Depreciation at Delta Air Lines: The "Fresh Start"
Plant, property and equipment is one of the largest asset categories for airline companies. Flight equipment and ground property and equipment are often more than half of the total assets of an airline, and depreciation of those assets is a major operating expense. Depreciation is an exercise in cost allocation undertaken to match the cost of assets with the revenues earned during the periods that assets are used. Depreciation is not an attempt to measure the current value of assets. The amount of depreciation estimated by an airline company for each operating period is based on the cost of assets, estimates of asset lives, and assumptions about residual values at the end of the asset lives. These estimates and assumptions have changed through the years for almost all airlines. Delta Air Lines is no exception.
[bookmark: _GoBack]Delta Air Lines ﬁled for reorganization under Chapter 11 of the U.S. Bankruptcy Code in September 2005 and emerged from bankruptcy as a new company one year ahead of schedule on April 30, 2007. (Bankruptcy is a process providing protection of the court during a period when a company tries to restructure itself and its operations to return to viability.) Upon emergence from bankruptcy Delta adopted “fresh start" accounting in accordance with American Institute of Certified Public Accountants’ Statement of Position 90-7, "Financial Reporting by Entities in Reorganization under the Bankruptcy Code" (SOP 90-7).
Fresh start accounting requires resetting the historic net book value of assets and liabilities to fair value and becoming a new entity for ﬁnancial reporting purposes. Delta's consolidated ﬁnancial statements after May 1, 2007, are not comparable to consolidated financial statements before that date. On May 1, 2007, Delta adopted policies regarding estimated lives and residual values for aircraft, but it was far from the ﬁrst time it had changed its estimates. Depreciation practices had been changed several times before as ﬂight equipment and industry conditions changed. Delta Air Lines began 2008 with more worldwide destinations than any other airline, with 321 destinations in 58 countries. Delta added more international capacity during 2(I]6 and 2007 than any other major U.S.  In 2008 Delta merged with Northwest Airlines to become the largest airline in the world.
Depreciation at Delta Air Lines
A signiﬁcant number of factors can be considered in estimating the economic life of a commercial aircraft —physical or economic life, corporate strategy, planned uses, expected technological changes all come to mind. Delta Air Lines has changed assumptions of economic life of aircraft four times since 1986, each time extending the expected life by five years. Intense competition and deregulation during this period invite consideration of regular extension of aircraft lives. This is at least partly motivated by the desire to reduce annual depreciation amounts in order to report higher net income or reduce losses, but there may have been other factors that make extended lives make sense in the industry.
Consider the issue of physical life of the modern jet-powered aircraft. The ﬁrst commercial jet passenger planes were sold in 1957. Before that year the majority of commercial aircraft were powered by piston engines, which subjected airframes to destructive vibrations. Ten-year lives were the norm in airline depreciation policies and had been for some time. With no real experience with turbofan-powered planes, management was reasonable in assuming that the new generation of aircraft would be similar in life span to the old generation. Experience showed that the turbofan engines offered considerably less wear and tear on the airframes and that the physical life of aircraft powered by jet engines was considerably longer than that of piston-engine powered planes.
Furthermore, as the passenger airline industry converted fleets to jet-powered aircraft, the replacement cycle lengthened because of production and delivery backlogs. From a competitive strategy point of view, it was important for an airline to offer jet planes, but whether those planes were new or considerably older became less important. Size of planes and economy of operation became more important factors in fleet selection as experience with new aircraft showed that their physical lives were going to be longer than those of prior generations of airplanes. Passengers sought out jet planes whether they were new or older models.
Other changes were also taking place in the airline industry. Deregulation brought competitive pricing and the introduction of “hub and spoke" route systems. Discount airlines emerged to challenge legacy carriers. All airlines experienced more pressure on profitability, and longer depreciable lives meant lower depreciation and the possibility of higher incomes. All airlines extended lives of aircraft. Delta Air Lines was more conservative than some in extending lives but more aggressive than others.
Exhibit 1 summarizes the depreciable life estimates and policies used by Delta Air Lines for flight equipment from before 1986 to 2008. The extension of estimated lives was typical of other airline companies during these periods as experience was gained with modern jet aircraft technologies. Other airlines used longer estimated lives than Delta—as long ago as 30 years earlier—as pressures to report profits caused them to report less depreciation than in the early years of jet powered flight. All major U. S. airlines use straight-line depreciation.
Exhibit 2 summarizes the active ﬂeet of Delta Air Lines’ ﬂight equipment at December 31, 2007. Aircraft owned or leased on capital leases are all subject to depreciation. In addition, at the end of 2007 Delta had 76 aircraft on order for delivery in the 2008 to 2010 period and options on 160 more in the 2009 through 2012 period. The magnitude of these commitments can be appreciated in the summary of jet airplane prices quoted by Boeing shown in Exhibit 3.
The "Fresh Start"
Delta Air Lines adopted fresh start accounting on April 30, 2(IT7, becoming a new entity for ﬁnancial reporting purposes. Consolidated Financial Statements on or after May 1, 2007, are not comparable to financial statements prior to that date. Management did combine the results of operations for the eight months ended December 31, 2007, of the Successor; the four months ended April 30, 2007, of the Predecessor; and the years ended December 31, 2006, and 2(I}5, of the Predecessor. In their Form 10-K (Form 10-K is an annual report which must be filed with the U. S. Securities and Exchange Commission each year) discussion of these combined financial results, they wrote as follows:
“For purposes of management's discussion and analysis of the results of operations for the year ended December 31, 2007 in this Form 10-K, we combined the results of operations for the four months ended April 30, 2007 of the Predecessor with the eight months ended December 31, 2007 of the Successor. We then compared the combined results of operations for the year ended December 31, 2007 with the corresponding period in the prior year of the Predecessor and discussed significant fresh start reporting adjustments ("Fresh Start Adjustments") which impacted comparability. (page 26, Form10-K)
We believe the combined results of operation for the year ended December 31, 2007 provide management and investors with a more meaningful perspective of Delta's ongoing financial and operational performance and trends than if we did not combine the results of operations of the Predecessor and Successor in this manner.”
Exhibits 4 and 5 show the resulting Consolidated Balance Sheets and Consolidated Statements of Operations shown in the Form 10-K for 2007 and prior years.
The Fresh Start adjustments for property and equipment and ﬂight equipment were described in notes to the consolidated ﬁnancial statements as follows:
Depreciation: We revalued property and equipment to fair value, which reduced the net book value of these assets by $1.0 billion. In addition, we adjusted the depreciable lives of ﬂight equipment to reﬂect revised estimated useful lives. As a result, depreciation expense decreased by $127 million for the year ended December 31, 2007. (Fresh Start Adjustments, p. 28, Form 10-K)
Fresh Start Reporting: As previously noted, upon emergence of Chapter 11, we adopted fresh start reporting, which required us to revalue our assets and liabilities to fair value. In estimating fair value, we based our estimates and assumptions on the guidance prescribed by SFAS No. 157, "Fair Value Measurements" (SPAS 157), which we were required to adopt in connection with our adoption of fresh start reporting. SFAS 157, among other things, defines fair value, established a framework for measuring fair value and expands disclosure about fair value measurements. (p. 42, Form 10-K)
Long-Lived Assets: Our flight equipment and other long-lived assets have a recorded value of $11.7 billion on our Consolidated Balance Sheet at December 31, 2007. This value is based on various factors, including the assets' estimated useful lives and their estimated salvage values. In accordance with SFAS No. 144, "Accounting for Impairment or Disposal of Long-Lived Assets" ("SPAS 144"), we record impairment losses on long-lived assets used in operations when events and circumstances indicate the assets might be impaired and the estimated future cash flows generated by those assets are less than their carrying amounts. The impairment loss recognized is the amount by which the asset's carrying amount exceeds its estimated fair value.
In order to evaluate potential impairment as required by SFAS 144, we group assets at the fleet type level (the lowest level for which there are identiﬁable cash ﬂows) and then estimate future cash ﬂows based on projections of passenger yield, fuel costs, labor costs and other relevant factors. We estimate aircraft fair values using published sources, appraisals and bids received from third parties, as available. (page 44, Form 10-K )
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‘Exhibit 4 (continued) Delta Air Lines, Inc., Consolidated Balance Sheets

Successor Predecessor
"LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIT) December3l,  December31,
 in millions, except share data) 2007 2006
CURRENT LIABILITIES:
Current maturities of long-term debt and capitalleases 5104 5150
Air trafic lisbilty 1982 1797
Deferred revenue 1100 63
Accounts payable 105 936
‘Accrued salaries and related benefits 731 105
Taxes payable 320 0
Note payable 295 -
Other accrued liabilties s 265
Total current lsbilties 605 B
NONCURRENT LIABILITIES:
Longrterm debt and capitalleases 798 6509
Pension and related benefits 3002 -
Deferred revenue 253 346
Post-reirement beneits 65 -
Deferred income taxes, net 855 06
‘Other noncurrent labilties e 8
Total noncurrent labilities 15705 7629
LIABILITIES SUBJECT TO COMPROMISE, - 19817
COMMITMENTS AND CONTINGENCIES
SHAREOWNERS' EQUITY (DEFICIT):
Common stock:
Predecessor common stock at $0.001 per value; 900,000,000 shares authorized,
202,081,648 shares issued at December 31, 2006 - 2
Sticcessor common stock at 50.0001 par valuic; 1,500,000,00 shares
authorized, 299,464,669 shares issued at December 31, 2007 - -
Additional paid-in capital 9512 1561
Retained carnings (accumulated deficit) En (s414)
Accumulated other comprehensive income (loss) 55 G18)
Predecessor stock held in treasury, at cost, 4745710 shares at December 31,
2006 - @24
Successor stock held in treasury, at cost, 7,238.973 shares at December 31,
2007 ) J—
Total sharcowners'equity (deficit) 10113 BB

Total iabilities and shareovwners’ equity (defcit) B Slosz
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Exhibit5  Delta Air Lines, Inc, Consolidated Statements of Operations (5 in millions)

Successor Predecessor
Eight Months  Four Months
‘Ended Ended Year Ended
December31,  April 30, December31,
2007 2007 2006 2005
OPERATING REVENUE:
Passenger:
‘Mainli 8929 3829 $11640 s11367
Regional afilates. 2874 129 3853 3225
Cargo B4 148 408 En
Other net 121 53 1501 1361
Total operating revenue 3% 57% 7532 T6450
OPERATING EXPENSES:
Aircraft and related taxes 3416 1270 4433 4466
Salaries and related costs 2887 1302 4365 52%
Contract carrier arrangements 219 956 26% 1318
Depreciation and amortization 78 386 1276 1273
Contracted services 670 326 918 936
Aircraft maintenance and outside repairs. 663 20 o1 893
Passenger commissions and other selling expenses &35 28 888 048
Landing fees and other rents 75 250 881 78
Passenger service 23 95 32 348
Aicraft rent 156 % 316 543
Profit sharing 10 1" - -
Restructuring, asset write-downs, pension
Settlements and related items, net - - 1 888
Other 209 _189 a7 0
Total operating expense L2 e 1Zan Ty
OPERATING INCOME (LOSS) 796 300 58 @00




image6.png
OTHER (EXPENSE) INCOME:
Interest expense (contractual interest expense
totaled $366 fo the four months ended April 0,
2007, and $1,210 and $1,169 for the years ended
Decmber 31, 2006 and 2005, espectively)
Interest income
Miscellaneous, net
Total other expense, net
INCOME (LOSS) BEFORE REORGANIZATION
ITEMS, NET
REORGANIZATION ITEMS, NET
INCOME (LOSS) BEFORE INCOME TAXES
INCOME TAX (PROVISION) BENEFIT
NET INCOME (LOSS)
PREFERRED STOCK DIVIDENDS
NET INCOME (LOSS) ATTRIBUTABLE TO
COMMON SHAREOWNERS
'BASIC INCOME (LOSS) PER SHARE
'DILUTED INCOME (LOSS) PER SHARE

Source: Anmul Report, Form 10K
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Exhibit1 _Delta Air Lines Depreciation Estimates and Policies
for Flight Equipment Using Straight-line Depreciation

Estimated Useful Lives of  Residual Values

‘Flight Equipment
1985 and prior 10 Years 10% of Cost
1986 t0 1992 15 Years 10% of Cost
1993101997 20 Years 5% of Cost
1998 t0 2006 25 Years Between 5% and
10% of Cost
2007 21-30 Years 10% of Cost

Source: Note o Delta Airlnes financal statements 1987, 1993, 2007

Exhibit2 Delta Air Lines Active Aircraft Fleet at December 31, 2007

Current Fleet
Capital Operating Average
Owned Lease Lease* Total Age
B737-800 7 - - 7 72
B757:200 68 3 1 120 163
B757-200ER - 2 1 13 100
B767-300 4 B 17 2 169
B767-300ER 50 - 9 5 119
B767-400ER 2 - - 2 68
B777-200ER s - - s 79
MD-58 & EY 2 n7 175
MDS0 16 - - 121
CRJ-100 B 1B 49 103
CRJ-200 5 - 2
CRJ-700 B B
CRJ-900 - -

Total
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Exhibit 3 Commercial Airline Prices of Boeing
Airplane Families (millions of dollars)

Airplane Families 2007
737 Family
737600 500-570
737700 70-675
757500 705-790
T37S00ER 740-850
747 Family
747400/ 400ER 2280-2600
747400/ 400ER Freighter 2320-2610
78 28553000
747.8 Freighter 20402970
767 Family
767200ER 1245-1350
767300ER 14101575
767300 Freighter. 1510- 1620
767400ER 15001690
777 Family
777-200ER 2000-2250
777200LR 2310-2585
T77300ER 2500-2790
77 Freighter 2160-2540
787 Family
) 1460-1515
778 15701670

7.9 189.0-2000
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Successor Predecessor

December31,  December31,
2007 2006
$ 2648 $ 2034
13 614
20 750
‘Accounts recivable, net of allowance for uncollectible accounts of $26 at
‘December 31, 2007 and $21 at December 2006 1066 a5
Expendable parts and supplies inventories,net ofan allowance for
bsolescence of $11 at December 31, 2007 and $161 at December 31,2006 %0 181
Deferred income taxes, net 102 r
Prepaid expenses and other 61 89
Total current asets Zon Sas
PROPERTY AND EQUIPMENT:
Flight equipment 9525 764
Accumulated depreciation 29) (6500)
Flight equipment, net 0226 1081
Ground property and equipment 195 1575
Accumulated depreciation 216) e
‘Ground property and equipment, net L7 1737
Flight and ground equipment under capital leases w02 s
Accumulated amortization =) a3
Flight and geound equipment under capital leass, net £ =
Advance payment for equipment 20 57
Total property and equipment, net 1z prre)
OTHER ASSETS:
‘Goodwill 12100 27
Identifiable intangibles, net of accumulated amortization of $147 at
December 31, 2007 and $190 at December 31, 2006 2506 5
Other noncurrent assets sn _oss
Total other assets oy L1264
Total assets sz Sloz

(Exhibit  continues on next page)




