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Disclaimer
This document and any other
materials contained in or
accompanying this document
(collectively, the “Materials”)
are provided for general
information purposes only. The
Materials are provided without
any guarantee, condition,
representation or warranty
(express or implied) as to their
adequacy,
correctness
or
completeness. Any opinions,
estimates, commentary or
conclusions contained in the
Materials
represent
the
judgement of ABL Aviation at
the date of the Materials and
are subject to change without
notice. The Materials are not
intended to amount to advice
on which any reliance should be
placed and ABL Aviation
disclaims all liability and
responsibility arising from any
reliance
placed
on
the
Materials.
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INTRODUCTION
The total AUM managed by the top 100 largest
alternative investment managers rose to $4 trillion at
the end of 2016; driven by inflows into real assets. If the
fund-raising activities of 2017 is anything to go by this
figure is expected to rise significantly.
Real assets are increasingly becoming an essential
building block in any investor’s portfolio. This shift is
being driven by investors’ wishes for protection from
market volatility and future inflation. Real assets offer
exposure to long-term, physical assets which provide
yield income, or income generating potential. A cashflow generating segment in an investor’s portfolio is
valuable because it can balance long-term objectives
with short-term market moves.
The move into real assets, however, has been gradual.
One common response from investors is that investing
in real assets requires time for them to become
comfortable with the illiquid nature of real asset
classes. This illiquidity typically translates into a return
premium, albeit dependent on the real asset
investment manager’s skill. Many investors start their
real asset investing with core real estate in their home
country. Over time, it can expand to infrastructure,
timberland, shipping and aircraft.
Compared to direct investments in real estate,
infrastructure and shipping; aircraft is viewed as a
relatively new sub-asset class within real assets.
Nonetheless, aircraft assets share several common
characteristics with other real assets. Aircraft are hard,
illiquid assets with long economic lives. They require
large cap-ex investments, typically financed with a
significant level of debt. In return, they offer relatively
predictable cash flows. In our view at ABL Aviation, we
see several factors investors should consider when
comparing aircraft assets against real assets.
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CASH YIELD
Aircraft assets offer stable certain cash flows in US
dollars over their economic life, which is typically 25
years. In contrast, cash flows provided by shipping assets
are more susceptible to the present phase of their
maritime cycle. Real estate and infrastructure offer cash
flows in the local currency with the potential to grow
with inflation. Aircraft assets’ cash flows, meanwhile,
decline over time, although, they remain strong relative
to the depreciated value of aircraft as they age (see
Figure 1). The impact for investors is aircraft do not
provide the same inflation hedge as real estate and
infrastructure.

Figure 1 – Annual Aircraft Lease Yield vs. Depreciation Rate for a 737-8
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REGULATORY BARRIERS
& ECONOMIC LIFE
Aircraft have high levels of
regulation leading to a
relatively predictable
economic life.

Of the four real asset types, aircraft assets experience
the highest level of regulation, which heavily influences
the supply demand dynamic of aircraft. It can take
several years to manufacture and certify new aircraft
types; fostering a duopoly between Boeing and Airbus.
The net effect is a relatively predictable supply demand
dynamic for aircraft, leading to reduced technological
risks and obsolescence. Consequently, aircraft assets
enjoy a stable and useful economic life. In contrast,
shipping is far less regulated and does not experience a
similar duopoly, creating a volatile supply demand
dynamic, which can be detrimental to its defined
economic life. Meanwhile, real estate and infrastructure
are subject to local regulatory regimes that differ across
asset types and across regions. Their economic life,
however, tends to be relatively stable and the asset may
appreciate.
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LIQUIDITY
Aircraft asset liquidity
follows the economic cycle.
Process is not very
transparent.

Aircraft assets are an illiquid asset. The liquidity (i.e.
asset trading) and value realisation is closely aligned to
the different phases of the industry cycle (see Figure 2).
Narrow bodies – 737 NGs and A320ceos – trade more
frequently than widebodies – 777s and A330s. The
industry is not very transparent as trading data is not
reported. The market relies upon valuations as a proxy
for price. Similarly, shipping assets are also illiquid.
Recently, shipping has experienced a supply demand
imbalance; resulting in excess over-capacity, while the
market for shipping is more transparent. It has three
separate markets: i) dry bulk, ii) tanker, and iii)
container. Infrastructure assets by their nature are
highly illiquid. It is heavily reliant on the scale of the asset
and the involvement of a regulatory body or
government, this can lead to long delays in the sale
process. Real estate is also viewed as illiquid and is
correlated to the strength of the local economy; leading
to delays in the sale process.

Figure 2 – Transaction Volume of Used Aircraft Transactions
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VALUE CREATION
Aircraft are unique. They
are moveable asset that can
be deployed in any region.

A unique characteristic of aircraft assets is that they are
moveable. They can be transferred to different markets;
continuing cash flow generation, thus leading to value
creation and a return premium. Additionally, cash flows
and asset valuation are in US Dollars. Shipping assets are
also moveable; however, they are constrained by their
type and complexity of maritime networks. The value
creation is more opportunistic and subject to greater
volatility. The scale of infrastructure assets and relatively
stable cash flows means it can accommodate higher
levels of debt. Focusing on optimisation, the financial
structure leads to value creation; however, the long
durations of infrastructure assets mean their discounted
cash flows are highly susceptible to relatively small
changes in underline assumptions (i.e. projected growth
rate). The exit values are very sensitive and highly
subjective. Real estate assets tend to be difficult to
replicate as there are significant regulations and legal
restrictions at national and/or local level. They are
financed by a significant portion of debt, underpinned by
stable rental income that typically grows with inflation.
Value creation tends to be focused on maintenance,
refurbishment and re-leasing.
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TARGET RETURNS
Aircraft offers similar
returns compared to other
Real Assets.

ABL Aviation’s analysis of return performance for aircraft
assets versus shipping, infrastructure, and real estate is
detailed in Figure 3. Based on current market
observations and experience with similar transactions,
ABL Aviation sees aircraft assets generate a return of 4
to 15 percent. This is reliant on the age of the aircraft.
For example, mid-life aircraft can generate 8 to 10
percent returns from a narrow body on a 3- to 5-year
lease. However, this age group requires significant
expertise and could be viewed as a value-added
investment. In contrast, shipping’s recent cyclical
downturn has affected its return performance.
Infrastructure and real estate offer similar returns for
core and value-added investments. The key element is to
understand how each real asset offers different
diversification options.

Figure 3 – Return Performance of Aircraft Assets vs. Other Real Asset Classes
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ABL AVIATION’S VIEW
A major challenge investors face is the
struggle to analyse aircraft asset as an
investment opportunity. This is primarily
due to three factors: i) limited performance
data, ii) inherent lack of transparency, and
iii) the fragmented nature of investment
managers who specialise in aircraft assets.
Consequently, investors have traditionally
invested in operating lessors.
ABL Aviation’s Managing Partner, Ali Ben
Lmadani, believes “The industry will
undergo a disintermediation shift. Investors
will seek to invest directly in the aircraft
assets and begin to move away from the
operating lessor model. Who should an
operating lessor prioritise during an airline
bankruptcy: their own assets they book on
their accounts or managed assets for
investors in SPCs? The removal of inefficient
intermediaries in the supply chain will lead
to the emergence of the independent asset
manager. At ABL Aviation we believe we are
at the forefront of this transformation.”

.
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