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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

For Quarter Ended September 30, 2008

Commission File Number 000-50368

AIR TRANSPORT SERVICES GROUP, INC.
(Exact name of registrant as specified in its charter)

Delaware 26-1631624
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(State of incorporation

or organization)

(IRS Employer

Identification No.)
145 Hunter Drive

Wilmington, Ohio 45177

(Address of Principal Executive Office)

(937) 382-5591

(Registrant�s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  x  Yes    ¨  No

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a smaller reporting
company. See definitions of �accelerated filer� and �large accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.
(Check one):

Large accelerated filer ¨ Accelerated filer x

Non-accelerated filer ¨  (Do not check if a smaller reporting company) Smaller reporting company x
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).  ¨Yes    x  No

As of November 13, 2008, Air Transport Services Group, Inc. had outstanding 63,325,780 shares of common stock, par value $0.01.
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FORWARD LOOKING STATEMENTS

Statements contained in this quarterly report on Form 10-Q that are not historical facts are considered forward-looking statements (as that term is
defined in the Private Securities Litigation Reform Act of 1995). Words such as �projects,� �believes,� �anticipates,� �will,� �estimates,� �plans,� �expects,�
�intends� and similar words and expressions are intended to identify forward-looking statements. These forward-looking statements are based on
expectations, estimates and projections as of the date of this filing, and involve risks and uncertainties that are inherently difficult to predict.
Actual results may differ materially from those expressed in the forward-looking statements for any number of reasons, including those
described in this report and in our 2007 Annual Report filed on Form 10-K with the Securities and Exchange Commission.

Filings with the Securities and Exchange Commission

Our filings with the Securities and Exchange Commission, including annual reports on Form 10-K, quarterly reports on Form 10-Q and current
reports on Form 8-K, are available free of charge from our website at www.atsginc.com as soon as reasonably practicable after filing with the
SEC.
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PART 1. FINANCIAL INFORMATION

Item 1. Financial Statements
AIR TRANSPORT SERVICES GROUP, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF EARNINGS

(In thousands, except share data)

Three Months Ended
September 30

Nine Months Ended
September 30

2008 2007 2008 2007
REVENUES $ 403,095 $ 285,964 $ 1,180,011 $ 855,323

OPERATING EXPENSES
Salaries, wages and benefits 154,011 147,791 461,779 456,830
Fuel 151,567 66,154 422,739 186,505
Maintenance, materials and repairs 24,052 23,731 78,160 69,276
Depreciation and amortization 24,495 13,502 68,665 38,282
Landing and ramp 7,197 4,380 28,768 18,558
Rent 3,188 2,167 10,064 6,880
Purchased line-haul and yard management 1,433 1,432 4,240 4,649
Other operating expenses 23,066 19,555 67,879 48,787

389,009 278,712 1,142,294 829,767

INTEREST EXPENSE (8,609) (3,736) (27,681) (10,302)
INTEREST INCOME 511 1,179 2,030 3,628

INCOME BEFORE INCOME TAXES 5,988 4,695 12,066 18,882
INCOME TAXES (1,023) (2,291) (3,840) (7,666)

NET EARNINGS $ 4,965 $ 2,404 $ 8,226 $ 11,216

EARNINGS PER SHARE
Basic $ 0.08 $ 0.04 $ 0.13 $ 0.19

Diluted $ 0.08 $ 0.04 $ 0.13 $ 0.19

WEIGHTED AVERAGE SHARES
Basic 62,508 58,288 62,462 58,284

Diluted 62,631 58,750 62,655 58,658

See notes to condensed consolidated financial statements.
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AIR TRANSPORT SERVICES GROUP, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands, except share data)

September 30,
2008

December 31,
2007

ASSETS

CURRENT ASSETS:
Cash and cash equivalents $ 59,234 $ 59,271
Marketable securities available-for-sale 137 49,636
Accounts receivable, net of allowance of $419 in 2008 and $363 in 2007 29,333 55,339
Inventory 14,039 14,701
Prepaid supplies and other 13,931 19,621
Deferred income taxes 18,311 19,262
Aircraft and engines held for sale 5,765 1,896

TOTAL CURRENT ASSETS 140,750 219,726

Property and equipment, net 700,077 690,813
Other assets 30,151 26,280
Deferred income taxes 10,097 15,794
Intangibles 29,723 31,700
Goodwill 175,363 178,654

TOTAL ASSETS $ 1,086,161 $ 1,162,967

LIABILITIES AND STOCKHOLDERS� EQUITY
CURRENT LIABILITIES:
Accounts payable $ 63,438 $ 76,425
Salaries, wages and benefits 61,470 64,560
Accrued expenses 12,047 11,266
Current portion of long-term obligations 40,858 22,815
Unearned revenue 21,653 21,046

TOTAL CURRENT LIABILITIES 199,466 196,112
Long-term obligations 477,506 567,987
Post-retirement liabilities 185,706 186,338
Other liabilities 8,145 12,527

Commitments and contingencies (Note I)

STOCKHOLDERS� EQUITY:
Preferred stock, 20,000,000 shares authorized, including 75,000 Series A Junior Participating Preferred
Stock �  �  
Common stock, par value $0.01 per share; 75,000,000 shares authorized; 63,325,780 and 62,650,278 shares
issued and outstanding in 2008 and 2007, respectively 633 626
Additional paid-in capital 459,894 458,091
Accumulated deficit (181,318) (189,544)
Accumulated other comprehensive loss (63,871) (69,170)

TOTAL STOCKHOLDERS� EQUITY 215,338 200,003
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TOTAL LIABILITIES AND STOCKHOLDERS� EQUITY $ 1,086,161 $ 1,162,967

See notes to condensed consolidated financial statements.
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AIR TRANSPORT SERVICES GROUP, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

Nine Months Ended
September 30

2008 2007
OPERATING ACTIVITIES:
Net earnings $ 8,226 $ 11,216
Adjustments to reconcile net earnings to net cash provided by operating activities:
Depreciation and amortization 68,665 38,282
Pension and post-retirement amortization 5,237 8,561
Deferred income taxes 3,492 7,606
Stock-based compensation 1,810 2,040
Impairment 226 325
Other (789) (225)
Changes in assets and liabilities:
Accounts receivable 26,006 (8,604)
Inventory and prepaid supplies 4,687 (636)
Accounts payable (1,125) 4,611
Unearned revenue (63) 732
Accrued expenses, salaries, wages and benefits and other liabilities (6,176) (9,031)
Post-retirement liabilities (477) (2,903)
Other 4,584 397

NET CASH PROVIDED BY OPERATING ACTIVITIES 114,303 52,371

INVESTING ACTIVITIES:
Capital expenditures (96,623) (118,372)
Proceeds from redemptions of marketable securities 49,499 14,262
Proceeds from the sale of property and equipment 10,572 971
Acquisition of CHI (3,840) �  
Other (1,510) �  
Purchases of marketable securities �  (10,246)
Restricted deposits of interest-bearing funds �  (11,725)

NET CASH USED IN INVESTING ACTIVITIES (41,902) (125,110)

FINANCING ACTIVITIES:
Payments on long-term obligations (110,938) (9,283)
Proceeds from borrowings on long-term obligations 38,500 52,500
Other �  (57)

NET CASH PROVIDED BY (USED IN) FINANCING ACTIVITIES (72,438) 43,160

NET DECREASE IN CASH (37) (29,579)

CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 59,271 63,219

CASH AND CASH EQUIVALENTS AT END OF PERIOD $ 59,234 $ 33,640
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SUPPLEMENTAL CASH FLOW INFORMATION:
Interest paid, net of amount capitalized $ 24,521 $ 8,326

Income taxes paid $ �  $ �  

SUPPLEMENTAL NON-CASH INFORMATION:
Accrued aircraft modification expenditures $ 542 $ 15,724

See notes to condensed consolidated financial statements.
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AIR TRANSPORT SERVICES GROUP, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

September 30, 2008

NOTE A�SUMMARY OF FINANCIAL STATEMENT PREPARATION AND SIGNIFICANT ACCOUNTING POLICIES

The interim period consolidated financial statements of Air Transport Services Group, Inc. and its subsidiaries (the �Company�) have been
prepared in accordance with accounting principles generally accepted in the United States of America and rules and regulations of the Securities
and Exchange Commission for interim financial information. Accordingly, they do not include all of the information, footnotes and disclosures
required by generally accepted accounting principles for complete financial statements and are unaudited. The results of operations and cash
flows for any interim periods are not necessarily indicative of results that may be reported for the full year. In the opinion of management, all
adjustments (consisting of normal recurring accruals) considered necessary for a fair presentation have been included. The December 31, 2007
financial amounts are extracted from the annual audited financial statements.

Nature of Operations

Air Transport Services Group, Inc. includes three independently certificated airlines through its wholly-owned subsidiaries. Its airline
subsidiaries are ABX Air, Inc. (�ABX�), Capital Cargo International Airlines, Inc. (�CCIA�), and Air Transport International, LLC (�ATI�). The
Company acquired CCIA and ATI through its acquisition of Cargo Holdings International, Inc. (�CHI�) on December 31, 2007. The acquisition of
CHI also included Cargo Aircraft Management, Inc. (�CAM�), an aircraft leasing company.

Under an aircraft, crew, maintenance and insurance agreement (�ACMI agreement�) and a Hub Services agreement, ABX provides airlift, package
handling, warehousing, and other cargo-related services to DHL Express (USA), Inc. and DHL Network Operations (USA), Inc. (collectively,
�DHL�). DHL, an international, integrated delivery company, is the Company�s largest customer, accounting for 69% of the Company�s revenue in
the third quarter of 2008. ABX provides staffing, maintenance and management services for DHL�s main air hub and package sorting center in
Wilmington, Ohio and for fifteen DHL regional sort facilities in the U.S. The Company also provides supplemental airlift to DHL under other
ACMI arrangements.

Through its airline subsidiaries, the Company provides airlift to other customers besides DHL, typically through ACMI agreements. At
September 30, 2008, ABX had 12 Boeing 767-200 freighter aircraft in service that are not under the DHL ACMI agreement, while CCIA and
ATI had 15 aircraft and 17 aircraft in revenue service, respectively. CCIA and ATI each have contracts to provide airlift to BAX Global, Inc.
(�BAX�) under ACMI agreements. BAX provides freight transportation and supply chain management services, specializing in the heavy freight
market for business-to-business shipping. ATI also provides passenger transportation, primarily to the U.S. military, using its DC-8 combi
aircraft that are certified to carry passengers as well as cargo on the main deck.

In addition to its ACMI services, the Company sells aircraft parts and provides aircraft maintenance services to other airlines. Through a
wholly-owned subsidiary, the Company operates three sorting facilities for the U.S. Postal Service (�USPS�). The Company also provides
specialized services for aircraft fuel management and freight logistics.

Consolidation

The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries. Intercompany balances and
transactions are eliminated. The accounts of CHI and its subsidiaries, including CAM, CCIA and ATI, are included in the consolidated financial
statements as of the date of acquisition; accordingly, the activities of CHI are not included in the 2007 consolidated statements of earnings and
consolidated statements of cash flows.

Acquisition of CHI

On December 31, 2007, the Company acquired all of the outstanding equity securities of CHI. As described above, CHI operations historically
consisted primarily of two cargo airlines, CCIA and ATI. BAX was the largest customer of CCIA and ATI during 2007.
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The following table provides pro forma condensed combined financial information for the Company after giving effect to the acquisition
described above and the assumptions and adjustments described in the accompanying notes to the pro forma condensed combined financial
statements. This information is based on adjustments to the historical consolidated financial statements of CHI using the purchase method of
accounting for business combinations. The pro forma adjustments do not include any of the cost savings and other synergies anticipated to result
from the acquisition. These pro forma results are based on assumptions considered appropriate by management and include all material
adjustments of a recurring nature as considered necessary. These pro forma results have been prepared for comparative purposes only and do not
purport to be indicative of results that would have actually been reported as of the date or for the quarter presented had the acquisition taken
place on such date or at the beginning of the quarter indicated, or to project the Company�s financial position or results of operations which may
be reported in the future (in thousands, except earnings per share).

Three Months Ended
September 30,

2007

Nine Months Ended
September 30,

2007
Pro forma revenues $ 363,806 $ 1,080,022
Pro forma depreciation and amortization 25,093 70,049
Pro forma interest expense 10,320 29,649
Pro forma earnings before income taxes 6,781 22,261
Pro forma net earnings 4,366 13,442
Pro forma diluted earnings per share 0.07 0.21

The pro forma results above exclude non-recurring charges recorded by CHI that were directly related to the acquisition by the Company.
Combined results for Air Transport Services Group, Inc. and CHI for the quarter ended September 30, 2007 were adjusted for the following to
present the unaudited pro forma results in the table above:

� Adjustment to reflect additional intangible asset amortization expense of $0.7 million and $2.0 million for the three and nine month
periods ended September 30, 2007, respectively, resulting from the fair value adjustments to CHI�s intangible assets.

� Adjustment to reflect additional depreciation expense of $0.8 million and $2.4 million for the three and nine month periods ended
September 30, 2007, respectively, resulting from the fair value adjustments to CHI�s aircraft and aircraft related parts.

� Adjustment to reflect additional interest expense and amortization of debt issuance costs for the three and nine month periods ended
September 30, 2007 related to the $270.0 million unsubordinated term loan using an average prevailing interest rate of 8.35%.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect amounts reported in the consolidated financial statements. Estimates and
assumptions are used to record allowances for uncollectible amounts, self-insurance reserves, spare parts inventory reserve, depreciation and
impairments of property and equipment, impairments of goodwill and intangibles, labor contract settlements, post-retirement obligations,
income taxes, contingencies and litigation. Changes in these estimates and assumptions may have a material impact on the consolidated financial
statements.

Cash and Cash Equivalents

The Company classifies short-term, highly liquid investments with maturities of three months or less at the time of purchase as cash and cash
equivalents. These investments are recorded at cost, which approximates fair value.

6
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Inventory

The Company�s inventory is comprised primarily of expendable spare parts and supplies used for internal consumption. These items are generally
charged to expense when issued for use. The Company values aircraft spare parts inventory at weighted-average cost and maintains a related
obsolescence reserve. The Company records an obsolescence reserve on a base stock of inventory for each fleet type. Inventory amortization for
the obsolescence reserve corresponds to the expected life of each fleet type. Additionally, the Company monitors the usage rates of inventory
parts and segregates parts that are technologically outdated or no longer used in its fleet types. Slow moving and segregated items are actively
marketed and written down to their estimated net realizable values based on market conditions.

Management analyzes the inventory reserve for reasonableness at the end of each calendar quarter. That analysis includes consideration of the
expected fleet life, amounts expected to be on hand at the end of a fleet life, and recent events and conditions that may impact the usability or
value of inventory. Events or conditions that may impact the expected life, usability or net realizable value of inventory include additional
airworthiness directives from the Federal Aviation Administration, changes in Department of Transportation regulations, new environmental
laws and technological advances.

Marketable Securities

Marketable securities classified as available-for-sale are recorded at their estimated fair market values, and any unrealized gains and losses are
included in accumulated other comprehensive gain or loss within stockholders� equity, net of tax. Interest on marketable securities is included in
interest income. Realized gains and losses of any securities sold are based on the specific identification method.

Goodwill and Intangible Assets

In accordance with Statement of Financial Accounting Standard (�SFAS�) No. 142, �Accounting for Goodwill and Other Intangible Assets,� the
Company will assess on an annual basis whether goodwill acquired in the acquisition of CHI is impaired. Additional impairment assessments
may be performed on an interim basis if the Company finds it necessary. Finite-lived intangible assets are amortized over their estimated useful
economic lives and are periodically reviewed for impairment. Indefinite-lived intangible assets are not amortized but are assessed for
impairment annually.

Property and Equipment

Property and equipment are stated at cost, net of any impairment recorded, in accordance with SFAS No. 144, �Accounting for the Impairment or
Disposal of Long-Lived Assets.� The cost and accumulated depreciation of disposed property and equipment are removed from the accounts with
any related gain or loss reflected in earnings from operations.

Depreciation of property and equipment is provided on a straight-line basis over the lesser of the asset�s useful life or lease term. Depreciable
lives are as follows:

Aircraft and flight equipment 5 to 20 years
Package handling and ground support equipment 5 to 10 years
Vehicles and other equipment 5 to 8 years

The Company periodically evaluates the useful lives, salvage values and fair values of property and equipment. Acceleration of depreciation
expense or the recording of significant impairment losses could result from changes in the estimated useful lives of assets due to a number of
reasons, such as an assessment done quarterly to determine if excess capacity exists in the air or ground networks, or changes in regulations
governing the use of aircraft.

Long-lived assets are reviewed for impairment when circumstances indicate the carrying value of an asset may not be recoverable. For assets
that are to be held and used, impairment is recognized when the estimated undiscounted cash flows associated with the asset or group of assets is
less than the carrying value. If impairment exists, an adjustment is made to write the asset down to its fair value, and a loss is recorded as the
difference between the carrying value and fair value. Fair values are determined considering quoted market values, discounted cash flows or
internal and external appraisals, as applicable. Assets held for sale are carried at the lower of carrying value or fair value less the cost to sell.
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Aircraft engines for the airlines� Boeing 767 aircraft are usually maintained under �power by the hour� agreements with engine maintenance
providers. Under the power by the hour agreements, the engines are maintained by the service providers for a fixed fee per flight hour;
accordingly, the cost of engine maintenance is generally expensed as flight hours occur. Maintenance for aircraft engines on the airlines� Boeing
757, Boeing 727, DC-9 and DC-8 aircraft is typically contracted to service providers on a time and material basis.

The Company�s accounting policy for major airframe and engine maintenance varies by subsidiary. ATI, CCIA and CAM capitalize the cost of
major maintenance and amortize the costs over the useful life of the overhaul. ABX expenses the cost of airframe and engine overhauls as
incurred.

Capitalized Interest

Interest costs incurred while aircraft are being modified are capitalized as an additional cost of the aircraft until the date the asset is placed in
service. Capitalized interest was $0.7 million and $0.4 million for the quarters ended September 30, 2008 and 2007, respectively, and $2.6
million and $1.4 million for the nine month periods ended September 30, 2008 and 2007, respectively.

Exit Activities

The Company accounts for the costs associated with exit activities in accordance with SFAS No. 146, �Accounting for Costs Associated with
Exit or Disposal Activities.� One-time, involuntary employee termination benefits are generally expensed when the Company communicates the
benefit arrangement to the employee, and it requires no significant future services, other than a minimum retention period, from the employee to
earn the termination benefits. Liabilities for contract termination costs associated with exit activities are recognized in the period incurred and
measured initially at fair value. Pension obligations are accounted for in accordance with SFAS No. 88, �Employers� Accounting for Settlements
and Curtailments of Defined Benefit Pension Plans and for Termination Benefits,� in the event that a significant number of employees are
terminated or a pension plan is suspended.

Fair Value

Effective January 1, 2008, the Company adopted SFAS No. 157, �Fair Value Measurements� (�SFAS 157�). SFAS 157 provides guidance for using
fair value to measure assets and liabilities. It also responds to investors� requests for expanded information about the extent to which companies�
measure assets and liabilities at fair value, the information used to measure fair value, and the effect of fair value measurements on earnings.
SFAS 157 applies whenever other standards require (or permit) assets or liabilities to be measured at fair value, and does not expand the use of
fair value in any new circumstances. In February 2008, the Financial Accounting Standards Board (�FASB�) issued FASB Staff Position 157-1,
�Application of FASB Statement No. 157 to FASB Statement No. 13 and Other Accounting Pronouncements That Address Fair Value
Measurements for Purposes of Lease Classification or Measurement under Statement 13� (�FSP 157-1�) and FSP 157-2, �Effective Date of FASB
Statement No. 157� (�FSP 157-2�). FSP 157-1 amends SFAS 157 to remove certain leasing transactions from its scope. FSP 157-2 delays the
effective date of SFAS 157 for all non-financial assets and non-financial liabilities, except for items that are recognized or disclosed at fair value
in the financial statements on a recurring basis, for fiscal years beginning on or after November 15, 2008. These non-financial items include
assets and liabilities, such as reporting units measured at fair value in a goodwill impairment test, and non-financial assets acquired and
liabilities assumed in a business combination.

The amounts included on the Company�s consolidated balance sheet for cash and cash equivalents, accounts receivable, accounts payable and
accrued liabilities approximate their fair values because of the short-term maturity of these instruments. The Company�s short-term
available-for-sale securities and derivative financial instruments are reported at fair value on the Company�s consolidated balance sheet. The fair
value of the Company�s short-term available-for-sale securities and derivative financial instruments are based on quoted prices in active markets
for identical assets (Level 1). The fair value of the Company�s derivative financial instruments are based on other observable inputs (Level 2).
The use of significant unobservable inputs (Level 3) was not necessary in determining the fair value of the Company�s financial assets and
liabilities.

For the Company, SFAS No. 159, �The Fair Value Option for Financial Assets and Financial Liabilities� (�SFAS 159�) became effective January 1,
2008. This new standard allows an entity the irrevocable option to elect fair value for the initial and subsequent measurement for certain
financial assets and liabilities under an instrument-by-instrument election. Subsequent measurements for the financial assets and liabilities an
entity elects to fair value will be recognized in earnings. SFAS 159 does not affect any existing pronouncements that require assets and liabilities
to be carried at fair value, nor does it eliminate disclosure requirements included under existing pronouncements. The Company did not elect to
report any additional assets or liabilities at fair value that were not already being reported at fair value.
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Income Taxes

Income taxes have been computed using the asset and liability method, under which deferred income taxes are provided for the temporary
differences between the financial reporting basis and the tax basis of the Company�s assets and liabilities. Deferred taxes are measured using
provisions of currently enacted tax laws. A valuation allowance against net deferred tax assets is recorded when it is more likely than not that
such assets will not be fully realized. Tax credits are accounted for as a reduction of income taxes in the year in which the credit originates.

Comprehensive Income (Loss)

Comprehensive income includes net income and other comprehensive income or loss. Other comprehensive income or loss results from changes
in the Company�s pension liability, unrealized gains and losses on available-for-sale marketable securities, and gains and losses associated with
interest rate hedging instruments.

Revenue Recognition

Revenues from the DHL ACMI agreement and the Hub Services agreement are determined based on expenses incurred during a period and
recognized when the related services are performed. Expenses incurred under these agreements are generally subject to a base mark-up of
1.75%, which is recognized in the period the expenses are incurred. Certain costs, the most significant of which include fuel, interest on the
promissory note due to DHL, rent and ramp and landing fees incurred under the two commercial agreements are reimbursed and included in
revenues without mark-up.

Both agreements also allow ABX to earn incremental mark-up above the base 1.75% mark-up (up to 1.60% under the ACMI agreement, and
2.10% under the Hub Services agreement) as determined from the achievement of certain cost-related and service goals outlined in the two
commercial agreements. The agreements stipulate the setting of quarterly and annual cost-related goals and annual service goals expressly
specified in each of the two agreements. At the end of each fiscal year, ABX measures the achievement of annual goals and records any
incremental revenues earned by achieving the annual goals. In a similar way, ABX measures quarterly goals and records incremental revenues in
the quarter in which earned.

In November 2008, ABX and DHL amended the ACMI agreement and the Hub Services agreements to set the base mark-up and incremental
mark-up to specific amounts for the fourth quarter of 2008 and the first quarter of 2009.

Other ACMI and charter service revenues are recognized on scheduled and non-scheduled flights when the specific flight has been completed.
Aircraft parts and fuel sales are recognized when the parts and fuel are delivered. Revenues earned and expenses incurred in providing
aircraft-related maintenance repair services or technical maintenance services are recognized in the period in which the services are completed
and delivered to the customer. Revenues derived from transporting freight and sorting parcels are recognized upon delivery of shipments and
completion of service.

New Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141(R), �Business Combinations� (�SFAS 141R�). SFAS 141R amends SFAS 141 and provides
guidance for recognizing and measuring identifiable assets and goodwill acquired, liabilities assumed, and any non-controlling interest in the
acquiree. It also provides disclosure requirements to enable users of the financial statements to evaluate the nature and financial effects of the
business combination. SFAS 141R will be effective for fiscal years beginning on or after December 15, 2008 and will be applied prospectively.

In December 2007, the FASB issued SFAS No. 160, �Non-Controlling Interests in Consolidated Financial Statements � an amendment of ARB
No. 51� (�SFAS 160�). SFAS 160 requires that ownership interests in subsidiaries held by parties other than the parent, and the amount of
consolidated net income, be clearly identified, labeled and presented in the consolidated financial statements. It also requires once a subsidiary is
deconsolidated, any retained non-controlling equity investment in the former subsidiary be initially measured at fair value. Sufficient disclosures
are required to clearly identify and distinguish between the interests of the parent and the interests of the non-controlling owners. SFAS 160 is
effective for fiscal years beginning on or after December 15, 2008 and requires retroactive adoption of the presentation and disclosure
requirements for existing minority interests. All other requirements shall be applied prospectively. The Company currently has 100% ownership
in all subsidiaries; therefore, management expects this standard to have no impact on its financial statements.

In March 2008, the FASB issued SFAS No. 161, �Disclosures about Derivative Instruments and Hedging Activities�an amendment of FASB
Statement No. 133� (�SFAS 161�). SFAS 161 requires companies to provide enhanced disclosures regarding derivative instruments and hedging
activities. It requires companies to better convey the purpose of derivative use in terms of the risks that such company is intending to manage.
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instruments, (b) how derivative instruments and related hedged items are accounted for under SFAS No. 133 and its related interpretations, and
(c) how derivative instruments and related hedged items affect a company�s financial position, financial performance, and cash flows are
required. This statement retains the same scope as SFAS No. 133 and is effective for fiscal years and interim periods beginning after
November 15, 2008. The Company is currently assessing implementation plans and does not expect the adoption of SFAS 161 to have a material
impact, if any, on its consolidated financial statements.

In May 2008, the FASB issued SFAS No. 162, �The Hierarchy of Generally Accepted Accounting Principles� (�SFAS 162�). SFAS 162 mandates
the GAAP hierarchy resides in the accounting literature as opposed to the audit literature. This has the practical impact of elevating FASB
Statements of Financial Accounting Concepts in the GAAP hierarchy. This pronouncement will become effective 60 days following SEC
approval. The Company does not believe this pronouncement will impact its financial statements.

In May 2008, the FASB issued SFAS No. 163, �Accounting for Financial Guarantee Insurance Contracts�an interpretation of FASB Statement
No. 60� (�SFAS 163�). The scope of SFAS 163 is limited to financial guarantee insurance (and reinsurance) contracts. The pronouncement is
effective for fiscal years beginning after December 31, 2008. The Company does not believe this pronouncement will impact its financial
statements.

NOTE B�SIGNIFICANT CUSTOMERS

DHL

On May 28, 2008, DHL announced a plan to restructure its U.S. business and negotiate an agreement with United Parcel Service Inc. (�UPS�) to
provide air uplift and other services for DHL�s U.S. domestic and international shipments within North America. Additionally, under that plan,
DHL would take over management of the regional hubs currently managed by ABX throughout the U.S. If DHL and UPS successfully
negotiated an agreement, the Company expected that substantially all of the services that ABX provides to DHL would be transitioned to UPS or
DHL by the middle of 2009. Approximately 6,000 ABX employees in Wilmington, Ohio would have been affected.

Since May 2008, DHL has experienced a precipitous drop in its domestic freight volumes. On November 10, 2008, DHL announced a revised
plan in which DHL will discontinue intra-U.S. domestic pickup and delivery services in January 2009. DHL would instead provide only
international services to and from the U.S. Under this plan, the regional hubs will be closed and the sort operations in Wilmington will be
downsized to approximately 600 ABX employees to process international shipments. DHL continues to pursue a contract with UPS to provide
air and ground transportation for DHL�s international shipments only.

The Company has attempted to present its own revised U.S. network plan to DHL, containing significant cost savings. However, DHL has
indicated that it is unable to discuss the plan with ABX while DHL is in negotiations with UPS. ABX cannot reasonably predict how long
negotiations between UPS and DHL may last, to what extent they may reach an outsourcing agreement or a transition timetable. ABX has begun
to discuss and negotiate termination and wind-down costs with DHL, including employee severance and retention arrangements. In August
2008, ABX and DHL executed a severance and retention agreement. The agreement specifies employee severance and retention benefits that
DHL will pay to ABX in conjunction with its U.S. restructuring plan. DHL will reimburse ABX for the cost of non-union employee severance
and retention benefits paid in accordance with the agreement. The same agreement includes provisions to pay ABX for crewmember benefits if
ABX and the collective bargaining unit for the crewmembers can reach an agreement in regards to the use of those funds for severance, retention
or other issues arising from DHL�s U.S. restructuring plan.

ABX management is accelerating and expanding its diversification plans. In the absence of operating such a large aircraft fleet for DHL,
management anticipates that it will sell nearly all of the remaining DC-9 aircraft to DHL as they are removed from service under the aircraft put
provisions of the ACMI agreement. Additionally, management expects to put to DHL several of the 23 non-standard freighter Boeing 767
aircraft that are currently in service to DHL under the ACMI Agreement. The proceeds from these aircraft would be used to help finance the
modification of certain remaining Boeing 767 aircraft from a passenger door loading system to a standard freighter configuration. The Company
is in discussions to redeploy a significant number of Boeing 767 aircraft on a more profitable basis, with both new and existing customers under
dry lease or ACMI arrangements. Other business development opportunities for ABX include expanded aircraft maintenance and repair
operations and additional mail sorting and mail transport contracts with the USPS. If DHL completes its plan with UPS or otherwise
substantially reduces its operations in the U.S., ABX will need to significantly restructure, downsize and achieve wage concessions in order to
competitively pursue new business development.
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The Company�s financial condition will be impacted by uncertainties stemming from DHL�s U.S. restructuring plan. These uncertainties include
the following:

� The speed at which DHL terminates services under the ACMI and Hub Services agreements including services provided through the
regional hubs.

� ATSG�s ability to remain in compliance with its credit agreements and maintain access to liquidity as it attempts to replace cash flows lost
by DHL�s transition to UPS or the scaling back of its U.S. operations.

� The speed at which ABX is able to redeploy its aircraft with other customers.

� ABX�s success in implementing cost restructuring initiatives, including the negotiation of a collective bargaining agreement with flight
crews that is competitive in the ACMI marketplace.

� The amounts and timing of reimbursement by DHL of termination costs under the ACMI and Hub Services agreements, including aircraft,
equipment and property lease termination costs, maintenance agreement termination costs and severance benefits, as well as, DHL�s
reimbursement of other costs arising from the wind-down of services under the agreements, including funding of pension plans.

� ATSG�s and ABX�s continued access to the airport, hangar and office facilities in Wilmington, Ohio.
Revenues from services performed for DHL were approximately 69% and 91% for the three month periods ended September 30, 2008 and 2007,
respectively, and 71% and 93% of consolidated revenues for the nine month periods ended September 30, 2008 and 2007, respectively.

The Company�s balance sheets include the following balances related to revenue transactions with DHL (in thousands):

September 30,
2008

December 31,
2007

Assets (Liabilities):
Accounts receivable $ 7,191 $ 25,268
Accounts payable (19,153) (392)
Unearned revenue (15,282) (19,712)

Net asset (liability) $ (27,244) $ 5,164

The ACMI agreement has a term of seven years, expiring in August 2010 and automatically renews for an additional three years unless a
one-year notice of non-renewal is given. The Hub Services agreement automatically renewed in August 2008 for a one-year period, with
automatic annual renewals, unless a ninety-day notice of non-renewal is given.

Arbitration

In November 2007, ABX and DHL agreed to arbitrate provisions of their ACMI and Hub Services commercial agreements that cover the
allocation of ABX�s overhead expenses between DHL and ABX�s non-DHL operations. DHL sought certain declarations, including that (i) ABX
may not include fuel costs as revenues under the ACMI agreement for purposes of determining whether it receives more than 10% of its
revenues from other customers; (ii) ABX exceeded the 10% threshold in the second quarter of 2007 and therefore must begin absorbing a
portion of its overhead for the second quarter of 2007 and each quarter going forward under the Agreements; and (iii) DHL is not obligated to
reimburse ABX for the costs incurred in maintaining its status as a public company, including those costs incurred in evaluating a recent
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ABX pursued its position through arbitration. In February 2008, a three-member arbitration panel was selected and in July the panel issued its
decision. The arbitrators ruled that (i) DHL had failed to demonstrate that ABX had incorrectly treated the reimbursement for its fuel
expenditures as revenue under Generally Accepted Accounting Principles, and therefore ABX�s revenues from sources other than DHL did not
exceed 10% of its total revenues during the second quarter of 2007, (ii) the costs incurred by ABX in maintaining its status as a public company
are reimbursable under the Agreements, (iii) the 10% threshold had been crossed on January 1, 2008, in conjunction with the acquisition of CHI,
and the parties are therefore required to begin negotiating in good faith a reasonable allocation of overhead costs attributable to ABX�s
third-party business, (iv) ABX is solely responsible for expenses it incurred to consider and analyze an expression of interest from ASTAR in
acquiring ABX, and to prepare and complete the acquisition of CHI at year-end 2007, and (v) DHL�s withholding of $8.8 million in payments to
ABX for a 10-day period last November was not a material default under the Agreements.

In accordance with the arbitrators� decision, the Company recorded a $2.5 million charge to the second quarter 2008 pre-tax earnings associated
with the ASTAR indication of interest and issued a corresponding expense credit to DHL. Additionally, to allocate overhead cost, the Company
recorded a credit of $1.6 million to expense subject to mark-up, thus reducing revenue from DHL and increasing non-DHL expenses for the first
six months of 2008. For the third quarter of 2008, ABX allocated $0.8 million of overhead expenses to non-DHL.
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ABX and DHL disagreed on the application of certain provisions of the arbitrators� ruling. In November 2008, ABX and DHL agreed to resolve
these interpretation differences regarding the arbitrators� ruling. DHL agreed to reimburse ABX for $2.2 million of ABX�s legal expenses arising
from the arbitration, while ABX agreed to pay any such expenses in excess of that amount. DHL agreed to drop its assertion that it could
reexamine and seek an adjustment with respect to ABX�s accounting for costs prior to January 1, 2008. Based on the settlement agreement, ABX
will reverse a provision of $2.2 million it established in the second quarter of 2008, reserving DHL�s reimbursement of the legal expenses in the
fourth quarter of 2008. Additionally, the settlement agreement sets the overhead allocation charge at $0.8 million per quarter through March
2009.

BAX Global

A substantial portion of the Company�s revenues, cash flows and liquid resources are also dependent on BAX. Revenues from services performed
for BAX were approximately 15% of consolidated revenues for each of the three and nine month periods ending September 30, 2008,
respectively.

The Company�s balance sheets include the following balances related to revenue transactions with BAX (in thousands):

September 30,
2008

December 31,
2007

Assets (Liabilities):
Accounts receivable $ 2,642 $ 3,446
Accounts payable (1,038) �  
Unearned revenue (15) �  

Net asset $ 1,589 $ 3,446

In March 2008, ATI and CCIA renewed their ACMI agreement with BAX to set prices through February 28, 2009. Under its agreement with
BAX, CHI has the right to be the exclusive provider of main deck freighter lift in the BAX U.S. network through December 31, 2011.

NOTE C�WIND-DOWN COSTS

As a result of DHL�s strategy to transition its U.S express operations to UPS, the Company has incurred costs to reduce the scope of its
operations. Under a severance and retention agreement that DHL and ABX entered into in August, the benefits provided to terminating
employees are refunded to ABX by DHL. All expenses related to employee severance benefits are included in salaries, wages, and benefits.
Other expenses, which include costs to close facilities, are included in other operating expenses. The wind-down costs incurred through
September 30, 2008 are summarized below (in thousands):

Severance
Benefits

Contract
Termination Other Total

Accrued costs at June 30, 2008 $ �  $ �  $ �  $ �  
Costs incurred 6,726 �  103 6,829
Costs paid (315) �  (103) (418)

Accrued costs at September 30, 2008 $ 6,411 $ �  $ �  $ 6,411

Wind-down expenses are reflected in the DHL segment. Future wind-down costs are expected to include additional severance benefits as more
employees are terminated, as well as the cost to terminate aircraft leases and aircraft maintenance contracts. Actual cost will depend on the size
and timing of DHL business reductions. On November 10, 2008, DHL announced a revised restructuring plan to discontinue its U.S. domestic
pick-up and delivery services in early 2009. As a result of DHL�s restructuring plans for the U.S., the Company estimates it will pay employee
severance and retention benefits exceeding approximately $200 million. At this time, it is not reasonably possible to estimate contract
termination and other wind-down costs.
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NOTE D�MARKETABLE SECURITIES

The marketable securities held by the Company consist of debt securities, which are classified as available-for-sale. As of September 30, 2008
and December 31, 2007, no marketable securities held by the Company have an expected life of over one year. Expected maturities may differ
from contractual maturities because the issuers of certain securities may have the right to prepay the obligations without prepayment penalties.
At December 31, 2007, the Company held auction-rate securities that it acquired in the CHI acquisition. These securities were redeemed at par
in January 2008.
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The following is a summary of the Company�s marketable securities (in thousands):

Estimated Fair Market
Value

September 30,
2008

December 31,
2007

Obligations of U.S. Corporations $ 137 $ 7,893
Obligations of U.S. Government Agencies �  3,595
Student Loan Auction-Rate Securities �  38,148

Total marketable securities $ 137 $ 49,636

NOTE E�INCOME TAXES

The provision for income taxes for interim periods is based on management�s best estimate of the effective income tax rate expected to be
applicable for the current year, plus any adjustments arising from changes in the estimated amount of taxable income related to prior periods.
Income taxes recorded through September 30, 2008 have been estimated utilizing a 39.5% rate based on year-to-date income and projected
results for the full year, excluding discrete items. The final effective tax rate to be applied to 2008 will depend on the actual amount of pre-tax
book income generated by the Company for the full year.

The Company files income tax returns in the U.S. federal jurisdiction and various state and local jurisdictions. The returns may be subject to
examination by the Internal Revenue Service (�IRS�) and other jurisdictional authorities for years ended December 31, 2003 through 2007. The
IRS has concluded its examinations of ABX�s 2003 through 2006 federal income tax returns. The proposed examination results indicate no
significant changes to the taxable income reported on these returns. Federal and state income tax returns of the Company�s former parent,
Airborne, Inc., are closed through 2002. As part of the separation agreement between ABX and Airborne, Inc., all tax liabilities resulting from
returns prior to the August 15, 2003 separation date are the responsibility of Airborne, Inc. or its successors. Any adjustments to these returns
could potentially increase or decrease deferred tax assets and liabilities carried over from the separation. The IRS recently began an examination
of CHI. for the tax year ended December 31, 2006.

Under FASB Interpretation No. 48 �Accounting for Uncertainty in Income Taxes� (�FIN 48�), the Company recognizes the impact of a tax position
taken on a tax return, if that position is more likely than not of being sustained on audit, based on the technical merits of the position. An
uncertain income tax provision is not recognized if it has a less than a 50% likelihood of being sustained. The Company recognizes interest and
penalties accrued related to uncertain tax positions in operating expense. During the second quarter of, 2008, the Company reduced its reserve
for FIN 48 items included through the CHI acquisition. These changes resulted in a $2.8 million reduction to goodwill and FIN 48 payable. This
adjustment included a decrease in accrued interest and penalties of $1.4 million.

Due to the uncertainly arising from DHL�s U.S. restructuring plan, , in the second quarter of 2008 the Company placed a valuation allowance
against state net operating loss deferred tax assets (�NOL�) of $0.6 million. Should DHL move their air transportation to UPS, it is unlikely that
ABX would continue to fly to all the states represented by the state NOL deferred tax assets, thus limiting our ability to fully utilize them. As
part of this analysis, it was determined that additional state NOLs existed of $0.2 million, which were recorded in the second quarter of 2008.
Upon closing of a recent IRS examination, the Company recorded a previously unrecognized tax benefit of $1.3 million in the third quarter of
2008. As a result of these discrete items, the overall effective tax rate for the three and nine months ended September 30, 2008 was 17% and
32%, respectively.

NOTE F�PROPERTY AND EQUIPMENT

At September 30, 2008, the Company�s subsidiaries operated 112 aircraft, consisting of 40 Boeing 767, 1 Boeing 757, 14 Boeing 727, 41
McDonnell Douglas DC-9 and 16 McDonnell Douglas DC-8 aircraft.
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Property and equipment, to be held and used, consisted of the following (in thousands):

September 30,
2008

December 31,
2007

Aircraft and flight equipment $ 946,513 $ 926,869
Support equipment 50,809 53,450
Vehicles and other equipment 1,859 2,668
Leasehold improvements 1,270 1,230

1,000,451 984,217
Accumulated depreciation (300,374) (293,404)

Property and equipment, net $ 700,077 $ 690,813

Property and equipment included $52.1 million of property held under capitalized leases as of September 30, 2008 and $57.8 million as of
December 31, 2007. The accumulated depreciation for property held under capital lease totaled $16.1 million as of September 30, 2008 and
$11.4 million as of December 31, 2007. At September 30, 2008, the Company was marketing to part dealers and carriers, aircraft and engines
totaling $5.8 million, which have been removed from service.

On June 28, 2008, one of ABX�s Boeing 767s experienced a fire prior to engine start. The incident is subject to a National Transportation Safety
Board investigation. The Company is awaiting results of the investigation, which may determine the cause of the fire. The aircraft is fully
insured and Company�s insurer rendered the aircraft a complete loss. In the fourth quarter of 2008, the Company received the aircraft�s $30.3
million insured value. The aircraft�s net book value of $24.4 million is reflected in property and equipment on September 30, 2008. In the fourth
quarter of 2008, the Company expects to record a gain of approximately $5.9 million from the receipt of the insurance proceeds in excess of the
net book value. Aircraft and engines held for sale at September 30, 2008 included 14 DC-9 aircraft that ABX sold to DHL in October 2008 for
$3.7 million. Provisions of the Company�s Credit Agreement require that cash proceeds from the sale of equipment and recoveries from
insurance proceeds, must be reinvested in like kind assets within 180 days of receipt or remitted as an additional repayment against the term
loan. Aggregate proceeds exceeding $75.0 million in a calendar year must be remitted as a repayment against the term loan.

NOTE G�GOODWILL AND OTHER INTANGIBLE ASSETS

Changes in the carrying amount of goodwill for the nine month period ended September 30, 2008, by operating segment, are as follows (in
thousands):

ACMI CAM Total
Balance as of December 31, 2007 $ 142,806 $ 35,848 $ 178,654
Purchase price adjustment (452) (113) (565)
Deferred tax adjustment (1,520) (1,373) (2,893)
Professional fees 134 33 167

Balance as of September 30, 2008 $ 140,968 $ 34,395 $ 175,363

Information regarding our other intangible assets is as follows (in thousands):

As of September 30, 2008 As of December 31, 2007

Carrying
Amount

Accumulated
Amortization

Net
Book
Value

Carrying
Amount

Accumulated
Amortization

Net
Book
Value

Customer Relationships $ 27,700 $ 1,977 $ 25,723 $ 27,700 $ �  $ 27,700
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Certificates 4,000 �  4,000 4,000 �  4,000

Total $ 31,700 $ 1,977 $ 29,723 $ 31,700 $ �  $ 31,700

Intangible assets consisted of $27.7 million for customer relationships and $4.0 million for airline certificates. The customer relationship
intangibles amortize over twenty years using an accelerated method while the airline certificates have indefinite lives and therefore are not
amortized. Estimated amortization of the customer relationship intangibles for the next five years (in thousands) is $2,637 for 2008, $2,547 for
2009, $2,457 for 2010, $2,357 for 2011 and $2,100 for 2012.
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NOTE H�LONG TERM OBLIGATIONS

Long-term obligations consisted of the following (in thousands):

September 30
2008

December 31
2007

Unsubordinated term loan $ 222,500 $ 270,000
Revolving credit facility 18,500 26,500
Aircraft loans 108,644 113,543
Capital lease obligations-Boeing 767 55,465 62,967
Capital lease obligations-Boeing 727 20,144 24,492
Promissory note due to DHL 92,276 92,276
Other 835 1,024

Total long-term obligations 518,364 590,802
Less: current portion (40,858) (22,815)

Total long-term obligations, net $ 477,506 $ 567,987

Under a Credit Agreement, the Company has a syndicated, unsubordinated term loan and a revolving credit facility that are collateralized by
substantially all the aircraft, property and equipment owned by the Company that are not separately collateralized under aircraft loans or capital
leases. Under the Credit Agreement, interest rates are adjusted quarterly based on the Company�s earnings before interest, taxes, depreciation and
amortization and on prevailing LIBOR or prime rates. At September 30, 2008, the unsubordinated term loan bears a variable interest rate of
LIBOR (90-day) plus 3.00% (6.77% at September 30, 2008) (see Note L for disclosures of derivative instruments for LIBOR-based interest
payments). The agreement provides for the issuance of letters of credit on the Company�s behalf. As of September 30, 2008, the unused revolving
credit facility totaled $37.6 million, net of draws of $18.5 million and outstanding letters of credit of $18.9 million. In August 2008, a subsidiary
of the Company invested $47.5 million in the Company�s term loan. This intercompany loan is eliminated in consolidation, reflecting the
Company�s net term loan position of $222.5 million.

The unsecured promissory note is due in 2028 and bears interest at 5.00% per annum payable semi-annually. Interest on the promissory note is
reimbursable under the ACMI agreement without mark-up. The Boeing 767 capital lease obligations are for five Boeing 767 aircraft and consist
of two different leases, both expiring in 2011 with options to extend into 2017. The capital lease terms for three of the five aircraft include
quarterly principal payments and variable interest of LIBOR (90-day) plus 2.50% (6.55% at September 30, 2008). The capital lease for the other
two Boeing 767 aircraft is at an imputed interest rate of 8.55%. Capital lease obligations for seven Boeing 727 aircraft carry a fixed implicit rate
of 6.50% and expire between 2010 and 2012. At the termination of the leases, the Company is subject to normal aircraft return provisions for
maintenance of the aircraft. As of September 30, 2008, the aircraft loans that are collateralized by seven financed aircraft, have amortizing
maturities scheduled through 2018 and bear interest at rates from 6.74% to 7.36% per annum payable monthly.

Under the Credit Agreement, the Company is subject to expenses, covenants and warranties that are usual and customary. The Credit Agreement
contains covenants including, among other things, limitations on certain additional indebtedness, guarantees of indebtedness, and the level of
annual capital expenditures. The Credit Agreement stipulates events of default that may have material adverse effects on the Company. The
conditions of the Credit Agreement and the aircraft loans cross-default. Certain lenders have questioned whether DHL�s decision to restructure
and outsource its U.S. express delivery business to UPS constitutes a material adverse event (�MAE�) under provisions of the Credit Agreement
and aircraft loans. If a lender within the Credit Agreement declares an MAE, availability under the revolving credit facility will be reduced by
the lender�s portion of the facility. Further, the Credit Agreement provides that if lenders having more than half of the outstanding dollar amount
of the commitments assert that an MAE exists at the time the borrowers attempt to borrow under the Credit Facility, they can assert that an event
of default exists under the Credit Agreement and require the lead bank to exercise its remedies. If an event of default occurs, the Company may
be forced to repay, renegotiate or replace the Credit Agreement. Given the current credit crisis and announcement by DHL of its U.S.
restructuring plan, the interest rates and other costs of a renegotiated or new facility, assuming the Company could obtain a new facility, would
likely be more expensive and may require more rapid amortization of principal than under the terms of the current Credit Agreement.

The $92.3 million unsecured promissory note includes certain events of default that would allow the note to be called by DHL. On January 14,
2008, the Company received from DHL a demand for payment in full of the unsecured promissory note. In its demand, DHL asserted that the
acquisition by the Company of CHI and the related financing transaction, which closed on December 31, 2007, constituted a �change of control�

Edgar Filing: Air Transport Services Group, Inc. - Form 10-Q

Table of Contents 27



under the terms of the unsecured promissory note. The Company�s management and legal advisors do not believe a �change of control� occurred in
connection with the CHI acquisition and, accordingly, have disputed DHL�s demand. The Company is prepared to litigate against DHL�s
argument for repayment if necessary. In the event that it should become necessary to repay the note before January 2009, the Company
established
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replacement financing of $61.0 million with certain former shareholders of CHI, which replacement financing is currently set to expire in
January 2009. The replacement financing agreement would become unavailable if the Company is in default of the Credit Agreement.

NOTE I�COMMITMENTS AND CONTINGENCIES

Leases

The Company leases airport facilities and certain operating equipment under long-term operating lease agreements. ABX leases portions of the
DHL Air Park and certain sorting equipment from DHL, and these payments are reimbursed to ABX by DHL without mark-up. The terms of
such leases expire at the end of the transition period that would follow termination of the ACMI and Hub Services agreements.

Commitments

The Company has contracted with aircraft maintenance and modification providers to convert aircraft from passenger to freighter configuration.
At September 30, 2008, the Company owned two Boeing 767 aircraft and one Boeing 757 aircraft that were in various stages of modification
from passenger to standard freighter configuration. The Company anticipates costs of $22.4 million to complete the modification of these
aircraft. Additionally, the Company is committed to purchase another Boeing 767 for approximately $23.5 million after the aircraft is completely
modified to freighter configuration in 2009. The Company sold certain engines to a vendor for $5.3 million and has committed to lease engines
from the vendor for $1.4 million per year for five years.

On September 15, 2008, CAM, entered into an agreement with Israel Aerospace Industries Ltd. (�IAI�) for the conversion of up to fourteen Boeing
767-200 package freighters to full freighter configuration. The conversion primarily consists of the installation of a standard cargo door and
loading system. If CAM were to cancel the conversion program as of September 30, 2008, it would owe IAI, in addition to payments for aircraft
currently undergoing modification, approximately $6.0 million for non-recurring engineering and approximately $7.1 million associated with
additional conversion part kits which have been ordered.

Guarantees and Indemnifications

Certain operating leases and agreements of the Company contain indemnification obligations to the lessor, service provider or vendor that are
considered ordinary and customary (e.g. use, tax, environmental and employee indemnifications), the terms of which range in duration and are
often limited. Such indemnification obligations may continue after expiration of the respective lease or agreement.

Legal Proceedings

Arbitration under the ACMI Agreement and the Hub Services Agreement

On November 15, 2007, DHL filed a demand for arbitration with the American Arbitration Association in accordance with the dispute resolution
provisions under the ACMI agreement and Hub Services agreement. DHL sought certain declarations, including that (i) ABX may not include
fuel costs as revenues under the ACMI agreement for purposes of determining whether it receives more than 10% of its revenues from other
customers; (ii) ABX exceeded the 10% threshold in the second quarter of 2007 and therefore must begin absorbing a portion of its overhead for
the second quarter of 2007 and each quarter going forward under the Agreements; and (iii) DHL is not obligated to reimburse ABX for the costs
incurred in maintaining its status as a public company, including those costs incurred in evaluating a recent unsolicited indication of interest
from ASTAR.

On December 5, 2007, ABX filed an answer and counterclaim denying DHL�s claims and requesting certain declarations, including that (i) DHL
was in default of the ACMI agreement and Hub Services agreement; (ii) reimbursable costs, including fuel costs, were properly included as
revenue under the Agreements for purposes of determining whether ABX had crossed the 10% threshold, and (iii) costs incurred by ABX in
maintaining its status as a public company were properly included in the cost recovery amount under the Agreements.

An arbitration hearing was held from May 19-23, 2008 and on June 13, 2008. Thereafter, on July 15, 2008, the arbitration panel issued an award
holding that (i) DHL had failed to demonstrate that ABX had incorrectly treated the reimbursement for its fuel expenditures as revenue under
Generally Accepted Accounting Principles, and therefore ABX�s revenues from sources other than DHL did not exceed 10% of its total revenues
during the second quarter of 2007, (ii) the costs incurred by ABX in maintaining its status as a public company are reimbursable under the
Agreements, (iii) the 10% threshold had been crossed on January 1, 2008, in conjunction with the acquisition of CHI, and the parties are
therefore required to begin negotiating in good
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faith a reasonable allocation of overhead costs attributable to ABX�s third-party business, (iv) ABX is solely responsible for expenses it incurred
to consider and analyze an expression of interest from ASTAR in acquiring ABX, and to prepare and complete the acquisition of CHI at
year-end 2007, and (v) DHL�s withholding of $8.8 million in payments to ABX for a 10-day period last November was not a material default
under the Agreements.

DHL subsequently wrote to the AAA in mid-August requesting for the panel to clarify the award with respect to whether DHL is required to
reimburse ABX for its legal expenses arising from the arbitration and the extent to which DHL has the right to audit and potentially seek an
adjustment with respect to ABX�s historical overhead costs attributable to third party services that were charged to DHL. ABX wrote to the AAA
in opposition to the request and, in late-September, the AAA determined that it would not hear the matter.

Thereafter, on October 14, 2008, DHL filed a petition with the New York State Supreme Court seeking to confirm its interpretation of the
Award, which matter is currently pending. However, on November 10, 2008, the parties settled this matter, pursuant to which: (i) DHL will
reimburse ABX for $2.2 million in legal expenses arising from the arbitration and ABX will pay for any such expenses that are in excess of this
amount; (ii) DHL will withdraw its assertion that it has the right to audit and seek an adjustment with respect to amounts that it reimbursed to
ABX prior to January 1, 2008; (iii) the ACMl agreement will be amended to provide for a fixed markup of $7.0 million for the fourth quarter of
2008 and $3.6 million under the Hub Services Agreement for the first quarter of 2009; (iv) the Hub Services Agreement will be amended to
provide for a fixed markup of $4.5 million for the fourth quarter of 2008 and $2.0 million for the first quarter of 2009; and (v) the parties agreed
to specify an overhead allocation of $800,000 under the agreements for each quarter during 2008 and the first quarter of 2009. See Note B to the
consolidated financial statements of this report for additional information.

Alleged Violations of Immigration Laws

ABX reported in January of 2005 that it was cooperating fully with an investigation by the U.S. Department of Justice (�DOJ�) with respect to
Garcia Labor Co., Inc., (�Garcia�) a temporary employment agency based in Morristown, Tennessee, and ABX�s use of contract employees that
were being supplied to it by Garcia. The investigation concerns the immigration status of the Garcia employees assigned to ABX.

ABX terminated its contract with Garcia in February of 2005 and replaced the Garcia employees.

In October of 2005, the DOJ notified ABX that ABX and a few Company employees in its human resources department, in addition to Garcia,
were targets of a criminal investigation. ABX cooperated fully with the investigation. In June of 2006, a non-senior management employee of
the Company entered a plea to a misdemeanor related to this matter. In July of 2006, a federal grand jury indictment was unsealed charging two
Garcia companies, the president of Garcia and two of their corporate officers with numerous counts involving the violation of federal
immigration laws. The Garcia defendants subsequently entered guilty pleas in U.S. district court and were sentenced in February and March of
2007. No proceedings have been initiated against ABX by the DOJ. While ABX believes it has adequately reserved for potential losses
stemming from the investigation, it�s possible that, in the event proceedings were initiated against ABX that resulted in an adverse finding, ABX
could be subjected to a financial penalty that is materially greater than the amount it has accrued and restrictions on its ability to engage in
business with agencies of the U.S. Government.

On April 13, 2007, a former ABX employee filed a complaint against ABX, a total of three current and former executives and managers of
ABX, DHL, Garcia Labor Company of Ohio, and three former executives of the Garcia Labor companies, in the U.S. District Court for the
Southern District of Ohio. The case was filed as a putative class action against the defendants, and asserts violations of the Racketeer Influenced
and Corrupt Practices Act (RICO). The complaint, which seeks damages in an unspecified amount, alleges that the defendants engaged in a
scheme to hire illegal immigrant workers to depress the wages paid to hourly wage employees during the period from December 1999 to January
2005. ABX filed a motion to dismiss on June 11, 2007, which was subsequently granted on March 25, 2008, with respect to DHL and ABX. On
March 24, 2008, the total of three current and former executives and managers of ABX filed an answer denying the allegations in the complaint.
Thereafter, on October 1, 2008, Plaintiff filed a motion to dismiss the case without prejudice and, on October 21, 2008, the remaining defendants
filed a motion for the purpose of clarifying the record. The court issued an order dismissing the matter on November 3, 2008.

Other

In addition to the foregoing matters, the Company is also currently a party to legal proceedings in various federal and state jurisdictions arising
out of the operation of their business. The amount of alleged liability, if any, from these proceedings cannot be determined with certainty;
however, the Company believes that their ultimate liability, if any, arising from the pending legal proceedings, as well as from asserted legal
claims and known potential legal claims which are probable of assertion, taking into account established accruals for estimated liabilities, should
not be material to their financial condition or results of operations.
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NOTE J�COMPONENTS OF NET PERIODIC BENEFIT COST

ABX sponsors a qualified defined benefit pension plan for its flight crewmembers and a qualified defined benefit pension plan for its other
employees that meet minimum eligibility requirements. ABX also sponsors non-qualified defined benefit pension plans for certain employees.
These non-qualified plans are unfunded. ABX also sponsors a post-retirement healthcare plan, which is unfunded.

The accounting and valuation for these post-retirement obligations are determined by prescribed accounting and actuarial methods that consider
a number of assumptions and estimates. The selection of appropriate assumptions and estimates is significant due to the long time period over
which benefits will be accrued and paid. The long-term nature of these benefit payouts increases the sensitivity of certain estimates on our
post-retirement costs. The Company�s net periodic benefit cost for its qualified defined benefit pensions and post-retirement healthcare plans are
as follows (in thousands):

Three Months Ended September 30 Nine Months Ended September 30

Pension Plans
Post-retirement
Healthcare Plan Pension Plans

Post-retirement
Healthcare Plan

2008 2007 2008 2007 2008 2007 2008 2007
Service cost $ 8,327 $ 8,924 $ 467 $ 546 $ 24,982 $ 26,772 $ 1,401 $ 1,638
Interest cost 9,631 8,351 466 495 28,892 25,053 1,398 1,485
Expected return on plan assets (9,092) (7,950) �  �  (27,275) (23,850) �  �  
Amortization of prior service cost 1,247 1,205 �  �  3,741 3,615 �  �  
Amortization of net loss 481 1,490 18 158 1,442 4,472 54 474

Net periodic benefit cost $ 10,594 $ 12,020 $ 951 $ 1,199 $ 31,782 $ 36,062 $ 2,853 $ 3,597

During the three and nine month periods ended September 30, 2008, the Company paid $18.7 million and $29.7 million of contributions to its
defined benefit pension plans, respectively. The Company presently anticipates contributing an additional $10.2 million to fund its pension plans
during the remainder of 2008 for a total of $39.9 million.

Turbulence in the financial markets has negatively affected the Company�s funded pension plans. Through September 30, 2008 year-to-date
losses of approximately 13% of plan assets decreases the funded status of the plans and increases ABX�s pension liability. Based on existing
laws, the increase in the unfunded status could increase the contributions ABX is expected to make into the plans in 2009. Due to recent market
volatility and complexity of the calculations, it is difficult to predict the effect on the plans� unfunded status as it is dependent on several factors,
including the discount rate, actual returns on plan assets and other actuarial assumptions. Final determination of the pension liability,
contribution requirements and 2009 benefit cost will only be known on the measurement date, which is December 31, 2008.

NOTE K�STOCK-BASED COMPENSATION

The Company�s Board of Directors has granted stock incentive awards to certain employees and board members pursuant to a long-term
incentive plan which was approved by the Company�s stockholders in May 2005. Employees have been awarded non-vested stock units with
performance conditions, non-vested stock units with market conditions and non-vested restricted stock. Board members were granted time-based
awards. Restricted stock and time-based awards vest over a specified service period. The non-vested stock units will be converted at the end of a
specified service period into a number of shares of Company stock depending on performance and market conditions. The Company expects to
settle all of the stock unit awards by issuing new shares of stock. The table below summarizes award activity.
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Nine Months Ended
September 30, 2008

Nine Months Ended
September 30, 2007

Number of
shares

Weighted
average

grant date
value

Number of
shares

Weighted
average

grant date
value

Outstanding at beginning of period 748,700 $ 7.64 597,000 $ 7.37
Granted 1,353,800 2.95 319,100 8.13
Exercised (131,950) 6.21 (22,200) 7.48
Cancelled (62,150) 9.91 �  �  

Outstanding at end of period 1,908,400 $ 4.34 893,900 $ 7.64

Vested 151,400 $ 3.80 101,800 $ 7.56
The grant-date fair value of each performance condition award, non-vested restricted stock award and time-based award granted by the
Company in 2008 was $2.94 and $3.00, the value of the Company�s stock on the date of grants. The grant-date fair value of each market
condition award granted in 2008 was $2.95 and $3.01. The market condition awards were valued using a Monte Carlo simulation technique, a
risk-free interest rate of 1.71%, a term of 36 months, and a volatility of 41.5% based on historical volatility over three years using daily stock
prices.

For each of the nine month periods ended September 30, 2008 and 2007, the Company recorded expense of $1.9 million and $2.0 million,
respectively, for stock incentive awards. At September 30, 2008, there was $2.9 million of unrecognized expense related to the stock incentive
awards that is expected to be recognized over a weighted-average period of 1.4 years. As of September 30, 2008, awards totaling 2,269,900 had
been granted and 1,908,400 awards were outstanding. None of the awards were convertible, and none of the outstanding shares of restricted
stock had vested as of September 30, 2008. These awards could result in a maximum number of 2,373,000 additional outstanding shares of the
Company�s common stock depending on service, performance and market results through December 31, 2010.

NOTE L�DERIVATIVE INSTRUMENTS

To reduce the effects of fluctuating LIBOR-based interest rates on interest payments that stem from its variable rate outstanding debt, the
Company entered into interest rate swaps having combined notional values of $135.0 million in January 2008. The notional values step
downward in conjunction with the underlying debt through December 31, 2012. Under the interest rate swap agreements, the Company will pay
a fixed rate of 3.105% and receive a floating rate that resets quarterly based on LIBOR. For the outstanding notional value, the Company expects
that the amounts received from the floating leg of the interest rate swap will offset fluctuating payments for interest expense because interest
rates for its outstanding debt and the interest rate swap are both based on LIBOR and reset quarterly.

The table below provides information about the Company�s interest rate swaps at September 30, 2008 (in thousands):

Expiration

Date
Notional
Amount

Stated

Interest
Rate

Market

value
(liability)

12/31/2012 $ 85,000 3.11% $ 2,072
12/31/2012 50,000 3.11% 1,217

To reduce its exposure to rising interest rates on anticipated aircraft financing transactions, during the first quarter of 2006, ABX entered into
five forward treasury lock agreements (�treasury locks�) with settlement dates near the forecasted execution dates of the anticipated financing
transactions. ABX anticipated aircraft financing under fixed interest rate loans based on the interest rates of ten-year U.S. Treasury Notes. The
values of the treasury locks were based on the ten-year U. S. Treasury interest rates, effectively offsetting the effect of changing interest rates on
the anticipated loan transactions. The final remaining treasury lock was with a major U.S. financial institution and settled in cash in July 2007. In
accordance with SFAS No. 133, �Accounting for Derivative Instruments and Hedging Activities,� the Company accounted for the treasury locks
as cash flow hedges. The treasury locks were evaluated and deemed to be highly effective as hedges at inception and upon expiration. The
Company recorded unrealized gains or losses resulting from the changes in fair value in the consolidated balance sheets under accumulated other
comprehensive income in stockholders� equity. These gains and losses are recognized into earnings over the terms of the loan transactions.
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NOTE M�COMPREHENSIVE INCOME

Comprehensive income includes the following transactions for the nine months ended September 30, 2008 and 2007 (in thousands):

Three Months Ended
September 30

Nine Months Ended
September 30

Before
Tax

Income Tax
(Expense)

Benefit Net of Tax
Before

Tax

Income Tax
(Expense)

Benefit Net of Tax
2008
Net income $ 4,965 $ 8,226
Other comprehensive income:
Unrealized gain on marketable securities $ 14 $ (5) 9 $ 22 $ (8) 14
Unrealized gain (loss) on hedge derivatives (1,087) 394 (693) 3,288 (1,194) 2,094
Reclassifications to net income:
Hedging gain realized in net income (30) 12 (18) (92) 34 (58)
Pension actuarial loss 481 (198) 283 1,442 (547) 895
Post-retirement actuarial loss 18 (10) 8 54 (23) 31
Pension prior service cost 1,247 (513) 734 3,741 (1,418) 2,323

Total other comprehensive income $ 643 $ (320) 323 $ 8,455 $ (3,156) 5,299

Comprehensive income $ 5,288 $ 13,525

2007
Net income $ 2,447 $ 11,259
Other comprehensive income:
Unrealized gain (loss) on marketable securities $ (18) $ 7 (11) $ (26) $ 10 (16)
Unrealized gain on hedge derivatives �  �  �  329 (125) 204
Reclassifications to net income:
Hedging gain realized in net income (30) 11 (19) (77) 29 (48)
Pension actuarial loss 1,491 (493) 998 4,472 (1,626) 2,846
Post-retirement actuarial loss 157 (51) 106 474 (171) 303
Pension prior service cost 1,206 (399) 807 3,615 (1,314) 2,301

Total other comprehensive income $ 2,806 $ (925) 1,881 $ 8,787 $ (3,197) 5,590

Comprehensive income $ 4,328 $ 16,849

NOTE N�EARNINGS PER SHARE

The calculation of basic and diluted earnings per common share follows (in thousands, except per share amounts):

Three Months Ended
September 30

Nine Months Ended
September 30

2008 2007 2008 2007
Net income applicable to common stockholders $ 4,965 $ 2,447 $ 8,226 $ 11,259

Weighted-average shares outstanding for basic earnings per share 62,508 58,288 62,462 58,284
Common equivalent shares:
Effect of stock-based compensation awards 123 462 193 374
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Weighted-average shares outstanding assuming dilution 62,631 58,750 62,655 58,658

Basic earnings per share $ 0.08 $ 0.04 $ 0.13 $ 0.19

Diluted earnings per share $ 0.08 $ 0.04 $ 0.13 $ 0.19

The number of equivalent shares that were not included in weighted average shares outstanding assuming dilution, because their effect would
have been anti-dilutive, is approximately 2,573,000 shares.
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NOTE O�SEGMENT INFORMATION

The Company operates in three reportable segments, as described below. The DHL segment consists of the air cargo transportation, logistics and
package handling services provided to DHL under the ACMI and Hub Services agreements. The DHL segment earnings include interest expense
that is reimbursed under the DHL agreement. The ACMI services segment consists of the ACMI and charter services that the Company provides
outside of the ACMI agreement with DHL. The CAM segment consists of the Company�s aircraft leasing operations, and its segment earnings
includes an allocation of interest expense based on aircraft values. The Company�s other activities, which include contracts with the U.S. Postal
Service, aircraft parts sales and maintenance services, fuel management and logistics services, do not constitute reportable segments and are
combined in �All other� with interest income and unallocated interest expense. Cash, cash equivalents, marketable securities and deferred tax
assets are reflected in Assets � All other below (in thousands):

Three Months Ended September 30 Nine Months Ended September 30
2008 2007 2008 2007

Total revenues:
DHL $ 276,781 $ 260,562 $ 837,933 $ 792,395
ACMI services 116,876 16,704 316,880 37,911
CAM 11,964 �  33,677 �  
All other 15,142 8,698 33,095 25,017
Eliminate Inter-segment revenues (17,668) �  (41,574) �  

Total $ 403,095 $ 285,964 $ 1,180,011 $ 855,323

Customer revenues
DHL $ 276,781 $ 260,562 $ 837,933 $ 792,395
ACMI services 110,570 16,704 308,381 37,911
CAM 602 �  602 �  
All other 15,142 8,698 33,095 25,017

Total $ 403,095 $ 285,964 $ 1,180,011 $ 855,323

Depreciation and amortization expense:
DHL $ 10,175 $ 10,484 $ 30,879 $ 31,329
ACMI services 9,578 2,828 26,183 6,389
CAM 4,530 �  10,996 �  
All other 212 190 607 564

Total $ 24,495 $ 13,502 $ 68,665 $ 38,282

Pre-tax earnings (loss):
DHL $ 3,675 $ 3,163 $ 8,721 $ 10,383
ACMI services 890 191 1,206 3,396
CAM 4,038 �  13,204 �  
All other (2,615) 1,341 (11,065) 5,103

Total $ 5,988 $ 4,695 $ 12,066 $ 18,882

September 30,
2008

December 31,
2007

Assets:
DHL $ 296,197 $ 336,345
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ACMI services 411,786 521,518
CAM 244,281 135,147
All other 133,897 169,957

Total $ 1,086,161 $ 1,162,967

Prior to 2008, all ABX overhead expenses were reimbursed by DHL. Beginning in 2008, a portion of overhead expenses are reflected in All
other above and not reimbursed by DHL. The provisions of the commercial agreements with DHL did not require an allocation of overhead until
such time as ABX derived more than 10% of its total revenue from ABX�s non-DHL business activities. In July 2008, an arbitration panel ruled
that the 10% threshold was met on January 1, 2008.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations
The following Management�s Discussion and Analysis has been prepared with reference to the historical financial condition and results of
operations of Air Transport Services Group, Inc. and its subsidiaries. Air Transport Services Group, Inc. and its subsidiaries may hereinafter
individually and collectively be referred to as �the Company,� �we,� �our� or �us� from time to time. The following discussion and analysis describes the
principal factors affecting the results of operations, financial condition, cash flows, liquidity and capital resources. It should be read in
conjunction with the accompanying unaudited financial statements and the related notes contained in this report and our Annual Report on Form
10-K for the year ended December 31, 2007.

INTRODUCTION

Air Transport Services Group, Inc. is a holding company whose principal subsidiaries include three independently certificated airlines: ABX
Air, Inc. (�ABX�), Capital Cargo International Airlines, Inc. (�CCIA�) and Air Transport International, LLC (�ATI�).

On December 31, 2007, ABX was reorganized such that it became a subsidiary under a holding company structure. The holding company, Air
Transport Services Group, Inc., acquired all outstanding ownership of Orlando, Florida based Cargo Holdings International, Inc. (�CHI�) on
December 31, 2007. CHI was the parent company of CCIA and ATI. The acquisition of CHI also included Cargo Aircraft Management, Inc.
(�CAM�), an aircraft leasing company. The consolidated financial statements of the Company include the results of CHI and its primary
subsidiaries, including CAM, CCIA, and ATI, as of the date of acquisition; accordingly, the activities of CHI are not included in the Company�s
consolidated statements of earnings or consolidated statements of cash flows for 2007.

The Company has three reportable segments which are described below: DHL, ACMI Services, and CAM.

DHL

DHL Express (USA), Inc. and DHL Network Operations (USA), Inc. (collectively, �DHL�) is the Company�s largest customer, accounting for
approximately 69% and 71% of the Company�s revenue in the third quarter and first nine months of 2008. Under an aircraft, crew, maintenance
and insurance agreement (�ACMI agreement�) and a Hub Services agreement, ABX provides airlift, package handling, warehousing, and other
cargo related services to DHL. ABX provides staffing, maintenance and management services for DHL�s main air hub and package sorting center
in Wilmington, Ohio and for fifteen DHL regional sort facilities in the U.S. Expenses incurred under these agreements are generally marked-up
by 1.75% (the base mark-up) and included in revenues. Both agreements also allow ABX to earn incremental mark-up above the 1.75% base
mark-up (up to an additional 1.60% under the ACMI agreement and an additional 2.10% under the Hub Services agreement) from the
achievement of certain cost-related and service goals specified in the two agreements. Fuel, rent, interest on the promissory note to DHL, and
ramp and landing fees incurred under the ACMI agreement are the most significant cost items reimbursed without mark-up. At September 30,
2008, ABX had 27 Boeing 767 aircraft and 39 DC-9 aircraft in service under the DHL ACMI agreement.

ACMI Services

Through its airline subsidiaries, the Company provides airlift to other airlines, freight forwarders and the U.S. military, typically through ACMI
agreements. The airlines serve a variety of customers in the air cargo industry by flying in North America, South America and Asia. At
September 30, 2008, ABX operated 12 Boeing 767-200 freighter aircraft that were not under the DHL ACMI agreement, while CCIA and ATI
operated 15 aircraft and 17 aircraft, respectively. Customers are usually charged based on the number of block hours flown, and typical
agreements specify a minimum number of block hours to be charged monthly. CCIA and ATI each have contracts to provide airlift to BAX
Global, Inc. (�BAX�) under ACMI agreements. BAX provides freight transportation and supply chain management services, specializing in the
heavy freight market for business-to-business shipping. ATI also provides passenger transportation primarily to the U.S. military using its DC-8
combi aircraft that are certified to carry passengers as well as cargo on the main flight deck. The Company also provides supplemental airlift to
DHL under additional ACMI arrangements.
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CAM

The Company offers aircraft leasing through its CAM subsidiary. CAM had 34 aircraft that were under lease and in service during the third
quarter of 2008, 32 of them to ABX, ATI and CCIA. CAM leases two 767 Boeing aircraft, both under seven year terms to an outside airline,
beginning in the third quarter of 2008.

Other Activities

In addition to its ACMI services, the Company sells aircraft parts and provides aircraft maintenance services to other airlines. Through a
wholly-owned subsidiary, the Company operates three U.S. Postal Services sorting facilities. The Company also provides specialized services
for aircraft fuel management and freight logistics. These other business activities do not constitute reportable segments. Other activities include
general and administrative expenses not associated with the DHL commercial agreements, including an allocation of ABX�s overhead expenses,
starting January 1, 2008.

OUTLOOK

DHL U.S. Network

On May 28, 2008, DHL announced a plan to restructure its U.S. business and negotiate an agreement with United Parcel Service Inc. (�UPS�) to
provide air uplift and other services for DHL�s U.S. domestic and international shipments within North America. Additionally, under that plan,
DHL would take over management of the regional hubs currently managed by ABX throughout the U.S. If DHL and UPS successfully
negotiated an agreement, the Company expected that substantially all of the services that ABX provides to DHL would be transitioned to UPS or
DHL by the middle of 2009. Approximately 6,000 ABX employees in Wilmington, Ohio would have been affected.

Since May 2008, DHL has experienced a precipitous drop in its domestic freight volumes. On November 10, 2008, DHL announced a revised
plan in which DHL will discontinue intra-U.S. domestic pickup and delivery services in January 2009. DHL would instead provide only
international services to and from the U.S. Under this plan, the regional hubs will be closed and the sort operations in Wilmington will be
downsized to approximately 600 ABX employees to process international shipments. DHL continues to pursue a contract with UPS to provide
air and ground transportation for DHL�s international shipments only.

The Company has attempted to present its own revised U.S. network plan to DHL, containing significant cost savings. However, DHL has
indicated that it is unable to discuss the plan with ABX while DHL is in negotiations with UPS. ABX cannot reasonably predict how long
negotiations between UPS and DHL may last, to what extent they may reach an outsourcing agreement or a transition timetable. ABX has begun
to discuss and negotiate termination and wind-down costs with DHL, including employee severance and retention arrangements. In August
2008, ABX and DHL executed a severance and retention agreement. The agreement specifies employee severance and retention benefits that
DHL will pay to ABX in conjunction with its U.S. restructuring plan. DHL will reimburse ABX for the cost of non-union employee severance
and retention benefits paid in accordance with the agreement. The same agreement includes provisions to pay ABX for crewmember benefits if
ABX and the collective bargaining unit for the crewmembers can reach an agreement in regards to the use of those funds for severance, retention
or other issues arising from DHL�s U.S. restructuring plan.

ABX management is accelerating and expanding its diversification plans. In the absence of operating such a large aircraft fleet for DHL,
management anticipates that it will sell nearly all of the remaining DC-9 aircraft to DHL as they are removed from service under the aircraft put
provisions of the ACMI agreement. Additionally, management expects to put to DHL several of the 23 non-standard freighter Boeing 767
aircraft that are currently in service to DHL under the ACMI Agreement. The proceeds from these aircraft would be used to help finance the
modification of certain remaining Boeing 767 aircraft from a passenger door loading system to a standard freighter configuration. The Company
is in discussions to redeploy a significant number of Boeing 767 aircraft on a more profitable basis, with both new and existing customers under
dry lease or ACMI arrangements. Other business development opportunities for ABX include expanded aircraft maintenance and repair
operations and additional mail sorting and mail transport contracts with the USPS. If DHL completes its plan with UPS or otherwise
substantially reduces its operations in the U.S., ABX will need to significantly restructure, downsize and achieve wage concessions in order to
competitively pursue new business development.
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The Company�s financial condition will be impacted by uncertainties stemming from DHL�s U.S. restructuring plan. These uncertainties include
the following:

� The speed at which DHL terminates services under the ACMI and Hub Services agreements including services provided through the
regional hubs.

� ATSG�s ability to remain in compliance with its credit agreements and maintain access to liquidity as it attempts to replace cash flows
lost by DHL�s transition to UPS or the scaling back of its U.S. operations.

� The speed at which ABX is able to redeploy its aircraft with other customers.

� ABX�s success in implementing cost restructuring initiatives, including the negotiation of a collective bargaining agreement with
flight crews that is competitive in the ACMI marketplace.

� The amounts and timing of reimbursement by DHL of termination costs under the ACMI and Hub Services agreements, including
aircraft, equipment and property lease termination costs, maintenance agreement termination costs and severance benefits, as well as,
DHL�s reimbursement of other costs arising from the wind-down of services under the agreements, including funding of pension
plans.

� ATSG�s and ABX�s continued access to the airport, hangar and office facilities in Wilmington, Ohio.
Overhead allocation

In November 2007, ABX and DHL agreed to arbitrate provisions of their ACMI and Hub Services agreements that cover the allocation of ABX�s
overhead expenses between DHL and ABX�s non-DHL operations. DHL sought certain declarations, including that (i) ABX may not include fuel
costs as revenues under the ACMI agreement for purposes of determining whether it receives more than 10% of its revenues from other
customers; (ii) ABX exceeded the 10% threshold in the second quarter of 2007 and therefore must begin absorbing a portion of its overhead for
the second quarter of 2007 and each quarter going forward under the Agreements; and (iii) DHL is not obligated to reimburse ABX for the costs
incurred in maintaining its status as a public company, including those costs incurred in evaluating a recent unsolicited indication of interest
from ASTAR.

ABX pursued its position through arbitration. In February 2008, a three-member arbitration panel was selected, and in July, the panel issued its
award. The arbitrators ruled that that (i) DHL had failed to demonstrate that ABX had incorrectly treated the reimbursement for its fuel
expenditures as revenue under Generally Accepted Accounting Principles, and therefore ABX�s revenues from sources other than DHL did not
exceed 10% of its total revenues during the second quarter of 2007, (ii) the costs incurred by ABX in maintaining its status as a public company
are reimbursable under the Agreements, (iii) the 10% threshold had been crossed on January 1, 2008, in conjunction with the acquisition of CHI,
and the parties are therefore required to begin negotiating in good faith a reasonable allocation of overhead costs attributable to ABX�s
third-party business, (iv) ABX is solely responsible for expenses it incurred to consider and analyze an expression of interest from ASTAR in
acquiring ABX, and to prepare and complete the acquisition of CHI at year-end 2007, and (v) DHL�s withholding of $8.8 million in payments to
ABX for a 10-day period last November was not a material default under the Agreements.

In accordance with the arbitrators� ruling, the Company recorded a $2.5 million non-reimbursable expense in the second quarter of 2008
associated with the ASTAR indication of interest and issued a corresponding expense credit to DHL. Additionally, to allocate overhead cost, the
Company posted a credit of $1.6 million to expense subject to mark-up, thus reducing revenue from DHL and increasing non-DHL expenses for
the first six months of 2008. For the third quarter of 2008, ABX allocated $0.8 million of overhead expenses to non-DHL. These pre-tax charges
are recorded in �Other operating� expenses and reflected in �Other activities.� ABX and DHL have agreed to a fixed overhead allocation of $0.8
million per quarter through the first quarter of 2009.
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ABX and DHL disagreed on the application of certain provisions of the arbitrators� ruling. In November 2008, ABX and DHL agreed to resolve
these interpretation differences regarding the arbitrators� ruling. DHL agreed to reimburse ABX for $2.2 million of ABX�s legal expenses arising
from the arbitration, while ABX agreed to pay any such expenses in excess of that amount. DHL agreed to drop its assertion that it could
reexamine and seek an adjustment with respect to ABX�s accounting for costs prior to January 1, 2008. Based on the settlement agreement, ABX
will reverse a provision of $2.2 million it established in the second quarter of 2008 reserving DHL�s reimbursement of the legal expenses in the
fourth quarter of 2008. Additionally, the settlement agreement sets the overhead allocation charge at $0.8 million per quarter through March
2009.

DHL Mark-ups

DHL and ABX have negotiated specific base and incremental mark-up amounts for the fourth quarter of 2008 and the first quarter of 2009 for
the ACMI and Hub Services contracts. The amount of base and incremental mark-up is patterned from the actual mark-ups that ABX earned in
2007.
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For the fourth quarter of 2008 DHL will pay ABX $7.0 million in mark-ups under the modified ACMI agreement, and $4.5 million in mark-ups
under the modified Hub Services agreement. Total mark-up payments to ABX will be $11.5 million for the fourth quarter of 2008, or six percent
more than the $10.8 million in mark-ups that ABX earned in the fourth quarter of 2007. For the first quarter of 2009, DHL will pay ABX $5.6
million or $3.6 million in mark-ups under the modified ACMI agreement, and $2.0 million in mark-ups under the modified Hub Services
agreement. First-quarter 2009 markup will include amounts for service and cost incentives that in prior years were recorded in the fourth quarter.

RESULTS OF OPERATIONS

Summary

Consolidated revenues increased 41% and 38% in the third quarter and the first nine months of 2008 compared to 2007, primarily due to the
acquisition of CHI on December 31, 2007. Revenues from CHI comprised approximately $100.4 million of the $117.1 million increase in
consolidated revenues over the third quarter of 2007 and $264.8 million of the $324.7 million increase over the first nine months of 2007.
Revenues from the DHL agreements increased approximately $16.2 million and $45.5 million for the third quarter and first nine months of 2008,
as higher aircraft fuel prices drove reimbursable revenues up approximately 50% and 48%, respectively, and outpaced declines in ABX�s
revenues from costs subject to mark-up.

For the third quarter of 2008, the Company recorded net earnings of $5.0 million, compared to $2.4 million in the third quarter of 2007.
Improved earnings for the third quarter of 2008 were driven by the acquisition of CHI and lower deferred income tax expense. Results for the
nine months ended September 30, 2008 included two non-recurring charges 1) Expenses of $2.5 million, associated with the ASTAR indication
of interest as stipulated by the arbitration ruling and 2) a deferral of $2.2 million of revenue stemming from a disagreement with DHL over the
cost of the arbitration. We expect to recognize the $2.2 million of revenue once a formal settlement with DHL is finalized in the fourth quarter of
2008.

The CHI operations, including CAM, ATI and CCIA, contributed approximately $2.9 million and $6.2 million to net earnings for the three and
nine month periods ending September 30, 2008, respectively, after deducting interest expenses associated with the acquisition financing.

DHL Segment

Our pre-tax earnings from the DHL segment increased $0.5 million in the third quarter of 2008 and decreased $1.7 million for the first nine
months of 2008 compared to the corresponding periods of 2007. The third quarter increase was due primarily to recording revenue for Hub
Services incremental mark-up. The decrease for the first nine months of 2008 was due primarily to a revenue reduction of $2.2 million for
disputed arbitration expenses partially offset by increases in incremental mark-up.

Our costs subject to mark-up during the three and nine month periods ended of 2008 declined approximately 13% and 11%, respectively
compared to the corresponding 2007 periods. Costs subject to mark-up have declined compared to 2007 due to the transfer of the Riverside,
California and South Bend, Indiana hubs to DHL management during 2007, the removal of DC-9 aircraft from the ACMI agreement and the
transfer of the Ohio logistics services operations in 2008. Our earnings are affected by declines in DHL�s business volume, which have been
negatively impacted by deteriorating economic conditions in the U.S. and the erosion of DHL�s customer base since June 2008. Flight hours
flown and parcels processed for DHL have declined in the third quarter of 2008 compared to previous periods. Parcels processed for DHL
declined 23% and 14% for the three and nine months ended September 30, 2008, respectively compared to the corresponding periods of the
previous year. Aircraft block hours flown for DHL under the ACMI agreement decreased 10% and 3% for the three and nine months ended
September 30, 2008, respectively, compared to the corresponding periods in 2007.

Under the two agreements with DHL, we have the potential to earn additional revenues from an incremental mark-up each quarter based on
achieving certain cost-related goals. We earned $0.6 million and $2.0 million of incremental mark-up under the ACMI agreement during the
third quarter and first nine months of 2008 compared to $0.6 million and $1.7 million for the corresponding periods in 2007. We recorded $0.3
million of incremental mark-up under the Hub Services agreement during the third quarter of 2008 and no mark-up in 2007. For the first nine
months of 2008, we earned $0.4 million of incremental mark-up under the Hub Services agreement, while no mark-up was earned in 2007.
Because DHL�s transition has a significant impact on operations and ABX�s cost-related goals, DHL agreed during the third quarter of 2008 to
pay ABX a quarterly mark-up of $0.3 million, which ABX recorded in September 2008.
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No incremental mark-up contribution from the annual cost and service goals specified in the two agreements was included in our revenue for the
third quarter or first nine months of 2008 and 2007. Revenue earned through the achievement of annual goals is recorded in the fourth quarter.

ACMI Services

ACMI Services revenues, excluding reimbursed expenses, were $79.4 million and $210.7 million for the third quarter and first nine months of
2008 increasing $62.7 million and $172.8 million compared to the corresponding periods in 2007. Approximately $1.5 million and $17.0 million
of this growth for the third quarter and first nine months was organic to ABX, while the remaining increase resulted from the acquisition of CHI.
ABX�s organic growth reflects the deployment of seven additional Boeing 767 aircraft into service since March 31, 2007.

The ACMI Services segment had pre-tax earnings of $0.9 million and a $1.2 million for the third quarter and first nine months of 2008. The
ACMI Services segment had pre-tax earnings of $0.2 million and $3.4 million for the third quarter and first nine months of 2007. Segment
results for ACMI Services were positively impacted when CCIA and ATI successfully added the Boeing 757 and the Boeing 767 to their
respective FAA operating certificates during the third quarter of 2008. Segment results for the first nine months of 2008 declined compared to
the corresponding 2007 period due to several factors. ABX incurred significant maintenance expenses compared to the corresponding 2007
periods due to planned C-checks, which are expensed as incurred for Boeing 767-200 aircraft. Flight crew wages were negatively impacted
during 2008, when ABX flight crews decided not to voluntarily bid for extra flying, as is customary. As a result, ABX assigned the trips at an
additional cost. Expenses during 2008 included additional expenses associated with ABX�s Asian operations while it finished the set-up of a
domicile of flight crews and maintenance employees in Japan. During the first nine months of 2008, ATI and CCIA incurred approximately $1.1
million of expenses (excluding intercompany lease charges of $1.9 million from CAM) while completing the FAA certification process to add
aircraft types to their respective operating certificates. ATI added the Boeing 767 to its operating certificate while CCIA added the Boeing 757.

ACMI Services results include revenues of $2.2 million and $5.3 million during the three and nine month periods ended September 30, 2008,
respectively, from two Boeing 767 freighter aircraft that ABX supplies under a supplemental agreement for DHL. The supplemental agreement
expires December 31, 2008 unless extended. Additionally, ABX charges a carrying cost to DHL for ad hoc usage of ABX Boeing 767 aircraft
that are not under the ACMI agreement. Such costs are based on block hours flown and a pre-established rate. The costs are included in ACMI
expenses subject to mark-up and accordingly reflected in the DHL segment revenues with a corresponding expense reduction to ACMI Services.
ACMI Services expenses were credited $1.2 million and $4.1 million for the three and nine month periods ended September 30, 2008.

CAM

At September 30, 2008, CAM had 34 aircraft that were under lease; 32 of these aircraft were leased to subsidiaries of the Company. During the
third quarter of 2008, CAM began leasing two Boeing 767 aircraft to an outside customer under a long-term lease. Segment earnings for CAM
were $4.0 million and $13.2 million for the third quarter and first nine months and reflect an allocation of interest expense based on prevailing
interest rates and the carrying value of its operating assets. CAM has two Boeing 767 aircraft and one Boeing 757 aircraft that are undergoing
freighter modification and are expected to become ready for service during 2009.

Other activities and overhead expenses

Other Activities revenue increased to $15.1 million and $33.1 million in the third quarter and first nine months of 2008 compared to $8.7 million
and $25.0 million in the corresponding periods of 2008. Increased revenues were primarily a result of an increase in aircraft parts sales and
maintenance services when compared to 2007. Much of the increase is due to internal aircraft maintenance services and parts sales. Internal sales
and earnings are eliminated from the consolidated results.

The operating results of these business activities, combined with non-reimbursed administrative expenses resulted in a pre-tax loss of $0.2
million and $2.3 million for the three and nine months ended September 30, 2008, respectively, compared to $1.1 million and $3.4 million
pre-tax earnings for the corresponding periods in 2007. The decline in 2008 compared to 2007 includes a charge of $2.5 million in the second
quarter of 2008 for fees to evaluate an offer from ASTAR to acquire ABX in 2007. The decline also includes a $2.4 million charge for the
allocation of ABX overhead to non-DHL, unreimbursed expenses. Additionally, expenses increased as a result of increased corporate and
administrative expense related to CHI , as well as other expenses to support new business development. These expenses were partially offset by
improved pre-tax earnings from our U.S. Postal Service operations.
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A summary of our revenues and segment earnings is shown below (in thousands):

Three Months Ended September 30 Nine Months Ended September 30
2008 2007 2008 2007

Revenues:
DHL
ACMI
Base mark-up $ 101,358 $ 108,873 $ 313,032 $ 334,760
Incremental mark-up 590 587 1,967 1,724

Total ACMI 101,948 109,460 314,999 336,484
Hub Services
Base mark-up 59,618 73,837 195,262 232,531
Incremental mark-up 275 �  425 �  

Total Hub Services 59,893 73,837 195,687 232,531
Other Reimbursable 115,711 77,265 330,223 223,380
Reimbursement reserve (771) �  (2,976) �  

Total DHL 276,781 260,562 837,933 792,395
ACMI Services
Charter and ACMI 79,434 16,704 210,691 37,911
Other Reimbursable 37,442 �  106,189 �  

Total ACMI Services 116,876 16,704 316,880 37,911
CAM 11,964 �  33,677 �  
Other Activities 15,142 8,698 33,095 25,017

Total Revenues 420,763 285,964 1,221,585 855,323
Eliminate internal revenue (17,668) �  (41,574) �  

Customer Revenues $ 403,095 $ 285,964 $ 1,180,011 $ 855,323

Pre-tax Earnings (Loss):
DHL
ACMI $ 2,326 $ 1,932 $ 5,721 $ 6,524
Hub Services 1,349 1,231 3,000 3,859
Other Reimbursable �  �  �  �  

Total DHL 3,675 3,163 8,721 10,383
ACMI Services 890 191 1,206 3,396
CAM, inclusive of interest expense 4,038 �  13,204 �  
Other Activities and non-reimbursed overhead (231) 1,136 (2,253) 3,360
Net non-remibursed interest income (expense) (2,384) 205 (8,812) 1,743

Total Pre-tax Earnings (Loss) $ 5,988 $ 4,695 $ 12,066 $ 18,882

Note: Prior to 2008, all ABX overhead expenses were reimbursed by DHL. Beginning in 2008, a portion of overhead expenses are reflected in
Other Activities above and not reimbursed by DHL. The provisions of the commercial agreements with DHL did not require an allocation of
overhead until such time as ABX derived more than 10% of its total revenue from ABX�s non-DHL business activities. In July 2008, an
arbitration panel ruled that the 10% threshold was met on January 1, 2008.
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LINE ITEM RESULTS

Our expenses for 2008 and comparisons to 2007 are significantly impacted by the acquisition of CHI on December 31, 2007. Our future expense
levels will be impacted by the wind-down of DHL operations and the number of aircraft ABX operates for DHL. Additionally, the volatility of
aviation fuel prices may have a significant impact on our expense and revenue levels.

Salaries, wages and benefits expense increased 4% and 1% during the three and nine month periods ended September 30, 2008, respectively,
compared to the corresponding periods of 2007. This expense includes $12.1 million and $35.4 million for CHI salaries, wages and benefits
during the three and nine month periods ended September 30, 2008, respectively. As a result of the acquisition, headcount increased by
approximately 600. Our total expense reflects the transfer of the Riverside, California and South Bend, Indiana hubs to DHL in 2007, the
transfer of all Ohio logistics services operations to DHL in 2008, and increased expenses for employee severance benefits. Future salaries, wages
and benefit expense will be impacted by severance and retention benefits (see Note C).

Fuel expense increased $85.4 million and $236.2 million during the three and nine month periods ended September 30, 2008, respectively,
compared to the corresponding periods of 2007. CHI accounted for $53.4 million and $136.8 million of fuel expense during the three and nine
month periods ended September 30, 2008, respectively. In addition to fuel for the CHI operations, the average price of aviation fuel increased
significantly compared to the third quarter of 2007. The average price of a gallon of aviation fuel increased 61% in the first nine months of 2008
compared to the first nine months of 2007.

Maintenance, materials and repairs increased $0.3 million and $8.9 million during the three and nine month periods ended September 30, 2008,
respectively, compared to the corresponding periods of 2007. The acquisition of CHI accounted for $4.1 million and $10.1 million of the
increase during the three and nine month periods ended September 30, 2008, respectively. ABX�s maintenance expenses declined due to
reductions in its aircraft fleet.

Depreciation and amortization expense increased $11.0 million and $30.4 million during the three and nine month periods ended September 30,
2008, respectively, compared to the corresponding periods of 2007. The acquisition of CHI accounted for $10.7 million and $27.1 million of
depreciation and amortization expense during the three and nine month periods ended September 30, 2008, respectively. The increase reflects
the addition of two Boeing 767-200 aircraft that ABX placed in service since September 2007.

Landing and ramp expense, which includes the cost of deicing chemicals, increased $2.8 million and $10.2 million during the three and nine
month periods ended September 30, 2008, respectively, compared to the corresponding periods of 2007. The acquisition of CHI accounted for
$2.5 million and $8.1 million of the increase during the three and nine month periods ending September 30, 2008, respectively, while increased
deicing expenses accounted for most of the remaining increase in expense.

Other operating expenses include pilot travel, professional fees, insurance, utilities, costs of parts sold to non-DHL customers and packaging
supplies. Other operating expenses increased by $3.5 million and $19.1 million in the three and nine month periods ended September 30, 2008,
respectively, compared to the corresponding periods of 2007. The CHI operations accounted for $7.0 million and $19.5 million of the increase
during the three and nine month periods ending September 30, 2008, respectively. ABX�s travel expenses declined in the third quarter of 2008
compared to the third quarter of 2007 when ABX was rotating crews to Japan. In 2008, ABX established a domicile in Japan, reducing crew
travel. Additionally, during the third quarter of 2007, ABX incurred significant professional fees associated with an evaluation of an indication
of interest to acquire the Company.

Interest expense increased $4.9 million and $17.4 million during the three and nine month periods ended September 30, 2008, respectively,
compared to the corresponding periods of 2007. Interest expense increased primarily due to acquisition financing in conjunction with the
Company�s purchase of CHI. The unsubordinated term loan of $270 million bore interest at 6.77% during the third quarter of 2008. Additionally,
the Company has at times drawn from the revolving credit facility during 2008. Also, since September of 2007, the Company has borrowed
through two additional aircraft term loans. Higher interest rates driven by tight lending markets will increase the Company�s interest expense
during the fourth quarter of 2008.

Interest income decreased by $0.7 million and $1.6 million during the three and nine month periods ended September 30, 2008, respectively,
compared to the corresponding periods of 2007 due to lower invested balances and short-term interest rates on our cash, cash equivalents and
marketable securities.

The provision for income taxes for interim periods is based on management�s best estimate of the effective income tax rate expected to be
applicable for the current year, plus any adjustments arising from changes in the estimated amount of taxable income related to prior periods.
Income taxes recorded through September 30, 2008 have been estimated utilizing a 39.5% rate based on year-to-date income and projected
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The effective tax rate for the three and nine month periods ended September 30, 2008 was 17% and 32%, respectively, compared to 49% and
41% for the corresponding 2007 periods. Certain discrete items reduced the overall effective tax rate in 2008 compared to 2007. Due to the
completion of the IRS examination, the Company recorded a $1.3 million reduction to its FIN 48 contingencies during the third quarter of 2008.
This decrease in the contingency is reflected on the financial statements as an increase to the net operating loss deferred tax assets (�NOL�) asset,
and a benefit to deferred tax expense. During the second quarter of 2008, the Company placed a valuation allowance against state NOLs of $0.6
million due to uncertainties in the contract between ABX and DHL. Should DHL move their air transportation to UPS, it is unlikely that ABX
would continue to fly to all the states represented by the state NOL deferred tax assets, thus limiting our ability to fully utilize them. As part of
this analysis, it was determined that additional state NOLs existed of $0.2 million, which was also recorded in the second quarter of 2008.

Pro Forma Results

The following table provides pro forma condensed combined financial information (in thousands) for the Company after giving effect to the CHI
acquisition. This information is based on adjustments to the historical consolidated financial statements of CHI using the purchase method of
accounting for business combinations. The pro forma adjustments do not include any of the cost savings and other synergies anticipated to result
from the acquisition. These pro forma results have been prepared for comparative purposes only and do not purport to be indicative of results
that would have actually been reported as of the date or for the quarter presented had the acquisition taken place on such date or at the beginning
of the quarter indicated, or to project the Company�s financial position or results of operations which may be reported in the future.

The pro forma results exclude non-recurring charges recorded by CHI that were directly related to the acquisition by the Company. Combined
results for Air Transport Services Group, Inc. and CHI for the quarter ended September 30, 2008 were adjusted for the following in order to
create the unaudited pro forma results in the table:

a) Represents the Company�s historical consolidated statements of earnings for the three and nine months periods ended September 30, 2007.

b) Represents Cargo Holdings International, Inc. historical consolidated statements of earnings for the three and nine months periods ended
September 30, 2007.

c) Adjustment to reflect additional intangible asset amortization expense of $0.7 million and $2.0 million for the three and nine month periods
ended September 30, 2007, respectively, resulting from the fair value adjustments to CHI�s intangible assets.

d) Adjustment to reflect additional depreciation expense of $0.8 million and $2.4 million for the three and nine month periods ended
September 30, 2007, respectively, resulting from the fair value adjustments to CHI�s aircraft and aircraft related parts.

e) Adjustment to reflect additional interest expense and amortization of debt issuance costs for the three and nine month periods ended
September 30, 2007 related to the $270.0 million unsubordinated term loan, using average prevailing rates of 8.35%.
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Three Months Ended September 30, 2007 Nine Months Ended September 30, 2007
Actual

ABX Air
a

Actual
CHI

b

Pro
Forma

Adj.
Pro Forma

results

Actual
ABX Air

a

Actual
CHI

b

Pro
Forma

Adj.
Pro Forma

results
REVENUES $ 285,964 $ 77,842 $ �  $ 363,806 855,323 224,699 $ �  $ 1,080,022

OPERATING EXPENSES
Salaries, wages and benefits 147,791 12,223 �  160,014 456,830 38,822 �  495,652
Fuel 66,154 34,332 �  100,486 186,505 96,404 �  282,909
Maintenance, materials and repairs 23,731 4,467 �  28,198 69,276 12,385 �  81,661
Depreciation and amortization 13,502 10,126 1,465 c,d 25,093 38,282 27,374 4,393 c,d 70,049
Landing and ramp 4,380 2,889 �  7,269 18,558 9,291 �  27,849
Rent 2,167 968 �  3,135 6,880 3,054 �  9,934
Purchased line-haul and yard
management 1,432 �  �  1,432 4,649 �  �  4,649
Other 19,555 3,471 �  23,026 48,787 11,809 �  60,596

278,712 68,476 1,465 348,653 829,767 199,139 4,393 1,033,299
EARNINGS FROM
OPERATIONS 7,252 9,366 (1,465) 15,153 25,556 25,560 (4,393) 46,723

OTHER INCOME 456 456 �  456 456
INTEREST EXPENSE (3,736) (2,343) (4,241) e (10,320) (10,302) (4,182) (15,165) e (29,649)
INTEREST INCOME 1,179 313 �  1,492 3,628 1,103 �  4,731

EARNINGS BEFORE INCOME
TAXES $ 4,695 $ 7,792 $ (5,706) $ 6,781 $ 18,882 $ 22,937 $ (19,558) $ 22,261

FINANCIAL CONDITION, LIQUIDITY AND CAPITAL RESOURCES

Cash flows

Net cash generated from operating activities was $114.3 million for the first nine months of 2008 compared to $52.4 million in the first nine
months of 2007. Increased cash flows were driven by expanded business operations due to the acquisition of CHI, the collection of customer
receivables and lower pension payments compared to the first nine months of 2007.

Capital spending levels are primarily a result of aircraft acquisitions and related freighter modification costs. Cash payments for capital
expenditures were approximately $96.6 million in the first nine months of 2008 compared to $118.4 million in the first nine months of 2007.
Capital expenditures in the first nine months of 2008 included Boeing 767 aircraft and cargo modification costs for nine aircraft. Capital
expenditures in the first nine months of 2007 included the acquisitions of four Boeing 767 aircraft and cargo modification costs for eleven
aircraft. Payments for aircraft modifications vary among periods, and depending on the amount of work completed, number of aircraft
undergoing modification and the payment schedules with the vendor. We estimate the total level of capital spending for all of 2008 will be
approximately $129.8 million compared to $160.2 million in 2007.

During the first quarter of 2008, the Company made payments of approximately $3.8 million for professional fees associated with our
December 31, 2007 acquisition of CHI.

Cash used for financing activities was primarily related to the revolving credit facility and term loan. In August 2008, a subsidiary of the
Company paid the lead banks of the Credit Agreement $47.5 million to invest in the Company�s term loan. This intercompany loan is eliminated
in consolidation, reflecting the Company�s net term loan position of $222.5 million.

30

Edgar Filing: Air Transport Services Group, Inc. - Form 10-Q

Table of Contents 51



Table of Contents

Commitments

We have contracted with aircraft maintenance and modification providers to convert aircraft from passenger to standard freighter configuration.
As of September 30, 2008, the Company had two Boeing 767 aircraft and one Boeing 757 aircraft in various stages of modification from
passenger to freighter configuration. Based on the most current projections, we expect to place one of the Boeing 767 aircraft into service during
2008 as modifications are completed. The estimated costs of the remaining anticipated modification for these three aircraft approximate $22.4
million, including $11.6 million expected to be paid in 2008. Additionally, the Company is committed to purchase another Boeing 767 for
approximately $23.5 million after the aircraft is completely modified to freighter configuration in 2009. We plan to finance the cost of
modifying the aircraft with existing cash and cash generated from operations during the modification period.

On September 15, 2008, CAM entered into an agreement with Israel Aerospace Industries Ltd. (�IAI�) for the conversion of up to fourteen Boeing
767-200 package freighters to full freighter configuration. The conversion primarily consists of the installation of a standard cargo door and
loading system. If CAM were to cancel the conversion program as of September 30, 2008, it would owe IAI, in addition to payments for aircraft
currently undergoing modification, approximately $6.0 million for non-recurring engineering and approximately $7.1 million associated with
additional conversion part kits which have been ordered.

We estimate that contributions to our defined benefit pension plans for the remainder of 2008 will be $10.2 million and will total $39.9 million
for the year. We estimate our total pension expense, which is primarily reimbursable under the two DHL agreements, will be $10.6 million for
the remainder of 2008 for all pension plans, totaling $42.4 million for the year.

Liquidity and Capital Resources

As of September 30, 2008, we had approximately $59.2 million of cash and cash equivalents and $0.1 million of marketable securities. The
Company had $37.6 million of unused credit facility, net of outstanding letters of credit of $18.9 million, through a syndicated Credit Agreement
that expires in December 2012.

Through its Credit Agreement, the Company has a syndicated, unsubordinated term loan and a revolving credit facility that are collateralized by
substantially all the aircraft, property and equipment owned by the Company that are not separately collateralized under aircraft loans or capital
leases. The lenders currently consist of 16 U.S. based banks. Under the Credit Agreement, the Company is subject to expenses, covenants and
warranties that are usual and customary. The Credit Agreement contains covenants including, among other things, limitations on certain
additional indebtedness, guarantees of indebtedness, and the level of annual capital expenditures. The Credit Agreement stipulates events of
default including unspecified events that may have material adverse effects on the Company. The conditions of the Credit Agreement and the
aircraft loans cross-default.

DHL�s U.S. restructuring announcement, turmoil in the global financial markets and the crisis in the U.S. credit market could effect the
Company�s access to liquidity. Certain lenders have questioned whether DHL�s decision to outsource its U.S. express delivery business to UPS
constitutes a material adverse event (�MAE�) under provisions of the Credit Agreement and aircraft loans. If a lender within the Credit Agreement
declares an MAE, availability under the revolving credit facility will be reduced by the lender�s portion of the facility. Further, the Credit
Agreement provides that if lenders having more than half of the outstanding dollar amount of the commitments assert that an MAE exists at the
time the borrowers attempt to borrow under the Credit Facility, they can assert that an event of default exists under the Credit Agreement and
require the lead bank to exercise its remedies. If an event of default occurs, the Company may be forced to repay, renegotiate or replace the
Credit Agreement. Given the current credit crisis and announcement by DHL of its U.S. restructuring plan, the interest rates and other costs of a
renegotiated or new facility, assuming the Company could obtain a new facility, would likely be more expensive and may require more rapid
amortization of principal than under the terms of the current Credit Agreement.

The ACMI agreement allows ABX to put aircraft under contract to DHL, requiring DHL to buy such aircraft from ABX at the lesser of book
value or fair market value. If ABX�s stockholders� equity is greater than $100 million, as it is at this time, any amount by which fair market value
is less than net book value would be recorded as an operating charge. If ABX�s stockholders� equity is less than or equal to $100 million at the
time of sale, any amount by which the appraised fair market value is less than net book value would be applied to a promissory note ABX owes
to DHL. For purposes of applying the $100 million stockholders� equity threshold, ABX�s stockholders� equity will be calculated after including
the effect of any charges caused by the removal of aircraft. Provisions of the Company�s Credit Agreement requires that cash proceeds from the
sale of equipment and recoveries from insurance proceeds, must be reinvested in like kind assets within 180 days of receipt or remitted as a
repayment against the term loan. Aggregate proceeds exceeding $75.0 million in a calendar year must be remitted as a repayment against the
term loan.
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The $92.3 million unsecured promissory note includes certain events of default that would allow the note to be called by DHL. On January 14,
2008, the Company received from DHL a demand for payment in full of the unsecured promissory note. In its demand, DHL asserts that the
acquisition by the Company of CHI and the related financing transaction, which closed on December 31, 2007, constituted a �change of control�
under the terms of the unsecured promissory note. The Company�s management and legal advisors do not believe a �change of control� occurred in
connection with the CHI acquisition and, accordingly, have disputed DHL�s demand. If DHL persists in its demand, the Company is prepared to
defend its position in the applicable court of law. In the event that it should become necessary to repay the note before January 2009, the
Company established replacement financing of $61.0 million with certain former shareholders of CHI. The replacement financing agreement
expires in January 2009 and would become unavailable if the Company is in default of the Credit Agreement. In the absence of the replacement
financing, the Company would utilize its cash balances, and if necessary, reduce its capital spending for aircraft modifications and seek
additional funding sources to repay the note.

The turbulence in the financial markets has negatively affected the Company�s funded pension plans. Through September 30, 2008, year-to-date
losses of approximately 13% of plan assets decreases the funded status of the plans and increases ABX�s pension liability. Based on existing
laws, the increase in the unfunded status could increase the contributions which ABX is expected to make into the plans in 2009 or become
subject to penalty. Due to recent market volatility and complexity of the calculations, it is difficult to predict with specificity the effect on the
plans� unfunded status as it is dependent on several factors including the discount rate, actual returns on plan assets and other actuarial
assumptions. Final determination of the pension contribution requirements will only be known on the measurement date, which is December 31,
2008. Additionally, since DHL�s strategic announcement in May 2008, the Pension Benefits Guaranty Corporation (�PBGC�), a governmental
company that insures pension plan benefits in the U.S., has made several inquiries of management regarding the plans� status, and as to DHL�s
intentions with respect to providing additional plan funding. The Company has approached DHL to request that DHL make additional
contributions to strengthen the funded status of the plans. Discussions with DHL are ongoing and the outcome uncertain. The PBGC has broad
authority over pension funding and could compel ABX to terminate and settle the plans. Other options may include freezing plan benefits or
strengthening the funded status of the plans through additional contribution.

The Company�s financial condition will depend in part on ABX�s contractual termination rights and management�s ability to negotiate contract
termination payments with DHL. Based on its operating and cash projections, including the recovery of contract termination funding from DHL,
management believes that the Company can remain in compliance with its financial covenants, maintain scheduled debt amortization under
existing debt agreements and meet its existing aircraft commitments for the foreseeable future. The projections assumed the following for the
foreseeable future:

� The demand for the Boeing 767 airlift will remain strong, and the Company could competitively redeploy aircraft at current market
rates.

� If DHL outsources its air network to UPS or otherwise reduces the scope of its operations, ABX will recover sufficient termination
and wind-down funds from DHL, including pension funding, lease termination costs and contract termination costs for aircraft
maintenance.

� The $92.3 million note with DHL remains in place.

� Liquidity through the Company�s Credit Agreement remains fully available.
If these sources of liquidity are not available or the Company is not able to generate excess cash flows from operations, the Company may seek
to sell assets to raise liquidity, or ABX may seek relief of obligations.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

�Management�s Discussion and Analysis of Financial Condition and Results of Operations,� as well as certain disclosures included elsewhere in
this report, are based upon our consolidated financial statements, which have been prepared in accordance with accounting principles generally
accepted in the United States of America. The preparation of these financial statements requires us to select appropriate accounting policies and
make estimates and judgments that affect the reported amounts of assets, liabilities, revenues and expenses, and related disclosure of
contingencies. In certain cases, there are alternative policies or estimation techniques which could be selected. On an on-going basis, we evaluate
our selection of policies and the estimation techniques we use, including those related to revenue recognition, post-retirement liabilities, bad
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debts, self-insurance reserves, accruals for labor contract settlements, valuation of spare parts inventory, useful lives, salvage values and
impairment of property and equipment, income taxes, contingencies and litigation. We base our estimates on historical experience, current
conditions and on various other assumptions that are believed to be reasonable under the circumstances, the results of which form the basis for
making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources, as well as for identifying
and assessing our accounting treatment with respect to commitments and contingencies. Actual results may differ from these estimates under
different assumptions or conditions. We believe the following significant and critical accounting policies involve the more significant judgments
and estimates used in the preparation of the consolidated financial statements.
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Revenue Recognition

Revenues from DHL are recognized when the related services are performed. Expenses incurred under the commercial agreements with DHL
are generally subject to a base mark-up of 1.75%, which is recognized in the period during which the expenses are incurred. Certain costs, the
most significant of which include fuel costs, interest on the promissory note to DHL, airport rent, ramp and landing fees incurred for
performance under the ACMI agreement, are reimbursed and included in revenues without mark-up.

In addition to a base mark-up of 1.75%, both the ACMI and Hub Services agreements provide for an incremental mark-up potential above the
base 1.75%, based on our achievement of specified cost and service goals. The ACMI agreement provides for a maximum potential incremental
mark-up of 1.60%, with 1.35% based on cost performance and 0.25% based on service performance. The Hub Services agreement provides for a
maximum potential incremental mark-up of 2.10%, with 1.35% based on cost performance and 0.75% on service performance. Both contracts
call for 40% of any incremental mark-up earned from cost performance to be recognized based on quarterly results, with 60% measured against
annual results. Accordingly, a maximum mark-up of approximately 0.54% may be achieved based on quarterly results and recognized in our
quarterly revenues. Up to a maximum mark-up of approximately 0.81% based on annual cost performance could be recognized during the fourth
quarter, when full-year results are known. Incremental mark-up potential associated with the service goals (0.25% in the ACMI agreement and
0.75% in the Hub Services agreement) is measured annually and any revenues earned from their attainment would be recognized during the
fourth quarter, when full year results are known. Management cannot predict to what degree the Company will be successful in achieving
incremental mark-up.

In November 2008, ABX and DHL amended the ACMI agreement and the Hub Services agreements to set the base mark-up and incremental
mark-up to specific amounts for the fourth quarter of 2008 and the first quarter of 2009.

The Company derives a portion of its revenues from customers other than DHL. Non-DHL ACMI/charter service revenues are recognized on
scheduled and non-scheduled flights when the specific flight has been completed. Aircraft parts and fuel sales are recognized when the parts and
fuel are delivered. Revenues earned and expenses incurred in providing aircraft-related maintenance repair services or technical maintenance
services are recognized in the period in which the services are completed and delivered to the customer. Revenues derived from transporting
freight and sorting parcels are recognized upon delivery of shipments and completion of service.

Goodwill and Intangible Assets

In accordance with Statement of Financial Accounting Standard (�SFAS�) No. 142, �Accounting for Goodwill and Other Intangible Assets,� the
Company will assess on an annual basis whether goodwill acquired in the acquisition of CHI is impaired. Additional impairment assessments
may be performed on an interim basis if the Company finds it necessary. Finite-lived intangible assets are amortized over their estimated useful
economic lives and are periodically reviewed for impairment. Indefinite-lived intangible assets are not amortized but are assessed for
impairment annually.

Depreciation

Depreciation of property and equipment is provided on a straight-line basis over the lesser of the asset�s useful life or lease term. We periodically
evaluate the estimated service lives and residual values used to depreciate our property and equipment. The acceleration of depreciation expense
or the recording of significant impairment losses could result from changes in the estimated useful lives of our assets. We may change the
estimated useful lives due to a number of reasons, such as the existence of excess capacity in our air system or ground networks or changes in
regulations grounding or limiting the use of aircraft.

Self-Insurance

We self-insure certain claims relating to workers compensation, aircraft, automobile, general liability and employee healthcare. We record a
liability for reported claims and an estimate for incurred claims that have not yet been reported. Accruals for these claims are estimated utilizing
historical paid claims data, recent claims trends and, in the case of employee healthcare and workers compensation, an independent actuarial
report. Changes in claim severity and frequency could result in actual claims being materially different than the amounts provided for in our
results of operations.

Legal Contingencies

We are involved in legal matters that have a degree of uncertainty associated with them. We continually assess the likely outcomes of these
matters and the adequacy of amounts, if any, provided for these matters. There can be no assurance that the ultimate outcome of these matters
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at any point in time.
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Income Taxes

We account for income taxes under the provisions of SFAS No. 109, �Accounting for Income Taxes.� The objectives of accounting for income
taxes are to recognize the amount of taxes payable or refundable for the current year and deferred tax liabilities and assets for the future tax
consequences of events that have been recognized in the Company�s financial statements or tax returns. Judgment is required in assessing the
future tax consequences of events that have been recognized in ABX�s financial statements or tax returns. Fluctuations in the actual outcome of
these future tax consequences could materially impact the Company�s financial position or its results of operations. We recognize the impact of a
tax position, if that position is more likely than not of being sustained on audit, based on the technical merits of the position.

Post-retirement Obligations

ABX sponsors qualified defined benefit plans for its pilots and other eligible employees. ABX also sponsors unfunded post-retirement
healthcare plans for its flight crewmembers and non-flight crewmember employees. ABX also sponsors unfunded excess plans for certain
employees in a non-qualified plan which includes its executive management that provide benefits in addition to amounts permitted to be paid
under provisions of the tax law to participants in its qualified plans.

The accounting and valuation for these post-retirement obligations are determined by prescribed accounting and actuarial methods that consider
a number of assumptions and estimates. The selection of appropriate assumptions and estimates is significant due to the long time period over
which benefits will be accrued and paid. The long-term nature of these benefit payouts increases the sensitivity of certain estimates on our
post-retirement costs. In actuarially valuing our pension obligations and determining related expense amounts, assumptions we consider most
sensitive are discount rates, expected long-term investment returns on plan assets and future salary increases. Additionally, other assumptions
concerning retirement ages, mortality and employee turnover also affect the valuations. For our post-retirement healthcare plans, consideration
of future medical cost trend rates is a critical assumption in valuing these obligations. Actual results and future changes in these assumptions
could result in future costs significantly higher than those recorded in our results of operations.

Exit Activities

We account for the costs associated with exit activities in accordance with SFAS No. 146, �Accounting for Costs Associated with Exit or
Disposal Activities.� One-time, involuntary employee termination benefits are generally expensed when the Company communicates the benefit
arrangement to the employee and it requires no significant future services, other than a minimum retention period, from the employee to earn the
termination benefits. Liabilities for contract termination costs associated with exit activities are recognized in the period incurred and measured
initially at fair value. Pension obligations are accounted for in accordance with SFAS No. 88, �Employers� Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and for Termination Benefits� in the event that a significant number of employees are terminated
or a pension plan is suspended.

Recent Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141(R), �Business Combinations� (�SFAS 141R�). SFAS 141R amends SFAS 141 and provides
guidance for recognizing and measuring identifiable assets and goodwill acquired, liabilities assumed, and any non-controlling interest in the
acquiree. It also provides disclosure requirements to enable users of the financial statements to evaluate the nature and financial effects of the
business combination. SFAS 141R will be effective for fiscal years beginning on or after December 15, 2008 and will be applied prospectively.

In December 2007, the FASB issued SFAS No. 160, �Non-Controlling Interests in Consolidated Financial Statements � an amendment of ARB
No. 51� (�SFAS 160�). SFAS 160 requires that ownership interests in subsidiaries held by parties other than the parent, and the amount of
consolidated net income, be clearly identified, labeled and presented in the consolidated financial statements. It also requires once a subsidiary is
deconsolidated, any retained non-controlling equity investment in the former subsidiary be initially measured at fair value. Sufficient disclosures
are required to clearly identify and distinguish between the interests of the parent and the interests of the non-controlling owners. SFAS 160 is
effective for fiscal years beginning on or after December 15, 2008 and requires retroactive adoption of the presentation and disclosure
requirements for existing minority interests. All other requirements shall be applied prospectively. The Company currently has controlling
interests in all subsidiaries; therefore, management expects this standard to have no impact on its financial statements.
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In March 2008, the FASB issued SFAS No. 161, �Disclosures about Derivative Instruments and Hedging Activities�an amendment of FASB
Statement No. 133� (�SFAS 161�). SFAS 161 requires companies to provide enhanced disclosures regarding derivative instruments and hedging
activities. It requires companies to better convey the purpose of derivative use in terms of the risks that such company is intending to manage.
Disclosures about (a) how and why an entity uses derivative instruments, (b) how derivative instruments and related hedged items are accounted
for under SFAS No. 133 and its related interpretations, and (c) how derivative instruments and related hedged items affect a company�s financial
position, financial performance, and cash flows are required. This statement retains the same scope as SFAS No. 133 and is effective for fiscal
years and interim periods beginning after November 15, 2008. The Company is currently assessing implementation plans and does not expect
the adoption of SFAS 161 to have a material impact, if any, on its condensed consolidated financial statements.

In May 2008, the FASB issued SFAS No. 162, �The Hierarchy of Generally Accepted Accounting Principles� (�SFAS 162�). SFAS 162 mandates
the GAAP hierarchy resides in the accounting literature as opposed to the audit literature. This has the practical impact of elevating FASB
Statements of Financial Accounting Concepts in the GAAP hierarchy. This pronouncement will become effective 60 days following SEC
approval. The Company does not believe this pronouncement will impact its financial statements.

In May 2008, the FASB issued SFAS No. 163, �Accounting for Financial Guarantee Insurance Contracts - an interpretation of FASB Statement
No. 60� (�SFAS 163�). The scope of SFAS 163 is limited to financial guarantee insurance (and reinsurance) contracts. The pronouncement is
effective for fiscal years beginning after December 31, 2008. The Company does not believe this pronouncement will impact its financial
statements.

Item 3. Quantitative and Qualitative Disclosures about Market Risk
We face financial exposure to changes in interest rates. Variable interest rate debt exposes us to differences in future cash flows resulting from
changes in market interest rates. This risk was partially mitigated since a portion of our interest expense for the debt with variable rate risk was
marked up and charged to DHL under our ACMI agreement. At September 30, 2008, $270.0 million of variable rate debt outstanding had
interest that was not marked up and charged to DHL under this agreement. The debt issued at fixed interest rates is exposed to fluctuations in fair
value resulting from changes in market interest rates. ABX has a portfolio of marketable securities consisting of U.S. corporation obligations.
These securities are classified as available-for-sale and are consequently recorded at fair market value with unrealized gains or losses reported as
a separate component of stockholders� equity. These financial instruments are denominated in U.S. dollars and are not held for the purpose of
trading. Our market risk related to debt and marketable securities did not materially change since December 31, 2007.

To reduce the effects of fluctuating LIBOR-based interest rates on interest payments that stem from its variable rate outstanding debt, the
Company entered into interest rate swaps in January 2008. Under the interest rate swap agreements, the Company will pay a fixed rate of
3.105% and receive a floating rate that resets quarterly based on LIBOR. For the outstanding notional value, the Company expects that the
amounts received from the floating leg of the interest rate swap will offset fluctuating payments for interest expense because interest rates for its
outstanding debt and the interest rate swap are both based on LIBOR and reset quarterly.

To reduce ABX�s exposure to rising interest rates on anticipated aircraft financing transactions, we entered into five forward treasury lock
agreements (�treasury locks�) with a major U.S. financial institution during the first quarter of 2006. The value of the treasury locks were also
based on the ten-year U.S. Treasury rates, effectively countering the effect of changing interest rates on the anticipated financing transactions.
The last outstanding treasury lock was settled in cash in July 2007, near the forecasted execution date of the anticipated financing transaction.
See Note L for discussion of our accounting treatment for these hedging transactions.
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Item 4. Controls and Procedures
(a) Evaluation of Disclosure Controls and Procedures

As of September 30, 2008, the Company carried out an evaluation, under the supervision and with the participation of the Company�s Chief
Executive Officer and Chief Financial Officer of the effectiveness of the design and operation of the Company�s disclosure controls and
procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended (the �Exchange Act�)). Based
upon the evaluation, the Company�s Chief Executive Officer and Chief Financial Officer concluded that their disclosure controls and procedures
were effective to ensure that information required to be disclosed by the Company in the reports filed or submitted by it under the Exchange Act
is recorded, processed, summarized and reported within time periods specified in the Securities and Exchange Commission rules and forms.

The management of the Company excluded from its assessment the internal control over financial reporting at Cargo Holdings International, Inc.
and subsidiaries, which was acquired on December 31, 2007 and whose financial statements constitute 123% and 24% of net and total assets,
respectively, of the consolidated financial statement amounts as of September 30, 2008. Accordingly, the officers� certifications provided in
conjunction with this Form 10-Q, the forms of which are contained in Exhibits 31.1 and 31.2 hereof, exclude an assessment of the internal
control over financial reporting at Cargo Holdings International, Inc., and subsidiaries.

(b) Changes in Internal Controls

During the quarter ended September 30, 2008, ABX implemented a new accounting system that included a new general ledger system and other
financial information systems. Except for the described systems implementation at ABX, there have not been any changes in the Company�s
internal control over financial reporting during the quarter ended September 30, 2008 that have materially affected, or are reasonably likely to
materially affect, its internal control over financial reporting.
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PART II. OTHER INFORMATION

Item 1. Legal Proceedings
Arbitration under the ACMI Agreement and the Hub Services Agreement

On November 15, 2007, DHL filed a demand for arbitration with the American Arbitration Association (�AAA�) in accordance with the dispute
resolution provisions under the ACMI agreement and Hub Services agreement. DHL sought certain declarations, including that (i) ABX may not
include fuel costs as revenues under the ACMI agreement for purposes of determining whether it receives more than 10% of its revenues from
other customers; (ii) ABX exceeded the 10% threshold in the second quarter of 2007 and therefore must begin absorbing a portion of its
overhead for the second quarter of 2007 and each quarter going forward under the Agreements; and (iii) DHL is not obligated to reimburse ABX
for the costs incurred in maintaining its status as a public company, including those costs incurred in evaluating a recent unsolicited indication of
interest from ASTAR.

On December 5, 2007, ABX filed an answer and counterclaim denying DHL�s claims and requesting certain declarations, including that (i) DHL
was in default of the ACMI agreement and Hub Services agreement; (ii) reimbursable costs, including fuel costs, were properly included as
revenue under the Agreements for purposes of determining whether ABX had crossed the 10% threshold, and (iii) costs incurred by ABX in
maintaining its status as a public company were properly included in the cost recovery amount under the Agreements.

An arbitration hearing was held from May 19-23, 2008 and on June 13, 2008. Thereafter, on July 15, 2008, the arbitration panel issued an award
holding that (i) DHL had failed to demonstrate that ABX had incorrectly treated the reimbursement for its fuel expenditures as revenue under
Generally Accepted Accounting Principles, and therefore ABX�s revenues from sources other than DHL did not exceed 10% of its total revenues
during the second quarter of 2007, (ii) the costs incurred by ABX in maintaining its status as a public company are reimbursable under the
Agreements, (iii) the 10% threshold had been crossed on January 1, 2008, in conjunction with the acquisition of CHI, and the parties are
therefore required to begin negotiating in good faith a reasonable allocation of overhead costs attributable to ABX�s third-party business,
(iv) ABX is solely responsible for expenses it incurred to consider and analyze an expression of interest from ASTAR in acquiring ABX, and to
prepare and complete the acquisition of CHI at year-end 2007, and (v) DHL�s withholding of $8.8 million in payments to ABX for a 10-day
period last November was not a material default under the Agreements. See Note B to the consolidated financial statements of this report for
additional information.

DHL subsequently wrote to the AAA in mid-August requesting for the panel to clarify the award with respect to whether DHL is required to
reimburse ABX for its legal expenses arising from the arbitration and the extent to which DHL has the right to audit and potentially seek an
adjustment with respect to ABX�s historical overhead costs attributable to third party services that were charged to DHL. ABX Air wrote to the
AAA in opposition to the request and, in late-September, the AAA determined that it would not hear the matter.

Thereafter, on October 14, 2008, DHL filed a petition with the New York State Supreme Court seeking to confirm its interpretation of the
Award, which matter is currently pending. However, on November 10, 2008, the parties settled this matter, pursuant to which: (i) DHL will
reimburse ABX for $2.2 million in legal expenses arising from the arbitration and ABX will pay for any such expenses that are in excess of this
amount; (ii) DHL will withdraw its assertion that it has the right to audit and seek an adjustment with respect to amounts that it reimbursed to
ABX prior to January 1, 2008; (iii) the ACMI agreement will be amended to provide for a fixed markup of $7.0 million for the fourth quarter of
2008 and $3.6 million under the Hub Services Agreement for the first quarter of 2009; (iv) the Hub Services Agreement will be amended to
provide for a fixed markup of $4.5 million for the fourth quarter of 2008 and $2.0 million for the first quarter of 2009; and (v) the parties agreed
to specify an overhead allocation of $800,000 under the agreements for each quarter during 2008 and the first quarter of 2009.

Alleged Violations of Immigration Laws

ABX reported in January of 2005 that it was cooperating fully with an investigation by the U.S. Department of Justice (�DOJ�) with respect to
Garcia Labor Co., Inc., (�Garcia�) a temporary employment agency based in Morristown, Tennessee, and ABX�s use of contract employees that
were being supplied to it by Garcia. The investigation concerns the immigration status of the Garcia employees assigned to ABX.

ABX terminated its contract with Garcia in February of 2005 and replaced the Garcia employees.

In October of 2005, the DOJ notified ABX that ABX and a few Company employees in its human resources department, in addition to Garcia,
were targets of a criminal investigation. ABX cooperated fully with the investigation. In June of 2006, a non-senior management employee of
the Company entered a plea to a misdemeanor related to this matter. In July of 2006, a federal grand jury indictment was unsealed charging two
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Garcia companies, the president of Garcia and two of their corporate officers with numerous counts involving the violation of federal
immigration laws. The Garcia defendants subsequently entered guilty pleas in U.S. district court and were sentenced in February and March of
2007. No proceedings have been initiated against ABX by the DOJ. See Note H to the consolidated financial statements of this report for
additional information.
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On April 13, 2007, a former ABX employee filed a complaint against ABX, a total of three current and former executives and managers of
ABX, DHL, Garcia Labor Company, Garcia Labor Company of Ohio, and three former executives of the Garcia Labor companies, in the U.S.
District Court for the Southern District of Ohio. The case was filed as a putative class action against the defendants, and asserts violations of the
Racketeer Influenced and Corrupt Practices Act (RICO). The complaint, which seeks damages in an unspecified amount, alleges that the
defendants engaged in a scheme to hire illegal immigrant workers to depress the wages paid to hourly wage employees during the period from
December 1999 to January 2005. ABX filed a motion to dismiss on June 11, 2007, which was subsequently granted on March 25, 2008, with
respect to DHL and ABX. On March 24, 2008, the three current and former executives and managers of ABX filed an answer denying the
allegations in the complaint. Thereafter, on October 1, 2008, Plaintiff filed a motion to dismiss the case without prejudice and, on October 21,
2008, the remaining defendants filed a motion for the purpose of clarifying the record. The court issued an order dismissing the matter on
November 3, 2008.

Other

In addition to the foregoing matters, we are also currently a party to legal proceedings in various federal and state jurisdictions arising out of the
operation of our business. The amount of alleged liability, if any, from these proceedings cannot be determined with certainty; however, we
believe that our ultimate liability, if any, arising from the pending legal proceedings, as well as from asserted legal claims and known potential
legal claims which are probable of assertion, taking into account established accruals for estimated liabilities, should not be material to our
financial condition or results of operations.

Item 1A. Risk Factors
The Company faces risk factors that could adversely affect our financial condition or results of operations. Many of these risks are disclosed in
item 1A of the Company�s 2007 Annual Report on Form 10-K, filed with the Securities and Exchange Commission on March 17, 2008.
Additional significant risks have been identified below. There are additional risks that are currently unknown to us or that we currently consider
immaterial or unlikely, which could also adversely affect the Company.

The Company�s financial condition may be adversely impacted by DHL�s U.S. network plans.

DHL�s U.S. restructuring plan presents additional risk and uncertainties to the Company�s future financial condition and operating results. If DHL
is successful at outsourcing its air network to UPS or, alternatively, significantly scales back its U.S. operations, and thereby the services that
ABX is performing on behalf of DHL, due to declining freight volumes, ABX will incur significant termination and restructuring costs. Such
costs will include aircraft, equipment and property lease termination costs, maintenance agreement termination costs, severance benefits, pension
and retiree medical funding, deferred tax reserves and asset impairments. The Company�s liquidity and financial condition will depend on ABX�s
contractual termination rights and management�s ability to negotiate cash funding from DHL to cover the cash needed to terminate and
wind-down the air network and Wilmington, Ohio based operations. The Company will need significant liquidity to pay potential termination
related obligations such as employee severance, aircraft leases and pension funding. Failure to reach an agreement regarding contractual
termination rights and the settlement of the $92 million note (see Note H) could result in arbitration or legal proceedings.

If DHL outsources its air network to UPS or, alternatively, significantly reduces the services that ABX is performing on behalf of DHL, and
ABX is not successful at recovering sufficient termination funds from DHL or DHL prevails in calling the $92 million note, the Company may
need additional sources of liquidity. In the absence of such sources, the Company may seek to sell assets to raise liquidity or ABX may seek
relief of obligations.

The Company�s Credit Agreement and aircraft loans contain covenants including, among other things, limitations on certain additional
indebtedness, guarantees of indebtedness, and the level of annual capital expenditures. The agreement and loans stipulate events of default
including unspecified events that may have material adverse effects on the Company. DHL�s restructuring, the outsourcing of DHL�s air network
to UPS, or ABX�s payment of the $92 million note in the absence of replacement financing, may trigger an event of default. Such a default could
increase the Company�s cost of borrowings and limit the Company�s ability to modify and redeploy Boeing 767 aircraft.

The Company�s financial condition will depend on its ability to diversify its customer base and restructure ABX�s costs.

The Company is accelerating and expanding its efforts to diversify its revenues streams and develop new business opportunities in the wake of
DHL�s announcement to restructure its U.S. operations. Those opportunities may require additional investments to complete standard freighter
modification for a number of its Boeing 767 aircraft, and will include expanded aircraft maintenance and repair operations, aircraft dry leasing,
ACMI contracts outside of the domestic U.S. market and additional mail sorting and mail transport contracts with the USPS. New business
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Additionally, management anticipates that significant restructuring, downsizing and wage concessions will be required to position ABX to
competitively pursue new business development. These reductions include the cost of flight crews and aircraft maintenance. If ABX is unable to
achieve sufficient cost reductions, new business development and revenue diversity will be limited. The timing of cost reductions must coincide
with new business opportunities or ABX may not be able to make competitive bids on new business.

ABX�s cost structure may be effected by its lease with DHL at the Wilmington, Ohio, airpark. In conjunction with DHL�s plan to terminate its
U.S. air network, ABX may lose its lease at the airpark. Other facilities, if suitable for ABX�s operations, may be more expensive and less
convenient to customers and workers.

The Company will need sufficient liquidity as it attempts to quickly transition its resources to other customers and services. This includes capital
to modify some of its Boeing 767 aircraft with passenger door loading systems to standard freight configuration and redeploy them for other
potential customers.

DHL�s U.S. restructuring announcement and economic conditions in the U.S. could impact the Company�s operating results, financial
condition and access to liquidity.

DHL has experienced a precipitous drop in its domestic freight volumes since it announced its U.S. restructuring plan in May, which may be
attributable in part to the recent global financial crisis. This decline in freight volumes may result in DHL significantly reducing its U.S.
operations, and thereby the services that ABX is performing on behalf of DHL, even in the absence of entering into an agreement with UPS.
Further, the rising price of aviation fuel may have a negative impact on the demand for cargo airlift worldwide. If customer volumes decline
significantly or if valuations of transportation companies decline, the Company�s recorded goodwill could become impaired.

DHL�s U.S. restructuring announcement, the turmoil in the global financial markets and the crisis in the U.S. credit market could effect the
Company�s access to liquidity. Certain lenders have questioned whether DHL�s decision to restructure and outsource its U.S. express delivery
business to UPS constitutes a material adverse event (�MAE�) under provisions of the Credit Agreement and aircraft loans. If a lender within the
Credit Agreement declares an MAE, availability under the revolving credit facility will be reduced by the lender�s portion of the facility. Further,
the Credit Facility provides that if lenders having more than half of the outstanding dollar amount of the commitments assert that an MAE exists
at the time the borrowers attempt to borrow under the Credit Facility, they can assert an event of default exists under the Credit Facility and
require the agent to exercise its remedies. If an event of default occurs, the Company may be forced to repay, renegotiate or replace the Credit
Facility. Given the current credit crisis and announcement by DHL of its U.S. restructuring plan, the interest rates and other costs of a
renegotiated or new facility, if one can be obtained, would likely be more expensive and may require more rapid amortization of principal than
under the terms of the current Credit Facility.

The turbulence in the financial markets has negatively affected the Company�s funded pension plans. As of September 30, 2008, year to date
losses of approximately 13% of plan assets increases the unfunded status of the plans and increases ABX�s pension liability. Based on existing
laws, the increase in the unfunded status could increase the contributions which ABX is expected to make into the plans in 2009 or become
subject to penalty. Additionally, since DHL�s restructuring announcement in May, 2008, the Pension Benefits Guaranty Corporation (�PBGC�), a
governmental agency that insures pension plan benefits in the U.S., has made several inquiries of management regarding the plans� status, and as
to DHL�s intentions with respect to providing additional plan funding. The Company has approached DHL to request that DHL make additional
contributions to strengthen the funded status of the plans and those discussions are ongoing and the outcome uncertain. The PBGC has broad
authority over pension funding and could compel ABX to terminate and settle the plans.

The Company�s aircraft may experience service interruptions.

In June 2008, one of ABX�s Boeing 767 aircraft experienced a fire prior to engine start. The incident is currently under investigation by the
National Transportation Safety Board, which has jurisdiction over such matters. The cause of the fire is unknown at this time. The Company�s
insurers have determined that the aircraft is a constructive total loss and the Company received $30 million in insurance proceeds in November.
The resulting investigation could reveal an issue with the aircraft that may be applicable to all other Boeing 767s that the Company has in its
fleets. This could require significant repairs or alterations on the remaining aircraft in the fleet and could temporarily delay the flights the
Company could perform, adversely affecting the revenue streams.
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The costs of complying with government regulations could negatively affect our results of operations.

All aircraft in Company�s airline subsidiaries� in-service fleet were manufactured prior to 1990. The average ages of our Boeing 767, Boeing 727,
DC-9 and DC-8 aircraft are approximately 24, 28 and 36 and 40 years, respectively. Manufacturer Service Bulletins and the FAA Airworthiness
Directives issued under its �Aging Aircraft� program cause aircraft operators of such aged aircraft to be subject to extensive aircraft examinations
and require such aircraft to undergo structural inspections and modifications to address problems of corrosion and structural fatigue at specified
times. Airworthiness Directives have been issued that require inspections and both major and minor modifications to such aircraft. The FAA is
currently considering the issuance of an airworthiness directive that would require the replacement of the Aft Pressure Bulkhead on Boeing
767-200 aircraft based on a certain number of landing cycles. If such an Airworthiness Directive is issued, all of the Boeing 767�s within the
Company will be affected over approximately a four year period. The cost of compliance is estimated to be $1.0 million per aircraft.

Reporting of financial results could be delayed.

Disagreements with DHL over the costs reimbursement provisions of the commercial agreements or arbitration rulings could delay future
financial filings with the Securities and Exchange Commission and the Company�s lenders. The Company�s failure to file financial reports timely
could adversely impact compliance with the Company�s credit facility.

ATSG common stock may be delisted from NASDAQ.

The Company�s stock has been trading near or below $1.00 since DHL announced its plans on May 28, 2008. The Company received notice from
NASDAQ indicating that the minimum bid price of the stock has been below $1.00 for 30 consecutive trading days. The stock must trade above
$1.00 for at least 10 consecutive business days before June 19, 2009 or the stock will be delisted from NASDAQ. Alternatively, NASDAQ may
permit the Company to transfer its common stock from the NASDAQ Global Market to the NASDAQ Capital Market if it satisfies the
requirements for initial inclusion other than the minimum bid price requirement. If its application for transfer is approved, the Company would
have an additional 180 calendar days to comply with the minimum bid price requirement in order to remain on the NASDAQ Capital Market.
Delisting of ATSG stock may reduce the market for the stock and further adversely affect its stock price.
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Item 5. Other Information
The Audit Committee of the Board of Directors has approved the services rendered by our independent registered public accounting firm during
the period covered by this Form 10-Q filing.

Item 6. Exhibits
The following exhibits are filed as part of, or are incorporated in, the Quarterly Report on Form 10-Q:

Exhibit No. Description of Exhibit
10.1 First Amendment to Credit Agreement, incorporated by reference to the Company�s Form 8-K filed January 25, 2008.

10.2 First Amendment to Escrow Agreement, among ABX Holdings, Inc. and the Significant Shareholders, incorporated by reference
to the Company�s Form 8-K filed March 21, 2008.

10.3 Assignment Agreement with SunTrust Bank and ABX Material Services, Inc., incorporated by reference to the Company�s Form
8-K filed August 13, 2008.

10.4 Assignment Agreement with Regions Bank and ABX Material Services, Inc., incorporated by reference to the Company�s Form
8-K filed August 13, 2008.

10.5 Severance and Retention Agreement dated August 15, 2008, between DPWN Holdings (USA), Inc. and ABX Air, Inc., filed
herewith. Portions of this document have been omitted pursuant to a request for confidential treatment.

10.6 Agreement dated September 9, 2008, between Israel Aerospace Industries Ltd and Cargo Aircraft Management, Inc. for airline
conversion, filed herewith. Portions of this document have been omitted pursuant to a request for confidential treatment.

31.1 Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, filed herewith.

31.2 Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, filed herewith.

32.1 Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, filed
herewith.

32.2 Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, filed
herewith.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this Quarterly Report on Form 10-Q to be
signed on its behalf by the undersigned thereunto duly authorized:

AIR TRANSPORT SERVICES GROUP, INC.,

a Delaware Corporation

Registrant

/s/ JOSEPH C. HETE
Joseph C. Hete

Chief Executive Officer
Date: November 13, 2008

/s/ QUINT O. TURNER
Quint O. Turner

Chief Financial Officer
Date: November 13, 2008
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