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'3 O WILL BANKS LEND MONEY to? Those that can

prove they don’t need it.” ‘How do you tell if a company
is solvent? Its’ boss doesn’t wear a suit when he asks for a loan.’
These are just some of the jibes circulating in response to the
financial malaise -- but if you are looking to finance an aircraft, it
is not likely to be a laughing matter.

For many financial institutions, credit quality dominates the
decision of whether to offer finance. However, once a default
has occurred, asset quality determines the ability to recover
the outstanding loan. Credit-related factors including legal
issues or those concerning registration, maintenance quality,
operating environment and fleet remain important, but as an
asset-based lender, asset quality is the guiding criterion in
DVB’s financing activity.

inn, SVP of aviation ¢
ogrammes fron

Developing this philosophy, DVB has performed wide
research and examination of aircraft and aero-engines from
which it has developed a scoring system known internally as
the Aircraft Equipment Rating Overview (AERO). With inputs
relating to aircraft liquidity and residual value, this system
helps DVB to identify which aircraft types are most suitable
for asset-based lending. As may be expected, some members of
the 737NG Family are among the highest scoring commercial
aircraft in the system. However, AERO does not pretend to tell
the full story. Understanding the assets and their markets still
requires human analysis.

Asset-based lenders often focus on the ease with which the
aircraft can be converted to cash and the value this process may
release. Both are heavily reliant on an aircraft’s characteristics
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and the nature of its market. Twin-aisle aircraft operator bases

tend to feature better airline credit quality but single-aisles
are easily deployed, more affordable and have larger markets.

.

competitiveness; the selection
of powerful, quiet, high-bypass
CFM56-3 engines was a decisive
element for Classic 737s and one
that won the battle for market share
against the MD-80. Later, selecting
the CFM56-7 engine would ensure
that 737NGs were competitive
against the A320 Family. As air
traffic grew, airlines have demanded
larger aircraft with greater range and
efficiency. Besides more powerful
and efficient engines to boost take-
off performance, other significant
737 improvements included larger
wings with more fuel capacity
and aerodynamic enhancements
that increased speed and range
but reduced drag. However, the
dimensions of the 737 fuselage
cross-section were so well-chosen
that they have formed the basis of passenger cabins for every
single-aisle Boeing airliner produced since the 707s of the
1950s. The dimensions may not have changed but the 737
fuselage now benefits from a wider incorporation of weight-
saving materials in the construction. This cross-section permits
the six-abreast layout preferred by most airlines.

FAMILY VALUES
The result is the 737NG Family we know today — launched in

1993 and comprising four series (737-600, -700, -800 and -900)
and their variants (-700QC, -700ER, -900ER) with optional
winglets.

Targeting the 737NG aircraft type at one of the largest market
segments (by volume of aircraft) ensured strong sales and
enduring manufacturer support. In today’s market, around 970
operators’ fleets comprise nearly 16,900 narrowbody western-
built jets in airline service or on order (over twice the volume
of wide-bodied aircraft). Production of in-service types such as
the Douglas DC-9, MD-80 and earlier 737s is complete while
737NG production has several years remaining. Even so,
737NGs cover approximately 30 per cent of the narrowbody
market in-service and on order and Boeing has over 170 737NG
customers.

SEATS AND RANGE - BOEING 737 NEXT GENERATION FAMILY
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Another important consideration is that twin-aisle aircraft tend -600 -700 -T00ER -800

to feature expensive cabin interiors, unique to each operator ~ Seats (max) 132 149 149 189 189 215
that may require changing before a new sale can be concluded.  seats (2-class) 110 126 126 162 177 180
The corresponding transition costs for single-aisle aircraft are  Range (basic)  1,265nmi  1,530nmi n/a 1,950nmi  2,030nmi  1,795nmi
usually much lower. Range (option) ~ 3,135nmi  3,350nmi  5,510nmi  3,060nmi  2,745nmi  3,175nmi

The orlglnal 737 was de51gned as a short-range jet to In pax mode, the -700 Quick Change shares the -700’s payload range attributes.

complement the mid-range 727 and long-range 707. Lower
operating costs compared to the competing DC-9 drew in the
airlines and operational competitiveness has been fundamental
to 737 development ever since. Subsequent design changes
have adapted the 737 and ensured that it retained a healthy

market share. Engine choice has been particularly vital to
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Incremental changes to economic efficiency occur frequently
and are used to modify the production standards of existing
aircraft types. In general, these incremental improvements do
not reduce the attractiveness of the aircraft type to the overall
market. However, step-changes in the economic efficiency,
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often based primarily on engine development, create a clear and
sizeable division between the economic attractiveness of aircraft
produced before and after the introduction of the technology.
All-new aircraft types usually offer a step-change in economic
efficiency and the combination of existing (but perhaps
modified) airframe designs with new engines is another tried and
tested method of achieving a step-change in efficiency.

Another level of technology infusion is the ‘game-changer’
— a more radical concept that when executed produces an
exceptional increase in market growth. The introduction of the
turbofan unleashed such a change, as did the introduction of
widebodied commercial aircraft for long-range air travel yet real
game-changers are few and far-between.

“Despite the moderate health warning on

Until late last year, neither Airbus nor Boeing was publicly
discussing anything other than an all-new design as the
probable successor to their A320 and 737 aircraft families.
Boeing spoke of a replacement date sometime in “the latter half
of the next decade” while Airbus would only say “post-2020”.
Some major Boeing and Airbus customers have demanded
a new technology narrowbody sooner, citing pressure on the
economics of air travel from rising fuel prices and the prospect
of environmental taxes.

Boeing believes that the airlines’ target of a 20 per cent
improvement in operating economics requires technology
breakthroughs that will take time to develop. Engine
manufacturers General Electric and Pratt & Whitney offer new
powerplants from as early as 2016 but currently neither Airbus
nor Boeing appears keen to adopt the initial LEAP-X or Geared
Turbofan (GTF) technologies, as once installed, neither seems
likely to produce the 20 per cent improvement demanded.
General Electric’s LEAP-X concept could result in a second
phase open-rotor development that will suffice but the new

technology is not without risk and could require an all new

potential availability and assuming a sensible

advance, DVB considers the 737-800 to be e‘g’n"mif":' . o e 737 o t
. . . ne or two pO ential outcomes 10r e rep acemen

highly suitable for asset-based finance and

as close to a ‘no brainer’ decision on the

asset side of the financing equation as it is

currently possible to achieve.”

installation solution with further potential compromises to the

therefore seems likely. Either airlines will demand an interim
15 per cent solution or the airframers will make the market
wait until they can deliver the full 20 per cent solution. There
is a slim possibility that orders may go to alternatives such as
Bombardier’s CSeries, China’s C-919 or Russia’s MC-21 but it
looks unlikely that 737NG demand will weaken sufficiently in
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the near-term to accelerate Boeing’s 737 replacement aircraft
type. The 15 per cent solution could enter service by around
2018 but the open rotor concept would probably take longer.
Confirming such speculation is harder. Both Airbus and Boeing
have large order backlogs for their current narrowbody types
and recent order activity at the Farnborough Air Show has
shown that the new aircraft have not yet prevented the market
from re-ordering existing technology. Engineering resources
are largely committed to the A400M, A350, 747-8 and 787
programmes and finances are under huge pressure due to
recent delays. Add to that the risks associated with technology
breakthroughs necessary for the new aircraft and it seems as
though an early and definitive announcement is unlikely. The
penalty for choosing the wrong solution would be devastating
to the manufacturers. Consequently, it seems improbable today
that 737NG production will end before 2018 at the earliest.
Multi-source engine supplier arrangements can impair
aircraft remarketing as airlines operating one engine-maker’s
products do not wish to incur the additional costs associated
with operating a second manufacturer’s engine within the same
aircraft family. By selecting CFM International (CFMI) as the
sole source for the 737NG Family’s CFM56-7B engines, Boeing
has avoided the aforementioned reduction of remarketing
potential. A double annular combustor (DAC) version of the
CFM56-7B was designed to reduce harmful engine emissions,
thus making for a “greener” aircraft that was popular with
airlines in Northern Europe. Airlines operating DAC-engined
737NGs could demonstrate their green credentials and reduce

Question:
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MARKET INDICATORS - BOEING 737 NEXT GENERATION FAMILY

-600 -700 -T00ER -800 900
In service 68 1,035 2 1,949 52
Stored 0 2 0 9 0
Current 68 1,037 2 1,958 52
On order 0 507 0 1,376 0
Grand total 68 1,544 2 3,334 52
# operators 8 84 1 146 6
Fleet average age 9 7 4 5 8

Fleet data gathered using Axcend online fleet data, August 3, 2010

costs at Europe’s environmentally sensitive airports. Early
operator experience with DAC engines was unfavourable
as high fuel burn, poor durability and turbine blade failures
penalised the values of DAC-engined 737NGs. CFMI worked
hard to solve the technical issues but subsequent single annular
combustor (SAC) designs achieved comparable emissions
without such problems, pushing the DAC firmly toward
obsolescence. SAS and Lauda Air (merged into Austrian
Airways) were widely reported as customers for DAC-engined
737-600, -700 and -800 aircraft. Financing unpopular DAC-
engined aircraft may produce lower advances and balloons
than for the SAC-engined 737NG majority.

The asset-based lender’s appetite for financing depends
largely on each 737NG Family member’s market. Market
reaction has varied according to the characteristics of each

aircraft version.
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THE SERIES Airline fleet concentrations at SAS and Westjet have potentially
The -600 Series features similar  severe value consequences if either decides to abandon their
seating capacity to the early 737-  -600 fleet. With only seven other commercial airline operators,
200. However, airlines increasingly =~ remarketing options are limited, as values of -600s demonstrate.
selected larger or lighter aircrafts.  The retirement of an 11-year old 737-600 in June, highlights
Competitors include the A318, that values have now sunk low enough that dismantling for the
CRJ1000 and CS100, E-190/195, value of the components is now considered viable. Advertised
Superjet 100 and ARJ21. Some are  available for sale at the time of writing were two 737-600s but all
optimised to serve the 100-seat 68 of the current -600 Series aircraft remain gainfully employed
market more efficiently and the -600  and none are stored. The absence of order backlog and the first

has suffered poor market penetration.  retirement clearly indicates a lack of underlying demand.

The -700 Series and preceding 737-300 Series are identically
sized but while trends suggest a stretch would have been
desirable, the economics remain compelling for many airlines
and the -700 is one of Boeing’s best-selling aircraft. Over 1,500
& 0 o o 5 0 have been sold since the early 1990s. Its archrival, the A319,

CUI’ T e‘nt].Y’ the r ISkS as SOC]Gted Mth ﬁnancmg has also generated almost 1,500 sales in a similar timeframe
the -600, -900 and -900ER I'equI'G Strong or the -700 would have sold even more. Financiers have
confidence in the -700’s value and liquidity thanks to the broad

mitigation but, such restrictions may yet
ease fOT the =) OOER dep en dIHg on futur € as the failure of one large operator could cause values of the
develo pmen ts. H OWEVEr, the 737-700 and wider fleet to become depressed. While fleet concentrations are

operator base. Fleet concentrations are a worry to financiers,

also a credit-related risk, aircraft with operator bases featuring

mO'I'e p al’tICU]aI'I_V the -600 qre Ver’I/VQII such concentrations may suffer greater value volatility from
suited to pure asset-based ﬁnance . the disproportionate influence on trading that such operators

may bring to bear. Southwest has an enormous -700 fleet of
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346 in service and another 110 on order. However, its business
model and reputation are both well regarded, making failure
unlikely. The airline has had a big in uence on values of the
-700, benefitting from discounts appropriate for a customer
of such importance. Airtran, Westlet, Continental, China
Southern, China Eastern, GOL and Aeromexico also have large
eets. Southwest executed sale and lease back agreements with
BOC Aviation for 17 737-700s in early 2009. More recently, the
used market has included sales to Mitsubishi Lease & Finance,
Macquarie Aerospace, and Aercap. In the last 12 months,
trading has been relatively thin in keeping with the market
downturn and problems associated with the debt crisis.

Other well-known operators include Delta, All Nippon, SAS,
airBerlin and Alaska Airlines. Less well-known names include
Yakutia, Andalou Jet and Lucky Air. Seventy one airlines
is an impressive breadth of market, indicating good market
acceptance but inevitably, operator quality varies considerably.
Aircraft manufacturers encourage the market to view Lessor
participation as an endorsement of an aircraft s future. The
underlying economic value trend for the -700 appears strong
but, lessor ownership or management can also cause greater
value volatility around the mean, due to increased trading
volumes. Leasing companies such as Aviation Capital Group,
BOC Aviation, CIT and DAE Capital hold over 25 per cent of the
509 -700s on order backlog. Independent data suggests that just
over one per cent of the 737-700 eet (that is 12 of 986) is stored
at present and only ve are currently advertised available for
sale or lease.
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Recently, we have all been wooed by the marketing activities
of Pratt & Whitney and Bombardier as they seek to establish
the CSeries in the market. The CS300 is a direct competitor
(in terms of seating capacity) to the -700. The range of views
vary from its agame-changer to its nothing to worry about .
Truthfully, it is too early to pass judgement on the CS300
and its effect on the -700 market. It has the potential to make
a signi cant difference to patterns of demand for this size of
aircraft but to date, this potential remains largely unful lled
and there is little evidence that demand for the -700 has been
negatively affected by this new competitor.
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