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“WHERE TO RAISE CAPITAL TODAY”

The subject of raising capital for the Shipping Industry seems to have been a constant discussion point for Mare Forums for at least the last ten years.

As the industry experienced an unprecedented boom in the first half of this decade there was a continuous demand for more capital, both equity and debt.
This new money fueled the largest order book for new ships in the history of commercial shipping, reaching more than $550 billion by the beginning of 2008 with some $500 billion of new ships having been delivered in the previous 3 years.
The majority of these new ships were not linked to any period charter contracts except to a new breed of intermediary charterers or traders who themselves then refixed the ships into the freight markets.  As the output of China’s manufacturing industries reached new heights, its apparently insatiable appetite for raw materials pushed spot freight markets to extraordinary levels along with the prices of new and secondhand ships.
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The fact that China’s economic growth this decade was almost entirely dependant on the demands of consumers in the USA, Europe and the rest of the developed world got lost in the frenzy to own ships that could carry all this trade, assuming continuous double digit growth.

China’s growth showed signs of slowing in Qtr 4 2007, yet more than $200 billion of new ships were ordered in the first half of 2008.

By mid 2008 the financial markets were showing signs of strain as the US Housing market went into reverse after 5 years of unprecedented growth fueled by an abundant supply of cheap credit.

By Dec 2008 the economies of the USA and Europe were sinking into the “Great Recession”.  Banks around the world announced record losses and as the global financial markets collapsed, inter-bank trading froze and credit of all types dried up.
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These events severely affected the shipping industry as the issuance of Letters of Credit for cargo shipments virtually ceased while most traditional shipping banks sharply curtailed their lending activities.

This financial paralysis continues today as the various bank rescue packages introduced by the US, European and Asian Governments have had little or no impact on corporate lending.
Indeed the only noticeable effect is a sharp increase in indicated lending rates despite the fact that central bank lending rates are at an historical low.
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SO WHERE DO WE GO FROM HERE?

Firstly, the current “Great Recession” is totally global and it will take years to recover from the financial excesses of the first seven years of this century.

The global credit crisis may have reached its lowest point but it is far from over as the knock-on effects continue to emerge throughout commerce and industry all over the world.

A majority of the world’s largest banks have been saved from bankruptcy through the injection of billions of dollars from their governments, but it will take several years for the debt markets to return to normal.

The trillions of dollars that have been lost in the derivatives and secondary debt markets will mean that a return to the debt volumes of 2005 to 2007 is certainly not going to happen in the short term.

Indeed we should expect debt financing to tighten and remain so for at least five years.
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WHAT SHOULD THE SHIPPING INDUSTRY DO NOW?

Faced with this outlook, the shipping industry needs to seriously restructure itself if it is to be able to attract new equity capital and the supporting debt financing.

Arguably this is the beginning of a time of great opportunity for those who recognize that shipping is a service industry that can produce consistent returns when focused on the movement of cargoes and not on the fluctuating values of the ships.

Except for short periods in the last fifty years when demand exceeded capacity, freight rates have been dictated by the owners of the cargoes and not the owners of the ships.

A highly efficient chartering market continues to serve the industry well, bringing shipowners and charterers together in a very competitive environment.

 This market has for the past five years tended to concentrate on short term charters and needs to get back to arranging more medium to long term contracts which will help to secure the future capital that the industry needs.
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The economic and financial events of the last 18 months have exposed the fragility of not only the global banking system but also world trade in physical goods and commodities which are the life blood of the shipping industry.

Ordering ships without contractual employment or with any clear idea what they would carry and where they would operate fueled a shipbuilding frenzy which will take years to sort out.

Even if China had continued to grow its economy at double digit rates the excess capacity of raw material and energy supply ships would be more than 25% by 2011.

Similarly the excess capacity from the container ship orderbook would exceed demand by more than 30%.
For the shipping industry to attract risk capital and supporting debt it needs to return to the basics of seaborne trade.. 

 Shipping is a service commodity where pricing is determined by the revenue streams that the ships can generate and not from the capital values of the ships themselves. These revenue streams are more determined by the cargo owners than the shipowners.
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The emphasis on asset values has caused an unprecedented level of speculation in newbuilding contracts that itself has fueled an expansion of shipyard capacity to a level that could effectively rebuild the world’s fleet every 9 years.

Meanwhile underneath this speculation in asset values is a service industry that has been and always will be the cornerstone of global trade and the only hope for under-developed and developing countries to improve their own economies.

It is after all not the iron ore cargoes from South America to China or the crude oil cargoes from Saudi Arabia to the USA that will change the world.

It is the long-term experience of operating ships in these and other established trade routes that will enable emerging nations to participate in world trade by selling their raw materials and abundant labor forces to the developed world, with ships providing the essential physical links.
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Given the fact that shipping is a borderless, totally international industry it is not surprising that the majority of shipping companies and their assets are owned and registered offshore.

This allows for multinational crewing and the free movement of ships in and out of most countries in the world as well as access to worldwide capital markets.

Given the complexities of shipping and its offshore nature it is difficult see what if any benefits accrue from operating as a publicly traded company.

The experience of the excursion into the public markets of numerous private shipping companies over the last ten years is mixed to say the least.

Several billion dollars of new equity was generated and as the shipping markets boomed companies with no track record and little or no operating experience came to the markets and attracted investors who were persuaded to only focus on types of ship and the spot market rates they could earn.
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Given the volatility that has always existed in the spot markets the companies tended to attract traders and not investors, and analysts focused on spot rates and indexes with little or no regard for quality of management.

Thus well established and well capitalized companies have seen their market values crash along with the sharp downturn in the spot markets while the shares of highly speculative companies have become the favorites of the day traders.

Summary.

Shipping companies need to consolidate their operations into larger corporate entities to attract new capital and offer cargo owners a range of ship sizes and services to meet their changing needs.
There is plenty of private capital available without resorting to the public markets and the private shareholders that invest for long term returns will differentiate between different companies.
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Debt will be a real problem for the next few years so equity will seek greater returns and larger percentages of the companies they invest in.

New tax laws in the US may well have a negative effect on the appetite of US investors but this will not be unique to the shipping industry.

Once shipping can get through this period of over-supply of ships, which will take several years, then it can produce consistent earnings with growth linked to the re-expansion of world trade.

Deciding when to invest in this recovery will be a challenge for all of us.
