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widebody aircraft. Also, it is not always 
guaranteed that when there is an uptick 
in the market, all aircraft types will ben-
efit from that market exuberance. With 
so many asset types on the market, and 
the increasing entrance of new manufac-
turers or from Asia and Russia, aircraft 
economic lives have started to come into 
question. Narrowbody aircraft were 
considered to last 25 years and wide-
body aircraft up to 30, and even longer 
if converted to freighter. As leasing has 
made new aircraft more available to all 
airlines, many question whether those 
longer economic lives still apply today, as 
used aircraft tend not to migrate as much 
to secondary or tertiary operators. 

Besides aircraft, there are other assets  
such as engines and spare parts. No 
investor should ever consider engines 
or spare parts without having access to 
experienced technical advisers or techni-
cal consult. Engines are highly technical 
and the smallest of nuances (such as 
thrust rating or performance capabili-
ties) can mean the difference between 
profit or monumental losses. Spare 
parts, usually packaged in large invento-
ries, are highly specific to certain aircraft 
or engine types, and tend to be leveraged 
on either potential cashflows or encum-
bered asset values. What many investors 
fail to realise is that these inventories 
are only as valuable as the underlying 

investors should also recognise the 
industry warning signs. While finan-
cial metrics speak volumes, it is also 
important to recognise what the air-
lines are not saying, what kind of issues 
are plaguing them, and whether those 
same issues are affecting other airlines 
who might just be stating a profit. It is 
important to identify their strategies to 
see how they differentiate themselves 
from their competitors (such as routes 
or fleet investment/divestment). Legacy 
airlines are known for putting most, if 
not all, of their eggs in one basket. For 
example, during the ‘dot-com’ bubble 
airlines focused only on their premium 
cabins because, as everyone knows, if 
you fill your premium cabin with paid 
passengers, the rest of the load is ‘gravy’. 
But after the bubble burst and premium 
travel dropped, all the leisure/economy 
travellers who felt ignored chose to fly 
low-cost carriers such as Southwest and 
jetBlue. Likewise, after the September 
11 terrorist attacks in 2001, when North 
American domestic travel dropped 
dramatically, the airlines focused on 
international routes to boost their net-
work, only to face serious losses in the 
face of the SARS outbreak in early 2003 
and geographical financial turbulence. 

Like the airlines themselves, assets 
also come in many different forms. 
There are the obvious assets that every-
one sees every day – aircraft. Aircraft 
are commonly designated as either 
regional or mainline, jet or turboprop, 
and narrowbody or widebody. Within 
these categories are multiple types that 
perform varying missions and payloads, 
with many range attributes. As invest-
ments, it is important to note that these 
different aircraft market categories don’t 
always operate in tandem. What might 
be a good market for regional jet aircraft, 
doesn’t always correspond to mainline 

I
nvesting in commercial avia-
tion is not what it once was. 
Investors had their pick of 
assets and the structures were 
relatively simple. Airlines 
were seen as attractive credits 

and companies of good standing. Tak-
ing debt or equity in either an aircraft 
or airline was seemingly routine and 
caused little angst. Today, however, with 
cross-border structures, multi-tranched 
investment vehicles and complicated 
lease terms, investing in aircraft or air-
lines, or now even leasing companies, 
requires a higher level of understanding 
and due diligence. 

The airlines of today come in many 
shapes and sizes. The term ‘LCC’ – low-
cost carrier – is as common in today’s 
vernacular as Pan Am or Eastern were 
decades ago. Even the LCCs come in dif-
ferent varieties – the spectrum between 
easyJet or Ryanair and Southwest or Vir-
gin America is wide and varying. On the 
other side are the massive global ‘legacy’ 
carriers that offer international flagship 
services with multiple classes of service, 
lounges and expansive global networks. 
And in between there is the ‘hybrid’ 
model, such as an Air Berlin or Aer Lin-
gus, that provides regional ‘no-frills’ 
services with long-haul connectivity.

It is tough for airlines to make money; 
those that find their niche tend to do well, 
and those that need to be everything to 
everyone tend to struggle, ebbing and 
flowing from marginal profits to signifi-
cant losses. With globally destabilised 
economies, regional conflicts, oil prices, 
terrorism, erratic weather and passen-
gers who don’t like spending money, 
how could an airline ever be consistently 
profitable? For any new investor, recog-
nising that not all airlines are alike is a 
fundamental starting point. 

Along with knowing the airline, 

An education
Aviation investment holds much appeal, but it can also present many pitfalls for the 
unwary. Bryson Monteleone, marketing director at Tailwind Capital and an ISTAT-certified 
appraiser, points out a few things  to look out for before signing on the dotted line.



28 Airline Economics November/December 2011 www.airlineeconomics.co

the assumptions and definitions used 
are sometimes a double-edged sword. 
The ISTAT definitions are designed to 
provide an apples-to-apples comparison 
when valuing assets. Certain assump-
tions are made about the maintenance 
condition of each asset, their use and 
the type of transaction. No distress is 
assumed, unless otherwise noted, and 
each value is described as an ‘arm’s 
length’ transaction between a willing 
buyer and willing seller of one asset. On 
the whole, these assumptions tend to 
hold water and allow for a general under-
standing of the values at hand. However, 
the devil can be in the detail when it 
comes to valuation terminology and the 
use of ‘base values’ versus ‘market values’. 

When valuing aircraft, appraisers are 
seldom asked to inspect the aircraft but 
rather are requested to perform a ‘desk-
top appraisal’. The desktop appraisal 
either assumes the aircraft is in a half-
life condition, midway between its major 
maintenance checks for both airframe and 
engine, or the appraisal is ‘adjusted’ for 
the aircraft’s current maintenance condi-
tion based on information provided by the 
customer, typically. As this information is 
sometimes difficult to obtain and can be a 
lengthy process, especially for large port-
folios, investors should be knowledgeable 
as to the current status of each aircraft and 
what assumptions are behind the value 
adjustments, especially when it comes to 
maintenance limits and costs. 

As if understanding the structures 
and the underlying assets was not com-
plicated enough, now plug in sector 
cyclicality. Not only do we have to contend 
with the seasonal cyclicality of airlines, 
but we also must take into consideration 
the peaks and troughs in geographical 
GDPs, the state of the financial mar-
kets, aircraft marketability as a factor 
of liquidity, regulations and operational 
costs, and global fuel pricing. Let’s also 
throw in weather occurrences, terror-
ism/regional unrest and ‘acts of God’ for 
good measure. The lucky investor will 
be able to pinpoint the minimum point 
where all of these trend lines converge, 
and sell assets at the maximum point of 
convergence. While historical data and 
trends can help forecast some semblance 
of a theoretical return on investment 
trajectory, no two market cycles have 
ever been alike, and while aircraft might 

only guaranteeing an asset that will be 
returned in less-than-optimal condition. 
Instead of playing the cycle, lessors can 
easily become casualties of the cycle. 

The appraiser community plays a 
vital role when it comes to the financing 
and structuring of aircraft assets. As one 
would obtain an appraisal for the pur-
chase of a house, so it goes with aviation 
assets. Appraisers can be engaged to 
value assets from a simple one-aircraft 
transaction all the way up to a large 
multi-tranched aircraft securitisation. 
However, with the lack of full transac-
tion transparency and data points, the 
appraiser community is sometimes 
considered either a few steps behind or 
too aggressive when trying to anticipate 
cyclical market trends. Most appraisers 
are certified by the International Society 
of Transport Aircraft Traders (ISTAT). 
This certification entails a multi-level 
qualification process, a series  of com-
prehensive exams and adherence to a 
specific code of ethics. While ISTAT 
provides a framework for an appraiser to 
formulate his respective methodologies, 

inventory management systems that 
track their location and back-to-birth 
documentation. Without proper man-
agement of these factors, a spare parts 
inventory can be considered useless and 
have no value. Only an on-site inspection 
will verify the accuracy of the operator’s 
record-keeping abilities and theoreti-
cally affect asset value. 

Some could also point fingers at the 
strategy of lessors to order their own 
new aircraft. This strategy has only come 
about over the past 15 years, whereby 
large lessors contract directly with the 
OEMs and, instead of working with 
airline order books and providing sale/
leasebacks and other leasing options, are 
marketing their own inventories. On the 
surface this seems like a solid strategy, 
however, when lessors ultimately face 
a less-than-desirable market, they are 
sometimes forced to take drastic mea-
sures to ensure they do not have any 
parked aircraft in their portfolio. Such 
measures include severely discounted or 
free rents, or the relaxing of maintenance 
return conditions or reserve accruals 
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have a similar physical appearance, their 
respective market attributes are very dif-
ferent. The recent economic cycle was 
notably different in that we did not have 
a fever pitch of distressed fire sales. There 
were a handful of players banking on the 
ability to buy aircraft at significant dis-
counts and deploy them with a modest 
return – this never happened. Lessors’ 
extent to hold sufficient access to capital 
pushed away the need to rid themselves 
of assets quickly to secure much-needed 
cash. In previous cycles, such a sell-off 
would have lead to an increase in second-
ary market pricing as buyers raced to get 
into deals while assets were still consid-
ered distressed. The customary velocity 
of transactions that would follow usually 
promoted investor confidence and the 
market would return to stability, until 
the next cataclysmic event drove it down 
yet again. 

More often than not investors are 
attracted to commercial aviation 
because it is a ‘sexy’ industry. There is 
something exciting about big planes cir-
cling the globe, transporting people and 
goods to where they need to be. How-
ever, commercial aviation is not for the 
faint of heart – it is complex and fluid. 
Those that have benefited the most know 
their ‘metal’ and have also visualised the 
worst-case scenario, or at least have pre-
pared for it. If you target large returns, 
expect a high risk exposure on credit or 
asset. Most importantly, be realistic on 
the assessed residual values and know 
how low it can get – know where your 
real risks lie. When it comes to aircraft, 
calculating the remarketing, recon-
figuration and maintenance costs at 
lease return cannot be stressed enough 
if actual metal risk is a distinct possi-
bility. With all of the above being said, 
commercial aviation remains risky, but 
knowing what questions to ask can make 
it rewarding. 

The Airline Economics view
Bryson is right when he says not all 
airlines are the same. In recent years, 
some of the larger airlines have become 
masters at trading aircraft, to such an 
extent they make more money from 
financing aircraft than flying passen-
gers. American Airlines (owned by AMR 
Corporation), one of the world’s largest 
airlines, recently ordered close to 500 
narrowbody aircraft from both Airbus 
and Boeing, obtaining (some assume) 
significant discounts. Using these dis-
counts, American will be able to go to the 
debt capital markets to secure cheaper 
debt and favourable advance rates. How-
ever, should AMR declare bankruptcy, 
those that stand to lose the most are the 
institutional investors that risk exposure 
on behalf of insurance companies and 
pension funds. 

Investors also need to be aware of the 
potential perils of investing in second-
hand aircraft. Deep knowledge of the 
importance of engines, parts and the 
complex world of maintenance reserves 
contracts is essential to ensure the metal 
you are buying is worth the price you are 
quoted. As Bryson points out, a spare 
parts inventory can be useless and it is 
not uncommon for even the largest of 
airlines not to have a true handle on its 
inventories, especially if there are multi-
ple maintenance bases around the globe.

Maintenance reserves, the accounts 
set aside for maintenance events and 
paid into by the airline for the lessor, can 
be another pitfall for investors. Depend-
ing on the appraisal, it is not uncommon 
to find maintenance reserves included as 
part of the value of an aircraft. However, 
the reserves are dependent on the lease 
contract and sometimes these accounts 
do not transfer with the asset. Instead 
they remain in custody of the lessor, 
severely affecting the value of the aircraft 
as the new owner would have to stump 
up costs for any repairs and refurbish-
ment of the asset.

Appraisals can be a minefield too for 
the inexperienced investor, as Bryson 
highlights. Appraisers are not privy to 
the discounting regime afforded to each 
respective airline by the original equip-
ment manufacturers; any appraisal is 
based on assumptions of the condition 

of each aircraft and for new aircraft. By 
using arm’s length appraisals, airlines 
are able to leverage their assets as much 
as 120% when taking into consideration 
their discounted purchase price versus 
the appraised ‘current market value’. For 
many lessors, the book values of their 
assets remain increasingly high, with the 
delta between these values and spot mar-
ket values only continuing to widen. 

For a long time, astute financiers 
would game the system by providing 
only the value type that was suitable 
to their needs. It was not uncommon, 
especially in large capital markets trans-
actions, for different sets of values to be 
used for different interested parties (that 
is, investors or rating agencies). For the 
uneducated investor, what might seem 
like a fantastic opportunity might actu-
ally be quite the opposite. Airlines, as 
well, are also guilty in this shell game.

Aircraft lessors are becoming increas-
ingly sophisticated in their funding, and 
none more so than International Lease 
Finance Corporation (ILFC). Before the 
global financial crisis hit in 2008, ILFC 
was considered one of the leading aircraft 
lessors, and its parent company AIG was 
rated AAA, with a strong balance sheet to 
boot. However, once AIG became prac-
tically insolvent, ILFC was no longer 
able to operate under the umbrella once 
afforded to it. Subsequently, founder and 
chair Steven Udvar Hazy bailed out and 
has recently started a new company. A 
little over 15 months after Hazy’s depar-
ture, ILFC has written down more than 
$2 billion in impairments. 

Lessors are no strangers to the capital 
markets either, and have been success-
ful in leveraging lease cashflows in large 
multi-tranched structures. Due to the 
asset class and underlying airline credits, 
some of these are now worth a fraction of 
their original value. 

Like any industry, if it sounds too good 
to be true, it probably is. While not long 
ago investors saw returns as high as 25%, 
this is not the case today. Most deals will 
earn 9–15%. The message here is for 
investors to watch out for ‘fuzzy maths’ 
and a slick story. Lessors touting massive 
returns are commonly incorporating 
non-recurring fees and maintenance 
reserves into the bottom line. 

EDUCATION


