FFP
activity for an airline using the incremental cost method. In this illustration,
four activities affect the settlement between Home Airline (HA), the reporting
entity, and Partner Airline (PA).

a. Home Airline FFP members earn mileage credits in the Home Air-
line FFP for travel that occurred on Partner Airline. Partner Airline
is obligated to pay Home Airline for the mileage credits earned.

b. Home Airline FFP members use mileage credits to fly on Partner
Airline. Home Airline is obligated to pay Partner Airline for the
seats provided to Home Airline FFP members by Partner Airline,
generally at a converted award level.

c. Partner Airline members earn mileage credits in the Partner Air-
line FFP for flights on Home Airline. Home Airline is obligated to
pay Partner Airline for the mileage credits earned.

d. Partner Airline FFP members use their mileage credits to fly on
Home Airline. Partner Airline is obligated to pay Home Airline for
the seats provided to the Partner Airline FFP members by Home
Airline. The seat cost from Home Airline is generally at a converted
award level.

3.131 The following table summarizes the accumulation of the net settle-
ment of the program and the accounting for the previously described activities
on a gross basis.
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3.132 FinREC recommends that activities 1 and 4 be included in pas-
senger revenue (with respect to activity 1, upon amortization of the deferred
revenue), that activity 2 be offset against the frequent flyer liability, and that
activity 3 be recorded as an operating expense.

3.133 In this illustration, activity 2 results in the settlement of a portion
of Home Airline's existing FFP liability by paying another carrier to provide
transportation to one of its FFP members. Frequently, the contracts between
partner airlines call for settlement rates that are substantially higher than
the incremental cost that would be incurred by the sponsoring airline. FinREC
believes that if a carrier that uses the incremental cost method expects to
settle a portion of its FFP awards with travel on other airlines at rates that are
substantially higher than the incremental cost that it would incur to provide
that travel itself, that fact needs to be considered in estimating the airline's
FFP liability. In substance, this is similar to valuing the liability for the cost of
nonair travel awards that will be purchased by the airline to satisfy a portion
of its FFP awards.

3.134 Airlines evaluate the effect of the anticipated settlement of their
FFP liability on other airline partners in different ways. The most prevalent
approach is to use the airline's recent history to estimate a historical pattern
of FFP liability settlements by travel on partner airlines, to use that historical
pattern to estimate the portion of outstanding FFP awards that will be settled
with travel on partner airlines, and to value that portion of the liability based on
the settlement rates contracted with its airline partners. FinREC recommends
that when an airline enters into a contract with a new partner, it accrues the
additional liability based on the airline's best estimate of the portion of its FFP
awards that will be settled on the new partner airline. Factors to consider in
making that estimate include the contractual terms of the agreement with the
new partner airline, the practical limitations on the number of frequent flyers
who can reasonably redeem free travel awards on the new partner airline, the
airline's expectations and forecasts developed for use in negotiating the agree-
ment, and the potential effect on awards redemptions on other partner airlines
as a result of the new agreement. FinREC believes it would be inappropriate
to not accrue a liability upon entering into a contract with a new partner due
to a lack of historical experience with that particular airline.

Changes in Estimates Related to FFPs
3.135 The accounting for the various aspects of an airline's FFP is compli-

cated and involves a large number of estimates and assumptions. Some of the
more significant assumptions include the type and value of the incremental
costs components, estimates of how frequent flyer obligations will be settled
(for example, by providing service or paying to a third-party airline to settle
the obligation), the selling price of the undelivered element in the sale of a
mileage credit, and the period over which sold mileage credits will be used by
members when not tracked on a specific identification basis. An airline needs
to document the basis for its key estimates and assumptions used in account-
ing for its FFP. However, given the nature and significance of many of these
estimates and assumptions, it is common to have changes in assumptions and
estimates that affect the recorded amounts of the obligations or deferred rev-
enues. Also, the appropriateness of these estimates needs to be reassessed on a
regular basis. The frequency of this reassessment will depend on the sensitiv-
ity of the estimate to change. Changes in estimates should be accounted for in
accordance with the provisions of FASB ASC 250-10-45-17 which states that a
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change in accounting estimate should be accounted for in the period of change
if the change affects that period only or in the period of change and future
periods if the change affects both. A change in accounting estimate should not
be accounted for by restating or retrospectively adjusting amounts reported
in financial statements of prior periods or by reporting pro forma amounts for
prior periods.

3.136 Changes in FFP-related estimates that affect the calculation of the
FFP liability generally affect the period in which the change occurs, whereas
changes in estimates related to revenue recognition on the sale of mileage cred-
its and related deferred revenue components generally affect both the period
in which the change occurs and future periods and should be accounted for
prospectively as a component of the amount and timing of revenue recognition
on the sale of mileage credits. The following table provides some examples of
common changes in estimate in frequent flyer accounting and how each could
be evaluated under the accounting provisions of FASB ASC 250-10-45.

Frequent Flyer Program
Common Changes in Estimate

Period of Accounting
Recognition

• Changes to estimates of
incremental cost

• Current period charge or credit to
operations to reflect the updated
estimate of the obligation or
liability

• Changes to the settlement rate or
portion of mileage credits to be
used on other airline partners

• Current period charge or credit to
operations to reflect the updated
estimate of the obligation or
liability

• Changes in the selling price of the
deferred component of the sale of
mileage credits

• Applied prospectively to future
sales of mileage credits with
respect to the initial recognition

• Changes in the period over which
mileage credits sold are expected
to be used by program members to
claim travel

• Applied prospectively to future
sales of mileage credits and any
unamortized deferred revenue
balances

Prepurchase of Mileage Credits
3.137 As part of their scheduled airline service, most airlines operate a

loyalty program featuring airline mileage and other travel credit or awards
issued under cobranded credit card programs. Recently, airlines have looked
to these cobranded credit card programs as an additional source of financing.
To protect the credit card issuers in the event an airline goes into bankruptcy,
the underlying financing arrangement can be structured as a prepurchase of
mileage credits by the credit card issuer to be used for fulfillment of awards
offered to cardholders. Prepurchased miles are recorded as either deferred rev-
enue or indebtedness by the airline based on the terms of the arrangement
in accordance with the guidance provided in FASB ASC 470-10-25. When the
credit card issuer grants mileage credits to its customers, deferred revenue or
debt is reduced and the credit, if possible, is separated between the travel com-
ponent and the marketing component and accounted for pursuant to paragraph
3.119 of this chapter.
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Disclosures
3.138 See chapter 7 for disclosure considerations related to FFPs.

Capacity Purchase Agreements Gross Versus Net Presentation

Background
3.139 Regional jet contracts between a mainline airline and a regional air-

line are typically structured as capacity purchase agreements. Under these con-
tracts, the mainline carrier purchases the use of the regional airline's aircraft
and flight crews and other related services. The aircraft is painted in the colors
and logos of the mainline airline. The mainline airline also takes responsibility
for aircraft scheduling, ticket pricing, reservations, collections, and marketing.
There are a number of variations of capacity purchase agreements, including
cost-plus formulas, fee-per-departure formulas, capacity-based formulas, and
block-hour-based formulas, to name a few. Ultimately, these formulas achieve
a similar outcome, which is to cover the regional airline's costs and provide
a margin. Mainline carriers use capacity purchase agreements because these
arrangements allow them to expand their operations at lower fixed costs by us-
ing the regional's lower cost structure for operating jet aircraft. The mainline
airline can also benefit from capacity purchase agreements because they en-
able the airline to better control its entire network of flights and serve strategic
routes that might otherwise be uneconomical. See chapter 9 for a more detailed
discussion of capacity purchase agreements.

Presentation
3.140 To determine whether revenue from capacity purchase agreements

should be reported on a gross basis (passenger or other transportation revenue
reflects the ticket revenue, whereas the capacity purchase payments are re-
flected as operating expenses) or on a net basis (capacity purchase payments to
the regionals are charged to passenger revenue), FinREC believes that main-
line carriers should first analyze the capacity purchase agreement under FASB
ASC 840-10-15. FinREC believes that revenue from capacity purchase agree-
ments that contain a lease under FASB ASC 840-10-15 should be presented
on a gross basis whereas agreements that do not contain a lease should be
further analyzed under FASB ASC 605-45-45, to determine whether gross or
net presentation is appropriate.

Inherent Risk Factors
3.141 Factors that influence inherent risk related to revenue recognition,

advance ticket sales, receivables, interline payables, and FFPs might include
the following:

� The volume of sale and transportation transactions is immense,
requiring sophisticated IT systems.

� Certain airlines have very complex ticket pricing structures that
result in numerous price changes, which can affect key revenue
accounting estimates.

� The interline process requires significant estimation and can take
up to 24 months for certain situations to resolve fully.
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� Tickets are sold in foreign currencies, requiring translation of

sale data to the airline's reporting currency and the repatriation
of foreign currency cash amounts.

� Processing of lifted coupons has been outsourced by many airlines.
� Not all sales and use documents result in matching, necessitating

a level of estimation in recording revenues.
� Although interline transactions need to be accounted for on a

gross basis, they are often settled on a net basis and may be
inappropriately recorded that way.

� Not all lifted coupons are matched to sales information, resulting
in unmatched usage and revenue breakage.

� There is a high degree of manual involvement in accruals, refunds,
and the interline process.

� The frequent flyer arrangements between airline partners can be
very complex.
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Chapter 4

Acquiring and Maintaining Property
and Equipment

Background
4.01 The airline industry is capital intensive, with a significant portion

of an airlines assets invested in property and equipment. An airline's property
and equipment consist of three primary categories: flight equipment, ground
property and equipment, and equipment under capital leases. The total cost
recorded by an airline for purchased property and equipment includes all ex-
penditures applicable to its acquisition. These include the manufacturer's sales
price, sales or use tax, duty, freight costs, and the cost of any additions or mod-
ifications that qualify for capitalization.

4.02 Flight equipment generally consists of aircraft, rotable parts, and
leasehold improvements. Work-in-progress accounts used to accumulate costs
qualifying for capitalization are also classified as part of flight equipment. An
aircraft's airframe and engines usually are accounted for as separate assets,
primarily due to the interchangeability of engines among airframes. Airlines
generally classify flight equipment as either operating or non-operating. Oper-
ating flight equipment includes all items in use in air transportation services
or in services related to air transportation. Aircraft undergoing overhaul, mod-
ification, or repair or held for standby use as a spare (ready for immediate use
as backup) remain in the operating accounts. Additionally, airlines typically
include progress payments on flight equipment purchase contracts made to air-
craft manufacturers as part of property and equipment. As part of the aircraft
purchase agreement, airlines frequently provide some of the interior to the
manufacturer for use in the assembly process, referred to as buyer-furnished
equipment (BFE). BFE typically includes seats, galleys, overhead bins, in-flight
entertainment systems, and other equipment that the airline uses to provide
customer service. This equipment may be accounted for separately due to air-
lines tendency to replace these assets during the life of the aircraft.

4.03 Ground property and equipment generally consist of land, buildings,
leasehold improvements (such as those made to passenger and cargo termi-
nals), and equipment (including equipment used to service aircraft and traffic
loads on airport ramps and in terminals; to maintain flight and ground prop-
erties; and to conduct sales, training, and other office functions).

4.04 Airlines account for ground property and equipment in a manner
similar to other industries. Therefore, this chapter focuses primarily on the
accounting for flight equipment, which, due to its unique nature, poses certain
accounting issues that are not encountered in other industries. This chapter
also includes a discussion of leases and other financing structures historically
used by the airline industry to finance aircraft, airport facilities, and other
assets because these structures often have unique accounting issues. Finally,
because airlines operate in a heavily regulated environment, especially with
respect to maintenance of their aircraft and related flight assets, this chap-
ter touches on accounting issues and policies related to maintaining owned
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and leased aircraft, an area in which, historically, there has been significant
diversity in practice.

4.05 Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 835-20 establishes standards of financial accounting
and reporting for capitalizing interest cost as part of the historical cost of ac-
quiring certain assets. The historical cost of acquiring an asset includes the
cost necessarily incurred to bring it to the condition and location necessary for
its intended use. If an asset requires a period of time in which to carry out the
activities necessary to bring it to that condition and location, the interest cost
incurred during that period as a result of expenditures for the asset is a part
of the historical cost of acquiring the asset.

4.06 In accordance with the requirements of FASB ASC 835-20-05-1, the
interest cost attributable to progress payments on aircraft purchase contracts
and many construction projects should be capitalized as part of the cost of the
asset and disclosed in accordance with FASB ASC 835-20-50-1.

Fleet Strategy
4.07 Aircraft fleet and capacity growth are significant, ever-changing fun-

damentals for airlines. An airline's fleet plan must consider a number of factors,
including the number of fleet types an airline has and the age and mission of
the aircraft.

4.08 The number of aircraft types in a fleet is an important decision that
can affect many aspects of an airline's operating expenses. For example, an
airline with a limited number of aircraft types can reduce maintenance costs
because mechanics need to be knowledgeable on fewer aircraft, and spare parts
requirements are reduced. Labor expenses can also be reduced because training
costs are lower, and both crew and aircraft scheduling tend to be more efficient.
From a capital expenditures standpoint, an airline may benefit from larger
volume discounts from a supplier if it is ordering large quantities of only one
aircraft type.

4.09 The age of the aircraft is important from an operating efficiency per-
spective because a younger fleet tends to be more fuel-efficient and to require
less maintenance than an older fleet. Fuel efficiency is important because fuel
is one of the largest operating costs of an airline. Depending on their mainte-
nance accounting policy (for example, expense-as-incurred, deferral, or built-in
overhaul, as discussed in the "Expense Recognition" section of this chapter),
airlines with a young fleet may have a built-in maintenance holiday, whereby
their overall maintenance costs start low, particularly during the periods prior
to the initial scheduled maintenance of the fleet, and then increase as the
fleet ages, the warranties provided by the aircraft manufacturers expire, and
scheduled maintenance activities commence.

4.10 The size of the aircraft serving a particular market is equally impor-
tant because airlines attempt to match supply with demand. An aircraft that
is too large for the market that it serves would lead to empty seats, which de-
creases revenue per available seat mile (an important measure of the revenue
productivity of an airline). Typically, airlines use large, wide-body aircraft for
international markets with fewer frequencies and smaller, narrow-body air-
craft and regional jets in domestic markets.
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Owned Property and Equipment

Aircraft Modifications
4.11 Historically, airlines have undertaken major programs to modify

interior configurations of aircraft—including the reconfiguration and replace-
ment of customer service-related assets such as seats, galley equipment, in-
flight entertainment systems, and storage bin space—typically in response to
market forces and passenger demands.

4.12 FASB ASC 908-360-25-1 states that if the modifications of interior
configurations of certain aircraft types enhance the usefulness of the aircraft,
the costs associated with the changes should be capitalized. FASB ASC 908-
360-35-3 explains that airframe modifications should be depreciated over the
estimated useful life of the aircraft or the modifications, whichever is less. FASB
ASC 908-360-40-1 states that the cost of the replaced asset net of accumulated
depreciation and anticipated recovery value should be charged to income in the
current period. However, detailed records may often be inadequate to permit
identification of the cost of the replaced asset; therefore, estimates may be
required.

4.13 An aircraft consists of multiple components that may be replaced
independently as part of a modification before the aircraft reaches the end of
its useful life. For the replacement to be capitalized, the net carrying amount
of the replaced part should be charged to expense in the current period. Ad-
ditionally, an airline may need to consider whether to accelerate depreciation
if a part will be replaced in a future period.1 Although replacement of an air-
craft component often denotes an identical part, this term is interpreted more
broadly. Replacement of a component occurs if a part is functionally replaced
by another component, regardless of whether the replacement component is
identical to the replaced component. A replacement component could, for ex-
ample, be a higher quality component that performs the same function as the
replaced component, or an equal-quality, lower-cost component performing the
same function. Additionally, one component consolidating two functions could
replace two components, or two components highly specialized in function could
replace a single component. The costs of modifications that do not qualify for
capitalization are expensed as incurred. Also, for modifications performed after
an aircraft has been placed into service, the cost of any maintenance performed
concurrently with a modification is not capitalized as part of the modification
but rather is separated and accounted for in accordance with the airline's main-
tenance accounting policy.

4.14 Airlines modify their fleets continuously. At times, these modifica-
tions result in new functionality. For example, an airline could decide to add
Internet access voluntarily or be mandated to add ground-to-air missile guid-
ance tracking systems by the Federal Aviation Administration (FAA). These
kinds of modifications are accomplished over time (during overnight or sched-
uled maintenance to avoid taking the aircraft out of revenue service) and ulti-
mately result in the retrofit of the existing fleet. Eventually, the specifications
are revised for new aircraft deliveries so that the aircraft will be delivered with

1 Airlines need to periodically evaluate their experience with replacements. If an airline has
a history of replacing certain parts before the parts are fully depreciated, the Financial Reporting
Executive Committee believes it should consider assigning shorter useful lives to those parts.
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the new functionality. The AICPA Financial Reporting Executive Committee
(FinREC) believes that such modifications meet the criteria for capitalization.

4.15 Airlines also receive Airworthiness Directives (ADs) from the FAA
or similar mandatory equipment changes from regulators in other countries
in which they operate. ADs require the airline to perform modifications or
additional inspections and checks or install additional equipment on existing
aircraft. Costs associated with ADs are either capitalized as flight equipment
or accounted for as maintenance based upon whether the expenditure qualifies
for capitalization. Generally, the costs of ADs that add functionality or parts
that were not on the original aircraft qualify for capitalization. Examples in-
clude collision avoidance systems and pilot door improvements. However, the
existence of an AD requiring an airline to perform a particular modification
does not result in automatic capitalization of such costs, absent the evaluation
of the AD under guidance provided in this section.

4.16 The cost of painting aircraft subsequent to placement of the aircraft
into service is charged to expense when incurred.

Manufacturer Incentives
4.17 Airlines frequently negotiate purchase and other incentives with

flight equipment manufacturers whereby, as an inducement to purchase a
particular manufacturer's aircraft, engine, parts, or other flight equipment,
the manufacturer will grant credits or other incentives to the airline. These
incentives can take many forms and may include credits for products such as
additional aircraft, spare parts, or other equipment or for services such as flight
crew training, maintenance, advertising, promotions, and aircraft financing.

4.18 The price of the aircraft is allocated to the aircraft and purchase
incentives on a relative fair value basis at the time of delivery of the aircraft
or other underlying purchase or when the services or other incentives are de-
livered, whichever is earlier. Frequently, incentives are items that are sold
separately by the manufacturer, such as spare parts, training, aircraft simula-
tors, and other equipment. Although some incentives may not have established
prices (for example, favorable financing or other services), their fair value can
generally be determined by using available market information. The fair value
of the incentive is recognized separately and accounted for based on its nature
with an offsetting reduction to the cost of the aircraft or other underlying pur-
chase. For example, if the aircraft manufacturer provides crew training to the
airline, the fair value of the training is recognized as an asset, to the extent it
represents a service not yet rendered, with an offsetting reduction in the pur-
chase price of the aircraft. The asset is then charged to expense as the training
is provided. Accounting for incentives in this manner properly reflects their
usage, which is independent of the usage of the aircraft or other underlying
purchase following its delivery.

4.19 If the underlying contract is for multiple aircraft or engines, the
incentives may be issued disproportionately to the aircraft or engines covered
by the contract. Regardless of when the credits are issued, the total credits to
be received need to be allocated proportionately to the contractually committed
aircraft or engine deliveries.

4.20 Purchase incentives received for aircraft or equipment in leasing
arrangements are accounted for similarly. For incentives received on aircraft
under operating leases, a deferred credit is recognized and amortized over the
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lease term on a straight-line basis as a reduction of aircraft rent expense or
included in any gain or loss.

4.21 FASB ASC 908-360-55-1 states that the credit received as a purchase
incentive from an aircraft manufacturer to induce a purchase of that manufac-
turer's aircraft should be applied as a reduction of the purchase price for the
aircraft that is owned or under a capital lease, or, in the case of an aircraft
under an operating lease, amortized over the life of the related aircraft.

4.22 Sometimes manufacturers provide incentives that increase based
upon the number of aircraft ordered and that can apply to aircraft already
delivered. FASB ASC 605-50-25-10 provides accounting guidance for those sit-
uations.

4.23 These incentives, which can result in increased rebates or refunds,
should be recognized as a reduction to the cost of the aircraft or other underlying
purchase as the aircraft are delivered, provided the amounts are probable and
reasonably estimable. According to FASC ASC 605-50-25-10, if the incentives
are not probable and reasonably estimable, they should be recognized as the
milestones are achieved.

4.24 FASB ASC 605-50-25-11 indicates that any of the following factors
may impair the ability to determine whether manufacturer incentives are prob-
able and reasonably estimable:

� The incentive relates to purchases that will occur over a relatively
long period.

� There is an absence of historical experience with similar prod-
ucts or the inability to apply such experience because of changing
circumstances.

� Significant adjustments to expected incentives have been neces-
sary in the past.

� The asset to which the incentive applies is susceptible to signif-
icant external factors (for example, technological obsolescence or
changes in demand).

4.25 Subsequent changes in the estimated incentives to be achieved are
changes in estimate that should be recognized using a cumulative catch-up
adjustment in accordance with FASB ASC 605-50-25-12. That is, the airline
would adjust the cumulative balance of the incentives recognized to the revised
cumulative estimate immediately.

4.26 For marketing purposes, when a new aircraft or engine model is
developed, the manufacturers may have to induce their launch customer by
granting more purchase incentives than would otherwise be granted for a well
established model. It is important for the manufacturers to have an established
customer base for the product in order to market it to others. These incentives
can take the form of traditional credits, or they can contain more sophisticated
features, such as being contingent upon how many units of the model the
manufacturer sells to others. The accounting for these and other incentives
should reflect their purpose, which most likely is to reduce the cost of the
related aircraft.

4.27 Manufacturers also will periodically issue credits for purposes other
than the original acquisition of an aircraft or fleet. In evaluating the accounting
for these additional credits, only credits issued by manufacturers directly as a
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result of the failure of aircraft or equipment to meet guaranteed performance
thresholds or warranties may, in some circumstances, be recognized directly in
results of operations as a reduction of the expense the guarantee or warranty
relates to. The general premise is that credits issued to an airline as compen-
sation for a short term performance issue that is subsequently corrected are
recognized as a reduction to expense, whereas credits issued for longer term
performance issues are accounted for as a reduction in the cost basis of the air-
craft because the airline has, in effect, paid less for a lower performing asset.
For credits that are issued at a time other than upon the initial acquisition
of the aircraft and are accounted for as a reduction in the cost basis of the
aircraft, FinREC believes that an airline can either adjust depreciation, amor-
tization, or rent expense solely on a prospective basis or record a cumulative
catch-up adjustment to the appropriate expense caption computed as though
the asset had been initially recorded at the reduced cost basis, based on the
policy elected by the airline that should be applied consistently. Prospective
accounting is supported by FASB ASC 250-10-50-4, whereas the cumulative
catch-up treatment is supported by FASB ASC 605-50-25-12.

Liquidated Damages
4.28 Liquidated damages (frequently referred to as late delivery fees) are

contractual payments made to an airline by an aircraft or equipment manufac-
turer due to the nondelivery of an aircraft or equipment by a stated delivery
date. The amount is generally specified in the asset purchase agreement and
is negotiated to represent compensation for an airline's lost revenue associated
with the delay in the delivery of an aircraft or equipment. Generally, liquidated
damages are received prior to the delivery of the aircraft and have historically
been accounted for as revenue.

4.29 FinREC believes liquidated damages should be accounted for in ac-
cordance with the guidance set forth in Technical Questions and Answers (TIS)
section 2210.28, "Accounting for Certain Liquidated Damages" (AICPA, Tech-
nical Practice Aids), under which liquidated damages are typically recorded
as a reduction of the cost of the asset and, therefore, reduce depreciation on a
prospective basis. Amounts of liquidated damages in excess of the total cost of
the asset would be recognized by the airline as income.

Advanced Delivery Deposits and Capitalized Interest
4.30 Aircraft manufacturers usually require progress payments to be

made several months, and even years, prior to the delivery of ordered air-
craft. Traditional aircraft purchase contracts require a minimal initial deposit
at signing of the contract for each firmly committed aircraft ordered and then
payments at various intervals prior to the scheduled delivery date of the aircraft
(for example, 24, 18, and 6 months prior to scheduled delivery). The payments
are generally a predefined percentage of the aircraft cost and can represent
the advance payment of up to approximately half of the aircraft's delivery cost.
The advanced delivery deposits are also known as purchase deposits and are
intended to help the manufacturer finance a portion of the aircraft construction
costs. Advanced delivery deposits are qualifying assets, and interest related to
these payments should be capitalized as part of the cost of the aircraft until the
aircraft has been delivered and is ready for its intended use and appropriate
disclosures should be made. Please refer to the "Depreciation" section in this
chapter for a discussion of when depreciation of aircraft, including capitalized
interest, should begin.

AAG-AIR 4.28



P1: irk

ACPA197-04 aicpa-aag.cls June 14, 2011 14:0

Acquiring and Maintaining Property and Equipment 123
4.32 Changes in passenger demand and the effects of certain geopolitical

events can cause airlines to reduce capacity or alter their capacity plans for
future years. One of the ways an airline can reduce capacity is to either defer
or cancel orders of aircraft. In the case of a delivery deferral, the progress pay-
ments made by the airline to the manufacturer generally remain on deposit
and available for use against future deferred or committed deliveries, although
the manufacturer may require the airline to forfeit deposits or pay penalties
in consideration for agreeing to the deferral. Deposits are generally not re-
fundable. As such, if the cancellation or deferral results in significantly more
deposits with the manufacturer than necessary for firmly committed aircraft,
the recoverability of the deposits, including related capitalized interest, should
be evaluated in accordance with FASB ASC 360-10-35-34.

4.33 In the event of an aircraft order deferral, consideration should be
given to FASB ASC 835-20-25-3, which states that capitalization of interest
should continue as long as all three criteria set forth in that paragraph are
present, including "activities that are necessary to get the asset ready for its
intended use are in progress." Accordingly, if an aircraft delivery is deferred for
a significant period, expenditures for the aircraft have been made and interest
costs continue, the carrier may need to evaluate whether the asset is still
being prepared for its intended use and whether it is appropriate to continue
capitalization of interest.

4.34 Frequently, contracts contain provisions requiring the airline to for-
feit its progress payments or pay a penalty, or both, in case of cancellation
of aircraft on order. In practice, however, the airline will often negotiate with
the aircraft manufacturer so that the penalty is waived and only a portion of
progress payments, if any, is forfeited; although, FinREC recommends that an
airline carefully evaluate the substance of such agreements to determine if any
provisions in them represent penalties. The penalty, if any, is generally rec-
ognized as an operating expense. FASB ASC 420-10-25 provides guidance on
determining the appropriate timing of recognition for any penalties associated
with cancellation of aircraft on order.

4.35 FASB ASC 420-10-25-12 states that a liability for costs to terminate
a contract before the end of its term should be recognized when the entity
terminates the contract in accordance with the contract terms (for example,
when the entity gives written notice to the counterparty within the notification
period specified by the contract or has otherwise negotiated a termination with
the counterparty).

4.36 An airline may also need to evaluate the recoverability of associated
purchase deposits and related capitalized interest. Generally, if purchase de-
posits are forfeited, such amounts, including related capitalized interest, are
charged to operating expense as a component of the contract termination costs.

Developmental and Pre-operating Costs
4.37 Developmental costs include costs related directly to the develop-

ment of new routes (or extension of existing routes), such as advertising and
promotion expenses, related travel and incidental expenses, and any expenses
of regulatory proceedings. Pre-operating costs include costs related directly to
adding a new aircraft type to an airline's fleet, such as flight crew training,
maintenance training, pre-revenue flight expenses, insurance, and deprecia-
tion.
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4.38 FASB ASC 720-15-25-1 states that costs of start-up activities, in-
cluding organization costs, should be expensed as incurred.

4.39 Pre-operating costs related to the integration of new types of air-
craft and developmental costs (other than advertising costs) are required to be
expensed as incurred.

4.40 Advertising costs should be accounted for in conformity with the
guidance in FASB ASC 720-35-25-1, which states that advertising costs should
be expensed either as incurred or the first time the advertising takes place.
The accounting policy selected from these two alternatives should be applied
consistently to similar kinds of advertising activities.

Used Aircraft
4.41 Used aircraft are acquired in various conditions and at various times

between overhauls.

4.42 FASB ASC 835-20-05-1 provides that the historical cost of acquiring
an asset includes the costs necessarily incurred to bring it to the condition and
location necessary for its intended use. If an asset requires a period of time
in which to carry out the activities necessary to bring it to that condition and
location, the interest cost incurred during that period as a result of expenditures
for the asset is a part of the historical cost of acquiring the asset.

4.43 Therefore, FinREC believes that costs incurred by the airline for
items such as interiors, painting, customer service equipment, and mainte-
nance to bring the aircraft current and to conform the aircraft to an airline's
maintenance program prior to placing the aircraft or engine into service should
be capitalized as a cost of preparing the asset for service. Similar to newly pur-
chased aircraft, interest cost related to the acquisition of used aircraft should
be capitalized until the aircraft is ready for its intended use as specified under
FASB ASC 835-20-05-1. However, FinREC believes once an aircraft is placed
into service, any subsequent costs should be accounted for as maintenance.

Impairment of Long-Lived Assets
4.44 Airlines frequently decide to either decrease capacity by removing

certain aircraft from service on a temporary or permanent basis or, for strategic
reasons, to realign their fleets with a new mix of aircraft. The airline's fleet
plan is the primary source of information on the planned number of aircraft for
the airline and includes information about new aircraft deliveries, anticipated
retirements, and temporary groundings.

4.45 Aircraft can be removed from active service temporarily until they
are needed to support operations. Temporarily grounded aircraft are parked
and stored but are intended to be returned to service in the future. Temporarily
grounded aircraft are treated like operating aircraft, and depreciation or rental
expense continues to be recognized.

4.46 Capacity decisions or changes in fleet structure can dictate that
aircraft are no longer needed in the fleet. Permanently grounded aircraft are
aircraft that will never return to active revenue service.

4.47 FASB ASC 360-10-45 provides guidance on the treatment of assets
that are to be held and used, held for sale, or to be disposed of other than by
sale. FASB ASC 360-10-45-9 states that assets that are to be disposed of by sale
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should be accounted for as held for sale only if they meet all of the following
criteria:

� Management, having the authority to approve the action, commits
to a plan to sell the asset.

� The asset is available for immediate sale in its present condition
subject only to terms that are usual and customary for sales of
such assets.

� An active program to locate a buyer and other actions required to
complete the plan to sell the asset have been initiated.

� The sale of the asset is probable and the transfer of the asset
is expected to qualify for recognition as a completed sale, within
1 year, with some limited exceptions to the 1-year requirement
provided in FASB ASC 360-10-45-11.

� The asset is being actively marketed for sale at a price that is
reasonable in relation to its current value. The price at which a
long-lived asset is being marketed is indicative of whether the
entity currently has the intent and ability to sell the asset. A
market price that is reasonable in relation to fair value indicates
that the asset is available for immediate sale, whereas a market
price in excess of fair value indicates that the asset is not available
for immediate sale.

� Actions required to complete the plan indicate that it is unlikely
that significant changes to the plan will be made or that the plan
will be withdrawn.

4.48 An aircraft would generally have to be permanently grounded in
order to meet the definition of held for sale because the complexity of fleet
movements and scheduling make it unlikely that an aircraft in service would
meet the definition of available for immediate sale. Aircraft classified as held
for sale should be recorded at the lower of carrying amount or fair value less
the cost to sell. The difference between carrying amount and fair value less
the cost to sell should be recognized as an impairment charge in the period
that the aircraft meets the held-for-sale criteria. FinREC believes that such
impairment charges should be included in operating income for both operating
and nonoperating aircraft. No further depreciation or amortization should be
recorded on an aircraft that is classified as held for sale. Changes in the fair
value less the cost to sell should be recognized as gains or losses in the period of
change, and the asset's carrying amount should be adjusted for both increases
and decreases, provided that the asset's carrying amount does not exceed its
carrying amount as of the date the aircraft was classified as held for sale.

4.49 Any aircraft that does not meet the criteria of held for sale is con-
sidered held and used until the asset is disposed of. Under the requirements
of FASB ASC 360-10-35-21 a long-lived asset (or assets grouped at the lowest
level of identifiable cash flows) should be tested for recoverability whenever
events or changes in circumstances indicate that its carrying amount may not
be recoverable.

4.50 FASB ASC 360-10-35-17 states that an impairment loss should be
recognized only if the carrying amount of a long-lived asset (or asset group) is
not recoverable and exceeds its fair value. The carrying amount of a long-lived
asset (or asset group) is not recoverable if it exceeds the sum of the undiscounted
cash flows expected to result from the use and eventual disposition of the asset
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(or asset group). That assessment should be based on the carrying amount of
the asset (or asset group) at the date it is tested for recoverability, whether
in use or under development. An impairment loss should be recognized for the
amount by which the carrying amount of a long-lived asset (or asset group)
exceeds its fair value. Such impairment losses should be included in operating
income, per FASB 360-10-45-4.

4.51 The following table summarizes the different accounting models and
treatments for nonoperating aircraft once the aircraft are either temporarily
or permanently grounded by an airline.

Disposition Status Accounting Treatment Timing of Accounting

Temporarily Grounded Continue to depreciate
and consider the need to
complete a held for use
impairment analysis

Date of Decision

Permanently
Grounded—Held for
Sale (this also includes
aircraft to be disposed
of by sale of usable
parts)

Stop depreciation and
conduct a held for sale
impairment analysis

Date of Grounding1

Permanently
Grounded—Abandon

Stop depreciation and
write down to salvage
value

Date of Grounding1

In-Service—Decision
made to market
aircraft for sale or
abandon at a fixed date

Held for use impairment
analysis—accelerate
depreciation to
estimated salvage value
at planned disposal date2

Date of Decision

1 An impairment indicator would most likely occur prior to the actual
grounding.

2 Aircraft still in operation for an airline will not meet held-for-sale criteria
unless use of the aircraft is extremely limited (for example, being used as
spare aircraft and not actively scheduled).

4.52 At the point a decision is made to permanently ground an aircraft
that is not intended to be sold and, therefore, does not meet the held-for-sale
criteria of FASB ASC 360-10-45-9, FinREC believes that an impairment eval-
uation should be performed. In addition to the possible impairment charge, the
remaining depreciable life and salvage value of the aircraft should be adjusted
to reflect the last expected in service date. Once removed from service, a perma-
nently grounded aircraft is classified as a long-lived nonoperating asset and no
longer depreciated (at that point the aircraft should be fully depreciated to its
salvage value). Furthermore, a permanently grounded aircraft that is not in-
tended for sale may be stripped of usable parts. These usable parts from such
aircraft are recorded in rotable parts at their fair value, with the aggregate
value of the parts not to exceed the carrying amount of the aircraft at the time
it was permanently grounded. In the event the fair value of the individual parts
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exceeds the carrying amount of the aircraft, the carrying value of the aircraft
is allocated to the parts based on their relative fair values.

Impairment Indicators
4.53 The following are examples of events or changes in circumstances

that may indicate impairment:
� Disposal or planned disposal of an entire fleet or a major portion

of a fleet
� Management's commitment to permanently ground a fleet (or a

major portion of a fleet) that is currently operating
� Significant fleet plan changes, including new aircraft orders
� Operational downsizing
� Adverse changes in the way the aircraft are being used, affect-

ing cash flows (for example, significant reductions in fleet-wide
aircraft utilization rates)

� Permanent and significant declines in fleet fair values
� Significant changes in the anticipated time period that a fleet will

be used by the airline
� Significant changes in cash flows
� Regulatory changes and requirements that affect an airline's abil-

ity to operate its aircraft

4.54 When an asset group (for example, a fleet of aircraft) is tested for
recoverability, it also may be necessary to review estimates of remaining useful
lives and salvage values of those aircraft, regardless of whether an impairment
is recognized.

4.55 Changes in depreciation from changes in estimated remaining useful
lives or salvage values should be recognized prospectively, in accordance with
FASB ASC 250-10-45-17.

Cash Flows
4.56 A long-lived asset or assets should be grouped with other assets

and liabilities at the lowest level for which identifiable cash flows are largely
independent of the cash flows of other assets and liabilities, per FASB ASC
360-10-35-23.

4.57 Identifying the group of assets at which cash flows are largely inde-
pendent requires judgment; however, most passenger airlines have concluded
that each aircraft type (and potentially each aircraft model) provides largely
independent cash flows. When making the determination of how to group air-
craft and related fleet assets (that is, rotable parts, leasehold improvements,
and expendable parts that are used by a particular fleet and are considered
part of the asset group; see the "Related Fleet Assets" section of this chap-
ter for further discussion) for impairment testing, airlines consider whether a
particular fleet depends on another fleet for connecting traffic (for example, a
short haul flight feeds traffic to longer haul connecting flights) and whether it is
necessary to combine those fleets for impairment testing. Although cash flows
for specific aircraft may be obtainable, it is generally not practical to evaluate
cash flows at this level due to the interchangeability of aircraft in an airline's
operations, unless the aircraft is not interchangeable with other aircraft in the
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airline's fleet. Cargo airlines cash flows are typically assessed at the network
level due to the significant integration of the short haul and long haul cargo
operations. Regional carriers' cash flows may be assessed at a contract level as
the regional carrier's contract with the major airline may be the lowest level of
identifiable cash flows.

4.58 Estimates of future cash flows include all future revenues expected
to be collected net of costs expected to be paid. This is generally accomplished
using data from an airline's route profitability system, which allocates revenue
to flights based on prorated fares or some other metric and expenses based
on the nature of the expense and, if necessary, an allocation basis (such as
available seat miles and passengers boarded). For passenger airlines, earn-
ings can include the effects of both downstream and upstream revenues (for
example, the value of connecting passengers on a short haul flight that feeds
traffic to longer haul connecting flights) and include onboard passenger rev-
enue, onboard cargo revenue, and other in-flight revenue. If an airline elects
to use upstream and downstream revenue in its analysis, it would need to
show consistently that total revenue to all flights does not exceed total exter-
nal revenues from operations. Variable costs associated with the operation of
the aircraft include items such as fuel, passenger variable expense, cargo vari-
able expense, direct capacity expense, and variable overhead (training, ramp
services, and line maintenance). Fixed costs include items such as aircraft rent,
maintenance facilities, and station rent. Undiscounted cash flow assumptions
are further adjusted to reflect the effect of future events, such as planned fleet
changes, projections of passenger yield, anticipated fluctuations in the market
price of jet fuel, labor costs, and other relevant factors in the markets in which
the fleet operates.

4.59 When a fleet comprises both owned aircraft (including aircraft un-
der capital leases) and aircraft under operating leases, fleet level cash flows
include the full ownership cost of the leased aircraft (that is, the full operating
rent expense, which includes both capital cost and financing cost), whereas for
owned aircraft and related fleet assets, only the capital cost are assessed for
recoverability. As a result, cash flows for the entire fleet will be determined,
inclusive of the rental payments for leased aircraft, and compared to the car-
rying value of the assets in the asset group (that is, owned aircraft and related
fleet assets) in the impairment assessment, under FASB ASC 360-10-35. If the
carrying value of assets in the asset group exceeds the sum of the expected
future cash flows, then the airline should measure the fair value of the fleet to
determine whether to recognize an impairment loss on any or all of the assets
in the asset group. Under FASB ASC 360-10-35-28 an impairment loss will
reduce only the carrying amounts of the owned aircraft and related long-lived
fleet assets in the asset group (expendable parts would be included in the asset
group, but they would not be subject to impairment because they are not long-
lived assets; see the "Related Fleet Assets" section in this chapter). The loss
should be allocated to the owned aircraft and related long-lived fleet assets in
the asset group on a pro rata basis using the relative carrying amounts of the
assets, except that the loss allocated to an individual asset should not reduce
the carrying amount of each asset below its fair value whenever that fair value
is determinable without undue cost and effort.

4.60 For example, group all assets related to a fleet type level (for exam-
ple, B767-300ER and related fleet assets) and then estimate future cash flows
based on earnings projections over the remaining operating life of the fleet.
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One way to perform this analysis is to select a representative base year (gen-
erally using the most recent history) and determine the earnings and expenses
of the fleet in that base year. This net earnings amount becomes the basis for
projecting future cash flows for each subsequent year the fleet will be in oper-
ation, factoring in the effects of the events noted previously, such as aircraft
retirements and additions. The sum of future undiscounted cash flows over the
life of the primary asset in the asset group (in this case, the owned fleet assets),
inclusive of the rental payments for any leased B767-300ER aircraft, is then
compared to the carrying value of the owned B767-300ER aircraft and related
assets in the fleet. If the owned assets' carrying value exceeds the sum of the
expected future cash flows, then the airline will measure the fair value of these
assets to determine whether to recognize an impairment loss on any or all of
the long-lived assets in the fleet.

Fair Value*,†

4.61 The objective of a fair value measurement of an asset is to determine
the price that would be received to sell the asset in an orderly transaction
between market participants at the measurement date, as discussed in FASB
ASC 820-10-35-3.

4.62 The determination of fair value should consider attributes specific
to the asset; for example, the condition or location, or both, of the asset and
any restrictions on its sale or use. A fair value measurement assumes the
transaction to sell the asset occurs in the principal market for the asset or,
in the absence of a principal market, the most advantageous market for the
asset. A quoted price in an active market provides the most reliable evidence of
fair value and should be used to measure fair value whenever available. How-
ever, because quoted market prices are often not available for used aircraft,
the best information available should be used to estimate fair value, including
published sources and independent appraisals based on long-term use assump-
tions. Prices from distress sales or forced liquidations or values obtained as part
of a debt financing arrangement are not representative of fair value; however,
they may be considered in conjunction with other market indicators. Airlines
may also want to review recent and proposed transactions, such as sales of
similar aircraft and engine types, when publicly available.

* On June 29, 2010, the Financial Accounting Standards Board (FASB) issued a proposed Ac-
counting Standards Update (ASU), Amendments for Common Fair Value Measurement and Disclosure
Requirements in U.S. GAAP and IFRSs, intended to develop common requirements for measuring
fair value and for disclosing information about fair value measurements in U.S. generally accepted
accounting principles and International Financial Reporting Standards. For many of the proposed
requirements, FASB does not expect the amendments to result in changes in the application of FASB
Accounting Standards Codification (ASC) 820, Fair Value Measurement. Other amendments would
change a particular principle or requirement. The most notable of these changes are as follows:
highest and best use and valuation premise, measuring the fair value of an instrument classified in
shareholders' equity, measuring the fair value of instruments that are managed within a portfolio,
and application of blockage factors and other premiums and discounts in a fair value measurement.
The proposed standards also include additional disclosure requirements. Readers should be alert to
the issuance of a final ASU.

† Some of the guidance in FASB ASC 820 is labeled as "Pending Content" due to the transition
and open effective date information discussed in FASB ASC 820-10-65. For example, ASU No. 2010-
06, Fair Value Measurements and Disclosures (Topic 820): Improving Disclosures about Fair Value
Measurements, is effective for interim and annual reporting periods beginning after December 15,
2009, except for the separate disclosures about purchases, sales, issuances, and settlements relating
to level 3 measurements (see FASB ASC 820-10-50-2(c)(2)), which shall be effective for fiscal years
beginning after December 15, 2010, and for interim periods within those fiscal years. Early adoption
is permitted.
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Recognition of Impairment
4.63 Assets evaluated for impairment under the held-for-use criteria,

whose carrying amount is determined to be not recoverable and exceeds their
fair value, should be written down to their fair value, which should be used as
the new cost basis to continue to depreciate the aircraft over their remaining
useful lives. Salvage values may also need to be reevaluated in light of newly
determined fair value.

Related Fleet Assets
4.64 When an airline tests its fleet for impairment as discussed in the

"Cash Flows" section in this chapter, it includes the carrying value of the
related rotable parts, leasehold improvements, and expendable parts that are
used by the particular fleet as part of the asset group. For example, if certain
rotable parts can only be used on the primary aircraft in the asset group, then
an impairment analysis would include these assets as discussed in FASB ASC
360-10-15.

4.65 Although expendable parts would be included in the asset group, they
would not be subject to impairment (because they are not long-lived assets).
However, they may be subject to net realizable value considerations if there
will be excess or obsolete parts as a result of fleet-related changes that triggered
the impairment evaluation. Please see the "Spare Parts" section in this chapter
for definitions and descriptions of rotable and expendable parts.

Leased Property and Equipment
4.66 The aircraft leasing market over the years has diversified into a

sophisticated financial market, resulting in a number of complex leasing struc-
tures used by airlines to finance or refinance aircraft acquisitions. An important
driver in an airline's evaluation of a particular leasing structure is its tax status
because many aircraft leasing structures are designed to transfer tax benefits
to the lessor from the airline. Such benefit is then reflected in the lease rate
received by the airline. Examples of some of the leasing structures used by the
industry are

� leasing directly from a leasing company.
� leasing from the aircraft manufacturer or an affiliate.
� public or private equipment trust certificates (ETCs). Typically in

these transactions, the aircraft is placed in a trust with an equity
participant (other than the airline) and the trust issues debt to
public or private parties to fund the remainder of the acquisition of
the aircraft, which is then leased back to the airline (alternatively,
the agreement between the trust and the airline can be structured
as debt).

� publicly or private enhanced equipment trust certificate (EETC)
structures. These structures are initially the same as ETCs except
that additional series of trusts are involved to modify the cash
flows in order to provide for a number of credit ratings to improve
the overall creditworthiness of the debt securities issued by the
equipment trust. Depending on how the third-party investment is
structured, EETCs generally result in either debt or an operating
lease from the airline's perspective.
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4.67 All leases should be classified as either capital or operating in accor-

dance with FASB ASC 840-10-25. Many complex leasing structures, however,
may involve a variable interest entity (VIE). Depending on the structure of the
arrangement, the equipment trusts in the ETC and EETC structures are gen-
erally VIEs and, as a result, the guidance in FASB ASC 810-10-15 should be
considered prior to the application of FASB ASC 840-10-25-1 to the lease. For
example, if the trust in an ETC or EETC leasing structure is a VIE and the air-
line is the primary beneficiary, then the trust would be consolidated by the
airline, eliminating the need to evaluate the lease between the trust and
the airline under FASB ASC 840-10-25-1. See chapter 6, "Other Accounting
Considerations," of this guide for further discussion of VIEs. Airlines should
also evaluate whether ETC and EETC structures are subject to the sale-
leaseback provisions of FASB ASC 840-40. An airline should carefully review
this guidance when determining whether a lease should be classified as capital
or operating. Classification of subleased equipment is determined in the same
manner as for other leases.

4.68 Once a lessee has the right to use or control physical access to the
leased property, regardless of whether the leased property has been placed in
service, the lease term has commenced and rent expense should be recognized
according to FASB ASC 840-20-25-11, which states that rental costs associated
with ground or building operating leases that are incurred during a construc-
tion period should be recognized by the lessee as rental expense.

4.69 Rental cost applies to both new and used aircraft as well as ground
facilities and equipment. According to FASB ASC 840-20-25-1, rental expense
should be recognized on a straight-line basis over the lease term unless another
systemic and rational basis is more representative of the time pattern in which
use benefit is derived from the leased property, in which case that basis should
be used.

4.70 Some airlines provide the crew, fuel, maintenance, and other services
necessary to operate the flight, along with the leased aircraft, to other airlines,
in what is referred to as a wet lease arrangement.

4.71 FASB ASC 840-10-15-17 states that if an arrangement contains a
lease as well as other nonlease elements, the classification, recognition, mea-
surement, and disclosure requirements of FASB ASC 840, Leases, should be
applied to the lease element of the arrangement by both the purchaser and the
supplier.

4.72 Per FASB ASC 840-10-15-18, other elements of the arrangement not
within the scope of FASB ASC 840-10-25-1 should be accounted for in accor-
dance with other applicable generally accepted accounting principles (GAAP).
FASB ASC 840-10-15-19 provides further guidance regarding the treatment of
payments and other consideration called for by the arrangement.

Leasehold Improvements
4.73 A leasehold improvement is a permanent improvement or betterment

that increases the usefulness of the leased property and will generally revert to
the lessor at the end of the lease term. Airlines typically make improvements or
modifications to leased aircraft. These costs need to be evaluated to determine
if they qualify for capitalization as leasehold improvements. In capitalizing
leasehold improvements, future maintenance or replacement events may need
to be considered. As discussed in the "Depreciation" section in this chapter,
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airlines may account for certain flight equipment separately from the related
aircraft because the assets have useful lives that are different from the life of
the aircraft. Consistent with the letter that the Office of the Chief Accountant
of the Securities and Exchange Commission (SEC) sent to the AICPA Center
for Public Company Audit Firms on February 7, 2005,2 in which the SEC staff
expressed its views regarding certain operating lease accounting matters and
their application under U.S. GAAP, leasehold improvements should be amor-
tized over the lesser of the useful life of the improvement or the lease term,
in accordance with FASB ASC 840-10-35-6. Additionally, when new leasehold
improvements are capitalized, the unamortized balance of any previous lease-
hold improvements is evaluated to determine if they have been replaced and,
therefore, should be written off.

4.74 Much like for owned assets, an airline may incur costs after taking
delivery of a leased aircraft to get the aircraft ready for its service to the air-
line. For new aircraft, these costs are frequently minimal and generally relate
to certain BFE or other airline-specific equipment modifications. Capital asset
additions installed on newly leased assets are capitalized as leasehold improve-
ments. Modifications to used aircraft that will be leased are likely to be more
extensive and will frequently include additional costs to bring the aircraft cur-
rent and to conform the aircraft to an airline's maintenance program, interiors,
painting, and other customer service equipment. These items, if incurred by
the lessee, may qualify for capitalization as leasehold improvements.

4.75 FASB ASC 840-20-25-11 requires recognition of rent expense once
a lessee has the right to use or control physical access to the leased property,
regardless of whether the leased property has been placed in service.

4.76 Lessors sometimes provide incentives or allowances under an oper-
ating lease, which may include funding or reimbursing the lessee for the cost
of leasehold improvements. Consistent with the SEC staff letter on operating
leases (see paragraph 4.73 of this chapter), any such incentives should not re-
duce the leasehold improvements, but should be recognized as reductions of
rental expense by the lessee on a straight line basis over the term of the new
lease, in accordance with FASB ASC 840-20-25-6.

4.77 Therefore, leasehold improvements are recorded at their full cost,
regardless of who paid for them. The nonauthoritative publication TIS sections
5600.16, "Landlord Incentive Allowance in an Operating Lease," and 5600.17,
"Cash Flows Statement Presentation of Landlord Incentive Allowance in an
Operating Lease" (AICPA, Technical Practice Aids), provide additional guid-
ance on accounting for operating lease incentives.

Return Conditions
4.78 Aircraft lease agreements often contain provisions that require an

airline to return aircraft airframes and engines to the lessor in a certain main-
tenance condition or pay an amount to the lessor based on the airframe and
engine's actual return condition. Typically, an aircraft is expected to be re-
turned at "half time," which presumes that at least 50 percent of the eligible
flight time since the last overhaul remains when the aircraft is returned to the
lessor. Generally, there are 3 ways an airline can satisfy its obligations under

2 This letter is available on the Securities and Exchange Commission website at www.sec.gov/
info/accountants/staffletters/cpcaf020705.htm.
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such leases: (a) performing maintenance (either internally or by contracting a
third-party service provider) to return the aircraft to the level of maintenance
required by the contract, (b) paying cash to compensate the lessor if the air-
craft is returned with less flight time remaining than specified under the lease,
and (c) swapping owned components (or other leased components) for leased
components (engines).

4.79 Return conditions should be considered in the airline's policy of ac-
counting for overhauls. The effect will vary according to the maintenance ac-
counting method used and the terms of the individual lease agreements. The
objective is to avoid having either unamortized overhaul costs or an unneeded
accrual on the books when the aircraft is returned. Unamortized overhaul costs
are amounts capitalized under either the deferral or built-in overhaul methods
of accounting for aircraft maintenance that have not been fully amortized to
expense at the time the aircraft is returned to the lessor. FinREC believes lease
return costs should be accounted for in a manner similar to the accounting for
contingent rent, that is, recognized over the remaining life of the lease. The
objective is to recognize the expense for lease return costs as the related air-
craft hours accumulate, beginning when it is probable that such costs will be
incurred and they can be estimated. The specific methods used to achieve this
objective depend on the circumstances.

4.80 FinREC believes, due to the nature of these agreements, incurrence of
lease return costs becomes probable and the amount of those costs can typically
be estimated near the end of the lease term (that is, after the aircraft has
completed its last maintenance cycle prior to being returned). Because it is
presumed that the lessee would select the most economical way to satisfy its
obligation, FinREC believes that the amount the airline should recognize as a
contingent rent expense is the lesser of (a) the contractual cash settlement to
the lessor in accordance with the terms of the lease or (b) the estimated cost
of the major overhaul. FinREC believes that in situations in which the airline
would receive a refund from the lessor if the eligible flight time remaining
since the last overhaul was in excess of the minimum lease return condition
required by the lease, the amount of the refund, if any, should be considered
in the measurement of the contingent rent expense. That is, assuming an
airline has determined it is probable that lease return costs would be incurred,
the lesser of the estimated net payment (payment for maintenance less the
portion anticipated to be received from lessor) or lease return costs (assuming
the maintenance was not performed) would be accrued over the remaining
term of the lease. However, an airline would not record a receivable from the
lessor in the event a net refund is anticipated. Often, an airline will choose
to satisfy lease return conditions by swapping engines as part of its overall
engine maintenance program. FinREC believes that a lease return liability
would not need to be accrued if an airline has the intent and ability to satisfy
lease return conditions through swapping engines, and if those swaps lack
commercial substance.

4.81 FASB ASC 845-10-25-1 states that a reciprocal transfer of a non-
monetary asset should be deemed an exchange only if the transferor has no
substantial continuing involvement in the transferred asset, such that the
usual risks and rewards of ownership of the asset are transferred.

4.82 However, if it is concluded that the swaps have commercial sub-
stance, FinREC believes that a lease return liability would need to be accrued.
If the airline uses either the deferral or built-in overhaul method of accounting
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for planned major maintenance activities, unamortized maintenance would be
written off when the engine is swapped.

Maintenance Deposits
4.83 Under the terms of most aircraft lease agreements, the airline, as

lessee, is legally and contractually responsible for maintenance and repair of
the leased aircraft throughout the lease term. However, in order to financially
protect the lessor in the event the airline does not properly maintain the air-
craft, some aircraft lease agreements include provisions that require the airline
to make deposits with the lessor (frequently referred to as maintenance reserves
or supplemental rent in the lease agreements). These amounts are typically cal-
culated based on a performance measure, such as flight hours or cycles, and
are contractually required to be reimbursed to the lessee upon the comple-
tion of the required maintenance of the leased aircraft. If there are sufficient
funds on deposit to reimburse the airline for the maintenance incurred by the
airline, the lessor reimburses the airline for the maintenance. However, reim-
bursement is generally limited to the available deposits associated with the
specific maintenance activity, and the lessors are not financially obligated to
any outside maintenance providers. Regardless of whether there are available
reimbursable deposits, the airline remains legally responsible for maintain-
ing the leased aircraft throughout the lease term pursuant to the applicable
provisions of the leases. Finally, some of the lease agreements provide that if
there are excess amounts on deposit at the expiration of the lease, the lessor is
entitled to retain such excess amounts, whereas other agreements specifically
provide that, at the expiration of the lease agreement, such excess amounts are
returned to the airline.

4.84 Maintenance deposits are accounted for as assets when any excess
amounts on deposit at the end of the lease are refundable to the lessee. FASB
ASC 840-10-25-39B addresses how lessees should account for maintenance
deposits that are refunded only if the lessee performs specified maintenance
activities. Payments made that are less than probable of being refunded by the
lessor at inception of the lease are not considered maintenance deposits within
the scope of FASB ASC 840-10-25-39A, which states that if at lease inception
a lessee determines that it is less than probable that the total amount of
payments will be returned to the lessee as a reimbursement for maintenance
activities, the lessee should consider that when determining the portion of each
payment that is not within the scope of FASB ASC 840-10-25-39B and FASB
ASC 840-10-35-9A.

4.85 FASB ASC 840-10-25-39B states that maintenance deposits paid by
a lessee under an arrangement accounted for as a lease that are refunded only
if the lessee performs specified maintenance activities should be accounted for
as a deposit asset.

4.86 FASB ASC 840-10-35-9A states that a lessee should evaluate
whether it is probable that an amount on deposit recognized under FASB
ASC 840-10-25-39B will be returned to reimburse the costs of the maintenance
activities incurred by the lessee. When an amount on deposit is less than prob-
able of being returned, it should be recognized as additional expense. When
the underlying maintenance is performed, the maintenance costs should be ex-
pensed or capitalized in accordance with the lessee's maintenance accounting
policy.
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4.87 If an airline is required to return an aircraft to the lessor in a certain

condition at the end of the lease term, the airline will need to evaluate other
U.S. GAAP for when (and if) to record a liability related to the return condition
requirement. (See the "Return Conditions" section of this chapter for more
information.)

Lease Termination
4.88 Terminating aircraft operating leases early or permanently ceas-

ing operations of aircraft financed under operating leases commonly occurs in
the airline industry. FASB ASC 420-10 provides guidance on recognition and
measurement of costs associated with terminating an operating lease and the
reporting and disclosure of such costs.

4.89 FASB ASC 420-10-25-1 states that a liability for a cost associated
with an exit or disposal activity should be recognized in the period in which
the liability is incurred (except for one-time employee termination benefits).
In the unusual circumstance in which fair value cannot be reasonably esti-
mated, the liability should be recognized initially in the period in which fair
value can be reasonably estimated.

4.90 In the case of ceasing operations of a leased aircraft, a liability for
costs that will continue to be incurred under the lease for its remaining term
without economic benefit to the airline should be recognized and measured
at fair value when the airline ceases using the aircraft, which is generally the
point when the aircraft is permanently removed from operations. The fair value
of this liability should be determined based on the remaining lease rentals,
reduced by estimated sublease rentals that could be reasonably obtained for
the property, even if the entity does not intend to enter into a sublease. A
present value technique is often the best available valuation technique with
which to estimate the fair value of such liability.

4.91 Accretion of the liability should be recorded as an expense, as re-
quired by FASB ASC 420-10-35-4.

4.92 In the case of early termination, a liability for costs to terminate the
lease (for example, a termination penalty) shall be recognized and measured
at its fair value when the airline terminates the lease in accordance with its
terms (for example, when the airline gives written notice to the lessor within the
notification period by the contract or has otherwise negotiated a termination
with the lessor). Disclosure would be appropriate if the decision to terminate
has occurred, but the conditions for accrual have not yet been met.

4.93 Paragraphs 11–15 of FASB ASC 420-10-55 illustrate how to calculate
costs associated with terminating an operating lease.

Capacity Purchase Agreements
4.94 Certain agreements between regional airlines and their major air-

line partners that stipulate for the regional to provide aircraft capacity to the
major are considered leases pursuant to FASB ASC 840. Generally, just the air-
craft portion of a capacity purchase agreement would qualify as a lease under
FASB ASC 840. The provisions of the regional capacity purchase agreement
should be evaluated under FASB ASC 840 when the arrangement provides for
specific aircraft acquisition reimbursements to the regional airline. Chapter
9, "Regional Airlines," discusses criteria that need to be considered when de-
termining whether a capacity purchase agreement contains a lease. The lease
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portion of the capacity purchase agreement should be accounted for and clas-
sified in accordance with FASB ASC 840. Additionally, as discussed in chapter
6, capacity purchase agreements with regional airlines should be evaluated
under FASB ASC 810-10-15 to determine if they cause the regional airline to
be considered a VIE.

Depreciation

General
4.95 The objective of depreciation accounting is to allocate the cost of a

capital asset over its expected useful life in a manner that best represents
the pattern of consumption of the expected benefits. Some airlines have be-
gun accounting for certain flight equipment, primarily customer service assets
such as seats and in-flight entertainment equipment, separately from the re-
lated aircraft because those assets have lives that are different from the life
of the aircraft. Airlines can use any depreciation method permitted by U.S.
GAAP that reflects the pattern of consumption of the asset being depreciated,
although the most prevalent in the industry is the straight-line method. Gen-
erally, a depreciation method applied on an operating measure such as flight
hours would not be appropriate because it would allow suspension of depreci-
ation of temporarily grounded aircraft. An airline may change its depreciation
method only if the new depreciation method is justifiable on the basis that it is
preferable. For example, an entity that concludes that the pattern of consump-
tion of the expected benefits of an asset has changed and determines that a new
depreciation method better reflects that pattern may be justified in making a
change.

4.96 FASB ASC 250-10-45-18 requires that a change in depreciation
method be accounted for as a change in accounting estimate that is effected by
a change in accounting principle. The FASB ASC glossary defines a change in
accounting estimate effected by a change in accounting principle as a change in
accounting estimate that is inseparable from the effect of a related change in ac-
counting principle. An example of a change in estimate effected by a change in
principle is a change in the method of depreciation, amortization, or depletion
for long-lived, nonfinancial assets.

4.97 Depreciation begins when the asset is placed in service, which gen-
erally coincides with the date when the asset is ready for its intended use.
Depreciation continues until the asset is permanently removed from service.
If an aircraft is temporarily out of service (temporarily grounded) due to labor
strikes, lack of traffic, maintenance, or other reasons, depreciation of the air-
craft would continue. If an airline commits to a plan to permanently ground
an asset before the end of its previously estimated useful life but continues
to operate the asset, depreciation estimates should be revised. and the asset
should be depreciated over its shortened useful life, per the guidance of FASB
ASC 360-10-35-44.

4.98 However, the asset may be subject to an impairment charge as a
held-for-use asset if anticipated undiscounted cash flows over the estimated
life are less than the carrying amount of the asset (refer to the "Impairment
of Long-Lived Assets" section in this chapter for a discussion of impairment).
Aircraft to be held and used for which an impairment loss has been recognized
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should be accounted for at its new cost (fair value), with depreciation recognized
over the asset's remaining useful life.

4.99 FASB ASC 360-10-35-43 states that an asset that meets the held-
for-sale criteria is not depreciated.

4.100 Airlines' fixed assets that have significant unit costs and are com-
paratively few in number, such as aircraft, engines, and other identifiable
assets, are generally depreciated on an individual basis. Rotable parts may be
depreciated on a pooled basis as discussed in the following section.

Depreciation of Rotable Parts
4.101 Rotable parts that are fairly homogeneous and significant in num-

ber may be depreciated on a pooled basis.3 Under this method, depreciation
is recorded based upon a pool of similar assets. Because these parts typically
support one fleet type, they are generally pooled according to the fleet they
support (issues surrounding the classification of rotables and other spare parts
are discussed in the "Spare Parts" section of this chapter). The pool is then
depreciated over the remaining life of the fleet. This is done by taking the cost
of the assets in the pool and subtracting out the salvage value and the accumu-
lated depreciation to arrive at the remaining depreciable basis. The remaining
depreciable basis is then divided by the remaining life of the applicable fleet
to arrive at depreciation expense for the period. Also, when these parts are
scrapped, either because they are beyond economic repair or lost, the cost of
the scrapped asset is written off against the accumulated depreciation for the
fleet type. The fleet life is calculated from the date that the first aircraft was
put into service through the anticipated fleet retirement date.

Estimated Useful Life and Salvage Value
4.102 The period over which an asset is depreciated (its estimated useful

life) and its estimated salvage value are determined on the basis of many fac-
tors. Aircraft are maintained in relatively the same condition throughout their
service lives; therefore, property and equipment are replaced primarily because
of market growth, technological developments, operating cost efficiency, and
revenue-generating capability. Because such factors may affect each airline in
a different way, different airlines often have different estimated useful lives
for the same type of equipment. Salvage values for the same type of equipment
also vary among airlines for the same reason. The determination of aircraft
lives and salvage values also varies according to each entity's projections of
when the aircraft will be replaced, its ability to finance replacements, length
of flights, number of takeoffs and landings, and similar factors affecting the
cost of maintaining aircraft in flying condition. The lives of certain parts can
vary from the original airframe life. For example, aircraft interiors, in-flight
entertainment equipment, and other customer service related assets may be
separately depreciated over a shorter life than the aircraft to which they relate
due to frequent updating or changes to such equipment. As discussed in the
"Aircraft Modifications" section of this chapter, if an airline has a history of
replacing such parts before they are fully depreciated, FinREC believes the
airline should consider assigning separate shorter useful lives to those parts.

3 Please note that this depreciation method, as described in this guide, is different from a method
known as the group-life method of accounting that is applied to large groups of homogeneous assets
and primarily used in the utility, telecommunications, and railroad industries.
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In general, the salvage values for aircraft range from 0 percent to 20 percent
of original cost, depending on the age of the fleet, industry usage trends, and
technological advances.

4.103 Ground assets consist of ramp equipment, furniture, and other
miscellaneous office equipment. The lives for these types of assets also vary
among air carriers. In general, the industry assigns zero salvage values and
lives ranging between 2 and 15 years for these types of assets.

Amortization of Leasehold Improvements
4.104 Consistent with the SEC staff letter on operating leases (see para-

graph 4.73 of this chapter), leasehold improvements should be amortized over
the lesser of the useful life or the lease term. The nonauthoritative publication
TIS sections 5600.14, "Amortization/Depreciation of Leasehold Improvements
in an Operating Lease (Part 1)," and 5600.15, "Leasehold Improvements and
Lease Term in an Operating Lease (Part 2)" (AICPA, Technical Practice Aids),
provide additional general guidance for lessees on determining the period over
which to amortize leasehold improvements.

4.105 Airlines execute leases with airport authorities for use of the gates,
terminals, landing rights, and other operating needs. At some airports, lease
terms are often month to month, or on a shorter term basis, and do not contain
renewal provisions. The practice of using shorter term leases is often due to
the airports experience with bankrupt carriers for which underutilized long-
term airport leases at favorable terms were a key asset controlled by bankrupt
carriers and were, therefore, outside the control of the airport authority. Ad-
ditionally, given the complexity of airport leases, carriers may be on a month
to month lease during the negotiation period of a new longer term lease. As a
result of this practice, close examination is necessary to determine the lease
term, as provided in the FASB ASC glossary.

Airport leases differ from traditional commercial leasing relationships in sev-
eral ways, including the following:

� An airline has no choice but to execute a lease at the airport with
the airport authority. If the airport authority has a desire to keep
the lease at 30 days, that is solely in its prerogative to do so. There
are no alternative facilities in which the airline can operate (that
is, there is no similar retail space down the street).

� Airports are run by governmental entities (generally affiliated
with the local city or county government or a separately estab-
lished airport governmental authority). These entities are gener-
ally not-for-profit entities that pass their cost to the users of the
airport.

� The FAA regulates the right for U.S. domestic airlines to fly be-
tween any two cities in the United States, and under the Airline
Deregulation Act of 1978, a domestic airline may choose to fly
between any two cities in the United States (subject to slot re-
strictions at a few airports).

� Although an airline will typically execute various agreements of
varying terms with an airport authority, ultimately, as a result of
various federal regulations, an airport authority legally may not
restrict use of its airport to an airline. By accepting federal money,
airports have covenanted to the FAA that the airport will be open
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to all carriers on "reasonable conditions without unjust discrimi-
nation" (Transportation, U.S. Code 49, Section 47107(a)(1)). The
Department of Transportation and FAA have stated in interpre-
tation of this law that preventing or impeding "a carrier's service
at an airport is inconsistent with the airport's contractual grant
assurances to provide reasonable and not unjustly discriminatory
access to the airport and not to grant an exclusive right at the
airport" (Airport Business Practices and Their Impact on Airline
Competition, FFA/OST Task Force Study (October, 1999), p. 13).
Airlines believe this legal interpretation effectively prevents the
airport authority from terminating the rights of the airline to op-
erate at the airport as long as the airline continues to choose to
operate at the airport. Under this statute, the airline has to be
provided access to equivalent space to conduct its existing opera-
tions.

� No history exists where an airline has been removed from its
space at an airport location at the expiration of its lease, absent
its choice to leave, or except in cases where the airport authority
has determined that the space is underutilized and has taken
action to recover underutilized space from the airline.

� Airlines have a long history of operating at airports on short-
term leases without stated renewal rights that have, in effect,
renewed continuously. In addition, although an airline may be
asked to share its space (especially if it is underutilized) or, in rare
cases, move space at an airport to another location, this happens
very infrequently. Historically, if an airline is asked to move to
accommodate another airline, the other airline would normally
compensate the moving carrier for its costs, including leasehold
improvement costs that may not otherwise be recovered.

4.106 Based on the factors described in the preceding paragraph, airlines
have concluded that a legal right exists for the airlines to stay at the airport
past their contractually stated lease term. Despite the existence of a stated
lease term, the airlines believe the airport authority cannot legally enforce the
lease terms and remove the airline from the airport facility unless the facility
is being underutilized by the airline. Therefore, the airlines have, in substance,
renewal options to remain at the airport past the stated lease term. In such
situations, FinREC believes it is appropriate to have an amortization period in
excess of the stated contractual term (but no longer than the useful life of the
leasehold improvement) if all of the following criteria are met:

� The airline reaches a supportable legal conclusion that the rights
granted to the airlines by the FAA or the appropriate interna-
tional aviation authority under the law legally prevent the air-
port authority from removing the airline from its operations upon
expiration of the stated contractual lease term, except in circum-
stances where the facilities are underutilized, which results in the
airline's ability to continue and renew the lease at its discretion.

� The renewal is reasonably assured, because failure of the airline
to exercise its rights to these renewals would impose a significant
penalty on the airline.

� Substantially equivalent space is not available for the airline's
use at another location at the airport.
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4.107 If the criteria described in paragraph 4.106 of this chapter are
met, the reasonably assured renewals would be included in the lease term in
determining the period over which to amortize the leasehold improvements.

Aircraft Maintenance
4.108 The FAA or other regulatory agencies have established repair and

overhaul cycles for each airframe and engine part in an effort to prevent po-
tential hazards and to ensure transportation safety. Maintenance is performed
after an aircraft is placed into service to keep it operating.

4.109 FASB ASC 908-10-5-6 states that maintenance requirements are
dictated by the highly sophisticated nature of the industry's equipment. The
timing and extent of maintenance procedures are determined by individual
airlines using studies based on actual experience, which demonstrate airwor-
thiness to the FAA or other regulatory agencies. Maintenance may be provided
in-house, which requires maintenance facilities outfitted with specifically de-
signed equipment.

4.110 An airline's maintenance program includes three general cate-
gories: line maintenance, component overhaul and repair, and maintenance
checks. Line maintenance consists of routine daily and weekly scheduled
maintenance inspections and checks, including preflight, daily, overnight, and
weekly checks, and any diagnostics and routine repairs. Some or all of these
activities may be outsourced by the airline to a third-party provider.

4.111 Component overhaul and repair involves the repair of parts, includ-
ing engines, landing gear, and avionics, that are either repaired in-house or sent
to third-party FAA-approved maintenance repair stations. Overhauls encom-
pass all inspections or replacements of major parts, which the FAA requires at
specific maximum periodic intervals to recertify that the part is completely air-
worthy. However, an overhaul does not include the cost of routine replacement
of minor parts and servicing or inspection of airframes and aircraft engines.
Also excluded from overhauls are costs accounted for as restoration of assets,
such as extraordinary costs associated with the renewal of major structural
parts beyond the scope of normal periodic overhauls, and other costs with a life
span similar to the depreciable service life of the related airframe or aircraft
engine.

4.112 Maintenance checks consist of more complex inspections and ser-
vicing of the aircraft that cannot be accomplished during an overnight visit.
These occur at predetermined levels as set forth in an airline's maintenance
program and can range in duration from a few days to approximately a month,
depending on the magnitude of the work prescribed in the particular check.
Planned major maintenance activities or major overhauls of engines are all
part of this category.

Expense Recognition
4.113 The cost of line maintenance and other routine repairs, whether

performed by the airline or outsourced to a third-party provider, is expensed
as incurred. However, there are three acceptable methods of accounting for
planned major maintenance activities performed under established programs
for regulatory compliance related to different fleet types and for engines,

AAG-AIR 4.107



P1: irk

ACPA197-04 aicpa-aag.cls June 14, 2011 14:0

Acquiring and Maintaining Property and Equipment 141
airframes, or major components of the same aircraft type. These methods are
described in the following paragraphs.

4.114 Expense as incurred method. Under this method, all maintenance
costs are expensed in the period incurred because maintenance activities do not
represent separately identifiable assets or property units in and of themselves;
rather, they serve only to restore assets to their original operating condition.

4.115 Deferral method. Under this method, the actual cost of each planned
major maintenance activity is capitalized and amortized to expense in a sys-
tematic and rational manner over the estimated period until the next planned
major maintenance activity.

4.116 Built-in overhaul method. Under this method, costs of activities that
restore the service potential of airframes and engines are considered a compo-
nent of the asset. This method cannot be applied to leased aircraft. The cost of
airframes and engines (upon which the planned major maintenance activity is
performed) is segregated into those costs that are to be depreciated over the
expected useful life of the airframes and engines and those that represent the
estimated cost of the next planned major maintenance activity. Thus, the esti-
mated cost of the first planned major maintenance activity is separated from
the cost of the remainder of the airframes and engines and amortized to the
date of the initial planned major maintenance activity. The cost of that first
planned major maintenance activity is then capitalized and amortized to the
next occurrence of the planned major maintenance activity, at which time the
process is repeated.

4.117 FinREC believes the expense as incurred method is preferable to
all other methods of accounting for maintenance activities.

4.118 For parts sent to third-party FAA-approved maintenance repair
stations for overhaul, repair, or both, under the expense as incurred method,
the estimated cost of maintenance would need to be accrued over the period of
repair. In certain cases, however, airlines may not be able to account for those
costs over the period of repair due to lack of necessary information on a timely
basis or other practical considerations. As a result, airlines have developed
simplified conventions that reasonably approximate the costs incurred over
the repair period, which include accounting for the cost of the maintenance
(a) when parts are shipped to the third-party vendor, (b) upon receipt of shop
estimates from the third-party vendor, or (c) when the maintenance work is
completed. All of these options with third-party maintenance repair stations
are considered acceptable as long as the airline chooses one approach and
applies it consistently and as long as the results do not materially differ from
the results obtained by accruing the costs over the period of repair.

Outsourcing Maintenance
4.119 Historically, most major airlines performed maintenance on their

own aircraft in-house. They traditionally had sufficient fleet sizes to keep the
maintenance and repair operations scheduled to full capacity for the entire
year. With the advent of low-cost carriers and regional airlines (which fly only
feeder traffic for their major network airline partners), many airlines began
to use independent maintenance providers to provide more flexibility and re-
duce costs. The process lends itself to outsourcing because the maintenance
activities are routine in nature and occur under established programs that
are preapproved by the FAA for carriers operating in the United States. A
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number of airlines (including some major airlines) outsource some or all of the
scheduled maintenance activities that must be performed on the engines and
airframes they operate.

4.120 Generally, two types of contracts are used to provide these services:
(a) time-and-material and (b) power-by-the-hour (PBTH) contracts. Traditional
time-and-material contracts may fix certain components of the cost, but much
of the contract price is based on actual cost at the time the maintenance event
takes place. To accommodate the airline's desire to fix their costs, and partially
as a tool used by the airframe and engine equipment manufacturers to sell their
ongoing maintenance services, PBTH contracts were developed. Under PBTH
contracts, airlines generally pay the service provider a fixed amount per flight
hour in exchange for required maintenance and repairs under the predefined
maintenance program. These contracts generally provide that, in exchange
for a payment of a fixed amount per flight hour or other applicable unit of
measurement associated with the aircraft (for example, block hour or cycle), the
maintenance provider will provide specified maintenance activities associated
with a particular aircraft for a specified period. PBTH contracts have many
unique attributes but may include any of the following: (a) providing for a level
fixed rate per flight hour without a provision for the flight hours accumulated
at the contract commencement date, (b) containing a buy-in provision based on
the flight hours accumulated to the point of entering into the PBTH contract,
or (c) providing for an initial rate per flight hour that is lower than the rate
per flight hour under the contract in the later period (usually related to new
aircraft types).

4.121 PBTH contracts fix certain of the airline's costs and, therefore,
transfer certain risks (including cost risk) associated with the maintenance
activities to the service provider. One exception to the transfer-of-risk concept is
that, under most of these contracts, the airline would continue to be responsible
for foreign-object damages (FOD) or other items that were not within the scope
of scheduled maintenance activities established initially. However, much like
insurance contracts, an airline can include a predefined number of FOD events
to be covered by the PBTH contract, generally based on the history of such
events at the airline. In these cases, the FOD events that exceed a specified
amount or tolerance are not covered by the contract and generally would be
settled on a time-and-materials basis. Another exception is prospective rate
adjustments for changes in the required maintenance program by the FAA or
other rule makers or regulatory changes, such as in the number of flight hours
until the replacement of certain life-limited parts is required. If these events
occur, the contract calls either for renegotiation of the rate per flight hour or
for renegotiation of specified components of the rate per flight hour.

4.122 Some major airlines provide maintenance to regional airlines under
PBTH arrangements. In addition, as discussed in the "Maintenance Deposits"
section of this chapter, some lease agreements require deposits or supplemental
rent be paid to the lessor to fund future maintenance of the leased aircraft or
engine. It is expected that these arrangements will also be accounted for based
on the criteria discussed in the following paragraphs.

4.123 FinREC believes the issues relating to PBTH contracts and other
similar arrangements with independent maintenance and repair providers in-
clude determining whether risk has been transferred to the service provider.
The risk transfer criteria discussed in this section provide a framework for
determining whether there is a transfer of risk. If the contract transfers risk,
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FinREC believes the airline should recognize maintenance expense in accor-
dance with the PBTH contract, as opposed to following its maintenance ac-
counting policy. In these situations, FinREC believes there is a presumption
that the expense should be recognized at a level rate per hour during the mini-
mum, noncancelable term of the PBTH agreement. That presumption could be
overcome by evidence that the level of service effort varies over time, consistent
with the variations in the payment pattern under the PBTH contract. Expense
recognition is discussed in detail in this section.

4.124 If a contract does not meet the risk transfer criteria, FinREC be-
lieves the payments made under the contract should be recorded as a deposit or
prepaid expense to the extent recoverable through future maintenance activi-
ties. When the underlying maintenance event occurs, it would be accounted for
as maintenance expense or capitalized in accordance with the airline's main-
tenance accounting policy. Any nonrefundable amounts that are not probable
of being used to fund future maintenance activities would be recognized as ex-
pense. If the cost per event is not specifically determined from the contract, the
airline would record maintenance expense based on the best estimate of the cost
of the underlying maintenance services. The amount of maintenance expense
recorded would need to be supported by evidential matter. Such support could
include prior costs for similar maintenance activities, documentation from a
maintenance provider or other third parties, or both. Nonroutine maintenance,
including payments under contracts for FOD or other out of scope work, would
also be expensed as it is incurred.

Risk Transfer Criteria
4.125 The determination of whether risks and rewards have been trans-

ferred to the service provider may depend on, among other things, the contract,
the related rights and obligations of each party in the event of termination, and
whether contract payments are refundable. This assessment would be made at
inception of the contract or after the contract has been substantially modified.
Because each PBTH contract has different terms and objectives, it is difficult
to provide specific conditions for all contracts. However, FinREC believes the
following principles should be considered in determining whether there is a
transfer of risk (exhibit 4-1 to this chapter provides a summary of contract
provisions for five PBTH contracts and their effect on the determination of
whether there is a transfer of risk):

� True-ups. For a transfer of risk to occur, the service provider must
absorb and receive substantially all variability of the cost of main-
tenance required under the service contract. FinREC believes that
a contract with payment terms calling for payments that are in-
tended to approximate substantially all of the actual costs, but
that requires a true-up to actual costs incurred by the mainte-
nance service provider (either at various points in the contract or
upon termination), does not meet the risk transfer objective. In
addition, rate reset provisions that call for prospective PBTH rate
adjustments that effectively serve to recover or pay back based
on historical contract performance would not achieve this risk
transfer objective.

� Contract adjustment provisions. The contract may provide for an
adjustment payable by either party for out-of-scope work, includ-
ing FOD and adjustments to the hours prior to the replacement
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of life-limited parts and still transfer risk. However, a contract
that simply includes cost true-up provisions based on the service
provider's cost experiences does not transfer risk. Contracts may
contain annual or periodic escalation provisions, either tied to
specified inflationary or labor indices or specifically agreed to by
the parties (including increases tied to certain performance cri-
teria as long as they are capped or otherwise limited in allowing
either party to mitigate the criteria in the previous bullet point)
and still transfer risk, as long as they do not conflict with the other
principles set forth in this section.

� Termination provisions. The contract may contain preestablished
exit provisions for either party for cause or for other performance-
related factors and still transfer risk as long as the contract does
not result in the recovery of amounts paid or in the incurrence
of any additional liability by the airline upon termination based
on the relationship of contract payments to actual cost experience
by the service provider or based on the relationship of payments
made on a specific airframe or engine to work performed on that
airframe or engine (cost true-up). Buy-out provisions that pro-
vide for recovery upon termination of the agreement of amounts
paid related to the period since the last overhaul was performed
would indicate a lack of risk transfer. However, a contract may
reasonably provide for the successful satisfaction of each party's
obligations under the contract that had been incurred prior to
the termination and penalty provisions, if appropriate, and still
transfer risk. Also, FinREC believes in order not to preclude risk
transfer, termination provisions need to be substantive enough
as to not effectively provide a planned exit opportunity for either
party at their discretion.

An airline could also refer to the risk transfer criteria described in FASB ASC
944-20 for additional guidance.

Expense Recognition
4.126 As previously mentioned, if risk has been transferred, FinREC be-

lieves there should be a presumption that the expense should be recognized at
a level rate per hour. However, changes in contractual rates that are adjusted
based on an index, such as the Consumer Price Index (CPI), or that cannot be
reliably determined at the outset of the contract would not be leveled. In situa-
tions where rates are adjusted for CPI but the adjustment cannot be less than
a certain minimum (for example, 1.5 percent), expense would be recognized at
a level rate per hour based on the minimum increase. For PBTH contracts with
other than straight-line rates per hour, the presumption that expense should
be recognized at a level rate per hour can be overcome by evidence that the
level of service effort provided under the contract varies over time and that the
changes in the contractual rate per hour are consistent with the changes in
the level of service effort to be provided under the PTBH contract. Examples
of such evidence include (a) detailed service level estimates prepared by the
service provider that indicate the planned service level in each of the periods
and (b) projections of major maintenance events that will be covered under the
contract, which indicate significant changes in service levels. If such evidence
exists, expense would be recognized based on the rates in the PBTH contract.
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4.127 PBTH contracts frequently contain buy-in provisions, especially in

situations in which the fleet has been operated for some period of time prior to
entering into the PBTH contract. For example, with a new fleet of aircraft, the
airline will have very little planned major maintenance activities in the first
few years of operating the aircraft, the so-called "maintenance holiday." As a
result, an airline may enter into the PBTH contract after operating a fleet of
aircraft for some time. In these situations, the service provider may require
the airline to pay a buy-in provision for the hours flown on the aircraft prior
to when the aircraft were placed in the PBTH program. FinREC believes that
buy-in provisions represent just one variation of payment terms and that the
timing of payments (for example, buy-in provision requiring cash payment at
the time the airline enters the contract versus higher rates over the contract
period to compensate the service provider for hours that accumulated before
the contract was entered into) should have no effect on the determination of
whether risk has been transferred or the total expense recognized over the
term of the PBTH agreement. FinREC believes that risk transfer, and not
the timing of payments, should determine the accounting. Therefore, if risk
has been transferred, FinREC believes that the payments made for buy-in
provisions should be recognized over the minimum noncancelable contract term
consistent with the presumption that the expense should be recognized at a
level rate per hour as discussed previously.

4.128 Some believe that the buy-in payments relate to time incurred prior
to the aircraft entry into the contract and should, therefore, be expensed when
paid under the contract. However, FinREC believes that despite the fact that
the contract may obligate the airline to make the payment, immediate recog-
nition of that payment as expense (presumably for prior service) would be
inconsistent with accounting treatment for the other PBTH provisions (recog-
nizing expense at a level rate), or the application of the payments consistent
with the service level being received, as described previously.
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4.129 The following flowchart provides a model for the evaluation of PBTH
contract payment terms to consider the possible effect of straight-lining.

1 Denotes the rate to be applied to the applicable usage measure in
the contract (for example, flights, hours, or cycles).

2 Implies rate specifics in the contract times estimated usage in each
period.

3 See exhibits 4-3A–4-3C for examples of the application of straight-
line accounting to PBTH contracts.

AAG-AIR 4.129



P1: irk

ACPA197-04 aicpa-aag.cls June 14, 2011 14:0

Acquiring and Maintaining Property and Equipment 147
4.130 This model applies the basic concept that expense is to be recognized

in accordance with the service level being received by the airline. Exhibit 4-2 in
this chapter provides examples of how the model would be applied in various
scenarios. If rates are not constant and an airline cannot conclude that the
contractual payment terms reasonably match the service level expected to be
received during the noncancelable term of the contract, then expense would
be recognized on a straight-line basis over the noncancelable contract term. If
there is a change in the variables used in the calculation of the periodic expense
(that is, total number of hours expected to be flown over the contract period
or the distribution of those hours among periods), such changes in estimates
should be accounted for on a prospective basis in accordance with FASB ASC
250-10-45-17. An example of the PBTH rate calculation and leveling is included
in exhibits 4-3A–4-3C in this chapter.

Spare Parts
4.131 Spare parts are typically grouped into several broad categories:

rotables, repairables, expendables, and materials and supplies. The following
table provides brief descriptions of the categories and accounting treatment for
each category.

Spare Parts Category Accounting Treatment

Rotable parts typically
are significant in value
and can be repaired and
reused such that they
typically have an
expected useful life
approximately equal to
the aircraft they
support.

Rotable parts are capitalized and classified along
with flight equipment as fixed assets. Rotable
parts are normally depreciated over their useful
lives or the remaining service lives of the related
equipment. The cost of repairing rotables is
charged to expense as it is incurred.

Repairable parts are
repairable and reusable
but with economic
useful lives generally
less than the aircraft
they support and values
less than most rotable
parts.

The Accounting Standards Executive Committee
believes that repairable parts, along with certain
life-limited rotable parts, can be classified as
either expendables in current assets or as rotables
in fixed assets. Repairable parts are normally
depreciated over the lesser of their useful lives or
the remaining service lives of the related
equipment. The cost of repairing repairable parts
is charged to expense as it is incurred.

Expendable parts
cannot be economically
repaired, reconditioned,
or reused after removal
from the aircraft.

Expendable parts are recorded as a current asset
and are charged to expense as they are used or
consumed in operations (that is, placed on an
aircraft). Expendable parts are valued at cost, less
an allowance for obsolescence.

Miscellaneous materials
and supplies support
flight or ground
equipment.

Miscellaneous materials and supplies are either
classified with expendable parts in current assets
or are expensed upon purchase. Classification of
specific parts ordinarily depends on the carrier's
maintenance program.
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4.132 Because rotable parts are classified and considered fixed assets,
the asset valuation of rotable parts is similar to that of other property and
equipment. As replacement parts for rotable parts are purchased, they are
capitalized. Rotable parts are normally depreciated over their useful lives or the
remaining service lives of the related equipment. Airlines have traditionally
depreciated these rotable parts on a pooled basis over the estimated service
lives of the related aircraft. See the "Depreciation" section in this chapter for
further details.

4.133 Rotable parts are generally acquired along with the aircraft, and
the number of parts is dependent on the number of aircraft in the fleet, lo-
cations served, and other factors. They are called rotable parts because they
rotate between the spare parts pool and the aircraft or engine. Examples of
rotable parts include aircraft avionics, engine blades, and landing gears. Be-
cause rotable parts can be repaired and reused, they are serialized for tracking
purposes. Due to FAA requirements, an airline is required to maintain records
of the location of and the maintenance performed on each serialized rotable
part. Airlines typically record this information within their maintenance sys-
tems.

4.134 Operationally, when a rotable part is installed on an aircraft, the
old part is taken off and replaced with a similar part from the pool of rotable
parts. The removed unserviceable rotable part is repaired and then placed back
in the spare parts pool for use on another aircraft after being made serviceable.
The cost to repair the part is expensed as incurred. The aircraft and the related
rotable parts continue to be depreciated over their estimated useful life. Until
a rotable part is scrapped, it retains its functionality and just moves among
various locations and aircrafts. When a rotable part is removed from service
and scrapped, the cost of the scrapped rotable part is charged to accumulated
depreciation, consistent with established depreciation policies.

4.135 Rotable, repairable, and expendable spare parts recovered in con-
nection with construction or maintenance are recorded at net realizable value.
This valuation is typically based on the condition of the part or group of parts
and the part's continuing utility. The average cost of comparable items is usu-
ally used as an estimate for net realizable value by the airlines. These parts are
then depreciated (if they are classified as either rotable or repairable parts),
or charged to expense when used (if they are classified as expendable parts).
Usable parts that are stripped from retired aircraft are recorded at their fair
value, with the aggregate value of the parts not to exceed the carrying amount
of the aircraft from which these parts were removed. See paragraph 4.52 of this
chapter for more information on how to value such parts.

Allowance for Obsolescence
4.136 An airline establishes an allowance for obsolescence4 to distribute

the cost of expendable parts expected to be on hand at the end of a fleet's life
over the service lives of the related equipment. In making this calculation, the
airline can classify parts by type of aircraft. The airline also takes into account
the estimated useful life of each type of aircraft fleet, the level of expendable
parts expected to be on hand at the end of the useful life, and the estimated
salvage value of the parts.

4 Please note that the term allowance for obsolescence is generally used in connection with
inventory accounts. However, as used in this guide, this industry-specific term has a different meaning
and is related to expendable spare parts.
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4.137 Because expendable parts supplies typically turn over numerous

times during the useful life of an aircraft fleet, an airline can also manage,
to some extent, the level of spare parts expected to be on hand at the end of
the useful life of the fleet (referred to as base stock). Airlines often phase out
fleets over several years. As these aircraft come out of service over that period,
the airline can reduce the amount of expendable parts on hand by purchasing
fewer parts and, thus, phasing these parts out by reduced purchasing. As a
result, some airlines may conclude that the level of expendable parts on hand
at the end of the fleet life (the estimated base stock) will be less than the
total net book value of expendable parts prior to the end of the fleet life. As
a result, the obsolescence allowance computation may consider less than the
entire expendable parts supply on hand at any point in time. For example, an
airline may conclude that for a particular fleet, due to a long time period over
which the fleet will be retired, only 40 percent of its current level of expendable
parts will be on hand at fleet retirement and, as such, only 40 percent of
expendable parts is subject to an obsolescence allowance. FinREC believes it
is not reasonable for an airline to assume that it can dispose of its entire
expendable parts supply prior to fleet retirement and not record an allowance.

4.138 Typically, the spare parts obsolescence provision for the period is
calculated by taking the estimated base stock cost; reducing it by the estimated
salvage value and the current allowance for obsolescence; and then dividing
the remaining amount by the remaining useful or average service life of the
aircraft to which they relate.

4.139 In addition to this allowance, a separate evaluation is periodically
made of expendable parts that are considered excess to the airline's needs or
surplus or obsolete due to engineering change orders, fleet changes, and so
on. Once evaluated, additional obsolescence charges may be required for these
excess or surplus or obsolete parts. A good management practice would be
to review allowances periodically for reasonableness in relation to changes in
technology and changes in the estimated useful or service lives of the aircraft.

Inherent Risk Factors
4.140 Factors that influence inherent risk related to acquiring and main-

taining property and equipment might include the following:

� New aircraft acquisition contracts, which may include purchase
incentives, cost guarantees, and other contractual obligations as-
sociated with aircraft acquisition contracts

� The complexity of financing utilized to purchase aircraft and
whether the aircraft was financed under a lease or secured debt
financing, including whether interest rates are at market and
whether interest is variable or fixed

� Determining the classification of leases as capital or operating can
be complex and subject to significant judgments and estimates

� Leasing structures involving trusts or other entities that have
few or no operations other than leasing a specific asset or group
of assets and the related evaluation of whether they are VIEs

� Continued losses that might indicate impairment exists on assets
held for use
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� Unstable economic environment of the airline industry and indus-
try trends with regard to discontinuing manufacturing of certain
fleet types or new fleet types that affect the values of existing
fleets and the related spare parts

� Fleet plans of other airlines (passenger and nonpassenger) that
affect the fair values of aircraft and the related spare parts

� Delays and other changes to aircraft acquisition contracts and
their effect on recoverability of certain fixed assets, including re-
lated capitalized interest

� The complexity and frequency of fleet plan changes
� The level of modifications being made to aircraft fleets
� Subjective interpretation of management plans for the disposition

of aircraft when evaluating whether the aircraft meets the held-
for-sale criteria

� The airline's history associated with fleet retirements and accu-
racy of its estimates of obsolescence reserves

� Appropriateness of depreciable lives due to fleet plan modification
or impairment assessment

� Whether aircraft maintenance is performed in-house or out-
sourced and the terms of outsourcing arrangements

� New agreements that provide for spare parts to be used by the
airline

� The number of locations where parts are maintained
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Exhibit 4-3A
Power By The Hour (PBTH) Rate Calculation and Leveling

Considerations

Scenario A—Base case expected for a PBTH contract with a 4-year term.

Year 1 Year 2 Year 3 Year 4 Total

Flight hours
anticipated 2,500 2,700 3,000 2,200 10,400

Rate per hour
applicable $93.00 $98.00 $101.00 $120.00 $102.32

Anticipated
payments $232,500 $264,600 $303,000 $264,000 $1,064,100

Leveled expense(a) $255,793 $276,257 $306,952 $225,098 $1,064,100

Difference ($23,293) ($11,657) ($3,952) $38,902

(a) Determined based on the application of the anticipated overall contract rate
(that is, total anticipated payments over the contract term divided by total
anticipated flight hours—in this example: $102.32) to flight hours for the
period.

Exhibit 4-3B
Power By The Hour (PBTH) Rate Calculation and Leveling

Considerations

Scenario B—Base case expected for a PBTH contract with a 4-year term, ad-
justed based on the actual flight hours in year 1, but no change in total hours
anticipated over the contract term.

Year 1 Year 2 Year 3 Year 4 Total

Flight hours
anticipated 2,800 2,700 3,000 1,900 10,400

Rate per hour
applicable $93.00 $98.00 $101.00 $120.00 $101.54

Anticipated
payments $260,400 $264,600 $303,000 $228,000 $1,056,000

Leveled expense(b) $286,488 $273,379 $303,755 $192,378 $1,056,000

Difference ($26,088) ($8,779) ($755) $35,622

(b) Computed the same as the rate in scenario A, except that the rate is adjusted
after year 1, based on the actual flight hours incurred in year 1. In this
calculation, year 1 is calculated at the overall contract rate computed in
scenario A (that is, at the inception of the contract) multiplied by actual
flight hours for year 1. Then the year 2–4 rate is recomputed by taking the
total anticipated payments less year 1 expense, divided by the remaining
anticipated flight hours in years 2–4.
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Exhibit 4-3C
Power By The Hour (PBTH) Rate Calculation and Leveling

Considerations

Scenario C—Base case expected for a PBTH contract with a four-year term,
adjusted based on the actual hours in year 1 and a change in total hours
anticipated over the contract term.

Year 1 Year 2 Year 3 Year 4 Total

Flight hours
anticipated 2,800 2,700 3,000 2,500 11,000

Rate per hour
applicable $93.00 $98.00 $101.00 $120.00 $102.55

Anticipated
payments $260,400 $264,600 $303,000 $300,000 $1,128,000

Leveled expense(c) $286,488 $277,083 $307,870 $256,558 $1,128,000

Difference ($26,088) ($12,483) ($4,870) $43,442 —

(c) Computed the same as the rate in scenario A, except that the rate is ad-
justed after year 1, based on the actual flight hours incurred in year 1 and
the revised anticipated total flight hours over the contract term. In this
calculation, year 1 is calculated at the overall contract rate computed in
scenario A (that is, at the inception of the contract) multiplied by actual
flight hours for year 1. Then the year 2–4 rate is recomputed by taking
the revised total anticipated payments less year 1 expense, divided by the
revised remaining anticipated flight hours in years 2–4.
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Chapter 5

Employee-Related Costs

General
5.01 Salaries, wages, and benefits are among airlines' most significant

operating expenses. Almost all major airlines provide their employees with a
variety of benefits, including defined benefit and defined contribution pension
plans, other postretirement benefits (such as certain health care and life in-
surance benefits), and postemployment benefits. Certain of these benefits are
discussed in detail in this chapter. Typically, low-cost airlines do not offer de-
fined benefit plans or other postretirement benefits. The majority of airline
employees belong to unions, and an airline frequently has a number of unions
representing its various work groups.

Amendable Labor Contracts

Background
5.02 Labor contracts in the airline industry are covered under collective

bargaining agreements (CBAs) that are governed by the Railway Labor Act
of 1926. Under the provisions of the Railway Labor Act, CBAs do not expire,
but rather become amendable as of a stated date. Contract employees may not
strike upon a contract becoming amendable but must continue to work under
the terms of the existing CBA until certain actions have taken place. If either
party wishes to modify the terms of the existing CBA, it must notify the other
party in the manner described in the agreement. After receipt of such notice,
the parties must meet for direct negotiations and, if no agreement is reached,
either party may request the National Mediation Board (NMB) to appoint a
federal mediator to participate in the negotiations for a new or amended CBA.
If no agreement is reached in mediation, the NMB may determine, at any time,
that an impasse exists and offer binding arbitration to the parties. Either party
may decline to submit to arbitration. If arbitration is rejected by either party,
a 30-day cooling off period begins. At the end of this 30-day period, the parties
may engage in self-help, unless the President of the United States appoints a
Presidential Emergency Board (PEB) to investigate and report on the dispute.
Self-help includes, among other things, a strike by the union, the imposition
of proposed changes to the CBA by the airline, the hiring of new employees
to replace any striking workers, or the outsourcing of job functions. However,
if there is a strike, the President can order employees to return to work. The
appointment of a PEB maintains the status quo for an additional 60 days. If
the parties do not reach an agreement during this period and no action is taken
by the U.S. Congress (which can enact legislation that imposes a settlement on
the parties), the parties may again engage in self-help.

5.03 In times of relative economic stability, CBAs generally include in-
creases in wages and other benefit enhancements; in periods of economic down-
turn and increased competition, wage and benefit reductions and changes to
work rules resulting in increased productivity have been more common.

5.04 Neither party is required to agree to modifications prior to the amend-
able date of a CBA unless stipulated in the agreement, although nothing
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prevents the parties from agreeing to start negotiations or to modify the CBA in
advance of the amendable date. The contract negotiation process can be quite
lengthy, and at times, employees covered by a CBA have worked for a period
of years beyond the amendable date under the existing CBA while the new
CBA was being negotiated. Because of the significant delay, the new CBA may
include provisions calling for retroactive wage payments to compensate em-
ployees for the period between the amendable date and the ratification date of
the new contract. Many forms and types of pay and benefits can be provided to
compensate the employees for working during the amendable period. Retroac-
tive pay is characterized by the fact that it is paid to employees for services
provided during the amendable period. Employees who terminate employment
prior to the finalization of a new contract may still be eligible for retroactive
pay.

Accounting Guidance
5.05 The guidance that follows applies to retroactive wage payments only.

This section does not address other compensation and benefits, such as pen-
sions, that should be accounted for in accordance with other applicable litera-
ture. The form of payment (for example, cash or share-based) may affect the
accounting for retroactive pay discussed in this section.

5.06 The AICPA Financial Reporting Executive Committee (FinREC)
believes that airlines should follow the guidance in Financial Account-
ing Standards Board (FASB) Accounting Standards Codification (ASC) 450,
Contingencies,* in determining when to recognize a liability for retroactive
wage payments. FASB ASC 450-20-25-2 requires the accrual of a liability if
(a) information available prior to issuance of the financial statements or when
they are available to be issued indicates that it is probable that a liability had
been incurred at the date of the financial statements and (b) the amount of loss
can be reasonably estimated.

5.07 The underlying events causing the airline to consider recognizing
a liability are (a) the CBA becoming amendable and (b) the continuation of
employee service during the amendable period. FinREC believes that for a
liability to be recognized in the financial statements, these events must have
occurred before the date of the financial statements.

5.08 In many cases, application of the model outlined in the following
sections would result in the accrual of a liability at a point prior to contract
ratification.

Probability That a Liability Has Been Incurred
5.09 The following are some of the factors that are integral to assessing

whether it is probable that a liability for retroactive wages has been incurred:
� Prior history of the airline and the labor group with which it is

negotiating (whether the airline has a demonstrated history of
making or not making retroactive wage payments).

* On July 20, 2010, the Financial Accounting Standards Board (FASB) issued a proposed Ac-
counting Standards Update (ASU), an exposure draft of a proposed statement, Disclosure of Certain
Loss Contingencies—an amendment of FASB Statements No. 5 and 141(R). The proposed statement
would retain the current qualitative disclosures in FASB Accounting Standards Codification 450-20
for loss contingencies and enhance them by requiring additional disclosures, particularly for litigation
contingencies. Readers should be alert to the issuance of a final ASU.
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� Management's intent to provide retroactive wages (whether man-

agement has obtained the board of directors' approval to offer
retroactive wages as part of the package).

� The existence of an offer of retroactive wages (whether an offer
has been made that includes a provision for retroactive wages).

� Union group's expectations (whether the union group expects
retroactive wages to be a part of the final contract. This may
be difficult to determine and, therefore, will be based on man-
agement's reasonable belief and other evidence available to the
airline, such as management's current interaction with the union
group during the contract negotiation process.).

� The terms of recent agreements reached by other airlines with
similar union groups (recent completed agreements are frequently
used as benchmarks for other agreements being negotiated).

Ability to Reasonably Estimate the Liability
5.10 Because the CBA negotiation process is fluid, with numerous pro-

posals and counterproposals, it may be difficult to make reasonable estimates
in the early stages of the negotiation process. Estimates developed in the early
stages of the negotiation process in many cases later require significant revi-
sion. Further complicating the estimation process is the fact that airlines have
multiple means of compensating employees, which could alleviate the need for
retroactive wages. For example, an enhanced pension benefit might be provided
in lieu of retroactive wages.

5.11 For airlines, the range of an estimated retroactive wage liability will
be defined and refined as events in the negotiation process occur, as related to
the guidance of FASB ASC 450-20-25-5, which concludes that the criterion for
recognition of a loss contingency in FASB ASC 450-20-25-2—that "the amount
of loss can be reasonably estimated"—is met if a range of loss can be reasonably
estimated.

5.12 Any change in the airline's estimate of retroactive wage liability
needs to be based on reliable information, and the effect of the change should
be accounted for by adjusting the accrual in the period of change if the change
affects that period only or in the period of change and future periods if the
change affects both in accordance with FASB ASC 250-10-45-17.

5.13 FASB ASC 250-10-50-4 states that disclosure is required if the effect
of a change in the estimate is material to the interim or annual financial
statements.

5.14 Following are two examples of the accounting for changes in es-
timates related to amendable labor contracts. These examples assume that
Airline A has a history of paying retroactive wages, and that management in-
tends to offer retroactive wages as a component of the new CBA. Additionally,
new CBAs at other airlines have continued the trend of increasing base wage
rates, thus causing pilot wage rates at Airline A to fall below market. Based on
these factors, management believes it is probable that retroactive wages will
be paid and can be reasonably estimated.

Increase in Estimate
5.15 Airline A is negotiating a new CBA with its pilots. The existing CBA

has an amendable date of June 30, 20X4. In the 12 months subsequent to June
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30, 20X4 (the amendable date), pilot wages (based on the terms of the existing
CBA) were $500,000,000. Airline A estimates an increase to pilot wages of 2.5
percent and believes it will take 2 years to negotiate and ratify a new CBA.
Accordingly, Airline A accrued $12,500,000 for retroactive wages for the year
ended June 30, 20X5. In July 20X5, Airline A concludes, based on a recent
agreement reached by another airline and its pilots, that its best estimate of
an increase in retroactive wages is 4.5 percent. As a result of the change in its
estimated retroactive pay, Airline A increases its accrual for pilot retroactive
wages by $10,000,000 for the 12-month period ended June 30, 20X5 (to a total of
$22,500,000) in July 20X5, with a corresponding charge to salaries and benefits
expense to reflect this change in estimate. If the financial statements for the
quarter ended June 30 were not issued or available to be issued by the time
of the decision, this change would be accounted for in the June quarter as a
recognized subsequent event in accordance with FASB ASC 855, Subsequent
Events. Airline A will also prospectively accrue $5,625,000 for the quarter ended
September 30, 20X5 ($22,500,000 divided by 4).

Decrease in Estimate
5.16 Airline A is negotiating a new CBA with its pilots. The existing CBA

has an amendable date of June 30, 20X4. In the 12 months subsequent to June
30, 20X4 (the amendable date), pilot wages (based on the terms of the existing
CBA) were $500,000,000. Airline A estimates an increase to pilots wages of 2.5
percent and believes it will take 2 years to negotiate and ratify a new CBA.
Accordingly, Airline A accrued $12,500,000 for retroactive wages for the year
ended June 30, 20X5. In July 20X5, Airline A management decides, based on
a new offer from its pilots, to eliminate the proposed retroactive wage increase
of 2.5 percent in return for bonuses in future years if Airline A meets certain
financial thresholds in those years. As a result of the elimination of the expected
retroactive pay raise, in July 20X5, Airline A reverses its $12,500,000 accrual
for pilot retroactive wages for the 12-month period ended June 30, 20X5 (with
a corresponding credit to salaries and benefits expense to reflect this change in
estimate), and discontinues further accrual of retroactive wage payments. If the
financial statements for the quarter ended June 30 were not issued or available
to be issued by the time of the decision, this change would be accounted for in
the June quarter as a recognized subsequent event in accordance with FASB
ASC 855.

Evaluation Points
5.17 Due to the fluid nature of negotiations between airlines and their

various work groups, it is difficult to assess the probability of retroactive wages
or to estimate a range of amounts of those wages. It would not be unusual
for two airlines to reach different conclusions based on similar facts. How-
ever, in an effort to promote consistency, FinREC has set out the events in the
CBA negotiation process that are listed subsequently. FinREC believes these
events mark the points in the negotiation process at which the probability that
a liability has been incurred and the extent to which any liability is reason-
ably estimable should be evaluated. The list of these events is arranged in
ascending order; that is, the likelihood of accruing a liability increases toward
the end of the list and is also higher when more than one of these conditions
exist with respect to an airline. It is assumed that, at each of these points,
the contract is amendable, and the airline has a history of paying retroac-
tive wages. This guidance would need to be applied based on the facts and
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circumstances of the particular contract negotiation. These evaluation points
are as follows:

� Recently negotiated union contracts at other airlines during the
amendable period of the contract in question with significant in-
creases in wage rates may lead to requests for retroactive wages
during the amendable period.

� Management begins negotiations with an expectation that
retroactive wages will be a component of the future CBA.

� Substantive communication from management indicates that
retroactive wage payments will be a part of the new CBA.

� Management has made an offer that includes retroactive wages.
� A tentative settlement is reached with union leadership, subject

to union ratification, which includes retroactive wages.
� The board of directors approves the new CBA containing retroac-

tive wages or, alternatively, a bankruptcy court approves the new
CBA.

5.18 Once a CBA is ratified, the retroactive wage liability would be ad-
justed to reflect the estimated amount payable under the new CBA.

5.19 If an airline has no history of providing retroactive wages during pe-
riods when contracts are amendable, an accrual would be inappropriate absent
strong evidence to the contrary (that retroactive wages will be part of the final
contract).

Disclosures
5.20 See the "Risks and Uncertainties" section of chapter 7, "Financial

Reporting and Disclosures," for disclosure considerations related to amendable
labor contracts.

Pensions

Background
5.21 Pensions are a major cost for many airlines and involve the appli-

cation of complex accounting guidance. Most traditional airlines have a wide
array of pension arrangements and typically provide benefits using a com-
bination of defined benefit and defined contribution plans. Low-cost airlines
generally provide benefits under defined contribution plans. Through years of
labor negotiations, some airlines have provided pension benefit enhancements
in lieu of current cash consideration. In addition, because of competition and the
growth of low-cost airlines, many traditional airlines have terminated, frozen,
or otherwise modified their defined benefit plans to reduce costs and conserve
cash.

5.22 During periods of high interest rates, high asset valuations, and high
market returns, the traditional airlines' pattern of enhancing retirement bene-
fits kept cash compensation low and did not have a negative effect on the plans'
funded status. However, in periods of low interest rates and below-average as-
set returns, substantial increases in pension obligations, underfunded pension
plans, and increasing annual pension costs occurred, requiring an increased
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level of cash funding. These conditions have historically resulted in significant
underfunding of the airline industry's defined benefit plans.

5.23 FASB ASC 715, Compensation—Retirement Benefits, provides guid-
ance on accounting issues and required disclosures for pensions.

Critical Assumptions
5.24 Critical assumptions used in the measurement of net periodic pension

cost and the projected benefit obligation and determination of funded status
are the discount rate, expected long-term rate of return, rate of compensation
increase, expected rate of retirement, expected rate of turnover, recall rates
of furloughed employees, and the mortality curve. FASB ASC 715-30-35-42 re-
quires an explicit approach to assumptions; that is, each significant assumption
used should reflect the best estimate solely with respect to that individual as-
sumption. Actuarial assumptions reflect the time value of money, the discount
rate, and the probability of payment (assumptions as to mortality, turnover,
early retirement, and so forth). Some of these assumptions are discussed in the
following sections.

Discount Rate
5.25 In accordance with FASB ASC 715-30-35-43, assumed discount rates

should reflect the rates at which the pension benefits could be effectively set-
tled. It is appropriate in estimating those rates to look to available information
about rates implicit in current prices of annuity contracts that could be used to
effect settlement of the obligation (including information about available annu-
ity rates published by the Pension Benefit Guaranty Corporation [PBGC]). In
making those estimates, an employer may also look to rates of return on high
quality fixed-income investments currently available and expected to be avail-
able during the period to maturity of the pension benefits. Assumed discount
rates are used in measurements of the projected, accumulated, and vested ben-
efit obligations and the service and interest cost components of the net periodic
pension cost.

5.26 As discussed in FASB ASC 715-30-35-44, the objective of selecting
assumed discount rates is to measure the single amount that, if invested at
the measurement date in a portfolio of high-quality debt instruments, would
provide the necessary future cash flows to pay the pension benefits when due.
Notionally, that single amount, the projected benefit obligation, would equal
the current market value of a portfolio of high quality zero coupon bonds whose
maturity dates and amounts would be the same as the timing and amount of
the expected future benefit payments. However, in other than a zero coupon
portfolio (such as a portfolio of long-term debt instruments that pay semiannual
interest payments or whose maturities do not extend far enough into the future
to meet expected benefit payments), the assumed discount rates (the yield to
maturity) need to incorporate expected reinvestment rates available in the
future. Those rates should be extrapolated from the existing yield curve at the
measurement date.

5.27 In Emerging Issues Task Force Topic No. D-36, "Selection of Discount
Rates Used for Measuring Defined Benefit Pension Obligations and Obligations
of Postretirement Benefit Plans Other Than Pensions," the Securities and Ex-
change Commission staff indicated that they believe fixed-income debt securi-
ties that receive one of the two highest ratings given by a recognized ratings
agency may be considered high quality. Under this approach, the airline selects
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a benchmark index rate, such as Moody's Aa corporate bond index as the start-
ing point for calculating its discount rate. When using this approach, an airline
would determine whether the timing and amount of cash outflows of the bonds
in the index generally matches the timing and amount of the estimated benefit
payments and would adjust the index rate for any significant differences. Al-
though benchmarking the rate against the rate used by industry peers can help
an airline in assessing the reasonableness of its discount rate, benchmarking is
not the basis for selecting the discount rate (or any other assumption) because
it does not take into account the variations in plan or participant characteris-
tics. It is recommended that documentation and support for the discount rate
are not be limited to actuarial valuations or peer entity comparisons but rather
are based on the entity's specific facts and circumstances.

Expected Long-Term Rate of Return
5.28 The expected long-term rate of return is an assumption as to the rate

of return on plan assets reflecting the average rate of earnings expected on
the funds invested or to be invested to provide for the benefits included in the
projected benefit obligation. It needs to be consistent with the current asset mix
in the portfolio. The expected long-term rate of return is estimated based on
many factors including, among other things, (a) the expected asset allocation,
(b) assumed market volatility of the portfolio, (c) the plan's investment policy,
(d) the method of constructing a best estimate range of investment returns,
(e) historical returns by asset category, and (f) analysts' forecasts of market
returns.

Airline-Specific Assumption Considerations

Rate of Compensation Changes, Expected Rates of Retirement,
and Turnover

5.29 Although the effects on current year expense and the projected benefit
obligation of a change in the expected rate of retirement, turnover rate, and
rate of compensation increase are not as dramatic as those of a change in
the discount rate and expected long-term rate of return, the airline and its
auditors would need to ascertain that the expected rate of retirement, turnover
rate, and rate of compensation increase are consistent with the airline's actual
experience, plan design or CBA agreements, and future expectations in the
industry.

5.30 During periods of economic uncertainty in an industry characterized
by wage concessions and revised CBAs that keep future salary increases to a
bare minimum, some airlines reduce the weighted-average rate of compensa-
tion increase to the current CBA rate of increase as the ultimate rate. However,
if the current CBA provides for no salary increases, it is not appropriate to use
zero as the ultimate rate of compensation increase. It is acceptable to assume
that there will be no compensation increases for a certain number of years, but
eventually the rate will have to increase in response to inflationary pressures.

Furlough Return Rate
5.31 Furloughs and layoffs are common in the airline industry during

downturns in the economy. The furlough rate of return can be a significant fac-
tor in determining the appropriate accounting estimates to be used for pension
accounting. Furloughs generally affect pension estimates because certain fur-
loughed employees can continue to participate in defined benefit plans as long
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as they stand ready to return to work. An airline needs to accurately estimate
not only the number of employees who will be recalled but also the effect of the
recall on future service and other significant pension estimates.

Termination of Pension Plans

Accounting Guidance

5.32 An airline may terminate or make significant changes to its existing
defined benefit plan. Airlines should evaluate terminations or other significant
modifications to pension plans under the provisions of paragraphs 74–96 of
FASB ASC 715-30-35 to determine if a curtailment, settlement, or both has
occurred.

5.33 During periods of restructuring, there may be events in which a
settlement, as defined in the FASB ASC glossary and discussed in paragraphs
74–91 of FASB ASC 715-30-35, has occurred. These events are associated with
plan terminations or lump sum payouts driven by actions of the plan sponsor.

5.34 FASB ASC 715 also provides guidance on accounting for small re-
curring settlements that may occur when lump sum payments are made to
retirees. Such settlements may occur in periods of financial uncertainty at
the airline when employees are taking early retirement or early retirement
packages are being offered, which causes the amount of lump sum payouts to
increase, as compared with other years. Per FASB ASC 715-30-35-82, recog-
nition in earnings of gains or losses from settlements is required if the cost of
all settlements during a year is greater than the sum of the service cost and
interest cost components of net periodic pension cost for the pension plan for
the year.

Pension Benefit Guaranty Corporation
5.35 The PBGC, a federal government agency established under Title IV

of the Employee Retirement Security Act of 1974, administers the federal pen-
sion plan insurance program for defined benefit plans. The PBGC will be a
major creditor of an airline in a bankruptcy proceeding if the airline sponsors
an underfunded defined benefit plan. The PBGC may take over a defined ben-
efit plan in the following situations: (a) standard termination, (b) distressed
termination (bankruptcy situation or severe funding issues), and (c) involun-
tary termination (termination at the direction of the PBGC). With respect to
pension plans turned over to the PBGC, settlement accounting is generally
appropriate if the plan assets and obligation are transferred to the PBGC and
if the plan takeover is irrevocable.

Other Postretirement Benefits
5.36 Certain airlines, especially traditional ones, offer other postretire-

ment benefits, which generally consist of retiree medical benefits, bridge med-
ical benefits (that provide coverage for retirees from the point of retirement
to the age of 65 when they become eligible for Medicare), life insurance, and
other benefits. Employees may make contributions toward funding a portion
of these other postretirement benefits. Because other postretirement benefits
represent a significant cost for airlines due to rising health care costs, they are
often the subject of negotiation during contract discussions.
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5.37 FASB ASC 715-60 provides guidance on accounting for other postre-

tirement benefits. To the extent that the promise to provide postretirement
benefits is similar to the promise to provide pension benefits, the accounting
for such promises is similar to the accounting set forth in FASB ASC 715-30,
which governs pension accounting. Accordingly, issues encountered when ac-
counting for other postretirement benefits are similar to pension accounting
issues. For example, when there is a change that decreases the benefits of-
fered under other postretirement benefit plans, the airline needs to determine
whether a negative plan amendment, curtailment, or settlement has occurred
and the appropriate accounting for each event. Airlines need to distinguish be-
tween a negative plan amendment (which reduces benefits) and a curtailment
(which eliminates the expected years of future service by active plan partici-
pants). Alternatively, when there is a change that increases other postretire-
ment benefits, and the change grants credit for prior service, the cost of the
benefit improvement should be recognized as a charge to other comprehensive
income at the date of the amendment. It is treated as prior service cost and
amortized as a component of net periodic postretirement benefit cost over the
remaining service period of the currently active employees who will receive the
benefit. However, other postretirement benefits do not have the same funding
requirements mandated by law as pensions.

5.38 Critical assumptions used in the determination of net periodic postre-
tirement benefit cost, the accumulated postretirement benefit obligation, and
funded status are the discount rate, expected long-term rate of return, and
the health care cost trend rate. The discount rate and expected long-term rate
of return on assets are determined in a manner that is consistent with the
methodology described in the "Pensions" section of this chapter. The health
care cost trend rate is an assumption about the annual rate(s) of change in the
cost of health care benefits currently provided by the postretirement benefit
plan, due to factors other than changes in the composition of the plan pop-
ulation by age and dependency status, for each year from the measurement
date until the end of the period in which benefits are expected to be paid.
The health care cost trend rate implicitly considers estimates of health care
inflation, changes in health care utilization or delivery patterns, technologi-
cal advances, and changes in the health status of plan participants. Differing
kinds of services, such as hospital care and dental care, may have different
trend rates. The health care cost trend rate is generally determined by the
airline with assistance from an actuary.

Other Key Employee Benefits
5.39 Other key benefits include, but are not limited to, workers' com-

pensation (WC), salary continuation, supplemental unemployment benefits,
severance benefits, disability-related benefits (including WC), job training and
counseling, and continuation of benefits such as health care benefits and life
insurance coverage. Benefits may be paid as a result of a disability, furlough or
layoff, leave of absence, death, or other events. Following are brief descriptions
of some of these key employee benefit obligations incurred by airlines and any
unique attributes of those obligations.

Workers’ Compensation
5.40 WC laws are designed to ensure that employees who are injured

or disabled on the job are provided with fixed monetary awards, eliminating
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the need for litigation. These state laws also provide benefits for dependents
of those workers who are killed because of work-related accidents or illnesses.
Some laws also protect employers and fellow workers by limiting the amount an
injured employee can recover from an employer and by eliminating the liability
of coworkers in most accidents. State WC statutes establish this framework for
most employment.

5.41 As in the manufacturing industry, the rate of WC incidents is high
in the airline industry. As a result, many airlines incur substantial WC claim
payments and record a large WC expense. Airlines frequently self-insure for
some level of WC claims and maintain umbrella coverage over that amount.
Airlines with significant self-funded plans can have significant collateral de-
posit requirements to support the estimated claims anticipated under their WC
plan. Sometimes airlines use off-shore insurance companies to help minimize
collateral requirements and provide certain tax benefits. The accounting for a
fully self-insured or partially self-insured WC involves significant judgments
and estimates by senior management. Airlines should consider guidance in
FASB ASC 450-20-25 when determining accruals for self-insured WC. Airlines
should also consider obtaining estimates from actuaries for significant WC
accruals.

Severance Benefits
5.42 Severance or termination benefits may take various forms, including

lump sum payments, periodic future payments, or both. They may be paid
directly from an airline's assets, an existing pension plan, a new employee
benefit plan, or a combination of those means. Which guidance is applicable to
severance or termination benefits depends on the nature of the severance plan,
as follows:

� FASB ASC 712-10-25 sets forth the accounting for special termi-
nation benefits offered for a short period or contractual termina-
tion benefits required by the terms of a plan if a specified event
occurs and severance benefits paid under a contractual provision
(typically for union employees) or pursuant to an established plan.

� FASB ASC 420-10-25-4 sets forth guidance on accounting for ter-
mination benefits provided to employees who are terminated in-
voluntarily under the terms of a benefit arrangement that is not
an ongoing benefit arrangement or an individual deferred com-
pensation contract (for example, a one-time severance benefit).

5.43 FASB ASC 420-10-30-6 provides that, if employees are required to
render service until they are terminated in order to receive termination benefits
and will be retained to render service beyond the minimum retention period,
a liability for the termination benefits should be measured initially at the
communication date based on the fair value of the liability on the termination
date. Per FASB ASC 420-10-25-9, the liability for the termination benefits
should be recognized ratably over the future service period.

5.44 This practice is common in the airline industry because an immediate
reduction in work force would be disruptive to operations due to training issues
associated with pilots and, to a lesser extent, flight attendants and mechanics.

5.45 However, a special termination benefit offered to employees should
be recognized as a liability and a loss in the period that the offer is accepted
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and the amount can be reasonably estimated in accordance with FASB ASC
712-10-25-1.

5.46 Severance benefits paid in accordance with union contract provisions
would be accounted for in accordance with FASB ASC 710-10-25-1 if the obliga-
tion is attributable to employees' services already rendered, employees' rights
to those benefits accumulate or vest, payment of the benefits is probable, and
the amount of the benefits can be reasonably estimated. If those four conditions
are not met, the employer should account for severance benefits in accordance
with FASB ASC 450-20-25-2, which states that an estimated loss should be
accrued by a charge to income, in the period in which (a) based on information
available before the financial statements are issued or are available to be is-
sued, it is probable that a liability has been incurred at the date of the financial
statements and (b) the amount of loss can be reasonably estimated. Date of the
financial statements means the end of the most recent accounting period for
which financial statements are being presented. It is implicit in this condition
that it must be probable that one or more future events will occur confirming
the fact of the loss.

5.47 Therefore, a thorough understanding of the severance benefit offered
is essential in order to determine the appropriate accounting.

Pilot Disability (Permanently or Medically Grounded)
5.48 Grounding of a pilot can occur for medical reasons such as poor

eyesight, physical disabilities, or heart conditions. Most pilots' CBA contracts
call for a salary continuation benefit that is based on a percentage of the
pilot's average earnings over a specified period. Disability benefits are generally
accounted for in accordance with FASB ASC 712-10-25.

Voluntary Furloughs
5.49 Certain work group contracts have provisions that permit employees

to accept voluntary furloughs in lieu of furloughing other employees who would
generally be furloughed on a seniority basis. Airlines accept the voluntary
furlough programs because they generally result in furloughing slightly higher
compensated employees than would be furloughed in the event of a seniority
based furlough. As an incentive to accept the voluntary furloughs, employees
typically receive medical, dental, and certain other benefit coverages during the
furlough period. The cost of these benefits would generally be accrued when
the voluntary furlough is accepted. In addition, it is necessary to consider
the effect of these furloughs on accounting estimates for pensions and other
postemployment benefits.

Flight Crew Payroll
5.50 The pay of flight personnel (pilots and flight attendants) normally

represents the largest portion of an airline's salaries expense. The pay is usually
determined collectively based on the rates specified in the CBA and generally
depends on a number of variables including, among others, number of hours
flown, the type of equipment flown, whether the hours flown were day or night
hours, seniority, and flying status (for example, pilot, first officer, flight engi-
neer, or flight attendant). Crew members are also reimbursed a daily per diem
for each day away from their assigned home base.
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Inherent Risk Factors
5.51 Factors that influence inherent risk in the compensation and benefit

areas might include the following:
� Subjectivity in judgments and estimates associated with amend-

able labor contracts
� Lengthy period during which a contract is amendable
� Significant management judgment and estimates related to the

actuarial process to calculate pension, postretirement, postem-
ployment, and self-insured WC expense

� Economic downturns that might result in the airline making sig-
nificant changes to its benefit plan offerings (conversion of a de-
fined benefit plan)

� Changes and enhancements to employee benefits
� Effect on benefits for a financially distressed airline (for example,

reductions in force)
� Changes in broad economic assumptions
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Chapter 6

Other Accounting Considerations

Intangible Assets
6.01 Intangible assets, either acquired or developed internally, may in-

clude the following: international route authorities (routes), airport landing
and take-off rights (slots), airport operating rights, frequent flyer agreements,
customer base, international alliance agreements, code-share agreements,
trade names, and vendor contracts. When airport gates are acquired in a trans-
action that is not part of a business combination, the value of the gates is usually
recorded separately. However, when acquired as part of a business combina-
tion, gates would generally be valued as a component of airport operating
rights except to the extent that the underlying lease qualifies as a contractual
intangible (that is, a favorable lease).

6.02 Currently, the unique intangible assets in the airline industry are
primarily domestic slots, airport operating rights, and international route au-
thorities and slots.

Domestic Assets

Domestic Slots
6.03 In 1968, the Federal Aviation Administration (FAA) introduced the

High Density Traffic Airports rule that established a fixed number of take-
off and landing rights at certain very high density airports (including New
York John F. Kennedy International [JFK], New York LaGuardia, Washington
Reagan National, and Chicago O'Hare) to avoid excessive congestion and to
reduce delays. These slots were initially granted to the incumbent airlines,
but they can be leased, traded, or sold on an individual or overall basis at
each airport. In March 2000, the Wendell H. Ford Aviation Investment and
Reform Act was passed, resulting in the elimination of slot restrictions at
O'Hare on July 1, 2002, and at LaGuardia and JFK on January 1, 2007. The
legislation does not provide for elimination of slots at Reagan airport. Although
slot restrictions were eliminated at JFK in January 2007, in December 2007, an
agreement had been reached between the Department of Transportation (DOT)
and domestic airlines to ease congestion at JFK by shifting the timing of certain
flights. In order to remedy congestion at LaGuardia that was exacerbated by
the elimination of slot restrictions, the FAA placed caps on total operations and
required carriers at LaGuardia to hold operating authorizations. With respect
to O'Hare, in 2006, the FAA issued an order requiring carriers to hold arrival
authorizations to land during certain hours at that airport. As regulations in
this area continue to evolve, carriers need to carefully evaluate their effect on
accounting for slots.

Airport Operating Rights
6.04 Airport operating rights represent the value of a carrier's established

operations at airports that have certain attributes. Generally, this intangible
asset exists at airports that have some or all of the following characteristics:
significant barriers to entry exist at the airport, the airport is capacity con-
strained, or an airline has a substantial portion of the airport's capacity. An
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example would be an airline's operations at either its hub location or at a high
density, capacity-constrained airport that is not slot controlled. Separately
identifiable slot intangible assets and certain gate lease valuation intangibles
would be recorded as separate intangibles and not as a component of airport
operating rights.

6.05 According to the Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) glossary, an asset is identifiable if it
meets either of the following criteria: (a) it is separable, that is, capable of be-
ing separated or divided from the entity and sold, transferred, licensed, rented,
or exchanged, either individually or together with a related contract, identi-
fiable asset, or liability, regardless of whether the entity intends to do so, or
(b) it arises from contractual or other legal rights, regardless of whether those
rights are transferable or separable from the entity or from other rights and
obligations.

6.06 In accordance with the definition of identifiable as presented in the
preceding paragraph, airport operating rights should be recognized as a free-
standing intangible apart from goodwill when the asset arises from contractual
or other legal rights or if it is separable from the airline. Typically, airport op-
erating rights meet the separability criteria of being identifiable because the
airline's underlying operations at the airport can be sold or leased in a separate
transaction.

6.07 Airport operating rights may be developed internally by the airline
through expansion of its operations at an airport, or they may be acquired
individually or in a business combination. The fair value of airport operat-
ing rights is driven by market conditions, locations, and other factors and is
generally determined using an income approach.

Accounting Treatment

Valuation
6.08 An airline may have received the bulk of its slots at any given air-

port through its historical operations, by acquiring them (either from another
airline or through a business combination), or by recognizing them through the
application of fresh start accounting as required by paragraphs 19–21 of FASB
ASC 852-10-45, which is discussed in "Bankruptcy Matters" in this chapter.

6.09 Consistent with FASB ASC 350-20-25-3, the cost of internally devel-
oped airport operating rights should be expensed as incurred.

6.10 Domestic slots and airport operating rights that are acquired (either
from another airline or through business combinations) or recognized through
the application of fresh start accounting are capitalized and amortized over
their useful life. Slots and airport operating rights acquired in an asset pur-
chase or business combination are recognized at their fair value as required
by FASB ASC 805-20-30-1, which states that the acquirer should measure the
identifiable assets acquired, the liabilities assumed, and any noncontrolling
interest in the acquiree at their acquisition-date fair values.*

* In December 2010, the Financial Accounting Standards Board issued Accounting Standards
Update (ASU) No. 2010-29, Business Combinations (Topic 805): Disclosure of Supplementary Pro
Forma Information for Business Combinations (a consensus of the FASB Emerging Issues Task Force).

(continued)
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6.11 Airlines occasionally acquire domestic slots and airport operating

rights through an exchange with other airlines involving either similar assets
or similar assets and cash. These exchanges should be accounted for in accor-
dance with FASB ASC 845-10-25-1, which states that a reciprocal transfer of
a nonmonetary asset should be deemed an exchange only if the transferor has
no substantial continuing involvement in the transferred asset such that the
usual risks and rewards of ownership of the asset are transferred and FASB
ASC 845-10-30-1, which states that the accounting for nonmonetary transac-
tions should be based on the fair values of the assets (or services) involved,
which is the same basis as that used in monetary transactions. Thus, the cost
of a nonmonetary asset acquired in exchange for another nonmonetary asset
is the fair value of the asset surrendered to obtain it, and a gain or loss should
be recognized on the exchange.

6.12 Nonmonetary exchanges are typically recorded at fair value unless
the exchange lacks commercial substance or certain other considerations as
described in FASB ASC 845-10-30-3.

6.13 FASB ASC 845-10-30-4 states that a nonmonetary exchange has com-
mercial substance if the entity's future cash flows are expected to significantly
change as a result of the exchange.

6.14 The airline would evaluate the exchange to determine if the airline's
future cash flows are expected to change significantly as a result of the ex-
change. If the exchange lacks commercial substance, the intangibles received
are recognized at the recorded amount of the relinquished assets.

6.15 Domestic slots and airport operating rights have been traditionally
considered to be finite-lived assets based on their close association to the related
airport infrastructure, including leases and other operating or use agreements.

6.16 FASB ASC 350-30-35-2 states that the useful life of an intangible
asset to an entity is the period over which the asset is expected to contribute
directly or indirectly to the future cash flows of that entity. The useful life is
not the period of time that it would take that entity to internally develop an
intangible asset that would provide similar benefits. However, a reacquired
right recognized as an intangible asset is amortized over the remaining con-
tractual period of the contract in which the right was granted. If an entity
subsequently reissues (sells) a reacquired right to a third party, the entity
includes the related amortized asset, if any, in determining the gain or loss
on the reissuance. Additionally, FASB ASC 350-30-35-3 provides guidance on
pertinent factors to analyze when considering the useful life of an intangible
asset.

(footnote continued)

The main objective of this ASU is to address diversity in practice about the interpretation of the
pro forma revenue and earnings disclosure requirements for business combinations. If comparative
financial statements are presented, the pro forma revenue and earnings of the combined entity for the
comparable prior reporting period should be reported as though the acquisition date for all business
combinations that occurred during the current year had been as of the beginning of the comparable
prior annual reporting period only. This ASU also expands the supplemental pro forma disclosures
to include a description of the nature and amount of material, nonrecurring pro forma adjustments
directly attributable to the business combination included in the reported pro forma revenue and
earnings. The amendments in this ASU will be effective prospectively for business combinations for
which the acquisition date is on or after the beginning of the first annual reporting period beginning
on or after December 15, 2010. However, early adoption is permitted.
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6.17 The following factors are considered in determining the useful life
of domestic slots and airport operating rights:

� The accelerated pace of change in the airline industry and the
effects of competition among airports

� Legislative action that results in an uncertain regulatory environ-
ment as it relates to slots and their expected termination date

� The terms of existing facility leases at airports and the airline's
own historical experience and expectations about renewing these
leases

� Statutory lives, if any, for slots

6.18 In certain cases, airlines may assign lives longer than those specified
in the lease or other statutory or contractual provisions. In these cases, air-
lines have concluded that significant continuing value exists at these locations
(due to significant capacity constraints at the airport, barriers to entry, or the
airline's having a substantial portion of the airport's capacity), which would
compel them to remain at the location past contractual periods. See "Amorti-
zation of Leasehold Improvements" in chapter 4, "Acquiring and Maintaining
Property and Equipment," for a discussion of criteria that are applied in de-
termining the lives of leasehold improvements. These criteria would also be
considered in determining useful lives of intangible assets related to airport
operations.

Impairment
6.19 Finite-lived intangible assets are assessed for impairment using the

undiscounted cash flow methodology as discussed in FASB ASC 360-10-35-17.

6.20 FASB ASC 360-10-35-23 states that for purposes of recognition and
measurement of an impairment loss, a long-lived asset or assets should be
grouped with other assets and liabilities at the lowest level for which identi-
fiable cash flows are largely independent of the cash flows of other assets and
liabilities.

6.21 Identifying the group of assets at which cash flows are largely inde-
pendent requires judgment. For example, an airline might conclude that the
airport to which the asset relates provides the lowest level of identifiable cash
flows. Alternatively, an airline also might conclude that the airport to which the
asset relates would not provide the lowest level of identifiable cash flows. This
is because the cash flows from airport operating rights are largely dependent
on cash flows from airline operations (that is, transportation of passengers),
and using the cash flows at the airport level would involve a high degree of al-
location. Therefore, for impairment testing purposes, airport operating rights
would be a part of a larger asset group and would be evaluated at a higher level
than the airport.

Gates
6.22 A gate is recorded as a separate asset if the right to use the gate is

acquired from another airline. The gate is recorded based on the amount paid
to obtain the right to use the gate or the fair value of the asset exchanged.
The fair value of the gate lease also needs to be considered because if there
is a difference between the recorded value of the gate and the fair value of
the lease, it may indicate the existence of another asset. The value of gates
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does not include any leasehold improvements. The life assigned to the gate
is generally the remaining term of the lease or the sublease from the other
airline. As described in "Amortization of Leasehold Improvements" in chapter
4, in limited circumstances, the airline may conclude that the useful life of
leasehold improvements is longer than the contractually stated lease term
for the related airport facility. When airport gates are acquired as part of
a business combination, gates would generally be valued as a component of
airport operating rights except to the extent that the underlying lease qualifies
as a contractual intangible (that is, a favorable lease).

International Route Authorities and Slots
6.23 Access to foreign markets by U.S. registered carriers has historically

been subject to bilateral agreements between the U.S. government and gov-
ernments of foreign countries. These agreements can restrict access to U.S.
gateway cities and foreign destinations by limiting the number of airlines that
may provide service to certain airports, restrict service to certain airports, re-
strict types of aircraft, limit frequencies of flights, or limit the beyond flying
capabilities of the carrier. These bilateral agreements provide that the route
certificates are awarded by the U.S. government to the individual carriers on
a temporary basis and that they can be renewed upon expiration by the DOT.

6.24 Administratively, the route certificate is considered a license for con-
tinuing activity and is renewed by the incumbent carrier based on the filing of a
timely application combined with meeting a certain level of service. If a carrier
files timely for renewal of its route authority and the DOT takes no action, the
carrier's authority is extended by the applicable provisions of the law. DOT
regulations include an affirmative rebuttable presumption standard in favor
of renewal of the incumbent carrier's route certificate upon expiration of the
certificate, and applications for renewal of route certificates by the incumbent
carriers have been approved in virtually all cases.

6.25 Traditionally, foreign countries limited the access to routes from the
United States to only a single or a few U.S. carriers and also frequently limited
the destinations within the United States that could be operated. That was done
initially to protect the foreign countries' national carriers from competition. The
more restrictive the access to a country or region (that is, the rights to fly to a
country with beyond rights into other countries), the more valuable the route
authority is to the carrier. In the 1980s and 1990s, as international travel
boomed, distressed carriers sold their route authorities into various countries,
either individually or in the aggregate. Because new authorities would rarely
be granted, a carrier that wanted to start operations to a new country had no
choice but to acquire the route authority from another carrier.

6.26 Route authorities traditionally have also designated the airport to
which the airline may operate. Just as the value in a route authority is driven
by restrictive access to a particular country or region, a significant portion of
value can be derived from access to a restricted airport. Practice to date has
viewed the right to fly between two countries (route authority) and the right
to land at the international airport at a specific time (slot) as one asset or
one asset group because the route authority and the slots are interdependent.
In certain countries, however, slots are separable from the underlying route
authority. The treatment of international slots varies based on the country or
region in which the airport is located. For instance, slots do not formally exist
in Latin America. An airline having appropriate operating authority pursuant
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to a bilateral agreement notifies the airport of its intent to operate the route
and then works with the airport authority to determine an acceptable landing
time. In addition, there is no history or experience of airlines being able to
swap or trade these slot times independent of the related route authority.
Therefore, these slots were simply considered to be either a specific component
of the route authority or a procedural agreement with the airport that had no
independent value. In the United Kingdom (UK) and other European Union
(EU) member countries, slots are generally separable from the route authority
and are administered by an independent coordinator at each airport. This
practice developed over the years as the demand for slot times at high density
airports increased. In the UK, a market exists for the transfer or monetization
of slots, whereas in the rest of the EU member countries, monetization of the
slots is not permitted. Slots in the EU can be transferred but for no value, except
that they generally can be transferred along with other assets. In Japan and
China, slots are separable assets but cannot be transferred apart from the route
authority. Although slots are not transferable in Japan, carriers operating
under the same bilateral treaty can use each other's slots (for example, under
the U.S.-Japan bilateral agreement, United Airlines may use a Federal Express
slot, but United Airlines and British Airways could not use each other's slots).
Slots do not require renewal, although they are subject to a "use or lose" test,
and the airlines have legal title to the slots.

Open Skies
6.27 Since the 1990s, the U.S. government has pursued a policy of "open

skies" under which it has negotiated a number of bilateral agreements allowing
unrestricted access to foreign markets. Historically, the markets in certain
countries (most notably, Heathrow and Gatwick in the UK and Japan and
China) have remained subject to restrictive bilateral agreements. The United
States and the EU signed an open skies agreement that became effective on
March 30, 2008. Under the terms of this agreement, any European carrier is
allowed to fly to any city in the United States, and U.S. carriers are granted
access to all airports in the 27-nation EU. In December 2009, the United States
and Japan reached an open skies agreement, subject to approval of anti-trust
immunity from the U.S. Department of Transportation and Japan's Ministry of
Land, Infrastructure, Transportation and Tourism. However, even in an open
skies country, a carrier must still acquire a route certificate and related airport
access to operate to a specific destination within that country.

Effect of Open Skies on the Existence of an Asset
6.28 The AICPA Financial Reporting Executive Committee (FinREC) be-

lieves that the effect of an open skies agreement on international routes and
slots will depend on the nature of the recorded asset prior to the advent of the
open skies environment, that is, whether an airline recorded routes and slots
as separate assets or combined them as a single asset. Over the years, airlines
have typically acquired or recorded asset values for routes and related slots in
different types of transactions, which can be described as follows:

� Acquisition of a combined asset. In periods prior to open skies,
airlines typically acquired routes and related slots as part of a
combined asset and recorded the acquired assets as one asset,
generally referred to as a route authority.

AAG-AIR 6.27



P1: irk

ACPA197-06 aicpa-aag.cls June 13, 2011 21:36

Other Accounting Considerations 175
� Acquisition of individual assets. Occasionally, airlines acquired

slots without routes and, on a much more limited basis, routes
without the related slots in separate transactions and recorded
them as separate assets.

� Business combination or application of fresh start reporting. In a
business combination or as a result of the application of fresh start
reporting, an airline either recorded routes and slots as individual
assets or as a combined asset for a particular country or airport
location within a country.

6.29 In periods prior to open skies most recorded international intangible
assets represented the combined assets (routes and slots) and were generally
considered indefinite-lived intangible assets.

6.30 Ratification of open skies agreements has a significant effect on
routes and slots. Effectively, a route after open skies has little or no value
due to the elimination of substantially all restrictions on acquiring that asset,
and a slot in a capacity controlled environment contains substantially all of the
value because it represents the right that restricts access to the airport or coun-
try location. As indicated previously, the accounting after open skies depends
on whether in the original transaction an airline recorded routes and slots as
separate assets or combined them as a single asset and can be summarized as
follows:

� Combined asset. If a route and related slot were recorded as a
single combined asset in the initial transaction, FinREC believes
that the combined asset still exists and would be subject to im-
pairment testing based on the combined value of the route and
slot. Although the route itself has little or no value after the ad-
vent of open skies, an impairment may not exist because the value
derived from the slot restrictions may be sufficient to recover the
combined intangible asset. See "Impairment" in this chapter for
further discussion regarding impairment testing.

� Individual assets. There are two views on whether individually
recorded routes continue to meet the definition of an asset after
open skies. Some FinREC members believe that such routes no
longer meet the definition of an asset because open skies agree-
ments eliminate restrictions on the number of airlines that can
be granted a route. Accordingly, these FinREC members believe
that the value associated with such routes should be charged to
expense, and the related slots should be evaluated for impairment.
The alternative view is that such separately recorded routes con-
tinue to meet the definition of an asset in an open skies environ-
ment. Under this view, separately recorded routes and slots need
to be tested for impairment based on the guidance in FASB ASC
360-10-35 and FASB ASC 350-30-35-21 as discussed in "Impair-
ment" in this chapter.

� Business combination or application of fresh start reporting. For
assets that were recorded as part of a business combination or as a
result of the application of fresh start accounting, the accounting
after open skies is based on whether these assets were recorded
as individual or combined assets as discussed previously.
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Useful Life
6.31 The discussion in this section pertaining to separately recorded

routes assumes that the airline has concluded that the asset continues to exist
after open skies. Airlines that believe that separately recorded routes no longer
meet the definition of an asset in an open skies environment would write off
this asset and, therefore, would not need to reassess its useful life. These air-
lines, however, would still evaluate the useful life of separately recorded slots
and combined assets as discussed in the following paragraphs.

6.32 Prior to an open skies environment, combined assets, separately
recorded routes, and separately recorded slots in countries with restrictive
bilateral agreements generally have been assigned an indefinite life.

6.33 According to FASB ASC 350-30-35-16, an entity should evaluate the
remaining useful life of an intangible asset that is not being amortized each
reporting period to determine whether events and circumstances continue to
support an indefinite useful life.

6.34 FASB ASC 350-30-35-17 states if an intangible asset that is not
being amortized is subsequently determined to have a finite useful life, the
asset should be tested for impairment in accordance with paragraphs 18–20 of
FASB ASC 350-30-35, as discussed in "Impairment" in this chapter.

6.35 In determining whether its international intangible assets have a
finite or indefinite life, the airline should follow the guidance in FASB ASC
350-30-35-2, which states that the useful life of an intangible asset to an entity
is the period over which the asset is expected to contribute directly or indirectly
to the future cash flows of that entity.

6.36 FASB ASC 350-30-35-4 states that if no legal, regulatory, contrac-
tual, competitive, economic, or other factors limit the useful life of an intangible
asset to the reporting entity, the useful life of the asset should be considered to
be indefinite. The term indefinite does not mean the same as infinite or inde-
terminate. The useful life of an intangible asset is indefinite if that life extends
beyond the foreseeable horizon—that is, there is no foreseeable limit on the
period of time over which it is expected to contribute to the cash flows of the
reporting entity, such as airport route authorities.

6.37 In determining whether a separately recorded international route,
slot, or combined asset has an indefinite or finite useful life, airlines need to
consider and evaluate in particular the following factors described in FASB
ASC 350-30-35-3, which are used to determine the useful life of the asset, with
no one factor being more presumptive than the other:

� The expected use of the asset by the entity.
� The expected useful life of another asset or group of assets to

which the useful life of the intangible asset may relate.
� Any legal, regulatory, or contractual provisions that may limit

the useful life. The cash flows and useful lives of intangible assets
that are based on legal rights are constrained by the duration of
those legal rights. Thus, the useful lives of such intangible assets
cannot extend beyond the length of their legal rights and may be
shorter.

� The entity's own historical experience in renewing or extending
similar arrangements consistent with the intended use of the
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asset by the entity, regardless of whether those arrangements
have explicit renewal or extension provisions. In the absence of
that experience, the entity should consider the assumptions that
market participants would use about renewal or extension consis-
tent with the highest and best use of the asset by market partici-
pants, adjusted for entity-specific factors in this paragraph.

� The effects of obsolescence, demand, competition, and other eco-
nomic factors (such as the stability of the industry, known techno-
logical advances, legislative action that results in an uncertain or
changing regulatory environment, and expected changes in dis-
tribution channels).

� The level of maintenance expenditures required to obtain the ex-
pected future cash flows from the asset (for example, a material
level of required maintenance in relation to the carrying amount
of the asset may suggest a very limited useful life). As in de-
termining the useful life of depreciable tangible assets, regular
maintenance may be assumed but enhancements may not.

Further, if an income approach is used to measure the fair value of an intangible
asset, in determining the useful life of the intangible asset for amortization
purposes, an entity should consider the period of expected cash flows used to
measure the fair value of the intangible asset adjusted as appropriate for the
entity-specific factors in this paragraph.

6.38 In addressing whether any legal or regulatory provisions may limit
the useful life of a separately recorded route or slot or a combined asset, specif-
ically with regard to the movement toward open skies, FinREC believes the
effect of open skies should be analyzed on a country-by-country basis. There
are two views on whether the possibility of this regulatory change should affect
the indefinite-lived status of these assets. Some FinREC members believe that
airlines should not anticipate ratification of open skies in the future and would
not consider it as a factor when evaluating the remaining useful life of these as-
sets until open skies access is granted in the country to which the international
route authority asset pertains. Other FinREC members believe that airlines
should take into account all relevant factors and consider the likelihood of this
regulatory change and its effect on the indefinite-lived status of separately
recorded routes, slots, and combined assets before the actual ratification.

6.39 Prior to an open skies environment, the useful life of combined as-
sets, separately recorded routes, and separately recorded slots in countries
with restrictive bilateral agreements generally has been considered indefinite.
FinREC generally believes that once an open skies agreement is effective, even
though the cash flows may continue indefinitely, they will do so at a dimin-
ished level, thus, potentially resulting in an impairment and a reassessment of
the useful life of these assets. Each particular situation needs to be evaluated
based on its facts and circumstances; however, FinREC believes that interna-
tional intangible assets may be more appropriately considered to be finite-lived
assets.

6.40 Slot transition provisions (which may allocate slots to new airport
entrants), existing and future terminal capacity at the airport, future runway
construction, and the airline's operating intention with respect to the airport
where the slots are located influence the airline's reconsideration of the useful
life. Absent slot transition provisions, an airline may be able to support the
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indefinite-life status of separately recorded international slots and combined
assets.

6.41 When evaluating the useful lives of its international intangible as-
sets, an airline also needs to consider the lives of related asset groups or indi-
vidual assets that support these assets, such as airport leases, airport infras-
tructure, and related aircraft.

Impairment
6.42 FASB ASC 350-30-35-18 requires that an intangible asset that is

not subject to amortization should be tested for impairment annually or more
frequently if events or changes in circumstances indicate that the asset might
be impaired. FASB ASC 360-10-35-21 includes examples of impairment indi-
cators.

6.43 Indefinite-lived intangible assets, including those that are subse-
quently determined to have a finite useful life, are assessed for impairment
using the fair value methodology.

6.44 Further, paragraphs 18–21 of FASB ASC 350-30-35 state that the
impairment test should consist of a comparison of the fair value of an intangible
asset with its carrying amount. If the carrying amount of an intangible asset
exceeds its fair value, an impairment loss should be recognized in an amount
equal to that excess. After an impairment loss is recognized, the adjusted
carrying amount of the intangible asset should be its new accounting basis.
Subsequent reversal of a previously recognized impairment loss is prohibited.

6.45 Airlines should consider the guidance in paragraphs 21–28 of FASB
ASC 350-30-35, in determining the unit of accounting to use in impairment
testing pursuant to FASB ASC 350-30-35-18.

6.46 When testing separately recorded international routes and slots for
impairment and applying paragraphs 21–28 of FASB ASC 350-30-35, an air-
line will need to determine whether to treat these assets as a single unit of
accounting or evaluate them separately. Based on the analysis of indicators in
paragraphs 21–28 of FASB ASC 350-30-35, the following factors would support
treating routes and slots as a single unit of accounting for impairment testing
purposes:

� International route authorities were either issued to or acquired
by airlines as one asset (the slots were a component of the route
authority), or the route and slots were acquired separately but
subsequently used together prior to the advent of open skies.

� The route at an airport has little or no value without the slots,
and vice versa.

� The requirement to have both assets (route and slots) at a specific
location in order to operate the flight.

� The route and slots have traditionally been sold together.
� Integration of cash flows from routes within a region, that is, the

need to fly to a specific city in order to operate fifth freedom rights
from that city.

6.47 However, the following factors would support not treating interna-
tional route authorities and slots as a single unit of accounting for impairment
testing purposes:
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� Recently, route authorities to certain locations have been sold

independently of slots, and slots have been sold or leased inde-
pendently of the related routes.

� Open skies might limit the useful economic life of routes but would
not similarly limit the useful economic life of slots.

6.48 In applying paragraphs 21–28 of FASB ASC 350-30-35 to routes and
slots that were acquired separately, the airline would consider that separate
acquisition of these assets implies the existence of a market for the individual
assets in that particular location, and that these assets may potentially need to
be evaluated for impairment separately under the provisions of paragraphs 21–
28 of FASB ASC 350-30-35. Airlines that have adopted the view that after open
skies individually recorded routes will no longer meet the definition of an asset
would charge the value associated with such routes to expense instead of testing
them for impairment and would evaluate the related slots for impairment. The
following examples illustrate the application of paragraphs 21–28 of FASB ASC
350-30-35 to situations in which routes and slots were acquired in separate
transactions and recorded as individual assets:

� Routes and slots that were acquired in separate transactions but
subsequently used as a combined asset prior to the advent of open
skies. In these situations, generally the combined asset, and not
the individual components, would be evaluated for impairment.

� A route that was acquired in a separate transaction and not used
with a slot (generally this would occur only when an airport has no
slot time restriction). In this example, application of paragraphs
21–28 of FASB ASC 350-30-35 would generally result in the route
asset being evaluated for impairment on an individual basis.
FinREC believes that in an open skies environment, the individ-
ual route would likely be fully impaired in this situation because
routes can now be obtained at little or no cost and, as a result,
their fair value is either zero or minimal.

� Routes and slots that were acquired in separate transactions and
that have different useful lives. In an open skies environment, an
airline may conclude that the route is a finite-lived asset, whereas
the slot is still an indefinite-lived asset as discussed in "Useful
Life" in this chapter. Based on the guidance in paragraphs 21–
28 of FASB ASC 350-30-35, different useful lives would preclude
these assets from being evaluated for impairment on a combined
basis. As a result, the route and the slot would be evaluated for
impairment on an individual basis.

6.49 The preceding examples are not intended to cover all possible sce-
narios and outcomes. Accordingly, specific facts and circumstances need to be
evaluated carefully to ensure that paragraphs 21–28 of FASB ASC 350-30-35
are applied properly.

Finite-Lived International Intangible Assets
6.50 International intangible assets with finite useful lives should be

tested for impairment in accordance with FASB 350-30-35-14 and FASB ASC
360-10-35-23, as discussed in "Accounting Treatment" in the "Domestic Assets"
part of this chapter. Furthermore, if there are indications that a finite-lived
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intangible asset may be impaired, the airline may also need to reassess the
useful life of the asset.

Inherent Risk Factors
6.51 Factors that influence inherent risk related to intangible assets

might include the following:

� Changes in bilateral agreements and their effects on route valua-
tions

� Frequent changes in the airline routes, pricing structures, or op-
erations

� Recent changes in the regulatory environment at domestic air-
ports

� The financial difficulties of the airline industry
� The complexity of determining the fair value of intangible assets

for purchase price allocation and impairment purposes

Bankruptcy Matters
6.52 Over the years, a significant number of airlines have been forced to

seek protection under Chapter 11 of the United States Bankruptcy Code to
continue operations or have completed structured reorganizations to avoid a
bankruptcy filing.

6.53 Readers should refer to FASB ASC 852, Reorganizations, for guid-
ance on accounting while in bankruptcy. A description of the application of
certain provisions of FASB ASC 852 in the airline industry follows.

Statement of Operations
6.54 The major change to an airline's statement of operations upon filing

for reorganization under Chapter 11 of the United States Bankruptcy Code is
the addition of a line item or a section titled "Reorganization Items." FASB
ASC 852-10-45-9 states that revenues, expenses (including professional fees),
realized gains and losses, and provisions for losses resulting from the reorga-
nization and restructuring of the business should be reported separately as
reorganization items, except for those required to be reported as discontinued
operations and extraordinary items in conformity with FASB ASC 205-20 and
FASB ASC 225-20.

6.55 If reorganization items are presented as a single line item, the air-
line needs to disclose the components in the notes to its financial statements.
Although FASB ASC 852 is unclear about whether the reorganization items
should be presented in the "nonoperating" or "operating" section of the state-
ment of operations, nonoperating has traditionally been the most common
classification in the airline industry. Reorganization items may include the
following:

� Estimated allowed claims for aircraft rejections
� Gains and losses on forgiveness of debt and allowed claims
� Rejection of special facility bonds
� Professional fees

AAG-AIR 6.51



P1: irk

ACPA197-06 aicpa-aag.cls June 13, 2011 21:36

Other Accounting Considerations 181
6.56 An aspect of bankruptcies in the airline industry is Section 1110 of

the United States Bankruptcy Code, which allows an automatic stay of 60 days
with respect to paying interest or rent on qualifying aircraft. The debtor may
extend the 60-day period through agreements with creditors and approval of
the bankruptcy court. During this period, the debtor may decide to perform
fully under the lease or debt obligations, may negotiate with creditors for more
favorable terms, or may ultimately decide to reject and return the aircraft to
the creditor.

6.57 Before secured debt obligations related to Section 1110 aircraft are
confirmed (that is, approved by the bankruptcy court as part of a plan of reorga-
nization under a Chapter 11 proceeding, which makes it binding on the debtors
and creditors), current practice is to accrue interest expense at the contractual
rates in effect prior to the bankruptcy filing until the airline has resolved un-
certainties regarding which debt obligations will be rejected or accepted and
which debt obligations are either fully collateralized or undersecured.

6.58 FASB ASC 852-10-45-11 states that interest expense should be re-
ported only to the extent that it will be paid during the bankruptcy proceeding
or that it is probable that it will be an allowed priority, secured, or unsecured
claim. Interest expense is not a reorganization item.

6.59 Therefore, if at a certain point the airline concludes that it is not
probable that interest will be an allowed claim, the accrued interest liability
may be adjusted to the expected amount of the allowed claims in accordance
with the requirements of FASB ASC 450-20-25-2.

6.60 Leases are considered executory contracts, and obligations related
to leases prior to filing for bankruptcy are considered prepetition liabilities.
According to the FASB ASC glossary, prepetition liabilities are liabilities that
were incurred by an entity before its filing of a petition for protection under
the Bankruptcy Code including those considered by the bankruptcy court to be
prepetition claims, such as a rejection of a lease for real property. For aircraft
rent obligations, the debtor would continue to accrue aircraft rent expense until
a determination is made that the aircraft will be rejected. Claims resulting from
the rejection of a lease, such as rent obligations covering the stay period, are
considered prepetition liabilities and are discussed in "Rejected Aircraft" that
follows in this chapter.

6.61 FASB ASC 852 provides that prepetition liabilities should be re-
ported on the basis of the expected amount to be allowed by the bankruptcy
court in accordance with the requirements of FASB ASC 450-20-25-2, as op-
posed to the amounts for which those allowed claims may be settled. FASB
ASC 450-20-25-2 provides that a liability should be recognized when a loss
contingency is both probable and reasonably estimable.

Rejected Aircraft
6.62 Claims related to aircraft lease rejections are considered prepetition

liabilities and would be reported at the estimated amounts of the allowed
claims once the claims are probable and reasonably estimable, which would
generally be when the aircraft rejection is approved by the bankruptcy court.
The claims are recognized in reorganization expense. When leased aircraft
are rejected, any leasehold improvements, deferred gains on sale-leaseback
transactions, and maintenance or other deposits forfeited are written off as
reorganization expenses. If aircraft pledged as collateral on debt arrangements
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are rejected in accordance with the provisions of the bankruptcy code, no gain or
loss associated with the extinguishment of indebtedness would be recognized
until the debtor is legally released from its obligation, which happens upon
approval of the rejection by the bankruptcy court.

Balance Sheet
6.63 Paragraphs 4–8 of FASB ASC 852-10-45 provide specific guidance

for the preparation of the balance sheet during the reorganization period.

6.64 Liabilities incurred during the 60-day stay period are generally con-
sidered prepetition liabilities or administrative claims. Per FASB ASC 852-10-
45 liabilities subject to compromise (which include all prepetition liabilities, or
claims, except those that will not be impaired under the plan, such as claims
that are fully secured) should be separated from those that are not and from
postpetition liabilities (which are incurred subsequent to the filing of a petition
and are not associated with prebankruptcy events).

6.65 In an airline's financial statements, liabilities subject to compromise
are presented between current and noncurrent liabilities. The following are
examples of liabilities generally not covered by first-day orders (various emer-
gency or expedited motions and orders that are filed on or shortly after the
filing of the Chapter 11 petition, the purpose of which is to deal with admin-
istrative matters and to ensure that the debtor's business and operations are
stabilized and conducted in a manner consistent with past practice and the
proposed plan of reorganization, pending consideration of confirmation of that
plan) that would be reclassified into liabilities subject to compromise:

� Unsecured debt
� Undercollateralized debt
� Certain litigation and environmental claims
� Accounts payable
� Accrued rent
� Accrued interest
� Deferred gains and credits related to sale and leaseback of aircraft
� Dividends payable
� Manufacturer's credits

6.66 The following liabilities are typically affirmed by the airline as part
of first-day orders and are not included in liabilities subject to compromise:

� Unearned revenue
� Frequent flyer liabilities
� Accrued wages and benefits, including vacation accrual
� Tax withholdings
� Foreign payables

6.67 In addition, the ultimate disposition of any amounts of intercompany
debt or receivables in stand-alone subsidiary financial statements will need
to be addressed based on the bankruptcy court's rulings with regard to the
validity of such arrangements. When determining how to display such items
in the balance sheet during reorganization, airlines would need to consider
the substance of the arrangements, classification in the financial statements
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prior to entering bankruptcy (for example, asset versus contra equity), and the
status of the claim.

6.68 FASB ASC 470-50-40-2 states that if upon extinguishment of debt
the parties also exchange unstated (or stated) rights or privileges, the portion
of the consideration exchanged allocable to such unstated (or stated) rights
or privileges should be given appropriate accounting recognition. Moreover,
extinguishment transactions between related entities may be in essence capital
transactions.

Fresh Start Accounting and Reporting
6.69 Once a plan of reorganization has been approved by the bankruptcy

court and the debtor is ready to emerge from under the protection of
bankruptcy, the debtor needs to determine if fresh start accounting is appropri-
ate. Traditionally, airlines have been required to apply a fresh start reporting
model because they meet both of the conditions for fresh start reporting as
specified in FASB ASC 852-10-45-19.

6.70 FASB ASC 852-10-45-19 explains that if the reorganization value of
the assets of the emerging entity immediately before the date of confirmation
is less than the total of all postpetition liabilities and allowed claims, and if
holders of existing voting shares immediately before confirmation receive less
than 50 percent of the voting shares of the emerging entity, the entity should
adopt fresh-start reporting upon its emergence from Chapter 11.

6.71 FASB ASC 852-10-45-20 provides requirements for the reporting of
assets and liabilities under fresh start accounting. This guidance indicates that
the reorganization value of the entity should be assigned to the entity's assets
and liabilities in conformity with the procedures specified by FASB ASC 805-
20 If any portion of the reorganization value cannot be attributed to specific
tangible or identified intangible assets of the emerging entity, such amounts
should be reported as goodwill in accordance with FASB ASC 350-20-25-2.

6.72 Per FASB ASC 852-740-45-1, for entities that meet the FASB ASC
852-10-45-19 requirements for fresh-start reporting, deferred taxes should
be reported in conformity with U.S. generally accepted accounting principles
(GAAP). If not recognizable at the plan confirmation date, initial recognition
(that is by the elimination of the valuation allowance) of tax benefits realized
from preconfirmation net operating loss carryforwards and deductible tempo-
rary differences should be reported as a reduction to income tax expense.

6.73 Airline-specific fair value considerations for assets and liabilities
include the following areas:

� Assets—(a) routes, slots, and airport operating rights and (b) other
intangibles

� Liabilities—(a) air traffic liability and (b) frequent flyer liabilities

6.74 The effects of the previously listed fresh start adjustments on the
reported amounts of individual assets and liabilities and the effects of the
debt extinguishment resulting from the adoption of fresh start accounting are
recorded in the predecessor airline's statement of operations (that is, prior to
emergence from bankruptcy). The adoption of fresh start accounting results in
the adjustment of stockholders' equity based upon the reorganization value of
the airline.
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Inherent Risk Factors
6.75 Factors that influence inherent risk related to bankruptcy might

include the following:

� The complexity of airline bankruptcies
� The unique nature of certain assets and liabilities that require

fair value calculations for fresh start accounting
� The volume of aircraft financing transactions
� The judgment required in determining expense classification (re-

organization or operating)
� The unique nature of certain airline obligations

Guarantees and Indemnities
6.76 Paragraphs 1–2 of FASB ASC 460-10-05 explain that FASB ASC 460,

Guarantees, establishes the accounting and disclosure requirements to be met
by a guarantor for certain guarantees issued and outstanding and addresses
the recognition of a liability by a guarantor at the inception of a guarantee
for the obligations the guarantor has undertaken in issuing that guarantee,
and requires certain disclosures to be made by a guarantor in its interim and
annual financial statements about its obligations under guarantees. FASB ASC
460-10-25 clarifies the requirements related to the recognition of a liability at
the inception of a guarantee and FASB ASC 460-10-35 discusses recognition of
the fair value of the obligation undertaken in issuing the guarantee.

6.77 In the airline industry, guarantees and indemnities are common
and take many forms. A few examples of guarantees in the airline industry
include a parent's guarantee of its subsidiary's third-party debt or operating
lease payments, guarantees contained in lease agreements, and guarantees of
indebtedness of others.

6.78 FASB ASC 460-10-25-2 distinguishes between the noncontingent as-
pect of the guarantee (agreement by the guarantor to stand ready to perform
over the term of the guarantee in the event that the specified triggering events
or conditions occur) and the contingent aspect of the guarantee (fulfillment of
the guarantee if those triggering events or conditions occur). FASB ASC 460-
10-25-3 explains that in situations in which recognition of a liability for the
guarantee is required because the issuance of the guarantee imposes a non-
contingent obligation to stand ready to perform in the event that the specified
triggering events or conditions occur, a liability for that guarantee should be
recognized even though, based on guidance in FASB ASC 450-20-25, it is not
probable that payments will be required under that guarantee. FASB ASC
460-10-30-2 states that the objective of the initial measurement of the liability
for the guarantee is the fair value of the guarantee at its inception.

6.79 The airline needs to distinguish between guarantees requiring dis-
closure and guarantees requiring initial recognition. FASB ASC 460-10-25-1
and FASB ASC 460-10-15-7 contain lists of guarantees and indemnities that
are excluded from its scope, whereas FASB ASC 460-10-50-2 lists guarantees
that are not subject to its initial recognition and measurement requirements
but are subject to its disclosure requirements.
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Parent’s Guarantee of Its Subsidiary’s Third-Party Debt
or Operating Lease Payments

6.80 An airline may issue debt or enter into a long-term operating lease in
conjunction with which the airline's parent company guarantees the airline's
performance. Because the parent company is guaranteeing the consolidated
entity's own performance, the guarantee is not subject to the recognition, mea-
surement, and disclosure provisions of FASB ASC 460 in the consolidated
financial statements as stated in FASB ASC 460-10-25-1(g).

Guarantees Contained in Lease Agreements
6.81 Aircraft and equipment lease agreements typically contain residual

value guarantees (RVG). Per FASB ASC 460-10-15-7(b) the guidance in FASB
ASC 460 does not apply to a lessee's guarantee of the residual value of the
leased property at the expiration date of the lease term, if the lessee (guarantor)
accounts for the lease as a capital lease under FASB ASC 840-30.

6.82 FASB ASC 460 does not apply to RVG under leases that the lessee
accounts for as capital leases (because the accounting for a capital lease under
FASB ASC 840-30-35-1(b) includes the amount of RVG in the calculation of the
lessee's recognized liability for its obligations under the capital lease). FASB
ASC 460 does, however, apply to the recognition, measurement, and disclosure
of RVG under leases that the lessee accounts for as operating leases.

6.83 Another common feature in an aircraft lease is a fixed price purchase
option whereby the lessee has an option to buy the aircraft at a specified date
prior to the end of the lease term or at the end of the lease term for a fixed
percentage of the lessor's original cost of the aircraft. A fixed price purchase
option is not a guarantee under FASB ASC 460 because the lessee is not
obligated to acquire the aircraft in the event that the fair value of the aircraft
drops below the fixed price.

Guarantees of Indebtedness of Others
6.84 Airlines frequently guarantee the indebtedness of others, such as a

member of the airline's alliance or fuel consortium or a regional jet affiliate. In
accordance with FASB ASC 460, this kind of guarantee requires recognition
of the fair value of the airline's obligation to stand ready to perform under the
guarantee. In practice, the value of a third-party guarantee could be based on
present value differences between the terms of the debt that were available
without the guarantee and the terms obtained with the guarantee. The con-
tingent aspect of the guarantee—repayment of the debt by the airline in the
event of default by the guaranteed party—should be accounted for using the
recognition criteria of FASB ASC 450-20-25-2.

Inherent Risk Factors
6.85 Factors that influence inherent risk related to guarantees and in-

demnities might include the following:

� Complex nature of transactions in the airline industry
� Volume of agreements containing indemnities
� Difficulty in determining the fair value of certain indemnities and

guarantees

AAG-AIR 6.85



P1: irk

ACPA197-06 aicpa-aag.cls June 13, 2011 21:36

186 Airlines

Variable Interest Entities
6.86 A number of airlines have structures that need to be evaluated under

the guidance of FASB ASC 810-10-25-20, to determine if they are variable in-
terest entities (VIEs) and, if so, whether the airline is the primary beneficiary
of the VIEs and needs to consolidate them. Examples of such structures include
capacity purchase agreements, aircraft leases, enhanced equipment trust cer-
tificates (EETC), and airport fuel facilities. The lessors in airport facility leases
that involve special facility revenue bond financings (discussed in "Airport Fi-
nancings" in this chapter) are normally governmental entities. Governmental
entities are scoped out by the guidance of FASB ASC 810-10-15-12. An airline
should determine whether it is the primary beneficiary of a VIE at the time
it becomes involved with the entity and should reconsider its conclusions re-
garding VIEs upon the occurrence of certain events listed in paragraphs 4–5
of FASB ASC 810-10-35 and paragraphs 39–41 of FASB ASC 810-10-25. Also,
if, as a result of the airline's bankruptcy, agreements governing the relation-
ship between the airline and VIE are modified, the airline needs to reevaluate
its VIE decisions. Airlines need to prepare and maintain qualitative and, if
necessary, quantitative evidence to support and provide rationale for their
conclusions related to VIEs. The previous examples are not intended to be all
inclusive, and the airline needs to evaluate all interests in entities for which
one the equity investment at risk is not sufficient to permit the entity to finance
its activities without additional subordinated financial support provided by any
parties, including the equity holders and as a group, the holders of the equity
investment at risk lack (a) the power through voting rights or similar rights
to direct the activities of an entity that most significantly impact the entity's
economic performance, (b) the obligation to absorb the expected losses of the
entity, (c) the right to receive the expected residual returns of the entity, or
(d) the equity investors have voting rights that are not proportionate to their
economic interests, and substantially all of the activities of the entity involve
or are conducted on behalf of an investor with disproportionately few voting
rights.

Capacity Purchase Agreements
6.87 Capacity purchase agreements with regional airlines (which are dis-

cussed in detail in chapter 9, "Regional Airlines") should be evaluated under
FASB ASC 810-10-25. A regional carrier may qualify for the business exclu-
sion discussed in FASB ASC 810-10-15-17(d), eliminating the need for further
analysis and application of the interpretation. However, if (a) the major air-
line participates in the redesign of the regional airline, (b) the regional airline
receives significant financing from the major airline, or (c) the contract pro-
vides substantially all of its operations, the regional would not qualify for the
business exclusion and would have to be evaluated by the major airline to
determine whether it is a VIE. Also, regional capacity purchase agreements
should be evaluated under FASB ASC 840-10-15. Chapter 9 discusses crite-
ria that need to be considered when determining whether a capacity purchase
agreement contains a lease.

Aircraft Leases
6.88 A traditional form of aircraft financing is lease financing, in which

leasing trusts are established specifically to purchase, finance, and lease air-
craft to the airlines. These leasing entities are potential VIEs. The typical
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leasing arrangements generally take the following forms: U.S. tax leases (lever-
aged leases from the lessor's perspective), single investor leases, multiple in-
vestor leases, or synthetic leases. The airline would need to evaluate its lease
arrangements to determine if a variable interest exists. However, operating
leases that do not include a residual value guarantee (or similar arrangement)
or fixed price purchase option, and whose terms are consistent with prevailing
market terms at the inception of the lease, are not considered variable inter-
ests in the lessor. Guarantees of the residual values of leased assets (or similar
arrangements related to leased assets) and options to acquire leased assets at
the end of the lease terms at specified prices are variable interests in the lessor
entity if they meet the conditions described in paragraphs 56–57 of FASB ASC
810-10-25. Alternatively, such arrangements may be variable interests in por-
tions of a VIE as described in FASB ASC 810-10-25-58. If a variable interest
exists, the airline needs to determine if the lessor entity is a VIE based on the
criteria in FASB ASC 810-10-15-14.

6.89 Paragraphs 38–44 of FASB ASC 810-10-25 provide guidance on con-
solidation based on variable interests. Based on these provisions, if the airline
concludes that the entity is a VIE, which is generally the case with these ar-
rangements, the next step is to determine whether the airline has a controlling
interest in the VIE and is, therefore, the primary beneficiary of the entity.
Paragraphs 38A–38G of FASB ASC 810-10-25 provide guidance on determin-
ing whether an enterprise has a controlling interest in a VIE. FASB ASC
810-10-50-4 requires an enterprise that holds a variable interest or interests
in a VIE but is not the primary beneficiary to provide certain disclosures.

6.90 Generally, the fixed price early buyout option and the fixed price
purchase option contained in lease agreements are the most common variable
interests in the airline industry. They are considered variable interests because
they entitle the airline to participate in increases in the value of the aircraft.
However, unless the option is closely akin to a bargain purchase option, it
is unlikely that the airline would have the majority of the expected losses or
returns in these arrangements and, therefore, some other party would be the
primary beneficiary.

Enhanced Equipment Trust Certificates
6.91 Airlines finance new aircraft acquisitions through EETC structures

(discussed in chapter 4 of this guide) that generally are VIEs because these
structures contain multiple trusts that do not contain sufficient equity at risk.
These structures can involve the airline assigning aircraft acquisition contracts
to a financing trust, having the financing trust issue debt and equity, using the
proceeds to acquire the aircraft, and then leasing the aircraft to the airline.
Other structures involve the airline initially acquiring the aircraft through a
debt or lease transaction and, at a later point, entering into an EETC transac-
tion that includes a pool of leased aircraft and intermediary trusts to finance the
acquisition of bank debt from the original creditors in the lease. Airlines need
to evaluate whether they are the primary beneficiary of the trusts contained in
EETC financings. Airlines should also evaluate whether these arrangements
are subject to the sale-leaseback provisions of FASB ASC 840-40.

Airport Fuel Facilities
6.92 Airlines participate in numerous fuel consortiums with other air-

lines at major airports to reduce the costs of fuel distribution and storage.
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Some of these arrangements are governed by interline agreements that spec-
ify the rights and responsibilities of the consortium members and provide for
the allocation of the overall costs to operate the consortium based on usage,
whereas other fuel consortiums may be structured as limited liability partner-
ships or corporations. The consortiums (and in limited cases, the participating
airlines) enter into long-term agreements to lease certain airport fuel stor-
age and distribution facilities that are typically financed through tax-exempt
bonds (either special facilities lease revenue bonds or general airport revenue
bonds) issued by various local municipalities. In general, the consortium lease
agreement requires the consortium to make lease payments in amounts suf-
ficient to pay the principal and interest payments on the bonds. Exposure to
the principal amount of such bonds can be assessed based on the airline's past
consortium participation and will be triggered only if the other participating
airlines or consortium members default on their lease payments. Consortiums
that are governed by interline agreements are not VIEs because they are not
legal entities but rather are based on a contractual relationship.

Inherent Risk Factors
6.93 Factors that influence inherent risk related to VIEs might include

the following:

� Complex nature of these transactions
� Volume of lease transactions
� Adequacy of available information regarding VIEs

Airport Financings
6.94 Airlines use special purpose revenue bond financings to construct

major airport facilities. These bonds are issued by municipalities, government
or airport authorities, or finance vehicles of these entities. The financings are
typically guaranteed by the airline and are repaid from the lease payments
made by the airline under long-term operating leases with the respective gov-
ernment or airport authority. Under these lease agreements, the airline is
required to make rental payments in amounts sufficient to pay the principal
and interest payments on the bonds. It should be noted that these lease agree-
ments contain terms that are more typical for debt agreements (that is, bullet
maturity of principal, put provision for the debt at periodic intervals, or both)
because they are structured so that the lease terms match the underlying debt
terms. These arrangements are accounted for in accordance with the guidance
in paragraphs 2–16 of FASB ASC 840-40-55, paragraphs 2 and 5 of FASB ASC
840-40-15, and FASB ASC 840-10-25-25. Typically, in the construction of a
new asset (for example, airport terminal financed with special facility revenue
bonds), the airline serves as the construction manager in order to control the
quality of the project or retain economic benefits. The airline also generally
guarantees the construction period debt (special facility revenue bonds). If the
airline is determined to have substantially all construction period risks, the
asset and offsetting obligation are recognized on the airline's balance sheet
during the construction period. Once construction is complete and the lease be-
gins, the airline needs to evaluate the sale-leaseback transaction under FASB
ASC 840-40. Generally, an airline will not be able to qualify for sale-leaseback
treatment based on the criteria set forth in FASB ASC 840-40 due to continuing
involvement as defined in that guidance. As a result, the asset and offsetting
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obligation will remain on the airline's balance sheet after the construction is
completed. FASB ASC 840-40-25-11 states that a sale-leaseback transaction
that does not qualify for sale-leaseback accounting because of any form of con-
tinuing involvement by the seller-lessee other than a normal leaseback should
be accounted for by the deposit method or as a financing, whichever is appro-
priate under FASB ASC 360-20.

Inherent Risk Factors
6.95 Factors that influence inherent risk related to airport financings

might include the following:

� Complexity of airport financing
� Complexity of the accounting literature

Fuel Hedging
6.96 Because hedging is governed by very complex accounting literature,

and because this section is intended merely to provide background informa-
tion to help readers understand how hedging is used in the airline industry,
readers should refer to FASB ASC 815, Derivatives and Hedging, when consid-
ering whether the measurement and disclosure of an entity's derivatives are
in conformity with U.S. GAAP.

6.97 Fuel is a significant component of an airline's operating costs, and the
price of jet fuel can be extremely volatile. Because airlines' operating results are
affected significantly by the price of jet fuel, airlines may develop active jet fuel
hedging programs to reduce their exposure to the volatility of jet fuel prices.
Airlines typically use a combination of crude oil or heating oil derivatives to
hedge their exposure. As an alternative to market-trading derivative contracts,
airlines enter into fixed price jet fuel purchase contracts with suppliers, which
allow them to purchase jet fuel at fixed prices. Airlines need to evaluate these
nonmarket trading contracts to determine whether they should be accounted
for as derivatives or whether they meet the normal purchases and normal sales
exemption under paragraphs 15–26 of FASB ASC 815-10-15.

6.98 The airline will generally designate the derivative contract as a cash
flow hedge of probable forecasted jet fuel deliveries. At hedge inception, the
airline needs to prepare contemporaneous written documentation of the hedge
relationship containing, among other things, the following information:

� Specific identification of the hedging instrument (for example,
crude oil or heating oil contracts)

� A description of the hedge transaction specifying the quantity and
timing of the barrels to be purchased (for example, first 100,000
barrels in June)

� The nature of the risk being hedged, for example, changes in cash
flows of the collar exposure beyond the strike prices are expected
to offset the changes in cash flows of jet fuel purchases

� A discussion of how hedge effectiveness will be determined at
hedge inception and on an ongoing basis for a period no longer
than each quarter
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� A discussion of how the airline will assess hedge effectiveness on
a retrospective and prospective basis for a period no longer than
each quarter

� A discussion of how the airline will measure hedge ineffectiveness

6.99 Because the jet fuel and the hedging derivative underlying are differ-
ent commodities, the airline has basis risk due to location differences between
the purchase location and derivative location, transportation costs, and refin-
ing costs. The airline must assess effectiveness consistent with its hedging
documentation whenever financial statements or earnings are reported, and
at least every three months. Accordingly, the airline would need to determine
if the hedging derivative contract is "highly effective" in offsetting changes in
the forecasted jet fuel purchases. Airlines typically use regression models to
determine the correlation of the percentage change in price of the derivatives
used to hedge jet fuel to the percentage change in price of jet fuel.

Inherent Risk Factors
6.100 Factors that influence inherent risk related to fuel hedging might

include the following:
� Authorization of transactions
� Adequate diversification of counterparties
� Timeliness of documentation
� Inclusion of appropriate factors in assessing effectiveness (for ex-

ample, crack spread and location)
� Assumptions used for determining hypothetical values
� Complexity of financial instruments used and the valuation

Insurance

Captive Insurance
6.101 Larger airlines may have captive insurance companies within

their economic family of subsidiaries, either offshore in common locations like
Bermuda and Grand Cayman or "onshore" (for U.S. companies) in locations
like Vermont and Hawaii. Captive insurers are regulated by state or country
insurance regulatory bodies, which also require audited financial statements.

6.102 Airlines may use captive insurers to fund or retain deductible risks
or to access certain reinsurance companies interested in insuring aviation risks
that for licensing, tax, or regulatory reasons cannot insure an airline directly
within the policy syndicate. The captive insurers that are controlled by airlines
are consolidated.

Insurer Insolvency
6.103 In case of an accident or incident, the airline would record a loss

regardless of whether it has insurance. If an insured loss occurs, and if it is
probable that the policy will provide reimbursement for the loss and the amount
of the reimbursement can be reasonably estimated, the airline would record a
receivable from the insurance enterprise and a recovery of the incurred loss in
the statement of operations. In situations in which the airline believes it will
have to resort to legal action against the insurer to collect the reimbursement,
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FinREC believes it would be inappropriate to record a receivable. It is impor-
tant to note that, in some circumstances, losses and costs might be recognized
in the statement of operations in a different (earlier) period than the related
recovery.

6.104 Insurance company insolvency can be a significant issue for airlines.
Aviation insurance is occurrence-based coverage, and accidents or incidents in
the current year may take a number of years to completely pay out. During
this period, an insurance company's financial condition can change signifi-
cantly. Therefore, an insurer from past insurance programs could result in an
uncollectible insurance payment today, causing the insured (airline) to reas-
sume the financial responsibility. The unusual syndicated structure of aviation
insurance further increases the airlines' chances of having insolvent insurers
in their current and past insurance policies.

6.105 Most airlines manage this risk when they purchase insurance by
following financial security guidelines in the selection of insurers for their
syndicates (S&P, Best's Insurance Rating, Fitch, and so forth). Also, risk man-
agement departments and insurance brokers monitor significant changes in
financial ratings for current insurers and usually provide an annual review of
significant changes in financial condition of past insurers to monitor insolvency
risk.

6.106 Aviation insurance plays a major role in aircraft financing and debt
arrangements, providing security in the event of loss affecting a secured in-
terest, and providing additional protection for financing groups, which may be
named in airline operations-related lawsuits. To that end, many airlines have
insurance-related contractual requirements affecting their ability to self-insure
certain risks, deductibles they can carry, the financial quality of insurers they
insure with, kinds and amounts of insurance they need to carry, and other
restrictions. The consequences of breaching these contractual covenants, in-
cluding their "cure" provisions, can be significant and may need to be disclosed.

Inherent Risk Factors
6.107 Factors that influence inherent risk related to insurance might

include the following:
� Ability to obtain insurance and adequate coverage levels
� Consolidation issues for captive insurers
� Insurer insolvency risk
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Chapter 7

Financial Reporting and Disclosures

Introduction
7.01 This chapter discusses financial statement presentation and disclo-

sure considerations as they relate to the airline industry. Airline industry
disclosure topics are also included in other chapters of this guide. Disclosure
topics covered in this chapter are those that are either significant or unique
to the airline industry or are unique in an airline-specific application. The dis-
cussion in this chapter does not include other financial statement disclosures
required by U.S generally accepted accounting principles (GAAP) that are not
significant or unique to the airline industry. For those nonairline-specific dis-
closures, readers may wish to refer to the AICPA publication Checklists and
Illustrative Financial Statements for Corporations, which includes disclosures
that should be considered by commercial corporations in preparing financial
statements in conformity with U.S. GAAP. Practitioners may also find it help-
ful to review financial statements and related disclosures of specific airlines,
most of which can be found on the Securities and Exchange Commission (SEC)
website at www.sec.gov.

7.02 The disclosures discussed in this chapter that are identified with
(SEC)* are applicable to entities subject to SEC reporting requirements that
prepare their financial statements in conformity with U.S. GAAP pursuant to
the SEC's reporting requirements. Items that are identified with an asterisk
are not required to be disclosed by non-SEC reporting airlines.

7.03 A public entity, as the term is used in this chapter, is a business entity
that has issued debt or equity securities or is a conduit bond obligor for conduit
debt securities that are traded in a public market (a domestic or foreign stock
exchange or an over-the-counter market, including local or regional markets),
that is required to file financial statements with the SEC or that provides
financial statements for the purpose of issuing any class of securities in a
public market.1

7.04 All other disclosures discussed in this chapter are applicable to all
airlines (both SEC-reporting and non-SEC reporting). Some of those disclosures
are required by authoritative literature and, therefore, should be included in
financial statements prepared in conformity with U.S. GAAP, if applicable.
This chapter also discusses a number of disclosure items that are not explicitly
required by authoritative literature. The AICPA Financial Reporting Execu-
tive Committee (FinREC) believes, however, that such disclosures are good
industry practice and, therefore, recommends that airlines include them in
their financial statements, if applicable. To distinguish such recommended dis-
closure items from the ones that are required, recommended disclosures are
clearly identified in this chapter as being encouraged or recommended.

1 This definition is consistent with the definition provided in the Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) glossary.
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Accounting Policies and Disclosures
7.05 As required by Financial Accounting Standards Board (FASB) Ac-

counting Standards Codification (ASC) 235-10-50-3, disclosure of accounting
policies should identify and describe the accounting principles followed by the
entity and the methods of applying those principles that materially affect the
determination of financial position, cash flows, or results of operations. In gen-
eral, the disclosure should encompass important judgments as to appropriate-
ness of principles relating to recognition of revenue and allocation of asset costs
to current and future periods; in particular, it should encompass those account-
ing principles and methods that involve any of the following: (a) a selection from
existing alternatives; (b) principles and methods peculiar to the airline indus-
try even if such principles and methods are predominantly followed by the
airline industry; or (c) unusual or innovative applications of GAAP.

7.06 Following are the areas typically considered in the selection and
application of accounting policies related to airlines. Disclosures related to
accounting policies that are required or recommended for airlines are also
identified.

Passenger and Other Revenue Recognition
7.07 A detailed discussion of the passenger revenue recognition processes

and the related accounting issues for passenger ticket activities and other
service activities is included in chapter 3, "Marketing, Selling, and Providing
Transportation," of this guide.

7.08 Pursuant to FASB ASC 235-10-50-3, an airline should disclose its
accounting policy for the recognition of revenue. FASB ASC 235-10-50-3 states
that the disclosure encompass important judgments as to appropriateness of
principles relating to recognition of revenue.

7.09 Passenger and other revenue recognition involves the use of judg-
ments and estimates, which may have a significant effect on the airline's re-
sults. FinREC believes the disclosure of significant accounting policies should
include sufficient detail to allow users of the financial statements to under-
stand the revenue recognition policies, including the timing of when revenue is
recognized, and FinREC recommends that the disclosure include the methods
used by management to develop estimates.

7.10 Unused tickets represent the main component of air traffic liability,
and certain unused tickets are recognized in revenue using estimates. Signif-
icant changes in business conditions, passenger behavior, or both, that affect
these estimates could have a material effect on the financial statements. Ac-
cordingly, airlines should make any disclosures required by FASB ASC 275-10-
50-1, specifically the nature of operations, use of estimates in the preparation
of the financial statements, certain significant estimates, and current vulner-
ability due to certain concentrations. In addition, FinREC recommends that
airlines' policy disclosures for unused tickets discuss revenue breakage and
highlight the use of estimates, historical experience factors, expiration dates,
or other relevant data regarding ticket terms and conditions.

7.11 For public entities, SEC Staff Accounting Bulletin (SAB) No. 104,
Revenue Recognition, provides that "because revenue recognition generally in-
volves some level of judgment, the staff believes that a registrant should always
disclose its revenue recognition policy. If a company has different policies for
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different types of revenue transactions, including barter sales, the policy for
each material type of transaction should be disclosed." An airline's major source
of revenue relates to the sale of passenger tickets. Other sources of revenue
may include the sale of miles to frequent flyer program (FFP) participants
(see "Frequent Flyer Programs" in this chapter for further discussion), code
sharing agreements with other airlines, and other fees such as change fees. If
revenue related to code sharing arrangements is material, an airline is encour-
aged to include a description of where the revenue and the associated costs are
presented in the statement of operations. (SEC)*

Cargo Carriers Revenue Recognition
7.12 A detailed discussion of the cargo revenue recognition processes and

the related accounting issues for air cargo activities is included in chapter
8, "Air Cargo Operations," of this guide. As indicated in "Passenger and Other
Revenue Recognition" in this chapter, SAB No. 104 requires that public entities
disclose their method of revenue recognition related to each major type of
revenue-generating activity, which for cargo carriers typically includes package
delivery, freight services, and logistics contracts. (SEC)*

7.13 As discussed in FASB ASC 605-20-25-13, cargo carriers are currently
using a variety of methods of revenue and expense recognition for in-transit
shipments. However, it is not acceptable for cargo carriers to recognize revenue
when freight is received from the shipper or when freight leaves the carrier's
terminal with expenses recognized as incurred. Consistent with the require-
ments of FASB ASC 235-10-50-3, cargo carriers should disclose the method
applied, including the nature and significance of the estimation process and
the accounting policies regarding adjustments to revenue and accounts re-
ceivable relating to items such as money-back service guarantees and billing
corrections, if material. Airlines should also make any disclosures required by
FASB ASC 275-10-50-1.

7.14 Transportation services may be provided by independent contrac-
tors. If material, consistent with the requirements of FASB ASC 235-10-50-3,
an airline should disclose the method of revenue recognition related to logistics
contracts where the entity is considered either the principal (gross presenta-
tion) or the agent (net presentation) as discussed in FASB ASC 605-45-45-1.
FinREC also recommends disclosing components of revenue recorded on a net
basis.

Frequent Flyer Programs
7.15 A detailed discussion of FFPs and the related accounting issues

is included in chapter 3 of this guide. The policies and estimation methods
used to recognize service to be provided under FFPs have a significant effect
on the measurement and recognition of revenue and costs related to those
programs. Because there are two methods of accounting for FFPs, consistent
with the requirements of FASB ASC 235-10-50-3, airlines should disclose the
method adopted—that is, the incremental cost method or the deferred revenue
method—as well as any material policy choices made in applying the method
selected. For example, airlines using the incremental cost method would dis-
close their method of determining which frequent flyer awards a liability is
recognized for and a description of the principal costs that are included in the
determination of incremental cost, whereas airlines using the deferred revenue
method would disclose their method of calculating the amount of revenue that
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is deferred and the method of subsequently recognizing that deferred revenue
into revenue. Airlines should also disclose material changes in estimates re-
lated to FFPs in accordance with FASB ASC 250-10-45-17. In addition, FinREC
recommends that airlines include the following disclosures in their financial
statements in relation to FFPs:

� A description of the terms of the FFP
� The method of accounting for awards to be provided by other

airlines and nonair travel awards
� For revenue from sales of frequent flyer miles or points, the clas-

sification of the marketing and travel components
� Disclosures related to the prepurchase of miles by a third party

FFP Related Disclosures for Public Airlines (SEC)*
7.16 Public airlines generally provide expanded disclosures in their SEC

filings concerning their frequent flyer travel award programs. These disclosures
are typically shown in the "Description of the Business" section of the airline's
SEC filings, although they may be included in the financial statements or in the
"Management's Discussion and Analysis" (MD&A) section. Material changes in
interim periods should be disclosed in quarterly reports on Form 10-Q. Common
industry practice for public airlines is to disclose the following:

� The significant terms of any frequent flyer and other free travel
award programs sponsored by the airline.

� The method of accounting for any frequent flyer and other free
travel award programs, including the method of accounting for
nontravel awards redeemed under the programs.

� If the incremental cost method is used, each material category of
cost included in its measurement. In addition, a clear description
of when the accrual is made and how the cost is estimated should
be provided. If the liability established for provision of future ser-
vices under the programs does not include a margin representing
contribution to overhead or profit, that fact should be disclosed.
The amount of the recorded liability or expense should be disclosed
if it is material.

� The number of free travel awards outstanding at each balance
sheet date (expressed in terms of mileage, equivalent revenue
value, points, trips, or other similar measure). If the number of
the awards outstanding does not include partially earned awards,
the effect of this exclusion should be quantified.

� The number of awards expected to be redeemed for purposes of
estimating the liability recorded by the airline at each balance
sheet date. This may be expressed as a percentage of total awards
outstanding. This disclosure should be accompanied by a descrip-
tion of the factors accounting for the difference between awards
outstanding and awards expected to be redeemed, quantified to
the extent practicable. The discussion should explain any material
change in the ratio of expected redemptions to total outstanding
awards that has occurred or may reasonably be expected to occur.

� The number of awards actually redeemed in the periods pre-
sented.
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� The amount of free travel award usage expressed as a percentage

of passenger miles flown for each period presented.

� If the displacement of revenue customers is reasonably likely and
may materially affect liquidity or operating results, emerging
trends should be described in the MD&A section of the annual
report.

7.17 In addition, in accordance with SAB No. 104, for sales transactions
that have multiple units of accounting (such as sales of frequent flyer miles
or points), public airlines should state clearly in their accounting policy disclo-
sures the accounting policy for each unit of accounting as well as how the units
of accounting are determined and valued. (SEC)*

Credit Card Holdbacks
7.18 Chapter 3 of this guide provides a discussion of the accounting for

credit card holdbacks. If these amounts are material, airlines are encouraged
to disclose the nature and terms of the arrangements, the balance of the hold-
backs, and where the holdbacks are presented in the statement of financial
position. Consistent with FASB ASC 275-10-50-1, airlines should also consider
disclosing conditions or covenants within these agreements that could materi-
ally affect the amount of the holdback.

Aircraft Acquisition Costs
7.19 Fixed assets and related accounting issues are discussed in chapter

4, "Acquiring and Maintaining Property and Equipment," of this guide. If costs
associated with the acquisition of aircraft and aircraft-related costs are mate-
rial to an airline's financial statements, the airline should disclose its policies
for accounting for such costs in accordance with FASB ASC 235-10-50-3.

Spare Parts
7.20 Spare parts and related accounting issues are discussed in chapter

4 of this guide. If spare parts are material to the airline's financial statements,
consistent with the requirements of FASB ASC 235-10-50-3, the airline should
disclose its accounting policy, including the method used to value its spare parts
and supplies and the method used to establish an allowance for obsolescence,
including residual value assumptions.

Maintenance and Repair Costs
7.21 The acceptable methods of accounting for maintenance and repair

costs are described in chapter 4 of this guide. Per FASB ASC 360-10-25-5, the
use of the accrue-in-advance (accrual) method of accounting for planned major
maintenance activities is prohibited in annual and interim financial reporting
periods. FASB ASC 908-360-25-2 provides three accounting methods for over-
haul expenses which may be used, specifically, the direct expensing method, the
built-in overhaul method or the deferral method. Although different methods
may be used for different aircraft, as well as airframe and engine overhauls,
FASB ASC 360-10-45-1 requires the same method be used for interim and
annual financial statements. Consistent with the requirements of FASB ASC
235-10-50-3, the airline should disclose its method of accounting for planned
major maintenance activities.
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7.22 If the airline has contracted for maintenance on a basis other than
for services as rendered (for example, power-by-the-hour contracts), disclo-
sures are encouraged in sufficient detail to identify the method of determining
payments under the contract, how the maintenance costs are recognized, and
whether there are contingencies in the contract.

7.23 If an airline has lease agreements that require deposits or supple-
mental rent to be paid to the lessor that are to be used to reimburse the airline or
third-party providers for maintenance of leased aircraft, the airline is encour-
aged to disclose how those payments are accounted for and where the related
expense is classified in the statement of operations. If the airline accounts for
maintenance deposits as assets as described in FASB ASC 840-10-05-9B and
in chapter 4 of this guide, FinREC believes the airline also should consider
disclosing the balance of the deposit account as of the balance sheet date. In
addition, for maintenance deposits that are refunded only if the lessee performs
specified maintenance activities (which, as provided in FASB ASC 840-10-35-
9A, would be expensed when an amount on deposit is less than probable of
being returned to reimburse the costs of the maintenance activities incurred
by the lessee), the airline is encouraged to disclose its policy for evaluating the
probability of those deposits being used to fund maintenance.

Leases
7.24 A detailed discussion of leases and related accounting issues is in-

cluded in chapter 4 of this guide. FASB ASC 840-10-50-2 provides the required
disclosures for leases in the financial statements of a lessee.

Lease Disclosure Considerations for Public Entities (SEC)*
7.25 In a 2005 letter to the AICPA, the chief accountant of the SEC

emphasized that registrants should ensure that the disclosures regarding both
operating and capital leases clearly and concisely address the material terms of
and accounting for leases. In the airline industry, this might also include costs
associated with lease return conditions that are accounted for as contingent
rentals and airport leasehold improvements that are amortized over a period
that is longer than the contractually stated lease term. These disclosures should
provide basic descriptive information about material leases, unusual contract
terms, and specific provisions in leases relating to rent increases, rent holidays,
contingent rents, and leasehold incentives. The accounting for leases should be
clearly described in the notes to the financial statements and in the discussion
of critical accounting policies in MD&A, if appropriate. Known likely trends
or uncertainties in future rent or amortization expense that could materially
affect future operating results or cash flows should be addressed in MD&A.
The disclosures should address the following:

� Material lease agreements or arrangements
� The essential provisions of material leases, including the original

term, renewal periods, reasonably assured rent escalations, rent
holidays, contingent rent, rent concessions, leasehold improve-
ment incentives, and unusual provisions or conditions

� The accounting policies for leases, including the treatment of each
of the previously listed components of lease agreements

� The basis on which contingent rental payments are determined
with specificity, not generality
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� The amortization period of material leasehold improvements

made either at the inception of the lease or during the lease term,
and how the amortization period relates to the initial lease term

Asset Impairment
7.26 Issues related to the impairment of long-lived assets are discussed in

chapter 4 of this guide. Under FASB ASC 360-10-35-21, airlines are required
to perform an impairment test whenever events or changes in circumstances
indicate that the asset's carrying amount may not be recoverable.

7.27 Events or circumstances leading to an impairment of long-lived as-
sets may include grounding or acceleration of aircraft retirement dates, regu-
latory changes, terrorist activities, significant negative industry or economic
trends, significant changes in the use of the assets, or reduced passenger traf-
fic and yields. FinREC recommends that an airline's policy for the evaluation
of the carrying amounts of long-lived assets be disclosed in the notes to the
financial statements, including a description of how the airline measures an
impairment loss.

7.28 FASB ASC 360-10-50-2 sets forth disclosure requirements for im-
pairment losses on long-lived assets to be held and used. If an impairment
loss related to long-lived assets classified as "held for use" is included in the
financial statements, the airline's disclosures shall include (a) a description of
the impaired long-lived asset (asset group) and the facts and circumstances
leading to the impairment; (b) if not separately presented on the face of the
statement, the amount of the impairment loss and the caption in the statement
of operations that includes that loss; (c) the method or methods for determining
fair value (whether based on a quoted market price, prices for similar assets,
or another valuation technique); (d) if applicable, the segment in which the im-
paired long-lived asset (asset group) is reported under FASB ASC 280, Segment
Reporting.

7.29 FinREC encourages airlines to consider also disclosing the following
matters:

� Future plans for the impaired assets
� The method for determining the lowest level at which assets are

tested for impairment
� Management's policies for the review of the estimated useful lives

and salvage values for aircraft and spare parts
� Significant assumptions used by management to estimate the fair

value of the assets and the future cash flows, including discount
rate, asset utilization, service life of the asset, and estimated sal-
vage value

� Significant factors that indicated assets may be impaired and in-
fluenced the timing of loss recognition

� Anticipated fleet retirement or replacement schedules and pend-
ing aircraft orders

Restructuring and Special Charges
7.30 Due to a variety of economic and competitive factors, airlines may

decide to reduce operations, exit certain markets, retire a fleet of aircraft, or
otherwise exit operating activities or dispose of long-lived assets. FASB ASC
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420-10 sets forth reporting and disclosure requirements for exit and disposal
activities.

7.31 SAB No. 100, Restructuring and Impairment Charges, provides guid-
ance regarding the extent of disclosures that should be included in MD&A re-
lated to restructuring and special charges. The SEC staff believes that it is
necessary for a public entity to present material exit and involuntary termina-
tion charges in tabular form, with the related liability balances and activity (for
example, beginning balance, new charges, cash payments, other adjustments
with explanations, and ending balances) from balance sheet date to balance
sheet date to explain fully the components and effects of significant restruc-
turing charges. The SEC staff also stated its belief that MD&A should include
discussion of the events and decisions that gave rise to the exit costs and exit
plan, and the likely effects of management's plans on financial position, future
operating results, and liquidity unless it is determined that a material effect is
not reasonably likely to occur. This discussion should include whether the cost
savings are expected to be offset by anticipated increases in other expenses or
reduced revenues and clearly identify the income statement line items to be
affected. Registrants should identify the periods in which material cash outlays
are anticipated and the expected source of their funding. Registrants should
also discuss material revisions to exit plans, exit costs, or the timing of the
plan's execution, including the nature and reasons for the revisions. For exit
costs and involuntary employee termination benefits relating to multiple exit
plans, presentation of separate information for each individual exit plan that
has a material effect on the balance sheet, results of operations, or cash flows
generally is appropriate. A detailed discussion of issues related to labor rela-
tions, including severance benefits, is included in chapter 5, "Employee-Related
Costs," of this guide. (SEC)*

7.32 The SEC staff also has noted that the economic or other events that
cause a registrant to consider or adopt an exit plan, or both, or that impair the
carrying amount of assets generally occur over time. Accordingly, the SEC staff
believes that, as those events and the resulting trends and uncertainties evolve,
they often will meet the requirement for disclosure pursuant to the MD&A rules
prior to the period in which the exit costs and liabilities are recorded pursuant
to GAAP. Additionally, whether or not currently recognizable in the financial
statements, material exit or involuntary termination costs that affect a known
trend, demand, commitment, event, or uncertainty to management, should be
disclosed in MD&A (for example, employee termination costs when the number
of personnel to be terminated has been identified but the job classifications or
functions and locations have not). (SEC)*

7.33 In periods subsequent to the initiation date, material changes and
activity in the liability balances of each significant type of exit cost and in-
voluntary employee termination benefits (either as a result of expenditures or
changes in or reversals of estimates of the fair value of the liability) should
be disclosed in the notes to the interim and annual financial statements and
discussed in MD&A. Additionally, if actual savings anticipated by the exit plan
are not achieved as expected or are achieved in periods other than as expected,
MD&A should discuss that outcome, its reasons, and its likely effects on future
operating results and liquidity. See the text of SAB No. 100 for details of the
required disclosures. (SEC)*

7.34 With respect to "special charges," the SEC staff has indicated its
expectation that, to the extent that an airline takes a "special" charge not
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otherwise qualifying as a restructuring charge, disclosures similar to those
accompanying a restructuring charge should be provided. (SEC)*

Financing Arrangements

Variable Interest Entities
7.35 Airlines may have arrangements that need to be evaluated under

FASB ASC 810-10-15. Examples include capacity purchase agreements with
regional carriers; aircraft leases that contain residual value guarantees or fixed
price purchase options; financings using enhanced equipment trust certificates,
and airport fuel facility consortiums. Common structures and the related ac-
counting issues are discussed in chapter 6, "Other Accounting Considerations,"
of this guide. Paragraphs 3–4 of FASB ASC 810-10-50 set forth disclosure
requirements for airlines that have a variable interest in a variable interest
entity.

Derivative Instruments and Hedging Activities
7.36 Airlines enter into a wide variety of derivative instrument trans-

actions to manage varying risks, including fuel price risk, interest rate risk,
and foreign currency exchange rate risk. Chapter 6 of this guide discusses fuel
hedging and related accounting issues.

7.37 FASB ASC 815-10-50 sets forth disclosure requirements for deriva-
tive instruments. Under FASB ASC 815-10-50-1, an airline with derivative
instruments is required to disclose information to enable users of the financial
statements to understand (a) how and why it uses derivative instruments, (b)
how derivative instruments and related hedged items are accounted for under
FASB ASC 815, Derivatives and Hedging, and (c) how derivative instruments
and related hedged items affect an airline's financial position, financial perfor-
mance, and cash flows. FASB ASC 815-10-50-4E, states that the quantitative
disclosures required by paragraphs 4A(a)–4A(b) of FASB ASC 815-10-50 should
be presented in tabular format except for the information required for hedged
items by FASB ASC 815-10-50-4C(a). FASB ASC 815 requires disclosure of
derivative features that are credit risk related to provide more information
about an entity's liquidity. In order to enable financial statement users to
locate important information about derivative instruments, FASB ASC 815-
10-50-4I requires cross-referencing from the derivative instruments footnote
to the other footnotes in which derivative-instrument-related information is
disclosed.

7.38 In accordance with FASB ASC 815-10-50-1A, an airline that uses
derivative instruments should disclose for every annual and interim report-
ing period for which a statement of financial position and a statement of fi-
nancial performance are presented, its objectives for holding or issuing those
instruments, the context needed to understand those objectives, its strategies
for achieving those objectives, and information that would enable users of its
financial statements to understand the volume of its activity in those instru-
ments.

7.39 FASB ASC 815-10-50-1B states that information about those in-
struments should be disclosed in the context of each instrument's primary
underlying risk exposure (for example, interest rate, credit, foreign exchange
rate, interest rate and foreign exchange rate, or overall price). Further, those
instruments should be distinguished between those used for risk management
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purposes and those used for other purposes. Derivative instruments (and non-
derivative instruments that are designated and qualify as hedging instruments
pursuant to paragraphs 58 and 66 of FASB ASC 815-20-25) used for risk
management purposes include those designated as hedging instruments un-
der FASB ASC 815-20, as well as those used as economic hedges and for other
purposes related to the entity's risk exposures.

7.40 For derivative instruments designated as hedging instruments under
FASB ASC 815-10-50-2, the description should distinguish between deriva-
tive instruments (and non derivative instruments) designated as fair value
hedging instruments, derivative instruments designated as cash flow hedging
instruments, and derivative instruments (and nonderivative instruments) des-
ignated as hedging instruments for hedges of the foreign currency exposure in
a net investment in a foreign operation and derivative investments used as
economic hedges and for other purposes related to the entity's risk exposures,
and derivative instruments used for other purposes. Per FASB ASC 815-10-
50-4. for derivative instruments not designated as hedging instruments under
FASB ASC 815-20, the description should indicate the purpose of the derivative
activity.

7.41 An airline should also disclose information that would enable users
of its financial statements to understand the volume of its derivative activity.
Airlines should select the format and the specifics of disclosures relating to
their volume of derivative activity that are most relevant and practicable for
their individual facts and circumstances.

7.42 Airlines are encouraged to discuss their objectives and strategies
in the context of their overall risk exposures. Per FASB ASC 815-10-50-5,
qualitative disclosures about an entity's objectives and strategies for using
derivative instruments (and nonderivative instruments that are designated
and qualify as hedging instruments pursuant to paragraphs 58 and 66 of FASB
ASC 815-20-25) may be more meaningful if such objectives and strategies are
described in the context of an entity's overall risk exposures relating to all of the
following: interest rate risk, foreign exchange risk, commodity price risk, credit
risk, and equity price risk. Those additional qualitative disclosures, if made,
should include a discussion of those exposures even though the entity does not
manage some of those exposures by using derivative instruments. Entities are
encouraged, but not required, to provide such additional qualitative disclosures
about those risks and how are they are managed.

7.43 For SEC registrants, Regulation S-X, Rule 4-08(n), contains finan-
cial statement requirements for derivative instruments and hedging activities.
(SEC)*

Commitments and Contingencies
7.44 An airline needs to evaluate its agreements and relationships with

third parties to ensure its material contractual obligations and contingent
liabilities are adequately disclosed in the notes to the financial statements.
Commitments and contingencies typically disclosed by airlines include pur-
chase commitments (including orders for aircraft and fuel purchase commit-
ments), capacity purchase agreements, legal and environmental matters, lease
arrangements, general guarantees and indemnifications, collective bargaining
agreements (CBAs), and other employee matters. FASB ASC 460-10-50-4 pro-
vides guidance on the disclosures to be made by an entity about its obligations
under certain guarantees and indemnifications that it has issued.
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Capacity Purchase Agreements
7.45 Major airlines typically contract with regional airlines to provide

connecting service into the major airline's hub(s). These services are typically
provided for under prorate or capacity purchase arrangements. A detailed dis-
cussion of prorate and capacity purchase arrangements and the related ac-
counting issues is included in chapter 9, "Regional Airlines," of this guide.

Major Airline Disclosures
7.46 FinREC recommends that the major airlines disclose the following

with respect to capacity purchase agreements:
� The nature and terms of the agreement
� Any termination provisions
� Any minimum contractual commitments
� The statement of operations caption that includes the costs associ-

ated with a lease contained within a capacity purchase agreement
� A description of any contractual payments made to the regional

airline along with a description of the arrangement
� If the major airline has a call option to acquire aircraft from the

regional airline, the nature and terms of the arrangement, includ-
ing conditions under which the option is exercisable

Regional Airline Disclosures
7.47 Because the determination of the appropriate presentation method

for revenues and costs under capacity purchase agreements is driven by the
nature and terms of the contracts involved (the regional's contract with the
major and the contract to obtain the services), the same types of pass-through
costs may be presented differently by different carriers. For example, based
on different contractual relationships, one regional carrier may net fuel costs
whereas another may reflect those costs and the related revenue on a gross
basis. With respect to pass-through costs, FinREC recommends that regional
airlines consider making the following disclosures in the notes to their financial
statements:

� The nature, terms, and amounts (which may require estimations
and allocations) of contractual arrangements between the regional
and major airline

� Costs that would ordinarily be required to be incurred in the oper-
ation of the regional airline consistent with service requirements
of the capacity purchase agreement that are not being incurred
because they are absorbed by the major airline, such as fuel ob-
tained from the major airline without charge

� Gross transaction volume for revenue reported net, if reasonably
determinable in accordance with FASB ASC 605-45-50-1

7.48 Airlines should also make any related-party disclosures required
under FASB ASC 850-10-50-1.

Air Cargo Capacity Guarantees
7.49 As discussed in chapter 8 of this guide, some air cargo carriers provide

aircraft, crew, maintenance, and insurance (ACMI) services to other air cargo
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carriers. Under these ACMI contracts, customers receive dedicated aircraft
capacity in exchange for a guaranteed minimum level of operation, which is
generally expressed on an annual basis in the contract. FinREC recommends
that cargo carriers consider including the following disclosures in the notes to
their financial statements:

� A description of the carrier's revenue recognition policies related
to ACMI contracts, including discussion of minimum payments
and penalties

� A description of typical ACMI contractual terms, as well as any
unusual terms related to significant contracts and information re-
garding the timing and payment of minimum contractual amounts
and penalties

� The percentage of revenue generated from ACMI contracts
� A discussion of expenses absorbed by the customer rather than

the service provider under the terms of the contracts
� Future contractual minimum revenues expected from ACMI con-

tracts

Segment Disclosures (SEC)*
7.50 FASB ASC 280-10-50 establishes standards for the way that public

entities report information about operating segments in annual financial state-
ments. FASB ASC 280-10-50-32 requires that those enterprises report selected
information about operating segments in interim financial reports. Paragraphs
40–42 of FASB ASC 280-10-50 provide guidance for related disclosures about
products and services, geographic areas, and major customers.

Operating Segments
7.51 An operating segment is defined in FASB ASC 280-10-50-1 as a

component of a public entity

a. that engages in business activities from which it may earn revenues
and incur expenses (including revenues and expenses relating to
transactions with other components of the same public entity);

b. whose operating results are regularly reviewed by the public en-
tity's chief operating decision maker to make decisions about re-
sources to be allocated to the segment and assess its performance;
and

c. for which discrete financial information is available.

7.52 Paragraphs 11–12 of FASB ASC 280-10-50 provide aggregation cri-
teria and quantitative thresholds for determining which operating segments
should be reported separately in the financial statements.

7.53 Airline operations are often managed as a single business unit: air
transportation, which includes the common carriage of passengers, freight,
and mail over routes authorized by the Department of Transportation (DOT).
Accordingly, many airlines disclose only a single reportable segment.

7.54 Some airlines manage their operations on a geographical basis, in
which case, each geographical operation might meet the definition of an operat-
ing segment. Those operating segments that meet the quantitative thresholds
described in FASB ASC 280-10-50-12 should be reported separately unless they
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meet the aggregation criteria described in FASB ASC 280-10-50-11. Airlines
often allocate operating revenues to geographic reportable segments based on
the origin and destination of their flight segments. Information necessary to
meet certain segment and geographical area disclosure requirements of FASB
ASC 280-10-50-41 may, in some instances, be similar to that which airlines
report to the DOT on Form 41 (see chapter 10, "Special Reports and Example
Reporting," of this guide for discussion of DOT Form 41). Because much of
an airline's tangible operating equipment can be deployed across geographic
markets, airlines often do not assign long-lived assets to geographical areas.
When assets are assigned, certain assets, such as inventory and other ground
facilities, may be directly attributable to a reportable segment and, therefore,
are identified directly with that segment. Other assets are generally used in
more than one segment and can be allocated to the segments by applying ratios
similar to those used in the allocation of expenses.

7.55 According to FASB ASC 280-10-50-21, a public entity is required to
disclose the factors used to identify the entity's reportable segments, including
the basis of organization and the types of products and services from which
each reportable segment derives its revenues. The following sections highlight
some of the factors that may be considered by the major, regional, and cargo
carriers when identifying potential operating segments.

Major Airlines
7.56 If the major airline carrier operates a regional airline, a low-cost

airline, or an all-cargo fleet within the larger airline, that operating unit should
be evaluated to determine whether it qualifies as a separate operating segment.

Regional Airlines
7.57 If a regional airline has different types of revenue arrangements (for

example, prorate and capacity purchase agreements), it needs to determine if
the different revenue arrangements constitute separate operating segments.
Additionally, a regional carrier may segregate operating revenue and expenses
based on agreements with different capacity purchase partners or operating
subsidiaries. In certain situations, in order to comply with provisions in their
capacity purchase agreements, regional airlines form separate operating sub-
sidiaries organized around Air Carrier Certificates (operating certificates) is-
sued by the DOT. These limitations, called scope restrictions, are imposed by
the CBAs at the mainline carriers and typically specify the size of the aircraft
that may be flown under the operating certificate of affiliated carriers. In order
for the major airline to comply with these limitations, the regional carrier may
be required under the capacity purchase agreement to segregate its aircraft
by size, code-share partner, or both, under separate operating certificates. In
so doing, the regional airline may also be segregating operating revenue and
expenses by reporting subsidiary.

7.58 In the situations previously described, the regional airline may have
discrete financial information for each type of revenue arrangement, capacity
purchase agreement, or operating subsidiary, and the related discrete operat-
ing results may be regularly reviewed by the regional airline's chief operating
decision maker to assess performance and make decisions about resource allo-
cation. In those situations, the regional airline would look to criteria set forth in
FASB ASC 280-10-50-11 to determine if some or all of these operating segments
could be aggregated into a single reportable segment.
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Cargo Carriers
7.59 Cargo carriers typically segment their business using functional or

geographic criteria or some hybrid thereof. Functionally, an airline might seg-
regate operations that include delivery of cargo from forwarding services and
logistics operations. Operations that deliver via aircraft or other express trans-
portation may be segregated from ground delivery. Geographically, a business
might segregate domestic operations from international or by a method of
regional delineation. Often, an entity may segregate its operations using func-
tional criteria and further segregate using geographic criteria. For example,
package operations may be broken into both domestic and international pack-
age operations.

All Carriers
7.60 In addition, carriers may have various subsidiaries or other busi-

ness units that contribute to the operations of the airline. For example, they
may have separate subsidiaries or businesses for the repair and maintenance
of aircraft, food service, or hotels. These operations need to be evaluated in
accordance with FASB ASC 280-10-50 to determine if they should be reported
separately.

Pensions and Other Postretirement Benefits
7.61 Obligations and costs related to pensions and other postretirement

benefits are significant to many airlines. A detailed discussion of pensions
and other postretirement benefits is included in chapter 5 of this guide.
For financial statement disclosure requirements for defined benefit plans
and other postretirement benefits, readers should refer to FASB ASC 715-
20-50.

7.62 Changes in capital markets and interest rates can significantly affect
the market value of employee benefit plan assets, as well as the assumptions
used in determining the plan obligations, funded status, and expected future
employer contributions. An airline should refer to the provisions of FASB ASC
715-20-50-1, regarding required disclosures about certain key assumptions and
describing the basis for determining some of them. FASB ASC 715-20-50-1(f)
requires disclosure of the benefits (as of the date of the latest statement of
financial position presented) expected to be paid in each of the next five fiscal
years and in the aggregate for the five fiscal years thereafter. Additionally,
an airline is required under FASB ASC 715-20-50-1(g) to provide its best es-
timate, as soon as it can reasonably be determined, of contributions expected
to be paid to the plan during the next fiscal year beginning after the date of
the latest statement of financial position presented. Estimated contributions
may be presented in the aggregate combining (a) contributions required by
funding regulations or laws, (b) discretionary contributions, and (c) noncash
contributions.

7.63 According to SEC Financial Reporting Release No. 60, Cautionary
Advice Regarding Disclosure About Critical Accounting Policies, if activity
within an existing plan, such as earnings or returns on invested plan assets,
has a material impact on the entity's liquidity, capital resources, or results of
operations, that activity should be discussed in MD&A. (SEC)*
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Risks and Uncertainties
7.64 In accordance with FASB ASC 275-10-50-1, entities are required to

provide disclosures in their financial statements about the risks and uncertain-
ties existing as of the date of those statements in the following areas: nature of
operations, use of estimates in the preparation of financial statements, certain
significant estimates, and current vulnerability due to certain concentrations.
These four areas of disclosure are not mutually exclusive. The information re-
quired by some may overlap. Accordingly, the disclosures required by FASB
ASC 275-10 may be combined in various ways, grouped together, or placed in
diverse parts of the financial statements, or included as part of the disclosures
made pursuant to the requirements of other FASB ASC topics. Disclosures in
SEC filings regarding risk factors are discussed subsequently in this chapter.

7.65 In accordance with the requirements of FASB ASC 275-10-50, an
airline, like entities in other industries, should provide a brief description of the
nature of its operations and a statement regarding the use of management's
estimates in the preparation of financial statements. Disclosures regarding
significant estimates may be made in the context of related disclosures, for
example, in disclosures about impairment of assets, valuation of deferred tax
assets, litigation-related obligations, and revenue breakage.

7.66 As stated in FASB ASC 275-10-50-16, vulnerability from concentra-
tions arises because an entity is exposed to risk of loss greater than it would
have had it mitigated its risk through diversification. Such risks of loss mani-
fest themselves differently, depending on the nature of the concentration, and
vary in significance. Additionally, FASB ASC 275-10-50-16 provides that cer-
tain concentrations should be disclosed if all of the following conditions are
met: (a) the concentration exists at the date of the financial statements, (b) the
concentration makes the enterprise vulnerable to the risk of near-term severe
impact, and (c) it is at least reasonably possible that the events that could cause
the severe impact will occur in the near term.

7.67 In the airline industry, concentrations arise, for example, in the
availability of labor resources or, especially at regional carriers, as a result of
capacity purchase agreements.

7.68 FASB ASC 275-10-50-20 provides that, for concentrations of labor
subject to CBAs, disclosure should include both the percentage of the labor
force covered by a CBA and the percentage of the labor force covered by a CBA
that will expire within one year.

7.69 Additionally, FinREC recommends that airlines with a labor force
subject to CBAs disclose each employee group covered under a CBA, the amend-
able dates of the respective contracts, which contracts are open for negotiations,
and the airline's accounting policy for expected retroactive wage increases un-
der new or amended contracts. A detailed discussion of issues related to labor
relations, including amendable labor contracts, is included in chapter 5 of this
guide.

7.70 FinREC encourages regional airlines with capacity purchase agree-
ments to discuss the stability of their major airline partner regardless of
whether the disclosure criteria in FASB ASC 275-10-50 are met.
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Sales Taxes
7.71 A detailed discussion of the types of taxes and fees relating to the

airline industry is included in chapter 3 of this guide.

7.72 Paragraphs 3–4 of FASB ASC 605-45-50 require disclosure of the
accounting policy for any tax assessed by a governmental authority that is
both imposed on and concurrent with a specific revenue-producing transaction
between a seller and a customer (that is, gross or net basis). For taxes reported
on a gross basis, an airline should disclose the amounts of those taxes in interim
and annual financial statements for each period for which an income statement
is presented if those amounts are significant. The disclosure of those taxes can
be done on an aggregate basis.

Other SEC Disclosures (SEC)*

Risk Factors

7.73 Regulation S-K, Item 503(c), requires disclosure of significant busi-
ness risk factors in SEC filings. A number of business risks exist in the airline
industry, including the following:

� General economic conditions
� Geopolitical risks
� Competition
� Regulation
� International operations
� Service interruptions
� Price and availability of fuel
� Labor costs
� Pension and other postretirement obligations
� Insurance availability and costs
� Security costs and operational constraints
� Significant operating losses
� High levels of debt
� Interest rate changes
� Liquidity and airline bankruptcies
� Potential technology failures
� Safety issues
� Dependence on key personnel
� Reliance on a limited number of suppliers
� Aircraft utilization

7.74 Although this list is not complete, it is recommended that airlines
consider these and other risks for disclosure.

Critical Accounting Policies, Judgments, and Estimates
7.75 In a December 12, 2001, release, the SEC encouraged companies to

provide in MD&A full explanations, in plain English, of their critical accounting
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policies, the judgments and uncertainties affecting the application of those poli-
cies, and the likelihood that materially different amounts would be reported
under different conditions or using different assumptions. In May 2002, the
SEC published a proposed rule (Release No. 33-8098) requiring certain dis-
closures relating to accounting estimates and initial application of accounting
policies. In December 2003, the SEC issued Release No. 33-8350, which is an
interpretation providing guidance regarding MD&A disclosures. Included in
that interpretation is a section regarding accounting estimates and assump-
tions that may be material, due to the levels of subjectivity and judgment
necessary to account for highly uncertain matters or the susceptibility of such
matters to change, and that have a material impact on financial condition
or operating performance. The release states that companies should consider
enhanced discussion and analysis of these critical accounting estimates and
assumptions that (a) supplements, but does not duplicate, the description of
accounting policies in the notes to the financial statements and (b) provides
greater insight into the quality and variability of information regarding finan-
cial condition and operating performance. Readers should be alert to any final
rules or additional interpretive materials published by the SEC.

7.76 An airline should evaluate its accounting policies and significant
estimates to determine which ones should be identified as critical accounting
policies, judgments, and estimates. Typically, airlines consider the following in
their evaluation:

� Revenue recognition (passenger and cargo)
� Long-lived assets, including impairment
� Maintenance policies
� FFPs
� Employee benefit plans
� Goodwill and intangible assets, including impairment
� Derivative and other financial instruments
� Stock-based compensation
� Others as deemed significant to the reporting entity

Off-Balance Sheet Arrangements
7.77 Regulation S-K, Item 303(a)(4), contains MD&A disclosure re-

quirements for off-balance sheet arrangements. The material facts and cir-
cumstances of off-balance-sheet arrangements such as guarantees, certain
derivatives, retained interests, and variable interests should be disclosed in
a separately captioned section of MD&A. The purpose of this disclosure is
to provide investors with a clear understanding of the arrangements and their
material effects on financial condition, changes in financial condition, revenues
and expenses, results of operations, liquidity, capital expenditures, and capital
resources. MD&A should also include other information that the entity believes
is necessary for an understanding of its off-balance-sheet arrangements and
the specified material effects. More specifically, an entity should disclose all of
the following:

� The nature and business purpose of the off-balance-sheet arrange-
ments
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� The importance of off-balance-sheet arrangements to liquidity,
capital resources, market risk support, credit risk support, or
other benefits

� The overall magnitude of an entity's off-balance-sheet activities,
the specific material impact of the arrangements on an entity,
and the circumstances that could cause material contingent obli-
gations or liabilities to come to fruition

� Any known event, demand, commitment, trend, or uncertainty
that will, or is reasonably likely to, result in the termination, or
material reduction in availability to the entity, of its off-balance-
sheet arrangements that provide the entity with material benefits
and the course of action that the entity has taken or proposes to
take in response to any such circumstances

7.78 The disclosure should cover the most recent fiscal year, but it should
also address changes from the previous year. MD&A in quarterly reports should
inform investors about material changes in the year-end disclosures.

Tabular Disclosure of Contractual Obligations
7.79 Regulation S-K, Item 303(a)(5), contains a requirement to disclose in-

formation related to contractual obligations. Disclosure is required in a tabular
format of amounts of payments due under specified contractual obligations. The
amounts are to be aggregated by category of contractual obligation for specified
time periods. The entity must present the information in a table but can deter-
mine where within the MD&A to include the table. The information should be
as of the latest fiscal year-end balance sheet date, and the table should include
separate disclosure of contractual obligations for long-term debt, capital lease
obligations, operating lease obligations, purchase obligations, including orders
for aircraft, and, collectively, other long-term liabilities reflected on the entity's
balance sheet in accordance with U.S. GAAP. It is recommended that interest
on long-term debt is either included in the table or discussed in the notes, if
material. The obligations should be disclosed in total for each category, and by
period due, grouped by due in less than 1 year, due in 1–3 years, due in 3–5
years, and due in more than 5 years. Entities are not required to include this
table in MD&A in quarterly reports. However, entities are expected to disclose
material changes outside the ordinary course of business that arise during the
interim period. Preparers should use judgment in determining the purchase
obligations and other obligations to be included, and it is recommended that
they include appropriate disclosure clearly describing items included and items
excluded, as well as significant assumptions made in preparing the table. In ad-
dition to items previously discussed, airlines may need to include other items,
if material, in the table of aggregate contractual obligations such as funding
requirements for retirement plans and capacity purchase agreements.
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Chapter 8

Air Cargo Operations

Background

General
8.01 The air cargo industry consists of full service air cargo airlines or

dedicated fleets, regional operators, and passenger airlines that have air cargo
operations (air cargo carriers). Air cargo carriers generate revenue primarily
through the transportation of cargo and mail. Companies that act strictly as
agents in the facilitation of air cargo shipments (typically referred to as freight
forwarders) are not included within the scope of this guide. Air cargo may be in
the form of palletized freight, individual parcels, or containers of commodities
such as mail. The primary classes of service used for air cargo are priority mail
(airmail and air parcel post), nonpriority mail (airlift of first class mail on a
space-available basis), foreign mail (mail destined to or from foreign countries),
air express (priority movement of packages, generally under 50 pounds), and
air freight (the airlift of palletized commodities).

Aircraft Crew Maintenance and Insurance Contracts

8.02 Some air cargo carriers provide aircraft, crew, maintenance, and in-
surance services (ACMI) for other airlines. Under an ACMI contract, customers
receive dedicated aircraft capacity in exchange for a guaranteed minimum level
of operation. ACMI contracts typically require customers to guarantee mini-
mum aircraft utilization levels at fixed hourly rates and may be in effect for
periods that can range from one day to up to five years, subject in certain
limited cases to early termination provisions. These contracts typically require
the ACMI, whereas the customers generally bear all other operating expenses,
including the following:

� Fuel and fuel servicing
� Marketing costs associated with obtaining cargo
� Airport cargo handling
� Landing fees
� Ground handling, aircraft push-back, and de-icing services
� Specific cargo and mail insurance

8.03 The customers are also typically responsible under these contracts for
utilizing the cargo capacity. As a result, ACMI contracts minimize the load fac-
tor, yield, and fuel cost risks traditionally associated with the air cargo business
and provide a minimum annual revenue base and predictable profit margins.
This model also allows customers to utilize an air cargo carrier's efficiencies
to expand their presence in the world's cargo markets without committing to
aircraft ownership.

8.04 There are multiple arrangements that are based on the ACMI
contract model, including dedicated ACMI, fractional ACMI (or the
provision of a portion of the capacity of one or more aircraft), and partial
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ACMI (or the provision of an aircraft on less than a full-time basis). These
arrangements typically require customers to commit to certain utilization lev-
els under seasonal contracts and, in many instances, the revenue and cost
structure vary from an ACMI contract because the operations may include ar-
rangements for the provision of fuel and ground handling and flight-related
expenses. An advantage of these arrangements is that risks that would other-
wise be borne by a single customer, such as contract term, load factor, fuel, and
ground handling, are shared among several parties. Under many ACMI con-
tracts, the specific equipment or crew to be used is not part of the arrangement.
However, the terms of ACMI contracts need to be evaluated under paragraphs
6–15 of Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 840-10-15-6.

Customs Services
8.05 Air cargo carriers may also generate revenue through the facilita-

tion of customs clearance of various kinds of air cargo. As licensed customs
clearance brokers, air cargo carriers are engaged by importers to prepare the
documentation required for goods entering into specific countries. In this ca-
pacity, the air cargo carrier is responsible for coordinating all events and com-
municating the status of shipments from the time of shipment arrival through
customs clearance. The air cargo carrier receives commercial and transporta-
tion documentation; reviews it for completeness and accuracy; prepares and
files documents necessary to clear customs; obtains customs bonds; assists the
importer in obtaining the appropriate commodity classification; and arranges
for payment of collect freight charges. In many cases, the air cargo carrier
also deposits import duties with the applicable customs service on behalf of
the importer. In addition, the air cargo carrier may provide ancillary customs
brokerage services to its customers, including placement of surety bonds, duty
reduction programs, and duty drawback (recovery of duties paid when imported
merchandise is reexported). Some air cargo carriers also provide bonded ware-
house services, which enable importers to defer payment of customs duties
until the cargo is released from bond in conjunction with their production or
distribution schedules.

Other Ancillary Services
8.06 Air cargo carriers may also provide other ancillary services, such

as special handling and special services. Examples of special handling include
transportation of perishable cargo, live animal transportation, offsize cargo,
and transportation of dangerous goods (as governed by the International Air
Transport Association). Special services include collection or delivery of ship-
ments at customers' facilities; loading and off-loading; preparing cargo for
transport using pallets, nets, and straps; and cargo insurance.

Accounting and Auditing Considerations
8.07 Operationally, nonpassenger airlines have many of the same char-

acteristics of passenger airlines. The principal differences lie in the rev-
enue recognition and measurement area, the accounting for cargo damage
claims, and the accounting for the conversion of passenger aircraft to freighter
aircraft.
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Revenue Recognition and Measurement*

8.08 Air cargo carriers' revenue is derived primarily from the carriage of
cargo and mail and includes, among other things, revenue related to service
options such as priority and express delivery preferences and fuel surcharges.
Revenue recognition generally involves consideration of two factors: (a) being
realized or realizable and (b) being earned.1 Revenue is typically considered
earned for air cargo carriers when the air cargo carrier provides the transporta-
tion service.

Revenue Recognition for Shipments in Transit at the End
of a Reporting Period

8.09 FASB ASC 605-20-25-13 recognizes that a variety of revenue and
expense recognition methods are currently being used by freight service enti-
ties, such as air cargo carriers. However, per the guidance, it is not acceptable
for freight carriers (not limited to motor carriers) to recognize revenue when
freight is received from the shipper or when freight leaves the carrier's terminal
with expenses recognized as incurred.

Revenue and Expense Recognition for Freight Services in Process (SEC)*2

8.10 FASB ASC 605-20-25-13 states that recognition of revenue when
freight is received from the shipper or when freight leaves the carrier's terminal
with expenses recognized as incurred is not an acceptable method of recognizing
revenue and expense for freight carriers. However, a registrant should not
change, as a result of that guidance, to recognition of revenue when freight
is received from the shipper or when freight leaves the carrier's terminal with
accrual of the estimated direct costs to complete delivery of freight-in-transit as
this method would not be appropriate because revenue is recognized in advance
of performance and liabilities are recognized before they are incurred.

Air Cargo Billing Revenue Process
8.11 The administrative and accounting aspects of the air cargo operation

involve the processing required to route and trace shipments and to perform
the accounts receivable and accounts payable functions for the associated ship-
ping charges. Shipments and charges for each shipment are based on airbill
information. The shipper or, in the case of an infrequent shipper, the air cargo
carrier prepares an airbill when an air shipment is originated.

8.12 The air cargo carrier whose airbill is used for initiating and rout-
ing the shipment becomes the issuing airline; later, when transferring the
shipment to another carrier, it becomes the transferring airline. The air cargo

* On June 24, 2010, the Financial Accounting Standards Board (FASB) issued a proposed Ac-
counting Standards Update (ASU), Revenue from Contracts with Customers, to improve and align
with International Financial Reporting Standards the financial reporting of revenue from contracts
with customers and related costs. The core principle of the draft standard is that an entity should
recognize revenue from contracts with customers when it transfers goods or services to the customer
in the amount of consideration the entity receives, or expects to receive, from the customer. The
proposed standard would replace most of the guidance in FASB Accounting Standards Codification
(ASC) 605, Revenue Recognition. Readers should be alert for the issuance of the final ASU.

1 Financial Accounting Standards Board Concepts Statement No. 5, Recognition and Measure-
ment in Financial Statements of Business Enterprises, paragraph 83.

2 See paragraph 7.02.
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carrier accepting a transferred shipment becomes the receiving airline, and
the air cargo carrier that terminates a shipment by delivery to the consignee
becomes the delivering airline. In full service air cargo operations, all of these
functions may be performed by the same carrier.

8.13 The basic air cargo revenue accounting functions consist of airbill
pricing and airbill invoicing. Airbill pricing includes establishing rates accord-
ing to published tariffs, rate extension, and revenue apportionment between air
cargo carriers. Airbill invoicing includes direct customer billing and interline
settlement. Although standard rates typically are published or well known, air
cargo carriers often give customer-specific discounts or volume or time period
discounts intended to promote increased capacity during lower volume times.
These discounts are recognized as the associated revenue is earned, which may
vary depending on the specific terms of the discount arrangement.

8.14 This process is further complicated by rules regarding prepaid and
collect shipments. On a prepaid shipment, the paid air cargo carrier is identified
on the shipping instructions; therefore, downline air cargo carriers, if any, can
bill directly to the paid carrier. However, on a collect shipment, upline air cargo
carriers frequently do not know the identity of the collecting air cargo carrier
because of shipment reroutings. Therefore, air cargo carriers that participate
in a collect shipment perform "snowball" billing. Each air cargo carrier bills the
adjacent downline air cargo carrier in the route segment for all transportation
services up to the point of transfer to that air cargo carrier, thus, snowballing
the bills to the collecting air cargo carrier.

8.15 The issuing airline is responsible for retaining an accounting copy of
each airbill, supplying airbill copies to the freight revenue accounting audit sec-
tions of participating air cargo carriers, and accepting invoices from delivering
airlines for shipments carried on prepaid airbills. The delivering airline must
accept invoices for collect shipments from the previous transferring airline and
can invoice the issuing airline for actual transportation charges for prepaid
shipments. Interline settlements are handled in the same manner as settle-
ments of passenger ticket lifts, which are discussed in chapter 3, "Marketing,
Selling, and Providing Transportation."

8.16 Because many air cargo airlines use cycle billings, there may be
a time lag between the completion of a shipment and the generation of an
invoice. Unprocessed transactions may contain a significant portion of air cargo
carriers' total monthly revenue. This revenue is recognized through systematic
accrual processes. These processes typically include using actual package or
shipment volumes and current trends of average revenue per shipment.

Reporting Revenue Gross Versus Net
8.17 Certain air cargo carriers use subcontractors as part of the trans-

portation process, including agreements for fixed air cargo capacity. Addition-
ally, certain air cargo carriers provide ancillary services such as third party
logistics and trade services. Examples include warehouse management, cus-
toms clearance transaction processing, and brokerage of transportation ser-
vices. Also, some air cargo agreements provide for surcharges (for example,
fuel surcharges that are intended to mitigate the effect of their higher fuel
costs.) At issue is whether the revenue from such items should be reported at
the gross amount billed to a customer (as a principal) versus at the net amount
earned by the air cargo carrier in the transaction (as an agent). FASB ASC
605-45-45-1 provides optional guidance on whether an entity should consider
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reporting revenue based on the gross amounts billed to a customer because it
has earned revenue from the sale of the goods or services or the net amount
retained (that is, the amounts billed to the customer less the amount paid to
a supplier or subcontractor unless independently billed and collected by the
supplier or subcontractor) because it has earned a commission or fee as an
agent. The following indicators need to be considered when determining how
to properly report revenue from such transactions.

8.18 Paragraphs 4–14 of FASB ASC 605-45-45 identify eight indicators of
gross revenue reporting, as follows:

� The air cargo carrier is the primary obligor in the arrangement.
� The air cargo carrier has general inventory risk—before customer

order is placed or upon customer return.
� The air cargo carrier has latitude in establishing price.
� The air cargo carrier changes the product or performs part of the

service.
� The air cargo carrier has discretion in supplier selection.
� The air cargo carrier is involved in the determination of product

or service specifications.
� The air cargo carrier has physical loss inventory risk—after cus-

tomer order or during shipping.
� The air cargo carrier has credit risk.

8.19 Paragraphs 15–18 of FASB ASC 605-45-45 identify indicators of net
revenue reporting, as follows:

� The entity's supplier (not the air cargo carrier) is the primary
obligor in the arrangement.

� The amount earned by air cargo carrier is fixed.
� The supplier (not the air cargo carrier) has credit risks.

8.20 As indicated in paragraphs 4–5 of FASB ASC 605-45-45, the primary
obligor and general inventory risk are strong indicators of gross reporting.
However, the application of the indicators for gross and net reporting of rev-
enue depends on the relevant facts and circumstances and requires significant
judgment. Therefore, these strong indicators are not presumptive, and their
absence would not require that revenue be reported net. If the air cargo carrier
is clearly the principal to a contract, which is typical in the air cargo industry,
revenue from sale of these air cargo services, including fuel or other surcharges,
should be reported on a gross basis.

Other Ancillary Services
8.21 Some of the additional services discussed in "Customs Services" and

"Other Ancillary Services" in this chapter may qualify as separate deliverables
and should be evaluated under paragraphs 3–6 of FASB ASC 605-25-25 to
determine whether deliverables represent separate units of accounting.

Capacity Guarantees
8.22 As was mentioned previously in this chapter, some air cargo carriers

provide ACMI services to other air cargo carriers. Under these ACMI contracts,
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customers receive dedicated aircraft capacity in exchange for a guaranteed
minimum level of operation, which is generally expressed on an annual basis
in the contract. In these situations, customers could elect to exercise their
contractual options to cancel a limited number of guaranteed hours. As a result,
an air cargo carrier's revenue might decline as contractual aircraft utilization
levels temporarily decrease. Customers typically exercise such cancellation
options early in the first quarter of the year, when the demand for air cargo
capacity has historically been low, or following the seasonal holiday peak in
the latter part of the fourth quarter.

8.23 ACMI contracts usually require customers to pay penalties for failure
to meet minimum capacity guarantees. Such penalties are similar to contin-
gent rental income and would be accounted for in a similar manner. FASB
ASC 840-10-25-4 and Securities and Exchange Commission Staff Accounting
Bulletin No. 104, Revenue Recognition, provide that contingent rental income
becomes accruable when the changes in the factors on which the contingent
payments are based actually occur. If penalties are payable at the end of a
contractual period, revenue related to penalties may be recognized only at the
time when the customer actually fails to meet minimum capacity guarantees,
not when it is probable that the customer will fail to meet minimum capacity
guarantees.

Revenue Adjustments
8.24 In addition to provisions for credit losses on uncollectible accounts,

air cargo carriers often have to make adjustments to revenue and accounts
receivable for certain discounts, service guarantees, and billing corrections
(which could result from pricing or rating issues). Also, certain air cargo carriers
have programs whereby customers receive pricing adjustments if shipment
service terms are not fully met. These adjustments are accounted for as a
reduction of revenue at the time the revenue is recognized, typically based on
historical payment experience.

Inherent Risk Factors
8.25 Factors that influence inherent risk related to cargo carriers' revenue

and accounts receivable might include the following:

� The complexity of billing terms and conditions, including the ex-
tent of assessorial billings and surcharges

� The number and roles of multiple air cargo carriers involved in
determining the total cost of the shipment, the revenue sharing,
and gross versus net reporting of revenue

� The sophistication and reliability of systems and processes to cap-
ture data about shipments that is pertinent to revenue recognition

� The quality, timeliness, and relevance of data concerning histori-
cal credit losses, service failures, and billing corrections

� The period from the point of pick-up to delivery for the air cargo
carrier
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Cargo Claims Accruals†

8.26 According to the Warsaw Convention, air cargo carriers have limited
liability for damage sustained to cargo while in transit. Typically, air cargo
carriers are liable in the event of loss or damage to cargo. Some air cargo
carriers purchase insurance to cover any such damages, whereas other air
cargo carriers are self-insured.

8.27 Air cargo carriers that are self-insured need to consider historical
loss experience as well as present and expected levels of cost per claim when
estimating this liability. The liability for cargo claims needs to take into account
an estimate of incurred-but-not-reported claims and the potential salvage value
of any damaged shipments retained by the air cargo carrier.

Inherent Risk Factors
8.28 Factors that influence inherent risk related to the measurement of

self-insurance obligations might include the following:
� The timeliness and accuracy of information about claims incidence

and the effect that current trends may have on the data
� The periods involved in settling outstanding claims
� The amount of recovery, if any, on the subsequent sale of damaged

cargo retained by the air cargo carrier

Passenger-to-Freighter Aircraft Conversions
8.29 Air cargo carriers often purchase passenger aircraft that are then

converted to freighter aircraft. Passenger-to-freighter conversion involves pri-
marily the removal of the passenger furnishings and installation of a main
deck cargo door and cargo handling system. The conversion can be done by the
manufacturer, the air cargo carrier, or another party.

8.30 The AICPA Financial Reporting Standards Executive Committee
believes that initial costs associated with the conversion, including heavy air-
frame and other costs necessary to get the aircraft ready for its intended use as
a cargo freighter, should be capitalized. See chapter 4, "Acquiring and Main-
taining Property and Equipment," for additional discussion regarding costs
incurred prior to used aircraft being placed into service.

8.31 Interest on funds used to finance the acquisition or modification of
aircraft up to the date that the aircraft is ready for its intended use should
be capitalized and included in the cost of the aircraft. See "Advanced Delivery
Deposits and Capitalized Interest" in chapter 4 for more information. Depre-
ciation of the costs incurred to modify airframes begins when the aircraft is
placed into service and continues until the asset is permanently removed from
service.

8.32 Rental costs on aircraft under operating lease should be expensed
on a straight-line basis over the lease term. Based on guidance in paragraphs

† On July 20, 2010, FASB issued a proposed ASU, an exposure draft of a proposed statement,
Disclosure of Certain Loss Contingencies—an amendment of FASB Statements No. 5 and 141(R).
The proposed statement would retain the current qualitative disclosures in FASB ASC 450-20 for
loss contingencies and enhance them by requiring additional disclosures, particularly for litigation
contingencies. Readers should be alert to the issuance of a final ASU.
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10–11 of FASB ASC 840-20-25, the lease term begins when the air cargo carrier
takes possession of or is given control of the leased aircraft. Accordingly, when
the passenger-to-freighter conversion occurs during the lease term, rental costs
of the leased aircraft should be expensed and not capitalized as part of the
leasehold improvements.

Inherent Risk Factors
8.33 Factors that influence inherent risk related to passenger-to-freighter

aircraft conversions might include the following:
� The evaluation of whether a modification affects the useful life

of the aircraft or represents routine maintenance on aircraft in
service

� The applicable rate for interest capitalization
� The evaluation of the useful life and salvage value of a converted

aircraft
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Chapter 9

Regional Airlines1

Introduction

History of Regional Airlines
9.01 Regional airlines were established in the 1980s for the purpose of

providing air transportation to cities that were not capable of supporting major
airline jet service. Regional airlines used smaller aircraft and provided connect-
ing traffic from these cities into the hub cities of the major carriers. The major
carrier and the regional carrier would create a joint marketing agreement
whereby the airlines would coordinate their flight schedules to facilitate the
interchange of passengers. Under these agreements, the major airline would
allow the regional airline to use the major's reservation system and flight des-
ignator code to identify flights and fares in computer reservation systems; per-
mit the regional carrier to use the major airline's paint scheme, logos, service
marks, and uniforms; and provide for joint promotion and advertising. These
agreements became known as code-share agreements. The advantage to both
airlines was that each fed passengers to the other. At the inception of these
agreements, regional airlines typically flew turboprop aircraft to connecting
cities, usually within 250–500 miles of the major airline's hub city. However,
in the late 1990s, with the advent of regional jets (generally defined as jet air-
craft with fewer than 100 seats), the mission of the regional airlines began to
evolve to include not only carrying connecting traffic into and out of hub cities,
but also serving longer range connecting routes and certain other long, thinly
traveled routes that traditionally had been operated by the major airlines with
larger jet aircraft. The significant expansion in the operation of regional air-
lines in the 1990s occurred primarily as a result of their cost structure, which
was lower than that of most of the major airlines due primarily to lower labor
costs, thus providing an economical means of growing the major airline's route
network with lower operating costs.

Effect of Collective Bargaining on Regional Airlines
9.02 The existence of collective bargaining agreements at major airlines

contributed to the growth of independent regional airlines. Regional airlines
can be profitable and are beneficial to the major airline only as long as their
costs are lower than the major airline's costs. This profitability can be jeop-
ardized if the wage scale at the major airline is implemented at the regional
airline. Wage structures at wholly owned regional airlines are often affected
when the collective bargaining agreement at the major airline opens for negoti-
ation. Typical collective bargaining agreements provide a wage scale in which

1 This chapter contains numerous references to fair value. This guide has been updated to
reflect the requirements of Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 820, Fair Value Measurement, which provides enhanced guidance for using fair
value to measure assets and liabilities. FASB ASC 820 applies whenever other standards require (or
permit) assets or liabilities to be measured at fair value and does not expand the use of fair value in
any new circumstances.

However, FASB ASC 820 does not apply under accounting guidance that permits measurements
that are based on, or otherwise use, vendor-specific objective evidence of fair value, including FASB
ASC 605-25, which is also referred to in this chapter.
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pilots' and flight attendants' wages increase as their seniority grows and the
size of the aircraft that they fly increases. These agreements usually result in
higher wage scales for pilots and flight attendants who fly smaller aircraft for
a major airline or a wholly owned subsidiary of a major airline than for pilots
and flight attendants of independently owned regional airlines who do not fly
larger aircraft. This condition, referred to as regional carrier wage arbitrage,
has led to the growth of independently owned regional airlines.

9.03 The airline industry has also been affected by scope clauses in collec-
tive bargaining agreements at major airlines. These scope clauses frequently
define the rules under which the major airline may expand through the use
of regional jets either by the major airline itself, by wholly owned regional
airlines, or by contracting with independent regional airlines. If a major car-
rier expands by contracting with a regional carrier, jobs that would have been
associated with additional flying by the major carrier are lost to the regional
airline. With the expansion of regional airlines (specifically regional jets in the
1990s), it became common for scope clauses to include a limit on the amount of
flying that a major airline could contract to a regional airline, thus protecting
the jobs of the major airline's employees. Scope clauses may include limits on
the number of regional jets and the size of regional jets that may be flown
by regional airlines (subsidiaries or contract carriers), or they may contain no
such restrictions.

Revenue Sharing and the Evolution of Capacity
Purchase Agreements

9.04 Revenue for passengers connecting from a regional carrier to a major
carrier historically was split between the carriers in accordance with existing
interline agreements (called prorate agreements), which typically prorated the
revenue between the two carriers based on the distance that each carrier flew
the passenger. These arrangements were highly beneficial to the major carri-
ers because they provided not only a proportion of revenue received from the
passengers' tickets but also a feed of local passengers into the major carrier's
system. As a result, a number of the major carriers began acquiring regional
airlines for the purpose of feeding their hubs. Once major carriers owned re-
gional carriers, it became evident that cost reductions could be achieved by
having the major carrier provide certain operational and administrative ser-
vices for the regional carrier. Major airlines also saw a significant opportunity
to expand the mission of their wholly owned regional subsidiaries to new mar-
kets and to provide more frequent service to existing markets by utilizing the
regional carrier's smaller aircraft. As the benefit received by the major carriers
went beyond revenue from the prorated ticket price, the benefit received by
the regional carriers also evolved. The regional airlines sought to reduce their
exposure to certain revenue and cost risks. Regional airlines achieved a reduc-
tion in risks associated with ticket price, load, and cost associated with ticket
sales and fuel and facility costs by transferring them to the major carrier. New
agreements were entered into that required the major airline to price and sell
all tickets on the regional airline's flights through the major airline's distribu-
tion channels. These agreements effectively transferred all passenger-related
activities to the major airline; the regional airline would be contracted to sim-
ply operate the aircraft between two points and would be reimbursed for the
costs plus a specified margin associated with that activity. These agreements
eventually evolved into today's capacity purchase agreements.
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Revenue*

Prorate Agreements
9.05 Some regional airlines today still fly pursuant to prorate agreements

with other carriers. Under these agreements, the passengers' fare is split be-
tween the two carriers generally based on the distance traveled by the pas-
senger on each airline. In some cases, particularly when the regional carrier
is owned by the major carrier, the major carrier may use other methods to de-
termine the prorate value of the ticket. However, prorate agreements between
major airlines and regional airlines have evolved to meet the two parties' differ-
ing needs and now frequently include features such as fare minimums, connect
incentives (fixed payments made by the major airline to the regional airline
per passenger in addition to prorated revenue allocation), and other revenue
incentives that help to minimize the revenue risk borne by the regional carrier.

9.06 Under prorate agreements, the regional carrier may be responsible
for billing and collecting the value of the ticket from either the major carrier
in the case of a code-share agreement or the ticketing carrier in the case of
a standard interline agreement. Under prorate agreements, the airline that
sells the ticket collects the fare from the passenger; the airline providing the
transportation bills the collecting airline. This process is similar to interline
billing between two airlines as discussed in chapter 3, "Marketing, Selling, and
Providing Transportation," of this guide.

9.07 When regional airlines fly pursuant to prorate agreements, actual
processing of tickets still takes place. The regional carrier may have its own
revenue accounting department that processes all audit coupons and ticket
lifts, or it may outsource some or all of this process. If the regional airline has
its own revenue accounting department, revenue processing is similar to that
of the major carriers (this is described in chapter 3 of this guide).

9.08 When the major carrier performs revenue processing for the regional
carrier, it aggregates all revenue that it processed for passengers carried by
the regional. Upon closing the month, the major carrier issues a report of
all passengers carried by the regional carrier and the revenue allocated to
the regional carrier. The regional carrier then bills this amount to the major
carrier through the Airlines Clearing House. Alternatively, the major carrier
may choose to settle with the regional carrier via regularly scheduled direct
wire transfers. In such instances, the major carrier may pay the regional carrier
throughout the month based on estimated allocated revenue and then settle at
the end of the month based on actual allocated revenue. This process allows
the regional carrier to obtain some of the cash flow timing benefit that it would
enjoy if it were to sell the tickets itself.

9.09 Amounts billed to the major airline are often settled by netting rev-
enue earned against the franchise fees paid to the major carrier for trademarks
and marketing costs and the administrative cost for services performed by the
major carrier for the regional carrier.

* On June 24, 2010, FASB issued a proposed Accounting Standards Update (ASU), Revenue from
Contracts with Customers, to improve and align with International Financial Reporting Standards
the financial reporting of revenue from contracts with customers and related costs. The core principle
of the draft standard is that an entity should recognize revenue from contracts with customers when
it transfers goods or services to the customer in the amount of consideration the entity receives, or
expects to receive, from the customer. The proposed standard would replace most of the guidance in
FASB ASC 605, Revenue Recognition. Readers should be alert for the issuance of the final ASU.
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Capacity Purchase Agreements
9.10 Regional jet contracts between a major airline and a regional airline

are frequently structured as capacity purchase agreements, which typically
take one of two forms: fee-per-departure contracts or cost-based contracts.
These contracts are similar in that they both require a payment to cover the
regional airline's operating costs on a block-hour or flight-hour basis. Under
these contracts, the major carrier purchases the use of the regional airline's
aircraft and flight crews and other related services. The aircraft is painted
in the colors and logos of the major airline, and the major airline also takes
responsibility for aircraft scheduling, ticket pricing, reservations, collections,
and marketing. Ground handling of the aircraft may be performed by either
the major carrier or the regional airline.

Fee-Per-Departure Contracts
9.11 Under fee-per-departure contracts, the regional carrier is compen-

sated based on a rate per departure. The rate is intended to cover all of the
costs and a profit margin for operation of the specified flight. This rate is gen-
erally either a per departure amount (for a specified origin and destination) or
an amount per block hour of operation. These contracts also frequently provide
for incentive payments based on operational performance, passenger volumes,
and customer service. Fee-per-departure contracts may be annual or long-term
contracts. However, even long-term contracts are frequently adjusted annually
to consider certain changes in operating costs. See "Other Contract Provisions"
in this chapter for guidance on revenue recognition in situations in which ne-
gotiations for new rates are not completed by year end.

Cost-Based Contracts
9.12 Under cost-based contracts, the regional carrier is compensated gen-

erally based on specific costs it incurs plus a margin. Typically, the regional
carrier's revenue consists of three elements: (a) reimbursement of costs over
which the regional carrier has control, referred to as controllable costs; (b) re-
imbursement of costs over which the regional carrier typically has no control,
referred to as actual or pass-through costs; and (c) a profit or margin compo-
nent.

9.13 The following illustrates the types of revenue derived from the typ-
ical cost-based contract. It should be noted, however, that all contracts are
designed to meet the objectives of the major and regional airlines involved and,
accordingly, every contract is different and should be reviewed to ensure that
proper accounting is being applied based on the contract terms.

Controllable Costs
9.14 Controllable costs typically are reimbursed by the major airline at

a fixed rate applied to some measure of operations (for example, flight hours,
passengers carried, cycles, or block hours). Because the rate is fixed, the re-
gional airline is at risk for this category of costs and, if it does not manage its
costs effectively, it will be less profitable. The following are examples of costs
that are frequently included in this category, along with a brief description of
each:

� Crew wages. Crew wages include costs associated with compen-
sation of pilots and flight attendants on the aircraft. These costs
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may include the wages, benefits, per diems (meals and expenses),
and lodging for each flight crew. Frequently, these costs are ag-
gregated and expressed as a specific amount per flight hour.

� Maintenance. Maintenance includes costs required to maintain
the aircraft. Maintenance cost is often computed based on the
regional airline's history of performing maintenance on a given
fleet of aircraft subject to required Federal Aviation Adminis-
tration maintenance schedules. Maintenance costs can also be
derived from aircraft specifications and information from the air-
craft vendors. Typical agreements provide for billing of mainte-
nance costs to the major carrier based on a combination of fixed
rates per flight hour, per departure, per aircraft, or other activity
base. Regional airlines frequently outsource some or all of their
aircraft maintenance activities. See "Regional Carriers' Revenue
Recognition—Capacity Purchase Agreements" in this chapter for
further discussion of this issue.

� Ownership. If the aircraft is owned, ownership costs include de-
preciation and interest on the aircraft. If the aircraft is leased,
ownership costs include the lease payments on the aircraft. Own-
ership costs also include the cost of maintaining a spare parts
inventory for the regional airline's fleet of aircraft and depreci-
ation expense on rotable inventory. Ownership cost is typically
reimbursed at a fixed amount per aircraft. See "Regional Car-
riers' Revenue Recognition—Capacity Purchase Agreements" in
this chapter for further discussion of this issue.

� Customer service and ground handling. Customer service and
ground handling costs include costs incurred by the regional air-
line in the ground handling of the aircraft, customer service, ter-
minal fees, rents, and security at terminals. Ground handling
costs include the wages and benefits of baggage handlers and the
cost of the equipment at the stations (belt loaders and tugs). Cus-
tomer service costs consist primarily of the wages and benefits
paid to customer service representatives at ticket counters and
boarding gates. Terminal fees and rents include all variable and
fixed terminal rent paid by the regional carrier. Variable rents
are incurred based on a measure of activity, such as passengers
carried, and are typically for common use areas. Fixed rents are
for terminal and gate space. Security costs include any security
provided by the regional air carrier, airport, or the Transportation
Security Administration that is paid for by the regional air car-
rier. In some contracts, terminal rent and security are treated as
actual costs (see paragraph 9.16 of this chapter) that the regional
carrier cannot control. In addition, the regional carrier may not
incur some of these costs when operating at the major airline's hub
airport or at other airports where the major airline performs cus-
tomer service and ground handling services. See "Presentation of
Revenue and Expenses Under Capacity Purchase Agreements—
Gross Versus Net" in this chapter for a discussion of presentation
of certain costs and revenue in the regional carrier's financial
statements.

� Overhead and administrative costs. Overhead and administrative
costs include compensation of employees who are not engaged in
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operational activities and facility costs, which include utilities and
building maintenance. These costs may be reimbursed at a rate
per activity measure, such as departures or passengers carried,
or at a fixed amount per operations base.

9.15 Although crew wages are generally included in controllable costs, the
other costs previously described may also be included in pass-through costs in
some capacity purchase agreements.

Actual Costs (or Pass-Through Costs)
9.16 Actual costs typically are costs that are outside of the regional car-

rier's control (for example, fuel costs) and, therefore, are reimbursed by the
major airline on an actual cost or pass-through cost basis (see "Presentation
of Revenue and Expenses Under Capacity Purchase Agreements—Gross Ver-
sus Net" in this chapter for a discussion of presentation of certain costs and
revenue in the regional carrier's financial statements). The following costs are
typically reimbursed under capacity purchase agreements on an actual cost or
pass-through cost basis:

� Landing fees. Landing fees are established by the airport and
assessed against the airline based on the weight of the aircraft
and the number of landings made in a given month—typically,
the heavier the aircraft, the higher the fee.

� Facility rentals. Facility rental costs are the cost of using terminal
and other facilities necessary for the regional flight to take off or
land.

� Fuel. Fuel costs include the actual price per gallon of jet fuel, the
associated fuel taxes, and the cost to put the fuel into the aircraft
(referred to as flow fees).

� Property taxes. Property taxes include all property taxes on air-
craft, terminals, spare parts, and equipment used directly to pro-
vide service under the contract.

� Insurance. Insurance costs include all costs of insuring the aircraft
and passengers.

Costs Incurred by the Major Airline
9.17 The regional carrier may or may not be billed by the major carrier

for certain products and services that the regional carrier obtains from the
major carrier. These products and services tend to be the kinds of items that
would typically be in the actual cost category, as well as customer service
and ground handling in the major carrier's hub airport. Instead of billing the
regional carrier for these items and then having the regional carrier bill them
back, the major carrier may simply not bill the regional airline for these items.
See the "Presentation of Revenue and Expenses Under Capacity Purchase
Agreements—Gross Versus Net" discussion in this chapter.

Profit Component
9.18 Each cost-based contract may be unique in determining how the re-

gional airline generates a profit from the services it performs. Profit may be
derived from contractually stipulated performance bonuses based on the op-
erations of the regional carrier and, conversely, profit may be diminished by
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stipulated performance penalties for not meeting established operational goals.
Performance is usually measured by certain operating statistics, and bonuses
are usually defined by bands of performance (the better the performance, the
higher the bonus or, alternatively, poor performance can call for stipulated
penalty payments by the regional carrier). In addition, profit on a regional con-
tract is frequently derived by adding a margin or markup percentage to some
or all controllable and actual costs. These markups sometimes also include so-
called "margin collars," which serve to provide a floor and a cap to the amount
of margin a regional carrier may earn either on an overall basis or on specific
marginable cost categories. Alternatively, contracts may include only a margin
cap. Care should be taken in analyzing contracts with margin collars because
they may be interpreted differently by the parties.

Billing Process
9.19 Under capacity purchase agreements, regional airlines typically in-

voice their major airline partners using a two-step billing process that includes
an estimated billing and a month-end billing that occurs shortly after month
end (but generally before the books are closed) when the majority of statistics
and cost information are determinable. Because some costs are more difficult
to determine, so-called "true-up billings" frequently occur after the month end
to finalize billings for a particular period. It should be noted that a difference
can and frequently does occur in the amount of revenue recognized by the
regional carrier and the amount billed to the major in that period. A typical
difference that can arise relates to changes in the price of fuel. The initial
billing is frequently based on an estimate of the average price of fuel; actual
fuel prices often vary from this estimate. The difference in the amount billed
and the actual revenue recorded is settled in the subsequent true-up billing.
The regional carrier recognizes revenue based on its estimate of the amount
earned under the contract in each period. However, reconciliation of payable
and receivable positions and confirmation of periodic settlements of prior pe-
riods with the major airline is a key control to determine if revenue has been
recorded properly.

Recording Revenue*

9.20 Operating statistics are critical to the determination of revenue un-
der a capacity purchase agreement. Depending on the contract terms, some of
the statistics that can affect the determination of revenue include departures,
block hours, number of aircraft, and passengers. Because an airline typically
can identify actual statistics several days after month end, revenue to be recog-
nized can be determined several days after month end as well. The following is
a general summary of the process of recording revenue under capacity purchase
agreements.

9.21 With fee-per-departure contracts, once actual flight statistics become
known, they are multiplied by the rate per departure, flight hour, or other
operating statistic to determine actual revenue. The difference between the
amount invoiced to the major carrier and the actual revenue recognized is
recorded as a receivable or payable from or to the major carrier at month end.

9.22 With cost-based contracts, revenue is determined based on flight
statistics, actual costs, and performance goals. Once actual flight statistics

* See footnote * to the heading above paragraph 9.05.

AAG-AIR 9.22



P1: irk

ACPA197-09 aicpa-aag.cls June 14, 2011 16:23

226 Airlines

become known, they are multiplied by the rates for each of the controllable
costs to determine actual revenue from controllable costs. Occasionally, there
are differences in the statistics used by the regional carrier and the major
carrier, which result in differences in the reimbursement for controllable costs
as computed by the regional carrier and by the major carrier. Such differences
are resolved by the carriers by verifying the differences against recorded flight
statistics to determine the correct amounts.

9.23 Because some actual costs may not be known at month end, regional
carriers estimate and accrue them and estimate the related revenue based on
the corresponding expense accruals. To the extent that the accrued expenses
differ from actual costs incurred, the recorded revenue would differ as well,
thus resulting in a profit or loss effect to the extent of any profit margin on
such costs.

9.24 Revenue from incentives earned by achieving specified operational
targets (performance bonuses) is recorded based on the regional carrier's op-
erational performance during the measurement period specified in the con-
tract. Revenue is recognized when the factors on which the incentive pay-
ments are based actually occur and are not subject to change. In situations
in which the measurement period specified in the contract extends beyond
the financial reporting period, terms and conditions of the specific contract
need to be evaluated to determine if it is appropriate to recognize revenue
related to future incentive payments during the financial reporting period.
(SEC)*2

9.25 According to the Securities and Exchange Commission (SEC) Staff
Announcement: "Accounting for Management Fees Based on a Formula," in
providing their views on revenue recognition under arrangements (other than
those covered by Financial Accounting Standards Board [FASB] Accounting
Standards Codification [ASC] 605-35) that contain a performance-based in-
centive fee that is not finalized until the end of a period of time specified in the
contract, there are two acceptable methods of revenue recognition: (a) at the
end of the incentive measurement period and (b) at any point in time for the
amount that would be due under the formula as if the contract was terminated
at that date. The second method may result in a reversal of revenue in a sub-
sequent period if the incentive would no longer be due under the formula in
that subsequent period. The staff of the SEC considers the first method to be
the preferable accounting policy.

9.26 The amounts calculated for controllable costs are added to the esti-
mate of revenue from actual costs and performance-related items, and the total
is recorded as revenue for the month.

Accounting Issues
9.27 It should be noted that this chapter focuses on accounting issues that

are unique to regional carriers. In addition to this chapter, regional carriers
should refer to other chapters of this guide that address topics that are relevant
for both regional and major carriers.

2 See paragraph 7.02.
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Regional Carriers’ Revenue Recognition—Capacity
Purchase Agreements†

General Approach
9.28 FASB ASC 840-10 and 605-25 provide guidance on how regional

airlines should analyze revenue recognition for capacity purchase agreements.
The following is a brief overview of the analysis that the Financial Reporting
Executive Committee (FinREC) believes should be performed for each capacity
purchase agreement.

9.29 The first step in analyzing a capacity purchase agreement for revenue
recognition purposes is to determine whether the agreement contains a lease
under FASB ASC 840-10-15. If the portion of the agreement related to the
use or acquisition of the aircraft qualifies as a lease under FASB ASC 840-10-
15-19, the next step is to consider separation of lease and related executory
costs from nonlease elements based on relative fair values in accordance with
FASB ASC 605-25-15-3A(b). Lease and related executory cost elements are
accounted for in accordance with FASB ASC 840-20-25. Nonlease elements are
evaluated under FASB ASC 605-25-25 to determine if there are separate units
of accounting and how each unit should be accounted for.

9.30 In practice, the terms of substantially all capacity purchase agree-
ments (as described previously in this chapter) are such that the regional airline
would generally conclude that a capacity purchase agreement contains a lease
under FASB ASC 840-10-15. However, if it is determined that the capacity
purchase agreement does not contain a lease or if FASB ASC 840-10-15 does
not apply, the airline would apply the provisions of FASB ASC 605-25-25 to the
entire contract. That would generally not result in multiple units of accounting
because substantially all of the services provided under the capacity purchase
agreement (for example, flight crew and planned major maintenance) would
not meet the criteria in FASB ASC 605-25-25-5(a) to be considered separate
units of accounting because their value is substantially dependent on delivery
of the aircraft and because they would have no value to the customer on a stan-
dalone basis. FinREC believes that such capacity purchase agreements should
be viewed as arrangements to transport passengers between two points, not
arrangements to perform the separate activities necessary to operate the flight,
and that the completion of a flight under such a capacity purchase agreement is
the best measure of performance completion and is the appropriate time to rec-
ognize revenue for the flight. Services performed under such capacity purchase
agreements by the regional airline for the major airline that are not part of
the activities necessary to transport passengers may qualify for separation un-
der FASB ASC 605-25-25 as discussed in the "Consideration of Lease Revenue
Embedded in a Capacity Purchase Agreement" information that follows.

9.31 The remainder of the discussion in this chapter focuses on accounting
for a capacity purchase agreement containing a lease under FASB ASC 840-
10-15.

† On August 17, 2010, FASB issued a proposed ASU, Leases (Topic 840), which would make
significant changes to the accounting requirements for both lessees and lessors. FASB initiated a
joint project with the International Accounting Standards Board to develop a new approach to lease
accounting that would ensure that assets and liabilities arising under leases are recognized in the
statement of financial position. Readers should be alert to the issuance of the final ASU.
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9.32 If the aircraft is considered leased under FASB ASC 840-10-15, and
therefore ascribed to the major airline, the majority of the other services pro-
vided under the capacity purchase agreement could be separated for accounting
evaluation by virtue of their having separate value to the major airline. Sep-
aration, if it occurred, would likely not result in recognition of revenue at a
time other than the flight date for the majority of the services as described
subsequently in this chapter. Separation might, however, result in revenue
recognition at a different time for certain activities such as planned major
maintenance based on its unique pattern of costs and delivery and additional
accounting guidance that may apply to those services.

9.33 The flowchart that follows depicts the analysis of capacity purchase
agreements. Guidance on application of this model is provided in the sections
that follow.

Consideration of Lease Revenue Embedded in a Capacity Purchase
9.34 Per FASB ASC 840-10-15-10, two general criteria need to be con-

sidered when determining whether a capacity purchase agreement contains a
lease. They are (a) whether fulfillment of the agreement depends on the use of
specified property, plant, or equipment and (b) whether a right to control the
use of the specified property, plant, or equipment is conveyed to the major air-
line under the capacity purchase agreement. The evaluation of whether these
criteria are met is subjective; however, FASB ASC 840-10-15 contains specific
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considerations and FASB ASC 840-10-55 contains examples to assist in the
evaluation.

9.35 Both criteria are typically met in regional airline capacity purchase
agreements and, accordingly, payments received in connection with the use or
acquisition of aircraft and related executory costs would generally be accounted
for under FASB ASC 840, Leases. These criteria are met in most capacity pur-
chase agreements because (a) the aircraft are dedicated to the major partner,
including being painted in the major airline's colors and livery, and (b) although
the regional airline may have a legal ability to operate the aircraft under its
own code, the terms and operational requirements of the capacity purchase
agreements generally make such operation impractical. Furthermore, to pro-
vide for operational continuation during scheduled maintenance activities or
for other reasons, most capacity purchase agreements permit only a limited
substitution of nonbranded aircraft. FinREC believes that FASB ASC 840 ap-
plies regardless of whether the aircraft is owned or leased by the regional
airline and regardless of the form of capacity purchase agreement (that is, it
applies to both fee-per-departure and cost-based contracts).

9.36 Under FASB ASC 840-10-15-19, the regional airline should first sep-
arate the portion of the capacity purchase agreement that pertains to the pro-
curement of aircraft and related executory costs (lease costs) from the portion of
the agreement that pertains to other than payments for a capital asset and re-
lated executory costs (that is, from payments for other services). The allocation
of the arrangement consideration between lease and nonlease costs should be
made in accordance with FASB ASC 605-25-15-3A(b), which is on a relative fair
value basis using the entity's best estimate of the fair value of the deliverables.
Determining the portion of the agreement related to the aircraft can be reason-
ably simple for cost-based contracts because the reimbursement for the aircraft
is frequently specified in the contract on a per-flight-hour or per-month basis.
Lease-related executory costs should also be separated as part of the process
(executory costs are discussed subsequently in this section). However, if the
amounts attributable to lease and nonlease costs are not readily determinable,
as would generally be the case in the traditional fee-per-departure contract,
the contract payments would need to be allocated using the regional airline's
best estimate of fair value of the lease and nonlease costs in relation to other
services provided under the capacity purchase agreement. Once the portion of
the contract payments attributable to the aircraft and related executory costs
is determined, that payment stream should be evaluated under FASB ASC
840-20-25. The minimum lease payments under the lease, excluding those for
executory costs, should be evaluated under FASB ASC 840-10-25-1 to deter-
mine the proper classification of the lease.

9.37 FASB ASC 840-10-25-5 provides that executory costs such as in-
surance, maintenance, and taxes, together with any profit thereon, should be
excluded from minimum lease payments. Therefore, executory costs would be
separated from the costs related to the procurement of the aircraft.

9.38 As discussed in the "Revenue Recognition for Planned Major Main-
tenance Activities" information in this chapter, it is unclear whether payments
related to planned major maintenance activities are considered executory costs
as that term is used in FASB ASC-840-10-25. However, FinREC believes that
even if such payments were not considered executory costs, they still would not
meet the definition of minimum lease payments in paragraphs 5–7 of FASB
ASC 840-10-25.
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9.39 Determination of the lease term under a capacity purchase agree-
ment can be difficult because these agreements are frequently long-term (for
example, 10 to 20 years) but contain multiple provisions for termination by
either party. In most cases, the lease term is either the full term of the agree-
ment or the period when the agreement cannot be cancelled by the major
carrier without cause (referred to herein as the minimum contract period). In
determining whether the lease term should be based on the minimum contract
period, the regional airline would need to consider penalties associated with
cancellation of the contract. Such penalties may be monetary or economic (for
example, if the major carrier has no substantially equivalent aircraft in its
own fleet, canceling the capacity purchase agreement could force the major to
downsize its operations due to inability to serve routes that require regional
jets). If it is concluded that the minimum contract period should be used as
the lease term, the regional airline would need to evaluate any cancellation
provisions that could permit it to demand additional payments from the major.
These provisions may need to be considered as a component of minimum lease
payments for the purpose of applying FASB ASC 840-10-25-1 to determine the
proper classification of a lease.

9.40 Because each capacity purchase agreement is different, regional air-
lines need to evaluate the effect of FASB ASC 840-10 on the accounting for
those contracts on a contract-by-contract basis.

Consideration of Multiple-Element Arrangements*

9.41 After the separation of lease elements as previously described, the
nonlease elements are then further evaluated under FASB ASC 605-25-25 to
determine if there are separate units of accounting and how each unit should
be accounted for under relevant generally accepted accounting principles.

9.42 FASB ASC 605-25-25-5 provides that, in an arrangement with mul-
tiple deliverables, the delivered item(s) should be considered a separate unit of
accounting if all of the following criteria are met:

� The delivered item(s) has value to the customer on a standalone
basis. That item(s) has value on a standalone basis if it is sold
separately by any vendor or the customer could resell the delivered
item(s) on a standalone basis. In the context of a customer's ability
to resell the delivered item(s), this criterion does not require the
existence of an observable market for that deliverable(s).

� There is objective and reliable evidence of the fair value of the
undelivered item(s).

� If the arrangement includes a general right of return relative to
the delivered item, delivery or performance of the undelivered
item(s) is considered probable and substantially in the control of
the vendor.

The criteria for dividing an arrangement into separate units of accounting
should be applied consistently to arrangements with similar characteristics
and in similar circumstances.

9.43 Based on the criteria set forth in the preceding list, the regional
carrier should assess whether the delivered item has value on a standalone

* See footnote * to the heading above paragraph 9.05.
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basis and specifically address whether any vendor sells that item separately.
If the criteria are not met, the deliverable does not qualify to be accounted for
as a separate unit of accounting.

9.44 Certain deliverables provided under a capacity purchase agreement
that contains a lease, such as flight crew and fuel, could qualify as separate
units of accounting under the guidance in FASB ASC 605-25-25 because they
are likely to meet the criteria in FASB ASC 605-25-25-5. In particular, because
the major airline is viewed as the operator of the aircraft (by virtue of being the
lessee of the aircraft under FASB ASC 840-10), the provision of services under
the contract by the regional carrier has value to the major airline because if the
regional carrier did not provide those services, the major airline would have to
obtain them elsewhere to operate the aircraft (for example, pay its own pilots
to fly the aircraft or purchase fuel on its own). However, the application of
FASB ASC 605-25-25-5 to these separate elements would likely not result in
a different revenue recognition pattern because there is no separate revenue
recognition literature that applies to these other flight-related components (for
example, flight crew, fuel, and other services), and recognition as of flight com-
pletion would still generally be appropriate because the earnings process is
complete at that point. The regional carrier would need to evaluate costs reim-
bursed under its capacity purchase agreement to ensure that this assessment
is appropriate in its particular circumstances.

Revenue Recognition for Planned Major Maintenance Activities†

9.45 Under most capacity purchase agreements, the major airline reim-
burses the regional airline for planned major maintenance, and these payments
may not coincide with the performance of the maintenance services. As indi-
cated previously, FinREC believes it is unclear whether payments related to
planned major maintenance activities are considered executory costs as that
term is used in FASB ASC 840-10-25-5. Furthermore, FASB ASC 840-10-25
does not provide guidance on how to account for executory costs. Therefore,
FinREC believes there are two acceptable approaches to account for revenue
related to planned major maintenance when the regional airline has concluded
that a capacity purchase agreement contains a lease under FASB ASC 840-10:
the regional airline may choose to account for maintenance-related revenue
under a proportional performance method3 or under the FASB ASC 840-20-25
approach as described subsequently. FinREC believes that a proportional per-
formance method is preferable. Under both approaches, the lease and related
executory costs (including the planned major maintenance activities) would be
separated from the nonlease elements based on relative fair values as previ-
ously described. After that, the airline would apply one of the two accounting
models that are discussed in the following sections.

† See footnote † to the heading above paragraph 9.28.
3 In 2008, as part of Emerging Issues Task Force (EITF) Issue No. 08-2, "Lessor Revenue Recog-

nition for Maintenance Services," the EITF discussed the issue of how a lessor should account for
payments it receives in connection with performing maintenance services to the leased item, in lease
agreements or other arrangements accounted for as leases. The EITF never reached consensus and
this issue was ultimately removed from the EITF agenda because of the concern that standard setting
in this area could create additional complexity and would not provide users with better information.
However, in one of its discussions, the EITF reached a tentative conclusion that revenue related to
maintenance services should be recognized into income as those services are performed utilizing a
proportional performance method that is determined to be the most appropriate method under the
circumstances. Please refer to the FASB website at www.fasb.org/eitf/06-12-08 mtg minutes.pdf for
more information.
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Proportional Performance Approach
9.46 Under this model, because the customer (major airline) receives value

from the performance of maintenance services throughout the term of the con-
tract, it is believed that revenue is best recognized in proportion to those ser-
vices being performed. FinREC believes that this method is effectively similar
to the view expressed in question 1 of SEC Staff Accounting Bulletin (SAB)
Topic 13-A.3(f), which states, in part

the staff believes that upfront fees, even if nonrefundable, are earned
as the products and/or services are delivered and/or performed over
the term of the arrangement or the expected period of performance
and generally should be deferred and recognized systematically over
the periods that the fees are earned.

9.47 Because maintenance services generally involve multiple actions
that will be performed over a period of time, the regional airline would need
to utilize a proportional performance method to measure when delivery of the
maintenance services has occurred. The performance measure chosen would
depend on the circumstances and could include input-based measures (such
as labor hours or power-by-the-hour payments) or output-based measures (for
example, the completion of a specific maintenance activity such as an overhaul
event). In circumstances in which a consistent level of maintenance services
are performed evenly throughout the contract period (for example, the number
of major maintenance events performed is expected to be consistent in each of
the periods under the contract), the recognition of revenue on a proportional
performance method may approximate recognition on a straight-line basis.

9.48 Capacity purchase agreements will often require the regional air-
line to perform various maintenance activities over a specified period, either
implicitly or explicitly. Those maintenance activities could vary from routine
recurring maintenance to significant overhauls of the leased asset. The con-
tract may not stipulate how often the maintenance activity would need to
occur, and the contract may provide for payment terms that do not necessarily
mirror the performance of the specified maintenance services. Specifically, as
described previously in this chapter, regional airlines frequently elect to be
reimbursed for the planned major maintenance services as flight hours are in-
curred on the aircraft, whereas the performance of planned major maintenance
activities generally occurs at scheduled intervals over the life of the leased as-
set. Because different capacity purchase agreements have different conditions
and objectives, the determination of the most appropriate proportional perfor-
mance method for each contract will be based on the facts and circumstances
surrounding the contract.

9.49 FinREC believes this guidance could be applied at the capacity pur-
chase agreement level or fleet type level (if the capacity purchase agreement
specifies independent terms for different fleets).

9.50 Applying a proportional performance method could produce results
that are similar to the FASB ASC 840-10-25 approach if it is concluded that
services are performed ratably over the contract period. However, airlines likely
to elect this approach are those that believe their pattern of performance is
significantly different from straight-line and, as a result, believe proportional
performance would provide a better model for recognizing revenue earned for
planned major maintenance activities. The following examples are provided to
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illustrate how a regional airline might use the proportional performance model
to account for planned major maintenance revenues:

� Maintenance-related revenues are received in proportion to the
number of planned major maintenance activities expected to occur
in each period. This may be the case in a contract covering a ma-
ture fleet that has relatively steady annual planned major main-
tenance activities over the lease term and consistent anticipated
annual revenue under the capacity purchase agreement. This
could also happen if revenues related to planned major mainte-
nance are received on a pass-through basis (that is, as the related
costs are incurred) and, therefore, directly match to the specific
planned major maintenance activities on a per occurrence basis.
In these situations, applying the proportional performance ap-
proach would result in revenue for planned major maintenance
activities being recognized as received under the contract because
revenue would be received for specific services performed.

� Maintenance-related revenues are not received in proportion to
planned major maintenance activities. This might occur if a re-
gional airline has a new fleet of aircraft that will require little
or no planned major maintenance in the first few years and if
the related capacity purchase agreement requires payments for
planned major maintenance activities on a basis that will be rela-
tively stable over the lease term. In this example, when applying
the proportional performance approach, the regional airline would
likely defer revenue under the capacity purchase agreement and
recognize it in proportion to planned major maintenance activities
expected to be performed over the lease term.

9.51 The preceding examples are provided for illustrative purposes only
and are not intended to cover all possible scenarios and outcomes. Therefore,
specific facts and circumstances need to be carefully evaluated to ensure that
the proportional performance model is applied based on the best measurement
of planned major maintenance activities.

FASB ASC 840-20-25 Approach
9.52 Under this accounting model, FinREC believes revenue related to

maintenance would be treated similarly to supplemental rent and would be
recognized on a straight-line basis over the lease term. Under this approach,
the regional airline would separate from the lease element the portion of the
payments under the capacity purchase agreement related to planned major
maintenance activities, including a profit thereon (the residual would then
represent minimum lease payments to be accounted for under FASB ASC 840-
10-25-1(d)). To accomplish this, a regional airline would generally estimate
payments projected to be received for planned major maintenance activities
over the lease term (including a profit thereon), which is typically based on the
number of flight hours expected to be flown over this period. Then the airline
would calculate a constant rate per flight hour, based on the estimated hours
used to determine the total payments to be received. Because this calculation
of hourly rate will require a number of variables to be estimated, airlines will
need to review these variables at the end of each reporting period, or when facts
and circumstances change significantly from those assumed in the calculation.
FinREC recommends that regional airlines use a rate per flight hour or other
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appropriate measure of utilization of the aircraft to recognize revenue related
to planned major maintenance under this method.

Special Considerations
9.53 If, at any time, the amount of recognized revenue related to planned

major maintenance activities exceeds the amount of reimbursements received
or receivable, the regional airline would need to evaluate realizability of the
resulting receivable. Generally, the presumption is that collectability is not
assured because the regional will only get paid by the major airline if it op-
erates the flight in future periods, which may not be guaranteed. Therefore,
FinREC believes that the regional airline should have evidence to overcome the
presumption that collectability is not assured in order to be able to recognize
revenue prior to receiving payment from the major airline.

Up-Front Contract Payments*

9.54 When a regional airline enters into a new capacity purchase agree-
ment with a major airline or, less frequently, when the contract is modified,
for example, to include additional aircraft or make a significant modification to
the service offering or model, the regional airline performs certain activities at
the request of the major carrier to support the new contract or activities. These
activities include, for example, painting the exterior and reconfiguring the in-
terior of the aircraft to conform to the décor of the major airline and training
customer service personnel in the use of the major airline's reservation system.

9.55 The cost of certain of these activities is often reimbursed by the major
carrier pursuant to the capacity purchase agreement. Reimbursement may be
paid at contract initiation, or it may be paid later. For example, costs associated
with the integration of new aircraft into an existing contract would generally
be paid as the aircraft are introduced.

9.56 As discussed previously, the regional carrier needs to evaluate activ-
ities described in the preceding paragraphs of this section under FASB ASC
605-25-25 to determine whether they qualify to be accounted for as separate
units of accounting. Generally, in a capacity purchase agreement that contains
a lease (which is the most prevalent structure of those arrangements), services
provided by the regional to prepare its aircraft for operations for the major
carrier and to train its employees would not qualify as separate units of ac-
counting under FASB ASC 605-25-25 because they would have no value to the
major carrier on a standalone basis. For example, in the case of training, the
regional carrier is training its own pilots who will operate planes for the major
carrier. Trained pilots of the regional carrier have no value to the major carrier
absent the regional carrier's performance under the contract. However, if the
regional carrier trains pilots working for the major carrier, those trained pilots
would have value to the major carrier on a standalone basis because they could
be used by the major carrier on its other aircraft, and the training deliverable
would qualify as a separate unit of accounting.

9.57 Furthermore, the guidance in SAB No. 104, Revenue Recognition,
with respect to nonrefundable up-front fees would likely result in the deferral
of revenue. SAB No. 104 states that

* See footnote * to the heading above paragraph 9.05.
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the on-going rights or services being provided or products being de-
livered are essential to the customers receiving the expected benefit
of the up-front payment. Therefore, the up-front fee and the contin-
uing performance obligation related to the services to be provided or
products to be delivered are assessed as an integrated package. In
such circumstances, the staff believes that up-front fees, even if non-
refundable, are earned as the products and/or services are delivered
and/or performed over the term of the arrangement or the expected pe-
riod of performance and generally should be deferred and recognized
systematically over the periods that the fees are earned.

9.58 FinREC believes that the major carrier pays the up-front fees for
services provided by the regional carrier (for example, training or painting the
aircraft) solely to facilitate the provision of flights under the capacity purchase
agreement and that, as such, the provisions of SAB No. 104 should be applied,
which, in most cases, would result in revenue recognition over the term of the
capacity purchase agreement for such up-front payments.

9.59 The nature of direct costs associated with providing these services
would need to be evaluated to determine whether they should be capitalized
or expensed. For example, costs incurred to paint the exterior and reconfigure
the interior of the aircraft to conform to the décor of the major airline might be
either expensed or capitalized depending on the airline's asset capitalization
policy for its aircraft, as discussed in chapter 4, "Acquiring and Maintaining
Property and Equipment." The regional airline should be aware that the useful
lives of any capital assets may be affected by the term of the contract or other
contractual provisions (for example, if the initial painting of the aircraft in the
major airline's color scheme is determined to be a capital asset, its life would
generally be limited to the contract term).

9.60 Some costs incurred by the regional airline for which it is reimbursed
by the major airline as part of up-front contract payments (for example, train-
ing) may not qualify for capitalization. This may result in revenue from up-front
payments being deferred and amortized over the contract term, whereas the
related expense would be recognized in earnings when incurred. However, in
situations in which the regional airline concludes that the revenue should be
deferred, other types of costs (for example, training and aircraft reconfigura-
tion costs that are not capitalizable under the airline's asset capitalization
policy) may qualify for capitalization as an asset provided that they meet the
requirements of FASB ASC 340-10-25-3, which states that if a contractual
guarantee for reimbursement exists for design and development costs that oth-
erwise would be expensed under the requirements of FASB ASC 340-10-25,
those costs should be recognized as an asset as incurred. For purposes of the
guidance in FASB ASC 340-10-25, contractual guarantee means a legally en-
forceable agreement in which the amount of reimbursement can be objectively
measured and verified.

9.61 This provision would generally be met in situations in which the
reimbursement is received up-front or the contract specifically provides for
such reimbursement in the future, including upon a contract termination. The
capitalized costs would generally be amortized over the contract period in pro-
portion to the revenue recognized, provided the transaction meets the criteria
for gross reporting under FASB ASC 605-45-45-1.
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Presentation of Revenue and Expenses Under Capacity Purchase
Agreements—Gross Versus Net

9.62 Industry practice among the regional airlines for capacity purchase
agreements is uniform, with revenue and expenses generally reported on a
modified gross basis (that is, revenue reflects amounts billed to the major
carrier under the capacity purchase agreement, and operating expenses are
reported by separate category in operating expenses).

9.63 Regional airlines traditionally have recognized as an expense the
costs incurred by the major carrier in connection with the operation of the major
carrier's flight if the major carrier billed the regional for those costs and if they
recognized revenue for the amount rebilled to the major (gross presentation).
However, if the regional was not billed by the major for those costs, the regional
recognized neither the expense nor the related revenue (net presentation). For
example, if the regional carrier used its major partner's terminal space at
the major carrier's hub location, the major carrier billed the regional for the
terminal space, and the regional rebilled the major for that cost (generally
as a component of actual or pass-through costs under the capacity purchase
agreement), the regional would recognize the expense and related revenue in
its statement of operations. However, if the regional was not billed by the major
for the use of that space (that is, the major simply absorbed the cost of facilities
used by the regional and did not bill the regional at all), the regional airline's
statement of operations would exclude that expense and related revenue. As
a result, costs such as fuel, facilities, ground handling, and landing fees have
been treated differently among regional carriers depending on the terms of
the contract between the regional and major airline. It should be noted that
expenses incurred by the major in connection with activities not performed
by the regional under a capacity purchase agreement are attributed to the
major and are not billed to the regional. For example, under a typical capacity
purchase agreement, the regional must simply operate the aircraft from one
point to another point and has no obligation to sell tickets. Accordingly, costs
related to ticketing such as commissions and computer reservations systems
would not be within the scope of services provided by the regional under the
capacity purchase agreement, would not relate to the services performed by
the regional, would be incurred by the major, and would not be recognized by
the regional as expenses or revenue.

9.64 FinREC believes that, in determining whether pass-through costs
should be presented gross or net, regional carriers should follow the guidance in
FASB ASC 605-45-45-1. Gross versus net presentation is a matter of judgment
that depends on the relevant facts and circumstances. FASB ASC 605-45-45-2
sets forth factors or indicators that should be considered in that evaluation.
Accordingly, regional carriers would need to consider the terms of the capacity
purchase agreement as well as the nature and terms of the underlying contracts
to acquire services that are reimbursed by the major carrier. That would include
pass-through costs incurred by the major carrier that pertain directly to the
scope of operations prescribed under the capacity purchase agreement and
that are necessary for the completion of the operation of the flight. Each kind
of pass-through cost would need to be evaluated individually.

9.65 None of the factors or indicators set forth in FASB ASC 605-45-
45 is considered presumptive or determinative; the relative strength of each
indicator should be considered. However, FinREC believes that, in the context
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of pass-through costs under capacity purchase agreements, certain factors are
likely to be more significant than others. Those factors are discussed in the
paragraphs that follow. FinREC believes the guidance in those paragraphs is
also supported by paragraphs 22–23 of FASB ASC 605-45-45.

Indicators of Gross Revenue Reporting
9.66 Regional has supplier discretion. If the regional airline has discre-

tion in selecting the supplier to provide the services whose cost would be the
basis for revenue recognition, that may indicate that the regional is primarily
responsible for the fulfillment of those services, and that the regional should
present revenue and expense gross. In these situations, the regional frequently
has other indicators of gross presentation as well, such as being the primary
obligor to the supplier.

9.67 Regional is the primary obligor. The regional airline is the primary
obligor if it contracts for the service and performs substantially all execution
actions under the contract, which would generally include being obligated to
pay for the contract. For example, regional airlines frequently purchase fuel
directly at outstations from the local airport fuel provider and are then reim-
bursed for the cost of the fuel by the major airline. In these transactions, the
regional airline is the primary obligor because it executes a purchase contract
with the fuel provider and pays for the fuel.

9.68 Regional has credit risk. The regional airline would generally have
credit risk for services purchased if it must pay the amount owed to a supplier
after the supplier performs, regardless of whether it is reimbursed fully by the
major airline.

9.69 Paragraphs 5–9, 11, and 12 of FASB ASC 605-45-45 provide addi-
tional indicators that should be considered in determining whether a regional
should report revenue and expense gross, such as whether the regional changes
the product or performs part of the service, whether the regional has gen-
eral inventory risk—before customer order is placed or upon customer return,
whether the regional has latitude in establishing price, whether the regional is
involved in the determination of product or service specifications, or whether
the regional has physical loss inventory risk—after customer order or during
shipping.

Indicators of Net Revenue Reporting
9.70 Paragraphs 15–18 of FASB ASC 605-45-45 provide guidance and

indicators that should be considered in determining whether a regional should
report revenue and expense net, such as whether the entity's supplier is the
primary obligor in the arrangement, whether the amount the entity earns is
fixed, and whether the supplier has credit risk.

9.71 Lack of supplier discretion. If the regional airline is directed by its
contract with the major airline to procure services from a particular vendor with
no ability to change vendors, that may indicate that the regional is not primarily
responsible for the operating expenses that would be the basis for revenue
recognition, and that the cost of those services and the related revenue should
be reported net. For example, if the capacity purchase agreement requires
that certain services be obtained only from the major partner, the cost of those
services and the related revenue would generally meet the requirements for net
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presentation. Lack of supplier discretion may result from economic compulsion
as well as from contractual restrictions.

9.72 Major is the primary obligor. If the major airline is the primary
obligor in a supplier agreement under which the regional airline procures
goods or services, including arrangements under which the supplier would
look directly to the major airline for settlement, that is strong evidence of net
reporting.

9.73 FinREC believes that the primary obligor and supplier discretion are
the main criteria in the determination of gross versus net presentation of pass-
through costs. However, absence of one of the indicators in the relationship
with the major airline does not always indicate that the agreement should be
presented on a net basis in the regional airline's financial statements.

Disclosures
9.74 See chapter 7, "Financial Reporting and Disclosures," of this guide

for disclosure considerations related to presentation of revenue and expenses
under capacity purchase agreements.

Other Contract Provisions
Annual Contract Component Negotiations

9.75 Long-term fee-per-departure contracts generally establish base rates
that are subject to annual adjustment for certain cost components. Most con-
tracts allow the regional airline to continue billing the major airline at the cur-
rently agreed rates while new annual rates are being negotiated until the new
rates are finalized. FinREC recommends that regional airlines follow the guid-
ance in SAB No. 104 in recognizing revenue during the negotiation period.
Fixed or determinable sales price is one of the revenue recognition criteria
discussed in SAB No. 104. FinREC believes that situations in which the rates
are expected to decline and the regional carrier may be required to refund the
major carrier for the difference in rates during the negotiation period are sim-
ilar to price concessions discussed in FASB ASC 926-605-25. Consistent with
the guidance in FASB ASC 926-605-25, FinREC believes that airlines should
provide appropriate allowances for such refunds. If rates are expected to in-
crease, the regional airline generally continues to bill and recognize revenue
under the terms of the previous agreement until such increases in rates are
formally agreed to. Rates are considered to be "formally agreed to" when there
is persuasive evidence of an arrangement. As part of the regional airline's rev-
enue recognition policy, if adjustments from the prior contract are made based
on management's judgment, that fact would need to be disclosed.

Termination Provisions
9.76 Capacity purchase agreements typically include termination provi-

sions under which the major carrier or the regional carrier may early-terminate
the agreement. For the major carrier, these provisions typically involve stan-
dards of performance to which the regional carrier must adhere, including
on-time performance, completion percentage, baggage handling, or other con-
ditions such as changes in control and financial viability. For the regional car-
rier, termination provisions may include requirements concerning the timing
of payments and the continued viability of the major carrier.
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9.77 To alleviate certain financial and operational risks associated with

these termination provisions, capacity purchase agreements may also contain
provisions for "puts" and "calls" on the aircraft that the regional carrier is flying
in service for the major carrier. Because it is typically the regional carrier's re-
sponsibility to procure and finance the aircraft flown under capacity purchase
agreements, and because the useful life of owned aircraft and lease term for
leased aircraft often exceed the term of the capacity purchase agreement be-
tween the regional carrier and the major carrier, the regional carrier has cost
exposure for the useful life or lease term that exceeds the term of the capacity
purchase agreement. A remedy for this exposure is to include "put" terms in
the agreement whereby the regional carrier has the option to require the ma-
jor carrier to assume the lease of the underlying aircraft in certain situations
including contract termination. The opposite situation may also occur in which
the major carrier desires to continue the use of the regional carrier's aircraft
after contract termination, whether early or not. A remedy to the major car-
rier in this case is to include "call" terms in the agreement, under which the
major carrier has the option to require the regional carrier to sell or transfer
the lease of the underlying aircraft to the major carrier. The existence of the
provisions and the conditions that could result in these contingencies would
need to be disclosed clearly in the notes to the financial statements. Also, put
and call provisions should be evaluated to determine if they are in substance
residual value guarantees or bargain purchase options for purposes of applying
FASB ASC 840-10-25-29 to determine the proper classification of a lease. The
terms of call provisions may affect the regional carrier's depreciation and lease
accounting if the regional carrier leases the aircraft.

Inherent Risk Factors
9.78 Factors that influence inherent risk related to regional carriers' rev-

enue recognition under capacity purchase agreements might include the fol-
lowing:

� Accounting for capacity purchase agreements requires significant
estimation because some of the actual costs may not be known at
month end due to delays in the billing process at vendors.

� A high degree of manual involvement in recording capacity pur-
chase agreement transactions.

� Capacity purchase agreements are typically lengthy and complex
documents that often contain terms that are subject to interpreta-
tion by both the regional carrier and the major carrier. Differences
in interpretation may lead to billing disputes and collection issues.

� Discrepancies may exist among multiple information systems that
capture and store actual flight statistics that represent the largest
single determinant of contract billings.

� Heavy dependence of regional carriers on the stability of their
major airline partners.

� Collectability of accounts receivable may not be assured due to ex-
istence of disputes or deteriorating credit worthiness of the major
airline partner.
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Chapter 10

Special Reports and Example Reporting

Passenger Facility Charges
10.01 The Federal Aviation Administration (FAA) issued final rules estab-

lishing a passenger facility charge (PFC) program in 1991. The PFC program
authorizes local airport authorities to impose specified per passenger charges
at commercial service airports to finance airport improvements. Beginning in
1992, the rules require carriers (including non-U.S. airlines) that collect PFCs
from more than 50,000 passengers (that is, passengers boarded at airports
that assess PFCs) to provide an annual audit of their PFC accounts. Auditors
engaged to audit PFC accounts are required to report "on the fairness and
reasonableness of the carrier's procedures for collecting, holding, and disburs-
ing PFC revenue." In addition, auditors are required to report whether the
quarterly reports that must be filed by the carriers "fairly represent the net
transaction in the PFC account." In July 2002, the FAA issued the Passenger
Facility Charge Audit Guide for Air Carriers (the PFC Audit Guide). The PFC
Audit Guide provides auditors with a comprehensive set of procedures for ex-
amining air carrier's PFC collection, remittance, and reporting practices. The
PFC Audit Guide is not intended to define the sole method of complying with
the audit requirements. The PFC Audit Guide also recommends that auditors
perform certain agreed-upon procedures that are set forth in the PFC Audit
Guide and report on such agreed-upon procedures. This agreed-upon proce-
dures report is not required, but may provide additional assurance regarding
the carrier's controls over processing PFCs, which may reduce the possibility
that an airport authority would audit the carrier's PFC reporting. The AICPA
has worked with the FAA and industry representatives to develop the follow-
ing illustrative reports that satisfy both existing professional literature and
the FAA's requirements. The PFC Audit Guide is available on the FAA website
at www.faa.gov/airports airtraffic/airports/pfc/audit guides/. The FAA expects
these reports to be filed in a timely manner, and the filing should normally
coincide with the carrier's fiscal year and its corporate audit cycle. Therefore,
there is no specific due date as set forth in the PFC Audit Guide.
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Reporting on PFC Schedules
Illustrative Audit Report on PFC Schedules

10.02
Independent Auditor's Report

Board of Directors

XYZ Airline, Inc.:

We have audited the accompanying Schedules of Passenger Facility Charges
Collected, Withheld, Refunded/Exchanged, and Remitted by XYZ Airline, Inc.
for the year and each quarter during the year ended December 31, 20XX (the
Schedules). The Schedules are the responsibility of the management of XYZ
Airline, Inc. Our responsibility is to express an opinion on the Schedules based
on our audit.

We conducted our audit in accordance with auditing standards generally ac-
cepted in the United States of America and the Federal Aviation Administra-
tion Passenger Facility Charge Audit Guide for Air Carriers. Those standards
require that we plan and perform the audit to obtain reasonable assurance
about whether the Schedules are free of material misstatement. An audit in-
cludes examining, on a test basis, evidence supporting the amounts and dis-
closures in the Schedules. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall presentation of the Schedules. We believe that our audit
provides a reasonable basis for our opinion.

The Schedules were prepared for the purpose of complying with the regula-
tions issued by the Federal Aviation Administration of the U.S. Department of
Transportation [14 Code of Federal Regulations Part 158] to implement Title
49, United States Code, Sections 46110 and 40117, as amended. Those regula-
tions define collection as the point when agents or other intermediaries remit
passenger facility charges to the airlines. Accordingly, our audit did not encom-
pass tests of the underlying documentation supporting the reports submitted
by such agencies and intermediaries to the Company.

In our opinion, the Schedules referred to above present fairly, in all material re-
spects, the passenger facility charges collected, withheld, refunded/exchanged,
and remitted by XYZ Airline, Inc. for the year and each quarter during the year
ended December 31, 20XX, as defined in regulations issued by the Department
of Transportation.

This report is intended solely for the information and use of the Board of Direc-
tors and management of XYZ Airline, Inc., the appropriate airport authorities,
and the Federal Aviation Administration, and is not intended to be and should
not be used by anyone other than these specified parties.1

[Signature]
[Date]

1 Paragraph .18 of AU section 532, Restricting the Use of an Auditor's Report (AICPA, Profes-
sional Standards), provides that an auditor should consider informing his or her client that restricted-
use reports are not intended for distribution to nonspecified parties, regardless of whether they are
included in a document containing a separate general-use report. Footnote 6 to paragraph .18 of AU
section 532 further provides that in some cases, restricted-use reports filed with regulatory agencies
are required by law or regulation to be made available to the public as a matter of public record.
However, according to AU section 532 paragraph .18, an auditor is not responsible for controlling a
client's distribution of restricted-use reports. Accordingly, a restricted-use report should alert readers
to the restriction on the use of the report by indicating that the report is not intended to be and should
not be used by anyone other than the specified parties.
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Illustrative Year-End and Quarterly Schedules
Filed With the PFC Audit Opinion

10.03 The following are examples of the year-end and quarterly schedules
that are filed with the PFC Audit Opinion. Each is an excerpt from these
schedules because the schedules contain PFC information for all qualifying
airports that the carrier provides service to.
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Reporting on Internal Control Over Administering PFCs

Illustrative Report on Internal Control Over Administering PFCs
(Attestation Standards)

10.04
Independent Accountant's Report2

Board of Directors
XYZ Airline, Inc.

We have examined management's assertion, included in the accompanying
[title of management report],3 that XYZ Airline, Inc. maintained effective in-
ternal control over administering passenger facility charges collected, with-
held, refunded/exchanged, and remitted during the year ended December 31,
20XX, for the purpose of complying with the regulations issued by the Fed-
eral Aviation Administration of the Department of Transportation [14 Code of
Federal Regulations Part 158] to implement Title 49, United States Code, Sec-
tions 46110 and 40117, as amended, based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Or-
ganizations of the Treadway Commission. XYZ Airline, Inc.'s management is
responsible for maintaining effective internal control over administering pas-
senger facility charges collected, withheld, refunded/exchanged, and remitted.
Our responsibility is to express an opinion on management's assertion based
on our examination.

Our examination was conducted in accordance with attestation standards es-
tablished by the American Institute of Certified Public Accountants and the
Federal Aviation Administration Passenger Facility Charge Audit Guide for
Air Carriers and, accordingly, included obtaining an understanding of the in-
ternal control over administering passenger facility charges collected, with-
held, refunded/exchanged, and remitted, testing, and evaluating the design
and operating effectiveness of the internal control, and performing such other
procedures as we considered necessary in the circumstances. We believe that
our examination provides a reasonable basis for our opinion.

Because of limitations inherent in any internal control, misstatements due to
error or fraud may occur and not be detected. Also, projections of any evaluation
of the internal control over administering passenger facility charges collected,
withheld, refunded/exchanged, and remitted to future periods are subject to

2 This illustrative report is to be used when a practitioner expresses an opinion on management's
assertion about the effectiveness of an entity's internal control. This report is based upon AT section
501, An Examination of an Entity's Internal Control Over Financial Reporting That is Integrated
With An Audit of Its Financial Statements (AICPA, Professional Standards). Practitioners should
refer to AT section 501 for guidance when expressing an opinion on management's assertion about
the effectiveness of an entity's internal control.

3 The practitioner should identify the responsible party's report examined by referring to the
title used by the responsible party in its report. Further, he or she should use the same description of
the entity's internal control as the responsible party uses in its reports, including the kinds of controls
(that is, controls over the preparation of annual financial statements, interim financial statements,
or both) on which the responsible party is reporting. If the presentation of the assertion does not
accompany the practitioner's report, the phrase "included in the accompanying [title of responsible
party's report]" would be omitted. For example, certain carriers include management's assertion on
the effectiveness of internal controls over administering passenger facility charges (PFCs) collected,
withheld, refunded or exchanged, and remitted in the management representation letter. In this fact
pattern, the auditor's opinion would refer to the management representation letter. An example of
management's assertion on the effectiveness of internal control over processing PFCs is included in
this chapter.
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the risk that internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the controls may deteriorate.

In our opinion, XYZ Airline, Inc. maintained, in all material respects, effective
internal control over administering passenger facility charges collected, with-
held, refunded/exchanged, and remitted during the year ended December 31,
20XX, based on criteria established in Internal Control—Integrated Frame-
work issued by the Committee of Sponsoring Organizations of the Treadway
Commission.4

This report is intended solely for the information and use of the Board of Direc-
tors and management of XYZ Airline, Inc., the appropriate airport authorities,
and the Federal Aviation Administration and is not intended to be and should
not be used by anyone other than these specified parties.5

[Signature]
[Date]

4 See paragraphs .100–.106 of AT section 501 for reporting when the examination discloses
significant deficiencies that, individually or in combination, result in one or more material weaknesses.

5 In accordance with paragraph .79 of AT section 101, Attest Engagements (AICPA, Professional
Standards), a practitioner should consider informing his or her client that restricted-use reports are
not intended for distribution to nonspecified parties, regardless of whether they are included in a
document containing a separate general-use report. Footnote 16 to paragraph .79 of AT section 101
further provides that in some cases, restricted-use reports filed with regulatory agencies are required
by law or regulation to be made available to the public as a matter of public record. However, according
to AT section 101 paragraph .79, a practitioner is not responsible for controlling a client's distribution
of restricted-use reports. Accordingly, a restricted-use report should alert readers to the restriction
on the use of the report by indicating that the report is not intended to be and should not be used by
anyone other than the specified parties.
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Illustrative Management’s Assertion on the Effectiveness of Internal
Control Over Processing PFCs

10.05 The following is an example of the management's assertion on the
effectiveness of internal control over processing PFCs that would be included
in a separate report or management representation letter.

Management's Assertion
In connection with your attestation engagement relating to our assertion that
XYZ Airlines, Inc. (the Company) maintained an effective internal control
structure over administering passenger facility charges collected, withheld,
refunded/exchanged, and remitted during the year ended December 31, 20XX,
for the purpose of complying with the regulations issued by the Federal Avia-
tion Administration of the Department of Transportation [14 Code of Federal
Regulations Part 158] to implement Title 49, United States Code, Sections
46110 and 40117, as amended, we recognize that obtaining representations
from us concerning the information contained in this letter is a significant
procedure in enabling you to form an opinion about whether our assertion
is fairly stated in all material respects based upon the criteria specified in
our assertion. We further recognize that, as members of management of the
Company, we are responsible for establishing and maintaining an effective
internal control structure over administering passenger facility charges. In-
ternal control over administering passenger facility charges collected, with-
held, refunded/exchanged, and remitted includes self-monitoring mechanisms,
and actions are taken to correct deficiencies as they are identified. Because
of inherent limitations in any internal control, no matter how well-designed,
misstatements due to error or fraud may occur and not be detected, including
the possibility of the circumvention or overriding of controls. Accordingly, even
effective internal control over financial reporting can provide only reasonable
assurance with respect to financial statement preparation. Further, because of
changes in conditions, internal control effectiveness may vary over time.

Management has performed an evaluation of the Company's internal control
policy and procedures to ensure the Company's procedures are reasonable and
fair for collecting, holding, and dispersing passenger facility charges based on
the control criteria established by the Committee of Sponsoring Organizations
of the Treadway Commission. Based on our evaluation, we assert that the inter-
nal control structure over administering passenger facility charges collected,
withheld, refunded/exchanged, and remitted was effective during the period
from January 1, 20XX through December 31, 20XX.
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Illustrative Agreed-Upon Procedures Report Related to a Carrier’s
Evaluation of Its Compliance With the Requirements of 14 Code
of Federal Regulations Part 158

10.06
Independent Accountant's Report on Applying

Agreed-Upon-Procedures6

Board of Directors
XYZ Airline, Inc.

We have performed the procedures enumerated below, which were agreed to by
the Federal Aviation Administration (FAA), XYZ Airline, Inc., and the appli-
cable airport, solely to assist the specified parties in evaluating XYZ Airline's,
Inc. compliance with the requirements of 14 Code of Federal Regulations Part
158, "Passenger Facility Charges" during the year ended December 31, 20XX.
Management is responsible for XYZ Airline, Inc.'s compliance with those re-
quirements. This agreed-upon procedures engagement was conducted in ac-
cordance with attestation standards established by the American Institute of
Certified Public Accountants. The sufficiency of these procedures is solely the
responsibility of those parties specified in this report. Consequently, we make
no representation regarding the sufficiency of the procedures described below
either for the purpose for which this report has been requested or for any other
purpose.

[Include paragraphs to enumerate procedures and findings.]

We were not engaged to, and did not, conduct an examination, the objective of
which would be the expression of an opinion on compliance. Accordingly, we do
not express such an opinion. Had we performed additional procedures, other
matters might have come to our attention that would have been reported to
you.

This report is intended solely for the information and use of the Board of Direc-
tors and management of XYZ Airline, Inc., the appropriate airport authorities,
and the FAA and is not intended to be and should not be used by anyone other
than these specified parties.7

[Signature]
[Date]

6 This illustrative report is to be used when a practitioner is engaged to perform agreed-upon
procedures related to PFCs. This report is based upon AT section 601, Compliance Attestation (AICPA,
Professional Standards). Practitioners should refer to AT section 601 for further guidance.

7 See footnote 5.
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Immigration and Naturalization Services
10.07 The Immigration and Naturalization Service (INS) charges a fee

on each international ticket, which is collected by the air carriers for the im-
migration inspection of each passenger aboard a commercial aircraft arriving
at a port-of-entry in the United States, or for the preinspection of a passenger
in a place outside the United States prior to such arrival, depending on the
point of origin. Annually, each U.S. carrier that retains an independent ac-
countant and remits $10,000 or more in fees in any 1 calendar quarter should
submit to the INS a report from the independent accountant in accordance with
the Statements on Standards for Attestation Engagements established by the
AICPA on the application of Passenger User Fee Collection and Remittance
Procedures. Each foreign-based remitter should submit a similar report from
the independent accountant. These reports from the independent accountants
are to be submitted no later than 90 days after the close of the fiscal year of the
air carrier.

Illustrative Agreed-Upon Procedures Report on INS Schedules
10.08

Independent Accountants' Report on Applying
Agreed-Upon-Procedures8

The Board of Directors and Management of XYZ Airlines, Inc. and Immigration
and Naturalization Services

We have performed the procedures enumerated below, which were agreed to
by the management of XYZ Airlines, Inc. and Immigration and Naturaliza-
tion Services, solely to assist you in evaluating the accompanying Statement
of INS Immigration User Fees Collected and Remitted by XYZ Airlines, Inc
for the year ended December XX, 20XX (the statement). XYZ Airlines', Inc.
management is responsible for the statement. This agreed-upon procedures en-
gagement was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. The sufficiency of
these procedures is solely the responsibility of those parties specified in this
report. Consequently, we make no representation regarding the sufficiency of
the procedures described below either for the purpose for which this report has
been requested or for any other purpose. We were informed by officials of XYZ
Airlines, Inc., who have responsibility for accounting and financial matters,
that the statement is presented on the basis prescribed by the Immigration
and Naturalization Service Rule regarding Immigration User Fees.

Our procedures and findings are as follows:

1. We compared each of the amounts (except for the totals) in the
statement under the column "Collections Per Ledger" to the sum
of collections and other activity, excluding payments, in general
ledger account XX-XX-XX, Immigration User Fees and found them
to be in agreement.

2. We compared each of the amounts, dates, and check numbers in
the statement under the columns "Tax Paid," "Remittance Date,"

8 This illustrative report is to be used when a practitioner is engaged to perform agreed-upon
procedures related to Immigration and Naturalization Service schedules. This report is based upon AT
section 201, Agreed-Upon Procedures Engagements (AICPA, Professional Standards). Practitioners
should refer to AT section 201 for further guidance.

AAG-AIR 10.08



P1: irk

ACPA197-10 aicpa-aag.cls June 17, 2011 11:34

254 Airlines

and "Check Number" to the corresponding amounts, dates, and
check numbers included on the copies of canceled checks made
payable to the Immigration and Naturalization Service—Office of
the Comptroller and found them to be in agreement for the first,
second, third, and fourth quarter payments.

3. We compared the amounts on the copies of canceled checks referred
to in the preceding paragraph with the corresponding amounts
included on the related bank statement in the month the check
cleared the bank and found the amounts to be in agreement.

4. We footed the amounts in the statement under the column "Collec-
tions Per Ledger" for each month in each quarter and found them
to be in agreement with the amount listed as the "Quarter Total."

We were not engaged to, and did not conduct an examination, the objective of
which would be the expression of an opinion on the statement. Accordingly,
we do not express such an opinion. Had we performed additional procedures,
other matters might have come to our attention that would have been reported
to you.

This report is intended solely for the information and use of XYZ Airlines, Inc.
and the Immigration and Naturalization Service, and is not intended to be and
should not be used by anyone other than these specified parties.9

[Signature]
[Date]

Transportation Security Administration Security Fee
10.09 Following the terrorist attacks of September 11, 2001, Congress

enacted the Aviation and Transportation Security Act, which established the
Transportation Security Administration (TSA) as an administration within
the Department of Transportation (DOT). The DOT issued rules in December
2001 imposing a security service fee in the amount of $2.50 per enplanement
on passengers of domestic and foreign air transportation, and intrastate air
transportation originating at airports in the United States. Collection of the
security service fees began on air transportation sold on or after February 1,
2002, with monthly remittance of such fees. Pursuant to the rule, air carriers
must establish an accounting system to properly track the amount of the se-
curity service fees imposed, collected, refunded, and remitted as well as the
airports at which the passengers enplaned. Additionally, in the original rule,
the TSA required an audit of the security service fee accounts and activities by
an independent certified public accountant on an annual basis. The accountant
must include in the audit opinion on whether (a) the air carrier's procedures
for collecting, holding, and remitting the fees are fair and reasonable; and (b)
whether the quarterly reports fairly represent the net transactions in the se-
curity service fee accounts. In September 2002, the TSA published a rule that
it would not seek enforcement of the audit requirement as set forth previously,
and currently, carriers are generally not requesting such audits.

DOT Reporting
10.10 Although the Civil Aeronautics Board (CAB) is no longer in exis-

tence, airline accounting information continues to be reported to the DOT in

9 See footnote 5.
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conformity with the Uniform System of Accounts and Reports (USAR) previ-
ously issued by the CAB. The USAR consists of a list of titles and account
numbers and instructions for their use. DOT—and, previously, CAB—policy is
to conform its accounting requirements to U.S. generally accepted accounting
principles.

10.11 Financial data and reports based on the USAR must be filed with the
DOT on Form 41 quarterly and annually. Securities and Exchange Commission
filings and annual financial reports frequently follow the wording and captions
of the USAR accounts.

10.12 For reporting purposes, the financial statement presentation of an
airline organization is similar to that of other commercial enterprises. The
USAR provides for the grouping of revenues and expenses by both objective and
functional activity and for varying detail information, depending on the ac-
counting requirements and the capacities of the air carrier. Generally, the
income statement presentation is divided among operating revenues, operat-
ing expenses, nonoperating income and expense (net), income taxes, and net
income.

10.13 The functional classifications for revenues are basically divided
among transport revenues and transport-related revenues. Transport revenues
include all revenues for air transportation provided to all classes of traffic;
they are broken into subclassifications for scheduled and nonscheduled ser-
vices. Transport-related revenues result from services that are incidental to
air transportation, such as liquor sales, sublease income, and maintenance
work performed for other airlines.

10.14 The functional classifications for operating expenses are based on
the type of activity or service rendered. Essentially, operating expense func-
tions fall into eight major categories, represented by the following captions:

Classification Expenses Included Major Items

Flying operations In-flight operations and
holding of aircraft (except
depreciation) and
operational personnel in
readiness for assignment to
an in-flight status

Fuel, flight personnel
(except flight attendants)
payroll, employee benefits,
and aircraft rentals

Maintenance Direct and indirect
expenditures for repair and
maintenance

Labor, material, outside
services, and general or
overhead expense
allocations

Passenger services Expenditures relating to
comfort, safety, and
convenience in flight and
during delays

Personnel and flight
attendants' payroll and
passenger food and
supplies
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Classification Expenses Included Major Items

Aircraft and
traffic servicing

Compensation to ground
personnel and other
expenses incidental to the
protection and control of
in-flight aircraft
movement, handling and
servicing while in
operation, scheduling and
preparation of operational
flight crews for assignment,
and handling of ground
property and equipment

Payroll costs and employee
benefits, general services
purchases, and servicing
supplies, landing fees, and
facility rentals

Reservations,
sales, and
advertising

Outlays to create a public
preference for an air
carrier, to stimulate the
development of an air
transportation market, or
to develop air
transportation in general

Passenger handling and
traffic solicitations, payroll
and benefits, travel agent
commissions, and
advertising

General and
administrative

Expenditures of benefit to
more than one operating
function

Record-keeping and
statistical personnel,
federal excise and state
taxes, and stationery
supplies

Depreciation and
amortization

Depreciation of operating
property and equipment
and amortization of
intangible assets with
finite useful lives

Depreciation of flight
equipment, maintenance
equipment, and ground
property; amortization of
airport gate leasehold
rights, take-off and landing
slots; and capitalized leases

Transport-related Costs relating to
generation of
transport-related revenues

Liquor, maintenance for
other carriers, and costs of
subleases

DOT Form 4110

10.15 Information necessary to meet certain segment and geographical
area disclosure requirements of Financial Accounting Standards Board Ac-
counting Standards Codification 280, Segment Reporting, may, in some in-
stances, be similar to that which airlines report to the DOT on Form 41. The
DOT currently requires air carriers to report earned revenues and related
expenses by entities. These entities are defined as follows:

10 The auditor does not have any responsibility with respect to financial information filed on
Department of Transportation Form 41, but may read this form for informational purposes only.
It is considered a best practice for airlines to reconcile the Form 41 data to their audited financial
statements to identify differences in reporting classifications.
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� Domestic operations
� Operations via the Atlantic Ocean
� Operations via the Pacific Ocean
� Operations within Latin American areas

10.16 The DOT definition of foreign operations is based on international
flights rather than on whether a revenue-producing operation exists in that
geographic area. A carrier with a flight to England has foreign revenue under
the DOT definition, though it may not have operations in that country.

Revenues
10.17 Under the DOT definition, revenues are classified among the en-

tities on the basis of a flight's origin and destination. The following exhibit
illustrates this classification.

Classification of Foreign Operation Revenues

Origin Destination Entity

Chicago New York Domestic

Chicago London Atlantic

Chicago London (with stop in
New York)

Allocate between domestic and Atlantic11

Chicago Sao Paulo, Brazil Latin America

London Rome Atlantic

London Tokyo Allocate between Atlantic and Pacific12

Tokyo Chicago Pacific

Expenses
10.18 Certain expenses, such as flight payroll and fuel, may be directly

attributable to an entity and are, therefore, directly charged to that entity.
Other expenses, such as aircraft depreciation and maintenance expense, are
allocated to the entities through the use of ratios, such as plane miles flown
by entity to total plane miles flown, revenue passenger miles by entity to total
revenue passenger miles, or some other measure of the total effort expended to
produce the revenue.

11 The allocation of revenue between entities can be made by dividing the total fare on the basis
of the ratio of plane miles flown, local fares, or some other logical method of splitting the fares.

12 See footnote 11.
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Appendix A

International Financial Reporting Standards

Introduction
The following information provides a brief overview of the ongoing globalization
of accounting standards, International Financial Reporting Standards (IFRSs)
as a body of accounting literature, the status of convergence with IFRSs in
the United States, and the related issues that accounting professionals need to
consider today.

Globalization of Accounting Standards
As the business world becomes more globally connected, regulators, investors,
audit firms, and public and private companies of all sizes are expressing an in-
creased interest in having common accounting standards among participants
in capital markets and trading partners around the world. Proponents of con-
vergence with, or adoption of, IFRSs for financial reporting in the United States
believe that one set of financial reporting standards would improve the qual-
ity and comparability of investor information and promote fair, orderly, and
efficient markets.

Many critics, however, believe that U.S. generally accepted accounting princi-
ples (GAAP) are the superior standards and question whether the use of IFRSs
will result in more useful financial statements in the long term and whether the
cost of implementing IFRSs will outweigh the benefits. Implementing IFRSs
will require a staggering effort by management, auditors, and financial state-
ment users, not to mention educators.

The increasing acceptance of IFRSs, both in the United States and around
the world, means that now is the time to become knowledgeable about these
changes. The discussion that follows explains the underpinnings of the inter-
national support for a common set of high quality global standards and many of
the challenges and potential opportunities associated with such a fundamental
shift in financial accounting and reporting.

The international standard setting process began several decades ago as an
effort by industrialized nations to create standards that could be used by de-
veloping and smaller nations. However, as cross-border transactions and glob-
alization increased, other nations began to take interest, and the global reach
of IFRSs expanded. More than 100 nations and reporting jurisdictions permit
or require IFRSs for domestic listed companies (and most have fully conformed
to IFRSs as promulgated by the International Accounting Standards Board
[IASB] and include a statement acknowledging such conformity in audit re-
ports). Several countries are expected to transition to IFRSs by, or beginning
in, 2011, and many other countries have plans to converge (or eliminate signif-
icant differences between) their national standards and IFRSs.

For many years, the United States has been a strong leader in international
efforts to develop globally accepted standards. Among other actions in support
of IFRSs, the U.S. Securities and Exchange Commission (SEC) removed the
requirement for foreign private issuers registered in the United States to rec-
oncile their financial reports with U.S. GAAP if their accounts complied with
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IFRSs as issued by the IASB. In addition, the SEC continues to analyze and
evaluate appropriate steps toward, and challenges related to, converging U.S.
GAAP with IFRSs, as subsequently described.

In addition to the support received from certain U.S. based entities, financial
and economic leaders from various organizations have announced their support
for global accounting standards. Most notably, in 2009, the Group of Twenty
Finance Ministers and Central Bank Governors (G20), a group from 20 of
the world's systematically important industrialized and developing economies
(with the 20th member being the European Union, collectively), called for stan-
dard setters to redouble their efforts to complete convergence in global account-
ing standards.

Acceptance of a single set of high quality accounting standards may present
many significant opportunities, including the improvement in financial report-
ing to global investors, the facilitation of cross-border investments, and the
integration of capital markets. Further, U.S. entities with international op-
erations could realize significant cost savings from the use of a single set of
financial reporting standards. For example, U.S. issuers raising capital out-
side the United States are required to comply with the domestic reporting
standards of the foreign country and U.S. GAAP. As a result, additional costs
arise from the duplication and translation of financial reporting information.

Many multinational companies support the use of common accounting stan-
dards to increase comparability of financial results among reporting entities
from different countries. They believe common standards will help investors
better understand the entities' business activities and financial position. Large
public companies with subsidiaries in multiple jurisdictions would be able to
use one accounting language company-wide and present their financial state-
ments in the same language as their competitors. In addition, some believe
that in a truly global economy, financial professionals, including CPAs, will be
more mobile, and companies will more easily be able to respond to the human
capital needs of their subsidiaries around the world.

Although certain cost reductions are expected, the initial cost of convergence
with IFRSs is expected to be one of the largest obstacles for many entities,
including accounting firms and educational institutions. Substantial internal
costs for U.S. corporations in the areas of employee training, IT conversions,
and general ledger software have been predicted. In addition, the time and ef-
fort required from various external functions, including the education of audi-
tors, investors, lenders, and other financial statement users, will be significant
factors for consideration.

Although the likelihood of acceptance of IFRSs may lack clarity for the time
being, U.S. companies should consider preparing for the costly transition to
new or converged standards, which likely will include higher costs in the areas
of training and software compliance.

Who is the IASB?
The IASB is the independent standard setting body of the IFRS Foundation,
formerly, the International Accounting Standards Committee Foundation. As
a private sector organization, the IFRS Foundation has no authority to impose
funding regimes on countries. However, a levy system and national contribu-
tions through regulatory and standard-setting authorities or stock exchanges
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have been introduced in a number of countries to fund the organization. Al-
though the AICPA was a founding member of the International Accounting
Standards Committee (IASC), the IASB's predecessor organization, it is not
affiliated with the IASB.

The IASB, founded on April 1, 2001, in London, England, is responsible for
developing IFRSs and promoting the use and application of these standards.
In pursuit of this objective, the IASB cooperates with national accounting stan-
dard setters to achieve convergence in accounting standards around the world.

The structure includes the following primary groups: (a) the IFRS Foundation,
an independent organization having two main bodies: the IFRS Foundation
trustees and the IASB; (b) the IFRS Advisory Council; and (c) the IFRS In-
terpretations Committee, formerly the International Financial Reporting In-
terpretations Committee (IFRIC). The trustees appoint the IASB members,
exercise oversight, and raise the funds needed, but the IASB itself has respon-
sibility for establishing IFRSs.

The IASB board members are selected chiefly upon their professional compe-
tence and practical experience. The trustees are required to select members so
that the IASB will comprise the best available combination of technical exper-
tise and international business and market experience and to ensure that the
IASB is not dominated by any particular geographical interest or constituency.
The IASB has members from several different countries, including the United
States. The members are responsible for the development and publication of
IFRSs, including International Financial Reporting Standard for Small- and
Medium-sized Entities (IFRS for SMEs), and for approving the interpretations
of IFRSs as developed by the IFRS Interpretations Committee.

The IFRS Interpretations Committee, founded in March 2002, is the successor
of the previous interpretations committee, the Standing Interpretations Com-
mittee (SIC), and is the interpretative body of the IASB. The role of the IFRS
Interpretations Committee is to provide timely guidance on newly identified
financial reporting issues not specifically addressed in IFRSs or issues in which
interpretations are not sufficient.

IFRSs are developed through a formal system of due process and broad inter-
national consultation, similar to the development of U.S. GAAP.

Readers are encouraged to become involved in the standard-setting process by
responding to open calls from the standard setting organizations.

What Are IFRSs?
The term IFRSs has both a narrow and broad meaning. Narrowly, IFRSs refers
to the numbered series of pronouncements issued by the IASB, collectively
called standards. More broadly, however, IFRSs refer to the entire body of
authoritative IASB literature, including the following:

� Standards, whether labeled IFRSs or International Accounting
Standards (IASs)1

1 See www.iasb.org for a current listing of International Financial Reporting Standards (IFRSs)
and International Accounting Standards (IASs).
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� Interpretations, whether labeled IFRIC (the former name of the
interpretive body) or SIC (the predecessor to IFRIC)2

The preface to the IFRS 2010 Bound Volume states that IFRSs are designed to
apply to the general purpose financial statements and other financial reporting
of all profit-oriented entities, including commercial, industrial, and financial
entities, regardless of legal form or organization. IFRSs are not designed to
apply to not-for-profit entities or those in the public sector,3 but these entities
may find IFRSs appropriate in accounting for their activities.

The IASB's Framework for the Preparation and Presentation of Financial State-
ments (IASB Framework) establishes the concepts that underlie the prepara-
tion and presentation of financial statements for external users. The IFRS
Foundation is guided by the IASB Framework in the development of future
standards and in its review of existing standards. The IASB Framework is not
an IFRS, and when there is a conflict between the IASB Framework and any
IFRS, the standard will prevail. The IASB Framework is an overall statement
of guidance for those interpreting financial statements, whereas IFRSs are
issue and subject specific.

When an IFRS specifically applies to a transaction, other event, or condition,
the accounting policy or policies applied to that item shall be determined by ap-
plying the IFRS and considering any relevant implementation guidance issued
by the IASB for the IFRS.

Further, if an IFRS does not address a specific transaction, event, or condition
explicitly, IAS 8, Accounting Policies, Changes in Accounting Estimates and
Errors, states that management should use its judgment in developing and
applying an accounting policy that results in information that is relevant and
reliable. With respect to the reliability of financial statements, IAS 8 states that
the financial statements (a) represent faithfully the financial position, financial
performance, and cash flows of the entity; (b) reflect the economic substance of
transactions, other events, and conditions; (c) are neutral; (d) are prudent; and
(e) are complete in all material respects. When making this type of judgment,
management should refer to, and consider the applicability of, the following in
descending order:

� The requirements and guidance in IFRSs dealing with similar
and related issues

� The definitions, recognition criteria, and measurement concepts
for assets, liabilities, income, and expenses in the IASB Frame-
work

� The most recent pronouncements of other standard setting bodies
(for example, U.S. GAAP, other accounting literature, and ac-
cepted industry practices) to the extent that these do not conflict
with IFRSs

IFRS for SMEs
IFRS for SMEs is a modification and simplification of full IFRSs aimed at
meeting the needs of private company financial reporting users and easing

2 See www.iasb.org for a current listing of International Financial Reporting Interpretations
Committee and Standing Interpretations Committee interpretations.

3 Generally speaking, public means government-owned entities, and private means
nongovernment-owned entities.
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the financial reporting burden on private companies through a cost-benefit
approach. IFRS for SMEs is a self-contained, global accounting and financial
reporting standard applicable to the general purpose financial statements of
entities that, in many countries, are known as small- and medium-sized entities
(SMEs). Full IFRSs and IFRS for SMEs are promulgated by the IASB.

SMEs are entities that publish general purpose financial statements for ex-
ternal users and do not have public accountability. An entity has public ac-
countability under the IASB's definition if it files its financial statements with
a securities commission or other regulatory organization or it holds assets in
a fiduciary capacity (for example, banks, insurance companies, brokers and
dealers in securities, pension funds, and mutual funds). It is not the IASB's
intention to exclude entities that hold assets in a fiduciary capacity for reasons
incidental to their primary business (for example, travel agents, schools, and
utilities) from utilizing IFRS for SMEs.

The needs of users of SME financial statements often are different from the
needs of users of public company financial statements and other entities that
likely would use full IFRSs. Whereas full IFRSs were designed specifically
to meet the needs of equity investors in the public capital markets, IFRS for
SMEs was developed with the needs of a wide range of users in mind. Users
of the financial statements of SMEs may be more focused on shorter-term
cash flows, liquidity, balance sheet strength, interest coverage, and solvency
issues. Full IFRSs may impose a burden on SME preparers in that full IFRSs
contain topics and detailed implementation guidance that generally are not
relevant to SMEs. This burden has been growing as IFRSs have become more
detailed. As such, a significant need existed for an accounting and financial
reporting standard for SMEs that would meet the needs of their financial
statement users while balancing the costs and benefits from a preparer per-
spective.

Practically speaking, IFRS for SMEs is viewed as an accounting framework
for entities that do not have the capacity or resources to use full IFRSs. In the
United States, the term SME would encompass many private companies.

In May 2008, the AICPA Governing Council voted to recognize the IASB as an
accounting body for purposes of establishing international financial account-
ing and reporting principles and amended appendix A, "Council Resolution
Designating Bodies to Promulgate Technical Standards," of Rule 202, Compli-
ance With Standards (AICPA, Professional Standards, ET sec. 202 par. .01),
and Rule 203, Accounting Principles (AICPA, Professional Standards, ET sec.
203 par. .01). This amendment gives AICPA members the option to use IFRSs
as an alternative to U.S. GAAP. Accordingly, IFRSs are not considered to
be an other comprehensive basis of accounting. Rather, they are a source of
GAAP.

As such, a key professional barrier to using IFRSs and, therefore, IFRS for
SMEs, has been removed. Any remaining barriers may come in the form
of unwillingness by a private company's financial statement users to accept
financial statements prepared under IFRS for SMEs and a private company's
expenditure of money, time, and effort to convert to IFRS for SMEs.4

4 CPAs are encouraged to consult their state boards of accountancy to determine the status
of reporting on financial statements prepared in accordance with International Financial Reporting
Standard for Small- and Medium-sized Entities within their individual state.
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The AICPA has developed a resource that compares IFRS for SMEs with cor-
responding requirements of U.S. GAAP. This resource is available in a Wiki
format, which allows AICPA members and others to contribute to its develop-
ment. To learn more about the resource, view available sections, and contribute
to its content, visit the Wiki at http://wiki.ifrs.com/.

The Financial Accounting Standards Board and IASB
Convergence Efforts5

To address significant differences between IFRSs and U.S. GAAP, the Finan-
cial Accounting Standards Board (FASB) and the IASB agreed to a "Memo-
randum of Understanding" (MoU), which was originally issued in 2006 and
subsequently updated. Readers are encouraged to monitor the FASB and IASB
websites for additional developments regarding the convergence efforts, such
as discussion papers, exposure drafts, and requests for comments.

Comparison of U.S. GAAP and IFRSs
One of the major differences between U.S. GAAP and IFRSs lies in the con-
ceptual approach: U.S. GAAP is based on principles, with heavy use of rules to
illustrate the principles; however, IFRSs are principles based, without heavy
use of rules.

In general, a principles-based set of accounting standards, such as IFRSs,
is broad in scope. The standards are concise, written in plain language, and
provide for limited exceptions and bright lines. Principles-based standards
typically require a higher level of professional judgment, which may facilitate
an enhanced focus on the economic purpose of a company's transactions and
how the transactions are reflected in its financial reporting.

A noticeable result of these differences is that IFRSs provide much less over-
all detail. In developing an IFRS, the IASB expects preparers to rely on core
principles and limited application guidance with fewer prescriptive rules. In
contrast, FASB often leans more toward providing extensive prescriptive guid-
ance and detailed rules. The guidance provided in IFRSs regarding revenue
recognition, for example, is significantly less extensive than U.S. GAAP. IFRSs
also contain relatively little industry-specific guidance.

An inherent issue in a principles-based system is the potential for different
interpretations of similar transactions across jurisdictions and entities, which
may affect the relative comparability of financial reporting.

Because of long-standing convergence projects between the IASB and FASB,
the extent of the specific differences between IFRSs and U.S. GAAP is de-
creasing. Yet, significant differences remain, which could result in significantly
different reported results, depending on a company's industry and individual
facts and circumstances. For example, some differences include the following:

� IFRSs do not permit last in, first out (LIFO) inventory accounting.
� IFRSs allow for the revaluation of assets in certain circumstances.

5 Because the convergence projects discussed are active and subject to change, updates will be
posted periodically to www.journalofaccountancy.com. Readers also are encouraged to monitor the
progress of these projects at the respective boards' websites: www.iasb.org and www.fasb.org.
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� IFRSs use a single-step method for impairment write-downs

rather than the two-step method used in U.S. GAAP, making
write-downs more likely.

� IFRSs have a different probability threshold and measurement
objective for contingencies.

� IFRSs generally do not allow net presentation for derivatives.

U.S. GAAP also addresses some specific transactions not currently addressed
in IFRSs, such as accounting for reorganizations, including quasi reorganiza-
tions; troubled debt restructuring; spin-offs; and reverse spin-offs. In addition,
U.S. GAAP is designed to apply to all nongovernmental entities, including
not-for-profit entities, and includes specific guidance for not-for-profit entities,
development stage entities, limited liability entities, and personal financial
statements.

The difference in the amount of industry-specific guidance also illustrates the
different approaches. Currently, IFRSs include only several standards (for ex-
ample, IAS 41, Agriculture)6 that might be regarded as primarily industry-
specific guidance. However, the scope of these standards includes all entities
to which the scope of IFRSs applies. In contrast, U.S. GAAP has consider-
able guidance for entities within specific industries. For example, on liability
recognition and measurement alone, U.S. GAAP contains specific guidance for
entities in the following industries, which is not found in IFRSs:

� Health care
� Contractors and construction
� Contractors and the federal government
� Entertainment, with separate guidance for casinos, films, and

music
� Financial services, with separate guidance for brokers and dealers

and depository and lending, insurance, and investment companies

For nonmonetary transactions, U.S. GAAP provides specific guidance for the
airline, software, and entertainment industries.

SEC Work Plan
The SEC continues to affirm its support for a single set of high-quality, glob-
ally accepted accounting standards and for the convergence of U.S. GAAP and
IFRSs. In February 2010, the SEC issued Release No. 33-9109, Commission
Statement in Support of Convergence and Global Accounting Standards. This
release provides an update to Release No. 33-8982, Roadmap for the Potential
Use of Financial Statements Prepared in Accordance with International Finan-
cial Reporting Standards by U.S. Issuers. The February 2010 release provides
a confirmation of the SEC's continued support for convergence, highlights posi-
tive aspects of narrowing the differences between the two sets of standards, and
outlines additional considerations required before adoption of a single standard
is achieved.

6 In addition to IAS 41, Agriculture, the other IFRSs that address issues specific to certain
industries are IFRS 4, Insurance Contracts, and IFRS 6, Exploration for and Evaluation of Mineral
Resources.
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The release also states that a more comprehensive work plan is necessary to
lay out the work required to support a decision on the appropriate course to
incorporate IFRSs into the U.S. financial reporting system for U.S. issuers,
including the scope, timeframe, and methodology for any such transition. The
SEC has indicated that it will carefully consider and deliberate whether a
potential transition is in the best interest of U.S. investors and markets.

During 2011, assuming completion of the convergence projects and the SEC
staff's work plan, the SEC will decide whether to incorporate IFRSs into the
U.S. financial reporting system and, if so, when and how. The work plan is
included as an appendix at the end of the SEC's release, which is located on
the SEC's website at www.sec.gov.

AICPA
On February 24, 2010, president and CEO of the AICPA Barry Melancon issued
a statement on the SEC's plan to work toward the incorporation of IFRSs in the
U.S. financial reporting system. The statement noted that the AICPA supports
the thoughtful and concrete steps the SEC is taking, as outlined in its plan, to
prepare for the transition. The AICPA understands that it will need to fulfill
a number of responsibilities to make the use of IFRSs in the United States a
success. Ongoing efforts include the following:

� Continuing to educate AICPA members about IFRSs
� Working with accounting educators, textbook authors, and edu-

cational institutions to prepare future professionals to use IFRSs
� Making certain the voice of U.S. CPAs is heard internationally
� Incorporating questions about IFRSs into the Uniform CPA Exam

The AICPA believes that it is critical for the SEC to set a specific date for the
use of IFRSs in the United States and encourages the SEC, as it completes
this work plan in 2011, to ensure investor confidence is maintained and key
milestones lead successfully to global standards in 2015. In moving forward,
it is essential that all stakeholders—regulators, investors, auditors, educators,
financial statement users, and preparers—have the knowledge and tools they
need to successfully navigate any change in U.S. accounting rules. The AICPA
is doing its part now to prepare these stakeholders for this fundamental shift
in financial reporting.
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Additional Resources

Website URL

AICPA www.aicpa.org

AICPA International Financial Reporting
Standards Resources www.ifrs.com

International Accounting Standards Board www.iasb.org

Comparison Wiki of International Financial
Reporting Standard for Small- and Medium-sized
Entities and U.S. generally accepted accounting
principles http://wiki.ifrs.com

Financial Accounting Standards Board www.fasb.org
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Appendix B

Schedule of Changes Made to the Text
From the Previous Edition
As of May 1, 2011

This schedule of changes identifies areas in the text and footnotes of this guide
that have changed since the previous edition. Entries in the table of this ap-
pendix reflect current numbering, lettering (including that in appendix names),
and character designations that resulted from the renumbering or reordering
that occurred in the updating of this guide.

Reference Change

Preface Updated.

Paragraph 2.12 Added language for clarification.

Footnotes 2 and * to heading
before paragraph 2.57

Revised.

Paragraph 3.03 Added.

Footnote *in paragraph 3.49 Added.

Paragraph 3.52 Revised.

Footnote † in paragraph 3.52 Deleted.

Paragraph 3.55 Revised.

Paragraphs 3.106, 3.113–.117,
3.122–.123, 3.125–.126, and
3.135–.136

Revised.

Paragraph 4.40 Revised.

Paragraph 4.42 Revised.

Paragraph 4.49 Revised.

Paragraph 4.59 Revised.

Footnotes * and † to heading
before paragraph 4.61

Added.

Paragraphs 4.84–.85 Revised.

Footnote * in paragraph 5.06 Added.

Footnote * in paragraph 5.15 Deleted.

Paragraph 5.24 Revised.

Footnote * in paragraph 6.10 Added.

Paragraph 6.16 Revised.

Paragraphs 6.35 and 6.37 Revised.

(continued)
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Reference Change

Paragraphs 6.71–.72 Revised.

Paragraph 6.86 Revised.

Footnote † in paragraph 6.86 Deleted.

Paragraph 6.89 Revised.

Paragraph 7.10 Revised.

Footnote * to heading before
paragraph 7.35

Deleted.

Paragraphs 7.37–.39, 7.42, and
7.44

Revised.

Paragraph 7.62 Revised.

Footnote * to the heading before
paragraph 8.08

Added.

Footnote † to the heading before
paragraph 8.26

Added.

Footnote * to the headings
before paragraphs 9.05 and 9.20

Added.

Footnote * to the heading before
paragraph 9.28

Deleted.

Footnote † to the headings
before paragraphs 9.28 and 9.45

Added.

Paragraph 10.02 Revised.

Paragraph 10.04 Revised.

Paragraph 10.06 Revised.

Appendix A Updated.

Index Updated.

Glossary Updated.

Index Added.

AAG-AIR APP B



P1: irk

ACPA197-GSY aicpa-aag.cls June 13, 2011 22:23

Glossary 271

Glossary

The following terms can be found in the Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) glossary:

airbill. The nonnegotiable shipping document used by domestic air carriers as
evidence of an air freight shipment. The document contains shipping in-
structions, commodity descriptions, and transportation charges applicable
to the freight shipped. Sometimes the term is used interchangeably with
air waybill; however, these terms are correctly synonymous only when the
domestic airbill meets the uniformity requirements of the air waybill set
by the Warsaw Convention.

air cargo. In the United States, the total volume of freight, mail, and express
traffic that is transported by air. U.S. air cargo consists of the following
classes of service: priority mail (airmail and air parcel post), nonpriority
mail (airlift of first-class mail on a space available basis), foreign mail
(mail destined to or from foreign countries), air express (priority movement
of packages, generally under 50 pounds), and air freight (the airlift of
commodities of all kinds).

air carrier. An entity that undertakes, whether directly or indirectly or by a
lease or any other arrangement, to engage in air transportation.

airframe. The structure of an aircraft, excluding engines and accessories. The
principal parts of the airframe of an airplane include the fuselage (the
body), wings, empennage (the assembly of stabilizing and control surfaces
at the tail), landing gear, and nacelles or pods (engine housings).

airframe modifications. Modifications made to interior configurations of air-
craft types—including the reconfiguration and replacement of seats, galley
equipment, and storage space (further industry-specific information pro-
vided in the following list of terms).

airworthiness. The ability of a particular aircraft or component part to per-
form its function satisfactorily through a range of operations determined
by the Federal Aviation Administration (FAA).

coupon. The term coupon is often used to collectively refer to lifted flight
coupons and other electronic evidence of boarding, in which case, it is
applicable to both paper tickets and electronic tickets (further industry-
specific information provided in the following list of terms).

developmental costs. Developmental costs include those types of costs di-
rectly related to the development of new routes (or extension of existing
routes), such as advertising and promotion expenses, related travel and
incidental expenses, and expenses of regulatory proceedings.

electronic ticket (e-ticket). An e-ticket reflects the passenger's itinerary
in electronic form. Like paper tickets, e-tickets contain information for
each flight segment of a passenger's itinerary. However, while a paper
ticket consists of multiple coupons that are used to record a sale and to
document the service rendered, e-tickets exist only as a digital record in
the airline computer system and contain no paper coupons. The airline's
host reservation system or global distribution system (GDS) produces an
e-ticket sales record for each sale transaction, which is used to record a sale
of e-ticket. Boarding documents are issued for e-tickets at check-in, and the
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carrier documents transportation service at the boarding point by either
collecting boarding documents or scanning them as evidence of the service
rendered (further industry-specific information provided in the following
list of terms).

expendable parts. Parts that are ordinarily used up (consumed) and replaced
with new parts as opposed to those parts that are capable of being used
over and over after being refurbished (rotable flight equipment) (further
industry-specific information provided in the following list of terms).

fare. The amount per passenger or group of persons stated in the applicable
tariff for the transportation, including baggage, unless otherwise specified.

lifted flight coupon. The coupon that is detached from the airline ticket book
by the carrier providing the transportation service at the boarding point
as evidence of the service rendered (further industry-specific information
provided in the following list of terms). See coupon, paper ticket, and
electronic ticket.

on-line lifts. On-line lifts occur when the lifted flight coupon for transportation
service is received by the same airline that sold the flight coupon.

on-line sale and off-line sale. A ticket sold by an airline and ultimately used
on that airline is referred to as an on-line sale; a ticket sold by one airline
and used on another airline is referred to as an off-line sale. One ticket can
include several flight segments and, also, can include flights on various
carriers.

paper ticket. A printed document that serves as evidence of payment of the
fare for air transportation. It authorizes carriage between the points and
via the routing indicated and also shows the passenger's name, class of
service, carrier(s), flight number(s), dates of travel, and all conditions of
the contract of carriage. Generally, this takes the form of the standard Air
Traffic Conference ticket, which is composed of an auditor's coupon, agent's
coupon, flight coupon(s), and passenger's coupon. The auditor's coupon is
the initial document used to record a sale. Flight coupons represent each
flight segment (leg) of the passenger's itinerary. Flight coupons are lifted
(detached from the ticket booklet) by the carrier providing the transporta-
tion service at the boarding point as evidence of the service rendered,
although today this process is entirely electronic for the vast majority of
ticket sales and boarding transactions (further industry-specific informa-
tion provided in the following list of terms). See coupon, lifted flight
coupon, and electronic ticket.

preoperating costs. Preoperating costs include flight crew training, mainte-
nance training, prerevenue flight expenses, insurance, and depreciation.
Preoperating costs relate directly to specific preoperating projects, such as
the preparation for operation of new routes or integration of new types of
aircraft.

revenue passenger mile (RPM). One fare-paying passenger transported one
mile. Revenue passenger miles are computed by multiplying the number
of revenue passengers by the miles that they are flown.

rotable parts. Rotable parts normally repaired and reused, as opposed to those
parts that are consumed in the operations (expendable parts); (further
industry-specific information provided in the following list of terms). See
expendable parts and repairable parts.
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The following is a list of additional terms that have been used in this guide and
further information on select terms defined in the FASB ASC glossary:

aircraft, crew, maintenance, and insurance (ACMI) contract. Contracts
under which air cargo carriers provide aircraft, crew, maintenance, and
insurance services for other airlines. Under an ACMI contract, customers
receive dedicated aircraft capacity in exchange for a guaranteed minimum
level of operation. ACMI contracts typically require customers to guarantee
minimum aircraft utilization levels at fixed hourly rates and may be in
effect for periods that can range from a day to up to five years.

aircraft miles flown. The miles (computed in airport-to-airport distances)
for each flight stage actually completed, regardless of whether it was per-
formed in accordance with the scheduled pattern. For this purpose, op-
eration to a flag stop is a stage completed, even though a landing is not
actually made. In cases in which the interairport distances are inapplica-
ble, aircraft miles flown are determined by multiplying the normal cruising
speed for the aircraft type by the airborne hours.

aircraft servicing expense. Compensation of ground personnel and other
expenses incurred on the ground incident to the protection and control of
the in-flight movement of the aircraft; scheduling or preparation of aircraft
operational crews for flight assignment; landing and parking of aircraft;
visual inspection; routing, checking, servicing, and fueling of aircraft; and
other expenses incurred on the ground incident to readying for aircraft
arrival and takeoff.

airframe modifications. Modifications made to interior configurations of air-
craft types—including the reconfiguration and replacement of seats, galley
equipment, and storage space—typically in response to market forces and
passenger demands, as well as modifications arising from airworthiness
directives (defined in the FASB ASC glossary, as presented in the first
section of this glossary). See airworthiness directives.

airport operating rights. These rights represent the value inherent in a car-
rier's established operations at certain airports. Generally, this intangible
asset exists at airports which have some or all of the following characteris-
tics: significant barriers to entry exist at the airport, the airport is capacity
constrained, or an airline has a substantial portion of the airport's capacity.
An example would be an airline's operations at either its hub location or
at a high-density, capacity-constrained airport that is not slot controlled.

air traffic liability (ATL). The value of air transportation services sold but
as yet unused by the passenger, including sales for air transportation to
be provided by the reporting air carrier and air transportation to be pro-
vided by another air carrier for whom sales were made. This is sometimes
referred to as unearned transportation revenue.

air traffic liability (ATL) breakage. Recorded ticket sales that remain par-
tially or wholly unused after either the scheduled departure date or ticket
expiration date. Historically, ATL breakage has included both the revenue
breakage and invalid tickets. See revenue breakage and invalid ticket.

airworthiness directives. Airworthiness directives are issued by the FAA
and require the airline to perform modifications or additional inspections
and checks or install additional equipment on existing aircraft. See air-
worthiness.
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allowance for obsolescence. An allowance for obsolescence is established by
airlines to distribute the cost of expendable spare parts expected to be on
hand at the end of a fleet's life over the service lives of the related equip-
ment. Typically, the spare parts obsolescence provision for the period is cal-
culated by taking the historical cost of the spare parts; reducing it by the es-
timated base stock, the estimated salvage value, and the current allowance
for obsolescence; and then dividing the remaining amount by the remain-
ing useful or average service life of the aircraft to which the parts relate.

amendable labor contracts. Collective bargaining agreements that under
the provisions of the Railway Labor Act of 1926 (RLA), which governs the
labor relations of employers and employees engaged in the airline industry,
do not expire but rather become amendable as of a stated date. Compre-
hensive provisions are set forth in the RLA establishing the right of airline
employees to organize and bargain collectively along craft or class lines
and imposing a duty upon air carriers and their employees to exert every
reasonable effort to make and maintain collective bargaining agreements.
The RLA contains detailed procedures that must be exhausted before a
lawful work stoppage may occur. Under the RLA, an amendable labor
contract continues in effect while the parties negotiate a new contract.

auditor's coupon. The initial document used to record the sale of a paper
ticket. See paper ticket.

available seat miles (ASMs). The aircraft miles flown on each flight seg-
ment multiplied by the number of seats available for revenue use on that
segment.

available seats. Installed seats in an aircraft (including seats in lounges),
exclusive of any seats not offered for sale to the public by the carrier,
provided that in no instance shall any seat sold be excluded from the count
of available seats.

available ton miles (ATMs). The aircraft miles flown on each flight segment
multiplied by the number of tons available for the transportation of pas-
sengers, freight, mail, and express for revenue use on that segment.

average aircraft utilization. Ratio of time the aircraft is used divided by the
time the aircraft is available. It is expressed in hours per day.

average flight segment length. The average distance in statute miles cov-
ered by an aircraft in revenue service from takeoff to landing.

beyond flying capability (also referred to as beyond right). The right to fly
beyond the territory of the party to a bilateral aviation agreement to a
third country, either with or without the right to take on passengers and
cargo in the partner's country.

block-to-block aircraft hours. The hours from the moment an aircraft first
moves under its own power (including taxi time before takeoff and after
landing) for purposes of flight until it comes to rest at the next point of land-
ing. This term is sometimes referred to as ramp-to-ramp aircraft hours.

break-even load factor. The load factor in scheduled revenue service that is
required for scheduled passenger revenue less passenger traffic expense to
equal passenger capacity expense. The split into types of cost is not strictly
fixed versus variable costs as those terms are used in accounting literature.
See traffic expense and capacity expense.
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built-in overhaul. The portion of the cost of flight equipment that represents

the estimated cost of the initial overhaul of the flight equipment.

buyer-furnished equipment (BFE). Interior parts of the aircraft provided
by the airlines purchasing the aircraft to the aircraft manufacturer for use
in the assembly process. BFE typically includes seats, galleys, overhead
bins, in-flight entertainment systems, and other equipment that the airline
uses to provide customer service.

capacity purchase agreement. Contracts under which the major carrier
"purchases" the use of the regional airline's aircraft and flight crews and
other related services. The aircraft is painted in the colors and logos of
the major airline, and the major airline also takes responsibility for air-
craft scheduling, ticket pricing, reservations, collections, and marketing.
Ground handling of the aircraft may be performed by either the major car-
rier or the regional airline. See fee-per-departure contract and cost-
based contract.

capacity expense. Expense related to the provision of available aircraft ca-
pacity, regardless of the degree to which that capacity is utilized.

cargo ton mile (CTM). One ton of cargo (freight, express, and mail) trans-
ported one mile.

code-sharing. A practice where a flight operated by an airline is jointly mar-
keted as a flight for one or more other airlines. Under a code-sharing
agreement, participating airlines can present a common flight number or
use different flight numbers. The airline that actually operates the flight
is called the operating carrier. The airline or airlines that sell tickets for
that flight but do not actually operate it are called marketing carriers.
Such alliances also usually tie in each airline's marketing and frequent
flyer programs and provide for schedule coordination for convenient con-
nections between airlines.

cost-based contract. A form of the capacity purchase agreement between a
major airline and a regional airline under which the regional carrier is
compensated based on specific costs it incurs plus a margin. Typically, un-
der cost-based contracts, the regional carrier's revenue consists of three
elements: (1) reimbursement of costs over which the regional carrier has
control, which is based on a fixed rate applied to some measure of opera-
tions (for example, flight hours, passengers carried, cycles, or block hours);
(2) reimbursement of costs over which the regional carrier typically has
no control, which is done on an actual or pass-through cost basis; and (3)
a profit or margin component. See capacity purchase agreement and
fee-per-departure contract.

coupon. Coupon is a component of a paper ticket (see paper ticket, flight
coupon, lifted flight coupon, and auditor's coupon). The term coupon
is also used to refer to the value associated with each individual flight
segment, which can be evidenced by lifted flight coupons and other elec-
tronic evidence of boarding the individual flight segment, in which case, it
is applicable to both paper and electronic tickets (defined in the FASB ASC
glossary, as presented in the first section of this glossary). See electronic
ticket, online ticket/coupon, and offline ticket/coupon.

deplaned traffic. A count of the number of passengers exiting and tons of cargo
being unloaded from an aircraft. For this purpose, passengers and cargo
on aircraft leaving a carrier's system on interchange flights are considered
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to be deplaning at the interchange point; passengers and cargo moving
from one operation to another operation of the same carrier, for which
separate reports are required by the Department of Transportation (DOT),
are considered to be deplaning at the junction point.

depressant. Depressant is used to simplify the calculations involved in inter-
line billing process. The depressant is based on a historical ratio of stan-
dard local fares to settled fares and is used to adjust the current month's
interline billings.

electronic ticket (e-ticket). An e-ticket reflects the passenger's itinerary
in electronic form. Like paper tickets, e-tickets contain information for
each flight segment of a passenger's itinerary. However, while a paper
ticket consists of multiple coupons that are used to record a sale and to
document the service rendered, e-tickets exist only as a digital record in the
airline computer system and contain no paper coupons. (Please note that
in practice and in this guide, the term coupon is often used to collectively
refer to lifted flight coupons and other electronic evidence of boarding, in
which case, it is applicable to both paper and electronic tickets.) Instead,
the airline's host reservation system or GDS produces an e-ticket sales
record for each sale transaction, which is used to record a sale of e-ticket.
Boarding documents are issued for e-tickets at check-in, and the carrier
documents transportation service at the boarding point by either collecting
boarding documents or scanning them as evidence of the service rendered
(defined in the FASB ASC glossary, as presented in the first section of this
glossary). See coupon, lifted flight coupon, and paper ticket.

enhanced equipment trust certificate (EETC). Leasing structure used by
airlines to finance aircraft acquisitions. These structures are initially the
same as equipment trust certificates, except that additional series of trusts
are involved to modify the cash flows in order to provide for a number of
credit ratings to improve the overall creditworthiness of the debt securities
issued by the equipment trust. Depending on how the third-party invest-
ment is structured, EETCs generally result in either debt or an operating
lease from the airline's perspective. See equipment trust certificate.

enplaned traffic. A count of the number of passengers boarding and tons of
cargo being loaded on an aircraft. For this purpose, passengers and cargo on
aircraft entering a carrier's system on interchange flights are considered to
be enplaning at the interchange point; passengers and cargo moving from
one operation to another operation of the same carrier, for which separate
reports are required by the DOT, are considered to be enplaning at the
junction point.

equipment trust certificate (ETC). Leasing structure used by airlines to
finance aircraft acquisitions. Typically in these transactions, the aircraft
is placed in a trust with an equity participant (other than the airline) and
then the trust issues debt to public or private parties to fund the remainder
of the acquisition of the aircraft, which is then leased back to the airline
(alternatively, the agreement between the trust and the airline can be
structured as debt). See enhanced equipment trust certificate.

expendable parts. Parts that cannot be economically repaired, reconditioned,
or reused after removal from the aircraft (defined in the FASB ASC glos-
sary, as presented in the first section of this glossary). See repairable
parts and rotable parts.
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fee-per-departure contract. A form of the capacity purchase agreement be-

tween a major airline and a regional airline under which the regional
carrier is compensated based on a rate per departure. The rate is intended
to cover all of the costs and a profit margin for operation of the specified
flight. This rate is generally either a per-departure amount (for a speci-
fied origin and destination) or an amount per block hour of operation. See
capacity purchase agreement and cost-based contract.

fifth freedom right. The right to enplane traffic at one foreign point and
deplane it in another foreign point as part of the continuous operation also
serving the airline's homeland.

flag stop. A point on an air carrier's predetermined route that is scheduled to
be served only when traffic is to be picked up or discharged.

flight coupon. A coupon in a paper ticket issued for transportation that con-
tains the itinerary of the passenger(s) but is valid only for carriage between
the passenger's point of enplanement and deplanement on a single flight,
as noted on the coupon. It also includes the class of service, stopover code,
carrier, date of travel, flight number, and applicable fee. See coupon,
lifted flight coupon, paper ticket, and electronic ticket.

flight equipment. Airframe, aircraft engines, aircraft propellers, aircraft com-
munications and navigational equipment, miscellaneous equipment used
in the operation of the aircraft, and improvements to leased flight equip-
ment.

flight leg. See flight segment.

flight segment. A flight segment is defined as a takeoff and a landing. It is
a segment of a flight involving a stopover, change of aircraft, or change of
airline. It is also referred to as flight leg.

frequent flyer programs (FFPs). Programs used by airlines to encourage
passenger loyalty by providing rewards geared to the frequency of travel
on the sponsoring airline, typically in the form of frequent flyer miles,
points, or segments that can be accumulated and converted into free or
discounted travel.

gate. A section at an airport terminal for transferring passengers and airline
crews to an aircraft. This intangible asset represents the right to use a
gate. A gate is generally recorded as a separate asset if the right to use the
gate is acquired from another airline.

interline airlines. Airlines that have agreed to provide transportation inter-
changeably with other carriers. See noninterline airlines and interline
ticketing.

interline ticketing (also known as interlining). A commercial agreement be-
tween individual airlines to handle passengers traveling on itineraries
that require multiple airlines. Interlining agreements are voluntary. Low-
cost carrier airlines that only sell directly to consumers (and not through
agencies or GDS systems) typically do not support interlining at all. If no
interline ticketing agreement exists, separate tickets will need to be issued,
and passengers will have to retrieve their checked-in luggage and carry it
to the connecting airline for check-in. Interlining agreements differ from
code-sharing agreements in that code-sharing agreements usually refer to
numbering a flight with the airline's code even though the flight is operated
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by another airline. However, code-share relationships can affect whether
an interline ticket can be issued. Both the code-share marketing carrier
and code-share operating carrier must have interline agreements with all
other carriers in the itinerary to allow a single ticket to be issued. See
code-sharing.

international route authority. A right to operate flights to foreign mar-
kets. Route certificates are awarded by the U.S. government to individual
U.S. registered carriers on a temporary basis and can be renewed upon
expiration by the DOT.

invalid ticket. A ticket that has lost its value. It generally occurs at departure
date or, in certain circumstances, at some point subsequent to departure
date but prior to its contractual expiration date. See valid ticket.

joint fare. A fare, published as a single factor, that applies to transportation
over the joint lines or routes of two or more carriers and is made and
published by arrangements or agreement among the carriers, evidenced
by concurrence or power of attorney. See local fare.

landing fees. Fees paid to an airport or other governmental authority for each
aircraft landing. Usually, the fees are levied on the weight of the aircraft
that has landed.

load factor. The percentage of revenue passenger miles to available seat miles
in revenue passenger service, representing the proportion of aircraft seat-
ing capacity that is actually utilized. For cargo, the term refers to the
percentage of cargo revenue ton miles to available cargo ton miles.

local fare. A fare that applies to transportation over the lines or routes of one
carrier only. See joint fare.

marketing carrier. The airline or airlines that participate in code-sharing
agreements and sell tickets for the flight but do not actually operate it. See
operating carrier.

noninterline airlines. Airlines that only issue tickets that may be used for
transportation on the airline's own flights and provide transportation only
to passengers holding tickets issued by the airline. See interline airlines
and interline ticketing.

nonrevenue traffic. Passengers and cargo transported by air for which no re-
muneration or token service charges are received by the air carrier. Airline
employees, passengers redeeming their FFP awards, officers, directors, or
other persons, except for ministers of religion, who are traveling under
reduced-rate transportation authorized by Section 403(b) of the Federal
Aviation Act and part 223 of the board's economic regulations. Travel
agents, cargo agents, and tour conductors traveling at reduced fares are
also considered nonrevenue traffic. See revenue traffic.

offline (OAL) carrier. Carrier on which transportation is scheduled but which
did not sell the ticket. See online (OL) carrier.

offline or other airline (OAL) sale. A ticket sold by one airline that includes
flight segments to be traveled on another airline. See online (OL) sale.

offline (OAL) ticket/coupon. Tickets sold by other airlines and used by pas-
sengers on the operating carrier. See online (OL) ticket/coupon.
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online (OL) carrier. Carrier that issues the ticket and collects the total fare

from the passenger. The OL carrier then settles the fare with the other
carriers on which transportation is scheduled, known as OAL carriers, on
the basis of interline agreements. See offline (OAL) carrier.

online (OL) sale. A ticket sold by an airline in which transportation on all
flight segments will be provided only by that airline. See offline (OAL)
sale.

online (OL) ticket/coupon. Tickets sold by the carrier providing trans-
portation and used by the passenger on that airline. See offline (OAL)
ticket/coupon.

operating carrier. The airline that actually operates the flight. It provides
the plane, the crew, and the ground handling services. See marketing
carrier.

oversale (overbooking). The sale of (or, in the case of overbooking, the ac-
ceptance of reservations for) more space (passenger seats) than is actually
available on a flight. A practice that is used sometimes by the air carriers
as an allowance for that historical percentage of passengers who fail, for
some reason, to use the space they have reserved on a flight. In those cases
in which the actual number of passengers with purchased tickets exceeds
the available space for a flight, the carrier is liable for denied boarding
compensation to those passengers not accommodated on the flight or on
comparable air transportation.

passenger facility charges (PFC). The PFC Program allows the collection of
PFC fees for every enplaned passenger at commercial airports controlled
by public agencies. Airports use these fees to fund FAA-approved projects
that enhance safety, security, or capacity; reduce noise; or increase air
carrier competition.

passenger mile. One passenger transported one mile. Passenger miles are
computed by multiplying the aircraft miles flown on each flight stage by
the number of passengers transported on that stage.

power-by-the-hour (PBTH) contract. An arrangement for outsourcing
scheduled maintenance activities. These contracts generally provide that,
in exchange for a payment of a fixed amount per flight hour or other appli-
cable unit of measurement associated with the aircraft (for example, block
hours or cycles), the maintenance provider will provide specified mainte-
nance activities associated with a particular aircraft for a specified period.
See time-and-material contract.

prorate agreement. See proration.

proration. Method of dividing the total fare among the concerned carriers
according to the joint fares published in the Industry Prorate Manual or in
accordance with existing agreements between the airline partners, which
are frequently referred to as special prorate agreements. Interline, code-
sharing, and alliance agreements, as well as some contracts between major
and regional airlines, typically use proration to allocate revenue among the
airlines.

ramp-to-ramp aircraft hours. See block-to-block aircraft hours.

rate. The amount per unit stated in the applicable tariff for the transportation
of property.

AAG-AIR GLO



P1: irk

ACPA197-GSY aicpa-aag.cls June 13, 2011 22:23

280 Airlines

repairable parts. Parts that are repairable and reusable but with economic
useful lives generally less than the aircraft they support and values less
than most rotable parts. See expendable parts and rotable parts.

retroactive wages. A provision that may be included in a newly negotiated
collective bargaining agreement that calls for payments to airline employ-
ees to compensate them for services provided during the period between
the amendable date of the old collective bargaining agreement and the
ratification date of the new contract (the amendable period).

revenue breakage. The recognition of revenue before the airline has per-
formed all its obligations under the sales arrangement because the cus-
tomer has not required the airline to perform and is unlikely to do so.
Revenue breakage consists of refundable and nonrefundable tickets that
remain unused past departure date, have continuing validity (valid tick-
ets), and are expected to ultimately expire unused and valid travel vouch-
ers that are not expected to be redeemed prior to their expiration date. See
air traffic liability (ATL) breakage, valid ticket, invalid ticket, and
travel voucher.

revenue passenger. One fare-paying passenger transported by the carrier.

revenue ton mile. One ton of revenue traffic transported one statute mile.
Revenue ton miles are computed by multiplying tons of revenue traffic
(passengers, freight, mail, and express) by the miles that this traffic is
flown.

revenue traffic. Passengers and cargo transported by air for which remunera-
tion is received by the air carrier. Airline employees, passengers redeeming
their FFP awards, officers, and directors or other persons, except ministers
of religion, who are traveling under reduced-rate transportation authorized
by Section 403(b) of the Federal Aviation Act and part 223 of the board's
economic regulations. Travel agents, cargo agents, tour conductors travel-
ing at reduced fares, and other passengers and cargo carried for token ser-
vice charges are not considered revenue traffic. See nonrevenue traffic.

rotable parts. Parts that are significant in value and can be repaired and
reused such that they typically have an expected useful life approximately
equal to the aircraft they support. See expendable parts and repairable
parts.

scheduled departure. A takeoff scheduled at an airport, as set forth in pub-
lished schedules.

slot. Right allocated to an airline by an airport or government agency granting
an airline the right to conduct a landing or takeoff at a specific time.

snowball billing. The billing process used in collect air cargo shipments
whereby each air cargo carrier that participates in a collect shipment bills
the adjacent downline air cargo carrier in the route segment for all trans-
portation services up to the point of transfer to that air cargo carrier, thus
"snowballing" the bills to the collecting air cargo carrier. This is done be-
cause upline air cargo carriers, due to shipment rerouting, frequently do
not know the identity of the collecting air cargo carrier.

tariff. The notice of fares and rates applicable to the transportation of persons
or property and the rules relating to or affecting such fares and rates of
transportation.
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time-and-material contract. An arrangement for outsourcing scheduled

maintenance activities. Traditional time-and-material contracts may fix
certain components of the cost, but much of the contract price is based on
actual cost at the time the maintenance event takes place. See power-by-
the-hour (PBTH) contract.

traffic expense. Expense that relates to, and varies with, the traffic (passenger
or cargo or both) actually transported. It includes such cost elements as
traffic servicing expenses, reservations and sales expense, and advertising
and publicity expense.

traffic servicing expense. Compensation of ground personnel and other ex-
penses incurred on the ground incident to handling traffic of all types and
classes on the ground subsequent to the issuance of documents establish-
ing the air carrier's responsibility to provide air transportation. It includes
expenses attributable to the operation of air traffic offices but not costs
of reservation sales centers. It also includes expenses of enplaning and
deplaning traffic.

travel agent commission. The payment by airlines to a travel agent of speci-
fied amounts of money in return for the agent's sales of air transportation.

travel voucher. Certificate for free or discounted travel that is generally
issued in connection with denied boarding situations or as an enticement
to accept a voluntary change in flights. Travel vouchers may also be issued
to passengers as compensation related to other customer service issues.
Travel vouchers are usually issued for either free travel or for a fixed
amount that can be used by the passenger to pay for future travel purchases
from the issuing airline.

unearned transportation revenue. See air traffic liability.

unmatched usage. It occurs when a passenger uses a ticket, and the airline
has no record of the original ticket sale.

valid ticket. A ticket that maintains its validity (that is, the ticket has value,
and the customer can travel with the ticket, exchange it for future travel, or
obtain a refund) until its contractual expiration date. See invalid ticket.

wet lease. An aircraft lease in which the lessor provides the aircraft, the crew,
fuel, maintenance, and other services necessary to operate the flight.

yield. The average revenue per unit of traffic carried in revenue service. Usu-
ally, yield is calculated as average revenue per revenue passenger mile,
or cents per RPM. For cargo, it is calculated as average revenue per cargo
revenue per ton mile, or cents per CTM.
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ATL . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.45

STAFF ACCOUNTING BULLETIN (SAB). See
under SAB

START-UP ACTIVITIES, PROPERTY AND
EQUIPMENT . . . . . . . . . . . . . . . . . . . . 4.37–.40

STATEMENT OF OPERATIONS,
BANKRUPTCY . . . . . . . . . . . . . . . . . . 6.54–.61

STATEMENTS ON AUDITITNG STANDARDS.
See under SAS

STATION LOCATIONS . . . . . . . . . . . . . . .2.54–.56

STATISTICS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.42

STRAIGHT-LINE METHOD OF
DEPRECIATION . . . . . . . . . . . . . . . . . . . . . 4.95

SUBSEQUENT EVENTS . . . . 2.108–.110, 5.15

SUBSEQUENT
PROCEDURES . . . . . . . .2.114 (exhibit 2.2)

SUBSIDIARY’S THIRD-PARTY DEBT OR
OPERATING LEASE PAYMENTS . . . . .6.80

SUPPLEMENTAL RENT . . . . . . . . . . . .4.83, 9.52

SUPPLIER DISCRETION, REGIONAL
AIRLINE REVENUE
REPORTING . . . . . . . . . . . . . . . . . . 9.66, 9.71

T

TABULAR DISCLOSURE OF CONTRACTUAL
ARRANGEMENTS . . . . . . . . . . . . . . . . . . . 7.79

TAXES
. Airline, taxes directly on . . . . . . . . . . . . 3.98–.99
. Airline industry . . . . . . . . . . . . . . . . . . . . . . . . . 1.48
. Direct taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.94
. Passengers, taxes on . . . . . . . . . . . . . . 3.95–.97
. Sales taxes . . . . . . . . . . . . . . . . . . . . . . . . 7.71–.72

TCN. See transaction control number
(TCN)

TECHNICAL QUESTIONS AND ANSWERS
(TIS)

. Section 2210.28, liquidated
damages . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.29

. Section 5600, leasehold
improvements . . . . . . . . . . . . . . . . . 4.77, 4.104

TERMINAL RENTAL FACILITIES . . . . . . . . . 1.63

TERMINATION OF LEASE . . . . . . . . . . . 4.88–.93

TERMINATION OF PENSION
PLANS . . . . . . . . . . . . . . . . . . . . . . . . . .5.32–.35

TERMINATION
PROVISIONS . . . . . . . . . . . .4.125, 9.76–.77

TERRORISM. See September 11, 2001
terrorist attacks

TERRORISM INSURANCE . . . . . . . . . . . 1.74–.75

TERRORISM INSURANCE: WHAT RISK AND
INSURANCE PROFESSIONALS MUST
KNOW . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.74

THIRD PARTIES
. Mileage credits sold to, frequent flyer

programs . . . . . . . . . . . . . . . . . . . . . .3.122–.127
. Parent’s guarantee of subsidiary’s third-party

debt or operating lease payments . . . . . .6.80

TICKETING
. Interline . . . . . . . . . . . . . . . . . . . . . . . . . . 3.14, 3.45
. Ticket classifications and fare rules . . . . . . 3.13
. Ticket types . . . . . . . . . . . . . . . . . . . . . . . 3.11–.12
. Ticket validity, ATL breakage . . . . . . . .3.70–.71

TOLERABLE MISSTATEMENT, MATERIALITY
PLANNING . . . . . . . . . . . . . . . . . . . . . . . . . . 2.25

TRANSACTION CONTROL NUMBER
(TCN) . . . . . . . . . . . . . . . . . . . . . . . . . 3.52, 3.56

TRANSACTION FEES . . . . . . . . . . . . . . . .3.89–.93

TRANSFERRING AIRLINE, AIR CARGO . . .8.12

TRANSPORTATION SECURITY
ADMINISTRATION
(TSA) . . . . . . . . . . . . . . . . . .1.09, 1.22, 10.09

TRAVEL AGENCIES . . . . . . . . . . . 3.21–.25, 3.32

TRAVEL VOUCHERS . . . . . . . . . . . . . . . . 3.79–.80

TREADWAY COMMISSION. See Committee of
Sponsoring Organizations of the
Treadway Commission (COSO)

TRUE-UPS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.125

TSA. See Transportation Security
Administration (TSA)

TURNOVER, PENSIONS . . . . . . . . . . . . .5.29–.30

U

UNDERSTANDING THE ENTITY, ITS
ENVIRONMENT, AND ITS INTERNAL
CONTROL . . . . . . . . . . . . . . . . . . . . . . 2.31–.58

. Audit documentation file . . . . . . . . . . . . . . . . .2.43

. Audit planning . . . . . . . . . . . . . . . . . . . . . . . . . . 2.08

. Audit team, discussion among . . . . . . . . . . .2.37

. Auditor procedures . . . . . . . . . . . . . . . . . . . . . 2.42

. Auditor understanding of entity and its
environment . . . . . . . . . . . . . . . . . . . . . . 2.38–.43

. Information technology . . . . . . . . . . . . . . . . . .2.51

. Integrated audits . . . . . . . . . . . . . . . . . . . . . . . 2.57

. Internal auditors . . . . . . . . . . . . . . . . . . . .2.52–.53

. Internal control . . . . . . . . . . . . . . . . . . . . .2.44–.50

. Risk assessment procedures . . . . . . . 2.34–.36

. Service organizations . . . . . . . . . . . . . . 2.57–.58

. Station locations . . . . . . . . . . . . . . . . . . . 2.54–.56

UNDERSTANDING WITH CLIENT,
ESTABLISHING . . . . . . . . . . . . . . . . . 2.09–.10

UNIFORM SYSTEM OF ACCOUNTS AND
REPORTS (USAR) . . . . . . . . . . . . . 10.10–.12

UNIONIZATION, AIRLINE INDUSTRY. See also
labor relations . . . . . . . . . . . . . . . . . 1.51–.53

UNITED STATES BANKRUPTCY CODE
. Chapter 11 . . . . . . . . . . . 6.52, 6.54, 6.57, 6.65
. Section 1110 . . . . . . . . . . . . . . . . . . . . . . 6.56–.57
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Index 301

UNMATCHED USAGE, REVENUE
ACCOUNTING ISSUES . . . . . . . . . . . . . . .3.67

UP-FRONT CONTRACT
PAYMENTS . . . . . . . . . . . . . . . . . . . . .9.54–.62

U.S. CITIZENS, CONTROL OF AIRLINES
BY . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.18

U.S. GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES (GAAP). See generally
accepted accounting principles (GAAP)

U.S. GOVERNMENT REGULATION, OVERVIEW.
See also specific topics . . . . . . . .1.14–.25

. Department of Homeland Security
(DHS) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.21

. Department of Justice (DOJ) . . . . . . . . . . . . .1.25

. DOT. See Department of Transportation (DOT)

. Environmental Protection Agency
(EPA) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.23

. FAA. See Federal Aviation Administration
(FAA)

. Occupational Safety and Health Administration
(OSHA) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.24

. Transportation Security Administration
(TSA) . . . . . . . . . . . . . . . . . . . .1.09, 1.22, 10.09

U.S. POSTAL SERVICE (USPS) . . . . 1.01, 1.25

USAR. See Uniform System of Accounts and
Reports (USAR)

USED AIRCRAFT, ACQUIRING AND
MAINTAINING . . . . . . . . . . . . . . . . . . 4.41–.43

USEFUL LIFE
. Estimated, depreciation . . . . . . . . . . 4.102–.103
. Slots and international route

authority . . . . . . . . . . . . . . . . . . . . . . . . . 6.31–.41

USPS. See U.S. Postal Service

V

VALID TICKET . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.07

VALUATION, INTANGIBLE DOMESTIC
ASSETS . . . . . . . . . . . . . . . . . . . . . . . . 6.08–.18

VARIABLE INTEREST ENTITY
(VIE) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.86–.93

. Aircraft leases . . . . . . . . . . . . . . . . . . . . . 6.88–.90

. Airport financing . . . . . . . . . . . . . . . . . . . . . . . . 6.94

. Airport fuel facilities . . . . . . . . . . . . . . . . . . . . .6.92

. Capacity purchase agreements . . . . 4.94, 6.87

. Enhanced equipment trust certificates . . . 6.91

. Financial reporting and disclosures . . . . . . 7.36

. Fixed price early buyout/purchase option,
aircraft leases . . . . . . . . . . . . . . . . . . . . . . . . 6.90

. Inherent risk factors . . . . . . . . . . . . . . 6.93, 6.95

. Leased property and equipment . . . . . . . . . 4.67

VENDOR-SPECIFIC OBJECTIVE EVIDENCE
(VSOE) . . . . . . . . . . . . . . . . . . . . . . .3.114–.116

VOLUNTARY FURLOUGHS . . . . . . . . . . . . . . . 5.49

VSOE. See vendor-specific objective
evidence (VSOE)

W

WAGES
. As employee-related cost . . . . . . . . . . . . . . . 5.01
. Rate of change . . . . . . . . . . . . . . . . . . . . .5.29–.30
. Regional carrier wage arbitrage . . . . . . . . . 9.02

WARSAW CONVENTION . . . . . . . . . . . . . . . . . 8.26

WC. See workers’ compensation (WC)

WENDELL H. FORD AVIATION INVESTMENT
AND REFORM ACT . . . . . . . . . . . . . . . . . .6.03

WET LEASE ARRANGEMENTS . . . . . . . . . . .4.70

WORKERS’ COMPENSATION
(WC) . . . . . . . . . . . . . . . . . . . . . . . . . . . .5.40–.41

WORLD WAR II . . . . . . . . . . . . . . . . . . . . . . . . . . 1.03

WRITTEN REPRESENTATIONS
FROM MANAGEMENT,
OBTAINING . . . . . . . . . . . . . . . . . . 2.111–.113
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11169-341

Introducing eXacct: Financial Reporting Tools & Techniques.

We appreciate your business and would like to take this opportunity 

to tell you about eXacct, an online tool from the AICPA that builds 

on our flagship publication Accounting Trends & Techniques. For 

more than 60 years, Accounting Trends & Techniques has provided 

guidance on satisfying U.S. GAAP presentation and disclosure 

requirements, as well as statistical reporting trends and actual 

reporting examples from the AICPA’s survey of annual reports 

from 500 of the country’s top public companies. eXacct adds 

to this content for a fuller picture of current financial reporting 

practices and makes it interactive — ready to be searched, filtered, 

downloaded and used exactly as you need it. 

This tool not only provides all available annual report XBRL data 

files submitted to the SEC  by our 500 survey companies, it 

allows you to search them for specific attributes and disclosures, 

providing full tag information and highlighting company 

extensions with the click of a button. eXacct allows you to search 

and view all 500 annual reports in our survey for many of the 

common disclosures you need. It can sort content by industry, 

giving you crucial insight into presentation and disclosure 

methods across a wide variety of industries. With companies 

from virtually every non-regulated sector represented, you’ll get 

a rich diversity of financial statement disclosure examples that 

will save you hours of financial reporting time. 

Please visit CPA2Biz.com/tryeXacct for more information on 

eXacct and what it can do for you. 

Thank you for your continued support. 

11169-341_bw_eXacct - G Letter.indd   1 4/14/11   9:13 AM
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