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UMNITED STATES OF AMERICA
DEPARTMENT OF TRANSPORTATION
OFFICE OF THE SECRETARY
WASHINGTON, D.C.

Issued bv the Depariment of Transportaticn
on the ?3rd day of June, 1983

- — Served: Aupust 19, 1998
foint Application of ¢ &

AMERICAN INTERNATIOMNAL AIRWAYS, INC.
and Docket QST-97-3011— 2
KITTY HAWK AIRCARGQO, INC.

for approval of a transfer of route authority under
4% U.5.C. 41105

ORDER MAKING FITNESS DETERMINATIONS AND
GRANTING OF FACTO TRANSFER OF AUTHORITY

Sumimary

By this order, we (1) find that Kitty Hawk Aircargo, Inc. (*Kitty Hawk™) and American
[niemational Airways, Inc. (“AIA™) coninue to be fit o conduct the ar transportation
operadons for which they hold econemic authority; and (2), grant a de jfacro transfer under
section 41105 of Title 49 of thg United States Code (“the Statute™) of the certificate and other
economic authorities held by AIA and a related air taxi cperator, Kalitta Flying Service, Inc.
{*KF5"), to AIA and KFS, respectively, under the ownership of Kitry Hawk, Inc. (*XHI"),
the holding company parent of Kitty Hawk.



3%

Applications

On September 3, 1997, in accordance with the provisions of section 204.5 of our rules (14
CFR 204,5) that require air camriers to notify us of substantial changes affecting their
operations, Kitty Hawk, located at the Dallas-Fi. Worth International Airport, Texas, and
ATA based in Ypsilant, Michigan, advised the Department that they proposed to enter into an
agreement and plan of merger whereby KHI wouid acquire ail of the outstanding common
stock of AIA and four other companies under the sole ownership and control of Mr. Conrad
A. Kalitta {“the Kalitta companies™).l The agreement provides that AIA and the other Kalitta
companies would become separate subsidiares of KHI and would continue to be operated
independently of Kitty Hawk unt] merger plans are finalized, On September 9, the
Department asked the two parties to furnish certain information on the forthcoming transaction
and on Kitty Hawk’s and AIA’s continuing fitness.

Um Qctober 14, 1997, Kitty Hawk and ALA jointiy fli=d an application with the Depariment in
Docket OST-97-3011 seeking_approval under section 41105 of the Statute of the de facro
transfer of ALA's certificate and other economic authorities to ATA under the ownership of
KHI.? A partial response to our information request of September % was included with this
submission, with the balance of the information filad on October 14 and 31, and on March 23
and April 13, 19983

After reviewing all of the documents filed and other information available to us, as more fully
discussed below, we find Kitty Hawk and Ala fit and the de focro transier in ithe pubiic

interest.

' In addition o AIA, the Kalitta companies include the following: Kalitta Flying Service, Inc.
(“KF57}, a Part 298 air taxi operator with authority to operate non-scheduled flights to Canada;
American International Travel, Inc. (“AIT™), which arranges travel services for employees of the
Kalitta companies; Flight One Logistics, Inc. {*FOL™), a provider of air cargo wansport logistics
services to shippers; and O.K. Turbines, Inc, (“OK™), which holds Part 298 air taxi authority and
provides aircraft maintenance services 1o AIA and other airiines. In addition, AIA has a 60 percent
partnership interest in American International Cargo (“AIC™), which provides freight forwarding
services hetween the Continental U.8. and Hawail, among the Pacific islands, and ta the Pacific rim.
The remaining 40 percent interest in AIC is held by Pacific Aviation Logistics, Inc., a California
corporation wholly owned by Ms. Beti Ward. The applicants state that the stars of AIC is unaffected
by KHI's acquisition of the ¥aiitta companias.

2 The applicants also jointty filed an application for an exemption from section 41105 to the extent
necessary to allow KHI and AlA to close on the acquisition transaction pending our action on the Je
Jacio transfer request. By Order 97-11-8, issned on November 6, 1997 (Dockst OST-97-3015), we
granted the exemption, oo condition that Kitty Hawk and AIA remain separate entities umil ouor
decision on the de facto ransfer had been made.

3 This marterial included copies of the Agreement and Plan of Merger among KHI and the Kalita
companies dated September 22, 1997, KHI's Form 5-1 Registration Statement as filed with the
Securhiies and Exchange Cummmsmn an September 22, and KHI's SEC Form 10} for the qua.rte.r
ended September 30 and its Form 10K for the year ended December 31, 1997.



FITNESS OF KITTY HAWK AND AlA

Pre-Acquisition Ownership

Kitty Hawk

Kitry Hawk, a Delaware corporation located ar Dallas-Ft. Worth Intemational Airport, Texas.
was found fit in 1989 and issued an interstate all-cargo air transportation certificate under
section 41103 of the Statute.* The carrier was also issued, but curremily does nor utilize, a
certificate under section 41102 of the Statute (Order 93-7-13, served July 8, 1993) authorizing
it to engage in foreign scheduled air transportation of property and mail between Miami,
Florida, and Santo Dominge, Dominican Republic. The carrier conducts carge charter flights
with a flest of about 34 aircraft -- 22 B-727s, five DC-9s, and seven Convair 600/640s.3

Prior to KHI's acquisition of the Kalitta companies, only Mr. M. Tom Christopher., Chairman
and Chiaf Executive Officer of KHI, held a substantial beneficial interest (approximately 64
percent) of KHI's comman stock, which is publicly traded.

Th i 1l

The Kalitta companies are incorporated under the laws of the State of Michigan. Prior to their
acquisition by KHI, they were awned solety by Mr, Kalitta, who had served as their Chairman
and Chief Executive Officer. AIA holds economic authority authorizing it to engage in
interstate and foreign scheduled and worldwide charter air transportation of cargo, and
interstate scheduled and woridwide charter air transportation of passengers.® The carrier's

4 That centificate was originally issued by Order 89-4-15 on Aprii 7, 1989. By Order 89-8-38, dated
August 23, 1989, the certificate was reissued and made effective. By Order 92-12-13, dated December
10, 1992, Kitty Hawk's cetificate was reissued in the name “Postal Air, Inc.,” and by Order 93-1-25
on January 22, 1993, the certificate was reissued again in the name “Kitty Hawk Aircargo, Inc.”

5 Kitty Hawk agreed in September 1957 to purchase from AIA for $51 million 16 B-727 aircraft, of
which 15 are in cargo configuration and one is in passenger configuration.” Thus far, all but severn of
the aircraft are now being operatad by Kitty Hawk. ALA has assigned o Kitty Hawk the freight
contracts related to the aircratt and will continue to fly them under an operating agreement with Kity
Hawk uniil the latter company can integrate the aircraft imo its operations. AlA, which is using the
proceeds to acquire and modify wide-body aircraft and to provide working capital, has the right under
certain circumstances to repurchase thirtean of the aircrait.

§ In 1967, Mr. Kalitta established Connie Kalitta Services, Inc. (“CKS™, which initially aperated
_small aircraft as an air taxi operator under Part 298, By Orders 84-4-35 (April 11, 1984) and 34-11-45
{Septernber 17, 1984), CKS recaived certificates authorizing it to engage in interstate all-cargo aic
transportation and foreign charter cargo air ransportation, respectively. CKS subsequently acquired
AlA, which had ceased certificated operations following a Chapter 11 filing. After the acquisition, we
found AIA fit to resume operations under its own name and under the trade name “Connie Xalina
Flying Service,” and reissued AIA's interstate air transportation certificate (Order 89-5-40, dared
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flights are performed with a fleet of about 40 aircraft, including 19 DC-8s, seven B-727s,
eight L-1011s, and six B-7475.7 The company is in the process of acquiring three additional
B-747s.

In addition to its scheduled cargo service, AIA operates under contracts with the U.S. Postal
Service and the Air Mobility Command. AIA's American Internarional Freight division
arranges overnight and second-day air service to 46 U.5, cities for up to a million pounds of
cargo each night, The cartier also provides passenger charter service with rwo L-1011s and
two B-747s for tour operators, cruise fines, universities, and for various foreign and domestic
alT carriers.

Two other Kalitta companies, XFS and OK, hold Part 298 air taxi authonty. KFS3, basad at
Ypsilanti, conducts on-demand cargo, passenger, and emergency medical flights 10 domestic
and foreign points with a.fleet of about 30 zircraft that can iransport from four to eight
passengers or from 1,500 to 4,000 pounds of cargo, including Beech 13s and Lear Jets. KFS
is designated to provide non-scheduled air transportation between the U.S. and Caada with
small aircraft. OK, located at the former Wurtsmith Air Force Base at Oscoda, Michigan,
provides aircraft maintenance and engine overhauls for the Kalitta companies and other airline
customers. It holds no foreign economic authority.

May 18, 1989), effective for air tramspertation of property and mai} only (Crder 91-2-43, dated
February 27, 1991). In 1991, the small-aircraft division of CKS was spun off into a separate
corporation, named KFS. By Crder 93-4-36, dated April 16, 1993, AJA, which had changed its trade
name to “Connie Kalitta Services,” was fornd fit 10 engage in passenger-carrying operations.

In addition, AIA holds the following authorities to engage in foreign air transportation: (1) a five-
year experimental certificate to provide cargo air service between Miami and Manaus, 5a0 Paulo,
Recife and Rio de Janeiro, Brazit, via Bogota, Colombia (Order 96-6-12); {2) certificates to engage in
cargo air transportation between points in the U.S. and points in Austraiia, New Zealand, Taiwan, and
Hong Kong (Order 95-9-23); between poings m the U.S. and points in Costa Rics, Colombia, Belize,
Fi Salvador, Guatereala, Honduras, Nicaragua, and Panama (Order 95-9-23, amemxled by Order 97-10-
%): and between points in the U.S. and Singapore and Indonesia {Order 97-11-2); (3) exemption
anthority to provide cargo air service between Miami and Quito and Guayaquil, Ecuador, including
authority to integrate these services with irs existing authority to serve Colombia, and allocation of
thres narrow-body cargo frequencies (Order 97-8-20), and between the co-terminal points Honolulu
and Guam and Jakarta, Indonesia, via the intermediate point Melboumne; Australia (Order 96-7-42);
and {4) various statements of authorization for long-term wet-lease sexvice 10 Aerolineas Argentinas,
TACA, NICA, and AVIATECA. In addition, AIA has an application pending before the Departmen
to serve Veneruels (Docket 42577) and has requested that its de faczo transfer application i Docket
O8T-97-3011 inciude this and any other authorities subsequently requested or granted.

7 Two additional B-747s are grounded due io their not meeting FAA airworthiness requirements {soe
discussion under the section “Operating Plans and Financial Condition”™ below).



Posi-Acquisition Qwnership

O November 19, 1997, KHI, AIA, e al.,® consummated an apreement and plan of merger
dated Septemnber 22, 1997, whereby, in exchange for the stock in the Kalitta companies, Mr.,
Kalitta obtammed an ownership interest 11 KHI amounting to approximately 24 4 percent of the
shares of KHI then outstanding, while Mr. Christopher's interest decreased to approximarely
35.5 percent of XHI.?

Management

Kitty Hawk and AlA are continuing to operate as separate entities untl the eventual merger of
the two carriers. The applicants state thag, until that time, no changes in the management of
cither company are planned, except in the composinon of the board of directors of KHI.
Foliowing the closing of the acquisition, the KHI board of directors increased from six to
seven positions, Three of these seats have bezn filled by Mr. Kalitta and two individuals
chosen by him (Messrs. George W. Kelsey and Philip S. Sauder). The remaining four seats
were retained by Mr. Christopher and three other cumrent KHI board members (Mhessrs.
Tilmon J. Reeves, Ted J. Coonfield, and Lewis §. White), 1¢

Kitty Hawk

Mr. Tom Christopher formed Kitty Hawk in 1988 and now serves as Chairman and Chief
Executive Cfficer of KHI, Kitty Hawk, and AIA. Previously, he owned and operated several
air taxi operators, an air freight forwarder, and an aircraft leasing business.

% The partics to the agreement are KHI, five newly created subsidiacies of KHI (Kitty Hawlk-ATA,
Inc., Kity Hawk-AIT, Inc., Kity Hawk-FOL, Inc., Kitty Hawk-KFS, Inc., and Kinty Hawk-OK,
Inc.), Mr, M. Tom Christopher {majority stockholder of KHI), the five Kalita companies, and
Mr. Kalitta. At consummation, the five newly created KHI subsidiaries mergad into the tive Kalitta
companies, which then became wholly owned subsidiaries of KHI.

9 Following the acquisition, no other KHI shareholder owns more than 5.1 percent of the company s
stock.

10 Mr. Kelsey, who has practiced law for 27 vears, has been a director of AIA since 1995 and has
served as its principal outside counsel. He owns Kelsey Law Offices, P.C., located in Ann Arbor,
Michigan.

Mr. Sauder has aso been g director of AlA singe 1995, He is a ilmited parmer of Carlisle
Enterprises, L.P., which acquires manufacturers of enginesrad products, and is the Chairman and
Chief Executive Officer of Aipha Technologies, Inc., a mamufagturer of instrumentation for the
polyvmner and rubber industries.

Mr. Reeves serves as President of both KHI and Kitry Hawk.

Mr. Coonfield, a director of KHI since 1994, is President of Oregon Wine Designs, Inc., a wine .
productin and marketing company. He also works as 3 consultant with Performance Consuiting
Group, a speciaiist in management consiliing for banks and.insurance companies. -

Mr. White was elected to the board of KHI in 1994. Since 1988, he has been President of L. 5.
White & Co., which is engaged in business planning, finance, acquisitions and restructurings.



Mr. Tilmon J. Reeves joined Kitty Hawk in 1992 as Vice President, and was named President
and Chief Operating Officer of KHI in 1993, He relinquished the latter position upon
consummation of the acquisition, and now serves as President of both KHI and Kitty Hawk.
Before joining Kitty Hawk, Mr. Reeves was employed as Vice President-Sales of Express One
Internarional and Managing Director-Cargo Services for American Airlines,

Mr. Tej Raj has been Kitty Hawk's Director of Operations since 1989. His prior experience
includes serving as Chief Pilot for one of Mr. Christepher’s air taxi operators, Skyfreighters
Corporation, as a pilot for General Aviation, Inc., Kitty Hawk’'s predecessor, and for
Corporate Air, Inc., of Hartford, Connecticut. Mr. Raj is a citizan of India and a permanent
resident of the United States. He holds an Airline Transport Pilot Certificate from the FAA.

Mr. Joseph T. Longacre jeined Kitty Hawk in 1992 as Chief Inspector for jet operations and
now holds the positien of Direcior of Maintenance. Mr. Longacre, who holds an FAA-issuad
Airframe and Powerplant Mechanic Certificate, has spent 2 total of 21 years in aircraft
maintenance positions. In addition to Kitty Hawk, he has worked for Awmerijet International
Airlines, the original Midway Airlines, Florida West Airlines, and the original Pan American
World Airways. :

Mr. Gregory V. Embree is its Director of Quality Contrel.  Over his 19-year aviation career,
Mr. Embree has held maintenance and inspection management positons with Interstate
Airlines, Pacific Interstate Airlines, Gas Turbine Corporadon, Buffalo Arrways, and UlrAir.
He nholds an Airframe and Powerplant Mechanic Certificate issued by the FAA,

Mr. Robert B, Stephens is Kitty Hawk's Chief Pilot. He holds an Airline Transport Pilot
Certificate with ratings for DC-8, DC-9, B-727, and B-747 aircraft. Dunng his 26-year career
in commercial aviation, Mr. Stephens accumulated over 19,600 hours of flight time as a pilot
with Eastern Air Lines, KFS, Private Jet Expeditions, and Atlas Air. He also was employed
as Vice President/Director of Operadons and Chief Pilot with Private Jet, and as Vice
President-Operations with Polar Air Cargo.

AlA

Mr. Kalitta, who had served as Chief Executive Officer of AIA and the other Kalitta
companies, assumed-the titles of President of AIA and as Vice Chairman of KHI following the
acquisiion. He retired from his active management roles in April 1998, although he remains a
director and stockholder of KHI.

Mr. William L. Gray was named Chiaf Operating Officer/General Manager in 1995. In early
1998, following the departure of AIA’s Vice President of Operations, Mr. Gray todk on that
assignment, and upon Mr, Kalitta's retirement, was again named Chief Operating Officer of
AIA. Be holds Airline Transport Pilot and Airframe and Powerplant Mechanic Certificates
from the FAA. Prior to joining AIA, he managed the Flight Facility (including an FAA-
approved Repair Station) at the Environmental Research Institute of Michigan. He alse



worked for ten years for Zantop International Airlines i positions including pilot, check
airman, and hazardous marterials specialist. He also was employed zs Ditector of Operatons
for Wolvenne Aviation.

Mr. Michael F. Maracne joined ATA as Vice President and Chief Financial Officer in 1993
Previously, he was empioyed by Jered Brown Brothers. Inc., in several managenal positicns
including Vice President, Chief Financial Officer, and Controller, and by Arthur Andersen &
Co., as an aceountant.

Mr. Terry C. Austin joined ATA as its Director of Safety in July 1997, He holds an FAA Air
Transport Pilot Certificate and has over 7,800 hours of fiight time. Prior to accepting his
present position, Mr. Austin was employed as an FAA Air Carrier and General Aviation
Operations Inspector. He alse served in the U.S. Army Military Intelligence Command and Lis
Directorate of Evaluations and Standards.

Mr. Thomas A. Mealie was employed as AIA's Manager of Quality Assurance in April 1995,
subsequently held the positions of Director of Quality Conwol and Corporate Director of
Quality Control, and was named Director of Maintenance in January 1998, Mr. Mealie, who
nolds an FAA Airframe and Powerplant Mechanic Certificate, also worked for 25 years for
Trans World Airlines in positions that ranged from aircraft mechanic to Manager of Technical
Quality Assurance for the cafrier’s antire system.

Mr. Mark J. Guyon joined AIA in 1993 and was named Corporate Director-Guality Control in
JTanuary 1998. His previous aviation mainienance experience was oblaned over an 11-year
period with Rosenbalm Aviation as Assistant Director of Maintenance and Manager of
Maintenance Centrol, CKS as Manager of Maintenance Control, Flagship Express as Director
of Maintenance and Assistant Director of Quality Control, and Buffalo Airways as Chief
Inspector. He holds an Airframe and Powerpiant Mechanic Certificate from the FAA.

Mr. Donaid E. Joffrion has been AIA's Chief Pilot since 1995. He holds an FAA Airline
Transport Pilot Certificate and has fogged over 20,000 hours of flight ime. Before joining
AIA, Mr. Joffrion spent 23 years employed with three certificated air carriers. He warked as
a pilot and check airman with Southern Air Transport and Zantop International Airlines, and
as Director of Operations for Trans Continental Airlines. '

Based on the experience and background of Kitty Hawk’s and AIA’s key personnel and the
fact that they have been managing the carriers’ ongoing operations, we ¢onclude that Kitty
Hawk and AIA will continue to have the management skills and technical ability needed to
continue conducting their certificated operations. )

11 The FAA also evaluates certain of the carciers’ kay personnel with respect (0 the minimum
gualifications for ttose positions as prescribed in the Federal Aviation Regulations. The FAA's
evalnation of these key personnel provides an added practuval and in-person test of the skills and
technical ability of these individuals.



Operating Plans and Financial Condition
Kitty Hawk

Kitty Hawk has experienced profitable operations for the last six years. The carrier reported a
net income of $4.1 million for calendar year 1996 and $9.0 million for (997, As of
December 31, 1997, Kitty Hawk™s balance sheet showed current assets of $33.6 muilion and
current lizbilities of $29.6 million, for a current rattio of 1.20:1. long-term debt of 343.9
miilion, and stockholders® equity of $32.9 million.

The Kalitta Companies

For the years 1992 through 1995, the Kalitta companies achieved significant operating and net
profits. However, for calendar year 1996, they reported a combined operating profit of $21.5
million, but a net loss of $17,000, which nevertheless represented a considerable recovery
from a nat loss of $5.6 million for the first six months of 1996. The situation deteriorated
sharpiy in the first half of 1997, for which period the Kalitta companies recorded a combined
operating loss of $19.4 million and a net loss of $30.9 milion. The Kalitta companies
attribute this performance to a number of factors -- abnormally high engine cverhaul expenses
following the FAA’s issuance of new airworthiness directives, the voluntary grounding of two
B-747s that when fully loaded did not meet FAA cargo door safety standards (resulting in an
estimated $46 million in lost revenues over 18 months), start-up costs associated with the
company’s new passenger charter business, additional flight crew training expenses, delays in
acquiring aircraft, and lower military charter revenues.

As of June 30, 1997, the consolidated balance sheet for the Kalitta companies indicated current
assets of $105.4 million, current liabilities of $327.8 miilion!2 {current ratio of 9.32 t¢ 1), no
long term debt, and stockholders’ equity of $35.5 miilion.

The Form 41 data filed with the Department for AIA tself for the third quarter of 1997 show
that its operating profit of $6.7 was reduced to a net ioss of 32.5 million. In the fourth
quarter, ALA experienced an operating loss of $5.2 million and a net loss of $7.% million. The
carrier’s balance sheet (Schedule B-1) as of September 30, 1997, revealed a worsening
financial condition:- current assets of $76.7 million, current Habilities of $341.9 million
{current ratio of 0.22 to 1) and stockholders’ equity of $7.6 million. By year-end 1997, AlA’s
current assets were reported to the Department at $7%.2 millien {cash at -$1.2 million), current
liabilities at $357.8 million {current rato stll at 0.22 to 1), no long-term debt, and a
stockholders’ deficit of $7.9 million (including a retained carnings deficit of $5.2 million).

12 This current liabilities balance includes a total of $245.3 miliion of long-rerm debt and notes
payable that have been reclassified as current by the lenders because AlA is in defauit omder cerain
restrictive loan agreements, including defauits arising from failure to make certain principal payments.
Virtually all of the Kalirta companies’ debt has been personally guaranteed by Mr. Kalita.



o Positio

KHI believes that Kitty Hawk's and AlA’s established market positions, the size and variety of
their fleats, and their reputation for reliable service will provide a solid foundation for their
forthcoming merger. KHI expects to utilize more of the two carriers’ own aircraft, rather than
those of third parties, for the charter flights they arrange. XHI also expects to achieve
significant cest savings by integrating the carriers’ fleets, better matching aircraft capabilities
with customer nesds, consolidating duplicative ground facilities, increasing AIA’s crew
utilization, reducing Kitty Hawk's parts inventory and its reliance on outside maintenance
services, and lowering aircraft insurance premiums. KHI also expects that the carriers will be
able to expand their charter business and increase the maintenance services provided for third
parties. In addition, new financial accounting systems have been incorporated in ail of the
KHI companies 10 enhance cost control and faciliate the timely production of accurate
financial data.

ATA states that several of the problems that negatively affected its profitability in 1996 and
1997 sither will not recur or will have a reduced. impact in the furre, partcularly
extrzordinary engine overhaul expenses and passenger service start-up expenses. In addition,
AIA expects to provide military passenger-cargo charters in lieu of the reduced number of
military cargo-only charters available. AILA further expects operating profits will improve in
1998 particularly after the three B-747 aircraft being acquired are medified and integrated into
the fleet later in the year. KHI has stated that, in the future, the focus for the Kalifta
companies will be more on meeting profit goals than on expansion and increased revenuss, as
in the past.

In connection with the acquisition, KHI undertook a public offering of its common stock, from
which it received proceeds of $38.3 million, and a sale of KHI senier secured notes, from
which it received proceeds of $329.1 million. In addition, KHI obtained a 343.9 million term
loan (the proceeds of which paid most of the $51 million purchase price for the 16 7275
acquired from AIA), and z new $100 million revolving credit facility. Of the approximately
$413 million in proceeds from all the transactions {except the credit facility), $329.8 million
was used to repay or refinance existing AlA and Kitty Hawk indebtedness, $56 million went
toward the purchase and modification of two B-747s, $20 million went o pay the cash portion
of the purchase price, and $6 million was allotted to working capital.

According to KHI's SEC Form 10K for calendar year 1957, which reflects the ouicome of the
AIA acquisition and the allocation of the procesds from KHI's stock and securities sajes, the
consolidated companies had current assets of $277.3 million (including a cash balance of $17.3
million}, current liabilities of $166.3 million (yielding a current asset ratio of 1.67:1), long-
term debt of $392.2 million, and stockholders’ equity of $174.9 millien (including retained
earnings of $44.2 million). Consclidated operiting income for 1997 was reported at $34.6
miilion, and net income at $17.9 million from revenues of $137.3 millien.
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In addifion, KHI has a 3100 million credit facility with Wells Farpo Bank (Texas), N.A.,
which is subject to a current borrowing base limil of approximately $59 million, of which 515
million was outstanding as of March 31, 1998. KHI believes the credit line, the camers’ cash
flow, and the proceads of the stock and note offerings will be sufficient to meer working
capital and capital expenditure needs for at ieast the next 12 months.

While KHI's post-acquisition financial condition appears to be positive, thers are a number of
challenges that the company will face over the next few years which could significantly affect
its profitability. Although the proceeds of the $40 million stock offering and the $340 mil.ion
KHI sentor note offering has enabled about $328.7 million of AYA’s and KHI's existing debt
to be discharged and the B-747s 1o be acquired and modified, KHI has stll been left with
substantiat debt that will reserict its ability to respond {lexibly to expansion opportunities and to '
economic changes.

A significant KHI challenge c¢oncerns the expensive modifications that will need to be
undertaken to bring its fleet in compliance with FAA arworthingss and noise standards.
According to recent FAA information, about half of Kitty Hawk’s and AIA’s jet aircraft meet
the Stage 1Tl noise standards. The cost of retrofitting the rest of the jet fleet, which must be
accomplished by January 1, 2000, has been estimated by KHI at about $100 million, not
including the cost of aircraft downtime. 13

Moreover, the FAA's recent requirement that B-747 operators must undertake certain wiring
and other inspections and modifications stemming from concerns about the safety of older
B-747 center fuel tanks will have an as vet unknown financial impact on AIA. Some of the
work on this project must be completed this vear, and additional costly modifications may be
necessary in the future. '

With regard to the two previously mentioned B-747s that ATA had grounded in 1996 due to
FAA restrictions on its load levels, ¥ KHI siates that an engineenng redesign has been
identified which, if acceptable to the FAA, could enable one of the B-747s to be retumed to
service with the capacity to carry- 160,000 pounds, or about 73 percent of full capacity. A
resolution is still being sought for the structural problems of the second aircraft.

13 XHI has indicated that 20 of the B-727's belonging to AIA and Kitty Hawk will need t0 undergo
Stage HI retrofiting before the deadline in the year 2000, at an expected cost of about £36 milion, not
counting downtime. In additon, 14 of AIA’s DC-§ aircraft which do not meet the Stage HI
requirements may be phased out to avoid the rewrofit expense, which is estimated at about $50 million,
not including dowotime. '

14 The FAA issued an Airworthiness Directive in January 1996 restricting cargo loads on these two
B-74Ts t0 no more than 120,000 pounds (55 percent of maximum capacity) due to concerns about the
safety of the cargo door and the surrounding cargo floor area. The aircrafi were modified for cargo
transport by GATX-Airlog Company, against whom AIA has instouted litigation to recover repair
gxpenses and fost revenue. Mr. Kalitta has agraad to cover AIA's legal costs in exchange for the right
to remmbursement from any recoveries obtained from GATX.
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In addition, the FAA states that It ts preparing an Airworthiness Directive that will affect 28 of
KHI's 29 B-727s, seven of which ate operated by AILA and 21 by Kitty Hawk. After certain
B-727s were converted for cargo use according to one particular engineertng design, the FAA
determined that the cargo tloor structures and certain cargo-handling system comgponents did
not meet required strength standards. The FAA is proposing to dire¢t all operators of such
B-727 freighters to limir the weight of each cargo container or pallet to 4.800 pounds, or 60
percent of the current maximum of 3.000 pounds, until the structures meet FAA standards.
KHI notes that an alternative solution, that would enabie the aircraft to safely carry up to
6,000 pounds arter only munor modifications, would not result in an undue financial burden,

In consideration of the above, we conclude that KHI has a plausible plan tor combining the
operations of Kitty Hawk and AlA and thar it has obrained sufficient capital, for the present, to
support the continued certificated operations of the two carriers without impesing undue risks
on the public or their funds.

Safety and Compliance Disposition

Kitty Hawk

We have reviewed our records, including those of the FAA, with respect to any evidence of
Kitty Hawk compliance problems or consumer complaints. FAA records indicats that Kitty
Hawk has had two accidents and five incidems over the past seven years. Ome of the
accidents, a midair collision between a Kimy Hawk non-revenue flight and angther aircraift,
occurred after the Kiny Hawk aircraft was cleared to land in Ft. Worth in November 1991,
No one was injured, but tbe aircraft received substansial damage. The cause was atintbuted o
the failure of the pilots of both aircraft to observe and aveid each other. The second accident,
which ocecurred on a non-revenue flight on November 21, 1997, involved improperly secured
cargo. When the flight lifted off from Syracuse, unsecurad ballast (empty cargo paliets)
shifted to the rear of the cargo compartment. The crew aborted the takeotf, noted tbat there
was some damage in the tail saction, but decided to tie down the ballast and depart; the flight
landed successfully in Ypsilanti. The pilot-incommand was later cited for not performing an
adequate pre-flight inspection of the aircraft. The five incidents, which occurred over the
pertod August 1992-July 1996, invulved voe hard landing and four engine or sysiem
malfunctions. Other than the action against the pilot mentioned above, po enforcement actions
were taken by the FAA as a result of any of these events.

FAA records reveal flve open enforcement cases involving alleged violations by Kitry Hawk of
ragulations concerning emplovee drag tesing procedures and matntenance and airwortluness
requitements. The FAA stares that these cases, which may involve the imposition of eivil
penalties, will not be resolved for some time, but thar, in the meantime. the deficiencies which
gave rise to these actions have been corrected. The FAA states that it 15 satisfied with Kitty
Hawk's compliance disposition but that it is concerned about the company’s ability to integrate
the 16 additional B-727s into its operation. The FAA notes that this fleet expansion will
require the carrier o hire aporoximately 150 new flight crewmembers, which will place a
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strain on its tlizht and training operations. as weil av new mainterance personnel.  FARA
further states, however, that it has and will contmie w closely moniter Kitty Hawk's
oparations for any idication of ansale o7 non-compliant endencies.

The Departmment’s recornds on consumer complaings contain no references to any complaines
against Kitry Hawk over the past three vears. The Depanment’s Bureay of Transporaiion
Statistics states that Kitty Hawk has pertodically exhibited unacceptable compliance with our
Form 41 filing requirements. Currently. however, the company has no outstanding reports.

The Kalitta Crompanies

According o FAA and NTSE records, AlA has been involved in a number of accidents and
incidents over the past seven vears, although there (s no record of anv fatalities. Two
acciderus, tn 1991 and 1992, were the result of the piloi™s landing too far down a wet Tunway
and hydroplanung. Another in 1992 involved an encounmter with severs wrbulence, and one in
1994 resulted in a crew member experiencing severe oxygen deprivation because maintenance
personnel had failed to reinstall {and the flight crew had tailed to cbserve) an emergency door
removed for tepairs, making it unpossible to pressurize the cabin

NTSB files also contain information on an acewdent that occurred n 1993 while an AJA flight
was attempting to land at Guantanamo Bay. The arreraft statled and crashed into the water
after the pilet lost control of the angle of descent and airspeed.  Serious injuries to the three
crew resulted. The accident was atrributed to the fangue of the pilot and other crew. In
addition, in 1996, the cargo on an AlA {light shifted causing puncwures in the pressure
bulkhaad and a resulrant 1035 of pressure for a 15-minuse period. The company’s maintenance
personnel were faulted for failing to adequatelv secure the cargo. and the flight crew was cited
for fmlure to detect the problem in the preflight inspection.

Based on inspections of ALA conducted during 1995 and 1996, the FAA found that the carrier
appeared to have violated a mumber of regularions governing such areas as pilot training.
welght and balance procedures. operations and maintenance mamal procedures, and contract
maintenance. The FAA and AIA entered into a consenr agreement in Jamuary 1997 under
whizh AJA agreed to make changes in certain company policies and procedures to resolve the
discrepancies uncovered in the inspections as well as those found in earlier enforcement actions
that remained open. !5 AIA agreed to pay 2 civil penalty of $450,000, although one-third of
this arnount was to be forgiven it ATA complied with all the provisions of the consent order.

153 The carrier agreed te make changes, according to a specified timewble. inchiding employing
additional operacions. maintenance, and quality assurance personnel; revising training programs and
recordkeeping systems: improving the flight and duty time tracking system: ammanging for the
regvaiuaeion of all check airmen; und expanding the reliabatiy deparunent to include menitoring of the
eftectiveness of the inspecton and maimtenance programs carried our by ALA or its contractors.
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In order to verity AIA’s compliance with the erms of the fanuary consent order. Faa
inspectors conductad a base inspection of the carmer in September 1997 during winch sevaral
discrepancies were discovered. All together, since the consent order was signed, the FAA has
instituted about 14 new enforcement actions in which civil penaltes have been proposed tor
alleged violations by AIA of regulations governing hazardous materials handling. equiprnent
operability, maintenance, center-oi-gravity calculatons, flight and dury time, and crew
qualifications. The FAA concludes that the recent enforcement actions do not place AlA in
violation of the terms of the consent order (m fact, thar enforcement case was closed m early
Jamuary 1998), and that it has found no other reason to conduct any large-scale wmspechon of
the carrier’'s operations.

The FAA’s compliance and safety records on KFS revealed that the air taxi operator has not
been the subject of any FAA enforcement actions involving operational or airworthiness
matters or civil penalties. Hawever, the carrier has had three nen-fatal accidents and two
incidents over the past five years, 18

TAA records on the other Kalitta air taxi operator, O.K. Turbines, mdicates no recent
enforcement actions and no accidents or iacidents. The company has a fleet of three HFB-320
aircraft.

No consumer complaints were found in the Department’s files naming amy of the Kalitta
compamnies. The Burean of Transportation Statistics reports that AlA's Forin 41 reporis have
been submitted in an overall timely manner.

In conclusion, our records show thar both carriers, bur particularty ALA, have had compliance
ditfficuites. Kiny Hawk has been wamed by the Departrment of possible enforcement action
because of its long-running failure to file its Form 41 reports ie a rimely manner. ALA. on the
other hand, has exhibited FAA compliance and safery deficiencies for some rime.

16 4 KFS cargo flishr that crashed in Baltimore in December 1992, killing the pilot, wus cansed
when unsecured cargo shifted to the rear. The investipaton concluded that the pilot had failed 0
perform an adequate preflight inspection, ther failed to maineain adequate speed, winch led o 2 stall
and the subsequent crash. In June 1994 at Detroit, a KFS non-revenue flight experienced a loss of fuel
pressure in one engine. , Despite the fact that the aircraft smlled, crashed, and bumed, no njuries wers
sustained in this accident, which was atwributed to improper fuel system maimtenance. In OCtober
1994, in Holland, Michigan, a pilot of 2 non-revenue flight landed hoth short and not properly aligoned
with the runway, damaging the left landing gear. The pilot returned to the KFS base, where the left
gear collapsed upon landing, The pilot was faulted for his poor landing at Hollapd., The two KFS
incidents, which happened in May 1994 and Jung 19935, involved (1) a déviation by the pilot of a cargo
flight from his assigned flighr leved, which was written up as a violation by the FAA; and (2) a loss of
conrol on a runway by a pilot vndergoing a re-examipgtion by i1 supervising pilot, who was cited by
the FAA for insdequate supervision.
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Wkilzs the carriers’ compliance histories are sroubling. their shamcomings are not so critical as
to warranr a finding that they are not fit. We are encouraged by thelr having demoenstraied a
mare positive attitude and taken steps to correct their deficlencizs. Kiny Hawk is now currenl
with its Form 41 reporting and the FAA is satsfied with AIA's compliance with the terms of
the consemt order.  Moreover, since Kitty Hawk is a geperally disciplined company rhat nas
maintained a retatively good FAA compliance and safety record, we are hopeful that s
managerment will bring about further improvement in AIA's compliance  disposition.
Nevertheless, because they are undergoing a period of cultural adjusunent folluwing the
acquisition, and because of uncertainties about the future use of and modifications 10 cerain
Jireraft i their fleess, we inend to onitor Kity [awk's and AlA’s compliance and sarery for
:he foreseeabie furure.

Citirenship

49 1.S.C. 41102 requires that certificates to engage in air transportation be held only by
citizens of the United States as defined in 49 U.5.C. 40102(a}13). That section specifies that
e president and two-thirds of the board of directors and other managing officers be IS
citizens and that at least 73 percent of the outstanding voting stock be owned by U.S. citizens.
We have also inerpreted the statute to mean that, as a facmal matter, the carmer must actually
be controlled by U.S. citizens.

Kitty Hawk is a corporation organized under the laws of the Staw of Delaware. and AlA and
KFS are corporations organized under the laws of the Stare of Michigan. They are wholly
owned by KHI, a Delaware corporation whose stock is publicly rraded. Approximately 60
percent of its voting stock is owned by Messts. Tom Christopher and Conrad Kalita, beth of
whom are U.S. citzens. Dresdner Bank AG/RCM Capital Management, L.L.C., a German
entity, beneficially holds 3.1 percent of KHI's voting stock. All other KHI stockholders now
own less than three percemt ¢ach. Moreover. KHI's certificate of incerporation amd bylaws
conrain provisions which lumit the aggregate voting power of any non-1U. 5. -ritdzen
stockholders to 22.5 percent of the votes taken on any matter, and prohibit non-L.S. citizens
from serving as ditectors or officers of the company.!? KHI has declared thar it remains a
U.S. citizen and has affirmed that those owning at least 75 percent of its stock, all of the
members of its board of directors, and all of its key personnel as well as those of Kiry Hawk,
AlA and KFS are U.S. citizens, except Mr. Tej Raj, Kitty Hawk's Director of Operaions,
who is a cifizen of India. We have found nathing in the record that would lead us to conclude
that control of KHI is not with cirizens of the United States.

In view of the foregoing, we conchude that Kitty Hawk, AlA and KFS are (.5 cidzens and
that Kitty Hawk and AIA continue to be fit. willing, and able o provide the interstate and
forelgn air transportation service for which they hold authority. '

1?7 xHI SEC S-1 Registration Statement, p. 16.



DE FACTO TRANSFER

The applicants observed that, since the stock acquisition did not involve 3 combining of the
two carriers but merely a change in ownership of AIA and KFS -- an eveni, with respect to
AIA, which the Department would normally address under its continuing fitness rules — no
actual transfer of economic authority was taking place in connection with this proceeding.
Nevertheless, in view of the Department’s past rulings that, when two or more carriers each
with int¢rnational route authority come under common control, a de focto transfer of authority
has taken place under section 41105 of the Statute,!? Kitty Hawk and AIA have requested the
Department’s approval of KHI's acquisition of ALA and KFS.

Public Intarest

The Department must examine such transactions uander secton 41105 of the Statute to
determine whether the iransfer is consistent with the public interest. The primary decisionai
criteria in determining the public interest are whether the certificate fransfer would conflict
with important international aviation policy objectives and whether the surviving entities are
U.S. citizens and whether they will be fit to hold the autherity.!® Moreaver, section 41105(b)
requires the Secreflary to analyze the impact of the transaction on the viability of the carrier
applicants, competiton in the domestic airline industry, and the trade position of the United
States in the intermational air transportation market.

The applicants argue that the linking of Kitty Hawk, AIA, and KFS under KHI can oniy
improve the carmers’ viability, since each will benefit from the strengths of the others.
Moreover, the enhancement of AIA’s financial condition by the $380 million additicnal
investment raised in the KHI public stock and senior note efferings will enable the carriers to
compete more effectively and thereby enhance competition in the airting industry.?0

Thus, the only remaining factor to be considered is whether the transfer would adversely affect
the trade positdon of the United States in the international air transportation market. The
applicants point out that the Department tistorically has found transactions of the type at issue
here to be 1n the public interest unless they were determined to conflict with our international

18 “a stock acquisition resulting in comrmon consrol of two carriers having internationzl route
asthoricy constites a «e facto certificate transfer subject to section 401(h).” {Former section 401(h}
of the Faderal Aviahion Act was recodified as section 41105 of the Stamte] Federal Express
Corporation and The Flying Tiger Line, Inc., Order 89-3-21 at 2, note 2. Also see, AMR Eagle, fac.
and Executive Air Charter, Inc., Crder 90-2-1, January 24, 1990; and Texags Air-TWA Acquisition
Case, Order 85-8-25, August 2, 1985, at 5-6.

1% See, Federal Express, Order 89-3-21 at 7,

20 The issue of whether the de facto transfer will affect competition in the domestic airline industry
has also been reviewed by the Department of Justice, which has decided that the acquisition will ot
have any serious adverse effects orn doroestic airline mmpetmﬂn that would require further
examination.
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aviation policies.2! Kitty Hawk and AIA assert that the de facro transfer of AlA’s and KFS's
sconomic authonities would not be counter to \U.S. iaternational aviation objectives since the
three carriers share no foreign toute authorities, and none of the carriers will terminate or
reduce any currently provided service as a result of the acquisition.

Darision

After carefully examining the applicants’ pleadings and other nformation available to us, we
find that the proposed transaction warrants approval under the decisional criteria of section
41105. Based on our réview of the ownership and management of Kitty Hawk, AIA and KFS,
we have concluded that they are U.S. citizens. Moreover, hased on our examination of the
continuing fimess of AIA and Kitty Hawk, we have concluded that the two carriers are fir,
willing, and able 1o engage in the air transportation authorized by their respective economic
authorities. We find that approval of the de facto tansfer will result in 2 transaction that will
improve the viability of AIA’s, KFS's and Kirty Hawk’s operations and financial condition,
enabling them to be more effective competitors and thereby enhance domestic competition in
the airline industry. Furthermore, we note that the Department of Justice has found no
anticompetitive implications in the proposed transaction warranting a further review under the
Hart-Scott-Rodine Antitrust Improvements Act.

Finally, based on the record in this case, we {ind that the proposed acquisition will not confiict
with any U.S. international aviation policy objectives and will have no material effect on the
trade position of the United States in the international air transportaton market.

Therefore, we conclude that approval of the de facro transfer of AIA’s and KFS’s certificate
and economic authorities to ATA and KFS under the ownership of KHI is in the public
interest.22

ACCORDINGLY,

L, We find that American International Airways, Inc., and Kitty Hawk Aircargo, Inc.,
continue to be fit, willing, and able to engage in the interstate and foreign air transporiation for
which they hold authority.

2. We grant the request of American International Alrways, Inc., and Kity Hawk
Aircargo, Inc., for approval under 49 U.S.C. section 41103 of the de facio transfer of the
certificate and. other economic authorities held by American International Airways, Inc., and
Kalitta Flying Service, Inc., as described in the text of this order, to American International
Airways, Inc., and Kalitta Flying Service, Inc., respectively, under the ownership of Kitty
Hawk, Inc. '

21 See, Federal Express, supra, at 7.
22 The de fucte transter of a foreign certificate is subject w0 Presidential review under 49 U.S.C.
41307.



4. Unless disapproved by the President of the United States under 44 U.5.C. 41307, this
order shail pecome effective en the 61st day afier its submission for section 41307 review or
upon the date of receipt of advice from the President or his designee under Executive Grder
12597 and implementing regulations that he or she does not intend o disapprove the
Department’s order under that section, whichever occurs earlier, 3

5. We will serve a copy of this order on the persons listed in Attachment A.

By:

CHARLES A. HUNNICUTT
Assistant Secretary for Aviation
and International Affairs

(SEAL)

An electronic version of this document is available on the World Wide Web ar:
herp.ifdms. dot. gov

23 This order was submicted for Section 41307 review om Jume 23, 1998. 0On

August 4, 1938, we recedved netification that the President's desipgnee, -

under Executive Order 12397 and implementing rEgul&EiDPS. dld not intend
to disapprove the Departmentc's order.



Anachment A

SERVICE LIST FOR AMERICAN INTERNATIONAL AIRWAYS, INC.,
AND KITTY HAWK AIRCARGO, INC.

Mr M Tom Christopher
CEQ Kiwy Hawk, inc.

Box 612787

DFW Intl Airport TX 75261

Mr Rcobert P Silverberp

Bapilea Silverberg & Goldman
Counsel - Kiny Hawk Aircarzo Inc
1101 30ch St NW 51 120
Washington DC 20007

Mr Mark W Adtwood

Ms Kelly A O'Connor

Sher & Blackwsall

Counsel - Amer Intl Airways loc
1350 M St NW Sita 500
Washingtop DO 20036

Mr Richard G Roberts

Flight Sids District Office
Federal Aviation Admin
Willow Run Airpart - Bagt-Side
8800 Beck Rd

Belleville M1 48111

Mr David E Hanley

Mgr Flight Stds Div AGL-200
Fuderal Aviation Admin

2300 E Devoan Ave

Des Plaines [L 60618

Mr Alan G Sumberg

Asst Chief Counsel AGL-7
Fedemi Aviation Admin
2300 E Devon Ave

Des Plain=s I1. 66018

M1 Gregory § Lander

Flight 5tds Distrct Office
Federz]l Aviation Admin
OFW Bus Clr Ste 3040

2150 Northbound Access Rd
Dallas TX 73261

Mr Thomas E Stuckey

dgr Flight 3tds Div  ASW-200
Federal Aviation Aditin

2601 Beacham Blwd

Fit Worth TX 761374292

Ms Lyneos Word

" Asst Chisf Counsel ASW-7

Faderal Aviation Admie
2601 Beacham Blwd
Ft Worth TX 76137-429%

Mr Marshall Widick

Klimizt MeKnight = al

Cramsed - Teamsters Liocal #747
400 Gallena Officentre #117
Southheld M1 43034-345:4

Amer Assoc of Airport Execs
4224 King St
Alexandria VA 22302

Mr Richard & Nelson
Qfficial Airline Guides
2000 Clearwater Dr
Oak Brook T1. 60521

Mr fim Zammar

Dhr of Revenee Accouoting

Alr Transport Assoc

1301 Penmesyl Ave NW Ste [10Q
YWashington DC 20004

M1 Allan Muten

Aasr Traasurer

Alrlines Reporting Com
1330 Wilsor Blvd Ste= 300
arlington W& 22200-2448

Mr Ray Benning

Dir Adrline Div

Int] Brotherhood of Teamsters
6242 Westchester Plowy Ste 250
Los Angeles CA S0043

Mz CQraeatio J Smith Jr

Mzr Air Transportatoe Dav,
Office of Flight Sids AF5-200
Fedara] Aviatior Admin

800 Ind=pendence Ave SW
Washingtop DC 20591

Mr Loatis Cusimane

Mgr Centification Program Office
Office of Flight Suds AFS-300
Faderal Aviztion Adrun

PO Box 20267

Washingion DC 20041

Mir John H Cassady
Dep Chief Counset AGC-2
Federal Aviation Admin

B0 [ndependepce Ave 5W
Washington DC 20591

Mr Tim Carmody

DHr Office of Airline Information
Diept of Transportation K-25

400 Ssventh 8t 5W

Washipgton DT 20590



