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A JAPANESE OPERATING LEASE (JOL) IS AN OPERATING LEASE
fully or partly funded by a Japanese investor or equity sourced
from Japan. It is a tax/financing structure that can provide airlines
with 10 to12 years of low-cost aircraft funding. David Fowkes, of
TechDawn Aviation Consultants, expands: “An investor with
Japanese tax liability puts up a minority portion of equity funding
(the balance is debt, typically a bank loan) in exchange for the tax
benefits associated with the aircraft.  The tax investor must take
some actual asset risk to receive this tax benefit.” The JOL evolved
from the Japanese Leveraged Lease (JLL). This was a similar
financing structure in which the investor took no asset risk.  When
the Japanese tax authority required that an investor take some
portion of asset risk for most transactions, the JOL was developed.

There are two types of JOL: an open-ended JOL, or JOLCO
(Japanese Operation Lease with Call Option).  John Leech, SVP
and head of marketing at ORIX Aviation, defines a JOL as a pure
operating lease where the investor takes the asset risk, whereas
with a JOLCO there exists a purchase option and in the event that
it is exercised, the aircraft is sold to the airline at a fixed price.
The main requirement for any JOL is the ‘90 per cent test’. This
means the overall lease rentals payable during the life of the
transaction cannot exceed 90 per cent of the Japanese lessor’s
acquisition costs when it acquired the aircraft. 

Any company that is not publicly listed can invest in JOL
products. The majority of investors are institutional or Japanese
corporates that have tax capacity, but there can also be single
investor deals. According to ORIX, a qualified investor can be
summarised as: being familiar with the asset itself, fully funded,
or having sufficient capacity to get funding for purchasing the
aircraft.  A loan should be on a non-recourse basis to the aircraft,
but with recourse to an investor. Lenders are typically banks that
have relationships with airline lessees.

The JOL had its heyday in 2003/4 when it was a popular form of aircraft financing. Since then tax laws
and economic conditions have changed and it is no longer in such high demand. However, some airlines
(such as Lufthansa) still regard JOLs as successful financing tools when used in the right conditions.

INVESTIGATING THE
JOL MARKET

History of the JOL
The JOL has its origins in March 1999 when the Japanese Tax
Authority (NTA) changed the basis upon which investors in JLL
could claim depreciation on cross-border deals. This change
meant cross-border JLLs were not as attractive for Japanese
investors as they had been previously. Owen Mulholland, partner
at Norton Rose, says: “I think it is really one of the last examples
of a leveraged finance deal where you have an equity investment
being leveraged with debt, with the tax benefit for Japanese
investors… One of the challenges for the investors is how to
manage the resultant asset risk and residual value risk, which
goes with an operating lease structure.”

In 2003/4 airlines favoured the JOL because it offered relatively
cheap financing and took the aircraft off the balance sheet. The
economics of this type of transaction appealed to airlines
because they resulted in an attractive margin when the deal was
viewed as a whole. For the Japanese investors there was a tax
benefit, which came from being able to claim the relevant
depreciation allowances. 

New regulations on JOLs were passed by the NTA with effect
from April 1, 2005. Bertrand Grabowski, a member of the board
of managing directors at DVB bank, says the NTA imposed a set
of rules that required the investor/lessor to be active as opposed
to passive. “So not only did the investor have to prove that he is
taking some ‘true’ exposure in the residual value of the aircraft
but he may also have to demonstrate that he has the knowledge
and the expertise to do leasing. Under those circumstances,
many single investors simply exited the market.” Leech states
that these regulations aimed to specify the nature of an asset
investment where an investor should be actively involved in the
investment at their own risk. He believes this promotes selectivity
in finding appropriate investors.
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Pros and cons
There are some disadvantages associated with the JOL. It is a
long-term commitment – typically the transactions are of about
10 year’s duration. JOL structures can be relatively inflexible –
once they are up and running it can be difficult to revisit the
terms of a JOL if anything changes. Mulholland says: “An airline
is not dealing with an operating lessor in the traditional sense; it
is really dealing with Japanese investors. Over the life of a
transaction, an airline may need to go to those investors and
seek their consent from time to time to do various things. That
process needs to be handled quite carefully in order to make sure
the investors fully understand the issues and the airline gets an
answer within the timeframe it needs.”

Grabowski says that debt of a Japanese lease must be booked in
Tokyo to avoid withholding tax. He says: “At a time when raising
funds for airlines and lessors is a challenge, Tokyo is certainly not
the cheapest place to look for money.” However, he points out the
advantages: low execution risk, simple documentation and 100 per
cent financing. “There is also attractive economics to the extent
that Japanese investors depreciate the aircraft in their balance
sheet and ‘subsidise’ lease rent by a fraction of this tax advantage.”

An investor can earn fixed income during the lease term and make
capital gains by disposal of the aircraft at the lease expiry. Leech
says capital gain expectation depends on the prevailing market
conditions when the aircraft is sold. An investor can only take
depreciation of the aircraft to the extent of their invested equity
amount if the transaction is partly funded by non-recourse debt. 

Lufthansa leads the JOL field
JOLs have proved to be very successful financing tools for
Lufthansa. In fact Markus Ott, head of corporate finance, said at
the European ISTAT conference, that JOLs are the German flag
carrier’s most used financing tools. Since 1998 Lufthansa has
closed 41 JOLs and accrued $363m of NPV benefits with tax
lease structures such as JOLs. From 2003-2008, Lufthansa
conducted $2,654m worth of JOLs. More recently, in January
2009, the airline conducted a JOL for an A320 worth €39m ($1
= €0.76) and in July 2009 it conducted four JOLs for three A321s
and one CRJ-900 worth €130m ($1 = 0.67). Lufthansa currently
has the following aircraft on order: 15 A380s, 20 747-8s, seven
A330-300s, 39 A320s and 15 A319s, and it is likely that a good
portion of these will be JOL-financed. Ott said that the Industrial
and Commercial Bank of China (ICBC) and Bank of China (BOC)
have participated in recent Lufthansa JOL financing and both
have expressed an interest in financing the A380.

Today the financial crisis has negatively affected global financing
and the JOL is no exception – many investors have left the JOL
market. Fowkes says this is because there are fewer investors with
significant Japanese income looking for a tax deduction and the
greater relative risks associated with airline credits and investing in
aircraft. Grabowski notes the market has been negatively
impacted by the fall of corporate profits in Japan, which
mechanically dries up the amount of taxable income available for
tax deals. He adds: “By the same token, the free fall of the US
dollar is not an incentive for Japanese yen-based investors to
invest in aircraft (traditionally US dollar-denominated assets).”

At a time when raising funds for airlines and lessors is
a challenge, Tokyo is certainly not the cheapest place to
look for money…

– Bertrand Grabowski, DVB bank

“
”
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For the reasons described above, the JOLCO market has
significantly reduced and is almost exclusively concentrated on
big names. According to DVB Bank, compared to a volume in
2003/4 of $4-5bn, today’s market is less than $2bn. However,
Grabowski says that on the “pure” operating leases front, some
significant Japanese players such as Mitsubishi, Mitsui, Marubeni,
Sumitomo are among the most active in strengthening their
platforms and maintaining a global reach.

Mulholland thinks the few JOL deals that have taken place in the
past few months reflect the willingness of Japanese parties to
put equity into well-known flag carrying airlines. Recently SAS
closed a transaction with Nomura and Babcock&Brown for the
financing of a 737-800. In addition to Lufthansa, airlines such as
Air China, KLM and British Airways have closed JOLs in 2009.
DVB has arranged several deals for Ryanair in the last three years
and ranks on the top of non-Japanese institutions acting as fully
fledged arranger.

“Where do you see the main source of aviation financing coming
from over the next few years?” asked Norton Rose recently in a
comprehensive transport survey. None of the respondents
suggested JOLs might be a growth area. It seems that JOLs can
be regarded as niche products. According to ORIX, JOLs will
continue to be an attractive investment opportunity for
professional investors and there is still room to expand the
investor base in Japan.

Mulholland concludes: “The global economic downturn, taken
together with the difficulty that any airline has in sourcing
financing at attractive rates, means that the economics of the
transaction have increased considerably since 2003/4. The JOL is
available for the right airlines and the right type of aircraft; there
are investors out there who want to invest in these structures. It
is about bringing together the right group of investors with debt
at a level that the airline is prepared to pay for with the right
credit and the right assets.”

The global economic downturn, taken together with the
difficulty that any airline has in sourcing financing at
attractive rates, means that the economics of the
transaction have increased considerably since 2003/4.
The JOL is available for the right airlines and the right
type of aircraft; there are investors out there who want
to invest in these structures.
� Owen Mulholland, partner at Norton Rose

“

”
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