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SHIPPING AND THE STORMS AHEAD

The Maritime Transport Industry is today facing the largest and sharpest correction to its economic structure since the middle seventies. The two primary drivers of the Industry are demand for its transportation services and the supply of money to finance the capital cost of the ships and their operating expenses. These two drivers are not directly linked as the demand depends primarily on the economic strength of the major developed countries while money supply comes from a globalized banking and investment industry.

Additionally, unlike any other service industry, there is a vibrant and very liquid market in the capital assets, the ships themselves. These factors combine to create market volatility in both the income streams and the cost and values of the assets. This volatility has become extreme at various times in every decade since the seventies, compounded by a constantly increasing supply of shipyard capacity in Asia.

Prices of all types of new ships move severely from time to time as shipyards respond to demand which is not always instep with the freight markets. China’s astonishing economic growth in the last decade has been entirely created by the abundant supply of cheap transportation without which its cheap labor would have little added value. As in the past it was cheap and efficient seaborne transportation that enabled oil and gas to move from the deserts of Arabia to the population centres of the developed world. It rebuilt and expanded the Japanese economy and created new markets for raw materials and finished goods for centuries gone by.

The enormous rise in freight rates in the energy and raw materials markets has however had a huge impact on manufacturing costs in China.  This comes as the economies of the USA and “Old Europe” sink into recession and the capital markets face the severest disruption since The Great Depression.

What makes the current situation different from previous market downturns?

The economic growth of China over the last ten years has been driven by a vast outsourcing (from the USA and Europe) of manufacturing of all types of consumer goods. This in turn has driven up the demand for the shipping of raw materials and energy cargoes to China so that today it is the largest consumer of shipping services in the world.

It is important to note that all of this is activity is directly linked to the demand for Chinese manufactured goods in both the USA and Europe.  When this demand slows down then China’s demand for shipping will slow down albeit on a delayed basis.

The other major driver of the shipping industry is the supply of capital. With annual expenditures of $100bn a year on new ships and upwards of $30bn a year in the secondhand markets shipping is a huge consumer of capital. The bulk of the funds have been provided as debt mainly by commercial banks in the USA and Europe on an increasingly leveraged basis.  

The banks had increased their lending capabilities by developing new forms of loan syndication through the creation of so-called Securitized Debt instruments. These were designed to be sold to investors, hedge funds, mutual funds, and pension funds etc that operate outside the banking regulatory system. These securities were also designed to be traded, much like bonds, in unregulated markets with the issuing banks setting the prices through periodic auctions. Thus a huge supply of cheap new money met a huge new demand for shipping services neither of which had any historical precedents.

Not to be left out the Asian shipbuilding industry has doubled its capacity since 2000, mostly aimed at meeting the perceived new demand for tankers, dry bulk carriers and containerships serving China as well as LNG carriers to transport the vast new reserves of gas coming from the Middle East, West Africa etc. It is important to again note that most of this was driven by the perception of continued double-digit growth in the demand for Chinese manufactured goods in the USA and Europe, plus the continued ability for banks to syndicate or sell debt into the world’s capital markets.

Today, the new building order book is over $350 billion and prices of secondhand ships have doubled and tripled as owners fought to get ships delivered quickly to ride the waves of ever increasing short term freight rates. Some, financiers including myself cautioned that this extraordinary growth was unsustainable over the medium and long term only to be confounded by China’s continuous rapid growth in the short term which seemed resilient to any slowdown in the USA or European economies.

Furthermore the abundant supply of cheap money continued through ’06 and ‘7 as banks became increasingly creative and the US Federal Reserve and the other central banks failed to recognize measure or regulate the new forms of debt. A mountain of cheap debt not only fueled the shipping industry and the US and European housing markets but together with Private Equity pushed stock markets to record heights as bigger and bigger takeovers of public companies become a weekly occurrence.  Financing multi-billion dollar deals with vast amounts of short term debt became the norm.

The majority of equity for shipping has always come from private sources, and the recent forays into the Public Equity markets have produced only a very small percentage of the capital invested in ships in the last ten years. From 2002 through 2006 the shipping industry experienced a boom in freight rates and secondhand ship prices of a magnitude never seen since the brief period in 1974 when the Middle East war disrupted oil supplies.

What has happened to derail this gravy train?  

In the second half of 2007 fears of a slowdown in the US Economy became more pronounced with the word “recession” being aired for the first time.  By the end of  October 2007 U S economic growth was below 2%pa and predicted to be less than that for 2008.  Worse still, the UK, France and Germany had all slowed their growth and with an obstinate European Central bank and the Bank of England maintaining high interest rates to prevent inflation, these economies began to slow rapidly.  This  disparity in interest rates has caused the Euro and the Pound to rise significantly against the U.S. Dollar in direct contrast to the underlying economics of Europe versus the U.S. Today they all predict negative growth for 2008, 2009 and 2010.

Meanwhile, China has continued to expand its manufacturing base despite the cost of their oil having multiplied and the freight costs of delivering the oil and all the other raw materials having sharply escalated.  Instead of the freight content of a delivered ton of iron ore being 15% it is now more than 50%. Surprisingly the cost of moving their manufactured goods has increased only marginally largely due to the influence of Chinese and other Asian owned container shipping companies and the excess supply of container ships.

The knock-on effect of minimal growth in the economies of the USA and Europe had not shown up in China by year end 2007 but has appeared in both China and India by the end of Q2 2008.

The Credit Crisis

A new and unpredicted series of events began to unfold in the 3rd and 4th quarters of 2007, which have had a dramatic effect on the other main driver of the shipping industry, the supply of debt capital. The U S housing market, which had experienced enormous growth from 2000 onwards fueled by Greenspan’s cheap money, ground to a halt in late 2006 and by the middle of 2007 was showing in excess of 25% reductions in house prices in many areas of the country. This has worsened in the first half of 2008. 
This caused further panic in the capital markets when it emerged that $ billions of house mortgages had been packaged and sold into the unregulated debt markets with little regard for their creditworthiness. These new mortgage backed securities were widely sold to financial institutions and insurance companies all over the world. As with all other past financial crises it is difficult to pinpoint any single event that started the collapse.  The sell off of securities backed by U S house mortgages began to surface in the 3rd quarter of 2007 and by the end of October had spilled over into a whole range of other Collateralized Debt Obligations (CDOS).

At the beginning of 2008 the debt auction markets closed down and the holders of the related debt securities are still unable to trade them or establish their value. These markets were not only unregulated but also unreported and the Fed and other Central Banks had to admit in November 2007 that they had no idea of the scale of the debt problem. The Rating Agencies had also failed to properly recognize the risks of these new forms of traded debt.

Within a month the CEO’s of three of the World’s largest financial institutions had resigned and some $100 billion had been written off those various investment funds that had to publicly report their quarterly results. 
By the end of March 2008 it became clear that U S house mortgages were only part of the problem as the underlying values of a range of other debt securities began to be challenged and the hitherto secure area of debt guarantors came under review by the rating agencies with devastating effect.Furthermore, most of the world’s largest commercial and investment banks had to confess that their trading operations had gambled in the unregulated debt markets they had themselves created and lost hundreds of billions of dollars.

Today the IMF estimate is that more than $1 trillion has been lost by the banks and this figure does not include the losses incurred by pension funds, insurance companies, hedge funds and other non-bank financial institutions worldwide, which will likely add another $1 trillion. 

The recent collapse of Lehman Brothers, the enforced takeover of Merrill Lynch and the U.S. Government  bailouts of Fannie Mae, Freddy Mac and AIG show the severity of the crisis, but not the full extent.  The knock-on effects will be enormous as debt will become scarcer and more expensive and remain so for several years to come.

The Shipping Industry - Today

I have emphasized over the years that Shipping is a service industry whose economics are mostly dictated by its customers whose own fortunes fluctuate from time to time. As a transportation provider shipping needs always to be wary of the cost it charges for its services in relation to its customers’ requirements to move raw materials and manufactured goods, around the world. This relativity can get lost or completely ignored when new markets open up or major incidents occur which suddenly change the supply & demand equation of shipping services.

In the last forty years we have had the Vietnam War, the Japanese Industrial expansion in the 70’s,  the Middle East War of the early 70’s and the financial crises of the early 80’s and early 90’s all of which have had major but temporary impacts on Shipping’s economics. There have however been few if any economic issues that have affected the Shipping Industry as much as the Chinese Economic Revolution of the last 10 years.

Surprisingly this Chinese revolution was unforeseen and yet its impact has been far greater and far more enduring than any of the other historical incidents. More and more ships have been needed to move the raw materials and manufactured goods to and from China as its industries have sought to grab an increasing share of the developed nations’ demands, for cheap manufactured goods of all types. China in turn, having moved from a centrally controlled economy to a market driven economy, was able to expand its industrial base by allowing the regions to develop and manage their own economics.

A vast supply of cheap labor met a transportation industry prepared to deliver all of the components needed to satisfy both sides of this industrial revolution. Shipping had after all provided the same services to Japan in the 60’s and 70’s that helped create its own economic growth. For the Shipping Industry the Chinese Industrial Revolution has been a bonanza for the last five years coming after some fifteen years of mediocre returns.

As with previous bonanzas the Shipping Industry, which is dominantly made up of privately owned companies, has itself gone on a spending frenzy of unprecedented proportions.  Prices for new buildings and secondhand ships have risen two and three fold since 2000 as ship owners old and new bought or ordered ships of all types and sizes to meet a perceived ever increasing demand from China for shipping services.

This massive capital investment has been fueled by extraordinary short-term charter rates and an abundant supply of cheap debt.  Additionally the Shipping Industry has tapped the Public Equity Markets for funds, based on the expectation of a continued growth in the demand for shipping services.

Facing Reality Today and Tomorrow

The US economy was already slowing down in the middle of 2007 and the major European economies of the UK, Germany, France, Italy and Spain were showing signs of stress before the “Credit Crisis” began to unfold in late 2007. When the “sub-prime” debt markets collapsed in late 2007 they revealed a systemic weakness in the regulatory controls of banks which stems from the removal of the barriers that had prevented Commercial Banks from acting as Investment Banks.  This

culminated in the repeal of the U.S. Glass- Steagall Act in 1998 and similar regulatory relaxations other countries.

The large Commercial Banks in the U.S, Europe and Asia took over or established huge trading operations gambling on everything from Foreign Currencies to Commodities and also in Stocks, Bonds and a range of Debt Securities.  These activities also ​​​created large supplemental markets trading in Options, Futures and numerous other derivatives. The profits earned from these activities soon dwarfed the profits ranging from the traditional commercial banking areas of the banks thereby encouraging greater risk taking.

By the end of 2005 Banks were gambling trillions of dollars daily through their trading divisions and it is now apparent that the scale of the risks involved were misunderstood, ignored or misrepresented by the banks’ senior management.  Numerous off-balance ​​​​​​​​​​sheet structures were put in place to obscure the risk realities from the regulators and shareholders. The banks’ auditors also seemed oblivious to the risk issues and the rating agencies totally failed to properly identify the risks.

Banks and the debt capital markets have become so inter-dependant on a global basis that the collapse of one type of debt instrument can have enormous repercussions on banking throughout the world.  Worse still as vast amounts of debt were packaged up and sold to non-bank investors such as hedge funds, mutual funds, pension funds etc, the regulators lost control of the banking system and the scale of the risks that had been taken.

As a result tens of billions of dollars of new capital has had to be injected into the major commercial and investment banks to maintain their solvency.  Much of this has already been provided by Sovereign Funds around the world but bank stocks have continued to decline as their losses carry on growing.

This problem is far from over and will get worse as the losses and write-downs continue to mount through the rest of this year both inside and outside the banking industry. This will continue to hamper the debt markets and banks’ ability or willingness to lend. Pricing will increase and loan covenants will be strengthened.

Macro-economic issues.

The recession that has appeared in the US is now surfacing more seriously throughout Europe and is at a chronic level in many parts of the under-developed world. Even in China, after the Olympics, economic reality is appearing with factory closures and higher fuel and energy prices causing the government to examine a range of stimulus packages. These will focus more on their domestic economy as world demand for Chinese manufactured goods continues to decline.

Ironically it is the high cost of seaborne transportation of raw materials that is a primary ingredient of these economic problems. China is busy dealing with this by expanding its own fleet in much the same way as Japan did in the 70s and 80s. The recent significant reduction in gasoline consumption in the US is likely to continue and as both political parties are committed to reducing America’s dependence on imported oil, except from Canada, the outlook for the crude oil tanker industry looks gloomy. The expansion of US refining capacity after nearly 50 years of no growth is likely to reduce demand for imported oil products except as feedstocks, which will likely be shipped in large products tankers.

The banking industry’s problems and those of the related securities’ markets will take several years to resolve and liquidity constraints will continue. The Sovereign Funds that rescued Citigroup, Merrill Lynch etc, are showing significant losses on the investments they made last December and January and are unlikely to repeat that exercise without assuming full control of those banks, which itself is probably politically unacceptable.

 What does all this mean for Shipping?

Shipping has always been highly leveraged along with most other capital intensive service industries.  When the cost of ships rises sharply in response to perceived demand for ocean transport services the debt demands also increase significantly. The time delay between ordering ships and taking delivery has always been a factor for those gambling on the spot markets and this period has now extended beyond three years because of shortages of machinery and available berths. This may well shorten if there are a significant number of cancellations of orders.

In the last twelve months we have seen huge changes in the debt markets but also major changes in the markets that create the demand for shipping. 

· Inflation is now rising rapidly in the US and the major European countries whilst economic growth has also stagnated and is declining in most of these countries.  Inflation is now in double digits in China while its economic growth has dipped below 10% and projected to go lower.

· Steel production in China is down sharply partly because of the Olympics, but is not expected to return to anything near its previous capacity as the demand for steel, both domestically and for export has also declined. The cost of iron ore has doubled this year and is set to rise further as the Brazilians and Australians continue to adjust their prices upward.

· China has been losing money in its steel mills for the past couple of years as the rising costs of imported iron ore have had a big impact. These losses have been subsidized by the Government but this is likely to end and China’s steel production will focus on domestic demand and less on export markets. 

· Containerized cargoes from Asia to the west coast of the US are down by 8% per month since January 2008 compared with 2007.

· The container rates from Asia to Europe have collapsed as volume demand continues to fall and some companies are laying-up tonnage to bolster rates.

· Many tanker companies are reducing their ship’s operating speeds to conserve fuel and reduce the impact of an over-supply of ships. Charterers will no doubt want to be compensated for this.

· Many commercial banks are seeking to delay or cancel commitments on new-buildings unless period charters are in place.

· Medium term charters are being fixed in both the wet and dry bulk markets at rates that produce minimal returns for investors after debt service; excluding profit sharing bonuses which themselves look doubtful. 

· Ship operating costs continue to climb as the demand for skilled crews and the costs of maintenance, repair and insurance have risen sharply in the last 2 years.

Fuel costs have risen sharply over the last two years and show no sign of reversing.

· The order-book for new ships remains historically high despite cancelled orders and delayed deliveries.

· Shipyards are showing signs of concern about future markets and the shortage of debt financing. Recent predictions have suggested that as much as $30billion of orders will be cancelled in the next year. Meanwhile new shipyards continue to be developed in China and elsewhere without the skilled personnel to run them.

· Most commercial lenders to the shipping industry have sharply reduced their lending activities and some have stopped altogether.

· Private Equity investors have mostly moved away from shipping and the public markets are effectively closed to new IPOs and will remain so until the debt markets open up again.

· Companies that have already taken delivery of expensive new ships, and those with ships delivering in the next two years, without charter cover which reflects their true cost, face spot and period markets which barely cover capital and operating costs, leaving little or nothing for investors.

· Many public shipping companies are propping up their share price with dividends from charters concluded months ago, thereby diminishing their cash reserves.

· The cushion that the sale and purchase markets have provided in the past has disappeared for new ships as values are in many cases below cost and new orders are being offered at a discount.

· There are no technical issues, such as double hull, and there is no “China” to provide new demand which would mitigate the over-supply of ships.

Summary

The Shipping industry will need to seriously retrench and downsize in order to reenergize the freight markets, but this will take several years. Meanwhile we could well see significant lay-ups of ships and further cancellations of new orders. China may well pick up some of the slots from cancelled orders and build simpler and cheaper ships for its own purposes. It is already building ships that do not meet international standards and operating them under Chinese flag. The Chinese Central government has already said that it wants the majority of raw material imports to be carried in Chinese ships which will further diminish the demand for foreign shipping.

Finance for shipping will be in very short supply for several years, and many of the existing deals will need to be restructured to meet the new circumstances with more equity being required and stricter covenants being reintroduced. The dry cargo markets look very vulnerable in all sizes and we are likely to see rates weaken significantly and remain there for several years. Ships delivered in the last year and those due to deliver in the next 2 years will struggle to meet their debt service and will earn no profit for their owners.

The tanker markets also look weak as rates have come off significantly from the heights of 2006 and 2007. The consumption of gasoline in the US is down and likely to remain there even as the oil price drops. Demand in China is also down and the Government is pushing to reduce oil imports further. Tanker companies will find it difficult to make any real profits and with many having spent their cash reserves on dividends and new orders we will see a number collapse in the next year or two.

The container markets are already weak and the order book will only make things worse as traffic volumes decline in the wake of the weakening global economies.

Hopefully there will be a slow down in the shipbuilding industry but probably not before the bulk of the present orderbook is delivered. There is a lot of stormy weather ahead in both the financial and shipping markets which will continue for several years. Shipping has only just begun to feel the effects of the crisis with the downturn of world trade and the collapse of the banking system. The time between fixing chargers and completing the voyages can be as long as six months while the time between ordering and delivery of new ships can be two or three years.  Shipping’s downturn will be severe, and as we have seen in other markets, when reality sets in there are no limits to the levels at which prices and values can sink.

