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The title of this session “Ship Finance: Dead or Alive?” and the sub-section “Banks and Shipowners Amidst the Crisis: Friends or Foes?” are both questions that prompt the simple answer “Yes and No”.

 I would like to offer some more substantive answers by moving on to discuss the present financial environment, its effect on shipping and how I see things progressing over the next few years from a financier’s perspective.

Firstly let me clarify a number of issues whose effects on the current crisis have been somewhat distorted.

· The US housing market and its related mortgages did not create the global credit crisis. It simply caused a vast pile of banking assets to be exposed as having little or no real value. In fact the US sub-prime mortgages account for only 5% of the total of the bad debts reported in the global banking system so far.

· The global credit crisis did not cause the “Great Recession” that is upon us, but it will certainly slow any recovery.

· Neither the credit crisis nor the recession caused the collapse of the shipping markets. It is shipowners that have dug the deep hole they now find themselves in, with excessive speculation in newbuilding orders financed with cheap debt.


(The golden rule when in a deep hole is “Stop Digging”.


The “Great Recession” itself is the result of the bursting of  a bubble of  spending

excess, both personal and corporate that was funded with debt and not from

            permanent economic growth.              

            The shipping industry is caught between the twin barrels of
the global recession
             and a collapsed global banking system       

Shipping today and tomorrow.
The shipping industry moves some 90% of world trade around the globe and because of the capital intensive nature of its business, has always been highly leveraged.

Unfortunately its operating assets, the ships, have a relatively short life in comparison to other industrial assets, at the end of which they are virtually worthless. This puts pressure on the generation of operating income which has often been supplemented with earnings generated from the sale of the ships. 

Traditionally the most profitable period for a ship has been the second half of its life, provided it has been skillfully operated and maintained, and assuming it conforms to the then current regulations.
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These facts form the economic basis of what should better be described as the seaborne transportation of commercial cargoes, which has for centuries attracted investors because of its global nature and the uncertainties that create periodic volatility of profits.

It is this volatility that has sent the industry today into another of its down cycles.

Before trivializing the current situation as “another cycle” however it is important to recognize that this time it has been primarily caused by the reckless behavior of shipowners around the world, in ordering thousands of new ships.

In the five years prior to 2008 some $750 billion was spent on new ships, with $200 billion being ordered in the first half of 2008 despite the clear signs of a global economic downturn surfacing at the end of 2007.
The result is several thousand ships laid-up or idle, with $500 billion on order and due to be delivered into markets that have evaporated or never even existed.

Many of the owners and the funds that financed them were chasing the quick profits to be made selling these new ships or the contracts for them and any attached options.

Operating the ships with all of the skills and experience required to do so became a temporary inconvenience between buying and selling them. Maintenance was minimal as the ships would be sold long before they faced their first class survey.

Responding to this huge increase in demand for new ships the shipbuilding industries of Korea and China expanded their capacities by building new yards and enlarging existing ones.

The great excuse for all this frenzied activity was China’s extraordinary economic growth in the first half of this decade. The fact that this was almost entirely dependant on the demands of consumers in the USA and Europe was ignored, and shipyards continued to push their prices to new heights even as freight markets began to soften.
So what about the banks?

By mid 2008 the financial markets were showing signs of strain as consumer demand of all types went into reverse after 5 years of unprecedented growth fueled by and abundant supply of cheap credit.
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This abundant credit had also flowed to the shipping industry with leverage ratios rising dramatically and interest margins reaching historic lows.

It was the collapse of Lehman Brothers that heralded the unraveling of the global debt markets as the quality and value of the assets underlying these securities began to be challenged along with the numerous derivatives and default insurances that had been created around them.

Many of the world’s leading commercial banks were revealed to have traded heavily in these derivative and secondary debt markets, most of which were traded over the counter and therefore were not subject to market disciplines or visibility.

By the end of 2008 the combined reported losses of these banks had reached $1 trillion and most of this turned out to be worthless paper with no underlying assets.

Before leaving this subject I would like to point out that the full effects of this scandal have not yet been exposed, as pension funds, both public and private, and other non-bank financial institutions are estimated to have lost another $1 trillion.

Governments in the US, Europe and Asia have rushed to inject billions of dollars into their banking systems in attempts to restore their bank’s balance sheets.

So far this has had little or no effect on corporate lending. Inter bank lending remains frozen and trade credit of all types has dried up.

Surprisingly the only noticeable effect is the sharp increase in indicated lending rates despite the fact that central bank rates are at an all time low.
With these huge reported losses and the expectation of more to come we can expect commercial debt markets to remain stagnant for several years and financing terms to tighten and interest rates to remain high.

Meanwhile what about shipping?
Shipping is a basic service industry that carries other industry’s cargoes across the oceans and waterways of the world.

It produces nothing and is entirely dependant on the fortunes and misfortunes of its customers whose demand for shipping is directly linked to world trade in raw materials, energy supplies, foodstuffs and manufactured goods.

It is however hugely affected by a shipbuilding industry dominantly based in Korea, China and Japan. Shipbuilding is of strategic importance to these countries and none more so than China.
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The shipyard capacity of Asia has quadrupled in the last 20 years to the point that today Asian shipyards can rebuild the world fleet every 9 years, and that is a fleet that is already 25% larger than market demands today.

The present orderbook is totally overwhelming but actual contractual cancellations have been minimal. 

Deferrals are being widely negotiated in all ship types but this will only spread the deliveries over 3 or 4 more years from 2010 onwards.
Shipyards are insisting on keeping all advance payments and charging extra fees for deferrals and demanding performance guarantees from owners and confirmation from banks of finance.

Shipyard capacity however shows no sign of declining and one needs to be concerned as to where this capacity will be directed.

China is already embarking on contracts to fill the deferred yard spaces with orders for new ships for Chinese owners with cargo contracts to Chinese industrial groups.

These ships will likely be more simply constructed for specific cargo types and routes, easier to maintain and operate.

This is in line with China’s central government edict in 2005 that set an objective for 75% of all China’s imports to be carried in Chinese ships by 2020.

It is also a major part of the Chinese government’s $1billion stimulus package for shipyards that was announced 2 months ago.
This will have an enormous negative effect on the dry cargo markets and delay any recovery by years. It is also compounded by the fact that the major iron ore producers are looking at similar dedicated tonnage programs.

If Korea decides to follow suit in tankers that could have a similar effect on those markets.

Where does all this leave the banks and owners?

Nearly all the major shipping banks face funding issues and the most are in Government rescue packages with their existing portfolios being closely scrutinized and future lending strictly controlled.

The most disturbing feature of Government involvement is the requirement that new lending should be primarily focused on businesses in their own country.
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With independent shipping effectively stateless today companies will need to consider relocating their operations to obtain future finance.

Germany for example sees little economic benefit from all the KG’s investment in shipping, most of which is in deep trouble and on the contrary sees a significant loss of tax revenue.

Banks will be more restrictive in their lending in future, requiring more equity from owners and secure revenue streams from quality charterers.

Long-term charters will mean that and not the new definition, of more than 1 year, that have been in many of the US IPOs.

Covenants will be stronger and more rigidly enforced with cash retentions playing a big part, and dividend restrictions enforced.

Loan to value covenants will likely diminish with deals focusing more on cash flow.

Covenant waivers have been widely reported of late but most are temporary and costly. They are unlikely to be renewed as the markets decline further.

This will bring a rash of foreclosures and bankruptcies with ships being sold off at deep discounts.
The public equity markets have all but dried up with recent secondary offerings being little more than re-arranging the chairs on the Titanic.
A majority of the public companies and many private ones will not survive without major restructuring which will wipe out most equity, as cash losses rise.

For those companies with cash and operating skills it is a time of great opportunity as shipping returns to its basics of the seaborne transportation of world trade.

For those more interested in short term profits it is perhaps time to take whatever chips you have left and move on to a different table.

