Americais
on the Move

HILE the crisis has extended further than many expected a

Wyear ago, it is expected that recovery will eventually come;

and that such a recovery will develop first in domestic, short
haul, leisure, and VFR oriented markets. The US market seems to be fol-

lowing that pattern.

The US industry as a whole saw
passenger numbers in 2020 down
by 60% year on year. Operating
revenues at the nine largest US pas-
senger airlines fell by 63%, expenses
by 35% and total losses reached
S45.4bn. But the US market is the
largest and most mature aviation
market. Its domestic market is huge,
in normal times accounting for 75%
of the 1bn annual passengers. It
should be ripe for recovery as the
pandemic crisis wanes.

Since the beginning of February,
nearly a year on from the onset of
the crisis, there have been increas-
ing signs of recovery. The numbers
of passengers passing through air-
port security check points have been
steadily rising and, in March, over-
took prior year levels for the first time
(see chart right). The current daily
peak of around 1.5m is still 40% the
below “normal” levels of 2019, but
double that seen through most of
2020.

Secondly, there has been a
resurgence of passenger demand
since the end of January on domestic
routes, and routes to Latin America.
According to figures from A4A these
two areas are currently performing at
only 40% below pre-pandemic levels
(see chart on the next page). Even
more impressive is the performance
of routes to Mexico (in normal times
the second largest international

market from the US after Canada
with 3% of total passengers) which
by the beginning of April had almost
returned to pre-pandemic levels.

This performance was driven by
pent-up demand for sun-seeking hol-
iday destinations and in spite of ad-
vicefromthe Centersfor Disease Con-
trol and Prevention (CDC) that “trav-
elers should avoid all travel to Mex-
ico... even fully vaccinated travelers
could be at risk” and the requirement
for unvaccinated passengers return-
ing to the US to self-quarantine for at
least seven days after arrival.

But the US has been forging
ahead with its vaccination pro-
gramme: at the time of writing 40%
of the adult population had received
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at least one shot of the vaccine
and 28% had been fully vaccinated.
Indeed at the beginning of April,
the CDC put out an advisory note
encouraging those who had been
fully vaccinated to travel.

Optimism surrounding demand
recovery was echoed in the confer-

TSA DAILY PASSENGER THROUGHPUT

3.0

25 -

2 | HW

15

2021

millions

1.0

0.5 [

2019 /

2020

0.0

Jan Feb Mar Apr May

Source: US Department of Homeland Security

Jun

Jul Aug Sep Oct Nov Dec

Published by Aviation Strategy Ltd

onptraia gy

Apr/May2021




Aviatiorn

Aviation Strategy
ISSN 2041-4021 (Online)

This newsletter is published ten times a
year by Aviation Strategy Limited Jan/Feb
and Jul/Aug usually appear as combined is-
sues. Our editorial policy is to analyse and
cover contemporary aviation issues and air-
line strategies in a clear, original and ob-
jective manner. Aviation Strategy does not
shy away from critical analysis, and takes a
global perspective — with balanced cover-
age of the European, American and Asian
markets.

Publisher:

Keith McMullan
James Halstead

Editorial Team

Keith McMullan
kgm@aviationstrategy.aero

James Halstead
jch@aviationstrategy.aero

Subscriptions:

info@aviationstrategy.aero

Copyright:
©2021. All rights reserved

Aviation Strategy Ltd

Registered No: 8511732 (England)
Registered Office:

6 Langside Avenue

London SW15 5QT

VAT No: GB 162 7100 38

ISSN 2041-4021 (Online)

The opinions expressed in this publication do not
necessarily reflect the opinions of the editors,
publisher or contributors. Every effort is made to
ensure thatthe information contained in this pub-
licationis accurate, but no legal reponsibility is ac-
cepted for any errors or omissions. The contents
of this publication, either in whole or in part, may
not be copied, stored or reproduced in any for-
mat, printed or electronic form, without the writ-
ten consent of the publisher.

Typeset in Calibri and Rockwell using XgIATEX

US PASSENGER VOLUMES vs PRE-PANDEMIC LEVELS

20%
0% PR
o Mexico ——————————>
2 20%
© = 0
<
o
X Domestic
& -a0%
E
&
< -60%
~
-80%
11009 Lol S e S AR IR R N AN B I e I A
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May
2020 2021
Source: A4A

Note: T excluding Mexico

ence call commentary on the publica-
tion of Q1 2021 results.

The first quarter numbers them-
selves were pretty dire. American,
Delta and United each reported net
losses of $1.2-1.4bn on a GAAP ba-
sis on revenues down respectively by
66%, 67% and 55%. On an “adjusted”
basis (essentially excluding benefits
from the payroll support scheme) the
losses for the quarter camein at $2.3-

2.7bn each.

In contrast Southwest fared rela-
tively well. With revenues only down
by 50%, it was able to report an of-
ficial profit of $119m — although it
too had benefitted from government
support in the quarter to the tune of
$1.7bn, and on an “adjusted” basis
showed a net loss of $1bn.

Each airline chief executive ex-
pressed sincere gratitude to the Fed-

US AIRLINE PASSENGERS BY DESTINATION (PRE-COVID)
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GLOBAL BUSINESS TRAVEL SPENDING (USSbn)
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eral government for the support that
allowed them to avoid furloughs (and
survive). So far the top four carriers
have received $32bn in the first two
Payroll Support Programs. The third,
extending the programme again to
the end of September is in the pro-
cess of being agreed. The support
comes at a price: 30% of the payroll
is granted as a ten year term loan at
a 1% cash interest for the first five
years; the airline has to provide share

warrants; it is required to maintain
certain levels of service; and cannot
make redundancies, provide cash re-
turns to shareholders and is limited
on management remuneration.

The three major network carriers
and Southwest (who between them
controlled 80% of the US industry)
each mentioned that cash burn had
moderated in the first three months:
Delta and United had seen positive
cash generation in March for the first

time in a year, American would have
been cash positiveinthe month had it
used the same definition of the term
as its peers, and Southwest was cash
positive to the tune of $4m a day af-
ter including advance bookings and
working capital changes.

United was the most blatant in its
announcement using as a subtitle the
phrase “rebounding traffic is driving
clear path to profit”, while “with cur-
rent domestic leisure bookings 85%
recovered to 2019 levels” Delta’s CEO
Ed Bastian stated that ”if the recovery
trends hold, we expect positive cash
generation for the June quarter and
see a path to return to profitability in
the September quarter”, and is so en-
couraged that from the beginning of
May Delta will resume sellingthe mid-
dle seat on its aircraft.

There is still a long way to go
to reach equilibrium, and some ma-
jor elements are missing from the
equation. All four of the country’s
largest airlines rely on business traf-
fic, and business travel is noticeable
by its absence. Southwest mentioned
that corporate managed travel rev-
enues in March were still 85% down
from 2019 levels, highlighting that

FEDERAL GOVERNMENT SUPPORT (USSm)

Payroll support

CARES Act Loan Facility #1 #2 10YearLoannotes Warrants(m) Exercise price ($)
American 7,500 5,983 3,550 2,800 19.83 13.42
Delta 5,594 3,290 2,605 8.84 28.01
United 7,491 5,102 3,001 2,371 6.50 34.65
Southwest 3,354 1,986 1,542 3.73 39.24
Alaska 1,928 1,021 613 442 1.15 36.07
Jetblue 1,948 963 580 403 3.57 10.66
Skywest 725 451 268 156 0.47 30.91
Spirit 344 212 107 0.62 15.80
Hawaiian 622 301 193 88 0.62 12.91
Frontier 574 211 161 52 0.02 274.87
Republic 58 212 130 43 0.01 415.00

Source: US Department of the Treasury
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US AIRLINE DEBT UP BY 60%; NET INTEREST
MORE THAN DOUBLED
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the lack of the late booking mar-
ket inherent in business travel also
plays havoc with the traditional yield
management programmes. United’s
CEO Scott Kirby pointed out that, nor-
mally, roughly one third of United’s
business is domestic leisure and VFR,
one third domestic business traffic
and one third international long haul
— and that the latter two segments
were still more than 80% below pre-

pandemic levels.

An unanswerable question is
quite how much the events of the
last year, and the explosion in the use
of remote working and online video
conferencing, will have removed
the need for business travel. In its
forecast at the start of the year the
Global Business Travel Association
(GBTA) predicted that global business
travel spend, having possibly halved

US BIG 4 SHARE PRICE PERFORMANCE
THROUGH THE PANDEMIC

in 2020, would recover slowly over
the next four years almost enough to
reach the S1.4tn spent in 2019 (see
chart on the preceding page). But
it estimated that by 2024 business
travel spending in the US would
still be 25% below 2019 levels (and
not even reach the nominal values
of 20 years ago). Then in a recent
survey the GBTA suggested that 60%
of respondents expect to resume
business travel in the third and fourth
quarters of this year.

United’s Scott Kirby waxed san-
guine on the subject saying: “when
you start to see people in office build-
ings in downtown Manhattan and it’s
hard to get a table at lunch, you'll
know the business travel is probably
back”. But for the moment, according
to Google’s community mobility re-
ports, workplace activity in the US re-
mains consistently at a level 25% be-
low pre-pandemic levels as it has for
the past six months.

The three major network car-
riers also rely heavily on long-haul
international traffic (Southwest has
a few medium-haul international
routes — mainly to beach resorts in
the Caribbean and Central America
— and says it tends not to like the
complications of selling into markets
with different languages or strange
currencies). Canada, normally the
largest international market, is essen-
tially closed, as is the Pacific, while
the Atlantic is running with demand
90% below pre-pandemic levels.

Scott Kirby again: ”International
demand is going to be entirely con-
tingent on when borders open. We
took over 3,000 bookings yesterday
forournewservicesthatwe launched
to Greece, Iceland and Croatia, if the
US-UK opens up, | think you’re going
to have a hard time finding a hotel
room in the UK because there’s going
to be so many people wanting to go.
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But international borders aren’t go-
ingto allreopenimmediately. And my
guess is that happens sometime next
year.”

There is comfort to be had from
the first signs of a resumption of de-
mand. But the industry is likely to be
a very different beast as it does re-
cover. A direct consequence of the
desperate search for liquidity in the
last year has been a massive increase
in debt. As the chart on the preced-
ing page shows, total year end debt
increased by 60% or nearly $6obn
in 2020, while net interest payments
doubled to $3.8bn.

The debt issuance has continued.
In March, American raised a record
S10bn through the debt and bond
markets at a blended interest rate of

5.6% (half what it to pay this time
a year ago). It was in part secured
on the company’s AAdvantage fre-
quent flyer programme, and in do-
ing so was able to follow Delta and
United in pursuading investors that
thereisvalueinthe FFP. (For an analy-
sis of the merits of banking on the fre-
guent flyer programmes see Aviation
Strategy Jul/Aug 2020). It will use part
of the proceeds to repay the small
amount it had borrowed under the
expensive CARES Act loan facility — it
had only drawn $500m of the $7.9bn
facility granted (and itself backed by
the FFP as collateral).

In April, United raised another
Sgbn in debt and loans — having al-
ready put its MileagePlus programme
into hock, the loans were backed by

its slots, gates and route rights — in
part to repay the $520m it had drawn
under its $7.5bn CARES act facility.

In the results meetings each air-
line emphasised that it would be con-
centrating almost exclusively through
the recovery in the next few years on
deleveraging balance sheets. The five
years preceding the pandemic was a
period of high profitability for healthy
airlines and good returns for share-
holders. It could be that the next will
be a lustrum for zombies.
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ULCCs — Allegiant, Frontier and Spirit:
the appeal of Point-to-Point

HE LAST cyclical crisis in the avia-
-I-tion industry — the 2008 Global
Financial Crisis — paved the way
for consolidation in the USA. By the
end of 2019 the top four airlines
— Southwest, Delta, American and
United — between them controlled
78% of the domestic market. But this
very consolidation allowed for the en-
try and growth of the ultra-low cost
carrier (ULCC) business models, and
in the year before the coronavirus
pandemic hit, three such airlines —
Spirit, Frontier and Allegiant — had
built a combined share of the market
of 10%, more than double that of five
years earlier.

The low cost airline model, as it
spread through Europe and the Far
Eastfrom the noughties, was primariy
based on the KISS principles ("Keep It
Simple Stupid”) developed by South-
west from the 1970s: direct point-
to-point flights, secondary airports,
single aircraft type, single fare class.
The concept was designed to max-
imise aircraft and crew scheduling ef-
ficiency minimise cost and provide
the lowest fares in what is essentially
a commodity market.

As time has gone on, there has
been blurring at the edges with some
LCCs exhibiting some of the charac-
teristics of the network legacy car-
riers, such as intra-line connections
and premium fare classes. Two of the
top ten passenger airlines in the USA
identify themselves as low cost carri-
ers: Southwest and Jetblue; and three
as ULCC.

The ultra-low cost business
model developed by Ryanair in
Europe took this a stage further:
a focus on increased aircraft utili-

US DOMESTIC MARKET SHARES 2019
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sation, increased seat density and
the unbundling of revenue sources
aside from ticket prices with multiple
products and services offered for
additional cost. It was also based
on a high rate of growth to develop

incremental capacity at reducing
marginal costs, combined with an
obsessive command over all costs.
Looking for a moment at the his-
tory of the sector’s development, the
ULCC model had gained little head-

ULCC DOMESTIC TRAFFIC BY MARKET SIZE
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way in the US market in comparison
FRONTIER with Europe and Asia — but then this
600 3,000 was partly because of Southwest’s
> significant market presence.
200 - 2,000 Spirit and Frontier both evolved
from the same stable, Bill Franke’s
200 - 1,000 Indigo Partners: a serial ULCC incu-
bator with current investments in
E o Y Wizz Air in Europe, Volaris in Mexico
and JetSMART in Chile. Having estab-
-200 Operating lished Spirit as a ULCC in 2006, Indigo
profits sold out to acquire and transform
-400 [ Net Profit Frontier in 2014. Both exhibit the
same ULCC characteristics, high
-600 ‘ ‘ : : : : utilisation, modern aircraft fleet (of
2014 2015 2016 2017 2018 2019 2020
A320s), a large order book of aircraft
and high growth ambitions.
SPIRIT Allegiant follows a somewhat dif-
ferent model. Based on a fleet of mid-
Revenues >/000 life or older equipmentit follows arel-
600 4,000 atively low utilisation but highly sea-
400 3,000 sonal model — accepting that there
200 2,000 is no point in flying on a wet Tuesday
1,000 in February when none of its leisure
£ 0 - oriented passengers want to travel.
Y 200 Operating result 3 Many of its routes are from small air-
400 < Netrasult porFsand operate onaless-than-daily
basis.
-600 1~ In contrast to Spirit, Frontier has
-800 positioned itself a little closer to the
1,000 ! ! ! ! ! ! ! ! ! Allegiant model: many routes oper-
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 ated on a relatively infrequent basis,
and a significant network presence
ALLEGIANT outside of the large metropolitan ar-
eas.
500 2,000 The three have been strongly
Revenues ” profitable since inception (in Fron-
400 - - 1,500 tier’s case since its rebirth as a ULCC
300 - in 2014). Allegiant in the five years
- 1,000 before the pandemic averaged an
200 operating margin of 22% and a net
& 100 - 500 ¥ margin of 13% while revenues had
grown by an average of 10% a year to
0 0 $1.8bn (and this achieved in a period
it had transited from MD80s to A320
100 ™" Operating profi family aircraft).
< , Yy
-200 |~ | | Net T)mﬁt | | | | | | Frontier produced an average
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 16% operating marginand 11%at the
net level increasing revenues by an
Apr/May 2021 www.aviationstrategy.aero 7
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annual average 9% over the period to
S2.5bn.

Spirit over the same period had
grownitstopline by acompound 15%
per annum to $3.8bn while averag-
ing operating margins of 17% and net
margins of 10%.

And the three of the carriers are
definitely ultra low cost. As the graph
on the right shows, in 2019 their
stage-length adjusted unit costs ex-
cluding fuel (CASMex) hovered round
the 5.5¢/ASM mark (Allegiant higher
at 6.5¢) — on average half that of the
network legacy majors and 40% be-
low those of the LCC paragon South-
west. (The 2020 figures are possibly
irrelevant being heavily distorted by
the effects of the disruption caused
by the pandemic travel restrictions,
although it is interesting to note that
Allegiant only seems to have incurred
a modest 7% increase in CASMex in
2020 compared with an average 50%
increase for the rest of the industry.)

Covid-19 impact

The three ULCCs did not escape
damage from the effective closure of
travel during 2020, but the damage
was limited in comparison with their
larger peers. Between the three total
net losses for 2020 totalled $923m —
but this is equates to only 2% of the
US industry’s losses of $45.4bn in the
period.

They each saw revenues down by
around 50% from 2019 levels, some-
what less than the 63% decline for
the industry as a whole: Frontier and
Spirit reported adjusted operating
loss margins of 41%-45%, Allegiant
only 14%. They reported adjusted net
loss margins of 20%-25%.

The three ULCCs all took part
in the federal payroll support pro-
grammes (PSP) — with everybody
else in the industry benefitting from
the funds, it would have been churl-

US CARRIERS: ADJUSTED UNIT COSTS exFUEL
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ish to refuse the handouts — but only
Frontier applied for, and was granted,
a loan facility under the CARES Act;
and it had only drawn $150m of the
S574m available at the end of Decem-
ber.

Balance sheets deteriorated (see
table on the next page). But they
had started the year 2020 in reason-
able health. Each survived the year
with positive equity and gearing lev-
els, while elevated, at not too disturb-
ing levels.

Frontier and Spirit both suffered
severe cash outflows (see table on

the facing page). In 2020 Spirit’s
cash from operations saw a deficit
of $225m reversing the prior year
healthy inflows of S551m. Frontier
saw $557m go out the door. Alle-
giant, perhaps showing the resilience
of its highly flexible low utilisation
model only experienced a halving of
operational cash flows to $235m.
Capex was highly restrained at
both Allegiant and Frontier; but Spirit
maintained its predelivery payments
on its aircraft order book and contin-
ued to take new deliveries. Perhaps
because of this strategic decision, it

US CARRIERS: UNIT REVENUES
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ULCC BALANCE SHEETS
Allegiant Frontier Spirit

Sm 2020 2019 2020 2020 2019

Casht 703 473 378 1,967 1,084
Long term debtt (1,442) (1,249) (247) (3,067) (1,960)

Short term debt§ (232) (176) (517) (537) (518) (380)
Net cash (debt) (971) (952) (386) (1,617) (1,256)

Net Assets 699 868 310 2,250 2,261

Net debt / Shareholders funds 1.39 1.10 1.25 -0.25 0.72 0.56

Notes: T includes short-term investments; ¥excludes capitalised operating leases; § includes operating leases

raised $1.3bn in long term debt and
over $350m in new equity, to main-
tain its liquidity.

The S150m increase in debt at
Frontier, not too dissimilar from prior
year figures, equated to its draw-
down from the Treasury facility and
the implied debts from the PSP. But
this left it with a weak cash posi-
tion at the end of the year. Subse-
guenttotheyearenditrevivedits IPO
plans delayed from 2017, successfully
raised $270mthroughthesaleof 15m
new shares (Indigo Partners raising a
similar amount from the sale of part
of its holding) valuing the company
at $4bn; and, demonstrating superla-
tive chutzpah, initiated a new quote
on the NASDAQ exhange using the
ticker ULCC.

Allegiant’s CEO, Maurice Gal-

lagher, proudly boasted at the 2020
full year and Q1 2021 results an-
nouncements, that Allegiant alone
in the industry through this crisis
had neither bloated its balance sheet
by taking on excessive debt nor had
to resort to shareholders to intro-
duce new equity. Indeed, he stated
that its cash and debt position was
better than it had been before the
pandemic. But then the day after the
Qa1 results he announced an issuance
of 1.5m new shares to raise $340m,
taking advantage of the all-time high
rating of its shares on Wall Street.
In early March the share price had
touched $250, 50% above the level in
February 2020 just before the crisis
hit: the only otherairline to have seen
its equity rise above prepandemic

levels is Southwest, and that by 5%.

Growth plans unabated

The three ULCCs have each expect to
be able to recover profitability and be
the first in the industry to return to
normality: the recovery to be fuelled
by domestic leisure, VFR and short-
haul national park and beach seeking
holiday-makers. And even if expect-
ing an increase in competitive pres-
sures from the major network carri-
ers, they have an advantage, to quote
Maurice Gallagher, in providing di-
rect non-stop flights to wilderness.

As such medium term growth
plans remain much in place.

Frontier has 156 aircraft on
order including 89 A320neos and
67 A321neos (and it has the op-
tion to convert 18 of the A320s to
A321XLRs). (This was part of a mas-

ULCC CASH FLOWS

Allegiant Frontier Spirit

2020 2019 2020 2019 2020 2019

Cash flow from operations 235 442 (557) 171 (225) 551
Capex (194)  (507) 11 (62) (553)  (455)
Debt raised 203 136 157 123 1,296 (120)

Equity changest (45) (64) (159) 367 (5)

Change in cash¥ 199 7 (389) 73 855 (30)
Year end cash¥ 703 473 378 768 1,967 1,084

Notes: T Equity issued less dividends and share buybacks; ¥ includes short term investments
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sive order with Airbus — its largest
single aircraft order agreement —
orchestrated by Indigo Partners in
2017 for 430 A320 family aircraft on
behalf of its ULCCs Frontier, Wizz Air,
JetSMART and Volaris.) Originally
planned for delivery by 2026, Fron-
tier last year negotiated a deferred
delivery schedule out to 2028 and
currently plans to take 13-14 aircraft
a year in the next two years before
ramping up to 20 aircraft a year —
suggesting a medium term growth
rate of around 10% a year.

Spirit at the end of 2019 had
signed an order with Airbus for 100
A320 family aircraft plus options for
upto a further 50 for delivery by 2027
(of which it has confirmed 27). It also
has ten A320s due into its fleet in
2021 (of the 16 planned for delivery)
from operating lessors. Its medium
term fleet plan suggest a total com-
plement of 190 aircraft by end 2022
up from the 158 in 2020.

ULCC SHARE PRICE PERFORMANCE
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Allegiant only bought 13 of its
100 strong A320 family fleet new
direct from the manufacturer. Typi-
cally though this was an opportunistic
deal in 2016 for end-of-line A320ceos
as Airbus transitioned to production
of the new engine variant, and they
were delivered in 2017 and 2018. It

has no aircraft on order. However,
it has taken advantage of the avail-
ability of equipment and the weak-
ness in demand to pick up extra lift
very cheaply: in the first quarter it
paid cash for three used 9-year old
A320s for an average $16.5m each all
in (and noted that it has been able

to pick up spare parts for half the

usual price). The company’s current

ULCC FLEET PROFILES guidance points to it having 108 air-

craft in its fleet by year end up from

Fleet planend 98 at the end of 2020 (although the

Inservice AvgAge Orders 2021 2022 fleet databases currently show it hav-

Allegiant ing 111 tails on its books).

A319 35 15.7 35 Viewing the events of 2020 as

A320ceo 65 14.0 73 “taking a year off” from its long term

Total 100 14.6 108 growth plans Allegiant noted in the

Frontier Qa results that it has “never been

2319 4 162 4 4 more excited about the growth op-

A320ceo 19 8.3 19 19 portunities in 2021 and beyond”, and

A320neo 60 2.4 89 73 82 that it intends to grow the airline by

A321 21 4.4 67 21 26 the end of 2024 to “north of 145
Total 104 4.4 156 117 131 planes”.

Spirit The US ULCCs are no longer a

A319 31 14.5 41 31 31 niche sector, and are showing that

A320ceo 64 6.5 64 64 there is a value to point-to-point ser-

A320neo 33 1.9 65 48 65 . . .

A321 30 42 20 30 30 vices that go beyond price. But this

does not necessarily signal a cosmic

Total 158 8.7 126 173 1% shift in the shape of the US domestic
industry.
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Lessors in the

post-pandemic world

ESILIENCE was the key word for
R the CEOs of the operating
lessors, as they recounted
how their companies have been
impacted by the Covid-19 shock,
through airline bankruptcies, lease
defaults and deferrals and sharp
falls in asset values. One might have
expected these tribulations to have
depressed the lessors’ market values,
but investors appear to have re-
gained full confidence in the aircraft
operating business.

Share prices of quoted lessors
have rebounded from the lows of
the early months of the pandemic
and, in the cases of AerCap and ALC,
have touched five-year highs while
BOC Aviation claimed early this year
to have achieved the highest mar-
ket capitalisation in the global aircraft
leasing industry (see charts). Con-
fidence in the sector goes beyond
the post-pandemic euphoria that has
driven airline share prices; there is a
feeling that the restructuring of the
aviation industry will boost the leas-
ing sector.

The restructuring involves an in-
creased role for the lessors as capital
providers and ownership of the ma-
jority of the global fleet. Also there
may be M&A activity within the sec-
tor, led by the AerCap/GECAS merger
(see following article for more de-
tailed review) and Carlyle’s purchase
of Fly Leasing, the 84 aircraft portfo-
lio quoted on the NYSE, partly owned
and maaged by BBAM.

Breaking even?

However, some financial reality: look-
ing at the sample of results for 2020

SHARE PRICE PERFORMANCE BY SECTOR
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(see table on the next page), lessors’
revenues were down just 11% on
2019 but profits disappeared, with
2019’s net margin of 26.6% turning
into a loss of 1.7%. While this was a
much better performance than that
of the airlines, the full impact on the
lessors from Covid-19 may not be

fully reflected in the accounts for an-
other one or two years. Like banks,
the significance of leasing company
accounts may lie not on the figureson
the pages but in the assumptions be-
hind them.

All the lessors have reported
that most of their airline clients

LESSORS FIVE YEAR SHARE PRICE PERFORMANCE
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have requested some form of lease
payment relief, and this has been
granted through deferrals and/or
lease extensions. Lessors generally
account for payment deferrals by
treating them as a loan from the
lessor to the airline, placing the
unpaid rentals on the balance sheet
as an asset which is amortised as
the airline resumes payment of the
arrears. The rental deferrals plus
accumulated interest are recorded
as revenue for the period in which
they are due, and so the P&L account
is not damaged in the short-run, and
will not be as long as the deferred
rentals are paid by the airlines.

The good news is that the lessors
generally have reported that defer-
rals have been kept under control.
Airlines have greatly reduced their re-
quest for deferrals and most arrears
seemto be being paid backwhen due.
This has alleviated a major worry of
last year — that there would be a cas-
cade of defaults — and largely reflects
the state aid that has been pumped
into the airline industry.

Still, there are the problem
cases, identified when the lessor
switches from accrual accounting to
cash accounting. Cash accounting is

employed when the airline cannot
be relied on to make contracted
payments and the security deposits
have been drawn down, or when
the airline is put into Chapter 11
or some other form of bankruptcy
restructuring. In the first quarter of
this year the percentages of fleet net
book value that had been switched to
cash accounting were, for example,
15% at AerCap, 10% at Avolon and
7% at Air Lease Corp (ALC). This is
one of the ratios that the credit rating
agencies monitor closely.

The upside to this situation is
that if the airline recovers financially

or makes a successful exit from
bankruptcy protection the lessor
may receive cash lump sums that go
straight into revenue with no costs
attached. The downside is that cash
accounting may presage impairment
charges on the value of the affected
aircraft.

Impairment charges can have
a major impact on the reported
results of the lessors. For instance,
Avolon’s net loss of $(36.6)m last
year included impairment charges
of $106.2m. Fly Leasing’s net loss
of $(67.4)m was largely the result
of impairment charges of $S115m,
including a remarkable $106m on
two 7-year-old A330-300s. These
charges warn of impending problems
but are not current cash costs. Taking
an optimistic view, there is always
the possibility than the impairment
loss will not materialise in full and
part of the loss can be written back
into future P&Ls, if the market for
second-hand aircraft turns up.

The reality, however, is that the
leasing industry is nervous about
asset values — no one can be sure
of the current let alone future val-
ues of commercial aircraft because
of the unprecedented global sup-
ply/demand imbalance caused by

LESSOR FINANCIALS 2020 and 2019 (USSm)

2020 2019
Revenues NetResult Margin Revenues NetResult Margin
GECAS 3,947 (786) -19.9% 4,890 1,029 21.0%
AerCap 4,494 (299) -6.7% 4,937 1,146 23.2%
Avolon 2,372 (36) -1.5% 2,810 724 25.8%
ALC 2,015 692 34.3% 2,017 781 38.7%
BOC 2,054 510 24.8% 1,976 702 35.5%
Aircastle 832 (333) -40.0% 809 157 19.4%
Fly Leasing 334 (67) -20.1% 575 226 39.3%
CALC 323 35 10.7% 320 116 36.4%
Total 16,371 (284) -1.7% 18,334 4,881 26.6%

12

www.aviationstrategy.aero

Apr/May 2021



http://www.aviationstrategy.aero/

Aviation

the pandemic. During the last 20
years when leasing companies have
grown strongly, aircraft values have
been robust and predictable, proving
remarkable resilient even in the
Great Financial Crisis ten years ago.

To assess values, lessors and in-
vestors have to rely on the appraisal
companies, specifically on estimates
of actual market values as opposed to
the fair market values (which are sup-
posed to represent underlying val-
ues assuming a balanced market be-
tween buyers and sellers, a concept
that doesn’t work in 2021). The most
realistic appraisers, such as AVAC, in-
dicate a 20% fall in in new technology
narrowbody values from pre-Covid
levels, a 25%-plus fall for older nar-
rowbodies, a 30% decline for new
technology widebodies, and around
50% for older widebodies.

The nightmare is that there has
been a permanent impairment in
values, which means that balance
sheets will have to fixed through
write-downs. This has adverse im-
plications for expected income from
aircraft sales and, in some cases, for
loan to value ratios.

As for current lease rates, the in-
dications are for a steeper decline in
rates than for asset values — for ex-
ample, by 25-30% for new technol-
ogy narrowbodies — but much de-
pends on the circumstances of indi-
vidual transactions.

Norwegian has been an inter-
esting case. The airline went into
bankruptcy protection (examiner-
ship under Irish law) last year which
exposed its 787 lessors in particular.
AerCap and BOC Aviation became
majority owners of the distressed
carrier, which then in January aban-
doned its long-haul operations to
concentrate solely on intra-Europe,
in the process returning 37 787s to
Boeing or leasing companies. Former

executives of Norwegian then set up
Norse Atlantic Airways, a Norway-
based transatlantic LHLCC with a
planned fleet of 787s, scheduled to
start up in late 2021 or early 2022.
Nine of these 787s are to be leased
from AerCap under an agreement
signed in April.

Terms of the lease agreement are
of course confidential, but Norse’s
investment message is that it will be
able to achieve much lower costs
than Norwegian largely because of
the new leases rates, about 50%
lower. AerCap is understandably re-
luctant to elaborate but commented
that new leases typically have a
variable element in the first year; in
other words, a power by the hour
agreement.

Rebalancing the aircraft market

The lessors have a major role to play
inrebalancing the aircraft market and
restoring solidity to values. Accord-
ing to Steven Udvar-Hazy, chairman
of ALC and industry guru, there is
a surplus of about 4,000 jets that
should be retired now, which could
bring the market back into balance by
2023, hopefully. (Ed Greenslet of Air-
line Monitor in his 2021 global fore-
cast comes up with a similar figure for
the surplus, 4,400 units though sees a
slower return to equilibrium). Udvar-
Hazyalso observesthat many of these
aircraft would have been taken out of
service pre-Covid if market conditions
hadn’t been so buoyant.

Assuming that Covid-19 has
somewhat reduced the commercial
life expectancies of 737 Classics and
early NGs, the early A320 family,
757s, 767s, 747s, A330s, A340s and
A380s, the “killing zone” might now
be taken as over 15 years. Lessors
have a fleet of about 1,700 units of
15-plus years so conceivably could
themselves almost halve the surplus

by retiring theses jets as they come
off lease; whether they would have
the financial incentive to do so, rather
than sell on, is another matter.

Most lessors have modern fleets
— ALC itself and the Chinese lessors
have less than 5% of their fleet num-
bers in the scrapable category — but
some lessors are exposed, notably
ALC’s merging rivals, AerCap with
30%, and GECAS with nearly 50%. The
truly elderly lessors ae Boeing Capital
Corp, lessor of last resort for the OEM
with 90% over 15 years old, and two
mid to late life specialists — Carlyle,
pre the Fly Leasing purchase, with
65% of its fleet in this category and
Castlelake with 43%. AerCap/GECAS
plus these three specialists account
for about three quarters of the
lessors’ scrapable fleet.

The lessors could also have a sub-
stantial degree over the delivery side
of the aircraft market, particularly
with regard to Boeing.

Even following the spate of MAX
cancellations last year, over 300
aircraft, the lessors have over 700
737MAXes on firm order, which
equates to over three years of pro-
duction for Boeing at recovery rates.
The MAX situation had an obvious
negative impact on lessors, which
have had to deal with parked aircraft
and been unable to complete deals
with airlines. On the other hand, the
MAX situation alleviated some of the
Covid-19 pressure as lessors were
able to cancel or defer delivery with-
out the normal financial penalties,
because Boeing was unable to fulfil
its contract by delivering within 12
months of the scheduled date. They
still have this option for much of their
backlog. There are production issues
with the 787 as well, where lessors
hold 100 delivery slots, equivalent to
over a year of production.

At Airbus the lessors have taken a

Apr/May 2021

www.aviationstrategy.aero

13



http://www.aviationstrategy.aero/

Aviation

controlling share of the A320/21 neo
orderbook — 1,300 units, 22% of the
total backlog or two and half years of
production. This is the aircraft type
that appears to be most suited to the
post-Covid world, for both short- and
long-haul.

Financial power

Indeed, the direct order totals under-
estimate the control of the lessors
because the pandemic has altered
the relative financial power of leasing
companies relative to most airlines.

Firstly, airlines with liquidity prob-
lems, or with excessive debt, are opt-
ing to defer their own delivery po-
sitions and take capacity from the
lessors in the interim, greatly reduc-
ing cashflow stress. Three-month se-
curity deposits on leased aircraft ab-
sorb a fraction of the capital required
for PDPs.

The leading lessors say that they
are in effect offering a fleet manage-
ment product, finding solutions for
both the airline and the OEM. For
example, ALC concluded a complex
transaction with Alaska Airlines last
year which involved providing oper-
ating leases for 13 new 737-9s while

buying 10 ex-Virgin America A320s
from Alaska, which the lessor is cur-
rently placing with airlines such as
Qanot Sharg Air, a start-up in Uzbek-
istan.

Secondly, as a result of the
Covid pandemic, sale and leaseback
transactions have become a critical
source of funding for the airline
industry. And as the airline industry
emerges from the pandemic it will be
necessary to repay state loans (which
have escalating interest rates) or
swap them for commercial loans. In
such circumstances the state-aided
airline, ie almost all the flag-carriers
and Legacy network types, will
have little choice but to use their
unencumbered assets to raise cash
through sale and leaseback.

Fundamentally, the cost of cap-
ital for leasing companies tends to
be lower than that of most airlines.
The graph below shows the trend for
LIBOR one-year rates and also two
examples of trends for debt in the
crisis. ALC, probably the most effi-
cient lessor, was able last year to
raise $850m of unsecured funds at
justover 3% pa; this year it succeeded
in selling S750m of unsecured three-

LIBOR TRENDS AND COMPARATIVE DEBT COSTS
FOR AMERICAN AIRLINES AND ALC
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year notes at a remarkable 0.7% pa.
American Airlines, the weakest of the
US Legacies, was forced to price its
$2.5bn junk bond issue at 12% pa last
year; this year it succeeded in raising
$2.5bn at 4.2% on loans backed by its
frequent flyer programme, which is a
reminder to lessors that airlines have
other assets than aircraft to mone-
tise.

Will core rates such as LIBOR
remain at historically low levels?
The trillions of dollars, euros and
renminbi being poured by govern-
ments into economies to support the
post-pandemic recovery will prob-
ably translate into some increase
inflation and hence interest rates.
But the basic finances of the leasing
model still look sound: a good quality
lessor can raise funds at 3-4%pa but
could achieve a return on assets in
today’s market of 7.5% (based on an
estimated current price of $47.5m for
anew A320neo and $300,000/month
lease rate),

The lessees’ perspective

The point where leasing companies
own over half the global commercial
fleet must be close (if difficult to
measure exactly because of volatil-
ity of the aircraft market). In 2020
something like 55% of Airbus’s deliv-
eries went to lessors. This raises the
question of where the limit to the
separation of ownership and opera-
tion lies. Some commentators worry
about whether dominance by the
lessors would stifle innovation in de-
veloping new types, as lessors prefer
ubiquitous  standard-configuration
aircraft that can be easily moved
between airlines.

The graph on the next page gives
a perspective on the lessees. The top
30 airlines account for about 42%
of the operating lessors’ fleet capac-
ity while over 400 airlines account
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TOP 30 OPERATING LESSEES: 42% OF TOTAL OPERATING LEASE FLEET
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for the remainder. It is notable how
broad the lessors’ coverage is: those
30 airlines are located throughout
the world, they include US Legacies
(American is the biggest lessee), Eu-
ropean network carriers, Asian flag-
carriers, super-connectors and lead-
ing LCCs. There are a few exceptions:
Ryanair doesn’t like operating lessors
(though Wizzair has 100% of its fleet
onoperatinglease)and Lufthansa has
not yet entered this group.

When the pandemic struck
lessors made the argument to their
investors and financiers that they did
not depend on airline profitability: if
airlines were state-owned or being
supported by governments, that sup-
port funding will flow through to the
lessors. That has undoubtedly been
the case. Only some Latin American
carriers — LATAM is the most impor-
tant — have gone through Chapteri11
bankruptcy restructurings, which
have cut off rental payments.

As discussed above the state-
aided airlines will have to rely on
sale/leaseback for funding as they
emerge from the protection of state
aid. But the lessors will have to play

a major role in supporting success-
ful transitions, and this may mean
constraints on lease rate increases.

China leasing enhanced

The pandemic has probably en-
hanced China’s position in the
operating leasing world. The first
to experience Covid-19, China was
also the first to recover. Chinese
domestic flights (not passengers)
were reported to be up 15% in the
first quarter of 2021 compared to
2019.

The state-owned lessors have un-
grounded almost all their fleets and
their financial statements scarcely
mentioned deferrals. BOC Aviation,
the leading Asian lessor, reported a
net profit margin of 25% and retained
it’s A- investment grade credit rating.
Its fleet is placed globally but two
thirds of its lessees by value are based
In the Belt and Road Initiative (BRI)
countries. This is China’s 21° century
project to re-create the Silk Road
across Asia and into the rest of the
world. China’s infrastructure spend-
ing on transport, power generation
and manufacturing within the BRI

project is estimated to be around
S100bn avyear.

There is, however, also the
filing for bankruptcy of various en-
tities within the Hainan Group (see
Aviation Strategy, January 2021).
Shenzhen-based Bohai Leasing,
which is 46% owned by HNA, in
turn owns 70% of Avolon, which
insists that it will not be affected
by any changes of ownership that
will emerge from the bankruptcy
process. Avolon also has 11% of its
fleet leased out to Hainan Airlines,
which worries the credit agencies.
Domhnal Slattery, CEO of Avolon, has
a positive, probably accurate, view
of Chinese aviation: “[HNA] airlines
are integral to a fully functioning
Chinese air transport sector ... the
airlines [will] ultimately be in a much
stronger credit position following this
reorganisation process”.

Geopolitics

Finally, we have updated our snap-
shot of the effective control and
ownership in the following pie charts
on the following page which divide
the mainstream lessors’ fleets and
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US/European: AirCap/GECAS, ALC, Carlyle/Fly Leasing;
US/Asian: BBAM;

Australian: MAF;

Middle East state enterprise: DAE, Alafco;

Current fleet: 7,423 units; Firm orders: 2,433 units.

Japanese financial institution: Orix, SMBC, Aircastle, ACG;
Chinese/Japanese: Avolon, AMCK;

Chinese (HK, Singapore): CALC, SC, Goshawk;

Chinese state bank: BoCom, CDB, BOC, ICBC

firm orderbooks by geo-political
zones (specialist lessors like Boeing
Capital and Nordic Air are excluded).
The analysis is based on aircraft
numbers rather than value, which
admittedly would be a better mea-
surement.

Chinese state banks alone control
17% of the capacity with a further
15% owned by other Chinese-backed

entities or in joint ownership with gi-
ant Japanese financial institutions —
32% in total. They have larger pres-
ence in the orderbook — 17% and
22%, or 39% in total.

US/European lessors control
about 38% of the operating fleet
and 39% of the orderbook. And
within these totals the merged Aer-
Cap/GECAS entity will have 28% and

23%.

Given that geopolitics will pre-
vent M&A activity between the US
and the Chinese blocs of the aircraft
leasing business, the AerCap/GECAS
merger looks as if it could be a pre-
emptive move, leaving minor targets
for other lessors within the Western
leasing world.

Stidtegy,

Aviation Strategy in recent years has produced special analyses for clients
on a wide range of subjects. Examples include:

¥ Implications of Virtual Mergers on the
North Atlantic

= The Future of Airline Ownership

= Air Cargointhe Internet Era

= LCCand ULCC Models

For further information please contact: info@aviationstrategy.aero

= Super-Connectors: Financial and Strategic
Analysis

= Key Trends in Operating Leasing

» Business Jet Operating Leasing Prospects

* Widebody Jet Demand Trends
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AerCap and GECAS merger:

A good idea?

HE MACRO-TRENDS  impacting
-I-the global leasing industry,
covered in the previous article,
suggest why the mega-merger be-
tween AerCap and GECAS might be a
good idea. Here we review some of
the specifics of the proposed merger.
Positioning an expanded com-
pany to take advantage of the almost
certain enhancement of lessors’
control of the global fleet is one
rationale for the merger. The other is
our more speculative argument that
prospects of serious consolidation
may be less than expected because
of the geopolitical split between US
and Chinese controlled lessors.

The terms of the transaction:
AerCap will pay GE $24bn in cash.
S1ibnin bonds, and 111m new shares
in AerCap (there are 127m currently
trading at $58), which adds up to
about $31bn. GE will hand over its
aircraft leasing operation plus its
Milestone helicopter leasing com-
pany and engine leasing businesses
of GECAS, which means taking a book
loss of $3bn on its balance sheet
value of $34bn.

By aircraft units AerCap and
GECAS are the number one and two
aircraft lessors which, with about
2,100 aircraft, together will have a
physical share of 20% of the operat-
ing leasing business, plus 550 aircraft
on firm order. But Aengus Kelly, CEO
of AerCap, has stated that the merger
“is not about scale or getting bigger
for the sake of it”. It is presumably to
enhance shareholder value. A target
for the merged lessor might be to
emulate the financial performance
of ALC. In 2018 and 2019 AerCap and

AERCAP AND GECAS COMBINED FLEET VALUE BY LESSEE
(US$46.5bn)

2.0% to 5.9% of total value:
American
China Southern
Air France-KLM
Azul

Egyptair
Ethiopian
Hainan
Norwegian
LATAM

e

1.0% to 1.9% of total value:
14 Airlines

Off lease or unspecified

5%,

<1% of total value:
Approx 240 airlines

GECAS both reported average net
profit margins of 22% while that of
ALC was 36%.

Execution risk in this case is re-
garded as low because AerCap has
completed a series of successful take-
overs, effected at low point in the
aviation cycle. The major purchase
was ILFC, which in 2014 had a much
larger fleet than AerCap, from AIG,
the US insurance giant which in the
Great Financial Crisis was enmeshed
by credit default swaps and collater-
alized debt obligations, and had to be
bailed out by the US government. ILFC
was rapidly integrated into AerCap in
2015 with no apparent operational or
financial problems.

GE, as a result of the new Aer-
Cap shareissue, will be a major share-
holder in the merged lessor, own-
ing 46%. There is a concern that GE’s
other aeroengine interests might not
always be aligned with those of the

new AerCap. However, GECAS was
free to cancel orders for 69 unde-
livered 737 MAXes in 2020 despite
the fact that GE’s Aviation division is
one half of CFM (the other half being
Safran), which is the sole supplier of
LEAP enginesforthe entire MAX fleet.

SGA (selling, general and admin-
istrative) expenses are only about
5-6% of total costs at lessors, but still
there would appear to be scope for
synergies in this area. GECAS has a
larger footprint with 24 offices glob-
ally, while AerCap has nine offices,
and both are integral parts of the
Dublin aircraft financing scene.

Each lessor has about 160 airline
lessees but only about 60 rent from
both GECAS and AerCap, which sug-
gests significant marketing potential.
Placing aircraft that come off-lease
with new clients might be easier.

In negotiations with the OEMs
the combined company might have
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COMBINED AERCAP AND GECAS EST FLEET VALUE

increased clout, though price dis-
counts will have more to do with
the weakness of the manufacturing
business in the foreseeable future.
However, their existing backlogs
which include about 140 MAXs and
over 300 A320neo family aircraft plus
28 787s does give the combined en-
tity a high degree of leverage because
of the threat of cancelling or post-
poning deliveries that are running
behind contracted schedules.
Merging will not reduce the com-
bined lessor’s cost of capital. Moody’s
and Fitch have reaffirmed AerCap’s
credit ratings at the lower end of
investment investment grade (Baa3
and BBB-), but both add a short term
negative outlook, based on uncer-
tainties about the transaction, the
overall aviation market and AerCap’s
need to refinance the $24bn loan it is
taking out to complete the merger.
What is the underlying fleet val-
ues for the two lessors? Using fleet
compositions and estimated market
values at the end of last year, we esti-
mate a current market value of GECAS
fleet of $17.8bn and $28.7bn for Aer-
Cap. So the current value of the com-
bined fleet would be around $46.5bn
which compares to GE’s book value
of $20.9bn and AerCap’s book value
of $33.6bn, a total of $54.5bn. Both
new and second-hand prices are very

50,000 uncertain in this pandemic-induced
45,000 old 1% downturn, but the implication is that
20,000 I the two lessors may be overvaluing
' their fleets by 17%. (In considering
35,000 - 29% . .
| Conventional the $31bn purchase price for GECAS it
30,000 should be noted that GECAS also puts
& 25,000 - a book value on its helicopter and en-
20,000 - gine leasing business of $7.3bn plus
15000 oo otherassets which bring its total book
10,000 - — 49% value up to $34bn.)
' The structure of the combined
>/000 fleet by estimated market value on
0 .
In Service In Storage Total On Order broken out in the three graphs left.

Post the merger less than 2% will be
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really Old Types (mostly 737 Classics),
49% Conventional (NGs, A320 ceos,
A330s, RJs, etc) and 49% New Tech-
nology (MAXes A320 and A330 neos,
etc). This is a downgrade from Aer-
Cap’s existing structure with a 60%
New Technology presence. AerCap
has stated that the aim is to get to
75% New Technology by 2025, to be
achieved mostly by new deliveries
rather than an accelerated disposal
programme.

Whether this will be possible
is questionable, Looking at the age
structure, both fleets, the narrow-
bodies in particular, are old in lessor

terms. As noted in the previous
article, 40% of the combined fleet
is 15 years or over, in the scrapping
zone given the need to rebalance the
global aviation market and to meet
the new ESG requirements.

Finally, the pie chart on page 17
shows combined fleets by lessee.
There is clearly a highly diverse client
base but 30% of the fleet value is
accounted for by nine airlines, and
there are some problematic cases
there. Norwegian, Hainan and LATAM
are in bankruptcy reorganisations;
American is the weakest of the US
Legacies but has secured liquidity

GECAS: FLEET STRUCTURE AND AVERAGE AGE
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through the recent FFP-backed bond
issue; Air France is the weakest of the
European network carriers but has
the French government; Egyptair is
financially stressed but seems to be
getting guarantees from its national
government.

Assuming that there are no sig-
nificant antitrust or competition is-
sues — there is unlikely to be —
the transaction will go ahead but the
combined entity will have to mod-
ernise its fleetand improve profitabil-
ity to match the sector leaders —
ALC or BOC Aviation. A risk for Aer-
Cap/GECAS is that these two lessors
will expand more rapidly than ex-
pected by picking up distressed port-
folios and packages of delivery slots
from cancelled orders — probably a
more cost-effective way to grow than
through merging two companies.

We welcome feedback from
subscribers on the analyses
contained in the newsletter. If
you would like to suggest a
company or a subject that you
would like to see covered,
please contact us:

Email:
info@aviationstrategy.aero
orgoto
www.aviationstrategy.aero
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