
"Any  b rea ch  o f  a
p ro v i s i o n  o f  a
f a c i l i t y  ag re emen t  i s
l i ke l y  t o  con s t i t u t e
an  e v en t  o f  d e f au l t
e i t h e r  immed ia t e l y  o r
a f t e r  a  con t ra c t ua l
g ra ce  pe r i od . "

C O V I D - 1 9 ,  A I R C R A F T
F I N A N C E  A N D  R E T U R N
O F  T H E  M A C ?
24 MARCH 2020 ARTICLE

The ongoing coronavirus  pandemic means the av ia t ion indus t r y  faces  hard t imes and an uncer ta in

fu ture as  the economic downturn reduces appet i te  for  a i r  t rave l  and t rave l  res t r ic t ions  imposed to

reduce the spread of  the v i rus  dr ive down passenger demand even fur ther.  Even the co l lapse in  the

oi l  pr ice,  usual ly  good for  an ai r l ine’s  bot tom l ine,  has done l i t t le  to  a l lev ia te  the dramat ica l ly

reduced cashf low resu l t ing f rom the need to ground aircraf t ,  cu t  back on capaci ty  and current  lack

of  t i cke t  sa les .

Both borrowers and lenders will have concerns as to the poten�al effect of the crisis

on their loan facili�es and the purpose of this note is to address certain specific

issues in financing agreements that they ought to consider following COVID-19.

Although by no means an exhaus�ve review of all issues especially since each facility

is bespoke, hopefully this note highlights the need to review the terms of loan

agreements and to take advice before any ac�on prompted by the current crisis is

taken.

Several provisions commonly seen in aircra� finance transac�ons may be triggered

by the prevailing global problems. Any breach of a provision of a facility agreement is

likely to cons�tute an event of default either immediately or a�er a contractual

grace period which will en�tle the lender to either (a) accelerate outstanding amounts and/or (b) refuse to comply with a

u�lisa�on request. The following standard provisions of an aircra� finance facility are par�cularly relevant in the current

circumstances.

COVENANTS;  F INANCIAL

With reference to financial covenants, the borrower friendly markets in recent years have led to a general trend of financial

“covenant-lite” facili�es being agreed. This is par�cularly true in avia�on finance where the inclusion of financial covenants in

facility agreements is a rare phenomenon.  Financial covenants contain tests intended to provide early indica�on that a business

is not performing as planned and offer a more comfortable default for lenders to rely on without risk of challenge or need to

prove materiality. Although financial covenants are not prevalent in avia�on finance facili�es, loan-to-value clauses may be

relevant.
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"Mos t  f a c i l i t y
ag re emen t s  w i l l
i n c l ude  p ro v i s i o n s
wh i c h  s e e k  t o
p re v en t  t h e  remova l
o f  a i r c ra f t  f rom
regu l a r  ope ra t i o n
and  wh i c h  impo s e
s t r i c t  r equ i remen t s
a round  any  l o ng -
t e r m  s t o rage  o f  t h e
a i r c ra f t . "

Loss of income and deteriora�on in asset values will nega�vely impact borrower’s and airline’s financial posi�on. A prolonged

global downturn and spate of airline insolvencies are likely to nega�vely affect aircra� values. This is one area where COVID-19 is

likely to have an immediate and measurable impact where (as is usually the case) the facility includes loan-to-value provisions.

Nevertheless, lenders may s�ll be kept wai�ng by test dates since valua�ons are o�en restricted to set �mes per year or

annually, which might give borrowers and airlines some breathing space.  Similarly, while it is very rare to see covenants that

look at rental income, in more structured transac�ons where the loan repayments rely on specific rental income, breach by the

lessee to pay rent on �me will trigger an event of default under the facility agreement.

COVENANTS;  OPERAT IONAL

Where an aircra� is not being used, airlines will consider parking them to reduce

costs un�l demand for air travel increases and travel restric�ons are relaxed. Most

facility agreements will include provisions which seek to prevent the removal of

aircra� from regular opera�on and which impose strict requirements around any

long-term storage of the aircra�. With airlines around the world currently opera�ng

as few as 5% of their normal scheduled flights, it would seem advisable that clauses

of this type are reviewed to ensure that the aircra� are being treated in accordance

with the terms and condi�ons of the agreement. There is a dis�nct possibility that so

many aircra� being grounded simultaneously means airlines may struggle to meet

the usage and storage obliga�ons contained in their finance and leasing

documenta�on.

Even where no such clause is included, such ac�on may well trigger what is an LMA

standard default, namely that the borrower or an obligor suspends or threatens to suspend all or a material part of its business.

This la�er provision might be subject to a qualifica�on that such suspension is likely to have a material adverse effect on the

ability of the borrower or obligor to perform its (payment) obliga�ons. Grounding a substan�al part of the fleet has the poten�al

to force a temporary suspension of the business. Airlines will therefore have to consider carefully how to curtail or suspend

opera�ons, albeit temporarily, without triggering event of default provisions of this kind.

NON-PAYMENT AND INSOLVENCY

Depending on the length of interest periods, it may not take long before payment defaults occur. Arguably, the likelihood of

being unable to meet a payment known in advance is an indicator of insolvency or an incipient default. Because there is always a

chance that the payment will be made when due, facility agreements usually give a borrower the benefit of the doubt un�l the

payment default has, in fact, occurred. However, one of the major challenges with highly structured financing is that easing

short-term cashflow issues by, for example, introducing new money, may be constrained due to the exis�ng financing

arrangements.
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Recognising the transient nature of the crisis and its impact on airlines suggests that lenders will try to support borrowers facing

short-term liquidity issues. It is important to note that it may not be the lender’s willingness to provide further support but

rather the underlying nature of the state of a borrower’s business and capital structure which is the problem. Cashflow or

balance sheet insolvency events of default may occur where a company’s working capital is finely balanced, or where there is a

sharp fall in the value of its key assets such as aircra�. However, determining whether a company is balance sheet or cashflow

insolvent is not always straigh�orward and the accoun�ng and legal rules can be different.

I F  G O V E R N M E N TA L  A D V I C E  O N

B U S I N E S S  C O N D U C T  I S  N OT

A D H E R E D  TO,  A  R E P R E S E N TAT I O N  A S

TO  C O M P L I A N C E  W I T H  A P P L I C A B L E

L AW S  A N D  R E G U L AT I O N S  M AY  B E

B R E A C H E D  O N  D E E M E D  R E P E AT

DAT E S .

CROSS-DEFAULT

Governments and even some lenders are already talking about offering payment holidays, but most finance transac�ons will

include cross-default provisions referencing widely defined concepts of borrowing and transac�ons having similar commercial

effect. These o�en include cross-defaults in deriva�ves transac�ons, finance leases, and counter-indemnity obliga�ons for

guarantees and le�ers of credit issued in support of borrower payment obliga�ons to counterpar�es. The purpose of such

provisions is to try and ensure that lenders are not excluded from discussions which a borrower may be having with other

creditors or precluded from exercising their rights whilst other creditors are exercising their rights to refinance, require early

repayment and/or take enforcement ac�on. Accordingly, borrowers need to be aware that discussions with respect to the

gran�ng of a payment holiday or re-scheduling exis�ng indebtedness could trigger events of default under other facili�es.

BREACH OF LAWS

If governmental advice on business conduct during an epidemic or pandemic is not adhered to, a representa�on as to

compliance with applicable laws and regula�ons may be breached on deemed repeat dates. Some�mes there is a representa�on

to the effect that there are no other events or circumstances outstanding which would cons�tute a default or termina�on event

under any other agreement where this has, or is reasonably likely to have, a material adverse effect.

MATER IAL  ADVERSE  CHANGE ( “MAC”)
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" L ende r s  s hou l d  be
wa r y  o f  r e l y i ng  on
MAC p ro v i s i o n s
un l e s s  t h e y  a re  v e r y
s u re  t ha t  t h e
p ro v i s i o n  ha s  b een
t r i gge red . "

The economic impact of the COVID-19 pandemic on the avia�on industry should not be underes�mated and many of the above

defaults may be expected to occur over �me. The MAC clause event of default can be a useful star�ng point for lenders wan�ng

to approach borrowers to consider refinancing op�ons without wai�ng for payment defaults, breach of covenant, cross-defaults

or deemed repe��on of representa�ons. Their terms vary widely since they are always heavily nego�ated and there is no real

‘market standard’, with the LMA offering various op�ons in its precedent documenta�on. To the extent they are included, most

will be triggered by circumstances resul�ng in a deteriora�on in financial condi�on likely to impact a borrower’s ability to service

its debt obliga�ons. Less borrower friendly versions will extend to any material adverse effect on a borrower’s business,

opera�ons, property condi�on (financial or otherwise) or prospects. By now it is clear that that COVID-19 will have a significant

impact on the avia�on sector par�cularly in hard-hit loca�ons.

Lenders however should be wary of relying on MAC provisions unless they are very

sure that the provision has been triggered because a failure to fund or an

accelera�on in breach of their contractual rights and obliga�ons would most likely

result in them being obliged to pay substan�al damages as well as the accompanying

reputa�onal damage. In the circumstances there are several factors which suggest

that lenders are unlikely to seek to rely on COVID-19 having a material adverse

effect. To have a material adverse effect:

1. The change cannot be simply temporary;

2. The lender needs to provide evidence of the adverse effect on the relevant
obligor beyond general or market changes and such evidence may not be readily available; and

3. The material adverse effect will only occur as a result of a change in financial condi�on if it significantly affects the company’s
ability to perform its relevant obliga�ons in the relevant finance document.

If a company is currently performing its obliga�ons, then without a specific provision addressing a pandemic or similar

occurrence, lenders would have a heavy burden to show that the effects of the Covid-19 outbreak would cons�tute a MAC and,

if it is not, then there will undoubtedly be other events of default which the lender can rely on in preference to the MAC clause.

This ar�cle was wri�en by Jonathan Mullender, a former partner in our Munich office.
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The informa�on provided in this publica�on (the “Informa�on”) is for general and illustra�ve purposes only and it is not intended to provide advice whether that
advice is financial, legal, accoun�ng, tax or any other type of advice, and should not be relied upon in that regard. While every reasonable effort is made to ensure
that the Informa�on provided is accurate at the �me of publica�on, no representa�on or warranty, express or implied, is made as to the accuracy, �meliness,
completeness, validity or currency of the Informa�on and WFW assume no responsibility to you or any third party for the consequences of any errors or omissions.
To the maximum extent permi�ed by law, WFW shall not be liable for indirect or consequen�al loss or damage, including without limita�on any loss or damage
whatsoever arising from any use of this publica�on or the Informa�on.

This publica�on cons�tutes a�orney adver�sing.
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