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Introduction
It is increasingly looking like the industry will need to buckle up in 2019, but whether the current conditions
are due to an area of turbulence or because the cycle is moving from cruise to descent mode remains to be
seen. The presence of fog around some geo-political relationships and in parts of the global economy make
determination of the future even more challenging than usual. Nevertheless, a selection of predictions will
follow at the end of this traditional New Year commentary.

The Current Airline Environment
IATA has reported another strong year for the airline
industry, with a ninth consecutive year of profitability,
not quite at recent record levels, but not far short,
at $32.3bn. This despite a roller-coaster ride for oil
prices, which peaked in October 25% above their
January 2018 level but ended the year 40% lower.
With fuel hedging still seen by many as a doubleedged sword, fuel-efficient fleets continue to be the
most effective hedge against such movements.
Passenger load factors have continued to edge up to average
almost 82% over the year, which implies close to 100% in
peak periods and in many of the fastest-growing markets.
However, despite the robust bottom-line results and full
aircraft, the industry needs to find a different performance
metric that looks beyond occupancy rates. Airline profitability
remains highly concentrated, with over 45% coming from
North American carriers. A slew of airline failures during the
course of the past 18 months, plus several more in intensive
care, suggests that full planes are not always cause for
celebration. It should be no surprise that very low ticket prices
will get “butts on seats”, but for the majority of the industry
outside of North America, pricing power appears to have been
lost (if it were ever possessed). This leads to the conclusion
that, although supply and demand is nominally in balance,
there are simply too many cheap seats being sold in the
market and too few expensive ones.

Where should the finger of blame be pointing? Not just at the
airlines – although they play their part – but also on the OEMs,
which continue to sell the dream of greater efficiency, longer
range and lower seat costs, especially when fleets are ordered
in bulk. This formula only works when airlines compete
rationally and resist the temptation to chase market share and
load factor through irrational pricing. Another significant causal
factor must surely be the plethora of cheap finance, that has
given airlines access, either directly or via the lessor channel,
to funding for assets that should, for many, remain out of
reach. Whilst this lessor disintermediation ship has long since
sailed, buoyant traffic demand and OEM delivery issues have
ensured that mid-life aircraft remain in demand and continue
to lease and trade well. Aircraft remain highly investable
assets, with long economic lives and strong liquidity.
It is often asked by those outside the industry why airlines fail
during peak market conditions. The answer is complicated
and varies case by case, but a common denominator across
AirBerlin, Monarch, Alitalia, Cobalt, VLM, Small Planet, PrivatAir,
Primera, Avianca Brazil and others is a long-standing failure
to fix a broken business model, whether due to excessive
fixed costs, over-extension of fleet and network, irrational
pricing or simple lack of demand for the product on offer. The
good news is that the industry is large and resilient enough
to withstand these failures, which are counterbalanced by
as many, if not more, new entrant start-ups. From a lessor
perspective, the ability to apply appropriate risk-management
processes to their airline customers and pick up early warning
signs of trouble ahead is a critical success differentiator. The
speed at which aircraft released from recent airline failures
have been placed back on lease reflects both a strong
incipient demand for liquid aircraft types and the embedded
remarketing and technical skills in lessor platforms that keep
the show on the road and average portfolio utilisation of the
ten largest lessors above 95%.
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The Manufacturers
After a last-minute sprint to the finish, in which Airbus
booked 47% of their full year’s orders in December
against Boeing’s 22%, Boeing took the lead with 988
commercial orders – well ahead of Airbus with 827,
which included 135 A220s. Embraer booked around
200 orders, 80% of which were for E175-E1 variants,
but it was a slow year for turboprop sales, with ATR
and Bombardier each taking around 30 orders. The
industry total of almost 2200 gross orders is the 2nd
lowest level since the start of the recovery, below
the 2017 number but ahead of 2016. However, Airbus
reported over 80 cancellations and Boeing almost 200
during the year, with a further 194 lost at Embraer.
These figures underscore the risk of over-egging
production rates at this point in time.
Nevertheless, both Airbus and Boeing continue to maintain
substantial over-booking profiles, especially on their core
single aisle products, which on average are over-sold by
almost 10% for the next five years. The knowledge that not
all orders will be delivered to their original customers allows
this strategy to be sustained and has largely avoided whitetails. However, on this basis of order-taking, both single aisle
programs are sold out until at least 2023, leading to persistent
talk of further production rate increases to fulfil obligations
to customers. Whilst beguiling, this is not the right course
of action given the broader industry economic and financial
backdrop. Like the airlines, the leading OEMs have long fallen
prey to the Siren call of market share, eschewing the basic
economic laws of supply and demand despite an oligopolistic
market that has narrowed further as Bombardier, and likely
soon Embraer, essentially withdraw from independent
commercial airplane production (kudos to both, by the way,
for developing efficient new aircraft that are increasingly in
demand with operators and passengers alike).
The widebody market remains under pressure, with over 80
cancelled orders during the year adding to sluggish sales
and leasing demand to drive weaker pricing for even the
most liquid models. Any remaining OEM ambitions to raise
widebody production rates should be tempered by these
market conditions, with rate cuts now a more likely, and
desirable, outcome.

“”
The widebody market remains under
pressure, with over 80 cancelled
orders during the year adding to
sluggish sales and leasing demand
to drive weaker pricing for even the
most liquid models.

The race for deliveries is also intense, resulting in a near tie in
2018, with Boeing at 806, just ahead of Airbus on 800. Both
are record levels. In aggregate, the total number of commercial
airliner deliveries topped 1800 for the first time. This increase,
combined with the fall in net orders, caused the industry’s net
book-to-bill rate to fall sharply, from 127% to 90%.
Boeing will fly the 777-9 for the first time this year and must
also make a decision on the future of the NMA, for which the
launch window continues to narrow. Boeing out-sold Airbus
in 2019, in both single and twin aisle segments, but still lags
in the large narrowbody space where the MAX10 took only a
handful of orders in 2018. Since the rate of 787-8 ordering
has also given way to larger family members, the risk of
cannibalising other Boeing products is low and the company
will be strongly tempted to commit to the NMA, especially if
additional engineering resources are forthcoming from the
JV with Embraer. 2019 will also be the year in which the
new Airbus management team is tested, not least potentially
by the fallout from a hard UK Brexit, which will leave critical
components in the supply chain under threat of disruption
– not for the first time.
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The Lessors
The lessor channel maintained a share of delivery
financing in excess of 40% in 2018, with around half
of this generated from direct orders and the rest
through sales and leasebacks. Although SLB volume
has continued to rise over the past number of
years, the financial quality of these transactions
has remained weak from the lessors’ perspective
– although arguably extremely attractive for airlines.

The strategic growth drivers of this activity, which have
over-ridden traditional leasing economics, are serving
their purpose, underpinning the rapid portfolio growth sought
by many of the new entrant lessors, particularly in Asia.
As portfolio critical mass is achieved, however, it seems likely
that lease economics will start to come back into fashion,
allowing the traditional SLB activists that have been out of
the market for the past 2 to 3 years to return to the space.

Financing and Trading
Financing requirements continue to climb, with
Boeing forecasting a need for $143bn of delivery
funding in 2019, a 13% increase over 2018. Capital
markets continue to provide a growing share of
this, now up to 30% of the total, with ABS and EETC
structures accounting for a significant portion of this.
New investors continue to be attracted to the asset class with
strong interest coming from Asia as well as North America and
covering an increasingly wide range of new and used aircraft
types. Heading into the New Year, though, the wider financial
markets, both debt and equity, are choppy making new bond
issuances more challenging than they have been for a while.

“”
The strong global investor interest

significantly supports aircraft
trading, with close to 1000 aircraft
per annum now changing hands
between lessors or investors.

The strong global investor interest significantly supports
aircraft trading, with close to 1000 aircraft per annum now
changing hands between lessors or investors. These volumes
of activity put tremendous pressure on the lessees, which
are obliged to cooperate in the lease novation process and
an alternative way to transition aircraft between owners is
urgently needed. Following on from the success of the Cape
Town Convention, the Aviation Working Group (AWG) has
been working towards just such a solution.
Previewed at the EMEA ISTAT Conference last year in
Prague, the Global Aircraft Trading system – or “GATS” – is
close to being launched, offering a simple and practical
solution that will become as transformational as Cape Town
within the next 2 to 5 years. Under GATS, each aircraft
will be owned by a trust, created online, with sale of the
asset effected by an electronic transfer of the beneficial
interest in the trust (rather than transfer of the metal) and
leaving the lease and other transaction documents in place.
This removes the requirement for a novation and all of the
associated costs and resources. Although not applicable
to all transactions in all jurisdictions, GATS should become
the default process for transitioning ownership and, over
time, a critical mass of aircraft registered under owner trusts
will relieve the current novation burden on the airlines.
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Fearless Forecasts
Last year’s five predictions scored a 100% success
rate, but 2019 will be trickier to call. The following may
or may not come to pass.

•	Capital markets will maintain their trajectory, with similar
levels of ABS and EETC activity as in 2018 and more
new investors will partner with lessors to build portfolios.

•	The airline industry will see a further moderate decline in
profitability, although returns will remain above a gradually
rising cost of capital.

•	The anticipated economic headwinds will
require diligent risk management on the part
of lessors, but attractive opportunities will arise
for insurgents with access to liquidity.

•	There will be more airline failures, but the aviation world
will continue to spin on its axis and aircraft demand and
values will remain robust as capacity is quickly
re-absorbed.
•	Sale and leaseback economics will begin a gradual journey
back to more realistic levels that support investment by
“traditional” lessors.
•	Insurance products will gain further ground in financing
deliveries, with both European and US providers increasing
their market shares. The export credit channel will remain
essentially closed.

•	Boeing will conclude its evaluation of the NMA
and launch a mid-market family during the year.

“”
There will be more airline failures,

but the aviation world will continue to
spin on its axis and aircraft demand
and values will remain robust as
capacity is quickly re-absorbed.
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