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Airline Industry
Developments—1992
Industry and Econom ic Developments
Continued Operating Losses
The airline industry w hich incurred record losses in 1990 and 1991, has
continued to generate record losses in 1992. The year began w ith a num ber
of positive factors, such as increased traffic and d eclining fuel prices, that
prom ised healthier returns. The situation quickly changed in the second
quarter, however, as the econom y continued to flounder and traffic steadily
declined. To increase traffic, airlin es introduced new fare stru ctu res and
reduced rates. A lthough these prom otional program s succeeded in entic
ing ticket purchases, the drastic fare cuts resulted in continuing losses for
m ost airlines. These losses m ay jeopard ize the continued existence of
w eaker airlines, especially those currently operating in bankruptcy.
International fare cuts and increasing fu el prices have also caused con
tinued operating losses in 1992. A lthough international flights have trad i
tionally been a source of solid profits for the industry recent fare cuts have
eroded any profits that w ould have offset dom estic fare losses. In addition,
fu el prices have started to rise, resulting in projections of increased operat
ing expenses for the rem ainder of the year.

Antitrust Claims
In June 1992, A m erican, D elta, United, and U SA ir agreed to a proposal to
pay $4125 m illion to settle charges that alleged that the airlines used their
fare-p u b lish in g serv ice to com m u nicate and lim it p rice com p etition .
N orthw est and TWA have also agreed to proposed settlem ents on sim ilar
allegations. The proposed settlem ents are subject to approval by the U nited
States D istrict C ourt in Atlanta. Passengers who flew through any one of
tw enty-three m ajor hub airp orts betw een January 1 ,1988, and June 3 0 ,1992,
are entitled to participate in the proposed settlem ent, w hich w ould be paid
in the form of discount certificates toward futu re flights.

International Developments
The three largest dom estic carriers, A m erican, United, and D elta, have
significantly expanded their presence in international m arkets over the last
tw o years. International flights have historically provided, healthy profits
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for th e in d u stry and th e a irlin e s h op e to in crea se th ese p ro fits w ith
expanded international routes.

Regulatory and Legislative Developments
Passenger Facility Charges
The Federal Aviation A dm inistration (FAA) issued fin al ru les establish
ing a passenger facility charge (PFC) program in 1991. The PFC program
au th orizes lo cal airp o rt au th orities to im pose sp ecified per-p assen ger
charges at com m ercial-service airp orts to finance airp ort im provem ents.
Beginning in 1992, the ru les require carriers (including non-U.S. airlines)
that collect m ore than 50,000 passenger facility charges to provide for 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 disbursing PFC revenue." In addi
tion, auditors are required to report w hether the quarterly reports that m ust
be filed by the carriers "fairly represent the net transaction in the PFC
account." The A ICPA has worked w ith the FAA and industry representa
tives to develop the follow ing illustrative reports that satisfy both existing
professional literature and the FAA's requirem ents.

Illustrative Report on PFC Schedules
Independent Auditor's Report
XYZ A irline Inc.:
We have audited the accompanying Schedules of Passenger Facility
Charges Collected, Withheld, Refunded/Exchanged, and Remitted
by XYZ Airline, Inc. (the Company) for the year and each quarter
during the year ended December 31,199X (the Schedules). The Sched
u les are the resp on sibility of the Com pany's m anagem ent. O ur
responsibility is to express an opinion on the Schedules based on our
audit.
We conducted our audit in accordance with generally accepted
auditing standards. Those standards require that we plan and per
form the audit to obtain reasonable assurance about whether the
Schedules are free of m aterial m isstatem ent. An audit includes
exam ining, on a test basis, evidence supporting the amounts and
disclosures in the Schedules. An audit also includes assessing the
accounting principles used and significant estim ates made by m an
agement, as well as evaluating the overall presentation of the Sched
ules. We believe that our audit provides a reasonable basis for our
opinion.
The Schedules were prepared for the purpose of complying with
the regulations issued by the Federal Aviation Adm inistration of the
US. Department of Transportation to implement Sections 9110 and
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9111 of the Aviation Safety and Capacity Expansion Act of 1990. Those
regulations define collection as the point when agents or other inter
m ediaries rem it passenger facility charges to the airlines. Accord
ingly our audit did not encompass tests of the underlying documen
tation supporting the rep orts subm itted by such agencies and
interm ediaries to the Company
In our opinion, the Schedules referred to above present fairly in all
m aterial respects, the passenger facility charges collected, withheld,
refunded/exchanged, and rem itted by XYZ Airline, Inc. for the year
and each quarter during the year ended D ecem ber 31, 199X, as
defined in regulations issued by the Departm ent of Transportation.
This report is intended solely for the inform ation and use of the
Board of Directors and management of XYZ Airline, Inc. and the
appropriate airport authorities. This restriction is not intended to
lim it the distribution of this report, which is a matter of public record.
[Signature]
[Date]

Illustrative Report on PFC Internal Controls
Two reporting options are available:
A. Report on System o f Internal Accounting Control Used in Administering
Passenger Facility Charges (SAS No. 30*)
Independent Auditor's Report
XYZ Airline, Inc.:
We have made a study and evaluation of the system of internal
accounting control of XYZ A irline, Inc. (the Com pany) used in
ad m in isterin g passenger fa cility ch arges co llected , w ithheld ,
refunded/exchanged, and rem itted for the purpose of complying
with the regulations issued by the Federal Aviation Adm inistration
of the US. Department of Transportation to implement sections 9110
and 9111 of the Aviation Safety and Capacity Expansion Act of 1990.
O ur study and evaluation was conducted in accordance with stand
ards establish ed by the A m erican In stitu te of C ertified Public
Accountants.
The system of internal accounting control of XYZ Airline, Inc. used
in adm inistering the processing of passenger facility charges consists

* This report format follows the guidance provided in Statement on
Auditing Standards (SAS) No. 30, Reporting on Internal Control. On April 20,
1992, the AICPA issued an exposure draft of a proposed Statement on
Standards for Attestation Engagements, Reporting on an Entity's Internal Con
trol Structure over Financial Reporting. The Statement would supersede SAS
No. 30 and would eliminate this report as an acceptable reporting alterna
tive. A final Statement is expected to be issued in 1993.
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of policies and procedures to process rem ittances of passenger facil
ity charges received from agents or other interm ediaries and to
reasonably assure collection of the appropriate passenger facility
charges collected directly from passengers by XYZ Airline, Inc. The
system of internal accounting control also consists of policies and
procedures to reasonably assure that such amounts collected are
recorded properly in the Company's accounting records and that
rem ittances are forwarded to the appropriate airport authority Our
study included tests of compliance with such policies and procedures
during the period from January 1 ,199X through December 31,199X.
The management of XYZ Airline, Inc. is responsible for establish
ing and m aintaining a system of in tern al accounting control to
adm inister the passenger facility charges it collects. In fulfilling this
resp on sibility, estim ates and ju d gm ents by m anagem ent are
required to assess the expected benefits and related costs of control
procedures. The objectives of a system are to provide management
with reasonable, but not absolute, assurance that passenger facility
charges are collected, withheld, refunded/exchanged, and rem itted
in accordance with the rules referred to above and are recorded
properly to perm it the preparation of the Schedules of Passenger
Facility C harges C ollected, W ithheld, Refunded/Exchanged, and
Remitted in accordance with those rules.
Because of inherent lim itations in any system of internal account
ing control, errors or irregularities may occur and not be detected.
Also, projection of any evaluation of the system to future periods is
subject to the risk that procedures may becom e inadequate because of
changes in conditions, or that the degree of compliance with the
procedures may deteriorate.
We were not engaged to perform, nor have we performed, a study
and evaluation of the Company's overall system of internal account
ing control, the objective of which would be to express an opinion on
whether the system, taken as a whole, m eets the objectives of internal
accounting control. Accordingly we do not express such an opinion.
In our opinion, the system of internal accounting control of XYZ
Airline, Inc. used in adm inistering passenger facility charges col
lected, withheld, refunded/exchanged, and rem itted by the Company
in effect during the period from January 1 , 199X through December
31,199X, taken as a whole, was sufficient to m eet the objectives stated
above insofar as those objectives pertain to the prevention or detec
tion of errors or irregularities in am ounts that would be m aterial in
relation to the Schedules of Passenger Facility Charges Collected,
Withheld, Refunded/Exchanged, and Remitted.
This report is intended solely for the inform ation and use of the
Board of Directors and management of XYZ Airline, Inc. and the
appropriate airport authorities. This restriction is not intended to
lim it the distribution of this report, which is a m atter of public record.
[Signature]
[Date]
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B. Report on Internal Control Structure Used In Administering PFCs
(Attestation Standards)

Independent Auditor's Report

XYZ Airline, Inc.

We have exam ined management's assertion included in its repre
sentation letter dated February 15,19XX, that XYZ Airline, Inc. m ain
tained an effective internal control structure over adm inistering pas
senger facility charges collected, withheld, refunded/exchanged, and
rem itted during the year ended Decem ber 3 1 ,19XX, for the purpose
of complying with the regulations issued by the Federal Aviation
Adm inistration of the Department of Transportation to implement
sections 9110 and 9111 of the Aviation Safety and Capacity Expansion
Act of 1990.
O ur exam ination was made in accordance with standards estab
lished by the Am erican Institute of C ertified Public Accountants and,
accordingly included obtaining an understanding of the internal
control structure over financial reporting, testing and evaluating the
design and operating effectiveness of the internal control structure,
and such other procedures as we considered necessary in the cir
cum stances. We believe that our exam ination provides a reasonable
basis for our opinion.
Because of inherent lim itations in any internal control structure,
errors and irregularities may occur and not be detected. Also, pro
jections of any evaluation of the internal control structure over finan
cial reporting to future periods are subject to the risk that the internal
control structure may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or
procedures may deteriorate.
In our opinion, management's assertion that XYZ Airline, Inc.
m aintained an effective internal control structure over adm inistering
passenger facility charges collected, withheld, refunded/exchanged,
and rem itted during the year ended December 31, 19XX, is fairly
stated, in all m aterial respects, based upon criteria established by the
C o m m ittee o f S p o n so rin g O rg a n iz a tio n s o f th e Treadw ay
Commission.
This report is intended solely for the inform ation and use of the
Board of Directors and management of XYZ Airline, Inc. and the
appropriate airport authorities. This restriction is not intended to
lim it the distribution of this report, which is a matter of public record.
[Signature]
[Date]
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Stage II Aircraft
In Septem ber 1991, the FAA issued a fin al ru le that requires airlin es to
elim inate all Stage II aircraft from their passenger fleets by the end of 1999.
Stage II a irc ra ft in clu d e B oein g 727s, 737-100s and 200s, and 747-100s;
M cD onn ell D ouglas D C -9s (except 8 0 s) and ce rta in D C-10s; BAC-111s;
Fokker 28s; and any Boeing 707s or D C -8s that have been retrofitted to Stage
II aircraft from Stage I aircraft. The fin al ru lin g provides airlines w ith two
alternative phased com pliance schedules and allow s the airlines to select
w hich schedule to adopt. Accordingly airlines are required to do one of the
follow ing:
1.

Reduce their base year pools (determ ined as of the end of 1990) of
Stage II aircraft by 25 percent by the end of 1994, another 25 percent
by the end of 1996, another 25 percent by the end of 1998, and the
rem aining 25 percent by the end of 1999

2.

Increase their fleet percentage of Stage III airp lanes to a m inim um of
55 percent by the end of 1994,65 percent by the end of 1996,75 percent
by the end of 1998, and 100 percent by the end of 1999

The alternative com pliance schedules provide airlines w ith greater flexi
b ility in com plying w ith the FAA's requirem ent of phasing out all Stage II
aircraft by D ecem ber 3 1 ,1999.
Auditors of airlin es should continue to consider w hether accounting
estim ates of the rem aining lives of Stage II aircraft in an airline's fleet are
appropriate in light of the fin al regulation. Since v irtu ally all airlines are
affected by the fin al ru lin g, there is likely to be a fu rth er glut of Stage II
aircraft on the m arket, resulting in d eclines in the m arket values of such
aircraft. A uditors should also continue to consider w hether previously
estim ated residual or salvage values used in calculating depreciation of
such aircraft are appropriate.

Audit and Accounting Issues and Developments
Going-Concern Issues
Several consecutive years of record losses, and possibly another in 1992,
together w ith significant fare discounts, increased operating costs, and
uncertain econom ic conditions, have seriously dam aged the fin an cial con
dition of m any airlines. Auditors of airlin es should carefu lly consider
going-concern issues that may result from these and other factors. G oingconcern problem s are d iscussed in d etail in Audit Risk Alert—1992.
COSO Report on Internal Control In Septem ber 1992, the C om m ittee of
Sponsoring O rganizations (COSO) of the Treadway C om m ission issued its
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report Internal Control—Integrated Framework. The report d efines internal
control and its elem ents, provides tools for assessing internal controls, and
ad d resses m anagem ent rep o rtin g on in tern a l con trols over fin a n cia l
reporting.
The fu ll report consists of four volum es: "Executive Sum m ary" provides
a high-level overview ; "Fram ew ork" defines internal control and describes
its various com ponents; "R eporting to External P arties" provides guidance
to en tities that report publicly on internal control over preparation of their
published fin an cial statem ents; and "Evaluation Tools" provides m aterial to
help in evaluating an internal control system .
The four-volum e set (No. 990002CL) costs $50; the "Executive Sum m ary"
(No. 990001CL) is available individually for $3. P rices do not include ship
ping and handling. To obtain either item , contact the AICPA O rder D epart
m ent (see order inform ation on page 13).

Accounting for Aircraft
Aircraft Depreciation. Concerns about econom ic obsolescence that were
raised in prior years w ith regard to potential declines in the estim ated
u sefu l lives and estim ated residual values of aircraft continue to exist. In
addition, the disposal of aircraft and nonrenew al of leases by airlines in
bankruptcy have adversely affected the value of used aircraft, particularly
Stage II aircraft, in the resale and leasing m arkets.
The u sefu l life of an aircraft and its residual value are often influenced
by technological and econom ic as w ell as physical factors. Such factors
include m arket grow th, technological developm ents, operating cost effi
ciency and revenue-generating ability In recent years, other factors, such as
the price and availability of fuel, new air-w orthiness directives, new m ain
tenance procedures, and required aircraft m odifications, have also affected
the u sefu l lives of aircraft. H igh fuel prices tend to hasten the obsolescence
of less-fuel-efficient typ es of aircraft. Auditors should exercise judgm ent in
evaluating the appropriateness of estim ated u sefu l lives and estim ated
residual values used in calculating depreciation of aircraft, keeping in
m ind factors that contribute to econom ic obsolescence, such as the strength
of the secondary m arket, alternative uses, and the contem plated and long
term u tilization currently assum ed by the airline. Auditors m ay find the
work of sp ecialists such as valuation consultants to be u sefu l in m aking
such judgm ents.
O u t-of-S ervice A ircraft. H igh fu e l p rices and updated a ir-w o rth in ess
directives m ay cause airlines to decide that certain typ es of aircraft should
b e tem p orarily ground ed . In su ch cases, au ditors should con sid er the
appropriateness of the balance-sheet classification of the aircraft as w ell as
the adequacy of the related depreciation provision. If an aircraft is tem po
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rarily grounded but continues to be part of an airline's strategic fleet,
depreciation should continue; however, the estim ated u sefu l lives and
estim ated residual values that are used should be carefu lly evaluated.
W hen an airline has decided to rem ove an aircraft from service and offer it
for sale, the aircraft should be classified as nonoperating property
Aircraft Modifications. Auditors should continue to carefu lly consider the
appropriateness of aircraft m odification costs that are capitalized rather
than charged to expense. Factors that should be considered in m aking these
determ inations include the effect of the m odification on the u sefu lness of
the aircraft and on its service life as w ell as the cost of the m odification.
G uidance on m aking these determ inations is provided in Statem ent of
Position (SO P) 88-1, Accounting for Developmental and Preoperating Costs,
P u rch a ses a n d E xch an g es o f T a k e -o ff a n d L an d in g Slots, an d A irfra m e
Modifications.

Accounting for Engine and Airframe Overhaul Expense
The AICPA Audit and Accounting Guide Audits o f Airlines describes four
accep table m eth od s o f acco u n tin g fo r en g in e and a irfra m e overhaul
expense:
•

D irect expensing m ethod

•

B u ilt-in overhaul m ethod

•

D eferral m ethod

•

A ccrual m ethod

The Secu rities and Exchange C om m ission (SEC) staff has indicated that
it w ould question an airline's change in accounting m ethod relating to these
costs, especially if the airline changed from a conservative m ethod, such as
the d irect expensing m ethod, to a m ore liberal approach, such as the
deferred m ethod.

Reporting on Advertising Costs
O n June 2 2 , 1992, the A ICPA issued an exposure d raft of a proposed SO P,
Reporting on Advertising Costs. The proposed SO P would am end paragraph
22 of SO P 88-1, Accounting fo r Developmental and Preoperating Costs, Purchases
and Exchanges o f Take-off and Landing Slots, and A irfram e M odifications and
would require the follow ing:•
•

12

Reporting the costs of all advertising as expenses in the periods in
w hich those costs are incurred, or the first tim e the advertising takes
place, u nless the advertising is direct-response advertising that results
in probable futu re econom ic benefits

•

Reporting the costs of the futu re benefits of direct-response advertis
ing as assets

•

A m ortizing the am ounts reported as assets over the estim ated period
of the benefits

A fin al SO P is expected to be issued in 1993 and would be effective for
fin an cial statem ents for years beginning approxim ately one year after its
issuance date.
*

*

*

*

T h is Audit R isk A lert supersedes Airline Industry Developments—1991.

* * * *
Auditors should also be aware of the econom ic, regulatory and profes
sional developm ents that may affect the audits they perform , as described
in Audit Risk Alert—1992, w hich w as printed in the Novem ber 1992 issue of
the CPA Letter.
C opies of AICPA publications m ay be obtained by calling the AICPA
O rder D epartm ent at 800-862-4272. C opies of FASB publications m ay be
obtained directly from the FASB by callin g the FASB O rder D epartm ent at
(203) 847-0700, ext. 10.
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