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Renaissance Risk

Changing the odds in your favour

Subprime shipping sails into view
Everyone in the industry is aware that shipping has experienced a buoyant market in the past few years, leading to profits which should, by now, be safely re-invested. The boom in shipping has its roots back in the 1990’s and, helped by new global trade patterns, has continued relatively untroubled toward the recent peaks in rates of more than $190,000 a day.

Financing the boom has also been relatively easy. With the demand for tonnage running high, second-hand vessel prices are sustained and shipyards continue to expand to meet the requirement. Used vessels command premiums above the cost of newbuilds as prospective owners seek to capitalise on the demand.  Scrapping of vessels has been at a historical low, and orders for new ships topped $200 billion in 2007.

The capital markets were also helping by playing the game. The dual attraction of the buoyancy of the shipping market, coupled with the availability of investment funds which did not have an attractive alternative, meant that financing was readily available to any shipowner with ambition and a half-sensible business plan.

But the storm clouds were already gathering.  Over a year ago, I warned of the danger to shipping from the US mortgage market.  But that warning was not then focused on the availability of credit, it related more to the domino effect that the mortgage market would have on the shipping industry.  Pushed by the subprime mortgage fallout, I said that the first domino to fall would be US consumer confidence, quickly followed by a decrease in US consumer spending.  That proved to be true; in early December 2007, the US consumer confidence index plunged to its lowest level since just after Hurricane Katrina in 2005.

My argument was that this spending reduction would find its way through to the shipping market via a reduction in US imports from China, with the resulting redeployment of vessels trading on the Asia – North America routes impacting rates around the world as the supply / demand balance readjusted.

I did not foresee the second domino effect of the impact of the US subprime mortgage market on global credit.  If reports are to be believed, few people did.  To be fair, a shipping credit crunch has been talked about for many years – the programme for the Marine Investments Financing Forum 2001 started by asking “Is there a credit crunch for shipowners?”.

Superficially, at least, it appears that the credit crunch we are now experiencing has had little or no short term impact on the shipping market.  Perhaps shipping is still seen as a relatively safe haven by the financiers.  Faced with the raw statistics, it is difficult to be pessimistic.  But perhaps the game has become slightly more complex.

What started in the US is now playing out on a global stage, fuelled by the credit crunch spiral which paralysed the financial markets.  The consumer confidence domino chain is no longer restricted to North America.  The major high street names saw massive falls in their share prices on the back of poor third-quarter performance.  The economic outlook for 2008 is still darkening.  Forecasts for GDP growth in America and Europe were written down again this month, whilst inflation forecasts are moving in the opposite direction.

The forward projections of the IMIF, which in September 2006 showed slowing growth but with downside potential, begin to look optimistic.
The perfect storm
An increased number of vessels chasing a potentially reduced market will have the obvious effect of reducing rates.  Second hand vessel values will also suffer a ‘correction’.

This reduced ability to pay and falling asset values, together with the ever increasing costs of fuel, and the more recent higher costs associated with manning, produces a recipe for a perfect storm.

With a credit crunch which refuses to be just a blip, and eager not to be associated with ‘subprime shipping’, financiers will restrict their involvement with the industry.  Shipowners will probably see traditional sources of credit retreating.  If not, then there will undoubtedly be significantly higher lending rates for anything less than ‘A rated paper’.

One light on the horizon is that the conditions will be right for scrapping of vessels which are long past their best by date.

Bold shipowners could, of course look to a stock exchange listing as an alternative source of funding. Even as the credit markets seized up in the second half of 2007, many corporations were still able to float equity—and plenty of it.  The global IPO market raised a record $275 billion by the end of last November, with October and November being the biggest issuance months.

Greek shipping company Paragon Shipping was one company that entered the public market in August last year, just as the credit crunch started to bite. The stock initially priced at the low end of expectations, raising over $160 million, but since peaked at around 30% premium.

Others have taken the same route. In 2004, the fleet of publicly-quoted companies was 193m gt, growing to 293m gt by November 2007, representing over 40% of world tonnage. 

Rescued by the dark arts
Risk Management still seems to be viewed by many in the industry as a dark art which should be shunned, but shipowners who want to prosper in the current climate might do well to revisit the management of their risks.  By risks I mean more than just insurable risks, although insurance solutions are available which will undoubtedly assist.

Amongst these are Charterers’ Default Insurance and Residual Value Insurance (RVI).  The former would protect the income stream of the owner should falling rates leave the charterer temporarily ‘financially embarrassed’, whilst the latter would underpin the future value of the vessel as an asset.

Whilst shipping is only one of the industries where RVI would assist, I was particularly pleased to see that a specialist RVI team has been established in the broking industry, headed up by Martin Welsh, who has significant experience in ship financing and insurance.

Used in its widest sense, the management of risk is the management of uncertainty, and good risk management will help maximise the upside and opportunity risks, as well as minimising or eliminating the downside risks.

Good risk management will help with both credit financing and public listing.  Regulatory requirement notwithstanding, demonstrating to investors that the company has identified the risks, has a thorough understanding of them, and has adjusted its business plan and strategy to embrace them is a proven way of increasing the chances of success for an Initial Public Offering.

By the same token, for credit financing, properly enumerating and managing the risks will help create ‘A-rated paper’.  By so doing, a shipping company should have access to funding at better rates than those still saddled with the spectre of the subprime market, and it only takes a small change in rates to have a huge effect on profits over a vessel’s lifetime.

So the message is: don’t be afraid of the dark arts.  The storm may be gathering, by the time you read this it may already be raging around you, but by utilising risk management to underpin future value and create A-rated paper, it is possible for a shipping company to ride out even the perfect storm and come out the other side in better shape than its competitors.
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