ICS COLUMN - SHIPPING MARKET FUNDAMENTALS

Record profits. Record order books. Ship values at their highest level ever. Investment in the industry from new and old players alike running at record levels. Surely something has got to give?

Let us firstly look at the shipbuilding market and start off by saying that analysts and market commentators are highly talented in getting things completely wrong. In the early 90's, we predicted that there would be a shortage of shipbuilding capacity. Well we certainly got that wrong. 

The massive expansion of Korean shipbuilding, with the opening of new yards at Samho, the switch from repair to construction at yards like Hyundai Mipo and the massive increase in capacity of the major yards at Hyundai Ulsan, Daewoo and Samsung was combined with continued expansion in Japan, where the shipbuilding industry had been considered to be in long term decline, whilst China has emerged as the 'third force' in global shipbuilding,  growing from an orderbook of just 1.9 million compensated gross tons in 1995 to 14.5 million CGT in 2005, representing around 14.5 per cent of the global orderbook.  The net result? By the end of the last decade, shipbuilding prices were at a historic low when a combination of new capacity, a lousy market and a huge volume of recently delivered ships sent prices spiraling and even at prices of US$ 33 million for a capesize newbuilding, few people were willing to take the punt and head to the shipyards. 

Today, the constant complaint for shipowners and newbuilding brokers is that there are no berths available. I would like to look at this capacity concern from two angles, firstly, is it true and secondly, are shipbuilding prices good value?

Check any newbuilding market report and you will see orders being placed for 2008 and 2009 delivery with many yards stating that they are full for 2008. This is the longest orderbook on record and just before the Athens Olympics last year, it was pointed out that this was the first time that you could order a ship before an Olympic games and not get it until after the next Olympics! It was perhaps appropriate that the last Olympics were held in Athens, home to the shipping community which has led the world in ordering conventional bulkcarriers and tankers and the next was being held in China, without which we would not have the shipping market which has prompted this frenzy.

So surely, for the next three or four years we can be pretty certain what the additions to the fleet are going to be? Not necessarily is the answer. Whilst our statistics show 257 capesize bulkers ( we define a capesize as being over 80,000dwt, so this includes the new generation of Kamsarmax bulkers) on order for delivery in 2005 through to 2009, and 188 panamax bulkers due for delivery in the same period, these figures are conservative at best. 

What has proved particularly difficult to gauge is the true extent of Japanese domestic ordering and it continues to surprise us just how many ships appear as contracted for the Japanese market which have not been publicly announced. In addition, there remain various options which are yet to be declared and for which berth space is allocated. But where newbuilding berth availability is really difficult to quantify is in the ease with which berths become available for established clients of the shipyards. 

There are many owners, including a number of the well established Hong Kong community, who are sufficiently long-standing customers of shipyards who would get an early berth if they called up the yard and it would not take a lot of shuffling round schedules at some of the bigger yards to make an early berth available.

Shipyard capacity is very price sensitive. The best way to look at it is like an inverted triangle. At the pointed end, in for example 1987, the lowest price a VLCC could be built for was US$ 38 mill and only one yard in the world would build you one at that price- Hyundai. The triangle broadens as the price rises and more shipyards can build at higher prices. At around US$ 200 million, you would start to build new shipyards in the UK and at around US$ 400 mill, we might even consider demolishing some prime Hong Kong real estate and converting it back to the Taikoo and Whampoa dockyards.

As prices increase, the possibility to improve productivity through extra shifts and improved production methods becomes a reality, thus increasing the supply of potential berth space.

Perhaps, however the biggest long term threat to the shipbuilding market will come from the massive increase in shipbuilding capacity we are currently witnessing in China. Whilst China has quickly become the third largest shipbuilding nation in the world with a market share of around fifteen per cent, this is still well behind South Korea's 38 per cent market share and Japan's 27.1 pct.  The intention is for China to become the largest shipbuilder in the world by the end of the decade and that is going to require massive expansion, as is seen by the seven or eight new VLCC capable yards which are under construction.

So we are well set for an increase in shipbuilding capacity. What does this mean for shipbuilding prices which have seen spectacular rises in the past twenty four months, with a VLCC price now being set at US$ 126.0 mill which in 2003 would have been US$ 77 mill and is now almost double the US$ 63.5 mill which was being asked for such a ship in 2002. With a 2005 prompt delivery VLCC being sold for an eye-watering US$ 140 mill in June that newbuilding price looks cheap doesn't it?

Not really, when you consider that is for a 2009 delivery, supposedly. And the VLCC market is now giving earnings of well below US$ 30,000 per day on the spot market. But what is the real price for a newbuilding? I do not think that the indices of newbuilding prices, truly reflect what is available. I know of one shipyard (a new yard in China, hardly surprisingly) which has recently made an opening offer to an Owner for a VLCC with second half 2008 delivery at US$ 110 mill and would probably do US$ 105 mill. 

This erodes all the price gains made in the past twelve months and so much for the 'full until 2009 signs on the shipyards'.  The new yards in China will offer discounts to secure their first export orders, just as Korea and Japan did when they were emerging shipbuilding nations and those discounted prices will become the benchmark for the industry.

The example of the VLCC is merely a useful guide. The same situation applies across the board. Certainly, the growth of the gas market and the unbelievable level of ordering of containerships has taken a large portion of newbuilding capacity which might have been previously allocated to the tanker and bulkcarrier sectors out of the market- Hyundai Heavy Industries, the world's largest shipbuilder, does not have a single bulkcarrier on it's orderbook at present . I believe that the expansion of capacity in China and the continued growth of productivity and capacity in Japan, primarily geared to the domestic market, will see us having excess shipbuilding capacity at the end of the decade.

Throughout the early part of this year, shipyards squealed about increased steel prices and the weak dollar decimating what little profit they might have been making. All of us now know that there is going to be a glut of steel and prices are set to fall, whilst the dollar has clawed back some of it's earlier losses so that is not such a big issue now. 

The Korean yards have done a superb job in getting prices up. The award of the Qatar gas tankers project and the continued appetite for containerships is giving them a protective blanket which will save them from the vagaries of the much more price sensitive tanker and bulkcarrier markets, but it is standard bulkcarriers and tankers which are going to be the mainstay of the new shipyards emerging and this will put pressure on prices.

The early part of this year also saw a truly remarkable leap in secondhand bulkcarrier prices which began to make newbuildings, even with the forward delivery times, look cheap. Some owners reaped profits undreamt of for years, selling newbuilding resales at more than double the original contract price. In December, one owner who had seriously worried about contracting some panamax bulkcarriers at US$ 19.5 million a couple of years back sold two of them for US$ 40 million each. Two months later, an owner who had followed him to the same shipyard sold an exact sister vessel, again contracted at below US$ 20 mill at US$ 52 mill. The chartering market was mirroring what we had seen twelve months earlier, but what had prompted values to increase so dramatically? 

Certainly there was an element of longer term confidence that the dizzy heights of the chartering market seen in 2004 were not just a temporary phenomenon. What was perhaps equally important was the flow of money coming into the market from Initial Public Offerings, particularly from the Greek market. Whether these offerings are a good thing for the longer term health of the shipping market remains to be seen, but if we reflect on the last great rush of shipping to Wall Street at the height of the junk bond boom, shipping and American capital markets do not the best bedfellows make.   

We are now faced with a situation where the chartering market has dropped to below the average for last year- but is still pretty stunning for any of us with a memory of longer than twenty four months- and the merchant bankers have generally managed to eat their fill and the IPO frenzy is temporarily over. 

The result is a very quiet sale and purchase market where traditional owners, who rely on earnings from carrying cargo to earn their living, are unwilling to pay secondhand prices currently being demanded and want something which reflects the softer chartering market currently prevalent, whilst potential sellers look to Chinese growth forecasts, see that to meet them China must have a record breaking last few months of the year and believe rates will climb again to the dizzy heights we saw earlier this year, thus justifying the prices they are demanding. 

Until such time as we have some respite from this stand-off, either in the form of the freight market improving to the levels at which buyers feel these prices can be justified, or potential sellers recognizing that a bounce is not going to come and adjusting prices downwards, it is very difficult to pick the direction of the sale and purchase market. 

My own opinion is that there is a perfectly justifiable reason for values on bulkcarriers to slip back to where they were at the end of last year, i.e. around US$ 40-44 million for a resale panamax bulker. Not the dizzy heights we have seen, but still a very reasonable level for anyone lucky enough to have such a ship available. If I was an owner, would I sell at that level?

It's got to be tempting hasn't it? Again, for those of us with memories going back more than twenty four months, it takes a very long time to double your money being lashed by the winds and waves of the spot chartering market. As one very experienced owner said to me recently when taking the decision not to plunge into the newbuilding market, 'Tim, the downside is now just so much greater than the upside isn't it?'  

We are of course very much in the hands of the Chinese steel industry for the longer term strength of the dry cargo market. Despite the enormous economic reforms made in China, this is still fundamentally a centrally planned economy and this is perhaps both a good and a bad thing. Certainly it will hopefully prevent a collapse, but at the same time, there is no denying that the steel industry is under close scrutiny and the recent hike in iron ore prices is not something China has taken kindly to. If China seeks to recover these costs somehow or protect itself from further increases, it will almost certainly mean a slowdown in imports and that will be bad for shipping. 

There is considerable speculation that projected growth targets in China this year will not be met, that again would be negative for the shipping industry. The counter argument of course is that you cannot halt the pent-up demand in China and any deliberate cooling down of the economy merely leads to exactly the same situation we had this time last year- the market drops, followed by an even more rampant surge in demand once the taps are turned back on. 

Certainly over the next few months, I would recommend that we all keep an eye on developments in China as this is what is going to dictate the winners and losers in the current game of shipping roulette. Whilst I am overall reasonably optimistic for the balance of this year, even though it is very difficult to call, I remain to be convinced that three cornerstones of shipping will not hold true when we reflect on the first decade of the 21st century in five years time. Those three cornerstones are as follows:

1) Shipbuilding is rarely a profitable industry over the long term.

2) History repeats itself

3) Shipowners just cannot help themselves when it comes to ordering ships.

The above is an extract from an address given to Intercargo in Hong Kong in June 2005.  
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