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When this Forum was held here in Houston last year in February the warning signs of over capacity in the shipping industry were very evident.

The price of crude oil stood at $95pb before climbing further to the top $140pb, while gasoline reached over $4.00 per gallon in the U.S. 
Spot Rates for tankers were just under $80,000pd for a VLCC; around $40,000pd for Suezmaxes; and in dry cargo Panamaxes were making about $60,000pd with Capsizes averaging an astonishing $120,000pd and some making more than $150,000pd. 

Bullish investors and some investment advisors were still talking of the shipping industry reaching ‘a new paradigm’, with China and India continuing to grow their economies at double digit rates.

The newbuilding order book stood a $350 billion approximately divided 60% / 40% dry to wet.

Some senior Bankers talked at the Davos Forum of the World’s economies de-coupling into three regions and the U.S. Dollar no longer being the world’s leading currency.

Oil experts talked about + $200 per barrel crude oil with the expensive deep sea oil and gas projects becoming viable along with others such as shale oil, etc.

Recession was never mentioned and Hilary Clinton appeared to have the Presidency in her grasp.

If a week is a long time in politics, a year is a long time in Mare Forum gatherings.

What a difference a year makes!
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VLCCs are now trading below $33,000 pd; and Suezmaxes a little over $40,000 pd. Dry cargo rates are now around $11,000 a day for Panamaxes, well below breakeven, and only at $30,000 a day for Capesizes.

The orderbook grew to $550 billion by the end of Q3 2008 but cancellations and deferrals have probably reduced that by $100 billion by now.

Crude Oil now trades at about $40 a barrel and gasoline is around $1.25 per gallon here in the U.S.

More than a thousand cargo ships are laid up and more than 10% of the VLCC fleet is being used as floating storage.

In excess of $3 trillion (12 zeros) has been lost by investment and commercial banks and stock market values are down nearly 50% on average.

China’s economy has stalled with growth for 2009 predicted to be less than 3%, manufacturing down 40% and exports off 30%. Some 20 million migrant workers have been laid off.   India’s growth has also slowed dramatically.

The leading developed nations and the US and Europe are all in recession with unemployment rising and housing markets continuing to decline.
Never before have we seen such a catastrophic collapse of the trade and money markets, nor on such a global scale.  So much for monetary decoupling!
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Where do we go from here?

Firstly let us look at the banking sector.

Nearly all the major money centre banks are in serious trouble, with their balance sheets destroyed by the write off of bad loans (which are assets to a bank), and the complete collapse of the credit markets.

This has deprived the banks of the ability to sell off their loans or syndicate them amongst each other, which has historically enabled them continue to lend within the regulatory constraints imposed by most central banks.

Governments in all the developed countries have poured trillions of dollars into saving the banks from bankruptcy and in some notable cases, allowed banks to go bankrupt while others have been forced into hastily arranged mergers.

Neither of these courses of action has stimulated any new lending as it ignores the fact that banks need to work together through the interbank markets to fund business and also need a vibrant credit market to sell loans into.

The credit markets have always provided the link between lenders and investors, through the issue of bonds or the creation of a range of financial derivatives that can be traded in regulated markets as well as over the counter. 

Unfortunately this over the counter market became a Capital Casino of enormous proportions in which all kinds of debt securities and their attendant derivatives could be bought and sold with little or no reference to the quality of the underlying security.
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With the creation of credit insurance, poor quality loans could be upgraded to a level whereby they could be bought by financial institutions such as pension funds and life insurance companies which have a huge and growing appetite for investment.

The problem is that this credit insurance also became a traded chip in the Capital Casino as demand for credit insurance ballooned with banks writing more and more loans with little regard for risk.

After all why bother if you can wrap a bad loan up in a credit insured package that gets only a cursory glance form the Rating Agencies before it is passed to the next gaming table?

 The Economist estimated that the volume of trade, in the over the counter derivatives markets, was around $200 trillion in Jan 2007 and spiraled to some $700 trillion by June of 2008.

The collapse of these markets is the single biggest cause of the credit crisis and the knock on effects are still emerging. 

It is difficult to see how the banks can return to lending without the credit markets returning to normal. This will only happen when these markets become tightly regulated and completely transparent.

This in itself will require international cooperation and take some time to effect.

Meanwhile we face the likelihood of the US Government stimulating domestic lending to middle-class consumers and small businesses, for political reasons, but not grasping the nettle of the bigger financial issues facing the world today.
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Secondly let us look at the Equity markets.

Shipping raised more than $5billion from the public equity markets in the last 10 years and provided great returns for their investors as the freight markets boomed. Many of these companies however joined in the ordering frenzy and took on huge debt obligations to meet the high prices of the new ships.

The majority of the public companies are now in serious trouble as freight markets have collapsed and ship values have dropped sharply. Dividends have been reduced or cancelled and many of the loans are in default.

If the assets were marked to market today most public companies would show a negative net value.

There is no IPO market today and shipping is unlikely to attract new equity for some considerable time except for the venture capital funds that are seeking to buy distressed assets cheaply.

The Private Equity firms are reeling from a combination of a sharp drop in the value of their portfolios and the withdrawal of funds by their limited partners. This combined with the effective closure of the debt markets means new deals will be harder to complete and will require a much greater percentage of equity, thereby reducing the potential returns for investors.

Both the Private Equity funds and the Hedge funds will come under greater scrutiny by the regulators and reporting requirements will be greatly strengthened.
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How does this all play out for Shipping?

Shipping is a very capital intensive service industry which operates globally. 

The barriers to entry have been solely monetary for the past 40 years as the old liner companies were replaced by the so called independent shipowner.

Capital investment has come mainly from private equity, a limited amount of public equity and increasing percentages of debt, with operating and market expertise being outsourced to ship managers and shipbrokers.

The extraordinary growth in World Trade in the last 10 years, led by China’s rapid economic expansion, pushed the freight markets and ship prices to unprecedented heights. 

This attracted all sorts of new capital as the Shipping Casino opened its doors, offering new games such as Bet on Newbuilding Prices and the increasingly popular Freight Forward Agreements (FFAs).

The Baltic Dry Index became the bellwether for shipping players moving values of dry bulk companies to extraordinary heights and even prompting some tanker companies to order new bulk carriers to enhance their share price.

All of this has come to grinding halt as China’s economy has stalled because of over production and the economic recession in most of the developed nations.

Page 7

Shipping’s whole raison d’être is the global movement of the cargoes that make up some 95% of World Trade in raw materials, manufactured goods and energy products. Thus any slow down or decline in World Trade has a direct effect on shipping’s economics.

Add to this the collapse of the banking and credit markets through which a large proportion of shipping’s capital was sourced, and we have the chronic situation we face today.

The problems are further exacerbated by shipping’ own expansion plans, evidenced by the newbuilding order book.

Ships ordered for delivery in 2009 and 2010 will mostly be delivered, which accounts for more than 60% of the present orderbook. 

With no growth in demand and limited scrapping, this will continue to depress freight rates for several years to come.

If the fleet had remained at the size it was at the beginning of 2008, and allowing only for the replacement of scrapped ships, there would be more than enough capacity to serve the demands of world trade today and for the next few years.

Shipping will not see any recovery until the recession in the developed countries is reversed and the banking and credit markets rebuilt. 

This could well take a decade to achieve unless there is close cooperation between nations at both ends of the World Trade chain.

Meanwhile we will see more attrition as revenue streams and values settle down to new levels driven by the reduced demand for shipping services in all sectors.

