VEDDER PRICE

Aviation Regulatory Bulletin

December 2006

Business Aircraft Operations and Regulatory Concerns

Business aircraft use is a practical, cost-effective alternative to commercial air travel. When used wisely, business
aircraft offer significant benefits over commercial air travel, such as increased productivity, security, convenience,
and lower travel costs. However, before a company decides to purchase or lease an aircraft, the company should
conduct considerable planning and assess all of the various ownership and use options, including performing a
thorough analysis of the regulatory framework in which commercial aircraft operate.

As an initial matter, a company must determine which ownership or use option—i.e., buy, lease or charter—is
right for its unique needs, and whether the company can take advantage of the tax benefits associated with aircraft
use. Some companies desire a great deal of control and management of their aircraft while others simply want
a turnkey operation in which they out-source the management responsibilities. In determining how to proceed,
companies must be mindful that the Federal government regulates aircraft use heavily and improper use may
result in a civil penalty and denial of insurance coverage in the event of an accident.

In sum, the first step involved with aircraft use is for a company to assess its needs and potential use of the
aircraft and verify that its intended uses are consistent with the applicable regulatory requirements. The creation
of a comprehensive Aircraft Use Policy is perhaps the best way to ensure regulatory compliance.

SEC Issues

The Sarbanes-Oxley Act of 2002 (the “Act”) affected business aviation in three important ways. First, public
companies are now required to certify the value of the business aircraft use perquisites granted to executives as
“other annual compensation” in their annual reports and proxy statements. This raises the vexing issue of how
to estimate the value of such use, especially as the penalties for failing to account properly for such use are real.
See In the Matter of General Electric Company, Administrative Proceeding File No. 3-11677 (Sept. 23, 2004);
SEC v. Kozlowski, et al., 02 Civ. 7312 (S.D.N.Y. 2002); SEC v. Adelphia Communications Corporation, et al.,
02 Civ. 5776 (S.D.N.Y. 2002). Unlike the Internal Revenue Service’s (IRS) Standard Industry Fare Level (SIFL)
and Fair Market Value (FMV) valuation methods for imputed income, the Securities and Exchange Commission
(SEC) requires companies to determine the value of the perquisite “on the basis of the aggregate incremental
cost to the registrant and its subsidiaries.”

Second, the Act requires a company to “disclose all material off-balance sheet transactions, arrangements,
obligations (including contingent obligations), and other relationships” that “may have a material current or
future effect” on its financial condition. Until recently, off-balance-sheet transactions, commonly referred to as
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synthetic leases, were a popular way to account for business aircraft. Now, in view of the negative perceptions
associated with off-balance-sheet transactions, companies might want to reconsider their use.

Third, the Act prohibits personal loans to executives. Company loans were a common method for an executive
to purchase an aircraft and often they served a mutually beneficial purpose in situations in which an executive’s
personal use of the aircraft might have been significant, yet the company did not want to purchase an aircraft.
However, given the potential for abuse, the Act now prohibits this practice.

Also, on September 8, 2006, the SEC published its final rule (Final Rule) regarding executive compensation
and related personal disclosure. Specifically, the SEC explained in the Final Rule that “business purpose or
convenience does not affect the characterization of an item as a perquisite or personal benefit where it is not
integrally and directly related to the performance by the executive of his or her job.” Specifically, a company’s
decision to make its aircraft available for executive personal use for security purposes does not affect the
characterization of the aircraft use as a perquisite or personal benefit. The presence of a company security
policy requiring an executive (or an executive and his or her family) to use company aircraft for personal travel
does not affect the conclusion that such use is a perquisite or personal benefit.

The Final Rule also made clear that the amount attributed to perquisites and other personal benefits for IRS
purposes is not the aggregate incremental cost for SEC disclosure purposes. The cost of aircraft travel attributed
to an executive for IRS purposes is not generally the incremental cost of such a perquisite or personal benefit
for purposes of SEC disclosure rules.

Personal Use Should Be Handled Very Carefully

Personal use of business aircraft is an extremely desirable perquisite for executives, but such use is heavily
regulated. Most companies, for example, do not realize that the Federal Aviation Administration (FAA) and
the IRS have inconsistent positions on reimbursements for personal aircraft use, which makes personal use
very difficult to handle properly. FAA requirements effectively bar reimbursements except in very limited
circumstances. While IRS regulations allow reimbursements, the Service requires companies to impute income
to an employee that equals the value of the aircraft personal use less reimbursements. Companies must also
use the same valuation method (i.e., SIFL or FMV) during the entire tax period.

Unfortunately, the personal use of business aircraft may also have a negative impact on whether a company
may take full advantage of an aircraft’s depreciation allowance. Moreover, as a result of the American Jobs
Creation Act of 2004, a company’s tax deduction associated with personal use of an employer-provided aircraft
is limited to the amount that the company imputes as income to the one using the aircraft.

The FAA will allow personal use reimbursements when operating under a time sharing agreement. A time
sharing agreement is “an arrangement whereby a person leases his airplane with flight crew to another person,
and no charge is made for the flights conducted under that arrangement other than” the direct operating costs
plus 100% of the fuel costs. However, time sharing agreements are subject to federal excise tax since the IRS
considers such agreements commercial in nature.

Thus, a company would be wise to develop a comprehensive personal use reimbursement policy to address
the various regulatory concerns prior to being stuck in a regulatory quagmire.




Aviation Regulatory Bulletin—December 2006 VEDDER PRICE

Creating A Special Purpose Entity To Operate An Aircraft Likely Violates FAA Regulations

In an effort to limit liability, many companies often make the mistake of creating a special purpose entity (SPE)
with its sole business function the ownership and operation of aircraft. Typically, the subsidiary owns the aircraft,
employs pilots, operates the aircraft under Part 91 of the Federal Aviation Regulations for other entities within
the corporate family, and seeks reimbursement.

However, the FAA would likely view the SPE’s “major enterprise” or “primary business” as transportation by
air for compensation or hire and, therefore, would require the SPE to possess an air carrier operating certificate.
Failure to obtain an operating certificate has serious consequences. For example, the FAA assessed a 33 million
civil penalty against a company for performing 49 flights without an air carrier certificate. Obtaining such an air
carrier certificate is time consuming and expensive, and imposes taxes and numerous restrictions not applicable
when flight operations are merely “incidental” to the primary business of the operator.

Accordingly, instead of an SPE, companies may want to consider creating a flight department division
within a parent or subsidiary. As a practical matter, any potential reduced liability sought by creating a flight
department SPE must be weighed against the cost and expense of obtaining a Part 121 or Part 135 operating
certificate or the risk of whether an insurance company would honor a policy in the event of an accident since
a policyholder operating without the certificate may have violated Federal Aviation Regulations.

Formore information, please contact David M. Hernandez at 202-312-3340 (office); 202-403-1678 (mobile);
or e-mail at dhernandez@vedderprice.com.

David M. Hernandez is a Shareholder with the law firm Vedder, Price, Kaufman & Kammholz, P.C., one of the nation’s
leading aviation and finance law firms. Mr. Hernandez is a member of the Aircraft and Equipment Finance Practice
Groups and adds a valuable skill set well suited for a wide range of aviation and regulatory issues. A graduate of the
U.S. Air Force Academy and Northwestern University School of Law, Mr. Hernandez is a former U.S. Department of
Transportation Honors Attorney and a former FAA Trial Attorney/Prosecutor. Mr. Hernandez also earned a master’s
degree in Business Administration from Monmouth University while serving on active duty as an Aircraft Maintenance
Officer in the U.S. Air Force.
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