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Financing a Sustainable Future
for Aviation

Aviation is an essential tool for global
mobility, but is a ‘hard-to-abate’ sector,
meaning it is prohibitively costly or
impossible to transition to net zero with
currently available abatement technology.
However, sustainability improvements are
possible and finance is a powerful tool to
incentivise airlines and operating lessors
to pursue these improvements.

Understanding the Instruments
on Offer

There are fundamentally two types of loan instrument on offer
to help companies finance their sustainability goals: use
of proceeds loans and sustainability-linked loans' (SLLs).

Use of proceedsinstruments — being green and/or social loans -
provide financing for standalone ‘green’ and/or ‘social’ projects.
SLLs, onthe other hand, focusinstead on supporting a borrower
inimproving its sustainability performance, via the achievement

(or not) of predetermined sustainability performance targets (SPTs).
Asaresult,the proceeds may be used to finance any kind of business
activities that the borrower is pursuing, rather than being tied

tothe financing of a particular asset.

Whilst the green loan structure has been used for a small number of
aviation-related finance deals in the past, the SLL has more recently
been the favoured instrument in the aviation sector due toits
inherently flexible nature, being borrower-focused and sector
agnostic, as well as avoiding concerns that agreen loan specifying
the current generation of aircraft as a ‘green’ asset could be seen as
greenwashing. As such, we shall focus this article on how best to use a
SLL in anaviation finance transaction.

Sustainability-Linked Loans:
The Core Components

SlLLsaredefinedas“..any types of loaninstruments and/or
contingent facilities (such as bonding lines, guarantee lines

or letters of credit) for which the economic characteristics

can vary depending on whether the borrower achieves
ambitious, material and quantifiable predetermined sustainability
performance objectives”,2and which comply with the five

core components of the SLLP.

1. Each supported by the APLMA, LMA and LSTA's Green Loan Principles (GLP), Social Loan Principles (SLP) and Sustainability-Linked Loan Principles (SLLP) and supporting

Guidance: https://www.Ima.eu.com/sustainable-lending/resources

2. Fromthe SLLP released 23 February 2023: https://www.Ima.eu.com/application/files/9216/8192/1243/Sustainability_Linked_Loan_Principles_23_February 2023 _v.2.pdf
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1. Selection of Key Performance Indicators (KPIS) and IMPACT? (Initiative to Measure and Promote Aviation’s
Carbon-free Transition), both non-profit groupings

) , o L of international aviation banks and institutions.
SLLsaimto supportaborrower’s effortsinimproving its

sustainability profile over the term of the loan. They do so Inspired by work on the Poseidon Principles in the shipping
by aligning loan terms to the borrower’s performance, which industry, ACAF is focused on the creation of a collective

is measured using one or more sustainability KPIs that can climate-aligned finance (CAF) framework to define common
be internal and/or external. goalsfor aviation sector decarbonisation under which

participating financial institutions undertake annually to assess
and disclose the degree to which the greenhouse gas
emissions from the aircraft, airlines and lessors that they
finance are in line with 1.5°C climate targets from the Paris
Agreement. The framework is intended to create consistency
and transparency inreporting and create alevel playing field
for measuring sustainability progress. Using the framework,
financialinstitutions will be able to assess the emissions of their
aviation loan books and work with their clients to report their
emissions, fund lower-carbon solutions and support
investmentsin new technologies.

Some notable SLLs in the aviation sector have covered the full
gambit of E, Sand G - Etihad’s 2021US$1.2 billion SLL included
KPIs measuring improvements in COz emissions intensity of
its passenger fleet, better corporate governance as measured
under an Integrity Score and the promotion of female
participation with the establishment of a Global Business
Service Solution (GBSS) centre to increase employment

and upskilling of Emirati women in the aviation sector.

Other aviation finance SLLs have looked to the sustainability
rating of the airline, such as JetBlue’s 2020 $550 million SLL

and BA's 2021£1 billion UKEF-supported SLL. IMPACT has been working on the development of defined
sustainability targets to be includedinloan or lease
However generally KPIs for SLLs in the aviation sector have agreements. Its white paper of February 2023 proposes
tended to focus on environmentalissues (the “E” of “ESG”), a scoring system using “different levels of increasingly
with the most common KPIs including the following: difficult-to-achieve thresholds” or “milestones” defined
by categories of capacity growth and decarbonisation. Once
fleet renewal - replacing existing older models of aircraft milestones are reached, an airline’s sustainability score would
with more efficient equipment; increase accordingly. Percentage changes of COzand

capacity, as measured in revenue passenger kilometres,

are plotted onto a matrix in which an airline’s capacity reduction
or growth is shown on the horizontal axis and COzincrease
CO:zemissions per passenger kilometre. or reduction on the vertical axis.

the percentage of an airline’s fleet running on sustainable
aviation fuel (SAF); and

There is for the time being a lack of consistency

: By decoupling emissions from changes in capacity, it becomes
and transparency on KPIs across the industry.

easier to assess progress towards the ultimate goal of
encouraging declining emissions even where capacity is

However, a number of industry initiatives have been growing (absolute decoupling).

established to try to improve consistency, including ACAF
(Aviation Climate-Aligned Finance Working Group)
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Figure 1: The chart on the left describes the coordinate system from the measure of changesin COzand RPK, eachrelative to the base year, e.g. 2019. The centre describes

how single sustainability scores can be derived from the position in the coordinate system. On the right, the sustainability scores are used as increasingly demanding
thresholds in a milestone system that assesses the sustainability of an airline in absolute terms and relative to other airlines.

Source: Impact White Paper — Milestone Concept, February 10,2023

3. https://impact-on-sustainable-aviation.org
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2.Calibration of SPTs

The process for calibration of the SPT(s) per KPlis key
to the structuring of SLLs, since it will be the expression
of the level of ambition the borrower is ready to commit to.

The SLLP provides that SPTs should remain relevantand
ambitious throughout the life of the loan, represent a material
improvement in the respective KPIs and be beyond a ‘business
asusual’ trajectory. These requirements have been expanded
since February 2023 such that the SPTs must also be beyond
“regulatory required targets”,i.e. the SPTs should not be set lower
than “what s required (or will be during the term of the loan)

by law, i.e. SPTs should go beyond regulatory requirements
applicable from time to time”. This addition fits with ensuring
the SPTsare robust, and is designed to counter accusations

of greenwashing.

While it may go without saying that airlines will comply with any
regulatory requirements applicable to them, airlines and their
financiers will need to be aware of a host of legislative
requirements which may apply to their operationsin different
jurisdictions, including SAF mandates and the European Union’s
Refuel Regulation currently scheduled to enter into force in 2025
requiring minimum usage of SAF on any aircraft operating routes
out of EUairports. Any SPTs addressing SAF use in any SLLs will
need to be calibrated accordingly.

The SLLP now also recommends that SPTs should be set
annually per KPIfor each year of the loan term. This periodicity
may have proved challenging for some SLLsin the aviation sector,
where SPTsrelated to SAF usage and carbon reduction may
apply across the entire fleet and appear to lend themselves
tolessfrequenttargets. The SLLP states that “ininstances where
astrongrationale is provided as to why thisis not appropriate,
exceptions to the annual frequency of SPTs can be agreed”.
However, given increasesin mandatory reporting requirements
around non-financial disclosures in a number of key jurisdictions,
itis likely that annual SPTs will become more standard.

Anotherissue applying to the aviation sector is that financings
tendtobein place for up to ten or twelve years and, as such, can
lead to difficultiesin ensuring target setting remains ambitious,
especially given the cyclical nature of the aviation sector, not

to mention the rapidly changing regulatory picture as well as
advancesin available technology and fuels. Targets set at
origination may well end up being outpaced by technological,
operational and/or legal developments. Inclusion of a
“rendez-vous” clause to address the circumstances in which
amendments to the KPIsand/or SPTs are permitted isimportant
to mitigate thisrisk.

The LMA published amendments to the SLLP Guidance

in February 2023, which we summarisedin \What do you need
to know about the revised sustainability-linked loan principles.
The amended Guidance examined so-called “sleeping SLLs”,
the practice of labelling aloan as an SLL even though, usually
due to timing constraints, the KPIs and SPTs have not yet been
finalised. While clamping down on this practice, the SLLP
Guidance helpfully clarifies that aloan can still be labelled
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asan SLL where the SPTs for later years cannot be set,

for example, because they surpass the borrower’s strategic
planning. Provided the SPTs for the first years of the loan have
been set, SPTs for later years can be set (in a timely manner)
atalater date viaan amendment process. Only in the event that
for any reason they were not set, would the loan be declassified
andnolonger marketedasaSLL.

3.Loan Characteristics

Aviation SLLsin the market so far can largely be putin two
categories:

financing structures where the proceeds are used for general
corporate purposes - these have included revolving credit
facilities, such as Jet2’s October 2022 facility; and

classic asset finance structures, where the proceeds of the
loan are required to be applied against the purchase of one
or more new aircraft, even though the SLLP themselves do
not have any requirements as to use of proceeds. These have
included arange of traditional finance lease structures,
including ECA-backed transactions, pre-delivery payment
financings as wellas JOLCOs (Japanese Operating Lease
with Call Option).

Akey characteristic of a SLL is that an economic outcome is linked
to whether the selected predefined SPT(s) are met.

A marginreductionis typically applied to the nextinterest
period(s) following verification that the relevant SPT has been
met. Alternatively a marginincrease or fee may be payable where
the relevant SPT has not been met. Asin other sectors, any
perceived benefit by the relevant bank from a failure to meet

the SPT(s) may be offset by having this paid to a charity,

although thishas become less common due to KYC issues
andregulatory issues.

4. Reporting

Whilstitis essential that borrowers provide lenders
participating in the loan with up-to-date information to allow
them to monitor the performance of SPTs and determine

that they remain ambitious, the market should strive for
transparency beyond this. Borrowers should be encouraged

to publicly reportinformation relating to their SPTs as not only
will this aid in establishing a target benchmark across the sector
but willalso act as a further ‘check’ on themes of materiality

and ambitiousness given the widespread interest amongst
regulators, shareholders and the general public in sustainability.

With the larger carriers thisis helped by the fact that many are
listed, so have additional reporting obligations. Even for smaller
airlines, voluntary sustainability reporting is common, with this
only likely to increase in line with regulatory obligations.

June 2023


https://www.nortonrosefulbright.com/en/knowledge/publications/f7c33e1e/what-do-you-need-to-know-about-the-revised-sustainability-linked-loan-principles
https://www.nortonrosefulbright.com/en/knowledge/publications/f7c33e1e/what-do-you-need-to-know-about-the-revised-sustainability-linked-loan-principles

Financing a Sustainable Future for Aviation

5. Verification

Borrowers must obtain independent and external verification
of the borrower’s performance level against each SPT

for each KPIfor any date/period relevant for assessing the SPT
performance leading to a potential adjustment of the SLL
economic characteristics, until after the last SPT trigger event
of theloan hasbeenreached.

Whilst the costs associated with this requirement might eatinto
the economic benefits on offer, it is acknowledged by parties
thatitisimperative that external verification of performance

be obtained. Whilst SLLs are not regulated, they do and will
continue to attractinterest fromregulators, as well as the wider
public community. Removing the requirement, and permitting
borrowers to ‘mark their own homework’, the results of which

couldlead to amargin discount, would create a conflict of interest

and could callinto question the integrity of the product.

Future Outlook

With increasing pressure on banks and financial institutions

to evaluate and report the sustainable characteristics

of transactions on their loan books, we can expectto see arise
in the number of SLLs in the aviation sector - indeed the
acceptance of sustainability targets by borrowers and lessees
may become more of a pre-condition to accessing capital.

Thistrend s likely to accelerate if, as expected, aviation finance
and leasingisincluded as a transitional activity for the
purposes of the EU Taxonomy Regulation. Itis expected that
the technical screening criteria regulating which aviation
finance and leasing transactions may be classified as
“taxonomy compliant” will further influence the development
of aviation SLLs and even aviation green loans.

As aviation continuesits transition to a more sustainable future,
aviation SLLs can be expected to transition from arelatively
niche product to the mainstream of financing for the aviation
sector.
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