SHIPBUILDING - ARE WE GOING TO BUILD TOO MUCH?

By Tim Huxley FICS,  Chairman of the Hong Kong branch of the Institute of Chartered Shipbrokers

At the end of 2005, the world shipbuilding orderbook stood at just under 227 million deadweight, of which 207 million tons deadweight was on order in Asian shipyards.  This represents the highest level of newbuildings on order ever and is three times greater than where the orderbook stood ten years ago.  For the first time, China overtook Japan in terms of deadweight tonnage ordered and China ended 2005 with an orderbook of 1,013 ships, compared to Japan's 1,004 and not far behind Korea's 1,147.

With China having made a strong start in 2006 and leading the world in terms of numbers of ships ordered, surely we have a situation where we are simply building too many new ships?

2005 may have been a stunning year for the shipping industry, but it was a tough year for shipbuilders.  Saddled with having to deliver ships which were taken at low, pre-boom prices and with sharply increased raw material costs, plus a weak U.S. dollar, the currency in which most ships are contracted in, versus the strong Korean won and Japanese yen in which their expenses are paid, shipyard profitability was poor at best.  This year should prove better as more ships are delivered at higher prices and steel prices have slipped.  Does this improvement in profitability justify the considerable expansion which is taking place in the shipbuilding industry, both in new shipyards being constructed in China and productivity improvements in the established shipbuilding giants?

I have always maintained that excess shipbuilding capacity provides one of the major, if not the biggest, threat to the long term profitability of the shipping industry.  The cycle of shipping has been repeated many times - a boom in earnings and values prompts a rush to the shipyards by shipowners who order ships which are all delivered at once, normally just as the business cycle goes into a downturn, interest rates rise, prompting the recessions which for any of us who have spent any length of our careers in shipping, seem to be pretty much business as usual.

So are we really seeing a situation developing before our eyes of a prolonged shipping recession brought about by excess capacity?  Looking purely at the supply side we have a situation of unprecedented deliveries of new ships, with 77 million tons deadweight of new ships being delivered this year, a record and double the annual deliveries of a decade ago and this will be followed by further record breaking years in 2007 and 2008.  This increase in the supply of new ships is only matched by an unprecedented lack of scrapping, meaning that there has been minimal fleet replacement, merely fleet growth. 

The tanker and LNG sectors are the current flavour of the month in the shipbuilding industry, with the major Korean and Chinese yards now reporting that their VLCC space is almost fully allocated through until the first half of 2009 and demand for LNG tankers is particularly robust.  Energy demand from emerging economies looks likely to see the tanker industry continuing to enjoy good times for the foreseeable future.  But volatility is fundamental to this sector and with a modern fleet now in existence after several years of tonnage replacement in anticipation of a phase out of single hull tankers - which has so far not really happened- any drop in demand in the developed economies will have a profound effect. With energy efficiency, the switch to LNG and the reduction of dependence on Middle East crude so high on the political agenda of many countries and a high crude oil price being what can often trigger a recession, there are certainly plenty of reasons to perhaps resist the temptation to rush off and order yet another gleaming crude carrier.

The bulkcarrier market has been the main beneficiary of the explosive growth of the Chinese steel industry, the driving force behind the dry cargo boom of the past two years.  It is also the market which stands to see the biggest increase in capacity as many of the new shipyards in China will initially concentrate on bulkcarrier building.

 This sector of the market has fallen out of favour with the major shipbuilders in Korea as they have pitched for higher value, series production types such as containerships, tankers and LNG carriers, indeed Hyundai Heavy Industries, the world's largest shipbuilder, delivered their last bulkcarrier in early 2004 and has not taken an order for a single bulker since.  Bulkcarrier contracting has been subdued since last summer when the bulker market began to slip and proving how price sensitive the newbuilding market is, it is only now that a combination of a few early delivery opportunities and reduced prices are prompting some owners to begin to look at this sector again. 

The slowdown in bulker ordering should mean that we have a slower pace of deliveries towards the end of the decade, but this will depend on the speed on which new capacity comes on stream, and here lies the great question over whether we will build too many ships.  The experience of China's showpiece yards such as Shanghai Waigaqiao reflects the fact that it does take some time for new capacity to come fully on stream and for yards to achieve the productivity they can physically handle - in their first year of deliveries, Waigaqiao was able to deliver six ships, the schedule for 2008 is four times that number.  We therefore expect the big influx of capacity to come in 2011 and 2012 and whether that capacity can be absorbed by the market will very much depend on the outlook for the world economy.

To the enormous benefit of the supply/demand balance, we are now entering a phase of where the huge volume of tonnage built in the early 80's, and which precipitated shipping's worst recession ever,  is coming to the end of it's useful life.  These ships were generally not built to the highest specifications and have been worked very hard in their declining years.  If we were to see a downturn in rates and owners being faced with the prospect of substantial costs to get these ships through fifth special survey, it is highly likely that we could see a return to a reasonable level of scrapping. 

Demolition capacity, in terms of will there be enough places to break ships up, is to my mind not an issue.  Like all matters, it is merely a factor of price and if the scrap price drops sufficiently, demand will increase for scrap steel.  The environmental issues, which have become particularly prominent in recent weeks, are most certainly an issue, but again this is not something which will see an end to shipbreaking. 

Certainly, the onset of the retirement of a large amount of tonnage coupled with the fact that it will take some time for the new shipyards to emerge at full capacity gives some justification for cautious optimism that the shipping industry can adjust without the onset of massive overbuilding.  History, however, has a habit of repeating itself and the temptation to re-invest the bumper profits of the past two years in a continued flood of new ships may prove just too tempting for shipowners.  

If everyone, both shipowners and shipbuilders alike, can go against their usual instincts and exercise an element of caution, then there is no reason why a reasonable tonnage balance cannot be achieved.  

End

(Footnote : Above is extracted from a speech given by Tim Huxley FICS at the Maritime China conference in Hong Kong on Feb 28th 2006.  Tim Huxley is Managing Director of shipbroker Clarkson Asia Ltd, and is Chairman of the Hong Kong branch of the Institute of Chartered Shipbrokers, Vice Chairman of the Hong Kong Shipowners Association and a Member of the Hong Kong Maritime Industries Council.)

- 1 -

