PERSPECTIVES ON
INTERNATIONAL FINANCIAL
REPORTING AND AUDITING IN
THE AIRLINE INDUSTRY



STUDIES IN MANAGERIAL AND
FINANCIAL ACCOUNTING

Series Editor: Anne M. Farrell

Recent Volumes:

Volume 1:

Volume 2:
Volume 3:
Volume 4:

Volume 5:

Volume 6:
Volume 7:
Volume 8:

Volume 9:

Volume 10:

Volume 11:

Volume 12:
Volume 13:

Volume 14:

Volume 15:
Volume 16:
Volume 17:

Volume 18:

Volume 19:
Volume 20:
Volume 21:
Volume 22:

Volume 23:
Volume 24:

Volume 25:
Volume 26:
Volume 27:
Volume 28:

Volume 29:
Volume 30:
Volume 31:
Volume 32:
Volume 33:

Volume 34:

Setting the Standard for the New Auditors Report: An Analysis of Attempts to Influence
the Auditing Standards Board

The Shareholders Use of Corporate Annual Reports

Applications of Fuzzy Logic and the Theory of Evidence to Accounting

The Usefulness of Corporate Annual reports to Shareholders in Australia, New Zealand,
and the United States: An International Comparison

A Power Control Exchange Framework of Accounting Applications to Management
Control Systems

Throughout Modeling: Financial Information Used by Decision Makers

Applications of Fuzzy Sets and the Theory of Evidence to Accounting IT

Corporate Governance, Accountability, and Pressures to Perform: An International Study

The January Effect and Other Seasonal Anomalies: A Common Theoretical Framework
Organizational Change and Development in Management Control Systems: Process
Innovation for Internal Auditing and Management Accounting

US Individual Federal Income Taxation: Historical, Contemporary and Prospective
Policy Issues

Performance Measurement and Management Control: A Compendium of Research
Information Asymmetry: A Unifying Concept for Financial and Managerial Accounting
Theories

Performance Measurement and Management Control:  Superior Organization
Performance.

A Comparative Study of Professional Accountants’ Judgements

Performance Measurement and Management Control: Improving Organizations and Society
Non-financial Performance Measurement and Management Practices in Manufacturing
Firms: A Comparative International Analysis

Performance Measurement and Management Control: Measuring and Rewarding
Performance

Managerial Attitudes Toward a Stakeholder Prominence within a Southeast Asia Context
Performance Measurement and Management Control: Innovative Concepts and Practices
Reputation Building, Website Disclosure and the Case of Intellectual Capital

Achieving Global Convergence of Financial Reporting Standards: Implications from the
South Pacific Region

Globalization and Contextual Factors in Accounting: The Case of Germany

An Organizational Learning Approach to Process Innovations: The Extent and Scope of
Diffusion and Adoption in Management Accounting Systems

Performance Measurement and Management Control: Global Issues

Accounting and Control for Sustainability

Intellectual Capital and Public Sector Performance

Performance Measurement and Management Control — Behavioral Implications and
Human Actions

Adoption of Anglo-American Models of Corporate Governance and Financial Reporting
in China

Sustainability Disclosure: State of the Art and New Directions

Performance Measurement and Management Control

Servitization Strategy and Managerial Control Volume

Performance Measurement and Management Control: The Relevance of Performance
Measurement and Management Control Research

Non-financial Disclosure and Integrated Reporting: Practices and Critical Issues



STUDIES IN MANAGERIAL AND FINANCIAL
ACCOUNTING VOLUME 35

PERSPECTIVES ON
INTERNATIONAL
FINANCIAL REPORTING
AND AUDITING IN THE
AIRLINE INDUSTRY

BY

CAN OZTURK
Cankaya University, Turkey

LANGUAGE EDITOR

CHARLES RICHARD BAKER
Adelphi University, USA

C M

United Kingdom — North America — Japan
India — Malaysia — China



Emerald Publishing Limited
Howard House, Wagon Lane, Bingley BD16 1WA, UK

First edition 2022
Copyright © 2022 Emerald Publishing Limited

Reprints and permissions service
Contact: permissions@emeraldinsight.com

No part of this book may be reproduced, stored in a retrieval system, transmitted in any
form or by any means electronic, mechanical, photocopying, recording or otherwise
without either the prior written permission of the publisher or a licence permitting
restricted copying issued in the UK by The Copyright Licensing Agency and in the USA
by The Copyright Clearance Center. Any opinions expressed in the chapters are those

of the authors. Whilst Emerald makes every effort to ensure the quality and accuracy of
its content, Emerald makes no representation implied or otherwise, as to the chapters’
suitability and application and disclaims any warranties, express or implied, to their use.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

ISBN: 978-1-78973-760-8 (Print)
ISBN: 978-1-78973-759-2 (Online)
ISBN: 978-1-78973-761-5 (Epub)

ISSN: 1479-3512 (Series)

ISOQAR certified
Management System,
awarded to Emerald
for adherence to
Environmental

standard 25
ISOQAR S0 14001:2004. '3 *\1:,/
\\‘I“q ”.’,
il
Certificate Number 1985 D

1ISO 14001 INVESTOR IN PEOPLE



To my wife Oytun and to my daughter Ece
Thank you for their indefatigable support and immense patience.
Can Oztiirk
July 2021



This page intentionally left blank



CONTENTS

About the Author ix

Foreword xi

Preface Xiii

Acknowledgments Xxiv
PART I

INTERNATIONAL FINANCIAL REPORTING

Chapter 1 Overview of Financial Reporting in the

Airline Industry 3

Chapter 2 Some Observations on IFRS Accounting

Policy Choices: The Case of the Airline Industry 21

Chapter 3 Some Observations on IFRS 15 and IFRS

16 in the Airline Industry: The Case of Air France - KLM 51

Chapter 4 Some Observations on IFRS 8 Operating Segments:

The Case of the Airline Industry 81
PART 11

INTERNATIONAL AUDITING

Chapter 5 Some Observations on International Auditing:
The Case of the Airline Industry 127

References 159

Index 175

vii



This page intentionally left blank



ABOUT THE AUTHOR

Can OZTURK is an Associate Professor of Financial, International, and
Comparative Accounting at the Department of Management, Cankaya University,
Turkey where he teaches financial and managerial accounting, financial state-
ment analysis, International Financial Reporting Standards, international trade
accounting, and accounting for multinational enterprises. He has obtained
PhD in Accounting and Finance from Baskent University, Turkey. In addi-
tion, he received his first bachelor’s degree in Banking and Finance from Bilkent
University, Turkey, as well as his second bachelor’s degree in Finance, and his
master’s degree in Business Administration from the University of Massachusetts
Dartmouth, USA. His research interests include financial reporting, financial
statement analysis, auditing, and sustainability reporting in the international
context. He has published papers in Accounting in Europe, Journal of Accounting
and Management Information Systems, and the World of Accounting Science.
He is fluent in English, and French, in addition his native language, Turkish.
ORCID ID: https://orcid.org/0000-0003-1587-4707.



This page intentionally left blank



FOREWORD

This book is the outcome of the practices of international financial reporting and
international auditing in the airline industry. Accountability and responsibility
for this book lie with Can Oztiirk.
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PREFACE

Perspectives on international financial reporting and auditing in the airline industry
is a research book which combines international financial reporting and auditing
practices in the sector-specific and global context. It has been developed consider-
ing the paper of Tan, Tower, Hancock, and Taplin (2002) titled as “Empires of the
sky: Determinants of global airlines’ accounting-policy choices,” the book of Lavi
(2016) titled as “the impact of IFRS on industry” and current Accounting Guides
and Airline Disclosure Guides of the International Air Transport Association’s
Industry Accounting Working Group.

The book consists of two sections. First section focuses on observations
related to international financial reporting and second section covers observa-
tions related to international auditing in the airline industry.

The first section includes four chapters. The first chapter provides an overview
of financial reporting in the global airline industry considering the accounting
framework adopted by airlines whether they are publicly accountable or not.
Following Chapter 1, Chapters 2-4 adopt an IFRS approach in the global con-
text. Chapter 2 focuses on the comparability of financial statements in the air-
line industry in the context of the diversity of IFRS accounting policy choices;
Chapter 3 analyzes the cumulative effect of the adoption of IFRS 15 and IFRS
16 and the compliance level of disclosures of IFRS 16 from a lessee standpoint
on the financial statements of Air France — KLM; and Chapter 4 discusses the
segment reporting in the airline industry under IFRS 8.

The second section includes one chapter. It analyzes different aspects of
International Standards on Auditing in the airline industry considering ISA 570,
ISA 700, ISA 701, ISA 701 of the UK, ISA 705, and ISA 706 within the frame-
work of the IFRS adopted airlines.

My wish is that readers whose interests relate to airline financial reporting and
auditing find this book informative and inspiring further research.

Can Oztiirk

Associate Professor of Accounting

Department of Management

Faculty of Economics and Administrative Sciences
Cankaya University, Turkey

July 2021
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CHAPTER 1

OVERVIEW OF FINANCIAL
REPORTING IN THE AIRLINE
INDUSTRY

ABSTRACT

This chapter focuses on the diversity of financial reporting frameworks in
the airline industry considering past and present. While diversity of financial
reporting frameworks existed in the past, currently, the majority of listed and
non-listed airlines, whose financial statements are publicly available, are inclined
to adopt International Financial Reporting Standards (IFRS), leading toward
uniformity in financial reporting frameworks because their country of incor-
poration or the stock exchange where they are listed either require or permit
them to do so. Airlines operating in the United States prepare their financial
statements under United States Generally Accepted Accounting Principles
and some of Asian-Pacific countries still use their own national accounting
standards in financial reporting. In addition, this research points out that the
primary determinant of IFRS adoption in the airline industry is the fact that
the majority of airlines are listed in national or foreign stock exchanges where
IFRS adoption is required, but there are some company-specific determinants
for listed and non-listed IFRS adopting airlines. Finally, this chapter also sets
forth that there are jurisdictional versions of IFRS in the global context from
the perspective of financial statements of airlines leading to some obstacles in
understanding the financial reporting framework.

Keywords: Airline industry; financial reporting framework; diversity;
uniformity; International Financial Reporting Standards; United States
Generally Accepted Accounting Principles
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1. INTRODUCTION

The airline industry is one of the largest global industries served by national firms,
with operating profits of $45.9 billion in 2018 and $43.2 billion in 2019 on rev-
enue of $812 billion in 2018 and $838 billion in 2019 (Hanlon, 2007, p. 9; IATA,
2019a, 2020a). The industry provides travel service to almost every country in the
global context with aircraft fleet of 29,507 in 2018 and 29,697 in 2019 (IATA,
2019b, 2020b). It has played a crucial role in the creation of a global economy in
terms of both its own operations and its impacts on related industries, including
but not limited to, aircraft manufacturing and tourism. More than 65 million jobs
in 2018 and 88 million jobs in 2020 are globally supported in aviation and related
tourism, of which 10.2 million people in 2018 and around 11 million people in
2020 work directly in the aviation industry, including airlines, air navigation ser-
vice providers, airports, the civil aerospace sector, which manufactures aircraft
systems, frames, and engines (ATAG, 2018, 2020).

Historically, major technological developments have occurred during the
growth phase of the airline industry such as the introduction of jet airplanes for
commercial use in the 1950s, and the development of wide-body “jumbo jets” in
the 1970s (Belobaba, 2015, pp. 1-2). Starting from 1978, the economic deregula-
tion of airlines has been in effect leading to cost efficiency, operating profitability,
and competitive behavior affecting both domestic air travel within each country
and the continuing evolution of a highly competitive airline industry.

The airline industry has its own unique characteristics: (1) high growth rate
versus low levels of profitability; (2) highly competitive structure; (3) monopolistic
or oligopolistic structure; and (4) capital-intensive structure.

(1) The industry has a high rate of growth accompanied by low levels of profit-
ability (Hanlon, 2007, p. 5; AICPA, 2016). As an evidence of growth, indicators
show that airlines transported approximately 960 million passengers in 1986, 1.6
million in 1999, 4.4 billion in 2018 and 4.5 million in 2019 (Yergin, Evans, &
Vietor, 2000; Isack & Tan, 2008; IATA, 2019b, 2020b).

On the other hand, profitability of the industry has been sensitive to economic
factors such as the ability to attract and retain business and leisure passengers, the
effects of political and strategic issues like hostilities, acts of war, terrorist attacks,
and expansionism (AICPA, 2016; Isack & Tan, 2008; Lyth, 1996), disease and
epidemics like COVID-19, the cost and availability of aircraft insurance, fluctua-
tions in the cost of aviation fuel, competitive pricing policies, and government
regulation (AICPA, 2016) as well as high operating costs for wages, jet fuel, main-
tenance, and depreciation expenses (Straszheim, 1969; Isack & Tan, 2008) versus
changes in average fare levels and passenger demand (AICPA, 2016). Profitability
indicators show that airlines are less profitable due to increases in expenses of
$766 billion in 2018 and $795 billion in 2019 with a particular focus on increases
in fuel costs, with net income of $27.3 billion in 2018 and $26.4 billion in 2019
(IATA, 2019a, 2020a).

(2) It is a highly competitive industry due to the following parameters: fare
pricing, customer service, routes served, flight schedules, types of aircraft, safety
record and reputation, code-sharing relationships, in-flight entertainment sys-
tems, and frequent-flyer programs (AICPA, 2016).
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(3) It shows a monopolistic or oligopolistic structure. While the paper of Tan,
Tower, Hancock, and Taplin (2002) included 80 airlines from 52 countries for an
average of 1.5 airlines from each country, this chapter includes 79 airlines from
44 countries for an average of 1.79 airlines from each country. The same structure
exists today.

(4) It is capital-intensive. The aircraft fleet is either owned or leased. Before
leases were accounted for according to IFRS 16 under International Financial
Reporting Standards (IFRS) and ASC 842 under United States Generally
Accepted Accounting Principles (US GAAP) (Marsap & Yanik, 2018), airlines
had reported approximately 80% of the aircraft fleet on the statement of finan-
cial position (i.e., around 80% of airline’s aircraft fleet is owned or leased under
finance leases) and approximately 20% of its aircraft fleet as well as various build-
ings (under off balance sheet leases) (Tan et al., 2002). However, currently, all
leased assets and liabilities regardless of whether they are under finance or oper-
ating lease will be reported on the statement of financial position as soon as an
airline adopts IFRS 16 or ASC 842 so that the statement of financial position
reflects the liquidity, solvency, and debt/equity structure of an airline.

The objectives of this chapter are to indicate the diversity of the historical
financial reporting framework in the airline industry, to determine the trend of
IFRS adoption in the airline industry as of the year 2018, to indicate the determi-
nants of IFRS adoption in the industry and set forth the jurisdictional versions
of IFRS from the perspective of IFRS financial statements of airlines.

Within the framework of these objectives, this chapter is important because
it gives users of airline-related financial information the opportunity to be
informed about an industry that is financially sensitive in nature through a com-
mon denominator in the reporting of financial situation, financial performance,
and cash flows at the financial reporting framework level.

This chapter has the following structure: Section 2 presents a literature review
of financial reporting of airlines in the context of diversity and harmonization;
Section 3 explains the data, accounting period for the data, constraints of the
research and the research methodology; Section 4 discusses the diversity of
financial reporting frameworks adopted by airlines considering past and present;
Section 5 summarizes the determinants of IFRS adoption in the airline indus-
try and jurisdictional versions of IFRS. Finally, Section 6 presents concluding
remarks along with main findings.

2. LITERATURE REVIEW ON FINANCIAL REPORTING
CONSIDERING DIVERSITY, HARMONIZATION,
AND AIRLINE INDUSTRY

Accounting diversity is the difference between accounting and reporting practices
of different countries in (a) accounting measurement, (b) financial disclosure, and
(c) auditing practices (Choi & Levich, 1991).

Diversity in accounting has been part of the debate in the airline industry
since 1992. Industry-specific primary areas of accounting leading to diversity
were determined through KPMG’s and International Air Transport Association
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(IATA)’s 1992 survey of airlines’ annual reports. This survey detected diversity of
adopted accounting policies in airline financial reporting in the following areas
(Tan et al., 2002): (1) unrealized foreign-exchange differences; (2) frequent-flyer
accounting; (3) aircraft depreciation; (4) revenue recognition; (5) maintenance
costs; and (6) lease accounting.

As a result of these observations, the IATA Accounting Policy Task Force
issued 6 Airline Accounting Guidelines between 1994 and 1997 to minimize
diversity and to improve the comparability of financial statements of airlines:
(1) AAG 1: Translation of Long-Term Foreign Currency Borrowings; (2) AAG
2: Frequent-Flyer Programme Accounting; (3) AAG 3: Components of Fleet
Acquisition Cost and Associated Depreciation; (4) AAG 4: Recognition of
Revenue; (5) AAG 5: Accounting for Maintenance Costs; and (6) AAG 6:
Accounting for Leases of Aircraft Fleet Assets.

To observe the effects of these guidelines on airline financial reporting, Tan
et al. (2002) examined the level of diversity in airline reporting from the perspec-
tives of measurement and disclosure using a sample of 80 airlines considering
their 1997/1998 annual reports. The results of this research indicate that airline
financial reporting became more uniform, and comparability of airline financial
reporting was improved.

In 2016, the IATA Industry Accounting Working Group (IAWG) issued four
Airline Disclosure Guidelines to provide comparability of financial statements in
the airline industry. These guidelines cover (1) Hedge Accounting under IFRS 9;
(2) maintenance accounting; (3) aircraft acquisition cost and depreciation; and
(4) segment reporting (IATA, 2016a, 2016b, 2016c, 2016d).

In 2020, IAWG has recently issued three Accounting Guides to ensure com-
parability of financial statements: (1) IFRS 9 Financial Instruments; (2) IFRS 15
Revenue from Contracts with Customers; and (3) IFRS 16 Leases (IATA, 2020c,
2020d, 2020e).

The objective of former and current guidelines was to try to minimize the
diversity and improve uniformity of accounting and financial reporting in the
airline industry. However, it should be noted that these guidelines are based on
accounting policies, and accounting policies are subsections of financial report-
ing frameworks like US GAAP and IFRS.

Therefore, the aim of this chapter is to take an overall picture of the financial
reporting framework adopted by airlines in the global context considering past
and present before moving on to further research.

3. DATA AND RESEARCH METHODOLOGY
3.1 Data

The sample of this research is made up of listed and non-listed airlines whose
financial statements are available on their websites without language barrier
regardless of whether they are member of IATA. Within the framework of these
parameters, a sample of 79 airlines from 44 countries was established using the
regional classification of IATA (Table 1). This sample consists of around 6% of
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Table 1. Geographical Distribution of the Sample of Airlines.

Number of Airlines

Americas 22
Europe 22
Africa — Middle East 9
Asia - Pacific 20
China — Northern Asia 6

1.303 commercial airlines whose financial statements are publicly available in the
market as of 2018 (ATAG, 2018).

3.2 Accounting Period for the Data

The sample focuses on annual reports of airlines for the accounting period ended
on December 31, 2018, to analyze current financial reporting practice in the air-
line industry. However, the end of accounting periods, sometimes vary from one
country to another. In such cases, annual accounting periods ended on January 1,
2019, March 31, 2019, May 31, 2019, June 30, 2019, and September 30, 2019,
were equivalent to the annual accounting period ended on December 31, 2018.

In addition, the sample uses the most recently available historical annual
reports for analyzing historical financial reporting practice in the airline industry
before the IFRS adoption regardless of the end of accounting period.

3.3. Constraint of the Research

A limited number of airlines (Air Malta, Ethiopian Airlines, Oman Air, Precision
Air, PNG Air, Qazaq Air, and South African Airways) whose 2018 annual reports
were not available were excluded from the sample considering 2018 as the com-
mon denominator of the annual accounting period.

3.4 Research Methodology

This research collects data and assesses those data using the frequency of distri-
bution method regarding the financial reporting framework adopted by airlines
considering past and present.

4. FINDINGS AND DISCUSSION

4.1 Financial Reporting Framework in the Airline Industry in the Past

Regarding the history of financial reporting framework in airlines, this research
detected historical annual reports of 28 airlines (Table 2). By analyzing avail-
able historical annual reports of airlines, this research points out the following
4 issues:

1. The majority of airlines prepared their financial statements in accordance with
generally accepted accounting principles or national accounting standards of
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Table 2. Former Regulation of Financial Reporting in the Airline Industry.

Region Country Former GAAP/Standards
Americas

GOL Linhas Aereas Brazil (BR) BR GAAP - US GAAP
Air Transat Canada Canadian GAAP

WestJet Canada Canadian GAAP

Air Canada Canada Canadian GAAP
Cargojet Airways Canada Canadian GAAP
Aeromexico Mexico Mexican Financial Reporting Standards
Copa Airlines Panama US GAAP

China and Northern Asia

Cathay Pacific Airlines Hong Kong (HK) HK GAAP

China Airlines Chinese Taipei Chinese GAAP

Europe: EU, EAA, and Others

Air France - KLM Group France French GAAP

Lufthansa Germany German GAAP

SAS Group Sweden Swedish Accounting Standards
Air Partner UK UK GAAP

Easy Jet UK UK GAAP

British Airways UK UK GAAP

Fast Jet UK UK GAAP

Aer Lingus Ireland Ireland GAAP
Norwegian Air Norway Norwegian GAAP
Turkish Airlines Turkey Turkish GAAP

Africa & Middle East

Comair South Africa (SA) SA GAAP

Emirates UAE IFRS

Asia — Pacific

Regional Express Australia Australian GAAP
Qantas Australia Australian GAAP

Virgin Australia Australia Australian GAAP
Korean Air Korea Korean GAAP

Asiana Airlines Korea Korean GAAP

Air New Zealand New Zealand (NZ) NZ GAAP

Singapore Airlines Singapore Singapore Accounting Standards

their country of incorporation leading to diversity in measurement and dis-
closure from one country to another unless countries with similar cultures,
environments, and external factors such as similar background features like
laws and company structures have similar accounting systems and thus similar
accounting practices (Nobes, 1992, 1998).

. Copa Airlines whose country of incorporation is Panama prepared its finan-
cial statements in accordance with US GAAP due to being listed in New York
Stock Exchange (NYSE).

. GOL Linhas Aereas whose country of incorporation is Brazil had dual report-
ing in accordance with BR GAAP and US GAAP.

. Emirates prepared its annual reports in accordance with IFRS since 1994. It
looks like that it is the oldest airline reporting under IFRS. This quite early
adoption of IFRS at this airline compared to other airlines may be explained
by coercive, normative, and mimetic pressures over the United Arab Emirates
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