
AVIATION FINANCE
structuring a typical 

transaction 
for purchasing 

an aircraft

nvestments in aircraft can 
be structured in many ways 
with regard to achieving spe-
cific risk-return profiles. A ty-

pical transaction for financing 
an aircraft would involve senior 
debt, mezzanine and equity ca-
pital, adding layer over layer un-

til 100% financing is achieved. 
While there is no hard and fast 
rule for optimizing the capital 
structure, the efficient combina-
tion of the three main elements 
would seek to minimize the ove-
rall cost of capital and maximize 
the return for the investors.

I

Senior Debt Capital 

The level of senior debt within 
the financing mix usually repre-
sents 50% to 80% of the neces-
sary capital and depends on the 
value of the aircraft, which in turn 
is inter alia a function of aircraft 
age, population, model. Usually, 
as the aircraft ages, the ability to 
borrow as well as the typical leve-
rage rate decline - for new aircraft 
a typical leverage rate can be in 
the range of 80%, for midlife and 
older aircraft the gearing is po-
tentially lower and may require 
additional collateralization. Fur-
thermore, the ability to borrow 
depends on the credit, the finan-
cial stability and the reputation 
of the airline flying the aircraft.

As a result, the cost of senior debt 
is not only a function of the con-
dition of the aircraft but also of 
the creditworthiness of the ope-
rating airline. Access to low cost 
financing is a critical element for 
the success of the business mo-
del of an airline lessor. It is also 
essential for achieving attractive 
returns for providers of subordi-
nated financing like mezzanine 
and equity capital.

As mentioned above, senior debt 
has traditionally been provided 
by banks and this still applies to 
a large portion of the aircraft fi-
nancing market. A commercial 
bank loan for aircraft is similar to 
a mortgage on a house for which 
the bank supplies the necessary 
funds for acquiring the asset and 
is paid back by the operator or the 
lessor over time with added inte-
rest. Other than real estate the col-
lateral of an aircraft financing can 
be remarketed globally subject to 
the status and documentation of 
the aircraft and regulatory require-
ments. Bank loans for commercial 
aircraft can be highly sophistica-
ted and structured financial inst-
ruments. Subject to size and risk 
assessment, commercial banks 
also pool their resources in order 
to spread the risk among a syndi-
cate of different financial institu-
tions.

In case a leasing company is using 
senior debt to finance an aircraft, 
the lease rental covers at least the 
debt service, matching scheduled 
principal and interest payments, 
thus mitigating certain lessor rela-
ted risks for the lenders. 
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Mezzanine Capital 

Mezzanine capital generally re-
fers to the layer of financing bet-
ween senior debt and equity. 
Structurally, it is subordinated in 
priority of payment and security 
to the senior debt, but greater in 
ranking to an equity investment. 
Although it usually makes up a 
smaller portion of the total invest-
ment volume, mezzanine capital 
is an important source of capital, 
filling the gap between debt and 
equity (see chart above).

A mezzanine provider is often a 
non-bank institution and will be 
generally seeking absolute re-
turn with a risk profile, as men-
tioned above, between that of 
senior debt and equity. A mezza-
nine investor’s goal is not to be a 
shareholder, but rather to achieve 
a target rate of return over a selec-
ted period of time, higher than a 
standard senior loan return.

In a broader sense, mezzanine 
capital may take for example the 
form of convertible debt, juni-
or debt, subordinated debt, etc. 
and it is sometimes referred to as 
quasi-equity. Given the nature of 
aviation investments, these invest-
ments should provide for a low 
correlation with other asset clas-

ses and some diversification bene-
fits at a broader portfolio level.

Equity Capital

The equity provider is (essenti-
ally) the economic owner of the 
aircraft (aircraft lessor) and is ex-
posed to the residual value risk 
of the asset (the equity risk). For 
taking the highest level of risk, 
the equity holder is appropriate-
ly compensated with the highest 
rate of return compared to senior 
and mezzanine capital providers. 
As the debt profile usually amor-
tizes faster than the amortization 
of the aircraft, the equity investor 
is provided with additional return 
potential. As the following chart il-
lustrates, the contracted lease pay-
ments serve to repay the debt as 
well as to distribute dividends to 
the equity investors. At the end of 
the lease the debt is usually amor-
tized to zero or a certain balloon 
but the residual value of the air-
craft allows for returning the equi-
ty capital and for realizing additi-
onal income in case of sale of the 
aircraft. Another option at the end 
of the lease term would be to sub-
sequently lease the aircraft to the 
same or another operator. In this 
case, the lessor will continue to re-
ceive lease rentals and provide di-
vidends to the equity holders.

The necessity to be supported by a 
skillful manager with broad arran-
ging skills as well as strong asset 
management and remarketing ca-
pabilities, who is nimble and well 

established in this dynamic market, 
is essential for achieving attractive 
returns from investing in aircraft and 
being able to secure the maximum 
upside potential for equity investors.
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