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The Global Economic Recession, Banking System  Collapse 

and a Shipping Crisis

How Did We Get Here and Where are We Going?

As the leaves of Autumn fall from the trees they are the first signs that winter is just around the corner.

Unfortunately, winter has come to the shipping industry early.  In fact shipping’s winter is about to enter its second year.

How did we get here and where are we going?

Just over one year ago Lehman Brothers went bankrupt.  At that time we were nearly a year into the banking crisis which had seen household names such as Citibank, AIG and Bank of America bailed out by the US Government.  Investment banks such as Bear Sterns and the giant Merrill Lynch were forced into mergers with commercial banks and others sought to become real banks and benefit from  government assistance which they would otherwise not be entitled to.

These activities were repeated in Europe with Royal Bank of Scotland, Fortis  Bank and HSH Nordbank being just a few who collapsed into government hands.

The result was that credit markets shut down bringing an end to leveraged buy-outs.  Trade finance and the letters of credit that are an essential ingredient of world trade became unavailable as the liquidity essential to the banking system dried up.

Why did all this happen

Many books will be written about the causes and effects of the crash of 2008 but I offer some simple thoughts.

The repeal of the U.S. Glass-Steagall Act in 1999 removed the separation of commercial banking from the securities industries including stockbrokers, investment banks and other financial traders.  This act had been introduced in the 

U.S. in 1933 following the Great Depression and it’s repeal ironically preceeded the 2008 Great Recession.   

The Act was widely copied in various forms by other countries, most of whom repealed their own laws or loosened them at the end of the last decade.

2.

Interestingly the only country not to have changed its laws separating banking from the securities industries was China.

________________________

The effect of these changes was to infect the banking industry with the speculative trading culture of the securities industries.  Furthermore the securities traders were able to use the balance sheets of the banks and the deposits they held for third parties to finance their trading.

To make matters worse no new legislation was introduced to regulate these broader activities and the concept of limiting risk went out the window as the trading activities produced vast profits that dwarfed those  from conventional banking. 
The ingenuity of the investment bankers to create more and more financial instruments that could be bought and sold on the world’s markets was unlimited.  Also the size of the trading positions were not limited by a regulatory authority nor reported other than as part of the periodic reporting that had always been in place.

Financial leaders such as Alan Greenspan constantly promoted the view that the markets were self regulating and did not need further government or central bank involvement.

To add to this extraordinary development the U.S. Federal Reserve maintained a low interest rate policy which had the effect of providing an abundance of cheap credit to fuel the traders fire.  This was followed by other Central Banks in Europe and Asia.

The result was a world riddled with debt and becoming more and more dependent on short term profits.   Most of these profits were achieved through enormous  over- trading in commodities and the derivatives that were associated with them.

The daily volume of trade in the Foreign Exchange Markets was more than 20 times the monetary value of world trade.   Debt was packaged up and sold with new hybrid derivatives attached which themselves were traded.  In order to disguise much of this activity it was conducted through “Over the counter” or “Principal to Principal” markets which were totally unregulated and required no reporting.

By the time Lehman Brothers collapsed it is estimated that the size of the OTC derivatives market had reached $70 Trillion.

3.

This all collapsed when some traders began to question the integrity of the underlying security in the notorious sub-prime mortgage business.

The “Pass the Parcel” markets stopped dead and the losses sustained were in the Trillions of Dollars.

I could make the point that the bank’s profits were also illusory and were as false as those exposed by the Enron scandal.

____________________________________


Shipping has its own problems

The knock-on effect of all this on shipping was also dramatic.  

Shipping companies shares traded at 20 times earnings.  Container terminal changed hands to private equity firms and Canadian Pension Funds at 20 times EBITDA with debt being 70% of the purchase price.  All of this based on the ridiculous expectation that China’s economy and therefore it’s demand for shipping would continue to grow at 15% annually through this and the next decade.

Shipping today transports more than 90% of physical world trade.  This has been the case for at least the last 150 years.  It was shipping that opened up trade between Europe and Asia in the 18th/19th centuries.

Shipping oil to and from the four corners of the world transformed the supplies of energy and enabled land based transportation to function and grow; creating the great industrial revolution of the 20th century. 

So it is today, for without the shipping of raw materials, energy supplies and manufactured goods, China’s current industrial revolution could not have taken place.

Shipping is a service industry which is unable to control its own destiny as the demand for seaborne transportation is determined by the suppliers and consumers of the various cargoes it carries.

Historically, shipping was dominated by large fleets dedicated to certain trades, and routes and were in many cases owned and operated by the consumers; steel mills, cement plants, oil companies, grain houses, banana growers etc.

Liner shipping provided the transportation service for thousands of smaller businesses with markets overseas from their home bases.

All this changed in the 60’s when liner shipping gave way to containers and dry and wet commodities were moved by the new generation of bulk carriers.

4.

Industrial companies found it more financially efficient to charter in ships than operater

In ships than operate their own fleets.
Thus the so-called independent ship owner was borne and moved into almost every sector of seaborne trade.  The use of Flags of Convenience and the tax freedom that came with them made shipping an attractive investment for investors far removed from world trade.

Shipping hasn’t changed from its basic fundamentals however, and the demand for shipping services has always been affected by wars, natural disasters and the changing politics and economics of countries at both ends of the voyages.

It is this volatility that has attracted speculative investment from those who like to gamble on the short-term freight rates and second-hand ship values.  Shipping has a history going back centuries of fortunes being made and lost in the unpredictability of maritime trade.

Never before has the scale of gambling on shipping reached the extraordinary heights of the past few years fueled by an abundance of cheap credit and careless equity.

The vast amount of paper wealth created in the capital markets in this past decade had to go somewhere and shipping got its share.

As a result we have built nearly half of the world fleet by capacity in the last five years and have on order another 30% scheduled to deliver between now and the end of 2012.

Shipping stocks have declined on average over 70% since the peaks of Jan 2008, with over $10 Billion having been lost.  Freight markets have returned to pre 2000 levels and some to levels not seen since the early 90’s.

The outlook for recovery in the world’s major economies is that it will be slow and probably take three to five more years to return to 2002 levels.  It is highly unlikely therefore that the demand for shipping will reach the heights of 2006 to 2007.

Meanwhile the over-supply of ships of all types is already evident, as lay-ups increase every day and freight markets continue to decline.

Spot rates in both the tanker and day-cargo markets barely cover operating costs and make little or no contribution too debt service.

2010 will be a very challenging year for most shipping companies. If  rates continue at their present levels many owners will run out of cash and as the banks are not there to provide finance without large injections of new equity,  these companies will go bankrupt.

