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Preface

Following the financial collapse of 2008, the financing of shipping activities
and the financial management of maritime enterprises have become extremely
important for the performance and ultimately the survival of shipping com-
panies around the world.

The current handbook provides a balanced blend between the theory and
practice of shipping finance. It comprises a series of chapters, written by lead-
ing expert practitioners and academics in the field, discussing the best practices
in the area. Chapter contributors represent different market segments involved
in shipping finance. These include shipping companies, charterers, banks, con-
sultants, traders, financiers, maritime lawyers and academics, among others.
Thus, individual chapters in the book cover the different aspects of shipping
finance, offering to the reader a spherical view of the relevant issues in this area.

This comprehensive handbook is of great value to both shipping practi-
tioners and the academic community, as it contributes to the training and
education of market participants, academics and students and, as such, is a
must-read for everyone already involved or likely to be involved in the mari-
time industry. It offers to its readers a rigorous understanding of the different
aspects of modern shipping finance, financial management and investment,
the various characteristics of the available products, the capital needs and
requirements, and a clear view on the different financial management strate-
gies through a series of practical examples and applications. It can be used as
the main reference point for companies and organizations involved in ship-
ping finance, and as a teaching and reference textbook in both undergraduate
and postgraduate maritime programs in universities worldwide.

The handbook comprises 16 chapters. Chapter 1, “Shipping Markets and
their Economic Drivers”, is written by Jan-Henrik Hiibner of DNV GL, and
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serves as an introduction to the shipping industry and its various markets.
He considers current developments and trends in shipping sub-markets, and
analyses the economic factors that influence them. More specifically, the
chapter starts by presenting the various “players” in the ship transportation
value chain; that is, shipowners, shipyards, charterers, cargo owners, freight
forwarders, ship managers and shipbrokers. It presents the various markets
involved in the shipping industry; that is, newbuilding, sale and purchase
(S&P), demolition, and time charter and spot freight markets. The cost struc-
tures of different types of vessels are also discussed and there is analysis of
the various demand and supply factors that drive developments in shipping
markets and their performance. It then presents in detail the shipping mar-
kets for various vessel types, which involves their supply—demand factors and
current developments, including the dry-bulk market, tankers, the market for
containers and the offshore shipping markets.

Chapter 2, “Asset Risk Assessment, Analysis and Forecasting in Asset
Backed Finance”, is by Henriette Brent-Petersen of DVB Bank SE. She dis-
cusses the overall cyclicality of the shipping and offshore industries with pri-
mary focus on the supply side—shipyard capacity and future asset prices.
She also outlines the methodology of forecasting the markets for dry bulk
and container vessels, as well as the importance of evaluating the quality of
the individual asset and the mitigation of the risks involved. Global demand
and the role of China is examined in the effort to understand cyclicality and
super cycles, sectoral cycles and counter-cycles, while the variables that affect
cyclicality are discussed in detail. She applies the above notions in providing
a market outlook of container and dry bulk markets, and finishes with the
evaluation of the individual competitive advantages of the assets in relation to
peers and the prior-mentioned analysis, as well as the quality of the asset (ves-
sel) and the risks associated with the assets in asset-backed finance.

Chapter 3, “Overview of Ship Finance”, is by Fotis Giannakoulis of Morgan
Stanley. He presents the available sources of finance for the maritime indus-
try, arguing that “the ability of a shipping company to navigate the ebbs and
flows of the market is primarily dependent on the timing of its investments
and its chartering policy, with the selection among funding alternatives being
of equal importance”. He discusses in detail: financing from banks, including
mortgage-backed loans, newbuilding financing, mezzanine, unsecured/corpo-
rate loans and leasing finance; high yield bonds; convertible notes; initial pub-
lic offerings (IPOs); follow-on offerings; master limited partnerships (MLPs);
special purpose acquisition companies (SPAC); and private equity offerings.

Chapter 4, “Shipbuilding Finance”, by Charles R. Cushing of C. R.
Cushing & Co. Inc., discusses vessel acquisitions. The first part of the chapter
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outlines: the reasons for undertaking and alternatives to a new construction;
project financing; issues that can go wrong in ship acquisition projects; proj-
ect management issues; strategic planning and sub-plans, such as business,
financing, operations, marketing, technology, competitor, human resources
and organization plans; mission statements; and vessel design. The second
part of the chapter discusses the choice of sources of funds for ship construc-
tion, such as: debt financing; loan syndication; mezzanine financing; high
yield bonds; leasing; export credit agencies (ECAs); hybrid financing schemes,
such as Kommanditgesellschaft—K/G, Kommandittselskap—K/S, DIFKO,
blocked currency and barter trades; Islamic bank financing; government
grants; public equity financing; private placements; and MLPs. The chap-
ter concludes with financial aspects of shipbuilding contracts and progress
payments.

Chapter 5, “Debt Financing in Shipping”, is contributed by George
Paleokrassas of Watson Farley & Williams. He discusses the various types of
debt financing, including the standard loan facility; that is, the lender, the
borrower, syndications, the financing vessel, the facility amount, the condi-
tions precedent, the currency, the tenor and repayment of the loan facility,
the interest, the representations and warranties, the covenants, the governing
law and jurisdiction, the events of default, and the bank fees; forms of leasing;
bond financing; mezzanine financing; and ECAs. Then, the security package
that the lender can receive from the borrower and its group is discussed, as this
is critical in terms of assessing the risk in any particular transaction. The ship
mortgage is then presented, followed by the assignment of earnings, charter
hire, insurances, requisition compensation, charge or pledge over accounts,
shares charge or pledge, and pre-delivery security assignment.

Chapter 6, “Public Debt Markets for Shipping”, by Basil M. Karatzas of
Karatzas Marine Advisors & Co., discusses shipping bond financing and its
details. This includes an example of a shipping bond issue, its pricing in the
secondary market, the process of filing the relevant prospectus, of obtaining
a credit rating, selecting an underwriter, the timing of the issue and the inter-
est rate cost. The differences between shipping bonds and shipping loans are
also outlined. The classification of shipping bonds based on collateral, and the
covenants and special conditions, are discussed in detail. Finally, the chapter
provides the main taxonomy of bonds, with special emphasis on those that are
more suitable for shipping companies.

Chapter 7, “Public and Private Equity Markets”, is by Jeffrey Pribor and
Cecilie Skajem Lind of Jefferies LLC. It focuses on the most relevant equity
products available to private shipping companies. The discussion includes: the
pros and cons of being a public versus a private company; IPO structures and
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processes; and the role of private equity in the maritime industry. The chap-
ter starts with an overview of public equity capital, such as C-corporations,
limited partnerships, MLPs and SPACs, and continues by outlining the
advantages and disadvantages of being a public company. It proceeds with
the evolution of the shipping equity landscape since 2000, and continues
with stock exchanges where there is shipping capital market activity. The four-
phase process of an IPO is then analysed; that is, company preparation; draft-
ing, diligence and initial Securities and Exchange Commission (SEC) filing;
SEC review and response; and marketing, pricing and aftermarket. Also dealt
with are what makes a good IPO and the pitfalls to avoid in the process.
Equity valuation metrics are proposed, such as those of net asset value (NAV),
forward earnings—earnings before interest, taxes, depreciation and amortiza-
tion (EBITDA)—and dividend yield metrics. The chapter concludes with an
overview of private equity (PE) in shipping and the relationship between PE
firms and company management.

Chapter 8, “Structured Finance in Shipping” is by Ioannis Alexopoulos of
Eurofin Group and Nikos Stratis of Augustea Group. They present structured
finance instruments, as sets of complex financial transactions, and in particular
ECA-backed shipping finance, leasing and mezzanine shipping finance. They
start by explaining what ECAs are, their role in shipping finance, the vari-
ous ECA shipping financing structures, the ECA requirements and OECD
guidelines, and the pros and cons of ECA finance for shipping. Ship leasing,
the types of leases, their benefits and drawbacks and the providers are then
discussed prior to a detailed overview of mezzanine finance for shipping, the
forms that it takes, the important issues to consider, the applications of it, and
its pros and cons.

Chapter 9, “Key Clauses of a Shipping Loan Agreement” is by Kyriakos
Spoullos of Norton Rose Fulbright. It provides a general overview of certain
key clauses (commercial terms), commonly found in shipping loan agree-
ments. Besides the financial terms of the relevant loan (e.g. the loan amount,
the margin, the repayment profile, the interest periods, the last availability
date), the chapter presents the operative clauses which constitute the “heart”
of most financing documents. These clauses include the: representations and
warranties; conditions precedent; covenants (e.g. minimum value clause,
financial ratios); events of default; mandatory prepayment events; and assign-
ment and transfer provisions.

Chapter 10, “Legal Aspects of Ship Mortgages”, is written by Simon
D. Norton of Cardiff Business School, Cardiff University and Claudio Chiste
of Investec Bank plc. They put forward the legal definition of mortgages,
the limitations of ship mortgages as a form of security, the registration and
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priority of mortgages, the powers of mortgagees (power of sale, power to take
possession and the appointment of a receiver) and the rights of the mortgagor
(right/obligation to insure the vessel, right to sell the vessel, application for
sale by court order, the right to redeem the mortgage and foreclosure). The
chapter closes with the authors’ views of the likely future directions in ship
mortgages as a form of financing, through the process of securitization.

Chapter 11, “Reasons and Mechanics of Handling Defaulted Shipping
Loans and Methods of Recovery”, is written by Dimitris Anagnostopoulos
and Philippos E. Tsamanis of the Aegean Baltic Bank. They present the stan-
dard actions and procedures applied when handling problematic bank loans,
the early detection of signs and, once the problem is detected, how to handle
it. They proceed by explaining the preparation for remedial action when a
loan approaches default and the determinants of the bank’s course of action.
This includes several considerations, including financial, ship management
and market outlook, collateral and bank related. They conclude with a discus-
sion of the loan recovery process that takes place through the auction of the
collateral vessel and the possible situations the bank may face during the arrest
of vessels.

Chapter 12, “Marine Insurance”, is written by Marc A. Huybrechts of
the University of Antwerp and Theodora Nikaki of Swansea University. They
focus on insurance coverage needs taken out by the shipyard, the vessel’s finan-
ciers and the shipowners as operators of the vessel. They discuss the specifics
of marine insurance, which an insured should always keep in mind. These
are: the “risks” that a shipowner wants to be covered for, including property,
liability, legal issues, lost time, compulsory risks and the associated insurances;
the need to purchase insurance cover for the successful and safe operation of
the vessel; by whom these risks could be insured against; and who the provid-
ers of the insurance cover are. Finally, the cost of each type of insurance and
other specific aspects of marine insurance are presented.

Chapter 13, “Maritime Investment Appraisal and Budgeting”, is contrib-
uted by Wolfgang Drobetz of the University of Hamburg, Stefan Albertijn
of HAMANT Beratungs- und Investitions GmbH and Max Johns from the
German Shipowners’ Association. They present the basic principles of vessel
valuation, by illustrating the “mark-to-market” approach, and the long term
asset value (LTAV) method as an example of the discounted cash flow (DCF)
approach (“mark-to-model”). They also discuss the necessary conditions for
the equivalence of market prices and the fundamental values of vessels. The
valuation of listed shipping companies using the above methods and other
commonly used financial ratios is compared with a matched sample of manu-
facturing firms, where it is found that: ratios generally tend to be less cyclical
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in the manufacturing sector; shipping companies have a much higher leverage
than comparable manufacturing companies; and, as shipping companies are
portfolios of vessels, asset tangibility is notably high in the shipping sample.

Chapter 14, “Financial Analysis and the Modeling of Ship Investment”
is contributed by Lars Patterson of Pacomarine Limited. He presents several
practical examples of financial models for the evaluation of shipping invest-
ments, their assumptions, the key ratios and indicators, and the theory behind
investment criteria and value drivers. The value of flexibility (optionality) for
the shipowner is also discussed in terms of the timing of the purchase of a
ship, its sale, the type of charter chosen and the amount of debt financing
utilized. Key practical issues in maritime financial analysis are also discussed,
including: purchasing the ship and the timing of the exit; going for a new-
building versus a second-hand purchase; scrapping; the selection of operating
expenses; the type of employment in terms of charter parties; and the financ-
ing methods. The chapter concludes by considering ships as investments, with
important features determining their valuation that include the market price
of the vessel, its cash flow, its charter, market expectations, the secondary
markets for trading vessels, the age of the vessels, as well as market risk and
credit risk.

Chapter 15, “Maritime Business Freight Risk Management” is written by
Manolis G. Kavussanos of the Athens University of Economics and Business
and Ilias D. Visvikis of the World Maritime University. They cover the freight
derivatives market and the latest developments and trends in this area, includ-
ing: freight rate indices and routes that are used as the underlying assets of
freight derivatives; the available freight derivative products, that is, freight
futures, forward freight agreements (FFAs) and freight options; the freight
markets established around the word; and the various usages of freight deriva-
tives for risk management—hedging—purposes. The various trading screens
for freight risk management, as well as the latest regulations in derivatives
markets, are included in this chapter.

Chapter 16, “Mergers and Acquisitions in Shipping” is contributed by
George Alexandridis of Henley Business School at the University of Reading
and Manish Singh of V.Group Ltd. The chapter provides a detailed overview
of M&As in shipping and the motives behind them, including their role in
attaining operating synergies operating synergies in the form of cost reduction
and revenue enhancement opportunities; financial synergies; market share
enhancement and reduction of competition; and diversification of the asset
base. The discussion on the M&A process also covers: strategy formulation;
identification and analysis of M&A targets; cultivation of the targets; due
diligence; and the post-acquisition integration process. The chapter provides
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a road map of M&A valuation in shipping and in particular cash flow, asset
based and relative valuation methods. The financing of shipping M&As is
also discussed. The chapter concludes by presenting new empirical research
on whether shipping M&As create value for shareholders.

Manolis G. Kavussanos

Athens University of Economics and Business
Athens, Greece

e-mail: mkavus@aueb.gr

Ilias D. Visvikis
World Maritime University
Malmo, Sweden

e-mail: iv@wmu.se
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Henley Business School, University of Reading, UK. He is also the program area
director for all finance masters at the ICMA Centre and is the co-founder and direc-
tor of the MSc in International Shipping and Finance. He is renowned for his work
on mergers and acquisitions and shipping finance. His research is published in lead-
ing international journals and presented at major global conferences. As part of his
role as Director of Shipping Programmes at Henley, he has established international
collaborations with universities and business schools as well as relationships with
financial institutions, shipping companies and other organizations. He also fre-
quently appears as a commentator on financial and political issues on national televi-
sion. He is an affiliate member of the Chartered Institute for Securities & Investment
and is a fellow of the Higher Education Academy.
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Ioannis Alexopoulos has more than 15 years of professional experience in the ship-
ping, banking and the maritime finance industries. He is a Director at the Athens
office of Eurofin Group; a ship-financing, investment boutique established in 1984
with offices in London, Athens and Singapore. Mr. Alexopoulos gained experience in
shipping through short-term employments with Golden Union Shipping Co. (which
included time at sea), Carriers Chartering S.A. in Piracus and Angus Graham &
Partners in London. He then joined Laiki Private Banking in Cyprus, an HSBC
Group associate in 1999 where he held positions in both portfolio management and
client advice, servicing expatriate as well as offshore High Net Worth Individuals. He
joined the Athens office of Eurofin Group in 2002 and is responsible for the Group’s
ship financing operations in Greece. In addition, he is a key part of the Eurofin team,
which acts as a Consultant to KfW IPEX-Bank for its Greek debt shipping portfolio.
He has delivered a number of speeches on ship finance, at several Shipping and Ship-
finance Conferences around the world. He is a visiting lecturer on Shipping Finance,
at the ALBA Graduate Business School in Athens, Greece and on Maritime
Economics, at the Henley Business School of the University of Reading in the
UK. He holds a BSc in Economics and Business Economics from Southampton
University and an MSc in Shipping, Trade and Finance from Cass Business School,
City University in London.

Dimitris Anagnostopoulos has over 40 years of experience in shipping, shipping
finance and bank management. He obtained his BSc at the Athens University of
Economics and Business. His career began in the 1970s as Assistant Lecturer at the
same university followed by four years with the Onassis Shipping Group in Monaco.
He has also held various posts at the National Investment Bank of Industrial
Development, the Continental Illinois National Bank of Chicago, the Greyhound
Corporation and ABN AMRO Bank, where he has spent nearly two decades, holding
the positions of Senior Vice President and Head of Shipping. Since 2010 he has been
an advisor and board member of the Aegean Baltic Bank. He has been a speaker and
panelist at various shipping conferences in Europe, and is a regular guest lecturer at
the City University Cass Business School in London and the Erasmus University in
Rotterdam. He is a member (and ex-vice chairman) of the Association of Banking
and Financial Executives of Greek Shipping and an Associate Member of the Institute
of Energy of South East Europe. He was in 2008 named by the Lloyd’s Organization
as Shipping Financier of the Year.

Henriette Brent-Petersen is Managing Director of the Shipping and Offshore
Research department with DVB Bank, which provides fundamental shipping and
offshore research in all sectors and is an integrated part of the bank’s business model.
Externally she represents DVB by presenting shipping and offshore market outlooks
to customers and rating agencies and is a frequent speaker at conferences such as
Marine Money, Capital Link, Informa, Euromoney and ibc. She is also a voting
member of the bank’s investment fund SIIM. Before joining DVB Bank, she had
headed for almost a decade the Maersk Broker Research Department, which
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provided research on all sectors of the maritime shipping industry for international
companies, banks and other stakeholders. She also has a strong financial background
from Citibank where she started as a management associate before working for sev-
eral years as a relationship manager, joining Maersk Broker in 2003. She started her
working life as a country and bank analyst, covering Eastern Europe and CIS with
the Danish ECA, Eksport Kredit Fonden. She holds a master’s degree in economic
science from Copenhagen University and has worked as an external teacher, lecturer
and examiner for almost a decade at the Copenhagen Business School—initially in
the field of financial statement analysis and marketing, but today in relation to the
blue MBA.

Claudio Chisté works at Investec Bank plc in the Shipping and Marine Finance
Team. His career began as an officer in the South African Navy, graduating from the
Military Academy (Faculty of Military Science of the University of Stellenbosch) with
a degree in mathematics and nautical science. Four years at sea followed, when he
served as both gunnery and diving officer, culminating in being appointed for a period
in command of a vessel within the Mine Countermeasures Flotilla. He also completed
a B.Comm (Hons) through the University of Cape Town whilst serving. After leaving
the Navy, he qualified as a yacht skipper and scuba diving instructor, going on to
manage a 28-meter luxury motor yacht in the Mediterranean. Subsequently, he chose
a land-based career and read for a master’s degree in shipping, trade and finance at
London’s Cass Business School as a means to bridge the gap between practical skills
and the commercial world. He was ranked in the “Next Generation” of Lloyd’s List in
their “On our Radar” (for the most influential people in shipping). He is the chair-
man of the Shipping Professional Network in London, a networking forum for young
shipping professionals, having a strong following of over 1,000 members and associ-
ates with industry backing from the UK Chamber of Shipping.

Charles R. Cushing is a naval architect and marine engineer. His firm C.R. Cushing
& Co. was founded in 1968 and has designed and/or supervised the construction or
conversion of over 250 vessels of all types in most major shipyards worldwide. Because
of his pioneering work at Sea-Land in the early 1960s and ongoing expertise in this
field, he was inducted into the National Academy of Engineering. He has received
numerous awards and is a member of several maritime professional societies. He is a
licensed deck officer and a graduate of USMMA (BS), MIT (BS, NA & ME), SUNY
Maritime (MS, OT) and Cardiff University (PhD, maritime studies). He has been an
adjunct professor at the World Maritime University, both in Malmo, from 1988
(where he received a DSc (Hon) degree), and in Dalian, China, from 2005.

Wolfgang Drobetz is Professor of Corporate Finance and Shipping Finance at the
University of Hamburg. He holds a PhD in economics from the University of St.
Gallen and completed his habilitation at the University of Basel. He taught financial
theory at the Bucerius Law School and the WHU Otto Beisheim Graduate School. His
research interests include corporate finance, corporate governance, asset management
and shipping finance. His research has been published in leading academic and
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practitioner journals. He is a member of the editorial board of several academic jour-
nals and served as Co-President of the European Financial Management Association.

Fotis Giannakoulis is the Lead US Maritime Analyst at Morgan Stanley, covering
tankers, dry bulk, containership, gas carriers and offshore supply vessels, which he
joined 2010. Since then he has worked on a number of public offerings, raising over
USD10 billion. He is the no. 1 winner of the 2015 Thomson Reuters StarMine
Analyst Award for the marine sector. Prior to joining Morgan Stanley, he was a banker
at Fortis Bank (currently ABN AMRO) and Poten Capital Services, putting together
a number of debt and equity financings and working on several advisory mandates.
He holds a bachelor’s degree in economics from the University of Piraeus and earned
his MBA with honors from Loyola University Chicago, where he was the Walter
E Mullady scholar.

Jan-Henrik Hiibner is the global head of DNV GLs Shipping Advisory. Together
with his team he is supporting shipping companies, ship financing banks and funds,
yards, terminals and governmental organizations across a wide range of strategic and
operational challenges, including energy management and operational improvement
programs for ship operators as well as portfolio analyses and decision support for ship
financing banks. Before joining DNV GL in 2010 he worked for nine years for the
global management consulting firm McKinsey & Company. He advised clients in
various process industries on strategic and operational challenges. Key aspects were
operational improvement programs and various aspects of energy efficiency. He grad-
uated in wood science and technology at the University of Hamburg and received his
PhD on the effects of emission trading and other aspects of environmental
economics.

Marc A. Huybrechts received a Doctor of Laws from the Catholic University of
Leuven in 1964, and an LLM from Berkeley, Boalt Hall (California) in 1966. He is
a member of the Antwerp Bar and is Emeritus Professor of Law at the Catholic
University of Leuven and at Antwerp University (Belgium). He is also Visiting
Professor at the Dalian Maritime University in the People’s Republic of China, and
at ALBA in Athens. He is Emeritus Auxiliary Justice at the Antwerp Court of Appeal
and a former board member of the Antwerp Bar; Arbitrator in the International
Maritime Conciliation and Mediation Panel (London); Editor for Transport Law
of the Encyclopedia of International Law; and member of the editorial board of
Tijdschrift voor Vervoer en Recht. He is a titular member of the Comité Maritime
International (CMI) and a member of the Law Commission to revise the Belgian
Maritime Law.

Max Johns is Managing Director at VDR German Shipowners’ Association in
Hamburg. He has taught shipping finance at the Maritime Business School of the
Hamburg School of Business Administration (HSBA) since 2008 and has become a
professor at HSBA in 2016. He holds BA and MA degtees from the Université Paul
Valéry Montpellier III in France, an MBA from KU Leuven in Belgium and was
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awarded a doctoral degree from the University of Tiibingen in Germany. He pub-
lishes frequently on maritime issues.

Basil M. Karatzas is the CEO of Karatzas Marine Advisors & Co based in New York,
a shipping finance advisory and ship brokerage firm, advising and representing ship-
owners and institutional investors on shipping and financial matters. He has an
extensive and successful record on representing, upon exclusive mandate, financial
owners of vessels seeking asset management optimization through remarketing, dis-
position, restructuring, co-investments and private placements, and has worked with
the biggest players in the industry. He is a member of numerous industry bodies and
organizations and a frequent speaker at industry conferences and a contributor to
business publications. He holds an MBA from Rice University in Houston, Texas.

Cecilie Skajem Lind is an associate in the Global Industrials Investment Banking
Group at Jefferies LLC, which she joined in August 2014. Previously she had worked
in operations and risk management at A. M. Nomikos & Son, a Greek dry bulk
shipowner and operator, and was an investment advisor at Beacon Shipping
Investments. She received an MBA from Harvard Business School and a BA (Hons)
from University College London.

Theodora Nikaki joined Swansea University in 2005 as a lecturer and was pro-
moted to Associate Professor in 2013. She is currently Deputy Head of the
Department of Postgraduate Legal Studies, College of Law. She is a graduate of the
Aristotle University of Thessalonica (LLB and LLM in commercial and economic
law, with distinction). Having worked in private practice for several years, she also
obtained an LLM degree in admiralty and maritime law from Tulane Law School
(New Orleans, USA) in 2001 with distinction. She then went to work in a maritime
law firm in the United States before undertaking her PhD degree in the carriage of
goods by sea and transport law in the UK. Her principal research interest is in the
field of carriage of goods by sea, but her interests extend to private international law
and multimodal transport. During the 2011-12 academic year she was awarded a
visiting fellowship at the Institute of Advanced Legal Studies (University of London)
and a visiting researcher position at the Scandinavian Institute of Maritime Law in
Oslo. She is an active researcher and has published in several significant journals such
as The Journal of Business Law, the Journal of Maritime Law and Commerce, the
Berkeley Journal of International Law and the Tulane Maritime Law Journal.

Simon D. Norton lectures at Cardiff Business School in the field of banking law
and regulation and financial crime, principally money laundering. He holds a doctor-
ate in shipping finance and is the course director for this subject with the Institute of
Chartered Shipbrokers, for which he has written the standard textbook. He also lec-
tures in shipping finance and maritime law at an international business school in the
West Indies. He has previously worked in the capital markets in London with a “Top
10’ Japanese finance house where he specialized in interest rate and currency swaps,
and new issues. It was here that he developed his interest in complex financial
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structures and their applicability to ship financing. He also has a current interest in
the application of Islamic finance principles and instruments to ship purchase. He
maintains his interests and contacts in the practical (as opposed to academic) mari-
time world through attendance at workshops and social engagements with bankers,
lawyers and brokers. He recently wrote a practitioner-oriented course on the com-
mercial aspects of setting up and running, from scratch, a ship-owning business.

George Paleokrassas is a partner in the asset finance group of Watson Farley &
Williams and is head of the firm’s Greek office. For more than 20 years he has worked
on a broad range of transactions in the maritime sector, acting for major shipping
lenders and shipowners in the structuring and restructuring of loan transactions, the
acquisition, sale and transfer of shipping loan portfolios, transactions involving dis-
tressed assets as well as for owners, operators and investors in shipbuilding projects,
long-term charter arrangements, leasing transactions, joint ventures and other gen-
eral corporate matters involving shipowning groups. Watson Farley & Williams is a
leading international law firm dedicated to client care, industry focus and investment
in its people, delivering valued advice on a wide range of corporate and finance trans-
actions and disputes from 14 offices in major financial centres in Europe, the Middle
East, Asia and the USA.

Lars Patterson is a graduate of the Norwegian School of Economics. He started his
working career in shipping and finance with the merchant bank Samuel Montagu &
Co and the shipbroking firm Galbraith’s (Galbraith Montagu). During his time
working for Torstein Hagen and Marine Investments S.A. he learnt to appreciate the
value of financial modeling and how the process can improve the quality of analysis
and create value for shareholders. Over the last 25 years he has been a non-executive
director, advisor and consultant to a large number of shipping companies. From
2003 to 2015 he worked as a shipping investment analyst with London-based invest-
ment manager Marine Capital Limited. Together with Marcus Martinsson he is a
founder and shareholder of Pacomarine Limited which provides software applica-
tions for the analysis of shipping investments.

Jeffrey Pribor is a managing director and Global Head of Maritime Investment
Banking at Jefferies LLC. He has more than 30 years of corporate finance and maritime
shipping experience. Prior to joining Jefferies, he was the Chief financial officer (CFO)
of General Maritime, a leading international tanker company, which he helped guide
through a pre-arranged Chapter 11 bankruptcy proceeding, and where he helped to
conduct a successful hostile takeover defense and a leveraged recapitalization with a
USD500 million special dividend to shareholders. Prior to joining General Maritime,
he was Managing Director and President of DnB NOR Markets, Inc. and a senior
banker at Merrill Lynch. He received a JD and an MBA from Columbia University and
a BA from Yale University.

Manish Singh, as a third-generation seafarer, he started his maritime career with
seagoing experience on tankers, dry cargo and self-unloaders. With over 20 years of
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industry experience, Manish has held diverse roles in ship management, marine con-
versions and infrastructure projects, offshore, marine financial and commercial ser-
vices. As Group Commercial Director, Manish is responsible for the formulation and
implementation of V.Group’s commercial and corporate strategies and leads on
acquisition projects and the Group’s legal function. Since 2007, Manish has held
senior management roles in V.Group’s corporate team, with responsibilities including
Offshore, Asset Management and Business Development for Asia region. Manish is a
Master Mariner and an MBA from Cranfield University — School of Management.
When not pursuing all things marine, Manish loves to travel, is a voracious reader,
follows folk music and plays traditional Indian percussion. Manish writes extensively
as a columnist on various industry, management journals and on his blogs.

Kyriakos Spoullos studied law in Greece and obtained his degree from the
Kapodistrian University of Athens. He obtained his master’s degree in shipping, trade
and finance from the Sir John Cass Business School of the City University in London.
He joined Norton Rose Fulbright in June 2006 from a Greek leading law firm (V&P).
He is a member of the Athens Bar and is a UK solicitor. He represents a number of
major Greek and international banks that do business in shipping as well as numer-
ous large shipping groups based or doing business in Greece; he specializes in various
finance sectors and industries, including shipping and asset finance, project finance
and structured and complex banking products. He has vast experience in big syndi-
cated and bilateral loans, secured and unsecured facilities, bond loans, restructuring
and work out arrangements, monitoring “problem” loans as well as contract negotia-
tions (i.e. charterparties, Memorandum Of Agreements (MOAs) and shipbuilding
contracts). Additionally, he has significant experience in international capital mar-
kets, M&As, Initial Public Offerings (IPOs), joint ventures schemes and sale and
purchase of shares agreements in shipping. Norton Rose Fulbright is a top 10 global
legal practice with more than 3800 lawyers and other legal staff based in more than
50 cities across Europe, the United States, Canada, Latin America, Asia, Australia,
Africa, the Middle East and Central Asia.

Nikos Stratis currently serves as a managing director with Chief financial officer
(CFO) responsibilities for Augustea Group dry bulk business unit, which collectively
controls a fleet of 35 vessels. Prior to that he co-founded Northern Shipping Funds
where from 2008 to 2014 he held positions in the fund’s investment committee and
board of portfolio companies and operated as a senior investment manager respon-
sible primarily for European and Middle East markets. His role included sourcing,
structuring and the execution of shipping investments as well as investor relations.
From 2001 to 2008 he was employed by DVB Bank, seconded to the bank’s shipping
investment fund as a senior investment manager. He was instrumental in the launch-
ing of a series of shipping funds, including the then largest Islamic Shipping Fund.
He holds a BEng and an MSc in marine engineering from the University of Newcastle-
upon-Tyne and an MSc in shipping, trade and finance from the City University
Business School, London. Prior to joining DVB Bank, he gained experience in
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various shipping firms such as Lloyd’s Register of Shipping, Aeolos Maritime and
Ionian Tugboats, where he also served as an officer on ocean-going vessels.

Philippos E. Tsamanis has been with Aegean Baltic Bank, a Greek bank specializing
in shipping finance, since its establishment in 2002. From 2006, he has headed the
Bank’s Business Development Department and since 2008 has been the Head of
Shipping. He is a member of the Bank’s Credit Committee and its Assets & Liabilities
Committee. Previously, he worked for Euro Finance Services SA (1995-2002), a
shipping finance and advisory firm specializing in the arrangement and management
of syndicated shipping loans, the handling of problematic loans/third party accounts,
and the providing of consultancy to shipping companies and banks on shipping debt
and equity capital raising. Following his graduation from Athens College, he obtained
a BA in government and economics from the University of Essex. He also holds a
master’s degree in shipping, trade and finance from Cass Business School of the City
University of London.
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1

Shipping Markets and Their Economic
Drivers

Jan-Henrik Hubner

1.1 An Introduction to Shipping

Before diving into the drivers of shipping markets and looking at their perfor-
mance, a short introduction will be given into the maritime value chain, the
various shipping segments and the types of shipping markets. An overview of
the cost structures will also help to provide an understanding of the conduct
of shipping markets.

1.1.1 The Maritime Value Chain

Numerous types of economic participants with specific functions constitute
the maritime value chain. From a shipping finance perspective, the yard, the
owner, the charterer and of course the capital are obviously the most important
ones. A broader view of shipping markets, however, requires attention also
be given to ship managers, freight forwarders, cargo owners, brokers and all
types of other market participants. Depending on the shipping segment, these
functions are typically combined (integrated) to a different degree. In general,
everything between a single purpose company and a fully integrated shipping
division or a larger corporate structure is feasible. For an overview see Fig. 1.1.

J.-H. Hiibner (=)
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Fig. 1.1 The maritime value chain (Source: Own graph)

1.1.1.1 Ship Owner

The ship owner is a person, a company or an investment fund which acquires
a vessel from a yard or from the second-hand market to hire it out to a char-
terer. The owner’s earnings are the difference between the charter rate and
the sum of the costs incurred by owning the vessel (interest and repayments,
potentially subject to exchange rate fluctuations, are the capital expenses—
CAPEX) and making it available (maintenance and repair, including dock-
ing, stores and lubricants, crewing, insurance as well as management and
administration are the operating expenses—OPEX). The owner mandates a
ship manager to run the vessel with crew, maintenance and so on (technical
ship management) and to market the vessel to charterers (commercial ship
management). The latter can be facilitated via a ship broker. On the income
side, the owner’s risks lie in the charter rate, employment and the lifetime of
the vessel with regard to the second-hand value (for ongoing employment or
scrapping). On the cost side, both OPEX and CAPEX bear risks for the earn-
ings. The risk with regard to the earnings potential of other voyage related
costs (which are primarily fuel and costs of port and passage (canal fees))
can lie with the owner or with the charterer/operator (for more details see

Figs. 1.3 and 1.4).

1.1.1.2  Shipyards

Vessels are built, maintained, repaired and eventually scrapped (recycled) in
shipyards. Traditionally, yards offered all three services (newbuilding, main-
tenance and repair) but further specialization has taken place during recent
decades. Scrapping in yards, as opposed to beaching vessels (dismantling
of vessels purposely run aground), develops with increasing environmental
regulations. With respect to shipping finance, yards mainly interact with
shipowners during the newbuilding stage, and with ship managers who take
care of maintenance and repair of the vessel during docking on behalf of the
owner.
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1.1.1.3 Charterers

The charterer’s business is to hire a vessel from the shipowner and sell transport
services to a cargo owner or freight forwarder. In some segments, the charterer
may also be called the operator. He or she may provide this transport service on
fixed routes and schedules doing “liner” business, as is typical in container ship-
ping, or employ the vessel based on a single (or trip-by-trip varying) cargo owner’s
requirements, as is typical in bulk shipping for example. The charterer’s business
risk lies in the spread between the existing charter contract and the freight rate
development, and in his or her ability to udilize (fill) the vessel efficiently. The
charterer may use brokers to charter the vessel and sell transport services.

1.1.1.4 Cargo Owners

Cargo owners want their raw materials or goods to be supplied to an intended
destination. Depending on their annual transport needs and volumes, they
either buy transport services directly from the owner, acting as a charterer
themselves (common e.g. in the iron ore and crude oil business), from the
charterer/operator (common e.g. for large consumer goods customers or
in project cargo) or from a freight forwarding company (common e.g. for
smaller volumes of containerized cargo). The cargo owner’s commercial risk
lies in the development of freight rates.

1.1.1.5 Freight Forwarders

Freight forwarders provide transport and related services to cargo owners,
whose limited regular demand for transport does not justify a logistics depart-
ment of their own with all the required functions and expertise. Rather, they
buy transport services from the vessel’s charterer/operator and sell it on to
cargo owners. In container shipping, freight forwarders are among the biggest
customers of container liners. As freight forwarders typically pass on the actual
costs of the transport service and gain their earnings from a fairly stable mark-
up for their services, their exposure to freight market rate volatility is rather
moderate. Their risk lies rather in the variability of demand for their services.

1.1.1.6  Ship Managers

A ship manager is mandated by the shipowner to run and maintain the ves-
sel (technical management, crewing) and market it to charterers (commercial
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management). All the operating expenses of the vessel are borne by the owner,
based on pre-agreed crewing and the OPEX budget. The ship manager typi-
cally receives a fixed annual fee to administer the vessel. Hence, he or she is not
directly exposed to charter rate volatility. Only a limited share of ship manage-
ment contracts is related to the charter rate earned or to performance indicators.

1.1.1.7 Brokers

Brokers with various specializations act as intermediaries in shipping markets.
Yard brokers facilitate contracts between yards and shipowners, especially in
newbuilding, but also for repair and regular docking. Shipbrokers support
the S&P of second-hand tonnage as well as the chartering of vessels (linked
to commercial management). Freight brokers can facilitate larger freight con-
tracts, for example in bulk and project cargo.

1.1.2 The Shipping Segments

According to Clarkson Research Services Limited (2014), the global mer-
chant fleet comprised about 88,000 vessels above 100 GT (gross tons, a mea-
sure for a ship’s volume), worth about USD900 billion in spring 2014. The
main segments are bulkers (36% of GT at 10,046 vessels), crude and product
tankers (23% of GT at 9,243 vessels) and container vessels (17% of GT at
5,087 vessels). Significant by number but small in terms of gross tonnage
are also tugs (<1% of GT at 16,297 vessels), general cargo (“other dry”, 6%
of GT at 15,837 vessels), offshore vessels (4% of GT at 10,199 vessels). For
more details, see Fig. 1.2. Looking at the distribution from vessel value or
value of goods shipped, container vessels gain share compared with tankers
and especially bulk carriers.

1.1.3 The Various Shipping Markets

A single vessel is subject to various shipping markets. The newbuilding market,
the S&P market and the demolition market look at the ownership of the ves-
sel, while the freight market (time charter and voyage charter, amongst other
forms of charterparties) looks at the transport service of the vessel. Another
differentiation of shipping markets has also been provided by Stopford (2009).
The key markets will be introduced briefly in the following, while a more
detailed explanation of the market drivers can be found in Chap. 2.
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Fig. 1.2 Overview of the global merchant fleet (Source: Clarksons)

1.1.3.1 The Newbuilding Market

Usually buyers of vessels enter the newbuilding market as they either want to
employ the vessel on their own, assuming future employment on the freight
market, or plan to charter it out either based on a long term contract they
have already agreed or on speculation of a good spot (voyage) market. They
will accept about two years of waiting time for a newbuild, as opposed to
purchasing existing tonnage, if no suitable vessels (size, efficiency, etc.) are
available on the second-hand market. When shipping markets are booming
and yard slots are scarce, yards show a limited willingness to change specifi-
cations relative to their standard designs. When markets are low, buyers can
tender their newbuilding order amongst several qualified yards, especially if
they are looking at a series of vessels. Typically, newbuilding prices of different
segments of vessels develop largely in parallel (see Sects. 1.4, 1.5 and 1.6 and
Figs. 1.11, 1.18 and 1.26), as many yards are flexible.

1.1.3.2 The S&P Market

The S&P market structure and conduct depend on the phase of the ship-
ping cycle. At advanced recovery and peak times, the S&P of vessels is typi-
cally a very simple private transaction between seller and buyer, facilitated
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by one or two shipbrokers. The banks of the seller and buyer are involved
but don't play a major role in the transaction. Second-hand prices are based
on recently reported transactions of “similar” vessels and the indices built
on them. During heydays, buyers are focused on the availability of vessels
judged on their condition solely on the records provided by the seller, and pay
hardly any attention to energy efficiency. Second-hand prices can even exceed
newbuilding prices due to their immediate (or prompt) availability. Conduct
changes when markets fluctuate. Banks become more active and may initiate
an auction if the owner isn’t able to service the loan or put the vessel up for
sale on their own initiative. Vessel condition and energy efficiency are looked
at more carefully, though the reported prices seem to reflect differences in
efliciency to a limited degree only. Overall, about 1,000—1,200 merchant ves-
sels are traded per year. In relative terms, bulkers and tankers are traded about
twice as often (¢.6% per year when comparing reported transactions with the
existing fleet) as container vessels (¢.3% per year).

1.1.3.3 The Demolition Market

The final stage of a vessel’s economic life cycle is the demolition market.
Vessels are bought based on their scrap value, which is determined by their
lightweight tonnage (LWT). Buyers pay a certain price in USD per LWT. The
owner either sells the vessel directly to a scrap yard or uses a cash buyer for
the vessel’s last journey. The price differs depending on the environmental
care that will be required during scrapping. Qualified scrapyards typically pay
lower prices than cash buyers who beach the vessel. With upcoming regula-
tion at the EU and global level (the Hong Kong Convention), more environ-
mental care will be enforced.

1.1.3.4 The Charter Market

Charter markets for ships subdivide into voyage charter (also referred to as
spot charter) and time charter. Both are differentiated by the duration of the
contract and some related obligations. A voyage charter contracts a vessel to
transport a certain cargo between two specified ports. This is common in
dry-bulk and tanker shipping. A variation is the contract of affreightment
(COA), where a shipowner agrees to ship a certain amount of cargo between
two specified ports in a series of shipments within a certain period of time. If
time allows, he or she can perform other voyage charters in between. Pools of
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vessels, which could be seen as another variant of voyage charter, are groups of
comparable bulkers or tankers which are marketed jointly and share income
according to a specific agreement. A time charter fixes the vessels for a certain
period of time (between two months and ten years). While time charter is
basically the only charter contract relevant in container shipping and in all
segments with vessels built to purpose (e.g. ferries, cruise, offshore), other
merchant segments like dry bulk and tanker use both time and voyage charter.
The charterer can dispose of the vessel during the charter period, potentially
even performing voyage charter trips for other cargo owners. A bareboat char-
ter is a variant of a time charter in which the charterer takes care of the crew-
ing and maintenance. Bareboat charter is common if the owner is a financial
investor who is not involved in shipping operations.

1.1.3.5 The Freight Spot Market

While the charter market refers to the transport capacity of the entire vessel,
the freight market just looks at parcels smaller than a total vessel. Today, as
tramp shipping with part-loads of mixed cargo does not play a major role
anymore, freight markets with small parcel sizes are most relevant in container
shipping. Besides the regular rate announcements of the leading container
lines, the Shanghai Containerized Freight Index (SCFI) is the typical refer-
ence for freight rates of container shipments, for example from Shanghai to
Northern Europe. Alliances, in turn, must not align freight rates, but share
the cargo capacity of vessels to increase their utilization. In dry-bulk and
tanker shipping, freight spot markets correspond to voyage charter fixtures, as
the traded parcels typically match vessel capacities.

1.1.3.6 Forward Freight Agreements

Forward freight agreements (FFAs) are derivatives instruments used to hedge
freight rates against future market developments, based on a specified single
freight route, a basket of freight routes or a freight index (such as the Baltic
Dry Index—BDI). FFAs are principal-to-principal contracts between actual
buyers and sellers of transport services in an over-the-counter (OTC) market
typically facilitated by a freight broker, or they are exchange-based on regu-
lated derivatives exchanges. FFAs are common in the dry bulk and tanker
market. More details about the freight derivatives market and their instru-
ments can be found in Chap. 15.
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1.1.4 Cost Structures in Shipping

The last aspect to be mentioned before looking into the drivers of shipping
markets are the cost structures and the “Who bears what cost?” category. As
the cost structures differ significantly between vessel segment, speed, bunker
price and other factors, two examples will suffice at this point to illustrate
what the different shipping markets cover.

Figure 1.3 shows the cost structure of a midsize container vessel at today’s
speed pattern and a bunker price of 600 USD/t heavy fuel oil (HFO). The
owner bears the capital costs (CAPEX) as well as the fixed and some voy-
age related operating costs (OPEX) of the vessel, and charters it out in a
time charter contract to an operator who additionally bears the bunker costs
and terminal charges. From the owner’s perspective, about two-thirds of his
or her costs are capital costs (interest and repayment) while about one-third
are operating expenses. All these operating expenses are handled typically via
a ship manager who crews, runs and maintains the vessel on behalf of the
owner. From the operator’s perspective, charter is about one-third of total
costs; bunker and terminal charges each about one-fourth; and other costs of
passage and port (canal, tugs, etc.) make up the rest.

Figure 1.4 shows the cost structure of a very large crude carrier (VLCC)
at today’s speed pattern and a bunker price of 600 USD/t HFO. The owner
charters out the vessel in a voyage charter contract to a cargo owner (e.g. an oil
major). In this case, the owner bears all costs (CAPEX, OPEX as well as bun-

ker) and receives the voyage charter rate from the cargo owner. In his or her

Terminal
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100
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| er—
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Fig. 1.3 Cost structure of a panamax container vessel (Source: Own model)
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Fig. 1.4 Cost structure of a VLCC (Source: Own model)

cost structure, bunker accounts for 40-50% of total costs, CAPEX for about
one-fourth, OPEX for about one-fifth, and the rest consists of costs of passage
and port. The higher cost shares of fuel and some OPEX items for a VLCC,
compared with a container ship, might be surprising at first sight. However,
the cost shares in container shipping are significantly diluted by the high ter-
minal costs, with each container move accounting for about USD250.

1.2 The Drivers of Shipping Markets

Markets are the simple mechanism that determine optimal volumes and prices,
based on demand and supply. External influences and boundaries, behavior-
related imponderabilities, timing effects and other “disturbances” complicate
real markets, as opposed to simplified market models. This also applies to ship-
ping markets, the newbuilding and S&P market as well as charter and freight
markets. This section provides an overview of the drivers of demand and sup-
ply for tonnage and transport services and also for shipping market perfor-
mance and cyclicality. The specifics for the dry-bulk, tanker and containership
shipping markets will constitute subsequent sections; together these sub-seg-
ments represent 27% of all merchant vessels, but make up 76% of gross ton-
nage and, presumably, a similarly high share of the total fleet value. In many of
the smaller segments, the vessels are designed and built for a specific charterer
(e.g. ferries and cruise ships as well as offshore) rather than for a general market,
which results in less liquidity and markets with many characteristics. Hence,
a detailed discussion of these segments would exceed the scope of this book.
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1.2.1 Demand for Transport Capacity

The development of the world economy, measured in gross domestic prod-
uct (GDP), is the first and most important driver for shipping markets.
Nevertheless, it is obviously less the pure number of “global GDP” which is
driving the need for transport work but more the way the regions interact and
generate global GDP. Some global megatrends underlie economic develop-
ment. Fang et al. (2013) assume the global population will grow from 6.9
billion people in 2010 to about 8.0 billion people in 2030, with 96% of
population growths coming from developing countries. The population in
developed countries will decline, in turn, and increase significantly in age.
Urbanization will continue, with more and more megacities being located by
the sea and having direct access to international trade.

Political decisions co-determine how the global megatrends translate into
trade and shipping. Are capitalism, free trade and Western lifestyle the aim of
sociocultural evolution? What would these mean in terms of resource require-
ment and production? How will we react to climate change and global debt?
Is inequality needed to fuel economies? Different answers and political path-
ways to these questions are conceivable and will affect shipping. Regional
trade blocks in Europe (the EU), North America (NAFTA), Southeast Asia
(ASEAN), among others, may continue to stimulate trade within their own
areas. The World Trade Organization (WTO) may come to further global free
trade agreements, reducing the relevance of regional trade blocks. A back-
wards trend with more economic sanctions, isolation and nationalization of
economies is also possible.

Under the more likely political pathways, some economists estimate global
GDP will more than double or nearly triple between 2010 and 2030, with
China as one of the main drivers, potentially resulting in a 20% share of
global GDP in 2030, and India and Brazil as new entrants into the global Top
5 besides the USA and Japan (Fang et al. 2013). These economists assume the
purchasing power in Asia will increase by a factor of 8 by 2030, while granting
a factor of 3 only to the OECD countries.

However, looking ahead, many uncertainties have the potential to affect
trade flows and shipping. Geopolitical and social conflicts, such as the tense
situation between Ukraine and Russia or the Arab Spring and radicalization
in some Islamic countries in the Middle East, limit economic development
and trade in these regions. Environmental regulation impacts upon trade
flows (e.g. an accelerated nuclear phase that drives out the trade in liquefied
natural gas (LNG) ). Economic challenges lie in the high debts of coun-
tries and private households, and an excess of liquidity due to cheap central
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bank money (stimulus packages) along with a deflation risk and devaluation
of certain currencies, leading to drastic effects on exchange rates (currency
war). Kim (2014) argues that an “end of normal” scenario (high debt, no
or negative growth) is 40% probable, that a “new normal” (high debt, slow
growth) is 50% probable, while attaching just a 10% probability to the
“back to normal” scenario (high debt, strong growth). The nearly “tradition-
ally” good prospects for China also seem to have become cloudy lately. A
cooling down of the real estate boom bears some risk for the hard landing of
the shadow banking sector. Despite growth rates of still about 7%, China’s
decelerating GDP growth seems to have begun to follow the earlier trends
of more mature economies such as Taiwan, South Korea and Japan (De la
Rubia 2014).

The question now is how global GDP—or rather the way the regions col-
laborate and generate global GDP—can translate into seaborne trade. The
basic economic principles of the “division of labour” (Adam Smith, 1776,
in 7he Welfare of Nations), the “comparative advantages” of nations and their
effects on foreign trade (David Ricardo, 1817, in On the Principles of Political
Economy and Taxation), and globalization with continued relocation of pro-
duction and processing from developed to emerging countries are well under-
stood. According to Stopford (2009) the “west line” in the development of
sea trade started in 3000 BC in Mesopotamia. While these classical theories
apply evidently to trades between countries with differing factor endowments
(e.g. raw materials), they seem to lack reasoning regarding intra-industry
trade, which means export and import of the same type of goods by one
country (e.g. cars from Germany to Korea and back). However, as the “same
type of good” does not mean the “same product”, intra-industry trade can be
understood via economies of scale by limiting the variety of production in one
country while exchanging with another (the “new trade theory” attributed to
Paul Krugman).

It is difficult to forecast seaborne trade based on the development of global
economic indicators. Looking at seaborne trade in total—not yet at specific
segments—economists are not very successful in their attempts to correlate
GDP growth with trade growth. Even the International Monetary Fund
(IMF) and leading banks don’t have a conclusive explanation as to why 3.4%
GDP growth in 2012 resulted in just 2.8% trade growth, while 3.9% GDP
growth resulted in 5-6% trade growth in 2015 (Kounis 2014). Also, the
indicator “seaborne trade per capita’—with 2.5-5.5 tons in OECD coun-
tries, about 1.5 tons in China and below 1.0 tons in most of South America,
India and Africa—is just an indication that the latter countries will catch
up in trade volumes (Clarkson Research Services Limited 2014). Obviously,
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a segment specific perspective is needed to forecast shipping markets, rather
than a bottom-up approach, segment by segment.

1.2.2 The Supply of Transport Capacity

The supply side of shipping markets is determined by the existing fleet, new-
buildings and scrapping. The laying-up of vessels and the variation of vessel
speed offer some flexibility to react to supply—demand imbalances. A high
level overview of the existing fleet was given in the previous section 1.1.2.
According to Clarkson Research Services Limited (2014), historical new-
building orders had an average of about 2,200 merchant vessels and about 65
million GT per year in the time frame 2000-2013. With less than 20 million
GT, average annual scrapping was by far lower, resulting in an annual fleet
growth of 4.9% (in GT) during 19962013, with a peak of 6.5-8.0% in each
year between 2005 and 2011. This compares to a growth in tonnage require-
ment (trade) of 3.9% in the time frame 1996-2013.

Newbuilding and scrapping activities are increasingly pushed by changes
in regulatory boundaries, infrastructural limitations and factor costs. On
the regulatory side especially, environmental requirements (double hulls for
tankers in the 1990s, sulfur emission limitations in emission control areas
in the 2000s and upcoming ballast water treatment) have put pressure on
existing vessels and accelerate their economic aging. Increasing bunker prices
and upcoming ECO designs with 30% better energy efficiency at today’s
operating profiles force less efficient vessels to leave the market. The “cascad-
ing effect” of using the largest possible design on a given route acts in the
same way. Also, the extension of the Panama Canal and the Suez Canal, the
newbuilding of the Nicaragua Canal and the potential opening of the Arctic
route will shake up the existing fleet and open up opportunities for larger
vessels with lower specific transport costs.

The slowing down of vessels during the current shipping crisis in order
to benefit from lower bunker costs per 1,000 cargo miles had a positive side
effect for shipowners. In the container segment about 2.0 of 17.0 million
TEU (12%) are absorbed compared to pre-crisis speed patterns (Alphaliner
2015). The laying-up of vessels has a similar effect: capacity is temporarily
removed from the market. Visibility is best in the container sector, as vessels
are typically on time charter contracts. As late as 2014/early 2015, 110-120
vessels with a total capacity of 230,000 TEU have been laid up, equaling
1.3% of the total container fleet. During the trough of the crisis, lay-ups
peaked at nearly 600 vessels, five times as many as today (Alphaliner 2015).
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More specific developments on the supply side in dry-bulk, tank and con-
tainer shipping will follow in the respective chapters below.

1.3 Shipping Market Performance

Although shipping enjoys a fairly stable increase in transport demand of
about 4% per annum in the long run, it regularly suffers from strong cyclical-
ity. Stopford (2009) differentiates three cycle lengths in shipping: seasonality,
mid-term cycles of about seven years and long-term cycles of 30 years and
more. Seasonality originates from fluctuations on the demand side. While
transport capacity is largely fix within a 12-month time period, transport
demand—for example, from consumer goods being shipped from China to
Europe in the fall for the Christmas business, or not being shipped during the
Chinese New Year in February—varies and, as such, impacts on the utiliza-
tion of container vessels and the respective freight rates. This effect can be
easily traced in the development of the SCFI.

The actual challenges for shipping investments are the mid-term cycles. In
contrast to seasonality, they are largely supply driven, with a few exceptions
from external shocks to the demand side (for example, the financial crisis
that followed the collapse of Lehman Brothers Bank in 2008). Against the
background of a fairly stable increase of 4% per year of the global transport
demand, the regular oversupply in shipping is “home made”. This originates
from timing effects and mass psychology on very fragmented markets with low
entry barriers for vessel ownership. Two to three years lead time from order
to delivery of a vessel regularly leads to significant over-ordering when charter
rates are good. A well-known actor typically starts the order rally, potentially
backed with long-term charter contracts. Many others follow, trusting his
or her market judgment (e.g. favorability of ECO ships, the need for LNG
carriers) and hoping to find employment for their additional vessels, even if
they have not backed the orders with charter contracts yet. The availability
of yard capacity and financing may be limiting factors for these followers at
times, but usually there are no real entry barriers (e.g. private equity firms
and export credit agencies step in when regular ship financing gets scarce). As
soon as the vessel is delivered, it supplies capacity for the next 25 years. With
a typical split of 60% CAPEX and 40% OPEX from the owner’s perspective,
shipowners may accept the temporary employment of their vessels at cash
costs (OPEX plus interest share of CAPEX) or marginal costs (OPEX or even
just the OPEX of the vessel in operation minus the OPEX of the vessel laid

up), which puts pressure on the charter rates on the market. A market collapse
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results in reduced orders, but, due to time lags, it may take years for the excess
capacity to be absorbed by the global trade growth. Stopford (2009) analyzed
that cycle lengths came to an average of seven to even ten years peak-to-peak,
but discovered a quite high volatility of the cycle length.

The long-term cycles of 30 and more years are less relevant for shipping
investments, as their length exceeds a vessel’s economic life cycle and especially
their amortization schedule. More research would be needed to bridge them
to the long waves of about 50 years identified by Kondratieff and Schumpeter,
who link them to major technical innovations. Yet, Kondratieff cycles and
long-term shipping cycles don't seem to match fully.

Given the cyclicality of shipping markets, many shipowners do their busi-
ness with the ambition of earning at least cash costs during the bad times and
to survive and earn high margins during the few good years. Operators of ves-
sels typically own a certain number of the vessels they run, while chartering
the other ones. They typically keep vessels throughout their lifetimes (as their
business model is the provision of a transport service rather than asset play),
while riding the cycle with the chartered ones.

Looking at the earnings of merchant vessels in total, a few composite indi-
ces can be used. Best known is the ClarkSea Index, a weighted average of the
charter income (before deduction of OPEX and CAPEX) from tankers, bulk-
ers, container vessels and gas carriers (see Fig. 1.5). To determine the ability
to service CAPEX and potentially get a return on investment as an owner,
OPEX (the costs of maintenance and repair, including docking, stores and
lubricants, crewing, insurance as well as management and administration)
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Fig. 1.5 Earnings in merchant shipping since 1965 (ClarkSea Index) (Source:
Clarksons)
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of currently about USD500 per day on average over the four vessel segments
need to be deducted. It needs to be noted that the index is quoted in nominal
terms. An average annual increase of the ClarkSea Index of 3.1% (the slope
of the linear regression from 1965 to 2013) may be compared to an average
USD inflation rate of 4.2% in the same time frame. This development has
increasingly put pressure on the profitability of shipping, even if the 4.2%
refers to the USA and not necessarily to global shipping factor costs.

1.4 The Bulk Shipping Market
1.4.1 The Structure of the Bulk Shipping Market

The bulk shipping market comprises about 10,000 vessels with a total ton-
nage of about 400 million GT (a 36% share of the total merchant fleet). The
main sub-segments with their cargo capacity are listed in the table below. Size
ranges per sub-segment may vary slightly depending on the source.

Very large ore/bulk carrier (VLOC/VLBCQ) 200,000-400,000 dwt
Capesize 100,000-200,000 dwt
Panamax 65,000-100,000 dwt
Handymax 40,000-65,000 dwt
Handysize 10,000-40,000 dwt

In addition, there are further sub-segments named according to infrastruc-
tural limitations (e.g. Kamsarmax with length up to 229 meters, Newcastlemax
with beam up to 47 meters) and cargo owners (e.g. Valemax with 400,000
dwt). Further differentiation comes with the vessel’s equipment (e.g. geared vs
gearless). As outlined before, both voyage charters and time charters are com-
monly used for chartering contracts in dry-bulk shipping.

1.4.2 The Drivers of the Bulk Shipping Market

The main products in bulk shipping are coal, iron ore, grain and various
minor bulks such as rice, sugar, wood chips, fertilizers and cement. According
to Torp (2014), global dry-bulk shipping amounted to 4.3 billion tons in
2013 with a 29% share of coal, 27% iron ore, 14% grain/oilseeds/sugar and
30% minor bulks. Since 2004, dry-bulk shipment grew with a compounded
annual growth rate (CAGR) of 5.6%, showing a good correlation of devel-
opment with global GDP. In 2013, 40% of global dry-bulk shipments were
imports to China, of which 67% was iron ore and 27% coal.
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In 2013, 75% of global ore shipments were going to China. Since 2008,
China has been importing more ore than all other countries together
(De la Rubia 2014). From 2013 to 2014, its iron ore imports were projected to
grow from about 800 million tons to 900 million tons. China imported about
1.3 times as much as the big four iron ore producers Vale, Rio Tinto, BHP
Billiton and FMG jointly produce (Zhang 2014). The main production and
shipments originate from Australia and Brazil (each with about 20% of global
reserves). This strong increase of Chinese ore imports has been driven by a
similar increase in the output of the country’s steel mills. The domestic supply
of iron ore couldn’t keep up with the demand and is continuously losing its
share against imports. With China’s GDP growth slowing down from above
10% during recent years to the roughly 7% that economists expect, and espe-
cially with construction activity shrinking for the first time in a decade, crude
steel production and ore imports are likely to slow down over the coming
years, though increasing steel exports may compensate for a slowing domestic
demand to some degree (Zhang 2014). At the same time the big mining com-
panies are undergoing a heavy expansion scheme, which is expected to increase
the global iron ore supply substantially for the years to come. Just Vale’s plans
to double iron ore exports until 2020 could potentially create demand for 230
additional Capesize bulk carriers. Other significant recent developments in the
dry-bulk markets have been two agreements between Vale and two Chinese
state companies to coordinate the shipment of iron ore. The cooperation
between Vale and Cosco involves the newbuilding of ten VLOCs of 400,000
dwt each. In addition, Cosco will take ownership of four of Vale’s existing
VLOC:s. In the other agreement, Vale will cooperate with China Merchants
Group in a newbuilding program for ten VLOCs (DNV GL 2014).

Even if most global coal production is used in domestic markets (e.g. inside
China), coal lies ahead of iron ore with 29% of global dry-bulk shipments.
India and China are the biggest importers; Australia and Indonesia the big-
gest exporters (Fang et al. 2013). While China’s domestic coal production
is flattening, imports cover the gap, resulting in fast growth in coal imports
(Torp 2014). However, environmental challenges are forcing tighter regula-
tion: China announced that it would restrict the production, consumption
and import of coal with high impurity levels in a bid to fight smog, much of
which is caused by using coal for heating and electricity. However, the pos-
sible effects on seaborne coal imports are difficult to predict. Firstly, it remains
to be seen to whom the restrictions will apply, since there is some confusion
as to which industries will be affected. Secondly, if domestic coal production
cost starts to rise, the cleaner coal from sources far away from China could
be more cost competitive, potentially increasing long-distance tonne-miles

(DNV GL 2014).
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Fig. 1.6 Dry bulk demand development (seaborne trade) (Source: Clarksons
(2008-14, actuals), DNV GL (2015/16 projections))

The markets for grain, oil seed and sugar are also assumed to grow. Some
forecasts have a 50% growth from 2010 to 2030 with the USA and Russia
remaining as the main exporters, and Africa, Latin America, the Middle East
and Southeast Asia being the main importers (Fang et al. 2013).

1.4.3 Bulk Shipping Market Development
1.4.3.1 The Demand Side

As indicated above, the dry-bulk seaborne trade grew steadily over the past
ten years with an exception in 2009 only. From 2008 to 2013, the CAGR
amounted to 5.6% (Clarkson Research Services Limited 2015b) and the jour-
ney is expected to continue for the next couple of years with a CAGR of 4.7%
for 2013 to 2016 (DNV GL 2015). Figure 1.6 shows the development by
type of cargo since 2008.

1.4.3.2 The Supply Side

During recent years, the fleet has grown above transport demand. The CAGR
from 2008 to 2013 was 11.2% and is expected to be 4.0% from 2013 to
2016 (IHS Maritime & Trade 2015). Figure 1.7 shows the development by
sub-segment since 2008.

This fleet growth originated from a contracting boom in 2010, which
resulted in strong deliveries in 2011 and 2012, when even high scrapping
activity could not balance supply with demand (IHS Maritime & Trade
2015). Strong contracting in 2013 and 2014 will result in a further imbalance
shortly. Figure 1.8 shows contracting by sub-segment since 2008, and Fig. 1.9
shows deliveries and removals.
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Fig. 1.7 Dry bulk fleet development (Source: IHS Maritime & Trade)

mDWT
VLBC Panamax Il Handysize

120 Il Capesize Il Handymax
100

” |

“ m

40 |

20 - ] . [ |
- - |

|
| |
2008 2009 2010 2011 2012 2013 2014 2015 2016

0
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Fig. 1.9 Dry bulk (expected) deliveries and removals (Source: IHS Maritime &
Trade)

1.4.3.3 Earnings

The earnings of bulkers can be expressed in one-year time charter rates (see
Fig. 1.10 and Clarkson Research Services Limited 2015b) or on an aggre-
gated level in the BDI. With the financial crisis of 2008 and its impact on the
world economy, charter rates of Capesize bulk carriers dropped from about
USD130,000 per day in 2008 to just slightly above USD20,000 per day
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Fig. 1.10 Dry bulk, one-year, time charter rates (Source: Clarksons)

(a decrease of 85%). An increase to nearly USD40,000 per day in 2009
resulted in the order boom of 2010, which again put pressure on rates. In
the smaller bulker segments the drop in 2008 was slightly lower. Since 2011,
interestingly, the charter rates of Handysize, Handymax and Panamax bulk
carriers hardly differ from each other. Looking ahead, the expected increase in
transport demand for dry bulk should help earnings, but the strong contract-
ing in 2013 and 2014 is likely to put continuous pressure on the rates.

1.4.3.4 Prices

Newbuilding and second-hand prices follow earnings. While the correla-
tion between earnings and second-hand prices seems very high (they have
dropped by about 60-70% since 2008), newbuilding prices follow earn-
ings more moderately (they dropped by about 50% compared with 2008).
The explanation lies in the shorter remaining lifetime (and thus investment
horizon) of second-hand vessels compared with newbuildings. Figure 1.11
(Clarkson Research Services Limited 2015b) also shows that in the boom
times the prices of second-hand vessels exceed those of newbuildings due to
their immediate availability. The net present value of the second-hand vessels
is mainly driven by the immediate high earnings during the current boom and
only to a smaller degree by the cash flows of the mid and longer-term future.
Due to the time lag between order and delivery, newbuildings may not benefit
anymore from the current boom. Their net present value is rather driven by
the mid and longer-term earning potential.
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1.5 The Tanker Shipping Market

1.5.1 Structure of the Tanker Shipping Market

The tanker market comprises about 9,200 crude and product tankers with a
total tonnage of about 265 million GT (a 23% share of the total merchant
fleet) and about 1,600 liquefied petroleum gas (LPG) and LNG tankers of
about 50 million GT (a 4% share of the total merchant fleet). The main sub-
segments with their cargo capacity are listed in the table below. Size ranges per
sub-segment may vary slightly depending on the source.

From a loading capacity (deadweight) perspective, the sub-segments appear
to be overlapping. The difference, however, lies in the type of cargo; for exam-
ple, that between crude oil (dirty tank cargo) and products and chemicals
(clean tank cargo). As outlined earlier, both voyage charters and time charters

are commonly used charter contracts in tanker shipping.

Crude Ultra large crude carrier (ULCC)
VLCC

Suezmax

Aframax

Panamax

Handysize

Long range 2 (LR2)

Long range 1 (LR1)

Medium range (MR)

LNG

LPG

Ethylene and other gas carriers

Product

Gas

>320,000 dwt

200,000-300,000 dwt

115,000-200,000 dwt

70,000-115,000 dwt

50,000-70,000 dwt

10,000-50,000 dwt

80,000-160,000 dwt

55,000-80,000 dwt

25,000-55,000 dwt

Differentiated by volume and tank type
Differentiated by volume and tank type
Differentiated by boiling point of the gas
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1.5.2 Drivers of the Tanker Shipping Market

The main products in wet tanker shipping are crude oil and chemical prod-
ucts. “Dirty tankers” typically carry crude and heavy oil, while “clean tankers”
carry refined petroleum products and chemicals. Seaborne crude trade is esti-
mated at 37 mbpd (million barrels per day), while product trade is at about
22 mbpd (Clarkson Research Services Limited 2014).

In 2011, the main crude oil importers were Europe, North America,
China and South Asia. Exports mainly came from the Middle East, Africa
and the Commonwealth of Independent States (CIS), the regional organi-
zation whose participating countries are the former Soviet republics. Until
2030, economists are assuming strong import growth in China (even a tri-
pling by 2030), South Asia and Southeast Asia, while exports are expected
to grow from the Middle East and Africa. It is assumed that these trends
will result in a massive increase in crude oil trade from the Middle East
eastwards to China and other Asian countries (Fang et al. 2013). Russia and
the USA are likely still to be the main producers in 2030, but uncoupling
to some degree from seaborne crude trade. The USA is expected to develop
from a crude importer to an increasing exporter of oil products and, poten-
tially, even crude, due to the tight and shale oil “revolution” initiated by the
wide use of hydraulic fracking in domestic oil and gas exploration. The new
production technology has added 3 mbpd of production over the past two
years and is now the highest since 1986. The drop in US crude imports,
however, is likely to be (over-) compensated by the increase of Chinese
crude imports (Sand 2014). Looking at the impact on crude oil tanker
demand, the trend may even be positive, as relatively short voyages from
West Africa to the USA are replaced by longer voyages to China/Asia. The
longer hauls are said to lead to a 2.1% increase in tonnage demand (DNV
GL 2014). Mid and longer-term development depends on the success of
Saudi Arabia’s attempt to force US tight and shale oil and gas producers
out of business, with extremely low oil prices based on high production
volumes. The continued low price environment obviously creates financial
problems for costly US tight/shale oil producers but also for many other
members of the Organization of Petroleum Exporting Countries (OPEC),
who might try to influence Saudi Arabia to reduce production to sustain-
able price levels again. The use of VLCCs as floating storage is a temporary
effect of a low oil price.

Trade with petroleum products and chemicals is less straightforward
than crude oil trade. There are trends towards more local value add, with
investments into refinery capacity in China, in the Middle East and in the
USA, though build up in Latin America and Africa is limited; Europe is by
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comparison losing refining capacity. This indicates a need for more long-haul
product trade through the Atlantic towards Europe which seems to have
stimulated the heavy contracting of LR2 product tankers in 2013 (Hartland
Shipping Services Ltd 2014). The demand increase for MR product tankers
appears to be fueled by intra-Asia trades but may cool down again as soon as
Chinese refinery capacity is up and running,.

Looking at gas tankers, LNG needs to be differentiated from LPG and
other gaseous products such as ethylene. LNG faces a boom as an energy
source, especially since the Fukushima Daiichi accident in Japan in March
2011, with the increasing political intention to phase out nuclear power in
many developed countries. Major investments into production and liquefac-
tion capacity are currently being made in the Middle East, the USA, Australia,
West Africa and Malaysia. Also, for the Arctic region there are plans for LNG
floating production storage and offloading (FPSO) and floating storage and
regasification units (FSRUs) (Roger et al. 2014). If these plans materialize,
they will have a very significant impact on the need for VLGCs. For US
exports alone, 80—130 LNG carriers could be needed by 2020. The pace and
extent of this development, however, also depend on the development of the
price of crude oil.

1.5.3 Tanker Shipping Market Development
1.5.3.1 The Demand Side

Opverall, seaborne crude trade was steady in 2014 with about 37 mbpd. Due
to longer hauls from West Africa to Asia, instead of shorter transatlantic routes
to the USA, the deadweight demand increased by about 2.1%, which was
mainly covered by the larger sub-segments (VLCC demand grew by about
4.2%). Also, floating storage has started to absorb capacity. Mid-sized crude
tankers, as Aframaxes, suffered from lower European imports. Looking ahead,
there is significant uncertainty, driven by the development of the oil price.
Demand for product tanker capacity is increasing above 4%, mainly driven by
MRs used in intra-Asian trades and by LR2s for the longer hauls (Fig. 1.12).

1.5.3.2 'The Supply Side

The capacity of crude and product tankers has grown steadily over the past
decade. The CAGR from 2008 to 2013 was 4.5% and is expected to be 2.7%
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Fig. 1.12 Tanker demand development (Source: Clarksons (2008-14, actuals),
DNV GL (2015/16 projections))
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Fig. 1.13 Tanker fleet development (Source: IHS Maritime & Trade)

from 2013 to 2016 (IHS Maritime & Trade 2015). Figure 1.13 shows the
development by sub-segment since 2008.

Contracting was low in 2011 and 2012 but strong in 2013 and 2014
(IHS Maritime & Trade 2015). Overall 12%, depending on the sub-seg-
ment between 7 and 18%, of the current tonnage is still in the order books
(especially MR/Handysize and VLCCs). Figures 1.14 and 1.15 display recent
and forecasted contracting and order books.

Scrapping activity was above average in 2010, 2012 and 2013, taking
highest relative effect among Aframax vessels and VLCCs (see Fig. 1.16;
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IHS Maritime & Trade 2015). With currently high scrap values of about
USD525 per Idt, this may remain an attractive option for semi-elderly
vessels.

1.5.3.3 Earnings

Tanker earnings show a similar picture as displayed for bulk carriers. A
sharp drop from 2008 to 2009 of about 80%, some recovery in 2010 and
a largely horizontal development since then with some seasonality; that is,
spikes towards the winter season in the crude segments. Interestingly, VLCCs,
Suezmaxes and Aframaxes don’t differ much in their freight rates, as seen in
Fig. 1.17 (Clarkson Research Services Limited 2015b).
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Fig. 1.17 Crude oil tanker earnings (Source: Clarksons)

1.5.3.4 Prices

Again second-hand prices largely follow current earnings, whereas
five-year-old VLCCs can achieve prices about twice as high as those of
Aframaxes and MR/Handysize, which were converging from 2008 to early
2014. As expected, newbuilding prices are more stable and showed largely
horizontal development since 2009 (Clarkson Research Services Limited

2015b) (see Fig. 1.18).
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1.6 The Container Shipping Market
1.6.1 Structure of the Container Shipping Market

With about 5,100 vessels and 188 million GT (17% of world tonnage) the
container segment is the third largest in merchant shipping. The main sub-
segments with their cargo capacity are listed in the table below. Size ranges per
sub-segment may vary slightly depending on the source.

Ultra large container vessels (ULCV) >14,000 TEU
New Panamax 8,000-14,000 TEU
Post Panamax 5,000-8,000 TEU
Panamax 3,000-5,000 TEU
Sub Panamax 2,000-3,000 TEU
Handy 1,000-2,000 TEU
Feeder <1,000 TEU

Further sub-segments are named according to infrastructural limitations (e.g.
Bangkokmax with a draft of 27 feet), and differentiation is made based on the
vessel’s equipment, especially in the smaller segments (e.g. geared vs gearless).
As outlined earlier, container vessels are typically chartered out in time charter
contracts initially up to ten years, with subsequent short-term contracts down
to two months.

1.6.2 The Drivers of the Container Shipping Market

Containerships transport all types of cargo in small parcel sizes; at first
these were in 20 foot containers, but today 40 or even 45 feet are the
norm. As containerized transport costs are higher compared to bulk ship-
ment, goods in small parcel sizes or with a high specific value are shipped
in containers. These are typically consumer goods. In 2005, the OECD
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published statistics with specific freight values ranging from USD20,000
per 40-foott container (retail prices) for assembled furniture to USD3.6
million for mid-range clothing. Consumer electronics ranged from
USD70,000 to 430,000 (retail value). Even assuming a 100% trade mar-
gin and 20% VAT, this amounts to a cargo value from USD4,200 per
TEU up to USD750,000 per TEU. At the upper end of cargo value, con-
tainer shipping competes with air freight based on voyage duration and
the resulting capital employment for the cargo.

Looking at trade routes in 2013, Asia to Europe (head haul westbound)
made up 35% of global TEU miles, transpacific (head haul eastbound) 29%,
intra-Asia 12%, intra-Europe 3%, transatlantic (head haul westbound)
3%, and 18% for other trades (Lunde 2014). Analysts anticipate con-
tainer trade growth, especially intra-Asia, the Far East to the Middle East
(head haul westbound), the Far East to Europe (head haul westbound),
the Far East to Latin America east coast (head haul eastbound through the
Panama Canal) and North America to Latin America (Fang et al. 2013).
A major trend in recent years has been the increase in trans-shipments:
10% in the 1980s to about 30% today. More than 50% of these trans-
shipments happen in China, Southeast Asia and other Asian countries
(Frew 2014). Neglecting the current shipping crisis with overcapacity in
container lines, this trend towards trans-shipments does not seem to have
ended, especially with more ULCVs being delivered, which cannot access
many ports. Another trend, accelerated by the shipping crisis, is the cas-
cading effect. With overcapacity and high bunker prices (at least until
mid-2014), economies of scale have gained more importance. Hence, the
liners employ the largest possible vessels in their services to minimize slot
costs. This cascading effect puts severe pressure on mid-sized and smaller
container vessels (Frew 2014).

The growth in global GDP is typically used as an approximation for con-
tainer trade development. Prior to 2003, there was a long term multiple of
3, between 3% GDP growth and 9% growth in containerized freight; 3%
of the 9% originated from GDP, 3% from increasing globalization and 3%
from the increasing containerization of cargo from bulker or reefer vessels to
container vessels. Since 2003, this multiple of 3 does not hold true anymore.
For 2014-2016, Howe Robinson expects a ratio of about 1.2 for global trade
growth vs global GDP growth, and of 1.6 for containerized trade growth vs
global GDP growth. In 2012 and 2013, both ratios have been about 1.0, and
each of the figures grew by a good 3%. Hoehlinger (2012) evaluates further
macro-variables to predict container ship trade, but not all of the correlations
shown seem to be plausible explanations.
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Fig. 1.19 Container vessel demand development (containerized trade) (Source:
Clarksons (2008-14, actuals), DNV GL (2015/16 projections))

1.6.3 Container Shipping Market Development
1.6.3.1 The Demand Side

Between 2008 and 2013, the demand for containerized trade grew with a
CAGR of 3.4%. Considering the drop in 2009 the CAGR was as high as
6.6% up until 2013 (Clarkson Research Services Limited 2015b). Analysts
predict a CAGR of 6.3% for 2013-2016 (Hartland Shipping Services Ltd
2014), as also seen in Fig. 1.19.

1.6.3.2 The Supply Side

The supply of container tonnage grew even above demand with a CAGR of
7.3% from 2008 to 2013, and is predicted to increase further with a CAGR
of 5.3% from 2013 to 2016, based on today’s order book (IHS Maritime &
Trade 2015). This growth will mainly come from new Panamax and ULCVs,
as seen in Fig. 1.20.

After a limited market recovery in 2010, massive contracting was seen
in 2011 and again in 2013 and 2014, based on the race between lines for
bigger and more energy efficient capacity (IHS Maritime & Trade 2015).
Of the new orders, 80—90% relate to vessels above 8,000 TEU, as seen in
Fig. 1.21.

Based on 2013 and 2014 contracting, massive deliveries arrived on the
market in 2014 and will continue to arrive in 2015 and 2016 (IHS Maritime
& Trade 2015). Even if scrapping activities, especially in the Panamax seg-
ment, took some capacity out of the market, capacity growth above demand
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Fig. 1.20 Container vessel fleet development (Source: IHS Maritime & Trade)
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Fig. 1.21 Container vessel (expected) contracting (Source: IHS Maritime & Trade)
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Fig. 1.22 Container vessel (expected) deliveries and removals (Source: IHS
Maritime & Trade)

growth cannot be hindered, as seen in Fig. 1.22. The average scrapping age
has decreased from 30 years in 2007 to 21 years in 2014 (Hartland 2014).

Between 2012 and 2014, we saw an idle (laid-up) container fleet of up to
300 vessels or 0.8 million TEU or 5% of the total. At the end of 2014, the idle
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Fig. 1.24 Container freight rate development (CCFI China—Europe) (Source:
Clarksons)

fleet had reduced to 1.3%, as seen in Fig. 1.23 (Alphaliner 2015). In addition,
about 2.0 million TEU are currently absorbed by slow steaming, compared to
pre-crisis speed patterns.

1.6.3.3 Earnings

As container shipping is determined by container lines, a first look at earn-
ings needs to form a view on the development of freight rates. The SCFI and
the China Containerized Freight Index (CCFI) are the most commonly used
indicators of freight rate development, as seen in Fig. 1.24 (Clarkson Research
Services Limited 2015b).



1 Shipping Markets and Their Economic Drivers 31

.000 USD
per day —— 4,400 TEU —— 2,750 TEU
3,500 TEU —— 1,700 TEU
30

25
20
15
10

2008 2009 2010 2011 2012 2013 2014

Fig. 1.25 Container vessel, one-year, time charter rates (Source: Clarksons)

Lookingat the charter rates, various indices can be used: the Howe Robinson
Container Index (see Howe Robinson 2014), Harper Petersen’s HARPEX,
the Container Ship Time Charter Assessment Index (ConTex) and others of
lower importance; see Fig. 1.25 (Clarkson Research Services Limited 2015b).
Comparing freight and charter rate development, charter rates are much more
stable, as they look at longer time horizons and neglect seasonal effects.

1.6.3.4 Prices

As we have seen when looking at dry-bulk and tanker shipping, second-hand as
well as newbuilding prices follow charter rates to some degree, with newbuilding
prices obviously more stable than the second-hand prices. The price differences
between the sub-segments remain fairly stable. Overall, newbuilding prices are
about 40% below the 2008 level, a difference significantly smaller than in the
other vessel segments. Also, the drop in second-hand prices was a bit more mod-
erate, whereas the number of deals is very limited (76 in the first half year 2014).
Many owners (or their banks) didn’t seem to be willing to sell at low market
prices, as seen in Fig. 1.26 (Clarkson Research Services Limited 2015b).

1.7 The Offshore Market
1.7.1 Structure of the Offshore Market

The offshore market comprises about 10,200 vessels (a 12% share of the total
merchant fleet) with a total tonnage of just 50 million GT (a 4% share of the
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Fig.1.26 Container vessel newbuilding and secondhand prices (Source: Clarksons)

total merchant fleet; Clarkson Research Services Limited 2014). The segment
comprises numerous groups of offshore support vessels (OSV) as platform
supply vessels (PSV), anchor handling, salvage and transportation tugs, cranes
and erection vessels (including semi-submersibles), cable and pipe laying ves-
sels, and all kinds of rigs and other mobile offshore units (MOUs). Overall,
the sector is dominated by vessels serving the oil and gas industry. Compared
to merchant ships, these vessels are largely fit for their specific purpose, and
the liquidity on their markets is usually limited. A very detailed overview on
the market is provided, for example, by the Offshore Intelligence Monthly report
of Clarkson Research Services (Clarkson Research Services Limited 2015a).

1.7.2 Drivers of the Offshore Market

As the segment is dominated by vessels serving the oil and gas industry, the oil
price is the single key driver for market development. While in the long run
the oil price equals the marginal costs of exploration and production (E&P),
it, in turn, determines which oil and gas fields can be explored and brought
into production. In times of high oil prices, activities in challenging regions
(deep sea, arctic) increase. In times of low oil prices, investments into these
projects are reduced or stopped. This is what we currently observe.

The offshore market has been under pressure and is expected to remain
oversupplied for at least the next two years. The current overproduction of oil
(around 2 mbpd) has its impact on the oil price and hence the whole offshore
industry. In addition more drilling vessels will enter this falling market in 2015
and 2016. The drilling contractors have taken the worst hit. Three of the five
worst performers in the Standard and Poor’s 500 index in 2014 were in fact
drilling contractors (DNV GL 2015). As oil companies keep reducing their
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spending, more field developments are being postponed or cancelled. Due to
the current situation, the ordering volumes for offshore units were reduced
substantially in 2014; 2015 and 2016 are expected to be even worse. In the
light of diminishing profits, rig owners are trying to cut their costs, and scrap-
ping activity has started to increase. As many as 20 units have already been
announced to be removed from the market, and we can expect this number
to continue to grow (DNV GL 2015). In addition, the cold-stacking of old
units has increased in order to remove the excess capacity. The rig utilization
rate continues to go down as the gap between supply and demand widens.
Many units compete for the same projects, which lead to falling day rates. As
the day rates are moving towards break-even levels, fixing activity is also low.

1.7.3 Offshore Market Development
1.7.3.1 The Demand Side

As outlined above, the demand for the majority of offshore vessels is driven by
oil and gas exploration and production. Sharp oil price increases from 2006 to
2008, and again from 2010 to 2013, have led to increased offshore activities
reflected in E&P CAPEX, as seen in Fig. 1.27. According to Rystad Energy
(2015), offshore CAPEX for 2014 have grown by only 4.9%. This year’s
forecast shows a negative development of 3.5%. Several oil companies have
announced significant cuts in their E&P spending in the region of 20-30%.
Nevertheless, Rystad expects that the prolonged level of low upstream spend-
ing will eventually lead to a lower oil supply and hence higher prices and also
increased investments from 2017 to 2018.
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Fig. 1.27 Offshore exploration and production CAPEX (Source: Rystad Energy)
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Fig. 1.28 Offshore vessel fleet development (MOU) (Source: Clarksons (2008-14,
actuals), DNV GL (2015/16 projections))

Utilization rates have been steadily falling for the past year, with jack-up
units being less affected compared to the floaters. The current utilization rate
hovers around 90%, which is regarded as low.

1.7.3.2 'The Supply Side

During recent years, the offshore fleet has grown steadily in number. For
MOUs, the CAGR from 2009 to 2014 was 5.2%, with more than 20%
annual growth in drill ships (Clarkson Research Services Limited 2015a, b).
Assuming that contracted vessels will actually be delivered, this trend is going
to continue until 2016/17 (DNV GL 2015); see Fig. 1.28.

Offshore support vessels have shown a similar development recently, with
an overall CAGR of 6.2% from 2009 to 2013, with construction vessels
growing at 12% per annum (Clarkson Research Services Limited 2015a, b).
Figure 1.29 shows the development by vessel type. Known orders have already
slowed down, so that a CAGR of about 2% is expected for fleet growth from
2014 t0 2017 (DNV GL 2015).

Figure 1.30 shows the (expected) contracting for MOUs and OSVs
(Clarkson Research Services Limited 2015a). In 2014, there were only 370
vessels contracted, which is far behind the number registered in recent years,
representing only 40% of the volume contracted in 2007, which was a record
year in terms of ordering. MOU contracting will probably also be lower in
the next year (especially for drilling units). The uncertainty in the market has
held back OSV owners from contracting new vessels. They seem to have taken
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Fig. 1.29 Offshore vessel fleet development (offshore support vessels) (Source:
Clarksons (2008-14, actuals), DNV GL (2015/16 projections))
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Fig. 1.30 Offshore vessel (expected) contracting (Source: Clarksons (2008-14,
actuals), DNV GL (2015/16 projections))

a “wait and see” approach. DNV GL expects limited ordering, particularly in
the PSV sector as the oversupply increases (DNV GL 2015).

Figure 1.31 displays expected deliveries and removals of OSVs and
MOUs. With 550 vessels entering the market in 2014, newbuilding deliver-
ies have been high (Clarkson Research Services Limited 2015a). Another
480 vessels are expected to be delivered in 2015. There will be fewer OSVs,
but still a considerable amount of MOUs. As many as 200 drilling units are
scheduled for delivery in the coming years, though several are being built
on speculation and are likely not to be delivered on time, or even cancelled.
Stacking and scrapping continues, as owners have to reduce their cost base.
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Fig. 1.32 Offshore vessel, one-year, time charter rates (Source: Clarksons)

A total of 33 old, uncompetitive and capital intensive floaters have been
announced to be scrapped since January 2015. Most of them were semi-
sub-drilling units, built in the 1970s. More removals are expected to be
announced (DNV GL 2015).

1.7.3.3 Earnings

The earnings in the offshore segment can be expressed in one-year time char-
ter rates (see Fig. 1.32). While OSV (for example anchor handling tugs (AHTs)
and PSVs) earnings have been fairly flat since 2011/12, MOUs entirely lost in
2015 the 35% earnings increase they made between 2011 and 2013 (Clarkson
Research Services Limited 2015a). Despite high rig availability, fixing activity has

remained low, and oil companies have started to renegotiate existing contracts.
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Fig. 1.33 Offshore vessel newbuilding prices (Source: Clarksons)

1.7.3.4 Prices

Newbuilding prices of MOUs, especially of drill ships, fell sharply after the
financial crisis of 2008 and towards 2010, but have moderately recovered in
2012 and remain fairly stable. Prices of OSVs have been less affected and have
remained fairly constant since 2011; see Fig. 1.33 (Clarkson Research Services

Limited 2015a, b).

1.8 Summary

In the maritime value chain, shipowners, yards, charterers, cargo owners,
freight forwarders, ship managers and brokers constitute various “shipping
markets” regarding the vessel itself (newbuilding market, S&P market and
demolition market) and the transport service which comes with it. Whereas
the development of the world economy is the first driver of demand for ship-
ping, the development of “global GDP” does not provide a valuable approxi-
mation for the demand side of shipping markets. Rather the ways regions
interact and generate global GDP need to be looked at, resulting in shipping
sector specific perspectives. The supply of transport capacity is determined
by the existing fleet, newbuildings and scrapping. The laying-up of vessels
and the variation of vessel speed offer some flexibility for reacting to sup-
ply—demand imbalances. Although shipping enjoys a fairly stable increase of
transport demand of about 4% per annum, it regularly suffers from strong
cyclicality. The actual challenge lies in the mid-term cycles of about seven
years. Low entry barriers (sufficient yard capacity and availability of capi-
tal), fragmented markets with well-known leaders and many followers, timing
effects (two to three years lead time until delivery, 25 years vessel lifetime)
and a cost structure which allows temporary pricing at cash or marginal costs
regularly result in shipping crises. The dry-bulk market is driven by coal
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(29%, dominated by imports to China and India), iron ore (27%, of which
75% of imports go to China), grain and other agricultural goods (14%) and
other minor bulks (30%). The wet-tanker market constitutes crude oil ship-
ments (62%) and chemical product shipments (38%). Gas tankers primarily
transport natural gas in the form of LNG and LPG but also numerous spe-
cialty gases. The third biggest segment is container shipping which covers all
types of goods in small parcel sizes or with high specific value. The majority
of them are consumer goods. The Asia to Europe trade route made up 35% of
global container miles in 2013, followed by transpacific (29%) and intra-Asia
(12%). The offshore segment is driven by oil and gas exploration and produc-
tion. Ordering, delivery and scrapping follow the crude oil price. Rates are
fairly stable for OSVs but have dropped for MOUs since the oil price decline
in the first half of 2014.
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2

Asset Risk Assessment, Analysis
and Forecasting in Asset Backed Finance

Henriette Brent-Petersen

2.1 Introduction

In asset backed financing structures, security for repayment of the loan is
primarily based on the asset as collateral. The structuring of the financing
is therefore heavily dependent on the assessment of the current and future
value and liquidity of the asset. This differs from corporate backed funding,
where security primarily depends on the credit worthiness of the corporate
and, thereby, on the corporate credit evaluation. In asset backed financing,
the evaluation and risk assessment of the asset necessarily becomes critical for
each financing transaction as well as from a portfolio risk perspective. The
value and the liquidity of the asset today and in the future is the central ele-
ment of the credit evaluation process.

Historically, asset backed financing is mostly known in the public sphere
within real estate financing, where investors are spread across the world geo-
graphically. They range from small private investors to institutional investors,
financial institutions and pension funds, and are not only limited to players
within the industry. In a number of other industries, like the shipping indus-
try, financing has historically concentrated within the industry itself—except
for the German KG scheme in the 1990s and 2000s, which was dominated
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by the “German dentists” tax driven investments in German owned container
vessels. With this kind of niche sector financing, combined with relatively
limited access to funding within the transportation sector, as well as limited
speculative investments, there has historically been relatively limited inter-
est from “outside” money to the industry. However, with the international
financial crisis in 2008 and with the sudden global excess supply of liquidity
looking for a home with a decent return, the cyclicality of the shipping sector
suddenly became the center of focus and attention for investors outside the
traditional transportation sector, such as private equity (PE) funds and hedge
funds. At the time, there was no doubt that the strategy of the PEs and the
hedge funds was to make investments in the shipping sector at a historical low
point of the cycle, in order to make an exit two to five years down the road,
hopefully at the top of the cycle—a strategy representing a significant yield
of return in a relatively short period of time. The planned exit was expected
either as an initial public offering (IPO), when the market sentiment would
price the investment according to the expected improved market sentiment
(as a result of the next stage in the cycle of the sector), or as a simple sale/asset
sale, when second-hand values would have increased sufficiently. This “IPO
strategy”/”asset flip” has not materialized due to the fact that the cyclicality
of the shipping and offshore industries has not rebounded to the expected
extent.

Some have argued that this extra access to funding for the shipping and
offshore industry has led to over-ordering and thereby excess supply of ves-
sels—leading to institutional investors like the PEs and hedge funds being
considered as the main reason for the disappearance of the cyclical nature of
the shipping industry in itself. But is that really true, or are the institutional
investors just using a self-inflicted (by the industry) opportunity in the sector?
If it is indeed self-inflicted, why is that so, and why is it important to under-
stand the cyclical nature of the industry when doing asset backed financing
and when assessing the asset risk? What is the situation regarding PEs and
hedge funds and access to funding within the shipping industry today? Do
they really all have the same strategy or have we “landed” with a global map
of institutional investors with a broad range of well thought through short as
well as long-term strategies? Why is asset backed financing more flexible and
perhaps less risky than corporate backed funding in the future global shipping
and offshore corporate picture? These are central questions to answer in order
to understand and eventually be able to forecast markets and risks within the
shipping industry.

Some of the areas of key importance to analyze and address when assess-
ing shipping asset risks today are: the recent cyclical behavior or lack of the



2 Asset Risk Assessment, Analysis and Forecasting in Asset Backed... 43

same in the shipping industry and the path towards restoration of its typical
cyclical nature; the forecasting cyclicality and subsector cyclicality; and the
potential changes in the structure of funding within the shipping industry.
In this chapter I discuss the overall cyclicality of the shipping and offshore
industry with a primary focus on the supply side—the shipyard capacity
and future asset prices. Furthermore, I discuss the methodology of forecast-
ing market outlook for the dry-bulk and the container markets, as well as
the importance of evaluating the quality of the individual asset and how to
mitigate risks.

2.2 Global Demand and China: Cyclicality, Super
Cycles, Sector Cycles and Counter-Cyclicality

2.2.1 Global Economic Development and China
as the Key Driver of Shipping Sectors

Understanding global economic growth and its drivers (see Chap. 1) is crucial
to understand the future landscape of shipping and the demand for tonnage
in the respective sectors. However, the global economic growth impact is not
always the same on the various sectors. As will be seen later on, the impact of
the 2008 financial crisis was immediate on the container shipping sector, due
to reduced consumption of goods. However, the impact of the crisis was the
complete opposite for the dry-bulk sector, with the crisis leading, amongst
other factors, to a stimulation package in China which targeted infrastructure
projects that led to strong growth in steel production and imports of iron
ore. When studying economic growth in China, it is also important to relate
economic policies to the shipping industry and to understand and translate
the economic policy as outlined in the five-year plan, and to focus on all the
policies targeting the shipping industry, and translate the same into the future
trends and drivers of the shipping industry; see Fig. 2.1. It is also central
to translate all economic growth ingredients impacting on the commodities
traded in the various shipping sectors.

Understanding global energy developments and translating economic and
geopolitical developments into global energy related developments, such as
US energy independence and global shale resources and developments as well
as new refining capacity projects and changes in the oil price, is critical to
understand the key drivers of future trade patterns and their changes for the
respective tanker and offshore sectors. However, this will not be discussed in
this chapter.
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Fig. 2.1 Timeline of shipbuilding related policy in China (Source: DVB Shipping
Research, Clarksons)

2.2.2 Cyclicality and Variables Affecting Cyclicality:
A Political Variable in a Commercial Industry

In cyclical markets, such as the shipping and offshore industries, understand-
ing the overall cyclicality, the respective sector and subsector cyclicality, and
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Fig. 2.2 Shipping market cycle (Source: DVB Shipping and Offshore Research)

the associated risks and implementation of these in forecasting scenarios
is critical. Understanding the history and identifying changes and shocks
(expected and non-expected, on a scenario basis) in the industry, as well as in
the respective sectors and subsectors, is what enables a good analyst to prepare
reliable forecasts for both earnings and asset values, as well as to identify risks
in the respective sectors and subsectors.

As can be seen in Fig. 2.2, a “normal” shipping cycle is characterized
by developments across the cycle, starting from a low level of newbuild-
ing prices causing massive ordering of new tonnage which eventually, upon
delivery, results in excess vessel capacity. With a demand—supply imbalance,
with supply growing faster than demand, this leads to a downward pressure
on freight rates, which again results in a slowdown in newbuilding orders
and an increase in scrapping of old tonnage. This, in turn, brings about an
improved demand-supply balance, driven by a slowdown in supply growth.
As a consequence, a recovery in freight rates occurs, which again induces
increases in demand for newbuildings, subsequently increasing investment
in shipyard capacity, thus putting downward pressure on newbuilding prices.
When orders resume, an upward pressure on newbuilding prices follows. In
this way, the cyclicality is commercially held in check. However, due to the
fact that shipyard capacity has always been a politically dominated variable
in the equation, which has been true for all major shipbuilding countries
including Japan, Korea and China, this has led to a market that has not
stabilized newbuilding prices according to a commercial demand—supply
balance.

So why, for commercial shipyards, has a capacity-demand equilibrium
not materialized over time? Why are we further from an equilibrium than
ever before, and what are the consequences? During the last decade, global
shipbuilding output has experienced a super cycle with total output increas-
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Fig. 2.3 Shipbuilding countries market share and shipyard start-ups by major
shipbuilding country (Source: DVB Shipping and Offshore Research)

ing from only 18.3 million compensated gross tonnage (CGT) in 2001 to
the historical peak of 52.6 million CGT in 2010, representing a compound
annual growth rate (CAGR) of 12.5% over this period." When going back even
further in the history of global shipbuilding capacity, a significant build-up
of shipyard capacity is evident, which has been driven by the development of
three major shipbuilding countries from the 1970s until today, following the
“flying geese paradigm” that was part of the economic development of East
Asian countries, as described by Kaname Akamatsu.”

With the surge of the Japanese economy in the 1970s, the center of the
global shipbuilding industry started to move east to Japan, where in 1975 it
accounted for 52% of total global shipbuilding production (Fig. 2.3). As one
of the “Four Asian Tigers”, South Korea started to emerge as a fast growing
economy in the 1980s and, following the path of the Japanese shipbuilding
industry, South Korean yards continued increasing their market share which
accounted for almost 30% of the global shipbuilding output by the beginning
of 2000. Since then, the center of the global shipbuilding industry shifted
again and continued to move westbound to China, which followed up the
growth model of the East Asian economies, with its market share of the global
shipbuilding industry increasing from only 7% in 2000 to approximately
38% in 2013, thereby reaching its political ambition as per its then five-year
plan of becoming the world’s largest shipbuilding nation.
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Fig. 2.4 Shipbuilding capacity (Source: DVB Shipping and Offshore Research)

As can be seen in Fig. 2.4, Chinese shipbuilding capacity has experienced
the strongest growth over the last decade—during the peak in 2008, more
than 50 Chinese yards started to deliver their first vessel. The trend after 2008
has been a decline in the opening of new shipyards and, in 2013, less than 20
delivered their first vessel.

However, market conditions in 2015 put significant and increasing pressure
on Chinese yards, especially small, privately owned ones. The initiated decrease
in Chinese shipbuilding capacity is expected to continue, although at a mod-
est pace and not sufficiently to lead to a commercially viable supply—demand
balance in global shipbuilding capacity. This is due to the government’s poli-
cies playing an important role in the development of its shipbuilding indus-
try, since the government considers the industry to be critical to national
security. First of all, the booming shipping market before 2008 was the main
driver for the industry. Policies from the central government also boosted
the surge. In the meantime, local governments were motivated to encourage
new shipbuilding capacity (some even contrary to guidance from the central
government) in order to take advantage of the tax-sharing system. Besides
overcapacity concerns, and as a result of overcapacity and, consequently, the
lack of a sufficient order book coverage, the industry is experiencing serious
liquidity constraints. This is due to the lack of down payments for new orders
placed and a lack of shipyard utilization, amongst other things. In order to
protect its strong ambition to maintain and protect China’s long-term market
share within the global shipbuilding and offshore industry, the government
is channeling new orders toward its state owned shipyards and encouraging
consolidation. In the meantime, CEXIM (Chinese Export Import Bank) also
supports orders at domestic shipyards by providing loans to foreign owners.
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Policy Bank Supports Shipowners Ordering in State Owned Shipyards

usbD Shipyard/
Date (millions) group Comments
May 2013 146 CSsC CEXIM provides Angelicoussis Group with
secured loan facility for three VLCCs
May 2013 30 CSsC CEXIM provides Diana Shipping with loan
for two bulkers
May 2013 CEXIM signed strategic cooperation with
Dynagas to build LNG carriers in China
Aug 2013 312 Shanghai CEXIM supports CSSC to move into VLCS
Waigaogiao/  market by providing finance to three
CSsC 16,000 TEU containers, to be chartered

out to CMA CGM

Note: CSSC China State Shipbuilding Corporation, CMA CGM Compagnie Maritime
d'Affretement Compagnie Générale Maritime

The government has published a “white list” of 51 shipyards which “qual-
ify” for further policy support, such as export tax rebates and bank credit.’
The shipyards benefiting the most from the government’s visible supportive
hand are the state owned ones; this is to fulfill the government’s ambition to
secure their survival and to support consolidation in the industry. It is also
important to note that these 51 yards account for the majority of the Chinese
shipbuilding capacity, which is expected to continue as it is.

Koreas “Big Three” (i.e. Hyundai Heavy Industries, Samsung Heavy
Industries and Daewoo) historically have grown to today’s leading positions
with strong support from the Korean government, and are now considered
guarded from closure in the short to medium term. This is because their
respective order books are dominated by high value offshore units, container-
ships and gas carriers. However, other medium-sized Korean yards also face
deleveraging pressure, mainly due to their order book focus on conventional
merchant ships, such as bulkers and tankers.

Japan’s shipbuilding capacity is not expected to see significant reduction due
to its relatively good capacity management. Japanese yards are also benefiting
from “Abenomics™ (i.e. the yen’s depreciation and a wave of new orders from
non-domestic owners).” Except for bulk carriers, which are mainly from domes-
tic orders, the product mix of Japanese yards focuses on LNG carriers, chemical
tankers and LPG carriers, which require technical “know-how” to build.

All in all, this big, global, idle, “hidden” shipyard capacity is not expected
to disappear completely, will continuously put pressure on newbuilding prices
and may have a “flooding” risk to the shipping markets (i.e. it is important to
consider the substitution risk amongst shipping and offshore sectors).

This flooding effect is not expected to have the same impact on all ship-
ping sectors. In Fig. 2.5, the historical variation in lead time by ship types
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2012

is illustrated. The figure shows the difference in lead time from year to year,
with “lead time” defined as the time between the contracting date and
the delivery date (i.e. the order book period coverage). With small annual
changes in lead time, the shipbuilding market is supply driven (i.e. there
is plenty of shipbuilding capacity to satisfy the demand when it picks up).
With big changes in lead time, shipbuilding capacity for a specific segment
is scarcer. Bulk carriers, containerships and crude oil tankers are vulnerable
to this flooding effect, as Fig. 2.5 shows, as lead time responds less to con-
tracting. This is due to the supply of these slots, which is overwhelmingly
larger than demand. Chemical tankers and LPG carriers remain relatively
immune to the limited number of slots available; as the graph shows, lead
time responds more to contracting activities, because building these types of
vessels requires specific experience, which is only available to certain ship-
yards. Hence, the supply is a constraint. The building capacity of LNG car-
riers is ample (dominant by Korean yards), which means that the supply side
can easily be adjusted according to demand. However, we still expect a cap
in available LNG carrier slots as yards will need to balance between other
high value added ship types. This means that chemical tankers and LPG car-
riers are relatively better protected by excess yard capacity. However, under
the current situation with excess liquidity and excess shipyard capacity, no
sector is safe forever. Once a certain sector becomes a “buzzword” for the
market, it is inevitable that an over-ordering in this sector will be seen—as
shipyards move up the value chain, the flooding effect will make a stronger
impact, including on the more lucrative segments.
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So, what about offshore? Has offshore been relatively safe from this flood-
ing effect? The answer here does not seem to be very optimistic either. China
has been moving up the value chain by securing an increasing market share
of the more lucrative orders in the offshore industry during high markets,
up to the second half of 2014, thereby allowing some relief of the pressure
to secure orders in shipping sectors. As can be seen in Fig. 2.6, China has
already started to enter the offshore shipbuilding market, initially from the
lower end of the value chain (i.e. anchor handling tug supply vessels (AHTs)
and platform supply vessels (PSVs)). With yards speeding up their learning
curves, Chinese yards have also started to take market shares in building jack-
ups and semi-subs from Singaporean and Korean yards—they have moved up
the value chain. Also, part of their current five-year plan includes shipbuilding
as one of nine core industries, which now targets quality, as discussed above.
The drillship market is still dominated by the Korean yards, though Chinese
yards have also started entering the construction market, as shown in Fig. 2.6.

As can be seen in Fig. 2.7, global excess shipyard capacity is putting signifi-
cant pressure on lead time. The average time to delivery at the time when the
order was contracted has decreased across segments from the good times up
to 2008, when shipowners had to wait up to 50 months to get their vessels
delivered. Today, delivery in most segments can take place within 24 months.

During the boom period (2004-08), the utilization rate of Chinese ship-
yards had increased from about 75% in 2004 to 85% in 2010 with the stron-
gest growth in the period 2004-2008, as illustrated in Fig. 2.8. This shows
that Chinese shipyards were trying their best to deliver the ship as soon as
possible and, due to the tight production arrangements, lead time inevitably
increased. However, the utilization rate has significantly reduced: to 75% in
2013. This shows that yards have (intentionally or unintentionally, which
usually comes from the request of shipowners to postpone delivery) slowed
down their production processes. On one hand, it is good for shipyards to
keep their production line running, since, once it stops, it is very difficult
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to restart. On the other hand, this causes a vicious cycle of overcapacity and
further dampens the yards’ cash flow.

During this process, small privately owned Chinese shipyards are expected
to suffer the most, with almost 75% of their capacity likely to disappear.
Together with other types of Chinese yards, it can be argued that approxi-
mately 25% of the total nominal Chinese shipbuilding capacity is expected
to disappear from 2014 to 2016. Another 10% of total nominal capacity is
expected to face tremendous pressure, and its survival will depend on market
conditions and the government’s policies. As a result, total nominal Chinese
shipbuilding capacity is expected to reduce to close to the level seen in 2010
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(in terms of CGT). Another important factor is the utilization rate of ship-
yard capacity, which, if it is factored in and remains at its current level (75%),
actual Chinese shipyard capacity might reduce to almost half of its peak by
2018 (see Fig. 2.8).

Together with the “deleveraging” process, the market structure of the
Chinese shipbuilding industry is also expected to change with the rise of state
owned shipyards—it is expected that this capacity share will increase from
40% in 2013 to 50% in 2018 (see Fig. 2.9). During the same period, it
is expected that for small privately owned shipyards the capacity share will
decrease from 20% in 2013 to 10% in 2018. This is in line with the govern-
ment’s intention to consolidate the industry.

Newbuilding prices for major ship types are expected to remain subdued
for some years more, due to excess shipyard capacity. The “hidden” shipbuild-
ing capacity may flood the market when newbuilding prices start to face an
upward pressure, thereby keeping prices in check. Not until the shipyard dele-
veraging process reaches its end, can a sustainable recovery of newbuilding
prices be expected. In the meantime, this inelasticity of supply in certain sec-
tors might provide a sufficient condition for seeing some sustainable recovery
in them. With the demand side of these sectors eventually showing positive
developments, asset values, including newbuilding prices and secondhand
prices, are slowly bottoming out, which could potentially lead to the start of
a new cycle.

Under the current situation with excess liquidity and excess yard capacity,
the supply side can easily be changed and may work against any potential
recovery. Thus, owners tend to choose good shipyards, which can deliver good
quality assets, so as to compete with the threat of increasing ordering activity.

Large
Privately Large
Owned Privately
Yards Owned
State 32%, State Yards
Owned 20 Yards Owned 34%,

Yards Yards 17 Yards
39% 52%, 30

30 Yards Yards

Fig. 2.9 Forecasted structure of the Chinese shipbuilding industry (Source: DVB
Bank Shipping and Offshore Research)
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As a result, a two-tier market in the shipbuilding industry is expected to con-
tinue, where owners prefer top tier yards, and second tier yards offer lower
prices to attract new business.

2.3 The Shipping Sector Market Outlook

It is imperative to understand the overall cyclicality of the shipping and off-
shore industry, as discussed later in this chapter. Having mapped out the
bird’s-eye view of the overall shipping and offshore supply-side cyclicality, it
is equally important to understand the cyclicalities of the respective sectors as
well as the short-term volatility and seasonality. In this part of the chapter, a
review and different methodologies as well as key challenges for some of the
shipping sectors are discussed.

2.3.1 The Container Shipping Sector

When looking at the current overall demand and supply growths of the con-
tainer market, the numbers seem very similar to the dry-bulk market (i.e.
supply growing slightly more than demand in both 2015 and 2016). So, why
is the container market and its forecasts so different from the dry-bulk mar-
ket, which has been facing significant and growing challenges for at least two
more years, in contrast to the container market, which has been in a slow
stable recovery mode? In the container industry, there has historically been a
rule of thumb that global growth in tonnage demand is equal to global GDP
growth, multiplied by a factor of around 2.5, and that this can be translated
further down to a country’s containerized imports, equal to 2.5 times the
GDP growth of the country. This may have been the case many years ago, but
this has definitely not been the case for at least the last 15 years.” 7 The con-
tainer market is liner traffic, so increases in trade in one direction, the strong
trade leg, which is not matched by the same increase in the reverse direction,
will automatically lead to growing imbalanced trade. This ultimately leads
to a stronger tonnage demand growth than the growth in actual transported
TEU. This was increasingly the case in the years up to 2008 when China
was perceived as the factory of the Western world, where the annual US and
eurozone foreign direct investments (FDI) in China stood at double-digit
growth rates.® These strong FDIs in manufacturing plants in China eventu-
ally led to increasing exports with goods destined for the USA and eurozone
markets. Eventually, this FDI driven increase in exports led to an increase in
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trade requiring containerized transport of the final goods and thereby repre-
senting one of the strongest growth drivers of containerized trade in the years
2000-2008. In this period, China was experiencing annual GDP growth rates
between 8.3 and 14.2%, but was “only” experiencing average annual growth
in imports of containerized trade/transported TEU of 9%. Thus, the rule of
thumb of GDP growth multiplied by a factor of 2.5, that should lead to the
import growth in transported TEU, may, to some extent, have been correct
for the USA and the eurozone but not for China in the years 2000-2008, and
so it no longer holds for the total global containerized trade.

After 2008, the increases in imbalanced containerized trade came to a halt
with the financial crisis, leading to a sharp decrease in US and eurozone con-
sumption of containerized imports. Various fiscal stimulus packages targeting
US and eurozone economic growth and consumption only had temporary
and limited/short-lived effect; the eurozone in particular is still struggling on
the path to economic recovery (see Chap. 1).” At the same time, China put
further emphasis on its, at the time, 11th five-year plan, targeting a stronger
transformation of the economy from an export driven one towards a more
domestic consumption driven one. This was implemented through various
monetary measures, including its CNY4 trillion fiscal stimulus package of
September 2008, as well as through the implementation of structural reforms.
All in all, developments are leading to increasing growth in regional trade,
especially intra-Asia, and decreasing trade growth in the previous long haul
driver routes of Asia to the USA and Asia to the eurozone. With an increasing
US and eurozone unemployment rate from 2008 onwards, the flexibility of
the labor market, together with increasing production costs in China and a
renminbi which has appreciated 30% against the US dollar since 2005, has
led to a developing trend of production moving closer to the end consumer
in the USA and the eurozone. While the USA turns increasingly competitive,
the story is not simply one of manufacturing returning back to the home
country. Mexico’s strong manufacturing base and its proximity to the USA
make it highly attractive, though in some segments of the supply chain, China
will remain competitive. The AlixPartners Manufacturing-Sourcing Cost
Index analyzes a variety of manufactured products and compares the cost of
producing them in various low-cost countries and transporting them to the
USA. It can be seen in Fig. 2.10 that it is increasingly costly to source goods
from China for the end-consumer in the USA.

When looking at the longer-term mega-trends and game changers for the
industry it is also important to understand global innovation cycles and which
innovations can potentially impact on the transport of goods and especially
the transport of container goods. Technological innovations like 3D and 4D


http://dx.doi.org/10.1057/978-1-137-46546-7_1

2 Asset Risk Assessment, Analysis and Forecasting in Asset Backed... 55

2006 2007 2008 2009 2010 2011 2012 2013
u.s. ~——Mexico ===China =India

2005

Fig. 2.10 Manufacturing-Sourcing Cost Index: total landed costs (Source:
AlixPartners, DVB Shipping and Offshore Research)

Note: The AlixPartners Manufacturing-Sourcing Cost Index analyzes a variety of
manufactured products and compares the cost of building them in various low-
cost countries and transporting them to the USA. It includes labor costs, transpor-
tation costs, raw-materials costs, inventory costs, capital-equipment costs, overhead
costs, duties and exchange rates

printing is expected to have a significant impact on the longer-term future
container trade. One could argue that the world is getting bigger again.

However, one could also counter-argue that new trade agreements and
expansions of existing ones continuously come to the drawing board, such as
the expanding trade agreement/relations between the eurozone and the USA,
which eventually will lead to increases in trade distances. Furthermore, when
studying future mega-trends, demographic developments, improving workers
skills and labor shortages leading to migration, will eventually develop into
a more dynamic economic and open trade environment and put pressure on
reversing the trend of regionalism."”

So, one could also argue that the world is getting smaller. When forecast-
ing future containerized trade, it is essential to understand the mega-trends,
the history and the changing global trade patterns and to implement these
changes (the increasing imbalances, driven by Asia to US and Asia to euro-
zone trade up until 2008, then an increasingly balanced trade thereafter). It is
important to be able to implement all trends on the future map of global con-
tainerized trade. Furthermore, in order to capture the shorter term dynamics
and ongoing change in trends, it is essential to understand and model the
relation between the development of growth in transported TEU in relation
to GDP growth, on a country-by-country basis and over time, in order to
translate this development into a reliable forecast and most importantly to
capture the changing trends over time.

Having mapped the history and modeled the future expected containerized
trade from a country-by-country perspective, with a dynamic multiplier taking
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into consideration historical developments in transported TEU in relation to
GDP and shocks, it is possible to aggregate this into a global total of an expected
CAGR of 8.1% in transported TEU for 2015-19."" Thereafter, distances and
changes in imbalanced trade and increase/decrease in empty container traf-
fic can be taken into account toward the goal of estimating total demand for
container tonnage. Before reaching a final conclusion, the average speed of the
floating container fleet and its expected changes need to be applied, as well as
estimations of expected congestion and changes of these variables—such as the
estimated impact of the low oil price and its future changes on the future aver-
age speed of the fleet. The bunker price is typically hedged for some time but,
with a consistent change of the oil price, will it eventually lead to a change in the
speed of vessels? Finally, and perhaps most importantly, with the over-ordering
of ULCC:s and following an increase in the average size of vessels at a pace not
seen before (during 2010-18), the cascading pressure and low utilization of
VLCSs will have a significant cascading pressure on the container subsectors.
Having taken into account all these variables, an expected CAGR of 8.9% in
total demand for 2015—19 for container tonnage can be concluded."

Having mapped and forecasted the demand side of the equation to such
a detailed level that allows for building future scenarios as well as determin-
ing the specific need for various container-vessel sizes, it is time to investi-
gate the supply side, which, by nature, is far simpler. In the first part of this
chapter we studied the cyclicality of shipyards and argued that, due to excess
shipyard capacity, the lead time is historically relatively short, with less than
20 months in 2015. That is, ordering a container vessel in the conditions
prevailing in 2015—irrespective of size—resulted in a vessel delivery time
of no longer than two years. When forecasting container supply growth, it
is not only important to look at the existing order book, but also to forecast
the expected future contracting activity and its deliveries (i.e. implementing
the cyclicality of new orders placed in the forecasting of future deliveries).
Furthermore, it is important to study the age profile of the total fleet and its
specific subsectors in order to forecast the future scrapping activity. The con-
tainer fleet in 2015 has an average age of 10.7 years, but there are no vessels
larger than 10,000 TEU and which are less than five years old. In the handy
segment of 1,000-1,999 TEU, 43.6% of the vessels are more than 15 years
old, and in the Sub-Panamax segment of 2,000-2,999 TEU, 25.9% of the
vessels are more than 15 years old, while the order books in the respective
segments are respectively 7.7% and 11.7% of the fleet.”” This in turn means
that scrapping activity will materialize in the segments with the least orders
for delivery. When applying a future contracting scenario with a forecasted
delivery schedule as well as a future scrapping scenario, we can calculate the
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future expected fleet growth of CAGR to be 5.8% for 2015-19, with the fleet
growing by 8.1% in 2015."

When studying the order book, most of the orders are concentrated in the
very large segments of Super Post Panamax (SPPx) and very large container
ship (VLCS) subsectors, which has resulted in a rapid increase in average sizes
for newbuilding deliveries. Larger capacity vessels are a double-edged sword.
They offer better economies of scale to owners on an individual basis but, if
the majority of shipowners are able to own such vessels, the industry will suffer
from chronic overcapacity. However, due to the economies of scale, the larger
vessels can operate at a lower utilization rate and therefore “hide” capacity in the
overall container market capacity. Such a situation would not put pressure on
the overall container market to the extent that it would if the total amount of
TEU in the order book had been evenly spread out across segments.

Forecasting in today’s container market is therefore more complicated than
just comparing the demand with supply growth, because there is a strong
mismatch between the size of the vessels being delivered and where the cur-
rent demand growth is concentrated. Furthermore, one could also argue that
a large share of the VLCSs are ordered more for competitive reasons and are
not justified by the actual demand. These vessels will therefore not put pres-
sure on the current market because they can operate at lower utilization levels
during their first years of employment. However, these larger vessels, already
delivered and those that will be delivered, are putting significant pressure on
the smaller vessels—the cascading process.

As can be seen from Figs. 2.11 and 2.12, newbuilt VLCSs which were
delivered between December 2013 and December 2014 are being deployed

VLCS: 10,000+ TEUs
SPPx: 8,000-10,000 TEUs
PPx: 3K-8K TEUs & beam > 32.31m
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Fig. 2.11 Cascading of larger capacity vessels (December 2013-December 2014)
(Source: DVB Shipping and Offshore Research)

Note: The number of vessels entering are in green and exiting are in red for each
route; the total number of vessels deployed on the route are in parentheses
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Fig. 2.12 Cascading of smaller capacity vessels (December 2013-December 2014)
(Source: DVB Shipping and Offshore Research)

Note: The number of vessels entering are in green and exiting are in red for each
route; the total number of vessels deployed on the route are in parentheses

on all possible long haul routes including the Far East to South America.
SPPxs, once the primary workhorse in the Asia to Europe route, are now
being employed in relatively short haul trades, such as the eurozone to the
Middle East and the Far East to the Middle East. Similarly, the presence of
Post Panamax (PPx) vessels in long haul routes is decreasing at a steady rate.
The destinations for displaced Panamax (Px) include Intra-Asia and Africa
related trades. Sub-Panamax (SPx) and Handymax (Hx) are still in heavy use
in Intra-Asia. In order to understand the demand for the various subsectors, it
is thus important to understand the cascading and the pace at which it is hap-
pening with the massive influx of new VLCSs. In addition, it is important to
understand and study the fast development/expansion of ports, which enables
them to cater for larger and larger vessels at an increasing pace, thereby put-
ting pressure on the smaller container sectors. The need for replacement of
tonnage when vessels are scrapped is not one-to-one because of decreasing
demand. That is, a lot of scrapping potential in a segment with a small order
book does not necessarily mean a market opportunity.

Comparing the development in overall container tonnage demand growth
with the development in the overall container tonnage supply growth, we
get the utilization rate development” index (for 1996), which has a strong
correlation to the container time-charter market, as can be seen in Fig. 2.13.

When evaluating the drivers and trends in the container market, it is
important to determine the variables in this sector that affect demand and
supply. On the demand side, the changing global trade patterns and their
drivers need to be considered, as well as the short, medium and long-term
trends and speed, cascading and congestion. On the supply side, the overall
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Fig. 2.13 Container market outlook: trend indicator (Source: Own modeling
(moving average of the development in the utilization rate indexed with
1996 = 100))

structure of the container market is leading to ordering that is driven by
economies of scale. This again has been leading to an imbalanced order
book in relation to the demand growth, which is ultimately leading to
significant cascading pressure across the industry. During the cascading
process, some of the smaller subsectors will experience significant volatil-
ity of what seems to be a temporary rebound, but which is ultimately the
cascading process on the path towards the “end game”, where some of the
smaller subsectors will change from being a key container segment to a
niche player segment.

2.3.2 The Dry-Bulk Shipping Sector

When studying the dry-bulk market and comparing this sector to the con-
tainer sector, the challenges are very different, as seen from a commercial per-
spective, but yet relatively similar from a methodological forecasting analysis
perspective. When analyzing the demand side of the dry-bulk sector, there
are four major commodities to understand. First, iron ore and coal are the
two most important cargos for the dry-bulk market. For steel production,
iron ore and coking coal are the most important ingredients, and steel is
used in construction as well as in manufacturing processes across the world.
Second, thermal coal is used in power generation. Third, grain cargo is highly
dependent on population growth, finding use as a feedstock and for human
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consumption, though traded more regionally due to its perishable nature.
Therefore, it cannot be considered either as a driver of total dry-bulk tonnage
demand or a determinant of changes in trade distances, which are rather con-
stant over time. Finally, part of the dry-bulk cargo also constitutes the minor
bulk commodities,'® which are correlated to industrial growth via their use in
construction, the automobile industry and infrastructure development.

During 2014, seaborne trade of iron ore accounted for 31.5% of the total
dry-bulk trade, coal accounted for 28.7%, grains for 10.1% and minor bulks
for 29.7%."” However, the key growth driver amongst the dry-bulk com-
modities, for the last decade, has been iron ore imports into China for steel
production. The continuous focus on developing the Chinese infrastructure
and urbanization during the last decade has led to a strong increase in the
demand for steel products and ingredients, which, for the dry-bulk trade, can
be translated into a particularly strong demand for iron ore imports. China’s
domestic iron ore is of lower quality and therefore not preferable for steel
production. Imports, especially from Brazil, Australia and Canada, where the
quality of the iron ore is higher, have therefore been preferred and are increas-
ing. This is also generating longer trade distances and therefore stronger
growth in the total demand for dry-bulk tonnage, when adding the ton-mile
effect. During the financial crisis from 2008 onwards, a number of countries
implemented financial packages, including China’s CNY4 trillion stimulus
package. A number of these packages targeted infrastructure development
projects, leading to a boost in demand for steel ingredients, such as iron ore
and coal, leading thus to a stronger growth of demand for iron ore imports.
One could therefore argue that the financial crisis has been beneficial for the
overall dry-bulk tonnage demand. One could definitely argue that the dry-
bulk sector has been spoiled with strong tonnage demand growth during the
decade 2004-14, with annual growth rates between 4 and 14%, showing a
decline not before 2009 to a growth rate of 2.4%."*

Iron ore consumption has been on a general uptrend since the turn of this
century and, even more importantly for dry-bulk tonnage demand, the share,
which is seaborne traded, has continued to increase. Even in 2009, when
global iron ore consumption fell, mainly due to reduced steel production in
the Western world, Chinese iron ore imports helped maintain the momen-
tum in seaborne trade. This was primarily driven by the stimulus package
targeting infrastructure-development projects requiring steel; for instance, the
expansion of the railway network. In 2012, global seaborne imports of iron
ore accounted for slightly more than half of the global iron ore consumption
(56.1%in2013), and it can be expected that this trend will continue to increase
in the coming years, with seaborne trade estimated to reach close to 65% of
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global iron ore consumption by the end of 2015. This growth is primarily
driven by China sourcing iron ore imports from further distances, especially
Australia and Brazil. When studying iron ore trade, Brazil and Australia are
expected to remain the dominant suppliers of iron ore to China. Currently,
China imports about 50% of its requirements from Australia while another
25% is sourced from Brazil. In the coming years, the share of Chinese imports
from Australia is expected to grow and reach about 55% while imports from
Brazil are estimated to decline to about 20%. With almost 70% of globally
seaborne traded iron ore imported by China, the expected slowdown in steel
production in China will have a huge impact on the iron ore trade and there-
fore on the total dry-bulk tonnage demand growth."” *°

Similar to iron ore, coal consumption has been on an uptrend, driven by
the increasing demand for electricity and steel, though the growth in seaborne
trade has been complex and characterized by its not being a one-way street.
This is primarily because China has the world’s third largest coal reserves, and
only in 2009 turned into a net coal importer.”' Furthermore, Chinese imports
are mainly driven by price-arbitrage opportunities between the domestic and
international market and therefore are relatively difficult to forecast. On the
other hand, India will continue to import coal to meet the demands of its
energy sector, and the use of alternative, more eco-friendly energy sources is
not expected either in the short or in the medium term. Overall, seaborne
coal trade accounted for about 38% of global coal consumption in 2012,
and this is expected to increase to about 40% by the end of 2015. Australia
and Indonesia are the biggest coal exporters, followed by South Africa and
Colombia. With its shale gas boom, the USA has also become a key exporter.
The major change in the coal trade that could be expected from 2015 is the
Colombian coal exports to be directed toward Asian markets instead of the
USA. This trade will be further aided by the expanded Panama Canal, which
will boost the ton-mile and therefore total tonnage demand.

When studying the demand side of the dry-bulk sector, it is essential to
understand the key commodities and the various demand drivers for these.
For instance, it is important to study the current Chinese five-year plan and
translate it into infrastructure projects, thence forecasting future demand for
steel and related demand for imports of iron ore. It is also important to analyze
where it is sourced from and whether to expect changes in future trade pat-
terns and the sourcing countries’ share of the iron ore exports. Furthermore,
it is important to consider whether one of the key drivers for coal—India—
will continue to show strong growth rates in demand for coal imports for the
energy sector, not only in the short and medium term, but also in the longer
term, or whether the move toward alternative energy sources could accelerate.
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There is no doubt that, when studying the historical development of the
dry-bulk tonnage-demand growth, one cannot blame the world economy
for the current low dry-bulk market. The dry-bulk demand side has shown
stable strong growth for tonnage since the turn of the century. However, the
problem has come from the strong growth in supply exceeding the growth
in demand for tonnage leading to the mismatch in the demand supply bal-
ance. This has led to the current situation of excess supply that needs to be
absorbed into the fleet before a fundamentally supported rebound occurs.
When taking into account the massive order book for delivery in the full
year 2015 and especially 2016, with fleet growth of, respectively, 6.7 and
7.2%, compared with an expected dry-bulk tonnage demand of around 4%
in both 2015 and 2016, the depressed markets with excess supply are expected
to continue for at least two more years, as illustrated in Fig. 2.14. The dry-
bulk market is also characterized by seasonality, which is sometimes confused
with cyclicality, and accordingly market players have been placing orders for
new vessels on expectations of a change in market conditions. When deliv-
ered, these orders then put further pressure on the already excessively supplied
market and counter a rebound in itself. Such a situation occurred in autumn
2013 when the seasonal upswing triggered a massive ordering activity, which
resulted in the massive order book for delivery in 2015 and 2016.

In Fig. 2.14, the utilization rate development index for the dry-bulk mar-
ket is illustrated. It is calculated as the development in the difference (or the
ratio) between the forecast capacity of the fleet and the forecast total demand
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for seaborne dry-bulk tonnage. Total demand for seaborne dry-bulk tonnage,
including a slowdown in the expected future growth of imports of iron ore
into China as well as continued strong growth of coal imports into India, is
implemented in the global bilateral country-by-country trade and aggregated
to a global demand for tonnage, including expected changes in trade distances
and changes in the annual average speed and congestion. Furthermore, future
expected scrapping activity and shipbuilding contracting activity (includ-
ing the forecasting of the delivery profile calculated on the basis of shipyard
capacity and shipyard utilization) is translated into a fleet growth and com-
pared with the total tonnage demand, leading to the above trend indicator.
Thus, expectations are for the dry-bulk market to remain suppressed for at
least another two years before a fundamentally supported rebound can occur.
Seasonality and volatility throughout the years is expected, however.

2.4 The Asset: Importance of Asset
Specifications

We have now reviewed and discussed how to analyze the overall cyclicality
of the shipping and offshore industry, and the respective cyclicality for some
selected shipping sectors and subsectors. We have also seen how to deter-
mine a general utilization forecast and translate this into asset value forecasts,
as well as earnings’ forecasts and employment risks. It is of course likewise
important to evaluate the individual competitive advantages of the assets in
relation to peers and the prior-mentioned analysis, as well as the quality of the
asset. A technical inspection of the vessel is of utmost significance, in order
to evaluate the state of the asset, the risks associated with the technical condi-
tion and the likely future needs for its maintenance. Likewise, it is important
to evaluate whether any legal requirements will be put in place in the indus-
try, which will make changes necessary or lead to the vessel becoming less
or more attractive in the future. Examples include the double hull require-
ment for tankers, which made single hull tankers less attractive over the phase
out period; and the Energy Efficiency Design Index (EEDI)** requirements
for the dry-bulk vessels. Furthermore, it is important to evaluate whether
the margin paid for an eco-vessel is justified—both in terms of the future
second-hand value-forecast premium, compared with non-eco vessels, but
also in terms of bunker savings in the future cash flow generation of the asset.
With potential downward/upward fluctuations in oil prices, eco-vessels could
suddenly become less/more attractive due to the focus on fuel consumption
becoming less interesting from a cost perspective, which could eventually lead



64 H. Brent-Petersen

to old, cheap, non-eco vessels being preferred over expensive eco-vessels. With
the oil-price drop in late 2014, it happened that some time-charter parties of
expensive eco-vessels were canceled and, instead of eco-tonnage, the operator
chartered old tonnage, as fuel consumption became less important. The para-
dox in itself was that it was often seen that the time-charter party was canceled
due to fuel-consumption not being low enough. Actually, this was used as the
exit excuse—the easiest way to exit the charter and the only legally valid way
to exit the time-charter party.

When discussing eco-vessels, it is also important to evaluate the risk of
technological improvements of the vessels over time, the pace at which they
have happened and, more importantly, the pace at which they are expected to
happen in the future. This is essential when evaluating the future attractive-
ness of the vessel in question and its future second-hand value. In Fig. 2.15,
the developments of the dry-bulk Supramax to Ultramax are shown, and
it is important to note the speed at which the development and increase
of size have taken place. More modern, larger and more efficient Ultramax
vessels have taken significant orders in 2012 and 2013 and will cannibalize
on the Supramaxes, which were the most advanced vessels when they were
introduced, in 2004. At the time, everyone expected the Supramaxes to
be the most preferred vessels for several years; however, one always needs
to remember that a vessel’s expected life-time is around 20 years and one
should not get carried away by the advanced vessels of today when evaluat-
ing future attractiveness.
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Fig. 2.15 Vessel developments over the years (Source: DVB Shipping and Offshore
Research)

Ultramax

58k dwt

' Supramax



2 Asset Risk Assessment, Analysis and Forecasting in Asset Backed... 65

In addition to the vessel design, when evaluating the asset attractiveness, the
shipyard where the vessel is to be built is crucial. In fact, the fair market value
(FMYV) of a vessel built in a Tier I shipyard” will have a premium of 5-20%
above a similar unit built in a Tier II shipyard, depending on the sector and
the subsector. Furthermore, when a large number of vessels are available for
selection, charterers have preference for vessels built in Tier I shipyards, which
could lead to a premium in charter rates for those vessels, as well as less risk of
unemployment. Vessels built in Tier I shipyards are also expected to have a lon-
ger economic life, compared with units built in Tier II yards, ceteris paribus. The
combination of a longer economic life and a premium in charter rates could
justify their FMV premium being above similar units built in Tier II shipyards.

2.5 Mitigation of Risks

In this chapter we have so far discussed how to evaluate the risks associated
with the assets in asset-backed finance. This part of the chapter discusses how
to mitigate these risks. When mitigating the asset value risk, it is important
to understand the cyclicality of the business, where we are on the cycle at a
given time and then structure the transaction accordingly—i.e. on the high of
a cycle with high asset values, it is important to consider carefully the loan to
value (LT'V) ratio since the FMV is high due to the sector being on the high
of the cycle. The future second-hand value can therefore decline significantly
when approaching the low point of the cycle.

When mitigating the performance risk, it is important to consider that,
in a depressed market, at the bottom of the sector cycle, the risk for the ves-
sel not obtaining employment is relatively high—and even more significant
if the vessel is in a segment where the norm is spot employment.” In this
case, it is important to consider several annual off-hire days in the cash flow
modeling. For instance, in a depressed crude market and with a conservative
view, employment can be evaluated at 310 days per year, which can rise up to
355 days per year in a crude market where demand is growing by more than
supply—that is, in a market with no excess supply. Furthermore, the quality
of the asset is also important when evaluating the employment risk, as an old
low quality asset will have more off-hire days for repairs and maintenance,
compared with a new, modern vessel. Likewise, the earnings forecast is a cen-
tral element of cash-flow modeling and should reflect the market outlook as
concluded in the market outlook/utilization rate outlook performed for the
specific sector and subsector.
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2.6 Conclusion

In this chapter we have discussed methodologies on how to assess the cur-
rent and future value and the liquidity of the asset. We have discussed the
importance and the overall cyclicality of the shipping and offshore industry,
with a primary focus on the supply side—the shipyard capacity and future
newbuilding prices. In the current situation, in 2015, with excess liquidity
and excess yard capacity, supply can easily change and may work against any
potential recovery. Newbuilding prices for major ship types are expected to
remain subdued for some years more, due to the excess shipyard capacity.
Hidden shipbuilding capacity may flood the market when newbuilding prices
start increasing, thereby keeping prices in check. Not until the shipyard dele-
veraging process reaches its end, can a sustainable recovery of newbuilding
prices be expected. However, owners tend to choose good shipyards, which
can deliver quality assets, so as to compete with the threat of increasing order-
ing activity. As a result, a two-tier market in the shipbuilding industry is
expected to continue, where owners prefer top tier yards, while second tier
yards need to lower their prices to attract new business.

We have also discussed the methodology for forecasting the market out-
look for the dry-bulk and the container markets, as well as the importance of
evaluating the quality of individual assets and how to mitigate risks. While
comparing the result of a basic demand/supply analysis of the container
market and the dry-bulk market, we have argued that it is always important
to dig as deep as possible into the details, which often reveal the differ-
ences and key drivers for the respective segments, which may ultimately
lead to completely different market outlooks, despite appearing similar at
first glance. When evaluating the drivers and trends in the container mar-
ket, it is essential to distinguish and evaluate the variables in this sector
and implement these variables in the overall demand/supply analysis. On
the demand side, all the variables that change global trade patterns, as well
as technological innovations like 3D and 4D printing which will probably
diminish containerized trade in the long-term future, are to be considered
short, medium and long-term, and be translated into future demand for
containerized trade. Furthermore, speed and congestion, and various other
variables discussed, need to be taken into account. On the supply side, the
overall structure of the container market is leading to ordering, driven by
economies of scale. This in turn is leading to an imbalanced order book in
relation to demand growth, which is ultimately leading to significant cas-
cading pressure across the industry. Ultimately the need for some subsectors
will change from being a key container segment to a niche player segment,
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which is a short-term opportunity. Container vessels are getting bigger at an
accelerating pace not seen before in any other segment.

We can thus conclude that important issues to analyze, when assessing and
evaluating asset risks today are whether the recent cyclical behavior in the
shipping industry has changed and what it takes to restore its typical patterns;
and the importance of subsector market analysis, trends, technical specifica-
tions as well as subsector cyclicality.

On a final note, one could also argue that, as long as there is excess shipyard
capacity in the shipping and offshore industry, in conjunction with easy access
to funding globally, then cyclicality will only exist when speculators stop act-
ing on the expectation of using the cyclicality for quick yield. There is ample
shipyard capacity to deliver required capacity soon enough to kill the rebound
in any sector before it actually occurs.
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Overview of Shipping Finance

Fotis Giannakoulis

3.1 Introduction

The international shipping industry is both large and highly important to
the global economy as it carries over 90% of global trade. According to
UNCTAD, there are over 45,000 ships in the world. The International
Chamber of Shipping (ICS) estimates the number of seafarers at around 1.2
million. According to ISH Global Insight, liner shipping alone contributes
over USD430 billion to world GDP and 13.5 million jobs. The shipping
industry is inherently capital intensive and requires significant amounts of
capital to be invested every year in newbuilding vessels, with the cost of build-
ing a ship often exceeding USD200 million. During the last ten years, orders
of newbuilding vessels have averaged more than USD130 billion per annum,
reaching USD266 billion in the peak of 2007. Furthermore, ships are liquid
assets that change hands with high frequency and, as a result, the financing
requirement is likely to be even higher as shipowners seck to fund second-
hand acquisitions. According to Clarksons, over 1,000 vessels have changed
hands on average every year in the last decade and the aggregate annual trans-
action value between 2004 and 2014 has exceeded USD25 billion, reaching a
peak of USD47 billion in 2007.
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Earnings and vessel prices are highly volatile, characterized by sudden
and violent moves alongside the shipping cycle. During the last 20 years,
the annualized volatility of quarterly earnings of the four major shipping
sectors, as measured by the Clarksea Index, has averaged 37%. The earnings
volatility of dry-bulk and tanker vessels, which comprise the two largest
components of the global shipping fleet, averages even higher, at 47 and
66%, respectively. Containerships and gas carriers are relatively more sta-
ble. Market data show that the volatility has significantly increased during
the last ten years across all shipping segments, as Chinese trade growth has
dominated the market. In such an extreme market environment, one would
expect that the financing of shipping assets would be primarily the domain
of equity funding. Nevertheless, due to the capital intensive nature of the
shipping industry and the fact that shipping assets are relatively homoge-
neous assets of considerable value, providing for the most part a highly
liquid collateral, debt financing has been a key source of funding capital
requirements (Figs. 3.1, 3.2, 3.3, 3.4 and 3.5).

3.2 Sources of Ship Financing

The extensive capital requirements to finance newbuilding programs and
second-hand acquisitions have led shipowners to seek financing beyond
their own private funds. European merchant banks have a long history
in financing shipping assets, which can be traced back to the United
Kingdom in the 1850s, with the expansion of the steamship fleet. Bank
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debt financing remains the most important source of capital for the ship-
ping industry today. The capital market’s embracing of the shipping indus-
try, especially during the last decade, has opened the doors to a much wider
range of capital beyond bank debt. Shipping companies today have an array
of financing alternatives that range from traditional mortgage-backed loans
to more complex financing structures that may include: high yield debt;
sale and leasebacks; mezzanine financing and other forms of equity-linked
debt; private equity or funding through the formation of publicly listed
spin-offs, such as master limited partnerships (MLPs) and special purpose
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Fig. 3.2 Clarkson’s ClarkSea index volatility (Source: Clarksons, Morgan Stanley
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acquisition companies (SPACs). While the ability of a shipping company
to navigate the ebbs and flows of the market is primarily dependent on the
timing of its investments and its chartering policy, the selection among all
these funding alternatives can be of equal importance. Together with the
market conditions, these factors also dictate the availability of the financ-
ing alternatives that each company has in its arsenal at any given time, as
seen below:
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Bank financing Capital markets Other
Mortgage-backed loans High yield bonds Seller’s credit
Newbuilding financing Convertible notes Finance lease
Unsecured/corporate loans IPOs Operating lease
Mezzanine Follow-on offerings Private equity
At-the-market offerings Securitization
MLPs Export agency finance
SPACs

3.2.1 Financing from Banks

Bank financing is the main source of capital to the shipping industry, provid-
ing a flexible and low cost of capital to the shipping companies. Banks are
the most reliable and long-term oriented capital providers to the industry,
accounting for the greatest majority of the shipping capital every year. Based
on data from Dealogic, over USDG60 billion of bank debt was issued in 2014
and this number does not include bilateral loans. According to 2014 esti-
mates of Marine Money International, the global shipping loan portfolio is
around USD380 billion. European merchant banks have been traditionally
the most reliable and consistent lenders to the shipping industry, accounting
for over 65% of the global lending portfolio. Germany’s HSH Nordbank and
Commerzbank, and Norway’s DnB, are the largest lenders to the shipping
industry, although the ranking is expected to change significantly in the near
future as a number of banks made the decision after 2008 to reduce their
shipping exposure or even fully exit the sector. For the shipping companies,
bank debt is considered the most attractive form of financing at an interest
cost of 200-300 basis points (bp) above LIBOR. Even after the 2008 financial
crisis and the decision of a number of banks to reduce their shipping expo-
sure, the cost of bank financing remains highly competitive for shipowners
as compared with any other source of capital. From the banks™ perspective,
the shipping industry remains a favorable sector to do business with, despite
the volatility and the relatively low margins. Banks manage to increase their
returns on low margin financings as vessels change hands on a regular basis
causing loans to be refinanced before their maturity. Furthermore, the liquid-
ity and homogeneous nature of the shipping assets allow banks to deploy large
amounts of capital with relatively low overheads. Many banks have specialized
departments that provide a wide range of banking products to the shipping
companies and their principals, ranging from traditional mortgaged-backed
loans to interest rate derivatives (i.e. swaps), exchange rate derivatives, freight
derivatives, liquidity management, advisory services and investment products

through their private wealth divisions (Figs. 3.6, 3.7 and 3.8).
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3.2.1.1 Mortgaged-Backed Bank Loans

Mortgaged-backed bank financing has been the single most important source
of capital for the international shipping industry. With the exception of equity
invested by the shipowner, mortgage-backed loans are often the only type
of capital in the capital structure of shipping companies. Mortgaged-backed
bank debt has been historically around 70-75% of the total capital invested.
The weak shipping markets after 2008 and the difficulty in obtaining bank
debt financing, coupled with the greater availability of capital from private
equity firms and the capital market, has reduced the availability of bank debt
to around 50-60%. A mortgage-backed loan uses the ship as collateral to
secure the lender’s exposure. This means that the vessel has to be delivered
from the shipyard in order for the borrower to be in a position to write a
mortgage to a lender, a process that takes place simultaneously with the issu-
ance of the loan. The borrower is typically a single-purpose company that
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Deutsche Bank

owns the collateral vessel and is registered in a legally acceptable jurisdic-
tion, most likely in Liberia, the Marshall Islands or Panama. This offers the
lender direct access to the collateral and isolates the vessel from any claims or
liabilities unrelated to the financed asset. In many cases, the holding company
that owns the shares of the single-purpose company acts as a guarantor of the
obligations of the borrower. A mortgage-backed loan may finance multiple
vessels that are cross-collateralized and, when this happens, the loan is usually
split in different tranches, which facilitates the repayment in the event of the
sale of any of the vessels. This usually happens when the shipping company
is acquiring a fleet of multiple vessels that are financed by the same bank or
when the lender is asked to enhance the collateral package adding debt-free
vessels in order to reduce the leverage of a credit facility.

The amount and terms of the financing determines the cost of capital for
the shipowner, and also the ability of the borrower to meet its obligations
and navigate through the volatility of the market. As shipping rates and vessel
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values fluctuate widely throughout the cycle, the terms of the debt must be
structured in such a way that the earnings of the vessel can serve the debt
covering the cash break-even and the vessels provide enough collateral against
the loan outstanding. Therefore, negotiating the financing terms is a key part
of the lending process. The main terms of an asset-backed loan can be sum-
marized as follows:

1. Financing amount. Usually ranges between 50 and 80% of the collateral
vessel depending on the age of the vessel, the freight outlook of the respec-
tive subsector and the available securities, including any existing time-
charter contracts and other corporate guarantees. In certain situations
where there is a long-term contract with a very high creditworthy counter-
party, the financing amount can be even higher as the lender’s exposure is
secured by the charterparty. Lenders require the equity from the owner to
be paid first before the loan is available to be drawn, although these two
transactions in reality happen simultaneously.

2. Tenor. The duration during which the loan has to be repaid usually ranges
between five and ten years and depends on the bank’s ability to secure
funding as well as the age of the vessel.

3. Repayment. The loans are usually repaid in semi-annual or quarterly
installments, usually of equal amount, with a balloon at the maturity of the
loan. The repayment profile of the loan depends mainly on the age of
the vessel. The loan amortization is usually faster than the depreciation of the
vessel to assure reduced exposure for the lender. A typical financing for a
newly built vessel with a 25-years useful life has a repayment profile of
around 15 years, suggesting that the loan is repaid at a pace of 1/15 every
year during the loan tenor, with the outstanding amount payable in one
balloon payment at maturity. However, the repayment profile may vary sig-
nificantly depending on the leverage and the collateral vessel. The older the
vessel is, the shorter is the repayment profile, in order to assure that the loan
can be safely repaid during its useful life. One of the key factors that lenders
use to determine the repayment schedule of the loan is the cash break-even
rate that the collateral vessel will have earned in order to pay its operating
expenses and serve both the interest cost and principal repayments. In cer-
tain cases, the loan repayment may be front-loaded as banks prefer to reduce
their exposure quickly and attain lower leverage, and therefore refinancing
risk, as the vessel ages. Therefore, when there is a charter contract, the repay-
ments during the charter period may be higher. Banks usually avoid financ-
ing older vessels, which means that they target the maturity of a loan to take
place at least five years prior to the end of the vessel’s useful life.
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4. Interest rate. Asset-backed debt loans are usually priced as a spread (mar-
gin) over LIBOR, which ranges between 100 and 400bp depending on the
creditworthiness of the shipowner, the quality and liquidity of the collateral
and the competition in the ship financing market. During the frothy
2006-08 market peak, the margins for high-quality owners had shrunk in
some cases below 100bp, but in the current market top-tier borrowers have
to pay between 250 and 300bp.

5. Fees. In addition to the interest rate, the arranger of the loan is entitled to
fees for arranging and administering the loan. A 1% arranging fee is typical
for mortgage-backed loans, while additional annual fees are paid to the
agent of the loan. There is also a commitment fee that usually covers the
lenders costs of tying up capital that has not been drawn down, and is usu-
ally around 40% of the margin.

6. Securities. A mortgage on the vessel is the main security that the lender has
in the event of a default. However, other securities are also common, such
as corporate guarantees from the holding company that owns the collateral
vessel, charges on the earnings accounts of the vessel, assignments on any
charter contracts associated with the collateral vessel, assignments of the
borrower’s insurance proceeds and pledges over the shares of the borrower.

7. Financial covenants. The most typical covenant on mortgage-backed loans
is the value maintenance clause that requires the market value of the collat-
eral vessel to exceed the outstanding loan amount usually by at least 140%.
In the event that the market value of the vessel falls below this threshold, the
borrower must either provide additional security by way of cash or addi-
tional security acceptable to the lender, or prepay the loan to restore the
covenant. Other financial covenants may include a minimum liquidity of
the borrower or a cap on the total indebtedness of the guarantor.

8. Non-financial covenants. Mortgaged-backed shipping loans usually have
a number of non-financial covenants that administer the flag and jurisdic-
tion of the borrower, the required insurance coverage, the manager of the
vessel, the regular provision of financial accounts to the lender and the
completion of satisfactory technical surveys.

Similar to the financing of real estate assets, vessels can be financed with
more than one mortgaged-backed loan provided by separate groups of lend-
ers. The loan that has the seniority is called the “senior” loan and its lenders

. . . «e . » <«
enjoy a first mortgage, while the second loan is called the “junior” or “subor-
dinated” loan, with the lenders receiving a second mortgage which provides
security access to the collateral after the first mortgagees have been served.
That allows the company to increase the leverage on the vessel and improve its
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equity return. When there is more than one mortgage on a vessel, the lenders
of both facilities enter into a subordination agreement, which determines the
order in which the liens will be paid if the vessel is sold.

The majority of these mortgaged-backed loans are “bilateral”, loans between
one single lender and the borrowing entity, or “club deal” syndicates, loans
between a small group of lenders and the borrower, where one bank acts as an
agent of the lending consortium and all lenders share equal, or nearly equal,
parts of the fees earned from the loan facility. Over the last ten years and as the
industry has expanded, an increasing number of mortgaged shipping loans have
been issued by larger syndicates, often in underwritten deals or best-effort syndi-
cations. Loan syndication offers shipping companies the advantage of financing
large acquisitions that are usually not possible to be financed by a single bank.
The expanded syndicated loan market that was growing rapidly until the 2008
financial crisis has recently slowed down as most European banks have limited
lending capacity and most new loans are either bilateral or club deals Fig. 3.9.

3.2.1.2 Newbuilding Financing

Financing of newbuilding vessels follows the same principles as mortgaged-
backed loans. However, while the financing of a newbuilding vessel that has
been delivered is a straightforward mortgage loan, the pre-delivery financing
of a vessel under construction is more complicated. In the case of the financing
of an existing vessel, the bank has a mortgage on a collateral asset that earns
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revenue and offers security against its loan exposure. In the case of a pre-delivery
loan, the vessel is not available to be mortgaged and there are no earnings that
can be used to repay the loan. That means that the loan can be repaid only after
the vessel has been delivered from the shipyard, which can be two to three years
after the loan is initially arranged. Instead of a mortgage, the borrower assigns
the newbuilding contract to the shipyard, which, in the event of defaul, is trans-
ferred to the lender. However, as the contract payments are staggered during the
construction period, if the lender defaults, the bank becomes responsible to
the shipyard for the completion of the construction. As a result, the risk for the
lender is significantly higher than the original loan amount of the pre-delivery
financing. Therefore, the pre-delivery financing is structured as a separate loan
that will be repaid upon vessel delivery, typically from the proceeds of the post-
delivery loan. Most often, the lender that provides the pre-delivery loan is also
willing to finance the vessel following its delivery from the shipyard.

Another risk that the bank has to deal with is the event that the shipyard does
not complete the construction of the vessel, for example due to a bankruptey or
the vessel having technical problems. Therefore, when the construction takes place
in an unproven shipyard or in countries with political uncertainty, the lender may
require additional guarantees, which may be provided by the shipowner in the
form of additional collateral or corporate guarantees, or from the shipyard, which
could involve bank or government guarantees. The shipyard’s payments of a new-
building vessel usually take place in stages with the largest portion paid upon
vessel delivery. The timing of these payments, as well as the drawdown of the pre-
delivery financing, are negotiable and often coincide with specific milestones of
the vessel’s construction process (e.g. 10% upon signing of the newbuilding con-
tract, 10% at steel cutting, 10% on keel laying, 10% on launching and the rest
upon delivery). Almost always, the shipyard is required to provide the shipowner
with refund guarantees from a respectable bank that secures the installment paid
throughout the construction process and which is assigned to the lender that
provides the pre-delivery financing. Similar to post-delivery loans, pre-delivery
financings fund only a portion of the shipbuilding installments, usually around
50-60%. The drawdown of the pre-delivery loan could take place on a pari passu
basis with the equity financing, although the lenders may require the full, or at
least a large part, of the equity to be paid up front.

3.2.1.3 Mezzanine Financing

In the situation where a company is trying to maximize its returns without
investing more equity and has exhausted its ability to add traditional secured
debt, mezzanine is often a favorable middle-ground solution. Mezzanine
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financing can be structured either as debt or equity, and represents a claim
on the vessel that is senior only to the common equity. As a result, the cost
of the mezzanine is higher than that of traditional secured debt, but less
expensive than the cost of equity. Traditional shipping banks are the main
providers of mezzanine financing, although during the last few years private
equity firms or hedge funds have also proved willing to enter into this type
of transaction, covering the void caused by the gradual exit of a number
of traditional lenders. One of the most common structures of mezzanine
financing is a subordinated debt with an equity kicker. In this case, the
lender provides a subordinated debt that has a second or third mortgage
on the vessel, coupled with a higher interest rate and lighter (or often no)
repayments than the traditional mortgaged-backed loan(s). At its maturity,
the mezzanine lender receives a certain percentage of the equity in the vessel,
which increases its return as the market rises and the vessel’s value appreci-
ates. The equity upside of the mezzanine investors can be linked to either the
value of the vessel or the cash flows, and can kick in after certain negotiable

thresholds.

3.2.1.4 Corporate Loans

In addition to the loans that finance specific vessels, either existing vessels or
vessels under construction, banks may also provide loans to large established
companies, based on their balance sheet. These loans can be unsecured and are
typically available to publicly listed companies with access to the capital mar-
kets. Corporate loans provide financial flexibility to the shipping companies
and allow them to manage their liquidity. Some of these loans are revolving
credit lines that offer the company the flexibility to draw the loan when the
funds are needed. The loans may vary in terms of duration, covenants or
repayment terms, as they depend on the balance sheet of the lender, the stabil-
ity of the company’s cash flow and its ability to serve the other liabilities on
its assets. From the lender’s perspective, the main consideration is the balance
sheet of the company, and therefore the most typical covenants are the corpo-
rate leverage ratio and the interest coverage ratio.

3.2.2 Leasing Financing

One of the tools that companies have to finance their operations is to enter
into leasing agreements of some of the assets they operate. Such agreements
allow the company to operate assets without having ownership of them, thus
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without investing any capital. In other words the company (“lessee”) leases
the vessel from its owner (“lessor”) for a period that might extend to multiple
years. Companies often enter into sale and leaseback agreements, selling a
vessel to the lessor and leasing it back usually at a fixed daily bareboat rate
where they remain responsible for the vessel’s operation. The lease agreement
may come with an option or an obligation to buy back the vessel at the end
or during the leasing period, at a pre-agreed price. When the company has
a purchase option or purchase obligation, or when the vessel is leased for a
period that extends beyond 75% of its useful life or when the present value of
the lease payments are over 90% of the vessel’s market value, the transaction
is accounted as a capital lease and the company has to include the vessel on
its balance sheet. In this case, a portion of the lease is expensed as interest and
the remainder flows through the company’s cash flow statement against the
repayment of the capital lease obligation. Otherwise, the lease is considered as
operating and the payments are expensed in the company’s income statement.
Companies may also time charter in a vessel from another shipping company,
paying a fixed time-charter rate to the vessel’s owner, who remains responsible
for its operation. In this case, the company usually charters in the vessel for
a period at a discounted rate to the spot market, and tries to achieve a spread
on the higher spot rates. On the other side, the owner has secured a fixed
employment for the vessel, which allows him or her to lever it and repay the
debt obligations without having to deal with the volatility of the spot market.
Charter-in agreements provide companies with additional leverage, without
the use of traditional debt. However, in the event of a falling freight market,
lease agreements may add a disproportional burden to the company’s balance
sheet as spot rates may drop below the level that is required to cover the lease
payments and the cost of operating the vessel.

During the late 1980s and up until 2008, a large number of sale and lease-
back transactions were executed in Norway and in Germany through the for-
mation of private entities whose investors would acquire assets that would be
leased back to their original owner. The Norwegian K/S were limited partner-
ships formed as standard companies that offered investors tax benefits as they
allowed them to depreciate the capital at an accelerated rate. The German
KG funds played a similar role, being structured as limited liability com-
panies. The shares of these entities could be sold through brokers, although
the liquidity and regulation of these transactions were fairly limited. While
Norwegian K/S and German KG funds would also acquire assets and sepa-
rately find long-term time charters, in most cases they were involved in leasing
transactions. The importance of the German KG market, particularly for the
containership industry, strengthened through the late 1990s and mid-2000s
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as the liner operators increased the chartered-in fleet to fund their expan-
sion and those vehicles provided a tax eflicient investment for wealthy private
individuals, given Germany’s high marginal tax rates. According to Stopford
(2009), between 1991 and 2004 the portion of the container fleet chartered
in by the liners increased from 15% to over 50% (Fig. 3.10).

3.2.3 Financing from Capital Markets

The capital markets have become an essential source of financing for the ship-
ping industry. The expansion of the global fleet and the increasing need for
funding has led shipping companies to seek funds from the capital markets.
At the same time, the growth of global trade, especially after China’s entry into
the WTO in 2002, and the anticipation of high returns associated with this
growth, increased the visibility of the shipping industry to a wider universe
of participants beyond the traditional market participants such as shipown-
ers and European banks. Today, hedge funds, pension funds and every type
of institutional and individual investor have the opportunity to invest in the
shipping industry through debt or equity securities. New York, Oslo, Honk
Kong and Singapore are today the most important financial centers for ship-
ping companies that seek to raise capital outside traditional bank debt financ-
ing. Corporate bonds, convertibles, preferred equity, common equity, private
placements, master limited partnerships and private equity are some of the
products that are available to shipping companies. In the aftermath of the
2008 financial collapse, capital markets have managed to close the funding
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gap created by the withdrawal of many European banks from the shipping
market and the gradual shrinkage of their portfolios.

3.2.3.1 Corporate Bonds

Corporate bonds offer larger and more established shipping companies an
alternative to the bank loan market. While they are almost always more
expensive compared to bank debt, they can enhance the company’s liquidity,
providing greater financial flexibility as bonds tend to be non-amortized with
the entire amount paid upon maturity. Given the volatility of the shipping
industry and the relatively small size of the companies, all shipping bonds are
characterized as high yield rather than investment grade, and the coupon they
have to pay is usually in the high single digits. Typically, bonds are issued with
a fixed coupon, although some have floating interest terms (i.e. a spread over
LIBOR). Shipping bonds may be secured or unsecured by a company’s ves-
sels, and can be issued as either senior or subordinated debentures depending
on their hierarchy in the company’s capital structure. The low interest rate
environment has increased the attractiveness of the bond market as an alter-
native source of financing and can be taken on in addition to the traditional
bank debt with its strict covenants and heavy repayment schedules. Many of
these bond issuances are unsecured with light covenants and no repayments,
allowing the companies to enhance their equity returns and buy assets, with-
out issuing equity, thus avoiding shareholder ownership dilution. Corporate
bonds may also be convertible into equity, offering the issuer the advantage
of a lower coupon in exchange for providing the holders with the option to
convert them into the company’s shares at a certain price.

Despite the advantages, bonds can add significant risk to a shipping com-
pany in a weak market, as bond terms are very difficult to alter in the event
of a default. Altering bank debt in the event of default is much simpler as
the lender can waive certain covenants or change the repayment profile.
Furthermore, as vessels depreciate and the company’s fleet ages, the non-
amortizing nature of the bonds may increase the leverage above sustainable
levels. While bonds might work as a medium-term boost to a company’s
liquidity and purchasing power, they do not provide a permanent substitute
for equity. The lessons from the shipping bond issuances of the 1990s when
many companies defaulted on their coupon payments, as well as the cases of
companies like OSG and General Maritime that were forced into a Chap. 11
restructuring during the tanker collapse in 2012 after they failed to refinance
their maturing bonds, illustrate the risks that bonds might entail for shipping
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companies. Similar was the fortune of dry-bulk owner Excel Maritime that
defaulted on its convertible notes in 2013 (Fig. 3.11).

3.2.3.2 Public Equity Offerings

Capital markets offer an efficient and quick way for shipping companies to raise
the equity that they seck in order to grow their fleet and deal with the increasing
capital requirements of the industry. New York, Oslo, Hong Kong and Singapore
are the main financial centers that have attracted the majority of the publicly
listed shipping companies and that offer access to investors and ample avail-
ability of capital. According to Morgan Stanley Research data, between 2004
and 2014, shipping companies raised over USDG60 billion of common equity
in 363 public offerings of which 118 were IPOs. Half of this activity was in the

Company Issued Amount  Currency Coupon  Maturity
Star Bulk Carriers Corp. 7-Nov-14 50,000,000 USD " 8.00% 1-Jan-2019
Scorpio Tankers Inc. 28-Oct-14 45,000,000 USD " 7.50% 1-Jan-2017
A. P. Moller-Maersk A/s 16-Sep-14 750,000,000 USD " 2.55%  1-Sep-2019
A. P. Moller-Maersk A/s 16-Sep-14 500,000,000 USD " 3.75%  1-Sep-2024
Dynagas LNG Partners 8-Sep-14 250,000,000 USD " 6.25% 1-Jan-2019
Scorpio Tankers Inc. 25-Jun-14 300,000,000 USD " 2375% 1-Jan-2019
Teekay Offshore Partners LP 30-May-14 275,000,000 USD " 6.00%  1-Jan-2019
Paragon Shipping Inc. 9-May-14 25,000,000 USD " 8.375% 9-May-2021
Scorpio Tankers Inc. 7-May-14 50,000,000 USD " 6.75% 1-Jan-2020
Seaspan Corporation 2-Apr-14 345,000,000 USD " 6.375% 30-Apr-2019
Navios Maritime Acquisition 31-Mar-14 60,000,000 USD " 8.125% 1-Jan-2021
Global Ship Lease Inc. 19-Mar-14 420,000,000 USD " 10.00% 1-Jan-2019
Ridgebury Tankers 14-Mar-14 210,000,000 USD " 7.625% 14-Mar-2017
Matson Navigation Co. 28-Jan-14 100,000,000 USD " 4.35% 28-Jan-2044
Navios Maritime Holdings Inc 29-Nov-13 650,000,000USD " 7.375%  1-Jan-2022
Navios Maritime Acquisition 14-Nov-13 610,000,000 USD " 8125% 1-Nov-2021
Navigator Gas 1-Dec-12 125,000,000 USD " 9.00% 1-Dec-2017
Viking Cruises 12-Oct-12 250,000,000 USD " 850% 15-Oct-2022
Navios Maritime Holdings Inc 10-Jul-12 88,000,000 USD " 8.875% 1-Jan-2017
General Maritime Corporation 30-Jul-11 300,000,000 USD "12% 30-Jul-2017
Navios Maritime Acquisition 26-May-11 105,000,000 USD " 8.83% 26-May-2017
Dryships Inc. 28-Apr-11 500,000,000 USD " 9.50% 28-Apr-2016
CMA CGM (CMACG) 21-Apr-11 475,000,000USD " 850% 21-Apr-2017
Navios Maritime Holdings Inc 28-Jan-11 350,000,000 USD " 813% 28-Jan-2019
Navios Maritime Acquisition 21-Oct-10 400,000,000 USD " 8.63% 21-Oct-2017
Hapag-Lloyd AG 8-Oct-10 250,000,000 USD " 9.75% 15-Oct-2017
American Petroleum Tankers 17-May-10 275,000,000 USD " 10.25% 15-May-2015
Overseas Shipholding Group Ltd. 30-Mar-10 300,000,000 USD " 8.13% 30-Mar-2018
SK Shipping 19-Mar-10 100,000,000 USD Float  9-Mar-2013
Overseas Shipholding Group Ltd. 1-Mar-10 300,000,000 USD " 813% 1-Mar-2018
Berlian Laju Tanker 10-Feb-10 125,000,000 USD " 12.00% 10-Feb-2015
Teekay Corp 1-Jan-10 450,000,000 USD " 850%  1-Jan-2020

Fig. 3.11 Indicative shipping corporate bond issuances (Source: Clarksons,
Morgan Stanley Research)
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USA with the Oslo market being the distant second-most-important market for
raising capital. Most of the activity outside of the USA and Oslo came from a
small number of container liner operators. Apart from its depth and availability
of capital, the US market has usually offered the highest valuation, making it the
most attractive destination for international shipping companies who look to go
public. There are currently around 50 publicly listed shipping companies on the
NYSE or NASDAQ), most of which became public after 2004. In 2005 alone,
15 companies went public in these two markets, signaling the dynamic entry of
the shipping industry into the US capital markets. Since then, US-listed ship-
ping companies have raised more than USD30 billion in 228 public offerings.
These numbers do not include the offshore sector, which is more closely tied to
the oil and gas industry, or public offerings of preferred equity, which have also
become attractive as yields are low and companies look to raise equity without
diluting common shareholders. Since 2012, companies like Costamare, Diana
Shipping, Safe Bulkers, Navios and Tsakos Energy Navigation have successfully
issued preferred equity to fund acquisitions.

In the USA, IPOs are regulated by the Securities and Exchange Committee
(SEC) under the Act of 1933. The company planning to go public files a prospec-
tus—a financial document that provides the potential investors with information
about the company’s business, financial information and risk factors—with the
SEC. After the prospectus has been approved by the SEC, the company and its
underwriters market the offering to the investors during a roadshow that usu-
ally lasts around two weeks. During the roadshow, the underwriters collect the
investors’ orders (“book building”) and arrive at the pricing of the company’s
shares based upon the new equity that is raised. In the USA, the whole IPO pro-
cess, from initial preparation of the prospectus until final pricing, usually takes
between four and six months. As soon as the company is public and the stock is
trading, the company has a public currency that allows it to return to the market
for additional capital by issuing more shares to investors through follow-on offer-
ings. While the vast majority of the global shipping fleet still remains in the hands
of private companies, an increasingly larger number of vessels are owned by public
companies as more of them go public and the existing public companies expand

with the assistance of newly raised capital (Figs. 3.12, 3.13, 3.14 and 3.15).

3.2.3.3 High Payout Structures and Master Limited Partnerships

The structures of the shipping companies that access the public markets have
varied significantly according to market valuations and investors’ appetites.
The decline in interest rates during the last ten years and the increasing appe-
tite for yield, particularly in the USA, has created a demand for companies
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Fig. 3.12 Global shipping public offerings of common equity

(Note: Excludes underwriters’ over-allotment option and listings in the offshore
sector

Source: Morgan Stanley Research)

us Oslo Hong Kong Other Total
#of Amount Mkt #of Amount Mkt #of Amount Mkt #of Amount Mkt #of Amount
Offerings Sm) share | Offerings $m) share] Offerings $m) _share] Offerings $m) share| Offerings S

2004 11 1,204 48% 2 60 2% 2 1,065  43% 2 161 6% 17 2,490
2005 20 3,608  56% 2 335 5% 2 1,428  22% 8 1,078  17% 32 6,448
2006 13 1,713 50% 3 404 12% - - 0% 9 1,311 38% 25 3,427
2007 23 3,488 33% 4 313 3% 1 1,470 14% 10 5,196  50% 38 10,467
2008 15 2,372 66% 1 350 10% 1 35 1% 2 810  23% 19 3,567
2009 22 2,639  34% 3 276 4% 1 98 1% 9 4,855  62% 35 7,868
2010 27 3,297 63% 3 357 7% 2 429 8% 9 1,176 22% 41 5,259
2011 13 1,478  50% 2 359  12% - - 0% 4 1,141 38% 19 2,978
2012 10 1,055  42% - - 0% - - 0% 5 1,485  58% 15 2,540
2013 40 4,871  52% 17 3,232 35% - - 0% 9 1,192 13% 66 9,296
2014 34 3,888  64% 11 1,344 22% - - 0% 11 832  14% 56 6,063
Total 228 29,614  49% 48 7,030 12%| 9 4,525 7% 78 19,236  32% 363 60,405

Fig. 3.13 Global shipping public offerings of common equity by country

(Note: Excludes underwriters’ over-allotment option and listings in the offshore
sector

Source: Morgan Stanley Research)

that pay dividends. A large number of companies adopted a high or full-
payout dividend strategy due to the market’s willingness to pay significant
valuation premiums relative to the market value of the fleet for companies
with high dividends. More than half of the equity raised in the USA during
2004-14 was by companies that had a high or full-payout strategy, including
companies structured as master limited partnerships (MLPs).

MLPs are publicly listed entities that combine stable revenue and tax ben-
efits under US federal law when the majority of their income is generated from
qualifying resources, mostly related to energy or other natural resources, such
as petroleum and natural gas extraction and transportation. Most MLPs are
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IPOs Additional Total
# of Amount # of Amount # of Amount
Offerings (Sm) Offerings (Sm) Offerings (Sm)
2004 3 510 8 694 11 1,204
2005 15 3,041 5 567 20 3,608
2006 5 898 815 13 1,713
2007 6 1,276 17 2,213 23 3,488
2008 4 554 11 1,818 15 2,372
2009 - 22 2,639 22 2,639
2010 5 878 22 2,419 27 3,297
2011 3 453 10 1,026 13 1,478
2012 1 329 9 726 10 1,055
2013 5 1,379 35 3,492 40 4,871
2014 3 490 31 3,398 34 3,888
Total 50 9,807 178 19,807 228 29,614

Fig. 3.14 US-listed shipping public offerings of common equity
(Note: Excludes underwriters’ over-allotment option and listings in the offshore

sector

Source: Morgan Stanley Research)

IPOs Additional Total
# of Amount # of Amount # of Amount
Offerings (Sm) Offerings (Sm) Offerings (Sm)
2004 4 1,195 2 91 6 1,286
2005 9 2,729 3 111 12 2,840
2006 7 1,191 5 524 12 1,715
2007 11 6,666 4 313 15 6,979
2008 2 810 2 385 4 1,195
2009 2 134 11 5,095 13 5,229
2010 8 1,061 6 901 14 1,962
2011 4 549 2 951 6 1,500
2012 4 285 1 1,200 5 1,485
2013 8 1,402 18 3,023 26 4,425
2014 9 855 13 1,320 22 2,175
Total 68 16,876 67 13,914 135 30,791

Fig. 3.15 Non-US shipping public offerings of common equity
(Note: Excludes underwriters’ over-allotment option and listings in the offshore

sector

Source: Morgan Stanley Research)

limited partnerships, but they can also be limited liability companies or busi-
ness trusts that are managed and operated by a general partner who is owned
by the sponsor. Because MLPs are classified as partnerships, they are treated as
“pass through” for tax purposes and avoid corporate income tax at both state

89

and federal levels, reducing therefore their cost of funding which allows them to
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pay higher distributions. MLPs typically distribute all their available cash flow
after taking into consideration the necessary retained reserves for maintenance,
operating and growth expenditures. The lack of corporate taxes for shipping
companies has eliminated the requirement of shipping MLPs to be structured
as partnerships that issue complicated Schedule K-1s; instead, they are struc-
tured as regular corporations that issue their unit holders a simple Form 1099.
In a typical MLP structure, there are three classes of shares or units, with the
public investors or limited partners holding the common units that are publicly
traded and the general partner holding the subordinated units and the general
partner units which usually correspond to 2% of the holding company, that is
the owner of the vessels. The general partner may also own common units in
the MLP. The common units are entitled to a minimum quarterly distribution
(MQD), which means that only after the common unit holders have received
their dividends do the rest of the units qualify for any additional distribution.
The general partner also receives incentive distribution rights (IDRs) entitling
them to a higher proportion of distributions as certain distribution targets are
reached. This mechanism gives the sponsor the incentive to pursue accretive
transactions that will increase the distribution of the MLP (Fig. 3.16).

Common
0,
100% i

General
Partner

Common LP Units 2% GP Interest

Public
unitholders

Subordinated Units IDRs
| 1
Common
LP Units MLP
100%
Operating Entity [~  Debt
|
100% . 100% —— 100% _|
Vessel Vessel Vessel

Fig. 3.16 Typical MLP structure



3 Overview of Shipping Finance 91

While international shipping companies receive income from worldwide
activities and are registered in offshore jurisdictions (e.g. Liberia, the Marshall
Islands, Panama or Malta) with favorable tax regimes that render corporate
taxes meaningless, the MLP model has attracted significant attention after
Teckay created the first shipping MLP in May 2005. Teeckay LNG Partners
raised USD132 million with an initial fleet of four LNG carriers and five
Suezmax-class crude oil tankers with long-term charters ranging between 16
and 20 years. Since then, shipping MLPs have raised over USD7 billion of
equity, nearly a quarter of the total equity raised in the US markets. As these
entities are trading based on their yield, which usually ranges between 6 and
8%, the valuation premium versus the traditional publicly listed companies
is significant, despite the lack of any tax advantages. This has also led non-
energy related shipping companies that have vessels with long-term contracts,
such as owners of containerships, to form MLP-type entities so as to take
advantage of the arbitrage between the yield-based valuation and the market
value of their assets.

The increasing appetite of investors for yield and the significant premium
that yield-based valuation offers have also driven a number of shipping com-
panies to adopt a high dividend payout strategy. Non-MLP structured high
payout shipping companies listed in the USA raised around USD9 billion of
common equity between 2004 and 2014, most of which was raised by dry
bulk and tanker companies that tended to operate in a highly volatile market
environment, and operate their ships under short or medium-term contracts.
As many of these companies lacked long-term contracts and used back-loaded
debt facilities to enhance their free cash flow, the collapse of the shipping mar-
kets after 2008 forced many of them to suspend dividend payments, resulting
in an abrupt drop of their stock price. Since 2010, only a few companies that
are not MLPs maintain a high payout strategy and the amount raised has
shrunk to just a couple of hundred million USD every year from over USD2
billion at the peak of 2007 (Fig. 3.17).

3.2.3.4 Special Purpose Acquisition Companies

A special purpose acquisition company (SPAC) is a publicly traded buy-
out company, also commonly called a “blank check” company, which raises
money through an IPO in order to pursue a business combination or the
acquisition of an existing company or group of assets that fall within the
parameters described in the prospectus. SPACs raise a blind pool of money
that is placed in a trust account until the consummation of the proposed
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Fig. 3.17 US-listed shipping public offerings of common equity by payout strat-
egy (Source: Company data, Morgan Stanley Research)

transaction that must first be approved by the shareholders, a process that
must be completed within a predetermined period (usually 18-24 months)
from the IPO. In the event that the shareholders reject the proposed transac-
tion, the SPAC has to be dissolved and the funds returned to the investors
after paying the fees and underwriting expenses that are usually funded by the
sponsor of the IPO. In December 2004, International Shipping Enterprises
was the first blank check company that raised USD171 million to invest in
vessels or an operating business in the shipping industry. In the summer of
2005, the SPAC completed the acquisition of Navios Maritime Holdings, a
dry bulk shipping company with a fleet of 27 vessels, for a total of USD594
million in cash, which was funded from the proceeds of the SPAC’s IPO and
bank debt. During 2004-07, five SPAC:s raised nearly USD1 billion to invest
in the shipping industry, one of which had to be liquidated as the public
shareholders rejected the proposed acquisition. The last IPO of a blank check
company was completed in 2011, raising only USD48m that was used to
acquire a fleet of offshore supply vessels (Fig. 3.18).

3.2.3.5 Private Equity

The dynamic entry of the shipping industry to the public markets has also
attracted the attention of a large number of financial sponsors for private
investments. Especially following the collapse of ship values after 2008, a
number of private equity firms have shown interest in acquiring vessels, aim-
ing to take advantage of the historical low asset prices and the anticipated
subsequent recovery, either through an asset sale or through an IPO. Some
of these investments have taken place in the form of joint ventures with a
shipowner where both parties contribute capital such as Oaktree with Petros
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Offering
Date Company Ticker size (Sm) Consumed
07/14/11 Nautilus Marine NMARU 48 Yes
12/17/04 Int'l Shipping Enterpr. ISHPU 171 Yes
12/15/05 Star Maritime SEAU 189 Yes
07/18/06 EIAC Ell 203 No
02/28/07 Oceanaut OKN-U 150 Yes
07/09/07 Seanergy SRGU 220 Yes

Fig. 3.18 Blank check IPOs in the shipping industry (Source: Company data,
Morgan Stanley Research)

7.0 $ billion

6.0

5.0

40 |

3.0 4

|| |
1.0 - I

2007 2008 2009 2010 2011 2012 2013 2014

Fig. 3.19 Private equity investments in the shipping industry (Source: Marine
Money International)

Pappas (Oceanbulk), and Kelso with George Youroukos (Technomar). In
other cases the private equity put together a management team of experienced
shipping executives, creating a new company with the purpose of eventu-
ally going public, such as Greenbriar investment in Ardmore Shipping. From
the shipowners’ perspective, the lack of bank financing and the opportunity
to expand their operations during the market downturn has led them to
seek capital through partnership with private equity investors. According to
Marine Money International, over USD20 billion of capital has been invested
in the industry since 2008 (Fig. 3.19).

3.3 Conclusion

Despite the ebbs and flows of the shipping cycles, the maritime industry will
continue to expand, driven by the growth of the global economy and the need
of developing countries to access resources that have to be shipped from dis-
tant parts of the world to support their growth. As the global trade expands,
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the need for significant investment in larger and more sophisticated assets will
continue to grow, requiring greater amounts of capital. During this course,
shipping companies and capital providers will have to face the risks of highly
volatile operating cash flows and vessel prices, making risk management a
central consideration of every investment decision. While bank debt financ-
ing is likely to remain the most important source of capital for the industry,
a great array of alternatives is available today to shipping companies. The
dynamic entry of the shipping industry to the capital markets has widely
increased the number of products that shipping executives can choose from,
adding at the same time complexity to their decision-making process. These
decisions require these executives not only to be constantly informed about
the availability of these products, but also to understand the risks that they
entail as well as the impact on the value of their company.
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4

Shipbuilding Finance

Charles R. Cushing

4.1 Introduction

Unquestionably, the acquisition of a vessel is a major undertaking. It is a proj-
ect that involves the expenditure of a vast amount of money, manpower and
other resources. Frequently, such an acquisition program calls for acquiring
not just one vessel but several at the same time. This makes the project even
more financially significant. Because of the amount of money involved, the
long-term major commitment of the buyer and the risks involved, a vessel
acquisition program requires a formal and disciplined approach to the proj-
ect. This includes strategic planning, the development of a mission statement,
the use of professional advice, the identification of risks, the development of
a schedule and budget, and strict adherence to them—in short, disciplined
project management.

4.1.1 Reasons for Vessel Acquisition

The acquisition of a vessel may be driven by a number of reasons. For a shipping
company, it may be to create more shipping capacity in an expanding trade or
to capture more market share. It may be to open new trade routes or to develop
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the capability to carry new or different cargoes. Another reason is to replace
aging or technologically obsolete vessels, or to take advantage of new technol-
ogy. Non-transportation users of vessels are driven by the same reasons, that is
new services, expansion of project work, obsolescence and technology.

A second category of business interests that acquire ships is the “non-user”
investor. Investors may purchase vessels as an investment opportunity, a
method to put their capital to work. Lenders satisfy their investment objec-
tives by aiding and financing end-users who are capital deficient. Financiers
use a variety of techniques to charter or lease the vessels to the users.

4.1.2 Alternatives to New Construction

This chapter discusses the financing aspects of the construction of vessels, that is
“new buildings”. However, there are other routes to satisfying the needs described
above. Instead of building new vessels, the buyer or investor may consider:

Second-hand vessel purchase;

Ship conversion;

Chartering (voyage, time, bareboat);
Leasing;

Contracts of affreightment;
Mergers;

Pooling and slot chartering.

N AV AR =

Many of the issues discussed in this chapter could apply to the above alter-
natives, but we will focus mainly on new vessel acquisition.

4.1.3 Reasons for an Orderly Approach to Vessel
Acquisition and Project Financing

The commercial ship acquisition process is not well documented in the litera-
ture. While much is written on the subject of naval vessel acquisition, this is not
so with merchant vessels. Some techniques such as design-built or construction-
management may be flawed or contain serious risks to the commercial vessel
buyer or investor. The careers of some managers are often transient and a vessel
acquisition project may be a once-in-a-lifetime experience. Yet many managers
with little experience and lack of regard for the risks will control the acquisition
process. The acquisition of a vessel is a major capital undertaking and requires
disciplined and proven project management techniques.
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There is much money at stake in the building of a vessel, and the buy-
er’s company’s very survival may be at risk. In the case of non-users, such as
financial institutions, buyers may lack vessel-owning, operation or acquisition
experience. In a buyer’s market, the buyers are often subjected to aggressive
shipbuilder marketing efforts. Therefore, the buyer’s staff must use every tech-
nique and disciplined effort to stay on proper course.

4.1.4 What Can Go Wrong in Ship Acquisition Projects?

Current methods may omit some or many good or best practices. Planning is
the most ignored step. Many buyers will omit competitive bidding, believing
that their negotiation skills are sufficient to reach a best price. The concepts
of formulation and mission statement are almost always omitted. Frequently,
important factors in economic analyses are ignored, omitted or misapplied.
These include objectives-of-the-firm, depreciation, taxation, life of the asset,
residual value and the effects of inflation. Other poor practices include reli-
ance on letters of intent, heads-of-agreements, non-definitive contract plans
and specifications, inexperienced construction project managers (such as
operating personnel without project management or shipyard experience),
learners-on-the-job and class surveyors.

A major deficiency in vessel acquisition projects is to underestimate seri-
ously the daunting tasks ahead. Participants may undertake many of the tasks
themselves and fail to engage experienced professionals in such areas as legal,
technical, finance, ship brokering and project management. This false econ-
omy is often done to save consulting fees or commissions, which are in many
cases only 1% or less of the entire project cost. This is especially important
because of the many pitfalls mentioned above.

4.1.5 What Is Project Management?

Project management is the process of planning, organizing and controlling
project activities so as to meet specific goals and objectives. Projects are tem-
porary rather than continuous processes. They have definite starting and com-
pletion dates. The process includes:

1. Planning and defining the project, developing plans, mission statement,
defining goals, developing work and work-breakdown plans.

2. Establishing and controlling the schedule, defining interrelationships between
tasks, sequencing tasks and establishing milestones, timing and deadlines.
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3. Preparing and controlling the budget, including identifying and estimat-
ing all costs, providing margins for contingencies and adopting financial
controls.

4. Controlling the entire project, including proper staffing, good communi-
cations, identifying critical paths and bottlenecks, taking corrective action
and quality control.

5. Financial and contingency planning.

4.1.6 Strategic Planning

Examples of strategic planning date back thousands of years: Sun Tzu’s 7he
Art of War (2,400 years ago), Miyamoto Musashi’s Book of Five Rings and
Napoleon’s campaigns. These evolved over time into a formal process. Simply,
strategic planning involves:

. Setting goals and a mission;

. assessing the environment;

. appraising the organization’s capabilities;
. developing a strategy;

. implementing the strategy;

. monitoring and controlling the strategy.

AN N W N

Good financial planning and financial analysis are integral parts of a stra-
tegic plan. The ability to assess adequately international markets as well as the
impact of inflation and taxation and their trends during the environmental
analysis phase are important. During the development of strategies phase of
the plan, pro forma projections need to be developed and compared so that
an optimum strategy can be selected. During the strategic planning phase,
the buyer must be able to articulate the corporate objectives. Profitability,
return on investment and financial resources are some of the important areas
of concern. Finance policies and accounting practices are controllable strate-
gic objectives and should also be reviewed and defined.

4.1.7 Forecasting

In planning, the determination of historical and current shipping pricing lev-
els is a relatively straightforward task; but the forecasting of transportation
pricing even over a short period is much more difficult. Current and past
price levels are available through conferences, stock analysts, brokers, agents,
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published rates, trade publications and other research sources. The practice
of rebating, while very prevalent in the past, but now illegal in many places,
is also difficult to quantify since both shippers and carriers are reluctant to
discuss details. The availability of bulk transport pricing data is even more
readily available, especially when the trading is on a worldwide basis. Such
pricing is reported in absolute terms, as charter fixtures, or keyed to freight
indices. When bulk transportation is carried out under contracts of affreight-
ment, the pricing is usually private and confidential information, and even
more difficult to obtain.

An important element in price forecasting is the cost analysis. The ele-
ments of the cost analysis, particularly the operating costs, are closely linked
to national and international economic indices. Appropriate elements of these
indices, such as labor and energy components, can be applied to the cost pat-
terns of one’s own and one’s competitor’s operations. The forecasting of prices
is carried out by charting, fundamental and statistical analyses, or a mixture of
these methods. The simplest form of charting is the extrapolation of historical
data. Difficulties arise, however, as rates fluctuate. Zannetos (1966) and other
chartists have made a lifetime study of charting and predicting tanker rates,
and attempting, with limited success, to determine the periodicity of such
fluctuations. On the other hand, the fundamentalists attempt to predict the
future environment and the impact of events on the pricing of transportation,
according to supply and demand fluctuations.

Price forecasting is easier in stable trades, which occur where there are
high entry barriers, closed conferences, pooling agreements and consortia.
Conversely, there is more volatility in trades with such characteristics as low
barriers to entry, weak conferences, low levels of profitability, the presence
of marginal operators and when vessels engage in other light back-haul or
triangular trades looking for cargoes of opportunity. Supply and particularly
severe over-capacity or over-tonnaging will have a dramatic impact on rates.
Government aid to shipping and/or shipbuilding will also stimulate the sup-
ply side and depress rates. Conversely, prosperity and, perversely, international
conflicts and calamities will have the effect of raising rates. These events are
very difficult to predict. New entrants or the introduction of new technology
or ships with added capacity (larger or faster vessels) usually will also depress
rates. Competition, predatory pricing practices and price wars will artificially
or temporarily depress prices.

All of these factors make the work of the pricing forecaster extremely diffi-
cult. Nevertheless, such forecasts must be carried out since revenue represents
one half of the equation, which defines profitability. Rate projections must
be combined with a realistic assessment of capacity utilization in order to
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arrive at planned income or revenue levels. It is important that the strategic
planner understands the reliability of the assumptions, which must be made,
limitations in such forecasts and the confidence limits in the projections. It
is therefore necessary that sensitivity studies and risk analyses be carried out.

4.1.8 Plans

During the final phases of a strategic plan a number of sub-plans should be
developed covering (1) business, (2) financing, (3) operations, (4) marketing,
(5) technology, (6) competitors, (7) human resources and (8) the organiza-
tion. The business, financing plans and financial model are of particular inter-
est here. At the outset, lenders want to see and review the shipping company’s
business plan, which should consist of at the very least company ownership,
its financial health, assets, indebtedness, a history of the company, a descrip-
tion of the company, its marketing strategy, its management team and orga-
nization, personnel, operations, funds required, their use and timing, other
financial data, risks, entry and exit plans, contingency plans, sensitivity stud-
ies (worst case and best case), legal issues and insurance considerations. The
financing plan must define the budget and budgetary controls to be used for
the business plan, the cash flow and capital requirements and what the bor-
rower is prepared to put forward as collateral and guarantees, both corporate
and personal, as well as acceptable mortgage terms.

4.1.9 Mission Statement

It is essential that the shipping company’s chief financial officer and finance
team be aware of and have an opportunity to provide input and even partici-
pate in the strategic plan. They and other key departments need to understand
the details of the acquisition plan. This can best be done by using a mission
statement and communicating it to those in the vessel acquisition process. The
complexity of researching, designing and building a vessel is apparent. The cri-
teria to be used for the design and acquisition may involve hundreds of factors.
For the sake of good order, and so as to communicate a common standard to
the entire team, it is essential that the basic criteria be set down in a mission
statement. The principal results of the technology plan should form a part of
the mission statement. The objectives of the firm or owner and key elements of
the company’s strategic plan should also be embodied in the mission statement.

A second purpose of the mission statement is to prevent the unintentional
or accidental deviation from the original objectives. It prevents deviation from
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the agreed upon strategic plan, which in turn results in changes and cost over-
runs. When and if the early objectives change, the mission statement records
these modifications. The mission statement becomes a control document that
aids management and the vessel acquisition team in staying on course.

4.1.10 Vessel Design

The design process should be of interest to all involved in ship finance.
Traditionally, the design process is divided into four phases: concept, prelimi-
nary, contract and detailed design. The concept design is the starting phase
where innovation can be introduced into the process. It involves very little in the
way of drawing, calculating and design, but is the phase where the concepts and
objectives from the strategic plan begin to take form and shape. Importantly, it
is where there is an opportunity to add or develop innovative features and their
economic implications to the vessel and even to anticipate future competition.

The preliminary design phase is where the principal features of the vessel
are determined. From a financial perspective, the work during this phase
should be monitored to ensure that the objectives of the strategic plan and
mission statement are being adhered to, especially regarding costs, revenue
and hence profitability. During this phase the volume and weight of the
vessel and the required power will be determined. Therefore, a reasonable
estimate of the cost of building the ship emerges for the first time in the
process. It is also possible to estimate fuel and lubrication consumption, the
single largest operating cost center, by far. During the phase, the carrying
capacity of the vessel (i.e. the revenue generating capability of the vessel) is
determined. Whether it is deadweight type cargo or volume cargo, the num-
ber of tons of liquid or dry bulk, the number of containers, cars or trucks,
pallets or passengers, all must meet the objectives set out in the mission
statement. Excessive cost and/or insufficient revenue generating capability
will be apparent at this stage. If necessary the design and/or objectives can
be changed at this early stage. The contract design phase develops a defini-
tive specification and set of drawings with sufficient detail to permit ship-
yards to quote a fixed price to be used for a contract. The detailed design is
developed by the builder after the contract.

4.1.11 Sources of Ship Finance

There are three main sources of funds available to a purchaser to support the
acquisition of a vessel: debt financing, equity financing and grants. There are
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many variations within these three conceptual sources. These will be discussed
in greater detail. Debt financing includes bank loans, bond issuers, shipyard
credit, private and public offerings, loan syndications, high yield corporate
debt (junk bonds), leasing and other debt instruments. Equity includes own-
er’s equity, limited partnerships, sale of shares, sale of assets, cash flow and
initial public offerings (IPOs). There are also combinations of debt and equity
in hybrid schemes. These include convertible debt, debt with warrants, K/S
and K/G partnerships, blocked currency schemes, tax supports, barter trade
deals and other unusual methods. Grants and gifts include government aid
and grants, government loan guarantees, cash grants, subsidies, favorable tax
treatment, moratoria on debt repayment, subsidized interest rates and many
other similar sources.

The decision on which method or combination of methods to use depends
on a great number of factors. The Harvard Business School recommends
that, before selecting a financing method, five important factors be analyzed.
This approach is called flexibility, risk, income, control and timing (FRICT).
Credit ratings are issued by credit rating agencies. Where the borrower does
not have a credit rating, potential lenders will evaluate the credit worthiness
of the borrower. The three largest credit rating agencies are Moody’s Investor
Services, Standard & Poor’s Rating Services and Fitch Ratings, which together
control about 95% of the business. The rating agencies rate financial insti-
tutions, insurance companies, issuers of securities and corporations. In ship
finance, the latter is of most interest. Credit ratings are issued on the credit-
worthiness of the shipping company, that is will a loan be repaid or will the
company default on its loans. The rating range is from AAA at the top to D
at the bottom. Anything below Fitch’s or S&P’s BBB~ (Moody’s Baa3) is con-
sidered below investment grade or speculative/risky. The significance to the
shipping company seeking shipbuilding loans is that the rating will dictate
what method of finance is likely to succeed. Factors that should be considered
and the possible financing method include:

Condition Financing method
Unused tax depreciation Leasing

Excess debt Equity

Potential business risk Equity

Buyer’s market Shipyard credit
Strong earning power Debt

Predictable earnings Debt

Long-term, fixed rates Bonds

Buyer’s market Export credits
Low stock prices Hybrid

High risk Junk bonds, mezzanine financing
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4.1.12 Ship Finance

Ship finance provides sources of funds for the building of new vessels or major
conversions. More typically, the buyer of vessels seeks finance from lenders
or investors. But a buyer or investor in vessels may provide funds from his
or her own assets, the liquidation of physical assets or investments, or from
retained earnings. Non-owner/operators, and investors who see investment
opportunities in shipping, almost always seek finance to share in the cost of
new construction. Banks, insurance companies, pension funds and similar
organizations seeking opportunities to put their deposits to work will engage
in shipbuilding.

The purchaser of vessels sometimes will finance them in two stages, namely
bridge financing for construction then long-term financing. They may be
done by the same lenders. Bridge, interim or construction finance may come
from one or more entities, such as shipyard financing, shipyards’ banks or
the central or government banks in the shipbuilder’s country. This is done to
stimulate or encourage production in the host country. Bridge financing cov-
ers the period of construction. It is customary in shipbuilding contracts for
the buyer to provide progress payments during construction. These payments
are keyed to contractually defined milestone events such as contract signing,
keel laying, steel and machinery deliveries to the yard, commencement of
construction, percentage of completion of steel work and other activities, and
successful completion of trials and delivery. The owner’s inspection staff at
the yard or third parties sign off that the payment milestones have been met.

The title to the new vessel passes from the builder to the buyer at one of a
number of different events depending on the defined contract terms and the
laws of the jurisdiction of the contract and, in some cases, lex situs (the law
of the place of construction). These events may be during construction, the
completion of the work, the full payment of the contract price and extras, the
registry of the vessel (flag rising) or during the formal delivery protocols. At
this time, long-term or permanent ship financing should be in place.

4.1.13 Choosing a Source of Funds for Ship Construction

There are many sources of funds available to a shipowner planning new con-
struction. For shipowners, commercial bank ship mortgage loans have been
the most usual source. With the tightening of credit, more conservatism in
bank loan reserves, and cyclical economic and market forces, shipowners have

had to turn elsewhere. Lease financing has filled some of the gap. Shipping has
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turned to equity investors for funding and the public markets for large financ-
ings. The availability of funds from different entities will depend on many
factors, such as international and domestic economic conditions, the health
of the shipping industry and particularly the ship-type sector (for example
tanker, bulk carrier, container vessel, cruise), oversupply or scarcity of the type
of vessel, the history and economic health of the shipowner, the quality of his
or her business plan, and business opportunities, risks and many other factors.
These will determine which lending sectors are more likely to attract favor-
able sources of funding. These sources include: commercial banks, commer-
cial credit companies, export credit agencies (ECAs), government or central
banks, government subsidies, high risk investors, hybrid financing schemes,
insurance companies, investment and merchant banks, Islamic banks, leasing
companies, limited partnerships, master limited partnerships (MLPs), mez-
zanine financing, mortgage banks, international banks, owner’s equity, part-
nerships, pension funds, private placement, public markets, shipyard credit,
syndicated loans, underwriters and wealth management banks, and in some
unusual cases blocked currency schemes and barter trading.

Commercial bank credit is available in the form of ship mortgage loans,
which are structured for a fixed period of time with period repayments, at
agreed upon interest rates, provisions for collateral and usually a mortgage.
The collateral may include: first mortgage, second mortgage (for subordi-
nated loans), assignment of charter hire (assuming the owner will charter
the vessel), guarantees, corporate and/or personal, and assignment of insur-
ance. A bank when considering whether to provide a loan, will consider:
the history of the company, the character of the management, the use of
funds and the nature of the project. The bank will also consider: the financial
health of the borrower, by reviewing (1) the current ratio (current assets and
liabilities), (2) the interest earned, (3) the debt to equity ratio, (4) the total
debt coverage, (5) the operating ratio and any guaranteed cash-flow charter
contracts.

4.1.14 Debt Financing

Any form of financing that requires repayment is, in reality, debt financing.
This in general refers to secured and unsecured loans or bonds. Borrowed
funds are usually the least expensive but most restrictive form of ship finance.
The most usual source of debt financing is through commercial or govern-
ment sources. Such loans are almost always collateralized with ship mortgages
and other forms of security. Bank and similar loans never cover 100% of the
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funds required. As their availability becomes restrictive, such loans will only
cover 60—-80% of the value of the new vessel. There are two main reasons
why banks no longer lend 100% of the value of the new vessel to be built.
First, the banks want the owner to be seriously committed to the venture;
second, in the event of liquidation, the bank is more likely to recover this
loan fully.

Commercial bank loans are by far the most common method of ship
finance. The traditional sources are from commercial banks and ship finance
banks, investment banks, government or central banks, institutional inves-
tors, finance companies, pension funds, insurance companies, manufacturers
of components of a new vessel, vendors and individual investors. Banks may
group together to cover a project, that is syndicated loans. The owner may
also issue bonds in the public market. Commercial bank loans, capital raised
from insurance companies and pension funds, together with bonds, will be
regarded as senior debt, meaning that in the event of default they are usually
ahead of mezzanine or subordinated debt.

The advantages of debt financing for shipowners include:

1. Maintaining control of the shipping operation and ownership of the ship-
ping company.

2. Tax benefits, wherein interest on business loans is deductible from taxes.
This has the effect of lowering the real bank rate of interest.

The disadvantages include:

1. Higher interest rates if economic conditions impact on the shipowner’s
loan or his or her credit rating deteriorates.

2. Repayment obligations to the lender regardless of success or failure of the
shipping venture. Repayment to lenders takes precedence over any equity
investors.

3. Deterioration of credit rating (such as Moody’s or Standard & Poor’s) and
resulting higher interest rates on the current or future loans.

4.1.15 Loans Syndication

With large shipbuilding loans, commercial banks prefer to spread the risks
by assembling a group of banks to share in both the loan and the risk. This is
called a “syndicate”. A commercial or investment bank (“arranger”) assembles
and organizes the participating banks. The issuer pays a fee to the arranger.
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One bank assumes the role of lead bank, which manages the loan process and
interfaces with the shipping company and prepares the documentation. The
lead bank also coordinates the needs of the borrower with the willingness
of the participating bank to provide its portion of the funds. If the syndi-
cate consists of a large number of smaller or inexperienced banks, the group
becomes unwieldy and the process takes time. A more efficient syndicate has
a few, say four or five, large, experienced banks. In ecither case, the lead bank
earns its fees and commission for setting up the syndicate and for the ongoing
management of the loan.

There are three types of syndications: (1) underwritten, (2) best-effort and
(3) club deal. In the underwritten syndication, the arranger(s) guarantee the
commitment and then syndicate the loan to the other participating banks.
In the best-effort syndicate only a portion of the loan is guaranteed by the
arrangers. The remainder may or may not materialize. If not, the deal may
fail or have to be restructured. In the club syndicate, a smaller loan is divided
among a few banks of similar size and type which share equally or nearly so
in the arranger fees.

4.1.16 Mezzanine Financing

In an effort to raise a higher percentage than would otherwise be obtained
by first-mortgage funding, and where the bank or other lenders are unwilling
to provide sufficient funds to close the deal, the owner may resort to mez-
zanine financing, which is a form of debt finance lower in rank than senior
debt but superior to ordinary equity. The secondary lender is prepared to take
the risk that if the borrowing company defaults he or she will fully recover
the loan after the senior debt has been paid. He or she is willing to take that
risk because of a high rate of return, through higher interest rates, and pos-
sibly other benefits such as conversion rights. The debt may be in the form of
second-mortgage loans, but may also be secured and unsecured loans, stock,
junk bonds, subordinated loans or preferred shares. The advantages to the
shipping company are several: (1) it provides a source of funds, which the
senior lender is not prepared to provide; (2) it can provide a more flexible
repayment term; (3) it may mitigate the covenants and financial tests that are
demanded by the senior lender; and (4) it spreads the dependence on debt
financing across more than one source. Such mezzanine financing is often
provided to small shipping companies. Non-bank lenders tend to finance bor-
rowers that traditional banks shun. Such borrowers include smaller vessels,
smaller deals, financially inferior vessel owners or vessels of non-traditional
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registries. Such borrowers may need to provide other methods that reduce
risks, such as corporate guarantees, personal guarantees or additional collat-
eral. Hence, higher rates are charged for mezzanine financing. These mez-
zanine lenders tend to have less influence on the vessel construction process.

4.1.17 Bonds

A shipowner may raise capital by issuing bonds. These are debt instruments of
longer term (i.e. maturity is longer than one year), but they mature at a given
date. However, in some cases the bond may have a call option that allows the
issuer to redeem the debt early. The borrower’s shipbuilding bonds are certifi-
cates of indebtedness issued for a specific purpose and at specific rates.

4.1.18 High Yield (“Junk”) Financing

For some shipping companies such as those rated at below investment grade,
high yield (junk) bond financing provides access to capital and the ability to
leverage that would not be available from commercial banks. While the bor-
rower pays a higher interest rate, the advantage to the shipping company is
that it does not dilute its ownership by resorting to equity financing. Junk
bond financing provides higher interest rates to compensate the lender for the
higher risks. In times of financial crisis, where bank financing is scarce and
harder to obtain, shipowners have resorted to high yield (junk) bond financ-
ing. Concurrently, investors in search of higher yield lending opportunities
have been willing to accept “covenant lite” terms that give lenders certain
rights when the borrower has problems. High yield bonds typically have lon-
ger terms (ten years) than traditional bank loans (seven to ten years). High
yield bonds also differ from commercial bank loans as they can be amortizing
or non-amortizing. When they are non-amortizing, the borrower only pays
interest throughout the terms of the bond and repays the principal at maturity
(a so-called “bullet”). An exception to this is where the bond has an amorti-
zation feature where the borrower pays a portion of the principal during the
terms of the loan.

4.1.19 Shipyard Credit

Another source of shipbuilding finance is shipyard credit, which is a way of
competing for orders. Such financing may be (1) buyer’s credit (the most usual



108 C.R. Cushing

form of shipbuilding credit), where the loan is made directly to the buyer to
permit him or her to pay for the vessel before delivery; or (2) builder’s or suppli-
er’s credit, where the loan is made to the shipyard which agrees to defer repay-
ments or a portion of the payments by the buyer until some time after delivery
of the vessel. The interest rate charged on yard credit is sometimes supported
or subsidized by some governments as a method to attract orders to their
yards. Governments also have provided shipbuilding credit to stimulate work
in their country’s yards. This kind of credit is in fact disguised subsidy, though
the OECD and national credit agencies, such as Export-import Bank of South
Korea (KEXIM), Export-import Bank of U.S. (EXIM), CEXIM (China),
Export Credit Guarantee Department (UK) (ECGD), Hermes (Germany)
and Export-import Bank of China (EIBC), should ensure fair competition.
The OECD and the WTO also attempt to control fair trade principles.

4.1.20 Leasing

Leasing is a method of increasing assets without equity input from sharehold-
ers. It is also a method for a shipping company to obtain lower financing
rates by giving up tax advantages that they may not be able to use. The lessor
(owner) is able to deduct depreciation from taxes. In offshore companies that
pay little or no corporate tax, the benefits may be nil. Lease financing has been
a major source of ship financing for decades. Long-term charters may even be
considered a form of lease finance. A finance lease (sometimes referred to as a
“dry lease”) is a full payout lease wherein the lessor structures the lease so as to
provide the equity portion and recover the full cost of the vessel. The lessee is
responsible for making the lease payments and to provide all operating costs
of the vessel, including maintenance, repair, insurance, crew costs, stores and
suppliers, and other operating costs. The lessor is the owner of the vessel and
essentially “rents” the vessel to the shipping company. The lease is for a stated
period of time, and payments are made at regular intervals such as monthly,
quarterly or annually. The lessee may have an option to renew the lease at
termination of the period and at a lower rate.

In a finance lease, the lessor owns the vessel and charters it to the ship-
ping company. The lessor typically has other taxable income in other opera-
tions, and as owner takes tax deductions for depreciation, interest expenses
and investment incentives such as investment tax credits. The lessor, in taking
advantage of these tax benefits, is able to pass along some of these to a ship-
ping company. The lessor also gains, unless otherwise agreed to, by owning
the residual value of the vessel at the end of the lease. The lessor can then
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re-lease or sell the vessel. The operating lease is sometimes referred to as a “wet
lease”, where the lessor is responsible for providing the operating costs and
maintaining, insuring and crewing the vessel.

Most vessel leases are “leveraged leases”, where an investor provides a por-
tion of the purchase price of the vessel, say 20-40%. The remainder of the
vessel price is raised as debt and is secured by a mortgage and assignment of
lease payments to the bank financier. In a finance lease, the banks always insist
on “hell or high water” terms (i.e. the lease payments are always paid regard-
less of any difficulties encountered). The investor, as owner, enjoys benefits,
such as depreciation, interest and investment, tax credits and residual value.
The key issue in leasing is who retains the residual value and under what
terms.

Off-balance sheet financing is a technique in which neither the asset nor
the indebtedness appears on the books of the lessee, who is able to incur an
increased amount of debt. For many years, in the USA, the major tanker
fleets and the major oil companies engaged in chartering, particularly with the
view that the charters would not appear on their balance sheet and encum-
ber further borrowing. US laws and generally accepted accounting princi-
ples (GAAP) now prohibit this practice, although it is to be found in many
parts of the world. Nevertheless, sophisticated lenders, in doing due diligence
searches, always enquire for details of any existing charter obligations.

International accounting standard setters have been trying for years to
change lease accounting. They want shipping companies to record lease obli-
gations on their balance sheets. The shipping industry balks at these propos-
als, arguing that a time charter is not a lease and that, while it does involve an
asset (the ship), it is also a contract for services. This leads to complexity in
dividing the balance sheet obligations. Until these issues are resolved, the ship
financier or investor should move cautiously and identify all the borrower’s
obligations and assure that there is sufficient equity in the transaction before
lending.

In summary:

1. frequently, leasing provides a way of increasing assets without equity input
from shareholders;

2. commitment often does not appear on the balance sheet;

3. as it is not always a long-term commitment, the company can increase
debt;

4. the owner cannot take advantage of shifting asset values (i.e. buying and
selling);

5. leasing provides tax benefits.
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4.1.21 Interest Rates

When loans are made, the interest and repayment are paid to the lender.
Islamic financing is an exception, as the concept of interest is contrary to
Islamic law. The rate may be fixed or floating. The loan agreement establishes
the type and amount of interest to be paid. In the USA and Britain, LIBOR
is commonly used for floating rates. In Europe, the Euro Interbank Offered
Rate (Euribor) is sometimes used as an index. Floating rates are tied to an
index, usually LIBOR, which is the average rate at which leading banks in
London are willing to place deposits and charge other banks. The LIBOR
rate is set daily by the Intercontinental Exchange. An interest rate cap allows
shipowners to protect themselves against increasing debt funding costs as a
result of rising interest rates, whilst also allowing them to retain the benefit
of lower rates. The buyer of an interest rate cap is required to pay an upfront
premium to the cap seller. An interest rate floor provides its holder with pro-
tection against downward movements in interest rates. An interest rate collar
is a combination of a cap and a floor: an agreement by the borrower to pay
the difference between the actual interest and an agreed floor level, when the
latter is above the actual level. This enables the buyer of the collar to fix a
maximum and minimum rate payable on his or her liabilities. For example,
a borrower would buy a cap at one level (say 9%) and sell a floor at another
level (say 6%). By buying the cap they will be protected against rates exceed-
ing 9%, but by selling the floor they are committed to paying a minimum
of 6% and will not benefit should rates fall below this level. Often the col-
lar is constructed on a zero-cost basis with the premium payable on the cap
being offset by the premium receivable on the floor. A method for reducing
the extra cost for a cap is to arrange a collar. An interest rate swap, in its sim-
plest form, involves an exchange of fixed interest payments for floating rate
payments, usually linked to an index such as LIBOR. For shipowners with
LIBOR-linked borrowings, a swap can be used to transform the floating rate
facility into a fixed rate loan. The shipowner will receive a floating rate pay-
ment on the swap, which offsets the floating rate interest cost on the borrow-
ings. The fixed rate paid by the shipowner on the swap becomes the effective
cost of borrowing and provides protection against rising interest rates. The
spread is the interest rate paid in addition to a risk free rate (i.e. LIBOR). An
interest rate swap is a deal between banks and companies where borrowers
switch floating-rate loans for fixed-rate loans. The advantage to this is that
one company may have access to lower fixed rates and the other company may
have access to lower floating rates—so they trade. The most common type of
a swap is refereed to as a “plain vanilla swap”. Here the companies typically
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exchange fixed rate payments against floating rate payments. The principal
amounts are not exchanged, and are known as the notional principal. Where
two counter-parties exchange a stream of interest payments (at a fixed rate) for
(a floating rate), the two streams of payments are called “legs”.

4.1.22 Ship Mortgages and Other Loan Security

The senior lender or lenders will require a first or preferred mortgage as part
of the security they require. The purposes of the mortgage are to create a
public record of the lien, and most importantly to establish the priority of the
mortgage over any other liens or claims which may exist or arise against the
vessel. In the event of default or bankruptcy, the holders of the first mortgage
stand second in line to be paid out, after any outstanding crew wages (which
stand in first priority). It is also the basis for an agreement between the lender
and the owner concerning the issues of operation, maintenance, insurance
and trading areas. The mortgage must be executed with the assistance of an
experienced lawyer. Such ship mortgages are filed with authorities in the ves-
sel’s home port. The existence of the mortgage is noted on the ship’s papers
and must also be posted on the navigation bridge. A second mortgage is a
subordinated mortgage and, in the event of default, is paid out only after the
first mortgage is fully repaid.

Depending upon the loan agreement, very often the borrower will agree to
the assignment of income to pay interest and loan repayments. If there is a mis-
hap resulting in insurance claims, the loan agreement may call for the assign-
ment of insurance proceeds, which could include hull, machinery, protection
and indemnity (P&I), war risk and loss of earnings. The lending agreement may
also contain matters relating to the operation of the vessel and a requirement
for maintenance, and will record the types and value of the insurance. Trading
limits may restrict the areas of the world where the vessel may operate.

The loan document will include such information as:

flag state endorsement of record;
date and time of recording;
applicable law;
enforceability of lien;
covenants, such as:

(a) definitions;

(b) description of vessel;

(c) insurance type and amount;

RAREIN G
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(d) trading restrictions, if any;
(e) maintenance and repair standards;
(f) compliance with regulations;
(g) payment of expenses;
(h) payment of future liens;
(i) posting of mortgage in the vessel;
(j) payments in event of default;
(k) other lender remedies in event of default, including taking possession
of vessel and owner’s power of attorney;
(1) application of insurance proceeds;
(m) application of liquidation proceeds.

Liquidation proceeds are usually applied for in the following sequence:

. expense advanced on behalf of owner;
. senior debt;

. junior debt;

. creditors;

N 0N =

. Owners.

The shipowner has the obligation to notify the mortgagor if the vessel is
seized, libeled or detained. The owner may not sell, abandon, long-term char-
ter or remortgage the vessel without the permission of the mortgagor. The
second mortgagor does not have priority over an earlier registered mortgage
ship, repairer lien or any maritime liens. Other forms of security required by
lenders may include:

1. assignment of income certainty;

2. assignment of insurances certainty, including hull, machinery, protection
and indemnity, war risk and loss of earnings insurance;

. corporate guarantees;

4. personal guarantees.

W

Security maintenance in the mortgage documents most of the time requires
the owner to provide additional security if the value of the vessel falls below
an agreed upon loan-to-value amount. These maximum loan to value cov-
enants are the most important ones governing most ship financing. The prob-
lem with ship valuations in a declining market is that the traditional method
for valuation is the potential price in the current market, but representative
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prices may be hard to find. Ship valuations are provided by approved valua-
tion experts on a “willing seller, willing buyer” basis. This methodology allows
for the circumstances described here—for example, in a weak market there
may be no “willing seller” and therefore the perceived market price is not the
same as the valued price. The loan agreement will contain a minimum value
constraint that if the value of the vessel drops below a certain percentage of
the remaining debt, say 120%, then the lender may require additional secu-
rity and, absent that, foreclose.

Documents that the prospective shipowner should present to the potential
lender include:

1. background memorandum:
(a) company ownership;
(b) corporate structure;
(c) company history;
(d) current and future strategy;
(e) management team;
(f) business or operating philosophy;
transaction details;
vessel details;
shipbroker valuations (if any);
borrower’s financial statements;
corporate guarantor’s financial statements;
personal guarantor’s financial statements;
fleet list and employment details;
9. cash flow forecast;
10. proposed time charters (if any);
11. proposed ship construction contract;
12. references from bankers, brokers, charterers, suppliers and agents.

O N AV WS

4.1.23 Export Credit Agencies (ECA)

A turther source of funding to a shipowner or a shipbuilder seeking to assist the
owner in financing his or her project is through an export credit agency, some-
times called an export-import bank (in the USA) or an investment insurance
agency. Most developed, industrial countries have export credit agencies, mainly
to stimulate manufacturing within their own country. Export credit agencies
may be either private institutions or agencies of the government. Export credit
agencies can provide direct lending to a project, provide intermediary loans to
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commercial banks, subsidize the loan interest rate or provide loan guarantees.
In shipbuilding scenarios, the benefits provided by export credit agencies are
usually tied to specific domestically manufactured vessels.

4.1.24 Hybrid Financing Schemes

There are and have been a number of hybrid ship finance schemes which did
not fit under the simple debt or equity categories. The German K/G system
and the Danish DIFKO systems, for example, take advantage of favorable
tax treatment. Unique, government sponsored, hybrid, limited partnerships
exist. These limited partnerships were a method for wealthy individuals to
shelter their taxable income by investing in shipping. They first appeared in
the 1980s in Norway (K/S), Denmark (DIFKO), Germany (K/G) and to
some extent in the UK Business Expansion Scheme, countries which had high
personal tax rates. The Norwegian K/S (Kommandittselskap) market collapsed
in the 1990s due to the infusion of large corporate investors and changes in
Norwegian tax laws.

The K/G System has been a German limited partnership system available
to German tax payers for German flag vessels, which holds individuals liable
only for the amount of their investment. The benefit to German taxpayers,
especially those in the higher tax brackets, is that they can take tax deduc-
tions accruing from investment losses and depreciation. This accelerated
depreciation, Sonderabschreibung, permitted an additional 40% on top of the
8.33% in the first year and 82% in the first five years. Characteristics of the
K/G system include:

1. Kommanditgesellschaft is a limited partnership;

equity financing from “retail” high-net worth individuals (e.g. doctors and
dentists 30-40%);

the remaining 60-70% is from bank sources;

12-25-year investment periods;

strong tax incentives;

mostly smaller vessels.

N

N

With over-tonnaging and the economic recession starting in 2008, the
K/G system lost viability as a financing scheme and has undergone severe
stress. By 2010, it had fallen out of favor with investors.

The A/G is a public limited company, whereas a GmbH (Gessellschaft mir
beschrinkter Haftung) is a private limited company.
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DIFKO is a limited partnership with tax benefits, sometimes called the
Danish “Money Machine”, and is a tax investment company which finances
ships built in Denmark using a three-tiered arrangement, namely:

1. a K/S partnership;

2. ship finance credit;

3. a Danish bond scheme (where the owner places his or her capital on deposit
and takes out a loan at a lower rate—the difference between the ship inter-
est credit rate and the long term bond rate).

Blocked currency schemes are where multinational companies find them-
selves with profits in countries that prohibit the export of their currencies. In
such cases, where the countries have shipbuilding industries, these companies
are able to provide local funds to finance the building of vessels for export
(such as in the Polish-Pepsico International construction of bulk carriers, and
McDonnell-Douglas’s financing assistance to Del Monte for their Spanish-
built refrigerated cargo ships during the 1980s).

Barter trade deals are usually done on a government-to-government basis
where fundamental commodities such as grain, oil and natural gas are traded
for manufactured goods such as ships. In modern international trade, the
system is rare, inefficient and archaic but is still to be found.

4.1.25 Islamic Bank Finance

Islamic bank financing is based on traditional Islamic principles. Islamic
banking is a general term for the investment of money according to Islamic
Law (sharia). There is a desire on the part of Muslim governments and busi-
nesses to use funds and revenues, particularly from the sale of petroleum and
chemicals, to assist in the development of the infrastructure in Muslim coun-
tries and to aid Muslim owned businesses in a manner consistent with Islamic
values. Islamic banks have a large, stable customer base in most Muslim coun-
tries, but particularly in Kuwait, Qatar, Malaysia, the UAE, Iran, Pakistan,
Nigeria and Saudi Arabia.

A basic feature of Islamic bank financing is that receipt and payment of
interest (riba) is prohibited and any return on funds employed by the bank
be earned by way of profit derived from a commercial risk taken by the bank.
‘This means that the bank shares in the risks and rewards of the venture under-
taken by the customer. Therefore, the bank’s return is based on the customer’s
success rather than an income stream based on the financial market’s interest
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rates. Gharar (uncertainty) and maisir (direct speculation) are also banned by
Islamic law. Financing cannot be made available to projects that contradict
Islamic principles. Different forms of Islamic financing are suitable for differ-
ent types of ship finance. For example, for new construction, istisna is used,
where title to the vessel passes directly to the buyer upon delivery. For the
purchase and sale of second-hand vessels, 7jara is used; it is also used for leas-
ing. There are differences of opinion as to whether sukuk (bonds) are strictly
in line with Islamic principles. An alternative is leasing (bare boat charter) at
fixed rates with the lessee buying the vessel at a pre-agreed price and date.

In theory, some Western banking practices are prohibited under Islamic bank-
ing principles (e.g. currency futures and forward trading), because they are con-
sidered speculative (i.e. gambling), and also because they treat currency (trading)
as a commodity. Under Islamic banking principles, money is not regarded as a
commodity such as wheat or oil: it must be put to use for productivity. Currency
swaps are acceptable providing there is no interest-rate swap. Islamic banks have
difficulty managing liquidity positions (especially short term ones).

The Islamic banking market in the Arabian Gulf is in the hundreds of
billions of dollars. Depositors place their funds on deposit interest-free, and
receive a share of the bank’s profits. Islamic banks benefit greatly from the
inherently low cost of funds available to them from depositors. Banks have
boards of Islamic scholars (advisors) to review methods and operations and to
act as advisors.

4.1.26 Government Grants

Financing assistance from government sources is done to aid and stimulate
domestic shipbuilding or shipping. Such assistance takes many forms and
these include but are not limited to:

government loans;

subsidizing interest rate;

cash grant to owner;

cash grant to shipbuilder;

cash or credit to allied industries;

operating subsidies tied to shipbuilding agreement;

favorable taxation incentives: lower or no taxes, deferrals, write-off of pre-
vious loans, accelerated depreciation, tax-free reserves;

8. guarantee of private loans, i.e. risk transfer;

N AV RN =
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Table 4.1 Islamic financing terms

Beial urbun Acceptable only to Hanbali school of Islamic jurisprudence, an

Islamic option. Islamic investor purchases goods on behalf of
real purchaser and keeps 10% of real purchaser’s deposit

Beibi salam/ Forward financing transactions to provide working capital to
beibisalif buy raw materials. Salam identifies the goods. Salif refers to

goods in generic terms. The goods must exist at time of sale.
Does not apply to shipbuilding

Gharar Uncertainty: excessive uncertainty, risk or ambiguous outcome

ljara Equivalent to leasing. Bank purchases asset and rents to third
party

ljara irta Lease purchase

Istisna Islamic institution places order to build ships and sells at an
agreed price at an agreed date

Joalah Simply a fee for rendering a service

Mudaraba A silent partnership fund that participants subscribe to; the
bank manages the investment (i.e. trustee finance). A
percentage of profits go to investor-customers. Bank charges
fees. Shares in funds can be bought and sold

Mugarada Bonds issued to finance projects

Murabaha Cost-plus method for project financings, which includes an
honest declaration of cost

Musharaka A fuel partnership that provides venture capital by establishing
a special purpose company. Bank and customer are
shareholders and share profits and losses (i.e. equity
financing)

Riba “Increase, growth” (i.e. interest)

9. favorable loan terms: low interest rate, long grace period, little or no

10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.

down payment, more than 100% financing, repayment out of profits
only, long loan term, balloon payment at end of loan, little or no security
or collateral required;

write-off of previous losses;

moratoria on debt repayment;

training funds;

custom duties waived on imported materials;

shipbuilding research and development funds;

vessel scrapping subsidies;

grace period before repayment;

restructuring aid;

insolvency and closure aid;

aid for regional or other investment;

R&D aid;

aid for environmental protection.



118 C.R. Cushing

4.1.27 Equity Financing

An alternative source of ship finance is equity financing. Either the shipowner
invests his or her own money or sells equity shares in the company. In other
words, the owner gives up some portion of ownership in the company. Equity
financing is another way of raising funds for the building of a new ship or
ships, especially if the company is “all borrowed up” or is involved in a risky
shipping venture. Equity here is in the sense of ownership in or shares in the
profits or future value of the shipping company. The sources of equity funds
may come from the shipping company’s retained earnings, or out of cash. It
may involve the sale of assets. It may also involve the sale of stocks (shares) in
the company (common or preferred stock). Finally, it may involve forming
limited partnerships.

The sale of shares may involve (1) common stock, (2) preferred stock or
(3) convertible preferred stock. Common stock carries voting rights that can
impact on the managing of the shipping company. Preferred stock does not
have the privilege of voting, but has the advantage of being paid dividends
before they are paid to other shareholders. Convertible preferred stock is pre-
ferred stock that can be converted to a defined number of shares of common
stock, which is another option of the shareholder. The many shareholders in
large publicly traded companies exercise their voting rights by electing mem-
bers to the board of directors. The company managers and board members
have a fiduciary obligation to the shareholders.

In the USA, the term “common stock” is frequently used. Elsewhere, it is
called “voting share” or “ordinary share”. Common stock may be of the voting
or non-voting type. The dividends to holders of common stock are uncertain
and depend on earnings, the need for capital (i.e. reinvestment) and the deci-
sions of the board of directors, all of which will be covered, both legally and
practically in the borrowing agreements. Preferred stock is characterized by
a preference in dividends, in a liquidation a preference in assets, convertibil-
ity to common stock, callability, permitting the company to repurchase the
shares, non-voting, usually has a fixed dividend (i.e. par value), but may have
a floating interest rate keyed to an index, cumulative preferred stock permit-
ting any unpaid dividends to accumulate for future payment. There are many
variations on both common and preferred stocks relating to voting, convert-
ibility, exchangeability, redemption dates or absence of such, put privileges
(where the holder may require the company to redeem the shares) and other
features. Each country, such as the UK, Germany, the USA, Brazil, Canada
and other countries, has differing and specific limitations and requirements
on the issuance of preferred stock.
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4.1.28 Public Offerings

A privately owned shipping company may raise capital for fleet expansion or
replacement by obtaining a public listing. It does this by offering shares in
the company to institutional investors that in turn offer them to the public at
stock exchanges. This process is called an IPO, stock launch or “going public”.
The advantage of an IPO is that huge amounts of money may be raised for
new vessel construction for fleet expansion or replacement. The disadvantages
are the underwriting, legal, auditing and other costs that can amount to 1-8%
of the money raised. The process is expensive, time consuming, complex and
may even fail to raise the required funds (i.e. be under-subscribed).

For a company to sell shares through a public offering, an investment bank
or syndicate of investment banks will act as underwriters and agree to sell
the shares to investors, for which they receive management and underwriting
fees. A prospectus is prepared and a price for the initial offering is set. If the
price is set too low, the company may potentially lose too much money. If set
too high the issuer may be under-subscribed. The prospectus is submitted to
government authorities for their approval. The US NYSE and NASDAQ have
been the leading issuers of IPOs but the exchanges in Hong Kong, Shanghai
and Shenzhen have overtaken the US exchanges. Exchanges in Tokyo, Oslo
and Copenhagen are also important for shipping IPOs. The prospectus must
reveal to the public detailed information about the company, its financial
condition, the management and the intended use of funds. The release of this
confidential information is one of the disadvantages of going public.

4.1.29 Private Placement

Another method for raising equity for ship investments is through the private
placement market, using such institutions as property and casualty insurance
companies, private and public sector pension funds, mutual funds and finance
companies. Funds available in the private placement market are enormous,
amounting to hundreds of billion of dollars. To access this market, an owner must
find an investment bank or advisor with a strong record of success in this field.
While governments have regulations controlling private placement, they are not
as restrictive as public offerings. Private placements are also offered to select groups
of investors, and may be for stocks, bonds, warrants or promissory notes.

With the financial crisis starting in 2008 and the drying up of ship finance
sources, the industry in 2012 and 2013 turned to a merging of private equity
investors and shipowners. In 2013 shipowners sought funds from private
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equity firms. However, difficulties arose due to a basic disconnect in their fun-
damental ways of doing business. Shipowners typically have complete control
of operations, investment decision-making, chartering and reporting (or the
lack of). Private equity firms, on the other hand, and notwithstanding that
they need the shipowner’s experience and expertise, want to control invest-
ment and divesture decisions and to participate in operating and charter-
ing decisions. They prefer transparency and full reporting. Further, once they
have achieved the targeted results they look to sell the assets, contrary to the
traditional shipowner’s mode of operation.

4.1.30 Venture Capital

Another source of funds for a shipowner for construction is from a venture
capitalist. Venture capital is a form of private equity, sometimes referred to as
“angel investing”. Venture capital, initial investing, seed funding or Series A
round of fundraising is important to new, small companies. They are too young
to be able to enter the public markets or to obtain loans and debt financing. The
venture capitalist initially provides the seed funding, and after start-up, growth
and expansion exits the venture. The new shipowner must have a good business
plan, a good experienced management team and solid business opportunities
such as charters in place in order to attract venture capital.

4.1.31 Master Limited Partnership (MLP)

A non-traditional method for investors in shipping to enjoy certain tax benefits
is to enter into an MLP. This type of limited partnership is one that can be
traded on an exchange, giving it liquidity. IPOs may be in the form of MLPs.
The advantage to the investor (partner) is that they avoid paying corporate tax
and are able to depreciate in proportion to their holdings. The MLP is required
to pay a fixed distribution quarterly to the limited partners. The distributions
are, however, taxed. MLPs depend on a predictable and stable cash flow. Because
of the volatile nature of shipping, especially in the tanker and bulk sectors, regu-
lar distributions are put at risk. MLPs should be approached with caution.

4.1.32 Financial Aspects of the Shipbuilding Contract

Shipbuilding contracts may be of a standard form, some of which are slanted
towards the shipbuilder and hence are favored by them. Others favor the
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owners. When using the standard forms, it is common for there to be amend-
ments and riders resulting from the negotiations between the parties.

O\ N

Some of the most common standard forms include:

. BIMCO’s NEWBUILDCON: Baltic and International Maritime Council;
. AWES Form: Association of West European Shipbuilders;

MARAD Form: US Maritime Administration;

. SAJ Form: Shipowners Association of Japan;

CMAC Shanghai Form 2011;

. Norwegian Form.

Alternatively, the shipbuilding contract may be drafted by either the owner’s
experienced lawyer or the builder’s legal department. Whether it is a standard
form or specifically drafted, the contract is usually the subject of much nego-
tiation on specific terms. Regardless, there are certain basic elements common
to all shipbuilding contracts that impact on ship finance. They include:

RN

11.
12.
13.

14.

15.
16.

SYXeNA

the price, for each vessel;

the currency in which the payments are to be made;

options: the price for any optional additional vessels, if any;

extra costs or credits for changes to the contract;

penalty clauses for late delivery, deficiencies in speed, fuel consumption,
carrying capacity (DWT) and other features of the vessel;

schedule of progress payments;

dispute resolution: mediation, arbitration or courts;

escalation clauses, if any;

unit costs to be applied if additional work is required;

consequential yard expense in the event that changes disrupt the work
schedules;

retaining at the end of the construction period to cover guaranteed work;
insurance: amounts, types, named and sharing in insurance proceeds;
performance bonds (selection of jurisdiction is important as enforceabil-
ity is sometimes difficult);

refund guarantees issued by a bank which are acceptable to the buyer, and
refunding of progress payments in the event of rescission of contract;
taxes, duties, fees, classification costs, registry and similar;

fuel and lubrication credits at delivery.

All of the above, and many other terms in the contract and specifications,
will impact on the amount and timing of the flow of funds to the shipbuilder.
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It is one of the duties of the owner’s on-site representative to monitor the
progress of construction and provide timely advice to the owner as precisely
when milestones will be met and progress payments are due.

4.1.33 Progress Payments

An important component of the shipbuilding contract relates to the progress
payments that the shipowner pays the shipbuilder during the construction of
avessel. The quantity and timing of these payments is often a matter of intense
negotiation pre-contract. The owner may want to pay as little as possible up
front and backload the schedule, whereas the builder wants to frontload the
schedule and get as much as possible early. The fairest settlement of this issue
is where the shipyard progress payment schedule is structured so that the yard
receives about as much as they are spending.

The second issue is to select milestones to which progress payments can
be definitively identified, such as contract signing, commencement of steel
construction, delivery of main engine at the yard and successful completion of
sea trials. Milestones such as 40% completion of steel work and 60% comple-
tion of electrical work are not definitive and should be avoided. The BIMCO
NEWBUILDCON proposes that the first installment be due and payable
“five (5) banking days after the refund guarantee has been provided”. The
final installment “shall be due and payable on delivery”, and “the sums due
or refundable as a result of modification ... shall be added to or deducted
from the original installment”. The intermediate installment shall be as agreed
upon between the shipowner and shipyard.

4.1.34 Performance or Surety Bond

There are occasions when a shipowner wants financial assurance that a ship-
yard will deliver the ship in a timely manner according to the plans and speci-
fications, and meeting the approval of the regulatory authorities. To reduce
the owner’s risk, he or she may require the shipyard to provide a performance
bond, sometimes referred to as a “surety bond” or a “performance bond”, or if
issued by a bank, they are called a “bank guarantee”. The shipowner’s concerns
are that the yard may end up in bankruptcy, or fail to pay for labor or materi-
als. Since 1932, all US Federal Government and many state and municipal
construction projects must be backed by performance bonds.

The shipyard or contractor can obtain such a bond from a bank or insur-
ance company. The cost of the performance bond to the shipyard will depend
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on the type of bond, the amount of the bond and, most importantly, the risk
of the applicant. The surety bond underwriters will closely examine the proj-
ect, the history of risks, claims and litigation with the yard. The underwriters
will then assign the bond price. This can cost, usually between 1 and 15% of
the project price. The price of the bond is then passed on to the shipowner.
The “penal sum” is the maximum amount that will be paid under the bond.
The shipowner is the obligee, the shipyard is the principal and the issuer of the
bond is the surety. If the obligee makes a claim, and the surety determines the
claim is valid, he or she will pay the agreed upon bond amount to the obligee.
The surety will then attempt to recover the amount paid and his or her legal
costs from the principal.

4.1.35 Refund Guarantees

A shipbuilding contract should contain a provision for a refund guaran-
tee. After contract signing and during construction, the shipowner will
have been making progress payments. If the shipyard becomes insolvent
or is declared bankrupt or otherwise defaults on the contract, the owner
will want his or her progress payments returned. The usual procedure is
for the shipyard to arrange with his or her bank to provide a refund guar-
antee to the shipowner. It is important that the bank’s guarantee be prop-
erly worded and signed by an authorized bank official. If the shipowner is
financing the ships, the lending agreement will contain a clause requiring
that the shipbuilding contract have a refund guarantee and that proceeds
from it are paid to the lender.

4.2 Conclusion

Because the financing of ships involves massive investments it must be
approached with care and caution. The world financial condition and the
economics of the maritime industry are constantly changing and create risks.
This is especially true because the term of the investment and the life of the
asset are long and may be subject to one or more market cycles. The best
financing strategy in one period may not be the right solution in another. The
rewards may be great but the risks are real. Therefore, the shipowner-buyer
should study all the financing options, weigh the risk and avail him or herself
of the best professional assistance available, especially investment bankers and
maritime lawyers.
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5

Debt Financing in Shipping

George Paleokrassas

5.1 Introduction

When a lender advances money to a shipowner, the lender needs to ensure
that it is adequately protected and secured against the insolvency of the bor-
rowet, its failure to perform its obligations on a timely basis and the loss, or
attachment by other creditors, of the ship. The owner, whose fundamental
objective is to increase the return on his or her investment, is, by contrast,
seeking to limit the lender’s interference with its business and to maintain
the greatest flexibility in the conduct of its business and the operation of
its ship.

In the current environment where there is limited bank liquidity and with
banks under greater scrutiny and pressure from regulators (as well as from
their own internal risk, compliance and anti-money-laundering depart-
ments which are playing an increasingly prominent role within banks), debt
financing in shipping, which has always been considered to be capital-inten-
sive and risky, is becoming more difficult to obtain. This applies in particular
to owners who—as a result of the size of their fleet or operations, the lack
of corporate structure or the lack of transparency in the ultimate beneficial
ownership of their group—do not meet the minimum criteria required by
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many banks in order to become their customers. In an increasingly cau-
tious climate, banks need to ensure that the loans they book do not con-
travene any international or local laws or regulations concerning sanctions,
tax avoidance and share ownership, and also that they will comply with
the capital adequacy requirements to which they are subject. The underly-
ing principle of the debt financing of ships is that a lender advances a debt
facility and that the ship and other such collateral as the borrower provides
secures the repayment of the facility through the ship’s earnings, backed by
that security.

5.2 Types of Debt Financing

Shipping was traditionally financed by owners’ private equity. It is the mar-
ket’s demand for more tonnage during recent decades, and the desire of own-
ers to increase the return on their shipping investments combined with the
development of the global financial system, that has led owners to turn to
other sources of funding, including debt financing, the main types of which
are discussed below.

5.2.1 Standard Loan Facility

Debt financing is the most common type of ship financing. The owner will
borrow funds from a lender (in most cases a bank) and will undertake to
repay them within a certain period of time. The terms of the transaction
will be reflected in a loan agreement, which will include the following main
characteristics.

5.2.1.1 The Lender

Despite the fact that shipowning is far from a low-risk investment (earnings
and asset values are constantly fluctuating and ships are constantly traveling
between different ports around the world), financial institutions and indi-
vidual investors have historically been attracted to act as lenders in shipping
loans, drawn by the potential returns to be made from what is still a form of
secured lending. Ship financing facilities are found in the portfolios of many
international banks, and especially in countries with a background in ship-
ping. Many of those banks have developed specialized shipping departments
focusing on financing shipping assets.
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5.2.1.2 Syndication

Loan syndication is driven by the lenders’ need to spread the risk of large
projects among several participants. A syndicated loan facility is granted by a
group of lenders and structured by one or more of them who acts as arranger(s)
(usually the “house” bank of the borrowing group or the bank with which the
borrowing group has the closest relationship). Administration of the facility
is usually conducted by one of the lenders acting as facility agent, for which a
fee is usually paid by the borrower. It is becoming more common to see banks
outsourcing agency duties due to the perceived benefits in efficiency or for
banks to set up separate departments to conduct the agency functions chiefly
with liability considerations in mind (so that there are separate teams within
the same bank, one of which undertakes the lending functions and the other
the agency functions with strict “Chinese walls” between the two teams).

In order to regulate affairs between lenders, who may have different expo-
sures under the facility, the loan agreement sets out those powers which can
be exercised by the agent alone and those which require the authorization of
all, or a stipulated majority, of the lenders. Unanimity is usually required for
major decisions, including any change to the manner of repayment of the loan
(or the tenor of the loan) or any decrease in the margin applicable to the loan
or the release of security. The existence of certain “reserved” matters which
require the unanimous decisions of all lenders means that any one lender may,
by refusing to give its consent to such matters, acquire the power to hold the
other banks to ransom over a particular decision—and this is a tactic often used
by banks which want to find a way to exit a facility, usually in the hope that
another bank or the borrower will buy out their participation in the facility.
The securities are usually granted in favor of an appointed security trustee or
agent, who then holds the security on trust and administers it for the lenders.

In syndicated facilities, the obligations of the lenders are separate. Each
lender is committed to lend its part of the loan and is not liable if any of
the other lenders do not contribute their participation. One of the advan-
tages of syndication is that a syndicated loan agreement provides for relatively
user-friendly procedures (involving limited documentary requirements) for
the transfer of all or a part of any lender’s participation to a new or existing
lender, should a lender wish to transfer its participation (whether in whole or
in part) in the facility. Understandably, an owner may wish to limit the lend-
ers’ freedom in this respect as it will want to have a say as regards the compo-
sition of its lending group. On the other hand, a greater number of lenders
are insisting on having an unfettered right to transfer their participation in
shipping loans which is particularly useful when a lender is seeking to sell or
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transfer the whole or a part of its shipping portfolio (there have been a num-
ber of examples of such portfolio transfers in the last few years) or to sell its
participation in a non-performing loan or a loan with a customer with which
the lender does not want to continue a lending relationship.

5.2.1.3 The Borrower

Depending on the structure of the shipowners’ group, the borrower under the
loan agreement will almost always be:

(a) asingle purpose company (SPC), an entity whose sole asset is the financed
ship; or

(b) a company which is the registered owner of a number of sister ships (e.g.,
ferry companies do not use SPCs); or

(c) a holding company, being the direct or beneficial owner of the SPC,
which owns the financed ship.

In the case of (c), the holding company will on-lend the facility to the ship-
owning company which will usually participate as a collateral guarantor (i.c.
the holding company will itself lend to the shipowning company the facility
it receives from its lender, therefore passing on the facility to the shipowning
company). The use of single purpose shipowning companies is very common in
the shipping industry as a way in which owners attempt to limit their liability,
and principally as a way to ensure the convenient organization of the business of
each ship and, in the process, insulate other ships from liability as “sister ships”.
The use of such structures is permitted under English law, although the extent
to which such structures can protect ships from sister ship arrest depends on the
jurisdiction of arrest. So, for example, South Africa permits creditors to arrest
ships in the same ultimate beneficial ownership as “associated” ships. Certain
other jurisdictions, such as France, permit creditors to pierce the corporate veil of
the SPC owner to make other owners in the group liable where the SPC owner
has not properly respected its autonomous character, for example when the own-
ing group has freely applied vessel earnings to meet the liabilities of other vessels.

5.2.1.4 The Financed Ship: Newbuildings and Second-hand

Vessels

If the ship being financed is a newbuilding, a part of the facility may finance
the pre-delivery or “milestone” payments to be made to the shipbuilder
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during the construction of the ship (this is commonly referred to as “pre-
delivery” financing). In a pre-delivery financing the lender will want to satisfy
itself regarding the reputation of the shipbuilder, in particular the ability of
the latter to complete the construction of the newbuilding in accordance with
the terms of the contract (including its ability to fund the construction), and
to ensure that the construction will be properly supervised by the site team
to be appointed by the borrower, either from personnel in its management
company or other specialist managers. Further, the lender will scrutinize the
credit of the bank which is to guarantee the refundment obligations of the
shipbuilder under the contract as well as the guarantee to be provided by that
bank (commonly referred to as a “refund guarantee”). As, in almost all cases,
title to a newbuilding is only transferred to the borrower upon completion
(when the same is delivered to the borrower by the shipbuilder), the lender
will, in respect of a pre-delivery financing, require security from the borrower
in the form of an assignment of the borrower’s rights under the shipbuilding
contract and the refund guarantee.

Until the credit crunch of 2008, pre- and post-delivery financing for new-
buildings was widely available. (Post-delivery finance refers to a facility, which
is advanced at the time of delivery of a newbuilding. In the past, this would
refinance the pre-delivery facility for the same newbuilding and finance the
final “milestone” payment payable upon the delivery of the newbuilding to
its buyer). This has changed since 2008, with many banks not offering pre-
delivery financing at all or significantly restricting its availability. In this period,
the majority of shipowners have funded pre-delivery installments using their
own funds and have obtained debt financing which may only be drawn at the
time of delivery of the newbuilding to its owner/buyer. During this period,
shipbuilders have accepted an increase in the percentage of the contract price
payable on delivery of newbuildings thereby reducing the payments which
owners are required to fund from their own resources during the pre-delivery
stage of construction, which has, to a certain extent, mitigated the effect of
the restricted availability of pre-delivery financing. A post-delivery financing
will be secured by a mortgage over the newbuilding (upon delivery of the
same to its buyer) together with the other security usually taken by a lender in
a ship finance transaction (as described in greater detail below).

Apart from building new vessels, owners may choose to increase their ton-
nage through the acquisition of second-hand ships. In this case, the lender
will seek to receive a survey report in respect of the ship’s condition, ask to
review the records of the applicable classification society and ask its lawyers to
obtain evidence that, at the time of its acquisition by the borrower, the ship
is registered in the ownership of the borrower under a flag acceptable to the
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lender and is free of liens and other encumbrances. In addition, the lender will
require that its mortgage has been duly registered with the requisite priority
at the ship’s registry (as well as ensuring that all other security for the facility
has been received by it). It will also want to be satisfied with regard to the
income-generating capacity of the financed ship and will, if the ship is subject
to a long-term charter (in most cases a charter having a duration of 12 months
or more), seek to receive a specific assignment of the borrower’s rights under
that charter.

5.2.1.5 Facility Amount

The amount of finance which a borrower may obtain from a bank to assist it
in acquiring a ship is usually determined by reference to the purchase price
of the ship and also the market value of the ship (as calculated by an inde-
pendent shipbroker or shipbrokers appointed or approved by the lender). In
some cases, lenders only take into account the independently appraised mar-
ket value of a ship (ignoring the purchase price, for purposes of determining
the maximum amount of the loan to be made available by it). A lender may
also take into account any employment to which the financed ship is, or will
become, subject in determining the amount and term or tenor of the facility.
The loan agreement sets out the mechanism as to how a ship’s value will be
determined, both so as to determine the initial amount of the loan (as referred
to above) and to determine compliance with the minimum value/asset cover
test stipulated in the loan agreement. This requires the borrower to ensure
that the value of the lender’s security (mostly comprised of the market value
of the financed ship(s)) is maintained, at all times, above a specified percent-
age of the outstanding amount of the loan. Any shortfall that may arise will
have to be rectified by a partial prepayment of the loan or the provision of
additional security.

5.2.1.6 Conditions Precedent

The lender’s commitment to advance a loan is always subject to the satisfaction
of certain conditions precedents, including the absence of an event of default,
the satisfaction of the minimum value/asset cover requirement, the “know
your customer” requirements of the lender, the granting of the required secu-
rities, the provision of valid ship certificates and the receipt by the lender of
legal opinions confirming, amongst other things, the due incorporation and
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valid existence of the borrower and any other party which is providing secu-
rity to the lender and the validity and enforceability of the lender’s security.

5.2.1.7 Currency

Since most of the income in the shipping industry is generated and pay-
able in United States dollars, the borrower will wish to ensure that its loans
are advanced in that currency to avoid exposure to currency fluctuations.
However, depending on the borrower’s needs, the facility may be granted or
denominated in another currency (e.g., euros, pounds sterling or Japanese
yen—as, in some cases, Japanese shipbuilders will require the contract or pur-
chase price for a newbuilding to be constructed by them to be paid in yen).
In the latter case, the loan agreement will include an option entitling the
borrower to convert the loan into one other currency (dual currency option)
or one of a number of currencies (multi-currency option). A dual or multi-
currency option will allow the borrower to benefit from the low interest rates
applicable to the, or one of the, optional currency/ies at the relevant time, but
also to expose it to exchange rate fluctuations. Other derivatives instruments
(which are offered by certain lenders in conjunction with loan facilities) may
be used by a borrower to deal with any payment obligations it has to make in
a currency other than United States dollars. As referred to above, one example
is where an owner has ordered a newbuilding in Japan and is required to pay
the purchase price in Japanese yen while the loan it has received from its
European or US-based lender is denominated in United States dollars.

5.2.1.8 Tenor and Repayment of Loan Facility

Secured term loans are made available to the borrower in one or more tranches
or advances, repayable over a fixed period of time in installments (usually
quarterly or semi-annual). The amortization schedule is determined by taking
into consideration the projected earnings (whether arising from any long-
term employment or otherwise) and the age of the financed ship. It is also
common that a final “balloon” installment (one linked to the expected mar-
ket value, or sometimes the expected scrap value, of the ship when the loan
matures) is payable on the final repayment date.

Revolving credit facilities are also appropriate for borrowers wishing to
obtain finance for their working capital needs or for borrowers who want a
“war chest” to finance the acquisition of ships to be identified by them in
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the future (sometimes referred to as a “hunting license”). As opposed to a
term loan facility (under which any repaid amounts cannot be reborrowed), a
revolving facility guarantees a maximum facility amount, which the borrower
can draw, repay and redraw during the tenor of the facility. The borrower pays
a commitment fee to maintain the availability of the facility and have the flex-
ibility to decide the frequency and the amount of each drawdown depending
on its cash flow needs or on the acquisition opportunities it identifies in the
market. The whole facility will have to be repaid by a certain date or, in the case
of a reducing revolving facility, the maximum amount which may be drawn or
which is available to be drawn will be reduced at fixed dates during the tenor
of the facility and will be fully repaid on the date on which the facility matures.

The loan agreement also contains provisions for extraordinary repayments.
The borrower usually has the right to prepay a part or the whole of the facility
at the end of an interest period, with prior notice to the lenders and with-
out penalty. The lender is entitled to be indemnified by the borrower for
any funding break costs it may incur if the prepayment is not made on an
interest rollover date. A mandatory prepayment obligation will arise if the
financed vessel is sold or becomes an insurance total loss and in situations
when the minimum value/asset cover requirement (as described above) has
been breached. Other significant events or circumstances (e.g. a change of
control of the borrower or a corporate guarantor or, in the case of a facility
providing pre-delivery financing for the construction of a newbuilding, the
cancellation, termination or rescission of a shipbuilding contract) may addi-
tionally be included in the loan agreement as events which trigger a manda-
tory prepayment of the loan.

5.2.1.9 Interest

Interest in respect of the facility will be expressed to accrue at a percentage
rate per annum and to be calculated either at a floating or fixed rate. Most
facilities are subject to a floating rate of interest, dependent on the rates the
lender will pay to obtain funds on each interest rollover date (which it will,
in turn, lend to the borrower) in the interbank market or such other sources
as are available to the lender. In a fixed rate loan facility, an agreed uniform
rate applies throughout the life of the loan. It is not uncommon for banks to
offer derivative instruments to a borrower (in conjunction with a loan facility)
so as to allow the borrower to fix the interest rate applying to its loan facility.

The floating interest rate is expressed as the aggregate of the London
Interbank Offered Rate (LIBOR) (or the Euro Interbank Offered Rate
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(Euribor) if the facility is advanced in euros), the agreed margin and, in
certain cases, mandatory costs (being the lender’s cost of compliance with
the requirements of the central bank to which it is subject and/or any other
applicable regulatory authority such as the Financial Services Authority or the
European Central Bank). If the borrower is in default of any of its payment
obligations under a loan agreement, an increased interest rate will be payable
(usually between 1 and 2% over the then applicable interest rate for the facil-
ity, calculated in the manner outlined above).

The loan agreement also sets out an agreed mechanism for the determina-
tion of an alternative interest rate in case LIBOR (or Euribor) is not available,
the lender is unable to fund itself in the currency in which the facility was
made available at the time, or if the lender’s funding costs are higher than the
applicable LIBOR (or Euribor) rate. If such an event occurs, which is known
as a “market disruption event”, the loan agreement provisions usually entitle
the lender to cancel its commitment to grant the loan (or any part of it) if
the loan has not yet been advanced and, if the loan has been advanced, the
borrower to prepay the loan. The obligation to prepay the loan will arise if no
agreement for an alternative interest rate is reached within a specified nego-
tiation period (usually up to 30 days) when the lender and borrower seek to
agree an alternative interest rate which will apply to the loan for the duration
of the market disruption event.

The tenor of the facility is divided into successive interest periods (usually
of one, two, three, six or, in some cases, nine or even twelve months dura-
tion) and the applicable interest rate will be determined with reference to that
period. Interest is payable on each rollover date and usually, in the case of an
interest period of longer than three months, every three months during that
interest period.

5.2.1.10 Representations and Warranties

As part of its due diligence process on the borrower, the lender requires that
the borrower make certain declarations in relation to its legal, financial and
regulatory affairs at the time of execution of the loan agreement. Standard
representations and warranties will relate to:

(a) the borrower’s corporate and tax good-standing;

(b) the borrower’s corporate authority;

(c) the acquisition and maintenance of any necessary governmental consents
(or consents from any other applicable regulatory body);
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(d) absence of conflict (that the borrower’s assumption of obligations under
the transaction documentation does not conflict with any laws, regula-
tions or the borrower’s own constitutional documents);

(e) the validity and enforceability of the borrower’s obligations under the
loan documentation;

(f) the absence of any event of default;

(g) the absence of any litigation or insolvency proceedings against the
borrower;

(h) the accuracy of all financial information provided to the lender.

The borrower will reaffirm these declarations at the time of drawdown of
the facility (or each part of it). They will also be deemed to be repeated at the
beginning of each interest period.

5.2.1.11 Covenants

The loan agreement covenants are essentially the promises that the borrower
is required to make in order to satisfy the lender that it will be able to meet
its payment and other obligations and that the securities granted in favor of
the lender will not be jeopardized. The loan agreement includes general, cor-
porate, financial and ship-related covenants, either positive or negative. The
borrower undertakes to maintain its valid legal existence and any required
consents, to remain in good standing, to comply with laws and its tax obliga-
tions, to deliver its financial statements and other required financial informa-
tion to the lender, and to inform the lender of any default. It may also be
required to comply with certain financial covenants (which are commonly
imposed on borrowers or guarantors which are holding companies) or to
retain a minimum amount of cash in its accounts with the lender (and/or
with other banks or financial institutions) during the tenor of the facility.

As the ship is the primary security of the transaction, the loan agreement
contains an extensive list of covenants in respect of the ship’s ownership,
flag, classification society, seaworthiness, employment and insurances. The
borrower will further undertake to refrain from certain actions, such as the
disposal of its assets, the payment of dividends or other distributions to its
shareholders or the incurrence of any further financial indebtedness (although
in certain cases, especially in cases where the borrower is a holding company,
the payment of dividends and the incurrence of further financial indebtedness
is permitted subject to the satisfaction of certain conditions). As tax, financial
and trade regulations worldwide become more complicated and far-reaching,
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sophisticated clauses in relation to the borrower’s compliance with environ-
mental laws, imposed sanctions, money laundering legislation and require-
ments of the US Foreign Account Tax Compliance Act (FATCA) have been

introduced into, and are now commonly found in, loan agreements.

5.2.1.12 Governing Law and Jurisdiction

In view of the multi-jurisdictional nature of ship lending and the primacy
of English law in agreements and other contracts relating to shipping, most
loan agreements are governed by English law, with disputes being subject to
the jurisdiction of the English courts. There are notable exceptions to this,
for example banks lending out of the USA will often require their loan agree-
ments to be governed by New York law and be subject to the jurisdiction of
the New York courts, while loan agreements entered into between Norwegian
banks and Norwegian borrowers will invariably be governed by Norwegian
law and be subject to the jurisdiction of the local courts.

5.2.1.13 FEvents of Default

The loan agreement sets out a list of events and circumstances, the occurrence
of which will release the lender from its obligations and entitle it to pursue the
remedies granted to it under the loan agreement or by law. A borrower’s default
will trigger the acceleration of the loan (usually upon service of a notice from
the lender to the borrower) and allow the lender to declare the loan amount
and all accrued interest and expenses immediately due and payable.

A standard event of default clause will include the following:

) breach of payment obligations;

) breach of representations and warranties;

) breach of covenants;

) cross-default (a default arising under any other agreements which may be

entered into by the borrower, a guarantor or any other security party);

(e) insolvency/bankruptcy of the borrower, a guarantor or any other security
party or other similar event such as the appointment of an administrator
or the entry into any form of payment moratorium with creditors;

(f) depreciation in the value of the ship (resulting in the breach of the minimum
asset cover requirement which is not rectified within the contractually agreed
period);

(g) material adverse change;
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) change of control;

(i) invalidity of governmental authorization or consent;
) invalidity of any of the loan documents;

) unlawfulness.

The events of default may be distinguished between those which will have
an immediate effect and others which will entitle the lender to accelerate the
loan only if they are not remedied within a certain grace period. Payment
defaults always fall in the first category (even though certain borrowers who
are considered by lenders to be particularly strong credits may be granted a
short grace period for payment defaults).

5.2.1.14 Fees

The borrower undertakes to reimburse the lender for all administrative, legal,
enforcement costs and expenses to be incurred by the lender in relation to the
loan agreement. It is also required to pay certain fees to the lender, set out in
the loan agreement or in a separate fee agreement, which will include:

(a) an arrangement fee in a fixed amount in respect of the structuring of the
facility;

(b) a commitment fee, being a percentage per annum of the undrawn amount
of the facility for the period during which the lender is committed to
advance the facility to the borrower;

(c) in the case of a syndicated facility, an agency fee payable to the facility
agent for conducting its agency tasks and certain other fees may be pay-
able for the structuring, underwriting and syndication of the facility.

5.2.2 Leasing

An alternative method of financing the acquisition of a ship (by a shipping
company) may be through a lease, usually in the form of a bareboat charter
or a long-term time charter. In structures of this type, the financial institution
involved acquires title to the ship and further enters into a lease agreement
with the shipping company, pursuant to which the latter has the right to use
and operate the ship. Instead of relying on security in the form of a mortgage
to mitigate its risks, a financial institution acting as lessor becomes the owner
of the ship, acquiring in this way the increased protection owners are afforded
by law. The lessor’s position may be further enhanced by way of the lessee
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assigning in its favor any rights the lessee has under the insurance policies
regarding the ship and/or any contracts of employment to be entered into by
the lessee. The lessor may in turn offer the ship and title to it as security to a
lender in order to obtain financing itself. This will be the case if the lessor is
a subsidiary or affiliate of a major lender formed for the purpose of acting as
the leasing arm of such lender, and it is therefore dependent on its holding
company or afliliate when it comes to the availability of funding,.

To finance a leasing acquisition involving newbuildings, the contract for
the construction of the ship is usually novated or transferred from the original
buyer, which is usually the “true” shipping company, to the financial insti-
tution, which is acting through a subsidiary formed for this purpose. That
subsidiary assumes the obligation to pay the contract price due under the
shipbuilding contract and becomes entitled to register the ship in its owner-
ship. In order for the shipping company to be able to make use of the ship, it
and the lessor, simultaneously with the acquisition of the ship by the lessor,
enter into a bareboat or time charter or other leasing agreement which usually
contains the standard rights and obligations of owners and bareboat/time
charterers (or lessor and lessees) and also contains provisions as to the payment
of hire or lease payments on certain agreed dates. The aggregate amount of
the installments of hire or the lease payments are often calculated so as to be
equal to the cost initially paid by the SPC (as lessor) to the shipbuilder and
the amount of interest to be charged by the lessor’s lender to the lessor. The
lessor will then use the hire to repay the debt financing it will have received to
finance the acquisition of the ship.

In a leasing transaction the risks arising from the ownership and operation
of the ship are undertaken by the lessee, which finds itself in a similar position
to that of a borrower under a standard debt financing. Once all hire payments
have been paid, the lessor is under an obligation to transfer title to the ship
to the lessee, since the intention is for the operator of the ship to receive the
benefit of the residual value of the ship. It is not uncommon for a lessee to
have the option to purchase the ship for a fixed price at certain times during
the currency of the lease. The amount of the purchase option usually equates
to the aggregate amount of the hire or lease payments payable from the date
of exercise of the option until the end of the term of the lease.

5.2.3 Bonds

The section above dealing with syndicated debt financing provided a sum-
mary of the manner in which more than one lender may participate in a debt
financing. An alternative to arranging such a syndication is for a borrower to
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issue bonds, which usually incorporate only the key terms applicable to the
bonds such as the principal amount, the applicable interest rate and their
maturity, whilst the remaining detailed provisions in respect of the obliga-
tions undertaken by the issuer are set out in a master document, such as an
indenture or (in Greece) a program. The master agreement does not require
that it be entered into by each of the bondholders and therefore the structure
ensures that the bonds and therefore the rights they carry are easily transfer-
able. At the same time a variety of corporate information and financial and
other covenants can be included in the indenture or the program.

Bonds share certain common characteristics with shares as they may both
be traded on an organized exchange or market and are considered to be liquid
instruments. One advantage of issuing bonds (as compared to issuing shares)
is that certain limitations of corporate law, which sets out the basic charac-
teristics of each instrument, do not apply to bonds to the same extent as they
apply to shares, as a bond remains a debt instrument. The issuing company
may however structure the bonds in many different ways depending on the
particulars of the transaction and the characteristics of the investor or inves-
tors being targeted by the issuer.

One advantage, which bondholders hold over sharcholders, is that, as a
creditor of a company, a bondholder has, in an insolvency or dissolution of
a company, priority over the shareholders when it comes to the assets of the
company (or the proceeds from the disposition of those assets). Bonds may be
subordinated to other forms of debt incurred by the issuer making the bonds
akin in this respect to shares, where the shareholder only has a residual claim
ranking after all creditors of the issuer. Such types of bonds are attractive to
investors seeking to invest primarily in equity, but who are not content with
the basic or “plain vanilla” nature of traditional shares. These instruments
grant to their holders the right to share in the profits of the issuing company
although they offer less certainty as to recovery given that they are unsecured
and dependent upon the issuing company’s assets exceeding its liabilities to
creditors. Since holders of this type of structured bonds agree to be subordi-
nated to other creditors of the company, such as lenders under loan facilities,
they are usually able to negotiate a higher interest rate and a more favorable
return on their investment than that applying to the senior loan facilities. In
certain cases, bonds issued by shipping companies are secured, thus offering
the bondholders significant priority over the shareholders or other unsecured
creditors of the same company. The proceeds from the enforcement of the
collateral asset(s) will first be applied against repayment of the secured credi-
tors (being the secured bondholders) and only then will they be available to
unsecured creditors.
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There was a large number of shipping companies which issued bonds in
the late 1990s in the US capital markets. Many of the issuers ended up buy-
ing back their bonds at a discount (in certain cases significant) either because
they were unable to pay the coupon applicable to the bonds (being the agreed
interest payments) or because they claimed they would be unable to meet
future coupon payments. However, the issuance of these bonds resulted in the
creation of a tracking market for analysts in the capital markets, particularly
in the USA and Norway. This development, in turn, set the stage by 2003 for
the return of shipping companies to the capital markets in the form of equity
issuances.

Following the significant reduction in the availability of debt financing
after 2008, shipping companies looked again to the capital markets for addi-
tional sources of capital. With the bond market offering low interest rates, the
opportunity for bond issuances arose again and shipping companies issued
bonds in the US and Norwegian capital markets. Bonds are attractive to
investors where the issuer can show, through the long-term employment of its
assets, that it has the required cash flow to meet all its coupon payments. This
is why companies, which operate in those sectors of the shipping industry
where it is customary for the assets to be subject to long-term employment
arrangements, such as the offshore, LNG, oil and gas and container sectors,
have looked closely at issuing bonds or have in fact done so.

5.2.4 Mezzanine Financing

Mezzanine finance represents a combination of the characteristics of debt and
equity (in many cases it is viewed as representing “quasi-equity”). Financial
institutions providing this type of financing agree with the borrower, its share-
holders and its senior lenders that the financing provided by the latter will
take priority in terms of repayment and security. Mezzanine lenders will enter
into a junior or subordinated financing agreement which regulates the lender’s
ability to be repaid, usually only from the surplus income which may be gen-
erated by the borrower after the senior loan has been serviced and operating
expenses have been paid. In the absence of such a surplus, there will be no
payment to the mezzanine lenders under the subordinated financing agree-
ment. Mezzanine lenders, who rank between the senior lenders and the share-
holders, are rewarded for assuming a significantly greater level of risk—as
compared to the senior lenders—with a higher return in the form of a higher
interest margin, a fee or “promote” (an agreed percentage of the profits or
income of the borrower, usually above a certain threshold) or even the right to
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convert their debt into shares of the borrower. Any such fee or promote will
be payable on the condition that certain targets (set by reference to the inter-
nal rate of return, net positions, income, etc.) are achieved and will allow the
mezzanine lender to share in the profits of the borrower or to receive shares in
the borrower (or a right to buy shares at a pre-agreed price within a specified
period, in the form of a warrant).

As explained above, the position of a mezzanine lender is similar to that of
an equity holder, as the lender has the right to participate in the profits of the
borrower even though, strictly speaking, the lender is a creditor who expects
its debt to be repaid in full, subject to the usual risks of insolvency of the bor-
rower. While the senior lenders are also exposed to the risk of insolvency of
their borrower, their exposure is less because they will always rank ahead (both
in terms of rights to the borrower’s cash flow and security) of the mezzanine
lenders. The safer position assumed by the senior lenders (who will almost
always provide the large majority of the debt) is reflected in the amount of
their return (usually significantly lower than that of the mezzanine lenders)
and also by the fact they will not usually have a right to participate in any of
the borrower’s profits. While there are some specialist providers of mezzanine
debt to shipping companies, in many cases the same syndicate of lenders will
provide both the senior debt and the mezzanine debt, whilst the extent of the
participation of each bank in the senior or the mezzanine debt will vary and
depend on its risk appetite.

5.2.5 Export Credit Agencies

A number of countries with long traditions in shipbuilding, such as China,
Japan, Korea, Norway and the Netherlands, seek to support their local ship-
building industries, and increase demand for vessels or machinery built by
shipbuilders operating in those countries, through export credit agencies
(ECAs). ECAs are usually government-controlled organizations providing
financing or insurance coverage to prospective investors. A shipping com-
pany considering whether it should place an order for a newbuilding will
increasingly be influenced in its decision-making process by the availability of
financing (or insurance or other cover for its financing) from ECAs in connec-
tion with the acquisition of newbuilding(s).

The significance of ECAs is underlined by the fact that almost all member
countries of the OECD are also members of the OECD’s Working Party on
Export Credits and Credit Guarantees or Export Credit Group. Amongst its
objectives is the review and evaluation of the relevant policies of ECAs and
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the development of common guiding principles. Accordingly, the OECD has
updated its arrangement on officially supported export credits, which sets out
guidance on various aspects of an ECA-backed financing, including the maxi-
mum repayment term and frequency of interest payments.

Either ECAs will finance part of the acquisition cost of a newbuilding by
participating in a syndicate of lenders or the participation in the facility by
the commercial banks will be covered by an insurance policy arranged by an
ECA. Recently we have seen a number of examples of debt facilities in which
one ECA participates in the facility by making available debt funding to the
borrower while another ECA issues an insurance policy to the commercial
lenders, in connection with their participation in the debt facility.

The participation by one or more ECAs in a debt facility will usually result
in the borrower paying a lower interest rate for that part of the facility funded,
or covered, by an ECA and also allow the borrower to receive a higher percent-
age of financing than that available, particularly in the current market, from
commercial lenders (given that commercial lenders will view the participation
of an ECA in a debt facility as transferring the default risk from the borrower
to the ECA, which is considered to be equivalent to the risk of default by a
sovereign). There are however significant costs payable (in the form of fees and
insurance premia) in order for ECAs to participate in debt facilities, which
do not arise in a syndicated debt facility made available by commercial banks.

The expertise of commercial lenders with a track record in financing ship-
ping companies will be relied upon by ECAs which will participate in the
financing as a member of a syndicate of lenders. One of the commercial lend-
ers will arrange the facility and bring in the ECA(s). The arranger will usually
also act as the facility agent and as the security trustee or agent. In recent
years, we have seen certain ECAs, particularly in the Far East, entering into
direct debt financing arrangements with certain owners (rather than doing so
in conjunction with commercial lenders who have historically been lenders to
the owners) but usually after having participated in previous debt financings
with the same owners (arranged by commercial lenders).

5.3 Security Package

A critical consideration for the lender in terms of determining its assessment
of the risk in any particular transaction is the security package that it can
receive from the borrower and its group. A notable development in this area
is the increase in corporate, rather than personal, guarantees, owing to the
increase in shipping groups adopting a corporate structure, together with the
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increasing frequency of pledges of shares being demanded as part of a lender’s
security package. Lenders will always need to check with local counsel any
perfection requirements in the relevant jurisdictions, as these will be critical
in ensuring a lender’s priority over unsecured creditors in an enforcement
situation.

5.3.1 The Ship Mortgage

The ship mortgage is the cornerstone of a lender’s security as, critically, it gives
the lender rights against the vessel itself, rather than personal rights against the
owner. These rights give the mortgagee the invaluable right to take possession
of, and sell, the ship in a default situation, although the usefulness of these
remedies may be complicated by the jurisdiction in which the mortgagee tries
to enforce its security.

(i) Types of Mortgage and Registration

Ship mortgages are usually governed by the law of the ship’s flag state
and fall into two categories, statutory mortgages and “preferred” mortgages.
Statutory mortgages are usually brief, summarizing the particulars of the ship
and the basis of the secured debt. This is the English form of mortgage which
has been adopted in most jurisdictions which have a legal system based on
that of England, such as Cyprus, Malta, Hong Kong, the Bahamas, Malta and
Singapore. Given the limited scope of adapting a statutory form mortgage to
the transaction parties’ needs, a practice has developed in those jurisdictions,
which employ statutory mortgages of entering into separate “deeds of cov-
enant”. These contain the covenants and other provisions, which one finds in
the form of mortgages that do not base their legal system on English law, nota-
bly mortgages over ships registered in Greece, Liberia, the Marshall Islands
and Panama. As with all security, the perfection and registration requirements
vary from one jurisdiction to another and lenders are advised to obtain, and
follow, local law advice to ensure the mortgage security maintains its prior-
ity (in England, as with most jurisdictions, the priority of a ship mortgage is
determined by reference to the date and time of registration) and the valuable
rights conferred by the mortgage.

(ii) The Principal Rights of a Mortgagee

One of the principal remedies of a lender is the right to take possession
of the mortgaged ship, which can be done either actually or constructively
through the giving of notice to the owner and any charterer. However, this
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right is rarely exercised by lenders in practice as, whilst taking possession of the
ship entitles a lender to receive the ship’s earnings, a mortgagee-in-possession
becomes responsible for its trade debts which often cannot be accurately
determined by a lender. The lender can also usually choose to enforce its
mortgage by arresting the mortgaged ship and selling it, usually at an auc-
tion or through a different court-approved procedure. The enforcement of a
mortgage is however an option of last resort for a lender; and it is rare for the
latter to take such a decision unless it has lost total confidence in the borrower
and/or its ability to run its business and repay the loan. Both the publicity sur-
rounding a hostile enforcement, the practical risks and difficulties of enforce-
ment and the likely crystallization of significant book losses are important
reasons to discourage a lender from taking such action. For every mortgage
enforcement, there are dozens of other solutions involving a refinancing of the
debt, a restructuring or other workout of the debt, the transfer of the ship(s)
to a different customer (often referred to as a “white knight”) of the lender
and, in some cases, settlements involving debt forgiveness.

5.3.2 The Assignment of Earnings, Charter Hire,
Insurances and Requisition Compensation

To ensure that, on default, a ship’s charterer, and any others from whom earn-
ings may be due, can be called on to pay any earnings to the lender (free of
any claim from the borrower or its liquidator), a lender will usually demand
an assignment of the earnings and the benefit of the insurances of a mort-
gaged ship. Such assignment will generally cover the following categories of
income: earnings, charter hire (in the case of a long-term charter, this is docu-
mented by way of a separate specific assignment of the charter), insurances
and requisition compensation. These must, in order to take effect as a legal
rather than an equitable assignment under English law, meet the following
requirements. The assignment must be:

in writing;

signed by the assignor;

absolute;

notified to the debtor (being, in the case of the earnings, the charterer,
and in respect of the insurances, the insurer(s)).

The final requirement determines the date that the assignment takes effect
and determines the priority of such assignment.
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5.3.3 The Charge or Pledge Over Accounts

Another means by which the lender controls the ship’s earnings is through
a charge or pledge of sums standing to the credit of the account to which
the earnings are paid, from which the lender may also request that the bor-
rower make regular payments into a blocked retention account. Lenders may
require that a minimum balance must be standing to the credit of an earnings
account throughout the term of a facility.

5.3.4 The Shares Charge or Pledge

It is becoming increasingly common for lenders, as part of their security pack-
age for ship finance transactions, to receive a charge or pledge over the shares
in single-purpose ship owning companies. Although rarely exercised, such
charges or pledges enable the lender to sell the ship owning company on
the borrower’s default, and thereby permit a beneficial charter of the ship to
remain in place (as such a charter may have to be terminated on the sale of a
ship or following its arrest).

5.3.5 The Pre-delivery Security Assignment

As mentioned above (and although less frequent in the current climate),
lenders who advance pre-delivery finance will seek to control and preserve
the value of their security in an asset that is still under construction. This is
usually done by way of an assignment of the shipbuilding contract, through
which the lender aims to limit any amendments to the shipbuilding contract
which could affect the value or specifications of the ship or the availability and
effectiveness of the lender’s security, and also the refund guarantee.

5.4 Conclusion

As described in this chapter, the developments in the banking and debt
markets over the years have resulted in there being an increased number of
options available to ship owning groups when determining how to structure
transactions involving the debt financing of ships. An owning group will
consider whether it will finance a ship or ships through a standard loan or
credit facility (and whether or not this will be backed by an export agency),
a leasing structure, a bond issue or, in addition to a standard loan or credit
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facility, a mezzanine facility. The option to be chosen in each case will depend
on a number of factors such as the risk-appetite of a lender, the commercial
requirements of a borrower, the relative bargaining strength of the parties and
the market conditions prevailing at the relevant time.
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Public Debt Markets for Shipping

Basil M. Karatzas

6.1 Introduction

For shipowners, borrowing monies from shipping banks has been the most
prominent way of financial leverage in the shipping industry. The capital mar-
kets have also been a source of borrowing for larger, more sophisticated ship-
owners for several decades now, and it is expected that access to these markets
will become ever more crucial in the future. The present chapter provides
an introductory discussion to the public debt markets in shipping, its pri-
mary differences, advantages and disadvantages against shipping loans, and
the main considerations that shipowners will have to face in order to navigate
successfully the public debt markets.

6.2 Basic Concepts of Bonds

Bonds are negotiable debt instruments where the borrower (debt issuer or
debtor) borrows money from the investors (creditors or bondholders) by issu-
ing securities (bonds or indentures) via the engagement of an underwriting or
advisory firm. Bonds are similar in principle to loans, as in both cases there
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is a borrower, a lender and an amount of money exchanged (borrowed) in
good faith, with the promise to be repaid under certain pre-agreed terms and
at a cost of capital not directly related to market conditions. However, there
are practical and logistical differences between bonds and loans, the cardinal
difference being that, for bonds, there is a secondary public market for their
trading (thus “negotiable”) among the bond holders (investors) during the life
of the bond. In practical terms, in the eyes of the borrower, it means that the
lenders can change during the time of the indenture without the terms of the
underlying loan agreement being affected; in the case of a loan, the lender typ-
ically remains the same throughout the maturity of the loan. Since bonds are
tradable instruments, they are more liquid assets than loans and they appeal
to a wider market of investors who can obtain greater lending capacity and a
greater appetite for risk than traditional lenders through the banking system;
however, being tradable instruments it is required that their terms, covenants
and pertinent information (reflecting the certainty that the borrowed amount
will be repaid) are publicly available during the time of the indebtedness. Also,
since bonds are tradable instruments in the secondary market, they resemble
public equities (shares) in effect, although bonds are debt instruments.

The amount of money borrowed when the bonds are originally issued is
called the “principal amount” (or par value or face value, in reference to the
denominations); the period of time within which the principal amount has
to be paid back to the investors is called “maturity”; and the maturity date is
that on which the last repayment of the principal is due. The “price”, which
the borrower pays for utilizing the principal amount for one calendar year, is
called the “coupon” (comparable to “annual interest rate” for loans); payments
of the interest take place typically annually or semi-annually and are called
“coupon payments”, which typically remain constant during the maturity of
the bond. The original buyers of the bonds from the underwriter constitute
the primary market, while the subsequent trading of them among investors
constitutes the secondary market. Bonds typically are issued in denominations
of USD1,000. Market conditions are normally expected to change during the
maturity of a bond, and with them most likely the borrower’s ability to per-
form in relation to the bonds. Since the coupon payment is constant and the
investors may change their opinion about the “value” of the bonds, the latter
will change in price by fluctuating on what investors would pay for the original
USD1,000 investment in the secondary market—for the right to keep collect-
ing the same coupon. When market conditions deteriorate or the ability of the
borrower deteriorates, the value of the bonds drops (they are known to trade at
a discount); in such a case, the yield increases (the coupon remains constant,
thus the same coupon payment is received for a smaller investment), and thus
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the value and yield on the bonds move in an inverted relationship. Likewise,
bonds trading above their face value are said to be trading at a premium, and
their yield drops accordingly. The annual interest payment divided by the cur-
rent market value of the bond is called the “current yield” or “running yield”.
Taking into consideration all future coupon payments for the life of the bond,
and the principal amount to be repaid on the maturity date divided by the
current market value of the bond, is called the “yield to maturity” or “redemp-
tion yield”, which reflects the internal rate of return of the bond.

6.3 Bond Issuing Example

Shipowner Mr Big Ship borrows USD10,000,000 in the bond market with
a six-year maturity. Let’s assume that: the coupon is set at 8% annually at the
time of issue, thus USD800,000 annually is due for interest payments (typi-
cally, payments take place in arrears, at the end of the period); the borrower
will pay USD4,800,000 in total during the time of the indebtedness for the
benefit of using USD10,000,000; the original amount borrowed is due on the
maturity date at end of year six, for a fixed-coupon bond with a balloon repay-
ment schedule. Since bonds are typically issued in USD1,000 denominations,
in this case 10,000 bonds each of USD 1,000 nominal or face value would be
issued (the bond price is then quoted as 100.00 in the financial press), thus an
original bond investor, Mr Early Bird, can buy as little as USD1,000 in bonds
(or multiples of such denomination, if so desired). If the coupon is agreed to
be payable semi-annually, then payments of USD400,000 each are due at the
end of each six-month period from the date of issue; for an original investor

of a USD1,000 bond, there will be two coupon payments due every year at
USDA40 each.

6.4 Bond Pricing in the Secondary Market
Example

It is one year since Mr Big Ship has issued bonds, and let’s presume that the
market has improved, either because freight rates have improved and Mr Big
Ship is now perceived as having greater ability to meet his future bond obliga-
tions, or the overall interest rate environment has benefited from expansionary
monetary policy and interest rates in general have dropped. Thus, the 8%
annual interest on Mr Big Ship’s bonds now looks comparatively more
attractive, and investors in the secondary market would now have a stronger
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appetite to buy these bonds. Lets say that they bid the price of the bonds
to 125.00 (from 100.00 that was the face value), bringing the current yield
down to 6.4 from 8% (USD40 coupon payments twice in one year over a
USD1,250 investment yield 6.4%). Nothing otherwise has changed with the
terms of the bonds themselves, and Mr Big Ship is still responsible for paying
an 8% coupon on an annual basis, despite his improving fortunes. However,
while the original investor, Mr Early Bird, was getting paid 8% to lend money
to Mr Big Ship (bought at 100.00), now the new lender (Mr Late Sleeper) gets
paid 6.4% (bought at 125.00). There is no material impact on Mr Big Ship’s
cash outflows, but now he has the pleasure of having a new “benchmark” and
theoretically could issue new bonds now at more competitive terms (at 6.5%).

6.5 Issuing of a Shipping Bond

Mr Big Ship, having evaluated all the options in obtaining debt financing for
the shipping business and having decided that bond issuing is the optimal
venue, typically has to retain a registered underwriter (investment bank or
advisor) to consult him or her on how best to proceed and actually access
the investor community and raise the money on the shipowner’s behalf. For
publicly offered bonds, an investment case—running into several hundred
pages—has to be prepared by the underwriter, which provides pertinent
information to the investors about the bond and the business opportunity
and which contains sections describing the borrower, the market, the purpose
of the offering and use of proceeds, the terms of repayments, the underlying
asset and the business. The investment case document, called the prospectus,
is filed with the prospective authorities and regulators where the offering is to
take place (such as the US Securities and Exchange Commission (SEC) in the
USA, one of the most active debt markets worldwide). The investors buying
the bonds directly via the underwriter when they were first issued are collec-
tively called the primary market; in future they will be able to trade the bonds
with other investors in the secondary market, with the transfer agent keeping
track of bond ownership, coupon payments, etc.

6.6 Filing a Prospectus

In the event that the borrower is aiming at raising the bond privately from one
or two qualified investors (creditors) through a private placement, most of
the time no filing with the regulators is required, and this private bond place-
ment can very much resemble a custom-offered loan, only that in this case
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the creditor is not a bank (a creditor holding a banking license) but an insti-
tutional investor, a family office or even a wealthy individual. A private place-
ment may offer more flexibility on structuring the terms and covenants than a
public bond offering or a shipping loan, but typically private debt placements
are best suited for smaller amounts borrowed and are extremely limited when
it comes to selling the loan in the secondary market. For private debt place-
ments, the lenders have to be qualified or accredited investors (effectively high
net worth individuals or professional investors), thus the placement cannot
be offered to broad market retail investors; also, private debt placements may
require special licensing in certain jurisdictions (such as in Germany) where
lending activities are more tightly controlled by the regulators.

6.7 Obtaining a Credit Rating

For a public bond offering, a credit rating is usually strongly advised, but not
obligatory. An independent credit rating bureau (agency) has to be engaged
to delve into the details of the offering and assign a credit rating: the likeli-
hood that the creditors will be compensated as per the terms outlined in the
prospectus. Credit ratings can range from the highest, reflecting almost abso-
lute certainty that bondholders will be repaid (“AAA” or similar at the top of
the investment grade range), to speculative probability that bondholders will
get repaid (“D” or other similar assignments in the “junk status” territory).
Major credit rating agencies such as Standard & Poor’s (S&P) or Moody’s can
be engaged to assign a credit rating, but it is often the case that several, lesser
known rating agencies, whether local (e.g. CreditReform) or with specializa-
tion in the shipping industry, can also be acceptable. As one would expect, the
higher the rating achieved, the lower the cost of the financing, as the degree
of likelihood that bondholders will see the terms of the offering honored and
their principal and coupons diligently paid is higher. However, keeping in
mind that in assigning a rating on a bond, the “beta” (the market volatility) of
the industry to which the bond pertains has to be incorporated in the credit
rating model, and given the volatility of the shipping industry (the variance
of freight rates, e.g. the variance of the Baltic Dry Index (BDI) over the last
five years) is higher than most other industries, few bonds in the industry can
practically attain investment grade (especially in the upper echelons of it). As
one would expect, the rating of bonds of major shipping companies can attain
higher grades (investment grade or thereabouts), reflecting characteristics of
their business model that make performance of such bonds less susceptible to
market volatility. Characteristics that typically and positively affect credit rat-
ings are long-term contracts with end-user charterers (e.g. mining and major
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oil companies, steel mills), trading houses or importers and exporters with
high credit standing; additional characteristics are bond issuers benefiting
from strategic advantages such as access to ports and port facilities, and niche
or protected markets, such as companies with vessels involved in coastal or
cabotage trades or the liner business. The rating of bonds for shipping com-
panies with their operations mostly in commodity shipping (notably in the
volatile dry-bulk and crude oil tanker markets, especially when the vessels are
involved in tramp trades and fully exposed to the spot market) is invariably of
non-investment grade. Non-investment grade bonds are collectively known as
“high yield bonds” reflecting the relatively high cost (coupon) for their bor-
rowings; they are also pejoratively known as “junk bonds” reflecting the higher
probability of default and loss of the principal (or part thereof) (Fig. 6.1).

6.8 Selecting an Underwriter

Raising bonds in the public market entails selecting and mandating an under-
writer (investment bank) to advise the issuer and advertise the business pros-
pect to the investors. For major shipping companies, investments banks that
are household names may be engaged (e.g. Goldman Sachs, Citibank, Morgan
Stanley). Shipping bonds issued by major shipping companies and underwrit-
ten by the main investment banks are typically distinguished by the fact that:
(a) there is already plentiful public information about the issuer and that their
track record in the capital markets is already well known (often their previ-
ously issued bonds are already trading in the secondary market); (b) typically
large sums of money are sought to be raised (several hundred millions of dol-
lars) at the issuing; (c) these bonds are of higher quality and can be securitized
by cash flows from for example operations, and thus can be of interest to
the large pool of institutional investors that a bulge bracket investment bank
can access, that is investors with no special focus on the shipping markets.
However, for shipping bonds issued by smaller shipowners, with shorter track
records in business, with smaller amounts to be raised (less than USD100 mil-
lion) or with bonds to be collateralized by assets (vessels) only, typically smaller
and specialized underwriters are likely to be a better option for the shipowner.
Shipping bonds offered by such smaller issuers are typically at borderline
investment grade or lower (thus of higher risk) and require underwriters with
shipping market expertise in order to access and convey to niche investors the
industry-specific characteristics of the bonds. Such specialized underwriters
can be investments banks that have built a reputation on issuing and trading
shipping bonds over several business cycles or have access to specific groups of
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SHIPPING BONDS CATEGORY DEFINITION
An obligation rated ‘AAA’ has the highest rating assigned by Standard and Poor’s. The obliger’s
capacity to meet its financial commitment on the obligation is extremely strong.

An obligation rated ‘AA’ differs from the highest-rated obligations only to a small degree. The
obligor’s capacity to meet its financial commitment on the obligation very strong.

An obligation rated ‘A’ is more ible to the adverse effects of changes in
circumstances and economic

An obligation rated ‘A’ is more ible to the adverse effects of changes in
circumstances and economic conditions

than obligations in higher-rated categories. However, the obligor’s capacity to meet its financial
commitment on the obligation is still

strong.

An obligation rated ‘BBB’ exhibits adequate protection parameters. However, adverse economic
conditions or changing circumstances are more likely to lead to a weakened capacity of the
obligor to meet its financial commitment on the obligation.

Obligations rated ‘BB’, ‘B’, ‘CCC’, ‘CC’, and ‘C’ are regarded as having significant speculative
characteristics. ‘BB’ indicates the least degree of speculation and ‘C’ may be outweighed by
large uncertainties or major exposures to adverse conditions. highest. While such obligations
will likely have some quality and protective characteristics, these
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An obligation rated ‘BB’ is less. to pay than other speculative issues.
However, it faces major ongoing uncertainties or exposure to adverse business, financial, or
economic conditions which could lead to the obligor’s inadequate capacity to meet its financial
commitment on the obligation.
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An obligation rated ‘B’ is more vulnerable to nonpayment than obligations rated ‘BB’, but the
obligor currently has the capacity to meet its financial commitment on the obligation. Adverse
business, financial, or economic conditions will likely impair the obligor’s capacity or willingness
to meet its financial commitment on the obligation.
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An obligation rated ‘CCC’ is currently vulnerable to nonpayment, and is dependent upon
favorable business, financial, and economic conditions for the obligors to meet its financial
commitment on the obligation. | the event of adverse business, financial, or economic
conditions, the obligor is not likely to have the capacity to meet its financial commitment on the
obligation.
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cc CC an obligation rated ‘CC’ is currently highly vulnerable to nonpayment.

A ‘C’ rating is assigned to obligations that are currently highly vulnerable to nonpayment,
obligations that have payment arrearages allowed by the terms of the documents, or obligations
of an issuer that is the subject of a bankruptcy petition or similar action which have not
experienced a payment default. Among others, the ‘C’ rating may be assigned to subordinated
debt, preferred stock or other obligations on which cash payments have been suspended in
accordance with the instrument’s terms or when preferred stock is the subject of a distressed
exchange offer, whereby some or all of the issue is either repurchased for an amount of cash or
replaced by other instruments having a total value that is less than par.
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An obligation rate ‘D’ is in payment default, The ‘D’ rating category is used when payments on
an obligation are not made on the date due, unless Standard & Poor’s believes that such
payments will be made within five business days, irrespective of any grace period. The ‘D’ rating
also will be used upon the filing of a bankruptcy petition or the taking of similar action if

on an obligation are jeopardized. An obligation’s rating is lowered to ‘D’ upon
c letion of a distressed exch. offer, whereby some or all of the issue is either
repurchased for an amount of cash or replaced by other instruments having a total value that is
less than par.
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This indicates that no rating has been requested, that there is insufficient information on which
NR to base a rating, or that Standard & Poor’s does not rate a particular obligation as a matter of
policy.
*The rating from ‘AA’ to ‘CCC’ may be modified by the addition of a plus (+) or minus (-) sign to show relative standing within the major

Fig. 6.1 Credit rating of bonds and typical distribution of shipping bonds (Source:
The ratings from ‘AA’ to ‘CCC’' may be modified by the addition of a plus (+) or
minus (=) sign to show relative standing within the major)

investors with an appetite for such riskier bonds; for instance, a group of inves-
tors whose mandate is for riskier investments or investors with deep knowl-
edge of the shipping industry—such as Norwegian investors, who are already
familiar with shipping investments in public (Oslo Bers) or private equity
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(KS funds and sale and leaseback transactions)—offer a natural prospect for
buying shipping bonds. Choosing the best underwriter is a decision to be con-
sidered diligently and by taking into consideration many parameters such as
shipping market expertise, the ability to successfully access investors with the
proper risk profile, a track record, dedication and professionalism. As a rule
of thumb, smaller specialized underwriters may offer the best choice for rela-
tive newcomers to the public debt markets, and as the familiarity of the issuer
with the public markets increases, along with their track records and need
and capacity to raise more money, then a bigger lead underwriter may offer
better prospects.

6.9 Timing of Issuing Shipping Bonds

As already mentioned, the preponderance of shipping bond issuings, whether
asset-backed or cash-flow based, are rated below investment grade with
the better tranche of them close to the borderline with investment grade.
Characteristic of debts bearing a higher risk of default, such bonds have to
have a coupon high enough to entice creditors to accept such risk (high yield
bonds).

When then is issuing bonds a viable option for a borrower in shipping,
given the usually high coupon? Clearly, when borrowing from banks is cheap,
the issuing of (expensive) bonds cannot be justified on purely economic fac-
tors (but can be justified if the issuer is trying to establish a broader financial
basis or establish a record for dealing with public capital markets). However,
as the appetite for risk by the debt investors can vary and the premium they
assign to risk declines, there can be an intersecting point where low coupons
for such bonds (in the 6-8% coupon) are attractive enough or preferable
alternative options exist for the borrower. As extreme examples, when ship-
ping banks have plenty of liquidity and low cost of capital, shipping bonds
do not make an ideal option for most shipping companies. Similarly, at times
when investors are seeking the highest security on their lending, shipping
bonds are not optimal choices. When economies worldwide are prospering,
when the promise of new technologies and paradigm shifts bring euphoria to
investors, and the new prevailing investment thesis is “risk on”, then it’s easy
for the investors to have a more normalized view of the risks associated with
shipping and shipping bonds. A glaring example of an increased appetite for
shipping bonds was the high-yield era of the late 1990s. Those were the years
with historically strong economic growth in the USA when stock indices were
setting all time new highs and retail investors were day-trading as hobby on
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the promise of new technologies and the “dot.com” era boom; those were
also the years when China ascended to the WTO and the early hope of a
new huge market joining the world stage. Almost 15 years later, and with a
profound financial crisis forcing governments and central banks worldwide
to embark on never-seen-before expansionary policies and exceptionally low
interest rates, the prospect of shipping bonds has become an appealing invest-
ment, on comparative terms, this time around.

For well-established shipping companies, such as AP Moeller Maersk,
MOL, NYK and other companies of similar caliber, the bond markets are
typically available throughout the phases of the cycle, though, of course, at
prevailing market conditions as far as interest expense (coupon) is concerned.
For smaller shipping companies and asset-backed shipping bonds, the win-
dows of opportunity are occasional and relatively small, and have to coincide
with when the appetite for risk allows investors to be satisfied with relatively
low coupons for the relatively risky shipping business, but also for the coupon
to be competitively low enough so as not to burden the company with unser-
viceable debt through the phases of the business cycle.

6.10 Shipping Bonds and Interest Rate Cost

Depending on overall market conditions, junk bonds in shipping usually have
to yield several hundred basis points (bp) above the risk-free rate to compen-
sate for the industry risk; that is, shipping high yield bonds have been yielding
6% at the very least, and more typically in the 7-9% range, while the same
bonds bearing coupons of 12% or more are not unheard of. A few representa-
tive examples of terms and coupons obtained in shipping bond markets in the
recent past are as follows. In 2009, during their restructuring process, tanker
owner General Maritime based in New York issued USD300 million in senior
unsecured bonds bearing a 12% coupon, reflecting the weak state of the
tanker market and the particular circumstances of the issuer. In 2013, Teekay
LNG issued USD150 million in senior unsecured bonds in the Norwegian
bond market with a 6.43% coupon, reflecting the company’s good reception
in the markets and the relatively low risk exposure of the business toward
energy and natural gas transportation. In 2013, Navios Maritime Acquisition
issued approximately USD670 million in shipping bonds secured by a fleet
of VLCC tankers and their employment with a coupon of 8.13%. In 2014,
US-based and private equity (PE)-sponsored Ridgebury Tankers raised asset-
backed bonds in the Norwegian market with a 65% leverage (meaning 65%
of the then present value of the assigned vessels) on a 6.75% coupon, which
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was slightly better than prevailing ship lending conditions, though with two
strong advantages attached to the bond issuing: (a) the principal was due
on the maturity date (while any ship mortgage arrangement would have a
meaningful amortization schedule) and (b) no employment restrictions or
time-charter requirement capped the company’s market exposure in the event
of strong freight rates (a scenario that did develop actually).

6.11 Considerations for the Cost of Shipping
Bonds

Even for low yielding shipping bonds at 6% at times when interest rates
by central banks are historically extremely low (usually 0.50%) and the US
Treasury Bill is at 0.25%, a meaningful risk premium of more than 5% is
implied for the industry. The relatively high risk premium associated with the
industry can partially be explained by its volatility and the notion that the
BDI has moved between a maximum of 13,000 and a minimum of 600 index
points within a few years of the shipping down-cycle. High yield bonds carry
a high interest cost that makes survival in weak freight markets precarious
when freight revenue may not be strong enough to cover operating expenses
and the coupon payment. In the 1990s, there was a rush of high yield bonds
for shipping with 35 issuings,' with most of them failing shortly after their
issuance, given that the weakening freight market made it impossible to ser-
vice the debt.

Besides the empirical observations for the pricing of shipping bonds, proper
academic research on the subject has documented that the main determinants
of global cargo-carrying companies’ shipping bond spreads are found to be
the liquidity of the bond issue, the stock market’s volatility, the bond market’s
cyclicality, freight earnings and the credit rating of the bond issue.” In order
to consider issuing shipping bonds at a relatively high cost, a shipowner must
have been left with a limited set of financing options, and, economically, all of
them will have to be comparably expensive. In most of the first decade of this
century, when liquidity was plentiful as shipping banks were overly aggres-
sive on their lending terms (high leverage, thin margins, loose covenants,
etc.), there has been a dearth of shipping bonds issued by smaller shipown-
ers. This was logical as a typical shipping loan was averaging 75% leverage,
a 200bp spread (LIBOR + 2%) and large balloon payments on principal;
shipping bonds for smaller shipowners are clearly much more expensive than
this. However, post-Lehman Brother collapse when shipping banks stopped

lending to second-tier owners and debt financing could be found from credit
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funds at much higher rates and stricter terms, shipping bonds have become
again a viable option given the alternatives.

6.12 Difference from Shipping Loans

Shipping bonds are debt instruments and therefore very similar conceptually
to shipping loans. In both cases, money is borrowed and eventually has to be
repaid, and again, in both cases, the money can be accessed at a cost primarily
tied to the borrower’s creditworthiness and secondarily correlated to the per-
formance of the investment or related to market conditions. However, there
are crucial differences between shipping loans and shipping bonds, and based
on the circumstances, the borrower may have a preference between obtaining
a shipping loan or issuing a shipping bond.

When Mr Big Ship approaches his shipping bank to borrow money to
finance the acquisition of a new vessel, the bank bases its decision on whether
to extend a loan on factors that the bank’s management itself has qualified.
These can be objective, quantifiable criteria applicable to all the clients of the
bank, such as the amount of leverage to be extended or the minimum spread
over LIBOR. However, the bank’s credit committee may also wish to consider
“softer” subjective criteria for extending a shipping loan, such as the extent
and length of the banking relationship with the borrower, complementary
business opportunities (e.g. cross-selling of private wealth products) and the
overall strategic value of the borrower to the bank. For a shipping bond issu-
ing, since there will be several buyers in the primary market and several more
investors afterwards in the secondary market, the criteria pertaining to the
quality of the bond have to be objective and to the satisfaction of the plenti-
ful investors. Therefore, a shipping loan is typically a bilateral contract where
the “personal element” may be of certain gravity, while a shipping bond is a
multi-party agreement based on quantitative decision-making.

Information that a shipping bank has collected on a borrower is typically
proprietary and often privileged information, while pertinent information
about the borrower and the bond are in the public domain and filed with the
pertinent authorities. While a bank has its own credit committee to assess the
creditworthiness of a borrower, a third-party rating agency is often engaged to
evaluate the bonds and the probability that the borrower will perform on their
obligations. In terms of expedience, although the time a shipping bank can
authorize a loan depends on several factors, in general the issuing of bonds is
much more time consuming in terms of preparing and filing documentation
and mainly concerns communicating with investors, holding a roadshow and
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getting the fund commitments. Accordingly, the associated costs and fees are
much higher for bonds than the origination and commitment fees that a typi-
cal shipping loan will cost. Therefore, shipping loans depend upon and assure
privacy and discretion between the parties, and they are typically time and
cost efficient as compared to shipping bonds where information is public, and
time and costs required to access the public markets are of a higher order. As
a rule of thumb, shipping bonds require approximately one month or more of
effort and can cost twice as much in fees and expenses than a loan. However,
for shipping bonds with principal amounts in the range of hundreds of mil-
lion dollars, costs are very competitive and well justified (2-3% of the prin-
cipal amount, which is slightly higher than origination fees charged by most
shipping banks for smaller amounts).

Given that shipping loans (a) can be facilitated by personal relationships
and ancillary considerations, (b) do not require public disclosure and (c) are
both time and cost efficient, one may be tempted to say that shipping bonds
should be a resource of last resort in the financial arsenal of Mr Big Ship.
Indeed, traditional shipping loans (ship mortgages) dominate the shipping
debt markets for independent, smaller shipowners. However, there are strong
considerations in favor of shipping bonds as well. During the course of a full
business cycle, the lending capacity of shipping banks can be limited and not
extend credit to large shipowners, or be unable to provide sufficient liquid-
ity to meet competently market demand, or be dissatisfied with the quality
of the credit of potential buyers (state of the market). The issuing of bonds
typically has the full benefit of the depth and breadth of the public capital
markets where relatively large sums of money can be raised and where there
are multiple investors with varying degrees of appetite for credit quality, asset
class concentration and geographic focus.

Shipping loans can be in small amounts, as small as a few million dol-
lars, depending on the shipping banks’ criteria. Like any other type of pub-
licly traded security, a shipping bond must have a sufficient amount offered
in order to be appealing to institutional investors and to sustain continued
trading activity in the secondary market (liquidity). Therefore, bond issuings
have to be sizeable as a stand-alone offering (usually more than USD50 mil-
lion based on market conditions) or be smaller amounts for a series of bonds
from the same issuer. However, such issuings could take place for substantially
smaller amounts, often reflecting the practical reason that shipping bonds are
a small sub-set of the public bonds markets and that many bond issuers in
the shipping industry are comparatively small; thus, smaller issuers have to be
accommodated as well. It should be noted that substantial shipping compa-
nies or shipowners with relatively large fleets, businesses well established over
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the long term, proven track records and business models often get the most
attention and the best pricing and terms of issuing, including smaller transac-
tion fees.

An aspect associated with shipping bonds, which is usually highly appreci-
ated by shipowners, is that the whole amount borrowed (principal amount)
is typically due as a bullet payment on the maturity date (a typical ship mort-
gage requires at least partial repayment of the principal amount during the
maturity period). In the bond issuing example above, the USD10,000,000
raised from the bond issuing is due at the end of year six, while for a similar
amount of a shipping mortgage amortizing equally on the same period, there
will be an additional principal payment of USD4,566 per diem; the timing
of the principal repayment can free cash flows to invest elsewhere or lower the
cost basis for operating the vessels. In a weak freight market that barely covers
vessel operating expenses, a lower cost base can be an advantage of paramount
importance.

Not that one wishes to see a borrower ever default on their debt obliga-
tions, but it has happened in the shipping markets from time to time. In the
event of default on debt, who the creditors are can have a profound impact on
the options the borrower has. In the event of a loan default when a shipping
bank (or syndicate of banks) is the creditor, discussions on finding a solution
after the default are typically private, bilateral and discreet as the two sides
try to work out an optimal solution. The outcome of the negotiations can be
subjective as personalities and relationships can drive discussions, and there is
usually one creditor (shipping bank) to be satisfied (or a group of like-minded
creditors in the event of a syndicated loan). As a rule of thumb, shipping
banks are known to prefer resolution over confrontation, in which case they
can allow for several options to be explored. In the event of a default on a
bond, the standard route is that the rule of law in the jurisdiction the bond
was issued (and stipulated in the prospectus) takes precedence over personali-
ties and negotiations, with much less patience and proclivity for working out
a solution. In the event of a bond default, the bondholders create a commit-
tee to represent their interests (different types of creditors may end up having
their own representative committee) and retain both a legal counselor and a
financial advisory in order to optimize their benefit.

Bondholders may be both retail investors (small lenders having invested
in the bonds but none of them holding a meaningful stake) or institutional
investors (where one or a handful of them can hold a predominant position
and thus can control the creditors’ committee). When the bondholders are
institutional investors, they are professional money managers, driven mainly
by returns on their investments and having in-house expertise and access to
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advisors and bankruptcy lawyers (most likely they have had to deal with a
bond default before, if not in shipping then in other industries). In the past,
mostly during the defaults in the 1990s, there have been cases where the
majority of retail bondholders didn’t manage to mount a spirited representa-
tion and stance or the investment bank holding a stake in the bonds preferred,
for their own reasons, to take a meaningful loss. However, as a rule of thumb,
in the case of defaulting on shipping bonds where the bondholders’ commit-
tee is controlled by institutional investors, typically the borrowers can expect
stronger negotiations and professional efforts to recover as much money as
possible, exhausting all options and legal venues.

6.13 Classification of Shipping Bonds Based
on Collateral

A bond, as a standard debt instrument, has to offer to creditors certain assur-
ances that the borrower will be able to perform on the bond and make good
on coupon payments and return of principal amounts. The higher the assur-
ances that the bond issuer can offer, whether subjectively or objectively, the
better the reception of the bonds, the higher the principal amount can be, and
the lower the coupon. Subjective determinants can be the length of time the
shipowner has been in business (a subjective criterion in shipping since, typi-
cally, there are no formal corporate structures and many vessels can be held
by offshore entities), name recognition, industry reputation or business track
record. However, objective criteria usually bear higher weighting on bond
issuing, usually by accessing the overall creditworthiness of the issuing party
or the form of collateral offered as a pledge for performing on the bonds.

For major shipowning companies with a long and active record of exis-
tence and access to the public capital markets, companies such as AP Moeller
Maersk, MOL and NYK typically can easily and very competitively access the
public debt markets for issuing bonds, can raise principal amounts in the bil-
lion dollar range, expect competitive pricing, low issuing fees (as a percentage
of the issuing) and a rather active secondary market for the trading of their
bonds. Large companies typically offer corporate bonds, meaning that the
parent company is responsible for their payment, based on their credit rating
and track record, but they do not have to pledge specific assets (vessels) for the
bonds. Corporate bonds of course can have their own standing in the pecking
order of other forms of debt, and can be senior or subordinate in reference
to the priority of the creditors to be compensated in the event of default; but
again, there is no recourse in the event of a default for creditors to have the
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right to arrest named vessels as security. As an example of a major shipping
company accessing the bond market on a regular basis, AP Moeller Maersk
issued USDG billion in corporate bonds on 11 occasions in five different cur-
rencies between 2009 and 2014, with maturities ranging from five to ten
years, and an average coupon of 3.68%. Please see adjacent table (Table 6.1,
Selective Bond Issuings by A.P. Moeller Maersk).

The majority of shipping companies looking to access the public debt mar-
kets have a relatively short history of existence (predominantly much shorter
than ten years in business) and often may also lack a proper corporate struc-
ture, solid corporate governance or even consolidated audited financial state-
ments. For such shipowners, a corporate “promise” that they will perform
diligently on new corporate bond issuings is not sufficient to have a successful
bond raising; this disadvantage is even more pertinent for the commoditized
and volatile sectors of dry-bulk and crude oil tankers, especially when ves-
sels are operated in the spot rate market and thus fully exposed to the vicis-
situdes of market forces: bondholders are prepared to take a risk (almost by
definition) but not a market risk that equity investors should be prepared
to take. In such cases, when the “promise” or “faith” in repayment is not
strong enough, creditors can provide tangible assurances for the bonds by
offering them collateralized by hard physical assets (ships) and/or earnings
associated with such vessels. Thus, in the event of default, the creditors (to
the extent practicable) have the legal right to foreclose on the actual, named
vessels stated in the prospectus. Under this scenario, certain vessels can be
provided as collateral, in the same way that a vessel is provided as collateral
in order to secure a ship mortgage from a bank. Additionally, if so desired or
feasible, the borrower may offer, as additional collateral for the issuing of the
bonds, the earnings—ideally earnings already attached to the vessels through
time charter contracts. In such a scenario, the bondholders are offered both
the ships and their earnings as collateral, for which they are expected to lower
the interest rate and increase the amount of the bonds, since the likelihood
of a default is now lower and the capital at risk in the event of a default is
also lower. Such bonds are called covered or asset-backed bonds (as compared
with corporate bonds mentioned earlier, which are secured by the cash flows
of the parent company). Also, asset-backed bonds are directly comparable to
typical shipping loans (first preferred ship mortgages, where the named vessel
is pledged as security against the shipping loan).

As a variation on a theme, asset-backed bonds in shipping are not always
issued solely by shipowners. Shipping banks may opt to issue bonds based
on shipping mortgages they hold in order to raise their own capital from the
public capital markets; in the go-go days of financial engineering prior to
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the Lehman Brothers collapse, such bonds were effectively collateralized loan
obligations (CLOs), but the market for shipping loans offered as collateral
had never taken off. As mentioned already, asset-backed shipping bonds are
relatively expensive forms of debt; any bond issuing, in order to have eco-
nomic value, should have achieved premium pricing (low interest rate)—an
impossible feat when shipping banks were lending at LIBOR + 2%. A special
case has been the Schiffspfandbriefgeserz (Pfandbrief Act or “ship covered bond
act”) in Germany with its special provisions to allow shipping banks to issue
bonds collateralized by ship mortgages. Such practice was followed on limited
basis prior to Lehman Brothers, and mostly by wholesale banks like DVB
Bank SE’ which has a higher cost of funding than most traditional retail/ship-
ping banks. Post-Lehman Brothers, more German banks have opted to issue
shipping bonds based on the Pfandbrief Act, such as Commerzbank AG* and
HSH Nordbank AG.> ¢

6.14 Covenants and Special Conditions

Bonds, as debt instruments, are subject to the rule of the “Four Cs of Credit”,
where character, capacity, collateral and covenants determine whether debt
will be available at all, and if so, at what terms. Character (or credit) stands
for the track record of the borrower and past performance, such as having
borrowed and repaid loans in the past, overall integrity, having performed to
professional standards and enjoyed a good market reputation. Capacity stands
for the ability to make good on debt obligations based on cash flows, assets,
financial capacity to borrow and repay debt obligations. Collateral refers to
the tangible assets that the borrower can put up as collateral for the debt obli-
gations, collateral on which debtors can irrevocably access in case of a default;
in the case of asset-backed bonds, the shipping assets themselves are offered
as collateral for the bonds. Finally, covenants stand for the special terms, con-
ditions and limitations in the debt agreement that the debtor is prepared to
accept in order to provide additional assurances to the debtors. Covenants
can be either affirmative or negative; that is, in the case of the former, the
debtor has the obligation to take certain actions or is obliged by certain terms;
typically, for shipping bonds, this could be to make coupon payments by
certain dates or to maintain debt ratios within certain levels of earnings or
cash flows. More interestingly, negative covenants pertain to certain actions
that the debtor cannot undertake, such as selling assets (collateralized or not),
declaring and paying dividends, or obtaining additional debt (within certain
restrictions).
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6.15 Types of Shipping Bonds

Bonds can be categorized on several matrices, and generally there is a market
for each sub-category of bonds in the public debt markets. The main tax-
onomy of bonds is provided with special emphasis on those that are typically
suitable for shipping companies.

6.15.1 Types of Bonds Based on Maturity

Debt securities with maturities up to one year are called bills; those with
maturities of one to five years are called notes; and those with maturities lon-
ger than five years are called bonds. Nomenclature based on maturity is not
absolute. In shipping, debt securities with maturities less than one year are
rather rare, and most shipping bonds have maturities ranging from three to
eight years. In this chapter, Ie opt to employ the term “bond” irrespective of
the maturity period, fully recognizing that strict adherence to the terms would
require otherwise. In June 2013, Rederi AB Transatlanic in Sweden issued the
equivalent of USD22 million (maturing in six months at a cost of 10%) in a
typical example of short-term bills issued for general corporate purposes and
until the company can place long-term financing. In a more typical maturity,
in November 2014, Star Bulk—publicly listed in the USA—issued USD200
million of senior unsecured bonds at an 8% coupon with a five-year maturity,
while in September 2014, AP Moeller Maersk issued USD200 million of
bonds in the USA at a 3.45% coupon with a ten-year maturity.

6.15.2 Origin of Issuer or Currency

The United States dollar is the predominant currency of the shipping indus-
try, for collecting freight revenue and also paying expenses in a preponder-
ance of transactions. However, there have been occasions when bonds have
been issued in another currency because the issuer has most of their business
denominated in that currency. Also, bond issuers may opt to issue bonds in
other currencies than the US dollar if favorable interest rates, strong inves-
tor appetite and market conditions are prevalent. Typical alternate currencies
for shipping bonds are: the Norwegian krona (in 2014, US-listed GasLog
issued NOK500 million with a 5.99% coupon and a maturity in 2018); the
Singaporean dollar (in 2012, Neptune Orient Lines issued SGD300 million
at a 4.4% coupon with a maturity in 2019); the euro (German based Hapag
Lloyd issued in 2014 EUR200 million of shipping bonds at a 7.5% coupon
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with a 2019 maturity); the Chinese Renminbi, but also the offshore Chinese
Renminbi (dim sum bonds in Hong Kong, for example; COSCO issued
RMBS5 billion in 2010 with a 2020 maturity at 4.35%); the Japanese yen,
which is often the currency of preference for bond issuings by the Japanese
major liners Mitsui MOL, NYK and K-Line. For international shipowners
issuing bonds in local currencies in an effort to exploit favorable interest rates
or market conditions, special effort and currency hedging need to be con-
sidered as well, so as not to compound additional risk in the already volatile
shipping market and the borrower not to end up obligated to make coupon
payments and principal repayments in an appreciating currency.

6.15.3 Debt Repayment Schedule

Bonds can also be categorized based on the timing of the repayment of the
principal amount, with fixed-coupon bonds paying a steady coupon over pre-
determined time intervals but with the principal amount taking place in one
payment (balloon payment) on the maturity date of the bond. With zero-
coupon bonds all interest payments during the term of the bond as well as the
principal amount are all repaid together at once on the maturity date (in 2014,
Mitsui OSK Lines, reflecting their strong standing, issued zero-coupon ship-
ping bonds in the USA totaling USD500 million with 2018 and 2020 matur-
ities); with annuities, the principal amount is repaid gradually over the term
of the bond, while with step-up bonds there is an increasing interest payment
and principal payment with the passing of time. An interesting type of bonds
are perpetual bonds where the principal amount is never repaid and coupon
payments are due in perpetuity, or at least as long the bond is outstanding.
The most common types of shipping bonds are fixed-coupon bonds, as
zero-coupon bonds require a strong issuer, while annuities and step-up bonds
cannot always secure timely cash flows in a volatile shipping market. Perpetual
bonds’—effectively quasi-equity—require the strongest credit and presume
that the issuer will be in business forever; such bonds are only rarely seen
in the shipping industry and they are usually associated with shipowners
with strong balance sheets or afhliated with government businesses and long-
term bankable charters. Perpetual bonds may also be associated with capital
restructurings when the borrower cannot support both interest and princi-
pal repayments, and a perpetual schedule of coupon payments is in the best
interest for the time being for both lenders and borrower.® In 2013, Euronav,
based in Belgium, issued USD150 million of perpetual convertible bonds’
with a coupon of 6%. In 2012, Swiber Holdings and Ezion Holdings, both
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active in the offshore industry, issued SGD80 million at a 9.75% coupon and
SGD125 million at a 7.8% perpetual note, respectively.

6.15.4 Interest Rate Commitment

Bonds can bear a fixed interest rate throughout their maturity or a variable
interest rate, where the effective rate is related to a base rate, such as LIBOR, or
to the inflation rate plus an agreed upon constant premium (spread) for float-
ing-rate bonds or inflation-linked bonds, respectively. Fixed interest rate bonds
are definitely preferable in a low interest rate environment as they lock in a low
cost of financing and do not have any interest rate risk when rates move higher.
In reality, in shipping, most bonds are floating-rate as bondholders typically do

not wish to compound credit risk with interest rate risk in this volatile industry.

6.15.5 Option Characteristics

As defined earlier in this chapter, bonds are debt obligations that bear an inter-
est rate and a pledge to repay the principal amount borrowed by the maturity
date. However, there may be trigger mechanisms that can confer certain rights
either on the issuer or the bondholders under well-defined parameters. The
issuer may have the right to call (retire) the bonds earlier than the maturity
date if they have found less expensive sources of capital or, otherwise, if the
management has decided to pay off the principal. Callable bonds can be retired
at fixed prices and on fixed dates, and usually require a higher coupon to other
comparable bonds, all things being equal, given the optionality they confer to
the borrower. Reversely, there are putable bonds where the bondholder has the
right to put (force) the issuer to buy back the bonds at fixed prices and dates.
As a matter of practice, shipping bonds are often callable and rarely putable.
Additionally, bonds may come attached with rights or warrants to con-
vert to equity at predetermined rates (convertible bonds). The mechanism for
bonds to convert to equity can be triggered when financial ratios move away
from predetermined bands—usually when the financials of the issuer deterio-
rate, after the passing of a certain amount of time, or possibly when the share
price of the issuer moves higher than a predetermined threshold. Convertible
bonds are effectively “sweetened deals” for the lenders, as they offer the prom-
ise of a typical interest payment (on the bond) but also allow upside participa-
tion (now as equity) when the market or the borrower develops in a favorable
way. Shipping bonds, being risky in nature, typically require “sweeteners” for
buyers of bonds to be enticed. The convertible is the commonest way to allow
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a better return to the bondholders, which, at least initially, does not impair
the issuer’s cash flows.

6.15.6 Seniority

The bondholders, as lenders to the company, have preferred access to the
company’s assets in the event of default or bankruptcy, well before the owners
(shareholders) can recover any of their investments in the business. However,
not all the creditors or bondholders share the same order in the hierarchy of
claimants or equal rights in the event that the company’s outstanding assets
are not sufficient to satisfy all creditors’ claims. Bondholders ranking higher
on the claimants list (seniority) are entitled to get repaid first, wholly or par-
tially, before proceeds from the liquidation can cascade down to the credi-
tors with lower ranking. As one would expect, the higher the seniority of
the bonds, the more preferable they are, thus they are satisfied with a smaller
coupon payment and/or a smaller discount or premium to the face value.

Senior secured bonds are the safest in the hierarchy of bonds and they are directly
securitized by shipping assets (asset backed bonds) or cash flows from named
assets or lines of business (long term charters and other contracts). Typically, these
are the most common shipping bonds, often issued by relatively newly established
shipowners, and such bonds are collateralized by a group of vessels.

Senior unsecured bonds are corporate shipping bonds that are not directly
secured by named assets or cash flows from named assets or lines of business
but they have the faith of the corporate borrower to make good on their
obligations; in the event of liquidation, senior unsecured bonds enjoy the
earliest priority to be repaid among all other unsecured bondholders. Senior
unsecured shipping bonds are typically issued by better established shipping
companies, or are issued at times when there is strong appetite among bond
investors and thus higher willingness to take risk. Subordinated bonds are
those with the lowest ranking on the claimant hierarchy. This type of bond is

companies with an elaborate capital structure and substantial balance sheet.

6.16 Conclusion

Shipping bonds are just another tool in the financial toolbox of a shipowner
for accessing financial gearing. Until the financial crisis of 2008, there had
been sufficient capacity from shipping banks to provide shipping loans
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plentifully and cheaply so that shipping bonds were mostly utilized by major
shipping companies that could issue corporate bonds with low coupons; in
such an environment, shipping bonds, especially asset-backed bonds, were a
novelty for most other shipping companies that were opportunistically at lim-
ited amounts. A lack of lending capacity from shipping banks, coupled with
relatively large spreads, has opened the window for many shipping companies
to explore the option of shipping bonds more actively and to bring a renais-
sance to the market. It is expected that traditional shipping banks will now
have to focus on new and tighter regulations, creating a funding gap that will
have to be filled with other forms of debt financing. Partly out of necessity
and partly due to the fact that shipowners are getting ever more financially
sophisticated, shipping bonds are expected to be a more active market and an
active venue to be pursued by many shipowners, including those who are still
at the early and growth stage of their business.
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Public and Private Equity Markets

Jeffrey Pribor and Cecilie Skajem Lind

7.1 Introduction

The public and private equity markets constitute viable sources of ship financ-
ing alongside bank debt and other debt alternatives. Although a less traditional
source of ship finance, the equity capital markets and private investors offer a
plethora of opportunities as seen in Fig. 7.1, for both public and private ship-
ping companies, albeit some solutions are more favored and applicable than
others. As illustrated in Fig. 7.1, a private company may issue common stock
in the public markets in a registered initial public offering (IPO), or they may
choose to do an equity private placement. A public company may access addi-
tional capital in the public markets by pursuing a private investment in pub-
lic equity (PIPE), a follow-on offering or through an equity-linked security
such as convertible debt. Execution tactics are dictated by market conditions,
investor appetite, structural considerations and trading dynamics. This chap-
ter primarily focuses on the most relevant equity products available to private
shipping companies with a particular emphasis on the benefits and drawbacks
of being a public versus a private company, IPO structures and processes, as
well as the role of private equity within the maritime sector.
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Equity Offering

Registered IPO Follow-on Offering Equity-Linked

Equity Private s Private Investment in .
Placement Traditional Public Equity (PIPE) Bought Deal Convertible Debt
N . N Convertible Preferred
144a Pre-IPO MLPs Registered Direct Accelerated Bookbuild Equity
Pre-IPO Convertible SPACs Fully Marketed Mandatory Convertible

Debt

Open Market Sales
Program

Fig. 7.1 Equity options available to public and private companies (Source:
Jefferies)

7.2 Public Equity
7.2.1 Public Equity Overview

Public equity is an asset class of which institutional and/or individual inves-
tors can purchase ownership in shares of a company through unregulated and
regulated public markets. Within the public equity asset class there are differ-
ent types of equity, depending on the type of company that issued the equity
as well as the seniority of the equity. In the shipping public equity landscape,
the main types of equity available to investors are common and preferred
equity (preferred equity is rated higher than common equity in liquidation)

issued by C-corporations and units issued by master limited partnerships
(MLDs).

C-corporations A C-corporation is a legal business entity that is taxed sepa-
rately from its owners and is the most common structure for major compa-
nies. Shareholders of C-corporations own stock in a company which allows
them to elect the board of directors, vote on certain strategic decisions and
entitles them to a corporation’s earnings, which are distributed through divi-
dends unless reinvested back into the business for growth purposes.

Limited Partnerships (LPs) and MLPs An LP is another form of company
structure, with an MLP being a type of limited partnership that is publicly
traded. LPs are structured as pass-through entities and therefore avoid double
taxation. The LP formation is often used by companies established to invest
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in industries linked to natural resources as well as real estate development.
There are two categories of partners in LPs and MLPs: the limited partners
and the general partner. The limited partner is an individual investor or a
group of investors that provides the capital to the partnership; that is, the
limited partner holds “units” and receives periodic income distributions from
the partnership’s cash flow. The general partner is responsible for managing
the partnership’s business and receives compensation that ideally is linked to
the performance of the entity. To qualify, entities must satisfy the MLP quali-
fying income criteria requiring that the company must derive at least 90%
of its gross income from real estate, mineral and natural resources (excluding
renewable resources). Many MLPs are focused on the midstream sector of
the supply chain as the qualifying income rule includes the storage and trans-
portation of such resources but does not allow marketing these resources to
the end users at the retail level. Pipelines and storage facilities are especially
common MLP candidates as these companies’ assets tend to have long-term
contracts in place with stable cash flow outlook and visibility. However, MLPs
are also common in shipping where vessels can be chartered out on long-term
charter contracts. The advantage of the MLP corporate structure is that it
combines the tax benefits and lower associated cost of capital of a limited
partnership, as profit is only taxed when unit holders receive distributions,
with the liquidity and flexibility of a publicly traded company. A comparison
and overview of the MLP structure versus the C-corporation structure is laid
out in Fig. 7.2. The tax benefits associated with MLPs are less important for
shipping MLPs as shipping companies tend to be registered in jurisdictions
with favorable tax regimes and therefore do not bear heavy tax burdens even if
the entity is structured as a C-corporation or equivalent. This also gives ship-
ping MLPs the advantage of only needing to file form 1099 for tax reporting
purposes, as opposed to the more complicated schedule K-1 required for tra-
ditional MLPs. MLPs typically distribute a high percentage of their income
through cash distribution policies or generous dividend payout policies com-
pared to C-corporation entities, which causes the higher MLP dividend yield
results. Strong investor appetite for yield, and the premium that is attached
to yield-based valuation, have driven the wave of shipping MLP formations
in the past few years.

Special Purpose Acquisition Vebicles (SPACs) A SPAC, often referred to as
a “shell company” or a type of “blank check company”, is a development
stage company that has indicated that its business plan is to acquire another
company with the proceeds of its public offering. SPACs typically have an
18-24 months deadline to complete an acquisition that must satisfy specified
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Fig. 7.2 US C-corporation structure vs MLP structure (Source: Jefferies)

requirements. If the SPAC is unsuccessful in making an acquisition, the pro-
ceeds—plus interest earned—must be returned to investors. SPACs are often
used as vehicles in reverse mergers in order to facilitate the process of taking
the private purchasing entity public. Reverse mergers allow private companies
to become public without raising additional capital.

Advantages and Disadvantages of Being a Public Company Being a public com-
pany offers a range of advantages and disadvantages that shape the key decisions
surrounding the corporate structure and various financing options (see Fig. 7.3).

Advantages:

Higher Company Valuation Public companies tend to have substantially higher
market values than any of their private counterparts. The market liquidity of
the company is a key factor in boosting a public company’s valuation as invest-
ments in them can be easily bought, sold or traded, whereas trading invest-
ments in private companies usually go through a much more time consuming
and costly process. Besides market liquidity, proper governance structures, easy
access to audited financials, compliance with regulatory standards, transpar-
ency, preferential access to deal flow and market opportunities, and access to
the capital markets are also factors that drive higher valuation premiums for
publicly listed companies versus privately held ones, ceteris paribus.
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Advantages Disadvantages
= Higher company valuation = Extensive listing requirements
= Ability to fund growth = Business transparency
= Increased liquidity, improved access to capital = Costly process
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results and hit earnings estimates

= Better economics for raising capital « Increased scrutiny of management

= Ability to use stock as currency for acquisitions

= Risk of takeover and loss of control by founders
and assets

and management
= Human resources

= Exit and retirement strategy for founters,
investors, and shareholders

= Public credibility

Fig. 7.3 Advantages and disadvantages of going public (Source: Jefferies)

Ability to Fund Growth The process of going public can inject meaningful
cash to fund various business initiatives and acquisitions, making it poten-
tially easier for a company to execute on its growth strategy.

Increased Liquidity, Improved Access to Capital and Reduced Need for Alternative
Financing Options Access to public equity creates another option for com-
pany financing. Private equity may at times be difficult to obtain and vari-
ous debt structures unviable, but by being public a company is able to cast a
broader net for financing providers. This gives the company greater flexibility
with diverse options to finance growth, thereby increasing its bargaining posi-
tion and strengthening its balance sheet.

Better Economics for Raising Capital On average, the cost of capital has his-
torically been lower for publicly traded companies, especially with respect to
equity. Investors are more willing to purchase smaller pieces of equity in a
public company, which is liquid and easy to trade, than in the equity of a pri-
vate company. This essentially lowers the cost of capital for public companies.
Additionally, because public companies have higher valuations they would
have to sell less stock to raise a certain amount of capital and thus realize less
ownership dilution.

Ability to Use Stock as Currency for Acquisitions and Assets The ability to use
stock as consideration in merger and acquisition deals once again provides
a public company with greater flexibility than its private counterparts. This
ability makes growth via acquisitions a less costly and easier process whilst
preserving the company’s cash position.
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Human Resources A public company is able to use its public equity as a method
of creating employee incentive packages that could attract talent and improve
retention. Although a private company could provide employees with equity
in the private business, it would be much more difficult for employees to
potentially monetize that equity due to the limited liquidity.

Exit and Retirement Strategy for Founders, Investors and Shareholders The supe-
rior flexibility and liquidity of a public company is especially important when
considering exit strategies for its founders and investors. Exit windows will be
more readily available and more viable for public companies.

Public Credibility Going public is in many ways a “branding event” bringing
added public awareness of the company as analysts begin covering the com-
pany and thereby improving its visibility. This sense of improved credibility
can lead to better supplier and customer contracts and also potentially attract
and retain talented senior management who seek prestige, credibility and pro-
fessional growth in their employment opportunities.

Disadvantages:

Extensive Listing Requirements Public companies need to comply with the
reporting requirements established by the regulating bodies governing the
public exchange on which the public company is traded. These listing require-
ments may be extensive as well as expensive to adhere to.

Business Transparency 'The listing requirements may also necessitate sharing
sensitive information with the public that may reveal trade secrets, as well as
competitive and confidential information. More readily available information
could potentially lessen a company’s bargaining power by revealing to clients
and suppliers its contracts and earning position.

Costly Process The process of going public is expensive and time-consuming
with costly fees related to the necessary administrative, legal, accounting, fil-
ing, printing and underwriting aspects. Additionally, there is also the risk that
an IPO offering may not be successful—meaning that all fees and expenses
incurred during the roadshow will, for the most part, not be recoverable.

Pressure from Marker to Focus on Short-Term  Results and Hit Earnings
Estimates Public companies may increase the focus on short-term results instead
of long-term growth strategies, as a response to pressure from the market to meet
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or exceed current earnings estimates. Public investors often have short-term
investment objectives, sometimes at the cost of curtailing long-term opportuni-
ties, thus putting pressure on the company’s management for immediate positive
results that will drive the stock price higher as opposed to valuing meaningful
long-term strategic decisions that may have a negative impact on the immedi-
ate earnings. Private companies on the other hand are guarded from this public
analysis as financial results are not publically distributed.

Increased Scrutiny of Management Along with evaluation of earning results,
public companies are also subject to increased scrutiny of management.
Increased transparency facilitates public scrutiny of managements role,
actions and compensation. Additionally, there is a higher risk of exposure to
civil liabilities for the public companies and the management and directors
for any false or potentially misleading statements made. The elevated risk as
well as the more focused market and media attention may also cause the man-
agement to spend less time dealing with the operational aspects of running
a company that could positively impact on its financial results, and instead
spend more time on public relations and responding to market pressure.

Risk of Takeover and Loss of Control by Founders/Management Public compa-
nies are exposed to hostile takeover attempts through tender offers and may
suddenly find themselves sold against their will. A variety of preventive mea-
sures such as golden parachutes, supermajority rules, a staggered board of
directors, dual class stock and poison pills may be instituted to guard against
hostile takeovers, but are not always entirely effective and take time and effort
to implement successfully.

7.2.2 Public Shipping Equity

Shipping Equity Landscape Evolution (2000—15) Traditional merchant bank
loans continue to be the most popular source of funding for shipping com-
panies; however, the last decade has seen the funding universe widen. Public
equity played a minimal role in the shipping industry up until the early 2000s
with IPOs few and far between. The booming freight rates and robust global
trade fundamentals, especially the industrialization of the Chinese economy
that drove strong demand for raw materials, supported high charter rates and
boosted shipping asset values higher, which in turn drove favorable company
valuations. The strong fundamentals provided shipping companies with the
ability to promise investors high dividend yields and potential for capital
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appreciation. As the shipping industry’s relationship with the public equity
market has developed, the composition and characteristics of public shipping
companies has evolved alongside it. In the early 2000s, shipping companies
with small fleets, often with a vessel count below ten, found enough traction
to go public. In the past couple of years, the shipping equity landscape has
altered and mainstream shipping companies operating in dry-bulk, crude oil
tankers or the container shipping segments find that the potential for exten-
sive scale economics is viewed as essential. Therefore, a larger fleet of on-
the-water vessels and/or contracted newbuildings is often critical to launch
successfully in the public equity markets. Also, in the past couple of years,
the only IPOs that have launched successfully without scale have been for
specialized shipping companies operating in niche markets such as liquefied
petroleum gas (LPG) and liquefied natural gas (LNG), which, for the most
part, attracted strong initial investor interest, above-range pricing and robust
after-market trading; such investor interest was not directly for the shipping
companies per se but their “proxy” value in the energy markets (oil, shale,
gas, etc.).

Shipping Markets/Exchanges Shipping capital market activity is found in both
over-the-counter (OTC) markets as well as stock exchanges. The most active
stock exchanges for shipping companies are the New York Stock Exchange
(NYSE), the NASDAQ, Oslo Bors (OB), the London Stock Exchange (LSE),
the Tokyo Stock Exchange (TSE) and the Stock Exchange of Hong Kong
(SEHK). Each exchange tends to cater for their regional shipping companies;
for example, most Scandinavian shipping-related public companies are listed
on OB while Asian public shipping companies are listed on the TSE or the
SEHK.

NYSE/NASDAQ The NYSE and NASDAQ cater for American shipping
companies but also international companies that are looking to access the
American extensive and well-developed capital market. The US Securities and
Exchange Commission (SEC) governs the publicly traded companies listed
on the NYSE and NASDAQ stock exchanges and requires that these compa-
nies comply with an extended list of standards. These requirements include
comprehensive public reporting requirements, minimum financial standards,
such as minimum share price or number of shares, as well as other transpar-
ency and maintenance standards. For shipping companies who have tradition-
ally operated in a comparatively opaque cross-border business environment
and kept the majority of any company information confidential, the SEC’s
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transparency standards can be challenging to accept. It is often a key deter-
rence in keeping a company from pursuing an IPO on a regulated exchange.

OTC Exchanges Of the OTC markets, the Norwegian OTC market (NOTC)
is the most active in the shipping sector. For most issuers, time is money,
and with short windows available for a potential IPO/follow-on offering, the
speed to market and ease of execution are very important factors. The NOTC
provides an issuer with a few key advantages to a stock exchange like the
NYSE or OB. Being an OTC exchange, the NOTC imposes fewer regulat-
ing requirements. For example, the NOTC does not require quarterly filings.
Comparatively fewer regulatory barriers and maintenance requirements expe-
dite the process substantially. An additional advantage of the NOTC is that the
associated listing costs are lower than those of stock exchanges. OTC exchanges
can also be considered as an attractive entry point into another market. For
example, the NOTC would provide a company with access to the Norwegian
investor base, which has historically been very focused on the maritime industry
due to its key role in the Norwegian economy. However, if the OTC listing is a
company’s sole public listing location, the company’s management often plans
to shift to a regulated stock exchange with time. This is primarily due to the less
liquid profile of OTC listed companies, which can pose significant limitations.

7.2.3 Initial Public Offerings (IPOs)

The process of taking a company public is demanding, time consuming and
involves cooperation with several parties such as lawyers, accountants, invest-
ment bankers, company management and board of directors (see Fig. 7.4).
The process can be divided into four main phases:
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Considerations / Focus
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Fig. 7.4

IPO process on a senior exchange in the USA (Source: Jefferies)
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1. company preparation;

2. drafting, diligence and initial SEC filing;
3. SEC review and response;

4. marketing, pricing and aftermarket.

Company Preparation A key component of the company preparation phase
is to analyze the company to determine the most appropriate corporate and
capital structure for it. It is not necessary, but most often recommended, that a
company is structured as a C-corporation prior to beginning the IPO process.
If the company therefore has to convert from another entity form, such as an
S-corporation, adjustments need to be made and the resulting taxes covered
(S-corporations do not pay corporate taxes but pass this burden onto share-
holders instead). Authorized equity capital should be adjusted to reflect the
required number of shares of common stock for the IPO. This first phase also
includes preparatory accounting work, which means having historical audits
prepared if not already assembled, and preparing specific presentations as
required by regulations like Sarbanes-Oxley. The SEC requires that companies
report specific segment data that are consistent with how management evalu-
ates company performance both internally and externally. Pitfalls can occur
when the company unintentionally presents itself as having different reporting
segments. Auditors will often provide guidance on the best method to report
their revenues and expenses before they file with the SEC, so as to minimize
the requirement to report in segments. Employing an accounting firm that is
familiar with the IPO process is often a helpful start to the process and can
provide a company with meaningful guidance. Additional key decision points
in this phase include selecting the most appropriate exchange for the company
to be listed on, revisiting and refreshing key management contracts with incen-
tive and compensation elements in place and a general corporate governance
structure, and creating organizational documents which will be requested for
legal and business diligence. The company must also select an investment bank
to be the lead bookrunner and potential additional bookrunners and co-man-
agers. Key factors that companies consider when selecting bookrunners include
previous IPO and equity transaction experience of firms, relevant research
analyst coverage, industry experience, investor relationships and distribution
platforms, and how much capacity the firm has to focus on the company. The
number of bookrunners is usually determined by the relative size of the offering
to be distributed, and with the aim of achieving an optimal level of control and
accountability whilst instilling some sense of competition in respect to per-
formance. Co-managers on the other hand are primarily used for aftermarket
support and can be helpful in providing incremental retail distribution.
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Drafting, Diligence and Initial Filing The second phase centers on the work-
ing group reviewing due diligence materials, determining the final structure
and timing of the deal, as well as preparing valuation and marketing materi-
als. The working group typically includes the company, company counsel,
underwriters and underwriters’ counsel. The due diligence performed spans
the business, legal and financial aspects of the company and is a critical ele-
ment in the offering process as it helps to ensure that disclosure documents
provide a complete and accurate picture of a company’s operations, financials
and future prospects. The company and the underwriter’s counsel will draft a
preliminary prospectus called an S-1 registration statement for US companies
or an F-1 for non-US issuers, to be filed with the SEC, which can be filed on a
public or confidential basis depending on the management’s preferences. The
Jump Start Your Business (JOBS) Act, which became effective in April 2012,
provided companies that qualify as emerging growth companies (EGCs) with
regulatory relief which allows for confidential filings as well as other benefits
such as the ability to test the waters and go on non-deal roadshows. The law
was designed to create more jobs by facilitating smaller, high-growth compa-
nies with easier access to capital markets.

SEC Review and Response 'The SEC typically takes approximately four to
six weeks to perform their initial review of the filed S-1 or F-1. Once the
registration statement is filed, there are usually two to three rounds of SEC
comments and responses prior to launching the roadshow. The SEC’s main
objective during the review process is centered on company disclosure and
fair representation to the public and not on whether the offering represents a
“good investment”. This phase is often also referred to as the “quiet period”
(or “waiting period”) as it is important that all company communications
continue to be “normal course” and refrain from commenting publicly about
the IPO whilst the SEC finishes its review process and declares the registration
statement as effective. Any failure to comply with the federal communication
limits during this period is referred to as “gun-jumping” and will have various
consequences depending on the type of company in question. For example, if
a quiet period violation occurs, the SEC may impose a “cooling-off” period,
impose fines and rescission rights may be exercised. At the end of this process,
prior to the roadshow launch, the S-1 or F-1 will have its final amendment,
which will include the filing price range and the number of shares offered.

Marketing, Pricing and Aftermarket In the fourth and final stage of the pro-
cess, the management and bookrunners will undertake a roadshow covering
key geographic regions where potential investors are located. Bookrunners
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will receive investor feedback and consolidate indications of interest. The final
pricing is dependent on overall investor demand and picking a price point
that assures strong aftermarket trading performance. For shipping IPOs, an
important factor in selecting an underwriter and bookrunners involves con-
siderations revolving around their knowledge and experience in the shipping
industry, experience in addressing shipowners” concerns about the process and
fulfilling listing requirements, as well as established relationships with tar-
geted shipping investors.

Aftermarket Trading of IPOs  As illustrated in Fig. 7.5, MLPs and companies
focusing on the LNG and LPG sector have performed the best in the after-
market out of the shipping IPOs in the past few years. It is important that a
company performs well in the aftermarket in order to facilitate any secondary
offerings down the line. If aftermarket volume traded is poor, investors will
likely be wary of investing in any follow-on offerings due to value deprecia-
tion and liquidity concerns. A fine balance should be targeted with a moder-
ate IPO discount of approximately 10% of equity value to keep investors
content with the result whilst securing an appropriate valuation for the com-
pany. Along the same lines, sufficient public float is also important to attract
investors and reduce stock price volatility. “Public float” refers to the shares
outstanding not held by insiders, directors or shareholders who control 10%
or more of voting power. In a traditional IPO, the public float is typically
20-30% of the equity value.
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Fig. 7.5 Aftermarket trading: shipping IPOs 2008-14 (Source: Bloomberg)
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What Makes a Good IPO?  An ideal IPO couples a good IPO candidate com-
pany with an efficient, streamlined process resulting in a favorable outcome.
Good IPO candidates typically have certain common traits. For example, a
well-respected senior management team with a solid track record as well as
experience in dealing with investor concern and media attention tends to add
integrity to a company going through an IPO process. A company with spon-
sor backing also increases investor appetite as financial sponsors are considered
to represent “smart money”, which typically strengthens investor confidence
in the company and its underlying operational capabilities and financial savvi-
ness. Secured newbuilding contracts and options and/or second-hand acquisi-
tion deals at beneficial contract prices are also advantageous characteristics as
investors favor companies with a strong growth profile that can set the path
to capital appreciation. Another good IPO candidate trait is related to the
make-up of the company’s counterparties. A diverse group of well-known
counterparties ensures that investors have more protection against the adverse
effect of one counterparty defaulting on its charter agreements. Additionally,
investors generally prefer shipping companies with clear chartering strategies,
a strong reputation as a counterparty and a willingness to be transparent.

Having an ideal IPO candidate alone doesnt guarantee a successful
IPO. Various aspects of the IPO process and market dynamics are often
instrumental in driving favorable outcomes. A window of opportunity for a
shipping IPO to launch successfully is not something that is available at any
time of the year or at every point of the economic cycle. There are certain
market dynamics that need to be in place. Variables such as the number of
comparable companies launching IPOs at the same time and general eco-
nomic trends affect investors’ appetite for investment. Appropriate pricing
is also essential for an IPO to be deemed successful, which can be assessed
by the stock’s after-market trading. An issuer aims for positive after-market
trading in order to drive interest in any future follow-on equity issuances
while avoiding such trading from becoming too steep, which would indicate
that the company has left money on the table. For MLPs in particular, whose
growth is often dependent on future equity offerings to finance drop-downs
to provide the growth investors are expecting, positive after-market trading is
essential for their growth prospects.

The Shipping IPO Market As with any sector, a shipping IPO cannot launch
without an open window of opportunity, which depends on various sector-
specific trends, such as current freight rates and the freight rate projection tra-
jectory as well as worldwide macro-fundamentals related to general economic
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cycles and international trade. The public equity markets will often experience
shipping companies operating within a certain sector wanting to access the
public equity market at the same time due to favorable market dynamics and
sector-specific fundamental drivers. For example, roughly half of the ship-
ping IPOs launched in the USA between July 2013 and July 2015 (including

MLPs) were in the gas transport sector.

Investor appetite for shipping stocks has historically been limited due to
a basic lack of investor understanding of the industry’s fundamentals and its
opaque traditions and business dynamics. Additionally, investor understand-
ing of shipping companies has also been hampered by the sheer shortage of
equity analyst coverage to enhance investor comprehension. In the past cou-
ple of years this trend has slowly been reversing as more equity analysts begin
to cover the space, giving investors not only access to relevant research, but
also providing a greater breadth of opinions and outlook on the sector. The
JOBS act has also bolstered IPO activity by reducing regulatory requirements.

Pitfalls to Avoid When a company is evaluating its profile and the industry
dynamics, in order to determine if it fits the profile of a good IPO candidate,
there are pitfalls that the company should seek to avoid. Drawbacks such as
having a mediocre industry position and high customer concentration make
the company especially vulnerable to investor scrutiny. Pending material liti-
gation, messy financials and auditor issues also make for a less than ideal IPO
candidate.

7.2.4 Shipping Equity Valuation

While the scope of valuation metrics for publicly traded shipping compa-
nies is fairly limited, the key metrics primarily depend upon the company’s
legal formation, asset type and business model. Generally, limited liabil-
ity companies and C-corporations that operate in shipping sub-sectors
in which the assets owned/operated are highly liquid (e.g. dry bulk and
crude oil) will be valued on an asset basis. Limited liability companies and
C-corporations that operate in shipping sub-sectors in which the assets
owned/operated are less liquid (e.g. containerships, LNG, LPG, drill-
ships, platform supply vessels) will typically be valued on an earnings basis.
MLPs, which often have business models that center around long-term
charters to provide EBITDA visibility, are typically valued on their respec-
tive dividend yield.
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Net Asset Value (Method 1)

Net Asset Value (Method 2)
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OTW Fleet Value B XXX, XXX, XXX OTW Fleet Value B XXX XXX, XXX
Newbuilding Fleet Value Contruction-In-Progress

Less: Remaining Capex Contract Value

Gross Asset Value $ XXX, XXX, XXX Gross Asset Value B XXX, XXX, XXX
Charter Adjustment Charter Adjustment

Adjusted Asset Value $ XXX, XXX, XXX Adjusted Asset Value B XXX, XXX, XXX
Less: Debt Less: Debt

Less: Minority interest Less: Minority interest

Plus: Cash Plus: Cash

Net Asset Value $ XXX, XXX, XXX Net Asset Value $ XXX, XXX, XXX

Fig. 7.6 Net asset calculation (Source: Jefferies)

Net Asset Value (NAV) As previously mentioned, limited liability companies
that own/operate vessels that are highly liquid, such as dry-bulk and crude oil
vessels, tend to be valued on an asset basis or NAV for that matter. While the
calculation to derive NAV varies depending on the inputs used, the definition
remains the same: the liquidation value of the company.

As illustrated in Fig. 7.6, there are two generally equal methods to cal-
culate the NAV of a shipping company. The first method consists of total-
ing the market value of the on-the-water fleet and newbuilding fleet, less
the remaining capital expenditures for the newbuilding fleet, plus charter
adjustment (the difference between the charter rate and the current market
value of the charter, discounted by a rate commensurate with the charter
party default risk), less debt, plus cash. The second method entails summing
the market value of the on-the-water fleet, plus construction-in-progress
payments made, plus change in contract value (the difference between the
market value of the newbuilding fleet and the purchase price), plus charter
adjustment, less debt, plus cash. Quite possibly, the most closely followed
ratio in shipping equity valuation, price/NAV, shows whether the associated
equity value trades at a premium or discount to its asset equity value. If a
public shipping company is trading at a premium to NAYV, it could have the
ability to acquire ships or other shipping companies by using its shares as
consideration instead of cash.

Forward Earnings: EBITDA Another valuation metric followed by inves-
tors in shipping equities is forward earnings, more specifically forward
EBITDA. Investors will usually assess forward EBITDA on an enterprise
value/forward EBITDA (EV/EBITDA) multiples basis. In order to assess
whether a specific equity trades at a high or low EV/EBITDA multiple, inves-
tors must compare it to its respective comparable companies. Typically, higher
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multiples are a sign of companies that encompass higher growth, while lower
multiples are a sign of little or no growth.

Dividend Yield The third key valuation metric for shipping companies that
are incorporated as MLPs is dividend yield. In today’s markets, MLPs have
become attractive investment vehicles as long-term, fixed cash flows secured
by companies are paid out to investors on a quarterly basis with management
incentive programs incorporated so as to align company management and
shareholders’ interests. Dividend yield is assessed by investors on a forward
basis and typically calculated as the most recent quarterly dividend annual-
ized. Dividend yield is expressed as a percentage of the current stock price.

7.3 Private Equity
7.3.1 Private Equity Overview

Since the financial crisis of 2008 and the economic downturn, the shipping
industry has experienced an unprecedented level of interest coming from
financial sponsors; that is, hedge funds and private equity funds. Hedge funds
are private investment funds that invest pools of capital in securities and
other financial instruments. These funds typically engage in activities such
as creative investment strategies based on active trading and combinations
of long and short-term investments as well as borrowing money in an effort
to increase investment gains. Investments in hedge funds tend to be fairly
illiquid as restrictions (“gates”) on redemptions that would adversely impact
investors are often in place. Hedge funds are also typically only available as
investment vehicles for individuals or entities with significant assets and are
typically subscribed to by sophisticated investors.

A private equity (PE) firm is an investment management firm that makes
investments in the PE of operating companies through a variety of investment
strategies. PE firms usually raise pools of capital for a specific fund, which the
firm then uses to fund the equity contributions for investment transactions
that fit their given strategy. Typical investors include the PE firm’s partners,
ultra-high net worth individuals, institutions and sovereign wealth funds. PE
funds tend to involve long-term investor commitments and even less liquidity
than hedge funds. It may take a PE firm several years to invest all of a fund’s
assets and, with a PE investment horizon in any given company typically
ranging from about three to five years, an investment may on occasions be
locked up for as long as ten years.
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7.3.2 Private Equity in Shipping

As opposed to public investors, financial sponsors make investments of vari-
ous seniority levels across a company’s capital structure, including investments
in equity, junior equity, credit, convertible debt and mezzanine financing. The
financial sponsors that have been most active within the shipping sector in the
past couple of years are PE firms, or firms with specific funds that focus on dis-
tressed debt and/or special situations. The global downturn saw the shipping
industry plummet from an unprecedented peak to a deep trough in the short
space of a few months at the end of 2008. Many of the vessels were highly lev-
eraged and with asset values falling, as illustrated in Fig. 7.7, much of the debt
attached to these assets ended up under water and distressed. As a result, PE firms
looking to gain eventually from the sector’s anticipated bounce-back, as global
trade levels recover and the vessel supply balance corrects itself, began buying up
the debt and/or real assets. Additionally, the shipping industry has been appealing
to PE firms and hedge funds with high volatility strategies. The industry is both
highly cyclical and seasonal, allowing for ample opportunities for volatility plays.

Often, PE firms invest in the shipping industry by forming joint ventures
(JVs) with existing shipping companies. This way, the PE firm has access to
the commercial and technical shipping management abilities and resources
of an experienced industry player. In other instances, PE firms will hire ship-
ping professionals for the commercial business aspects, instead of partnering
with an existing player. Shipping and PE JVs can generally be described as
“bespoke” as each case is different. A key factor in determining the nature of
the JV is how much capital is contributed by the shipping partner. Zero to
minimal capital contribution makes a venture more difficult to create and, if
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Fig. 7.7 VLCC and Capesize ~ 180,000 dwt dry-bulk second-hand prices (Source:
Clarksons)
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successful, the board and other control mechanisms will rest almost entirely
with the PE partner. Another important factor is the robustness of the ship-
ping partner’s platform. If the partner is well-established and staffed with expe-
rienced individuals, creating a JV tends to be easier because of the enhanced
industry know-how and reputation contributed to the venture by the partner.
The most common sticking points for JVs tend to surround the control of
investment decisions, day-to-day management issues and the control of the
ultimate exit decision. For the most part, the PE partner controls the board
unless the shipping partner’s investment in the JV is at, or very close to, 50%.
A situation where the shipping partner makes about 50% of the investment in
a JV is rare to unheard of. The management structure of the ships and related
feeds can be a common sticking point as many JV operators will want to man-
age the assets with an existing external management company and charge fees
to the JV. Additionally, conflicts may occur when the PE partner wants the
shipping partner to refrain from being involved in other shipping activities and
investments outside of the JV. JV economics start with a relative contribution
and are in most cases augmented by a “promote”, also called a “carried inter-
est”, in which the shipping partner can get a preferential return. These terms are
highly negotiable; however, a typical provision might involve a preferred return
to the shipping partner after a minimum hurdle to the PE partner is met.
Typical exit strategies include IPOs, M&A and spin-outs into listed equities.
Figure 7.8 lays out the effects of an IPO versus a sale process as an exit option.
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The decision to pursue one or the other is largely dependent on the expecta-
tions of the financial sponsor in what they are looking for, such as the level of
liquidity desired, valuation and upside potential, as well as certainty and mar-
ket risk exposure. In the past couple of years there have been several examples
of PE-backed shipping companies going through various exit strategies.

Gordon and Amber Shipping' In 2010, Gordon, a PE firm focusing on the
transportation industry, set up Amber Shipping, a ship owner and operator
of fuel-efficient mid-range products and chemical tankers, in an attempt to
take advantage of low asset values in the shipping industry. Amber was taken
public in July 2013 with a USD140 million IPO and represented the first
shipping IPO since March 2012 and the first growth shipping IPO since
March 2010. Gordon selected a well-seasoned maritime management team
lead by the former CFO of a well-known public maritime company, who has
both extensive operational expertise as well as prior experience working for a

public shipping company.

Watson’s Investment in Noble Shipping® Deep-value investor Watson bought
a majority stake in Noble Shipping in 2012, which was quoted on the pink
sheet system and is the world’s largest Handysize LPG carrier owner and oper-
ator. Watson took the company public on the NYSE in November 2013, in
what was considered a highly successful IPO, at the high end of the pricing

range and with the overallotment option exercised.

Oscar Private Equity/Opera Shipping/Sun Shipping’ Oscar Private Equity, one
of the most active PE investors in the world with more than USDA40 billion
of assets under management, has been particularly active within the ship-
ping industry with interests stretching across several shipping sub-sectors that
include dry bulk, tanker and offshore. However, Oscar’s JV with industry vet-
eran partners Opera Shipping represents one of the more interesting invest-
ments in the PE space due to Opera’s ability to exchange the JV-owned assets
for shares in Sun Shipping and receive a liquid currency, thereby allowing the
JV to exit successfully its investment, provided they sell their Sun Shipping
shares at a favorable price. Originally, Oscar and partners planned to take
the company public in the first half of 2014. However, due to equity capital
market conditions, which consisted of a strong backlog of IPOs on file and
lackluster dry-bulk freight rates, Opera’s opportunity to go public faded and
forced the investors to consider other potential exits instead. In June 2014,
Opera agreed to merge with Sun Shipping, a publicly traded dry-bulk com-

pany, of which one of the industry veteran partners was formerly the chairman



188 J. Pribor and C.S. Lind

of. The merger created the largest US-listed dry-bulk company with a fully
delivered fleet of 69 vessels and one of the largest eco-fleets in the world. The
merger consisted of Sun Shipping issuing 54.1 million shares of common
stock to Oscar and partners at the transaction consideration. While an IPO
would have been the preferred exit for Opera, the merger with Sun Shipping
proved to be an optimal exit solution that provided Opera shareholders with a
liquid currency and Sun Shipping shareholders with built-in growth, top-tier
management additions (as the industry veteran partners stepped in as CEO
and president) and an increased market capitalization.

7.3.3 Other

The Relationship Between PE Firms and Company Management PE investors
are generally active investors, and as such the relationship between them and
the company management is an important one to handle in order to ensure
the success of an investment and potential exit strategy. Financial sponsors
may seek to replace management team members or install operating partners
in order to drive operational and strategic changes through which the PE
firms look to provide the satisfactory return on their investment that they seek
upon exit. The level of involvement in portfolio companies varies between PE
firms and their preferred investment and operating methods. Additionally, a
PE firm’s funds have equity stakes in several different companies, which may
do business with each other and that may result in a number of conflicts
of interest. Fund operating agreements therefore tend to have specific terms
related to how the sponsor is supposed to act if such a situation occurs and
includes terms governing transactions related to affiliates.

7.4 Conclusion

The public equity capital markets and PE providers’ roles in the maritime
sector have strengthened over the past decade, but, as with so many things,
timing is of the essence. Much of a shipping company’s success in access-
ing public and private equity depends largely on the current point in the
economic cycle and secular maritime fundamentals, the competitive market
place and alternative investment opportunities, as well as investor confidence.
In addition to handling the timing aspects, shipping companies must also
carefully consider the implications and requirements that go along with being
a public company and the involvement of outside investors before targeting
either public or private equity as potential sources of funding.



7 Public and Private Equity Markets 189
Notes

1. “Gordon” and “Amber Shipping” are code names.
2. “Watson” and “Noble Shipping” are code names.
3. “Oscar Private Equity”, “Opera Shipping” and “Sun Shipping” are code

names.
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Structured Finance in Shipping

loannis Alexopoulos and Nikos Stratis

8.1 The Changing Landscape of the Ship
Financing Market

A key characteristic of the shipping industry is that it is highly capital intensive.
The international shipowning community is at all times in need of significant
amounts of capital in order to fund its fleet modernization and expansion
strategy as well as to refinance its existing trading fleet. Traditionally, ship-
owners have satisfied their ship financing requirements through their own (or
family and friends) equity resources as well as on bank debt finance, which
represents the cheapest form of external capital when compared to other alter-
native sources. With China formally entering the World Trade Organization
(WTO) in 2001, the international shipowning community was faced with an
increased demand for its services, as it was called upon to assist fueling and
facilitating the so-called BRICs’ (Brazil, Russia, India and China) tremendous
growth.

The period 2001-08 was a period of strong fundamentals and growth in
the world economy, and trade and shipping was playing a key role in the
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globalized environment. In order to meet the increased demand for shipping
services, international shipowners embarked on an impressive fleet expansion
and modernization process, placing a large number of newbuilding orders in
Japan, China and Korea.

This tremendous fleet growth was primarily funded by bank debt and, more
specifically, largely by European banking institutions. German, Scandinavian
(Norwegian and Swedish), French, UK and Dutch banks dominated the ship
finance industry during the period 2001-08, committing significant amounts
of capital at very attractive (for the shipowner) leverage and pricing terms.
During the peak of the dry-bulk shipping freight market (May 2008), com-
petition within shipping banks had squeezed margins to levels below 100bp,
whilst financings to the tune of 80-85 % of the vessels fair market value was
becoming the norm. The strength of the freight market, combined with read-
ily available, cheaply priced debt finance, as well as the abundance of equity
from the (US predominately) capital markets were fueling a continuous
increase in asset values which had reached bubble levels.

That period of irrational exuberance had to somehow end and this hap-
pened very suddenly and violently on 15 September 2008 with the collapse of
Lehman Brothers as a result of the mortgage subprime crisis in the USA. The
Lehman collapse with its catastrophic effect on the global interbank market
and the world trade and economy as well as the subsequent European sover-
eign debt crisis had a transformational impact on the ship financing industry.
Traditional European shipping banks, which had been bailed out by their
countries’ respective governments, were no longer committed to the ship-
ping industry. Since 2008, most global ship financing banks, the majority
of which are European and which traditionally supported the international
shipping industry, initiated a significant deleveraging, as most of them did
not have adequate capital to support properly the capital-intensive shipping
business.

During the period 2008—15, a number of traditional shipping banks either
exited shipping altogether or started gradually running down their portfolio
and reducing their overall shipping exposure. Regretfully, the ensuing gap
has not been adequately covered by new shipping banks entering the market;
there have been few newcomers, some of them from the USA and Australia.
In view of the limited availability of “plain vanilla” senior debt finance during
the post-Lehman collapse period, the international shipowning community
intensified its efforts to diversify its capital structure, exploring and success-
fully tapping alternative financing structures.

Korean, Chinese and Japanese (to a lesser extent) government controlled
financial institutions and export credit agencies (ECAs) represent an alternative
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capital source that was successfully tapped by the international shipping com-
munity. These institutions were quick to step in and support shipowners with
their newbuilding programs in their respective countries. Furthermore, other
alternative financing structures such as leasing and mezzanine finance have
been largely explored during the last six years and have been employed in
complementing shipping companies’ capital formation. These forms of capi-
tal have always been available to shipowners but, during the pre-Lehman col-
lapse period, they were largely ignored as the shipping community tended to
favor cheaper, simpler and readily available bank finance.

Overall, in this unstable shipping and ship financing environment, where
traditional debt finance sources have become scarce, shipowners have adapted
and become more flexible and creative in order to ensure their companies’
viability and growth. Structured finance instruments (i.e. complex financial
transactions), and in particular ECA-backed ship finance, leasing and mez-
zanine ship finance, have assisted in this direction and are analyzed in this
chapter.

8.2 ECAs
8.2.1 What Are ECAs?

ECAs are mostly government-controlled or quasi-governmental organizations
whose role is to support their respective home country’s export of goods and
services by extending export finance structures. In view of the government’s
involvement, export finance is driven by the country’s export policy and is
fundamental for its economy, as it encourages manufacturing, industrial
output and employment. Especially during periods of financial turmoil and
slowing economic activity, necessary government support for the domestic
industry is achieved through the involvement of ECAs as they may constitute
the necessary catalyst to boost trade and stimulate exports.

Export credit finance has long been used as a source of capital in project
finance as well as asset finance facilitating exports in a number of industries,
such as telecommunications, technology, oil and gas, mining and metals,
infrastructure, power and energy, and transportation (civil aviation, the off-
shore industry, cruise and maritime). ECAs of major shipbuilding countries
have supported the international shipowning community for many years by
funding their newbuilding programs in the ECAs" home countries. A list of
the most important ECAs for the maritime, cruise and the offshore shipping
sectors is provided in Table 8.1.
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Table 8.1 The most important export credit agencies for the maritime, cruise and off-
shore shipping sectors

Area Country  Export credit agencies

ASIA Korea Korea Trade Insurance Corporation (K-SURE)
The Export-import Bank of Korea (KEXIM)
China China Export & Credit Insurance Corporation (SINOSURE)
Export-import Bank of China (CEXIM)

Japan Nippon Export and Investment Insurance (NEXI)
Japan Bank for International Cooperation (JBIC)
EU Germany Euler Hermes Kreditversicherungs-AG (HERMES)
Norway Norwegian Guarantee Institute for Export Credits (GIEK)
France Compagnie francaise d’Assurance pour le commerce
extérieur (COFACE)
Italy SACE S.p.A. Servizi Assicurativi del Commercio Estero (SACE)

AUSTRALIA Australia Export Finance and Insurance Corporation (EFIC)

8.2.2 ECAs' Role in Ship Finance

Prior to the financial crisis and in particular during the period from 2000 to
2008, the role of ECAs in ship finance was rather limited. During that period
traditional debt financing sources were readily available (on a large scale
and attractively priced) from international as well as local shipping banks to
fund shipowners’ newbuilding projects. These banks were however adversely
affected by the unprecedented events in the financial markets in 2008 as well
as by the severe correction in freight rates and asset values in shipping.

As a result of the financial and shipping crisis, a number of shipping banks
were faced with big problems in their shipping portfolios and increased regu-
latory (Basel III) constraints, which forced them to either scale down their
lending or leave the industry altogether. The credit squeeze left a big funding
gap for the shipping community, especially for shipping projects involving
newbuilding vessels, which were still under construction. ECAs were quick to
step in, providing a significant part of the necessary funding, either by extend-
ing direct funding to the shipowners or by issuing ECA guarantees/policies
(assigned to the commercial banks) insuring commercial and/or political
risks, managing, thus, to close that funding gap and supporting in that way
their local shipbuilding activity.

Overall, during the last couple of years, as the availability of bank lend-
ing became tighter, the shipowning community has increased its interest in
export credit finance. ECAs were there to meet this increased demand, and
we have witnessed an important increase in lending volumes, particularly
from ECAs of important shipbuilding nations such as Korea and China. The
strong growth of ECA-backed financing is evident through figures published
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Table 8.2 Examples of publicly reported export credit agency transactions concluded
in the maritime, cruise and the offshore shipping sectors

Export credit

Sector Shipping company Billion agency Newbuilding project
Cruise Norwegian Cruise  USD0.91 EULER HERMES 2 x Cruise vessels

Line3
Offshore Ocean Rig* USD1.35 GIEK & KEXIM 3 x Deepwater drillships
Cruise Royal Caribbean> EUR0.89 COFACE 1xMega-cruise vessel
Shipping  Scorpio Bulkers® UsD0.23  CEXIM 7 x Capesize vessels
LNG Nigeria LNG Ltd’ USD0.72  KEXIM & KSURE 6 xLNG vessels
Cruise Star Cruises® EUR0.60 EULER HERMES  1xCruise vessel
LPG Dorian LPG® UsDO0.5 KEXIM & KSURE 18 xVLGC vessels

by Seatrade Asia Week,' which showed that the Chinese Export Import Bank
(CEXIM) committed USD14 billion in loans to the shipping industry, up
from USD12 billion in 2012 and USD11 billion in 2011.

Export credit finance is at present considered an important source of capi-
tal for the shipping industry, especially for expensive and capital intensive
maritime projects. Under the present conditions, commercial banks would
find it difficult to commit to such expensive projects, thus we are seeing ECAs
playing an increasingly important role for such “high-value” projects in the
cruise, offshore, LNG, LPG as well as in the traditional sectors. Some exam-
ples of publicly reported ECA transactions that have been concluded in the
recent past are provided in Table 8.2.

8.2.3 ECA Ship Financing Structures

ECA involvement in maritime projects takes predominately two forms. The
shipowner will either raise funding from international commercial banks, on
the back of a guarantee or an insurance policy issued by an ECA, or he or
she will raise the funding directly from the ECA. Under the first scheme, the
“ECA-guaranteed” financing structure, the ECA promotes and facilitates the
export of a maritime asset by issuing a guarantee/insurance product. Foreign
commercial banks extend the necessary financing (a term loan facility)
to the overseas buyer/importer of the maritime asset being constructed
on the back of this ECA guarantee/insurance policy. Under this arrangement,
the commercial bank is effectively assured that it will receive payment, by the
ECA, in the event of a payment default by the shipowner (provided of course
that the policy’s conditions and requirements are met), whether connected to
any insolvency event, any other commercial event or in connection with any
political event. Since the guarantee/insurance cover is backed by the ECA’s
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government, the commercial bank’s guaranteed exposure is no longer consid-
ered and treated as a shipping risk but rather as a sovereign risk. K-SURE in
Korea, SINOSURE in China and NEXI in Japan are common providers of
such ECA-guaranteed financing schemes.

Figure 8.1 provides an outline of a basic ECA guaranteed/insured financing
structure. It should be noted that an ECA guarantee involves costs related to
its insurance policy, which must be borne by the shipowner; the most typical
of these costs being the ECA cover fee (ECA premium). The amount of such
a fee is calculated on the country risk of the importer. However, in shipping,
due to the industry’s international element and with a number of different
jurisdictions coming into play, the ECA will first decide on the country to
which it will allocate the risk of this financing; the ECA cover fee will be
determined accordingly.

As an alternative to the ECA-guaranteed/insured financing structure, the
export—import bank of the exporting (shipbuilding) country may extend a
direct loan to the shipowner (importer/buyer of the maritime asset). Under
this arrangement, it will either issue a term loan facility to the borrower
or will participate in a banking consortium with other commercial lend-
ers, which has been put together for the purposes of financing the specific
asset (see Fig. 8.2). As an example, in Korea, China and Japan the respective

Export Credit Agency EXPORTER
(ECA) \ (Shipyard / Manufacturer)
ECA Cover Fee 4

(ECA Guarantee - Insurance Policy) (Premium) Commercial Contract
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'Foreign Shipping Bank(s)'
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Fig. 8.1 Export Credit Agency guaranteed financing structure
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Fig. 8.2 Export Credit Agency direct loan to buyer/importer
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export—import banks Korea Export Import Bank (KEXIM), CEXIM and
Japan Bank for International Cooperation (JBIC) will be involved as direct
lenders in such financing arrangements.

A financing may also be offered by an ECA in the form of an interest
rate subsidy, whether with respect to a floating market rate (LIBOR plus
a fixed margin) or, alternatively, to a fixed interest rate determined on the
basis of the commercial interest reference rate (CIRR). Under the CIRR
scheme, interest on the relevant facility accrues at a minimum interest rate,
the CIRR rate, which is set monthly® by the OECD for government sup-
ported export credits.

8.2.4 ECA Requirements and OECD Guidelines

The role of ECAs is to promote exports and, as already mentioned, an ECA
financing structure is usually government backed or funded. As a result, a
key requirement that exists for these financings is for the transaction to have
a strong element of local content. In shipping, this requirement is typically
met in a transaction involving a newbuilding vessel constructed at a local
shipyard. Another possibility would be for the asset to have a major equip-
ment component that has been manufactured locally. In addition to the local
content requirement, ECAs tend to be involved in large shipping transactions
(involving either a large number of vessels or high-value shipping assets) as
these have a larger impact on the local industry. Furthermore, ECAs tend to
work and support big shipping clients who have a long track record and a
critical mass in shipping as well as a transparent corporate holding structure
and audited financials.

In their effort to support their local industries and economy, ECAs may
enter into intense competition, which can have devastating effects on the
international trade and shipbuilding. As a result, a number of countries have
realized that some level of discipline is required and the OECD has formu-
lated a set of principles and guidelines to be followed by all ECAs.

ECAs and shipping, in particular, is treated by the OECD guidelines in the
“Sector Understanding on Export Credits for Ships (SSU)”, which provides
a set of non-binding guidelines for government-supported export credits for
ships. This has been agreed with the participation of Australia, the European
Community, Japan, Korea, New Zealand and Norway but, interestingly,
Brazil and China are not members of the OECD. There have been recent
talks about a more formal binding agreement, which would also involve Brazil
and China, so the OECD guidelines may be revised in the near future. An
overview of the OECD’s SSU is provided in Table 8.3.



198 I. Alexopoulos and N. Stratis

Table 8.3 OECD guidelines: export credits for ships

OECD guidelines apply for any new sea-going vessel of 100 GT and
Ship above

Repayment The repayment term for an export credit must be a maximum of 12
term years after delivery

Cash payment The importer (shipowner) who is buying the ship is required to make
minimum cash payment of 20 % of the contract price by delivery

Repayment The principal repayment of the export credit must be repaid in equal
installments at regular intervals of normally 6 months and a
maximum of 12 months

Interest Interest must be paid every six months minimum and the first
payment of interest shall be made no later than six months after
the starting point of credit

Source: OECD Council Working Party on Shipbuilding (WP6), Sector Understanding on
Export Credits for Ships (SSU)

8.2.5 Advantages and Disadvantages of ECA Ship
Finance

ECAs play an increasingly important role for the shipowning community.
These are institutions which have significant capacity and liquidity resources
to support shipowners’ fleet expansion, modernization and, in many cases,
diversification strategy in high-value shipping sectors. Strategic objectives as
such may not be possible to realize by the shipowners’ traditional shipping
banks, in view of the significant capital adequacy restrictions applied to them
and their limited capability to provide funding of the magnitudes required,
especially during periods of financial turmoil when shipping banks generally
tend to cut back on lending. In addition to facilitating a shipping company’s
expansion, ECAs allow shipowners to diversify their finance. They represent a
long-term, attractively priced, ship financing source for newbuilding projects,
complementing shipping companies” capital structure and enhancing their
value through the reduction of their overall weighted average cost of capital
(WACC). ECA ship finance also allows shipowners to retain capacity of other
capital sources (debt from their house banks as well as equity resources) for
other shipping projects.

Export credit finance has a number of merits, but it also has some disad-
vantages. As discussed, the OECD guidelines introduce the requirement for
the repayment of the export credit finance (down to zero) within a maximum
period of 12 years. This can be considered a disadvantage of the overall financ-
ing arrangement when compared with commercial ship financing terms for
newbuildings, which generally provide a repayment profile of 14-15 (and in
some special cases even up to 18) years, depending on the type of the shipping
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asset and the financial strength of the shipowner. Moreover, the introduction
of an ECA in a ship financing structure will invariably cause delays in the
overall procedure. The agency will have to familiarize itself with the shipping
client and the project under consideration, whilst there will be a number of
internal processes that will have to be followed. Finally, from a documenta-
tion perspective, the loan agreement, the security documents as well as the
guarantee/insurance issued by the ECA will necessitate the involvement of
a number of experienced lawyers who, through their experience and use of
new standardized terms, would enable the swift conclusion of a transaction.
As a result, export credit finance often represents a more structured, complex
and costly arrangement when compared with a traditional term loan shipping
facility.

Opverall, export credit finance has the attractiveness of being able to facili-
tate and promote exports, imports and international trade, and to finance
assets by way of making available to borrowers products and terms which
commercial lenders are simply not in a position to offer. This is particularly
important during periods of slowing economic activity and financial insta-
bility. At present, their role in stimulating the global economy, manufactur-
ing and employment is recognized globally by all governments. Thus, they
are expected to continue being an important capital source for the maritime
transportation industry in the near future.

8.3 Leasing Ship Finance

Despite the capital intensive nature of shipping, and contrary to all other
capital intensive industries (e.g. aviation, rolling stock, telecoms, mining),
shipping has historically lacked the benefits of organized alternative sources
of capital, such as leasing and mezzanine finance, and has been dominated by
plain vanilla debt and owners’ equity. The reasons contributing to this can be
summarized as follows:

(a) Ahigh degree of fragmentation and non-transparency: there are thousands
of unrated owners with different fleet sizes, fleet compositions in terms of
age profile and vessel type, capital structures and operating standards.

(b) A non-standardization of assets classes, even when referring to the same
asset type: a Panamax bulk carrier built in China could be significantly
different to one built in Japan.

(c) A highly cyclical nature of the industry and unpredictability of earnings

and asset values.
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(d) The banks’ dominant position in the ship finance space that has histori-
cally provided high advance ratios and low pricing, setting the pricing
tone for all transactions (even if banks have, more often than not, mis-
priced the risk return profile of their loans).

The combination of the above has resulted in the reluctant participation of
established alternative capital providers, such as leasing houses and mezzanine
finance providers. Yet combinations of appropriate leasing and/or mezzanine
finance structures can offer relevant benefits on companies’ balance sheets to
release capital for growth and prove accretive to equity returns; these benefits
are discussed in detail below.

8.3.1 Ship Leasing

Leasing structures offer companies the opportunity to raise higher levels of
financing compared with what they can traditionally access from the debt
market. Leasing structures offer up to 100% asset financing, while it is also
possible to support predefined working capital needs, resulting in 110-115%
financings. As such, they can prove to be very useful tools in capital-intensive
industries and allow companies to pursue growth opportunities (fleet renewal
programs) with minimal upfront capital expenditure. Alternatively, they can
be used as liquidity instruments during depressed freight markets and assist
companies to raise liquidity by monetizing the equity value locked up in their
assets (sale and lease back of assets).

However, and despite the potential attractiveness of 110% financing, lease
structures can only be accessed by companies that are able to demonstrate
an ability to service obligations of such instruments; in shipping, more often
than not, this translates to a requirement for a strong balance sheet or a need
for long-term employment backing for the financed assets.

When compared with senior, secured, plain vanilla debt finance, leas-
ing structures effectively offer higher levels of leverage. As a result, leasing
structures entail a higher level of default risk whilst their overall pricing is
invariably higher compared with that of senior debt finance. Under normal
circumstances, a leasing structure that offers 100% finance, at an overall
pricing that is equal to or less than that of the shipping company’s WACC,
should be accretive to the company and should thus be pursued. Leasing
structures rely on equity committed by the leasing company and senior debt
sourced from banking institutions. As a result, the main two parameters that
ultimately determine the overall cost (pricing) of a leasing structure are driven
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by the leasing company’s return on equity requirements for undertaken risks
and its ability to source adequate levels of debt at competitive pricing. This is
why a wide variation on pricing exists between leasing companies.

As shown in Fig. 8.3, in a typical ship leasing structure, a leasing institution
sets up a Special Purpose Company (SPC), which will own the vessel. The ves-
sel is then acquired by a combination of equity capital, which is committed
by the leasing institution and debt capital raised from a debt financier (ship-
ping bank), which is secured by a first priority mortgage on the vessel. The
raising of debt capital is also the responsibility of the leasing institution. The
SPC then leases out the vessel to the shipowner, or, more specifically, to his
or her leasing-in SPC. The leasing institution is referred to as the “lessor” (the
asset legal owner) whilst the shipowner is referred to as the “lessee” (the asset
disponent owner). At the inception of the lease arrangement, the shipowner
provides to the leasing institution a performance guarantee for all obligations
of his or her leasing-in SPC whilst, during the lease, he or she makes lease pay-
ments to the leasing company as per the terms stipulated in the lease contract.

Another significant factor that should be considered when evaluating a
lease structure is the effect of the lease payment on the project’s cash flow.
As discussed above, lease finance structures involve equity committed by the
leasing company and senior debt sourced from banking institutions. As a
result, lease payments have to amortize and remunerate (a) the underlying
debt component of the lease structure and (b) the leasing institution’s equity
component. Consequently, lease structures tend to have higher cash-flow ser-
vicing requirements than plain vanilla debt financings.

8.3.2 Types of Ship Leases

Leasing structures are classified in two categories: operating lease and finance
lease. The first effectively results in off-balance sheet financing, and the lat-
ter is on-balance sheet, as per the current accounting rules, under which the
distinction between on or off-balance sheet, and thus operating versus finance
lease, depends on whether substantially all of the risks and rewards of owner-
ship of the leased asset have been transferred from the lessor (the company
leasing out equipment) to the lessee (the company leasing in equipment).
Under an operating lease, the leased asset is recorded only on the balance sheet
of the lessor and both lessee and lessor recognize rentals under their income
statements for the duration of the lease. Under a finance lease also the lessee
is obliged to record the leased asset on its balance sheet at the lower of the fair
value of the asset or the present value of the minimum lease payments.
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A lessee is classified as a finance lease if any of the following four criteria
are met:

1. the lease contract specifies that ownership of the asset transfers to the lessee;

2. the agreement contains a bargain purchase option price, that is option
price(s) that can be reasonably argued to be at a significant discount to a
reasonably expected price level;

3. the fixed and non-cancelable lease term is equal to 75% or more of the
expected economic life of the asset;

4. the present value of the minimum lease payments is equal to or greater
than 90% of the fair value of the asset.

If none of these criteria is met, the lease can be classified as an operating lease.

8.3.3 Ship Leases: Benefits and Drawbacks

Both operating and finance leases offer lessees the ability to pursue growth
opportunities with no, or reduced, upfront equity commitment from their
side; both structures can be used as liquidity instruments for the conversion
of the equity of assets into cash during low freight markets; and under both
structures, asset ownership is held by the lessor.

Lessee Benefits of an Operating Lease There is no requirement to report the
lease transaction on the lessee’s balance sheet, meaning that operating leases
result in “invisible” leverage, allowing the lessee to pursue growth opportu-
nities without affecting its balance sheet’s financial ratios (e.g. gearing) and
improving return on assets. At the end of an operating lease, the lessee simply
redelivers the leased asset(s) to the lessor; as such, it is the lessor who bears the
full residual risk of the asset. In fact, sale and leaseback transactions can be
pursued by lessees simply for the transferring of asset residual risk at later years
while retaining use of the assets. In such operating lease arrangements, the
shipowner charters in the vessel, operates it for a number of years and at the
end of the charter period the vessel is delivered back to the leasing company,
which, thus, assumes all asset residual risk, technical risk and operational risk.
Dry-docking/special survey downtime is also borne by the lessor, who has the
obligation to crew and maintain the asset.

Lessee Drawbacks of an Operating Lease As already discussed, lease struc-
tures generally tend to offer higher levels of finance than senior, secured,
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plain vanilla debt finance. The overall (high-leveraged) lease structure will,
thus, have an increased pricing when compared against a (lower leveraged)
traditional, senior, secured debt facilitcy—this is one of the main drawbacks
of operating leases in exchange for the benefits they offer. Furthermore, the
increased leverage increases the financial and default risk, and before lease
structures can be accessed, the lessee has to evidence to the leasing company
a successful track record and creditworthiness. With operating lease rental
payments expensed in full under the income statement, a deterioration of
earnings before interest, taxes, depreciation and amortization (EBITDA) and
reduced net profit is also experienced, adversely effecting possible company
valuation when the EBITDA multiple method is used. Finally, the lessee has
no control over asset quality and cannot modify it as its operating circum-
stances may require. Operating leases for the shipping industry typically man-
ifest themselves as medium to long-term time chartering in of vessel(s), or sale
and immediate time charter back of the same vessel(s). Such structures may
grant the shipping company option(s) to terminate early the operating lease
by acquiring the vessel(s) at pre-determined intervals and price levels. Care
should be taken when structuring operating leases so as to avoid their possible
reclassification into finance leases. A lease would be classified as a finance lease
if any of the four criteria listed above are met.

Lessee Benefits of a Finance Lease Almost always, the lessee will retain con-
trol of asset quality and have responsibility for the crew and maintenance, at
least according to predefined parameters. The direct results of such increased
responsibilities for the lessee under a finance lease are typically expected to
be translated into a more competitive cost of capital than in operating leases.
Finance lease rental payments are split into an “interest” and “principal” por-
tion based on the implicit cost of the capital of the lease, with only the interest
element expensed via the income statement, resulting in a better EBIDTA and
net profit (the “principal” portion is expensed under the cash-flow statement).

Lessee Drawbacks of a Finance Lease Finance leases are reported on the bal-
ance sheet of the lessee resulting in higher leverage and a reduced return on
assets. Residual risk is typically borne by the lessee. Finance leases for the ship-
ping industry usually manifest themselves as medium to long-term bareboat
charter in of vessel(s) or as sale and immediate bareboat charter back of same
vessel(s), and are accompanied with purchase obligations at the end of the
lease. Careful structuring of bareboat-based transactions can result in these
being classified as operating (off-balance sheet) leases as opposed to finance
(on-balance sheet) leases.



8 Structured Finance in Shipping 205

8.3.4 Ship Lease Providers

Lease providers for the shipping industry can be classified into three broad
categories:

1. Those with good understanding, active participation and long-term com-
mitment to the industry (financing institutions engaging in ship finance).

2. Those who are incentivized to offer such products driven by specific accel-
erated depreciation rules on shipping offered by the legislation of certain
countries (e.g. German limited partnerships, French leases, Japanese leases).

3. Occasional participants who enter and depart from the industry through-
out its cycles (private equity firms, insurance companies, pension funds).

Under category 1, the drive for the finance institution is to lever on the
existing client network, market coverage and industry understanding by offer-
ing a wider range of products to its clients, thus increasing the profitability
per client. It is a model that a number of banks have adopted and offer. Lease
structures under category 2 are driven by investors’ interest in exploiting what
effectively represent fiscal optimization techniques that exist within the tax
legislation of a country. Within such legislation shipping assets afford acceler-
ated depreciation during the first few years of their life that invariably result
in net losses for those years. Owners of such assets (group of investors) are
then able to offset tax liabilities they have from other businesses against such
losses. Such schemes are usually further linked to specific requirements for the
technical and commercial management of the vessels, flag and tonnage tax, all
of which have to reside within the country schemes. The German KG is prob-
ably the most known and sizable scheme that has ever been developed in this
field, but similar schemes exist in countries like France and Japan.

It has to be noted that, although administrators of such schemes may be
experts about the risks and rewards of shipping, it does not necessarily mean
that participating investors have a similar understanding; further, the incen-
tives of such investors and scheme administrators can be significantly different
and misaligned, which can result in irrational decisions. The collapse of the
KG system and overcapacity of the container shipping segment post-2008 is
such an example.

In relation to lease structures under category 3, it should be noted that
post-2008 and in particular during the period 2010-13, significant influx of
external capital has been attracted to the industry from the insurance, pension
and PE sectors. Despite shipping not representing a typical industry for such
capital providers due to high volatility and unpredictability of earnings and
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values, it has nevertheless attracted such capital. The interest of this capital
in the industry has been fueled by the significant correction of earnings and
values noted during the post-2008 financial crisis, and the evaporation of tra-
ditional ship finance sources following the banking crisis, while memories of
extraordinary shipping super-cycle returns from 2004 to 2008 were still vivid.

Such capital providers tend to “acquire” knowledge by co-investing with
shipping investment professionals under leasing structures or via the acquisi-
tion of companies, and they aim to create value by driving consolidation.
Almost always, such investors have to follow specific horizons for their allo-
cations and they tend to target returns that shipping does not always deliver
within such tightly defined time frames.

8.4 Mezzanine Ship Finance
8.4.1 Forms of Mezzanine Finance in Shipping

Mezzanine finance is a form of capital which may have debt and/or equity
characteristics and is applied between senior debt and common equity. It
usually represents 15-25% additional leverage on top of senior debt that
ordinarily provides 50-65% leverage, and carries an incremental risk profile,
compared to senior debt, as mezzanine financiers’ security position typically
ranks below (is subordinated to) that of senior lenders (see Fig. 8.4).

Most commonly, in shipping, mezzanine finance takes the form of a debt
instrument, a “mezzanine debt”, which is also frequently referred to as “sub-
ordinated debt”, since its security package is in every respect subordinated to
that of senior debt. Senior debt always benefits from a first priority security
package, including first priority mortgage and priority of payments, while
mezzanine debt ranks second. The rights and obligations of these two debt
instruments, which are usually provided by different lenders, are governed by

10%-20% Equity

Project
15%-25% Mezzanine Debt Capitalisation

50%-65% Senior Debt

Fig. 8.4 Capital structure with mezzanine finance
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what is commonly known as “an inter-creditor agreement” or “coordination
deed”. This document is negotiated between the senior and mezzanine lender
and basically outlines that a mezzanine lender can enforce its securities only
once the senior lender’s obligations have been satisfied in full.

Mezzanine finance may also take other forms. It may be extended to a ship-
owner as a convertible bond, whereby the financier has the option to convert
this debt instrument into a fixed number of shares of common (equity) stock
in the shipping company. In view of their convertibility feature, convertible
bonds offer to the financier an upside potential in case the company performs
well and, as a result, they are issued with a relatively lower (coupon) pricing.

Mezzanine finance may also be extended to a shipowner in the form of
preference shares, also known as “preferred equity”. Under this form, mez-
zanine finance is not treated as a debt instrument. Preferred equity is not
recorded on the liability side of a shipping company’s balance sheet, but is
instead recorded as equity, thus improving the company’s gearing and leverage
ratios. In their most common form, preference shares are issued with a fixed
preferred coupon, usually as a percentage of the preferred equity portion par
value (issue price). Preferred coupon payments take priority over common
equity dividend payments; failure to pay the preferred coupon does not con-
stitute a default of the shipping company’s debt obligations.

8.4.2 Considerations in Mezzanine Finance

It needs to be highlighted that mezzanine financing not only is a riskier debt
instrument, but that its “in-between” position in the capital structure also
prevents it from exerting significant power or pressure on the borrower under
stressed or workout situations. For example, in a scenario where the borrower
is not performing his debt obligations as per the contract, a mezzanine finan-
cier may have difhiculty enforcing his rights against his securities unless he
fully aligns his interests with common equity, for example via a debt to equity
conversion and surrendering all its securities, or taking out the senior lender
in full (i.e. assuming full senior debt by pre-paying the senior debt amount in
full). Therefore, mezzanine finance providers need to be flexible and always
willing (and able) to accommodate such eventualities. Being a higher risk debt
instrument, it always commands higher pricing and it is quite common to
aim to enhance its pricing from equity linked performance parameters, such
as an equity kicker or equity conversion rights.

Mezzanine facilities may follow an amortizing schedule, much like a senior
debtloan, but may also offer what is known as a “bullet amortization”, according
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to which no principal amortization occurs during the duration of the mezza-
nine facility and the full amount becomes due at the end. Bullet structures offer
lower strain on project cash flows but assume higher risk on maturity as vessels
are depreciating assets with high volatility. Mezzanine structures can also offer
“pay in kind” (PIK) interest structures, meaning payment in kind for interest.
Under PIK interest structures no interest is paid in cash during the duration of
the mezzanine facility; the interest cost is capitalized in the outstanding mez-
zanine facility amount and is paid in full at maturity. A bullet PIK mezzanine
facility would be a very aggressive financing structure by a mezzanine provider
and highly sought by the project’s common equity holders.

8.4.3 Applications of Mezzanine Finance

Mezzanine finance can be used by a shipowner during a shipping company’s
expansion phase so as to reduce the equity injection needed for a new project.
In addition, a shipowner may opt to use it to complement his or her company’s
capital structure during low markets, as a liquidity instrument, so as to convert
the assets’” locked in equity into cash. Provided that the cash flow from opera-
tions is adequate to service mezzanine debt obligations, and as mezzanine pricing
ought to be less than the cost of equity, it will almost always be accretive to equity
returns; however, in a cyclical industry like shipping, care should be taken because
if the cash flow from operations cannot support such incremental debt, even for
short periods of time, mezzanine lenders (who also tend to be more aggressive and
proactive than typical senior lenders) will inevitably seek to use the opportunity
to take control of the project, usually at the expense of common equity.

Mezzanine finance may also be used by senior lenders as a restructuring
tool during low markets. In this context, senior lenders who experience a
breach of loan to value covenants, which may in turn trigger lender needs for
provisions under that facility, may have the flexibility to convert part of their
top level senior debt exposure into a mezzanine tranche, thus reinstating com-
pliance of the now reduced senior debt piece and commanding incremental
remuneration for such accommodation; all under the same level of total expo-
sure that in any case the lender held.

8.4.4 Advantages and Disadvantages of Mezzanine
Finance

Mezzanine finance is particularly attractive as it reduces the shipowner’s
own equity capital contribution requirement during expansion phases and
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is accretive to a project’s cost of capital optimization. This form of finance
is very flexible as it may be extended in different forms (the most typical of
them being subordinated debt, convertible bond and preferred equity), its
amortization and pricing can be structured according to the specific project’s
parameters, and it can be used creatively during stress situations. Last but not
least, being a debt instrument, asset ownership and control continue to rest
with the shipowner.

It should be noted that an important disadvantage of mezzanine finance
(especially in its most typical form as subordinated debt) is that it can exert
significant strain on cash flows during low shipping markets, increasing,
thus, the risk and probability of default. Mezzanine finance is, therefore, best
suited as a top-up leverage for vessels under long-term employment arrange-
ments, as opposed to vessels trading spot. The incremental cost of mezzanine
finance impacts on profitability, whilst equity performance-linked remunera-
tion needs to be evaluated carefully so as to avoid mezzanine financiers from
priming equity holders. Finally, mezzanine finance structures will generally
increase complexity from a documentation perspective and will necessitate
the involvement of experienced lawyers, representing an additional cost ele-
ment for the shipowner.

8.5 Conclusion

Opver the last couple of years and in particular since the credit crunch of 2008,
structured finance has grown more popular in the shipping industry. As a con-
sequence of the financial crisis and the ongoing problems in the traditional
debt ship financing industry, structured ship financing methods are consid-
ered even more important than in the past. ECA-backed ship finance as well
as leasing and mezzanine financing structures have been employed during
the last couple of years by a number of shipping companies globally to sup-
port their capital-intensive projects. Invariably, leasing and mezzanine have
also assisted shipowners in releasing equity that was tied up in their vessels,
employing it for working capital purposes during the recent historically low
freight rate environment.

During the last decade, the shipping as well as the ship financing landscape
have dramatically changed. Almost all shipping sectors are characterized by
significant overcapacity and, on the back of a slowing global economy, this is
translated into a prolonged low freight rate environment and intense compe-
tition. At the same time, whilst the availability of traditional debt finance is
significantly reduced, an increased amount of capital is being channeled into
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shipping from other sources (such as PE investors, government supported
export financing schemes and bond investors); this has increased complexity
and sophistication. To survive in this highly competitive shipping environ-
ment, companies have to grow in size. Through the development of a critical
mass, companies can establish themselves in the global shipping arena as a
reliable service provider and achieve economies of scale, both in the opera-
tion of their vessels (commercial and technical management) as well as in the
funding of their shipping investments. Following the financial crisis and with
the debt market being in disarray, shipping companies are becoming more
transparent, more sophisticated and investor friendly, in order to diversify
their capital structure and achieve growth by tapping new sources of finance;
during that process, the role of structured ship-finance has become more rel-
evant and important.
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Key Clauses of a Shipping Loan Agreement

Kyriakos Spoullos

9.1 Introduction

The aim of this chapter is to provide a general overview of certain key clauses
commonly found in a shipping loan agreement. These are known as “commer-
cial” terms and they purport to maintain throughout the loan period the busi-
ness activities of the obligors under the loan agreement within a pre-agreed
framework. This is frequently opposed by the obligors, who are seeking the
least possible restrictions in running their business. This makes such provi-
sions the subject of the toughest negotiation between the parties and therefore
the most difficult to draft. The critical concern for the draftsperson, usually
acting for the lender, is how to “tighten up” such clauses from a lender’s per-
spective and, at the same time, ensure that they are well-adapted to reflect the
secured nature of the transaction and the shipping background. This becomes
even more challenging if, during the negotiations, certain borrower’s com-
ments are accepted by the lender. In that case, the draftsperson is required
to amend such clauses, ensuring that the borrower’s point is met, without
unreasonably prejudicing the lender’s position. Together with the financial
terms of the relevant loan (e.g. the loan amount, the margin, the repayment
profile, the interest periods, the last availability date), such clauses constitute
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the “heart” of most financing documents. We shall call such clauses “operative
clauses” (a list and analysis of which can be found below).

In the review of the operative clauses, we shall make the following
assumptions:

1. The loan agreement provides for a single currency, a floating interest rate
and a term loan facility (i.e. a loan made for a given period, amortized by
pre-agreed repayment installments over such a period and which, once
repaid, may not be reborrowed) (the loan).

2. There is only one lender, which is a banking corporation (the bank), and a
single borrower, which is a special purpose company (SPC) (the borrower).
In other words, the loan agreement is bilateral.

3. The borrower is a wholly owned subsidiary of a shipping group; the ulti-
mate holding company of that group (the parent) will guarantee the bor-
rower’s obligations under the loan agreement (and any corporate covenants
will be given on a group-wide basis).

4. The loan will be drawn in a single advance and is provided for the purpose
of financing the acquisition of a second-hand vessel or the delivery of a
newbuilding (the ship) which will be the main asset securing the
transaction.

5. The loan agreement is governed by English Law.

The ensuing analysis is not intended to be (nor can it be) exhaustive, and it
will mainly focus on banking issues rather than on shipping concerns.

9.2 Operative Clauses

From the perspective of the bank, the loan agreement is, inter alia, an instru-
ment for managing credit risk, which is the risk that the bank will not be
able to recover its loan, interest and other cost incurred, at the time and in
the manner described in the loan agreement. Although ship financing is cat-
egorized as an asset based transaction, it inevitably involves more than just
an analysis of the value of the asset itself as collateral for the loan. The risks
inherent in any such transaction include a full mixture of asset risk, project
risk and corporate risk. The bank granting a shipping loan should not only
assess if the asset value of the ship on which security is granted is enough to
recoup the loan in case of enforcement, but also analyse the borrower’s and
the parent’s financial strength as well as the income stream that the ship may
generate throughout the period of the loan.
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The operative clauses, as the most critical business provisions of the loan
agreement, aim to protect the bank from the types of risk described above, at
each different stage of a shipping loan transaction (i.e. before drawdown, after
drawdown and on termination). Financiers, unlike shareholders, do not have,
and do not want to have, any vote in the running and management of the
borrower and the group to which it belongs. Nonetheless, they want to have
some “say” in how the borrower runs its affairs. The loan agreement will seek
to give some “voice” to the bank through the operative clauses.

The operative clauses consist of the following:

. representations and warranties;

. conditions precedent;

. covenants;

. mandatory prepayment events;

. events of defaulg;

. assignment and transfer provisions.

AN NN

Preferably, these provisions should not be drafted so tightly as to be unre-
alistic in terms of the borrower’s/parent’s performance, since this will lead to
frequent breaches and consequential requests for waivers in order to avoid
triggering events of default. The borrower will doubtless seek to negotiate
the operative clauses to a position that works for it. At the same time, these
provisions need to be sufficiently robust to provide the bank with adequate
protection. Therefore, a balance needs to be found. The borrower will make
an effort to limit or qualify the effect of the operative clauses. For example, it
may seek to:

1. limit the lifespan of certain covenants, or qualify the scope of other cove-
nants, by adopting limitations of liability (such as caps, baskets or other
kinds of thresholds); and/or

2. ask for grace or remedial periods in the events of default; and/or

3. introduce into the representations and warranties the concepts of “materi-
ality”, “reasonableness” and other qualifications.

The borrower may also seek to narrow the scope of some of the covenants,
representations and warranties, events of default and conditions precedent so
that they capture only the borrower, the parent or a limited number of other
obligors involved in the transaction. On the other hand, the bank may want
to include a wider range of entities, as issues faced by other members of the
borrower’s group may alert the bank to credit issues that will ultimately affect
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the borrower’s ability to pay. Even certain defined terms, such as the word
“group”, may in some cases be defined differently and more narrowly when
used in respect of the information and financial covenants than when used in
other operative clauses.

The extent to which the bank would accept the inclusion of thresholds and
qualifications of the type described above will depend on factors such as the
respective bargaining positions of the parties, the creditworthiness of the bor-
rower, the group to which it belongs, the ship being financed, the economic
climate when the loan agreement is negotiated and the bank’s internal policies
on such matters.

In an effort to avoid prolonged negotiations between the parties over such
issues, lenders increasingly require documentation that meets market stan-
dards. Currently, the loan agreement form provided by the London Market
Association is generally accepted as the basis for the “market standard”. The
requirement to follow established market standards is particularly important
for a lender if it expects to sell down the loan shortly after signing, or indeed
at any time in the future.

9.3 Representations and Warranties

The representations reflect the contractual basis upon which the bank is will-
ing to enter a loan transaction. Depending on their nature, they can be either
legal or factual. They can be made on the entering of the loan agreement as
well as on a repeating basis throughout the life of the loan. When repeated,
the representations are made by reference to facts and circumstances existing
at the time of their repetition.

Legal representations cover matters such as the validity, binding nature
and enforceability of the borrower’s obligations under the loan documents,
as well as the ranking and effectiveness of the security granted. The borrower
will generally ask for the legal representations to be qualified by any legal
reservations found in the legal opinions provided by the lawyers appointed
to advise the bank in each jurisdiction relating to the transaction. Such legal
reservations mainly relate to issues such as the time bar of claims, limitations
on enforcement by laws relating to insolvency and limitations in relation to
defenses and rights to set off or counterclaim. Factual representations, on the
other hand, cover matters such as the borrower’s financial condition, business
and assets, and those of the parent.

The borrower needs to pay special attention to which representations are
agreed to be repeating. For example, a representation that no withholding tax
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applies to any payment under the loan agreement, if repeated following draw-
down, may become untrue due to a change of law at a future date. This would
in turn lead to an event of default, as the statement would be a misrepresenta-
tion. As a consequence, a well-advised borrower will seek to ensure that such
a representation is only given on the date of signing of the loan agreement.
Similarly, a well-advised borrower will not want to repeat a “no default” rep-
resentation, because a breach of this representation could turn a contractual
breach, which has not and may never become an event of default (because the
applicable grace period for that breach has not yet expired and because such
a breach may be cured before it becomes an event of default), into an actual
event of default for misrepresentation.

The bank may, instead of relying on representations, ask for important issues
to be dealt with by negative or positive undertakings, or by an automatic event
of default. For example, in the case of the withholding tax representation, a
gross-up provision would be sufficient to protect the interests of the bank. In
the event of a change of law resulting in the imposition of a withholding tax
on payments under the loan agreement, an event of default would only be
triggered if the borrower failed to make a payment on a grossed-up basis.

If a representation is incorrect or misleading, regardless of the borrower’s
innocence in making it, the bank will be able to refuse to advance further funds
(if the loan has not yet been fully drawn). If a representation is proven untrue
when repeated after the drawdown of the loan, it will trigger an event of default.

9.4 Conditions Precedent

The purpose of the conditions precedent is to assure the bank that all condi-
tions required for the availability of the loan and the legality and enforceabil-
ity of the borrower’s obligations with respect to it are satisfied. The conditions
precedent section of a loan agreement usually asks for:

1. the production of specified transaction documents (namely key charters,
memoranda of agreement, shipbuilding contracts and management agree-
ments), financial statements and legal opinions;

2. the execution and perfection of the security documents securing the bor-
rower’s obligations under the loan agreement;

3. all necessary assurances that certain factual conditions are fulfilled.

The borrower will try to limit the extent of the conditions precedent in an
effort to simplify the steps required for the loan agreement to become effective
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and the funds to be drawn down. The bank may, however, require an exten-
sive list of conditions precedent in order to comply with its internal credit
sanctions for the transaction.

9.5 Covenants

The covenant’s function in the loan agreement is to ensure that the borrower’s
financial condition, business, assets (including, without limitation, the ship)
and any security on assets over which the bank will have recourse in the case
of default remain within the parameters of the bank’s initial credit approval
of the loan. During the loan period, or any other specified period (e.g. any
ship related covenants will only apply during the period the ship is mortgaged
in favor of the bank), the bank may restrict action by the borrower (at least
without the bank’s prior consent) or, by contrast, require action to be taken by
the borrower to address certain concerns. Positive undertakings often include
issues such as the use of loan advances for agreed purposes, compliance with
applicable laws, obtaining and complying with authorizations and provid-
ing financial statements and information as requested by the bank. Negative
undertakings usually include restrictions on issues such as asset disposal, mak-
ing loans, granting credit or giving guarantees, borrowing, allowing encum-
brances and distribution of dividends.

A breach of a covenant (subject to expiry of any applicable grace period) will
invariably trigger an event of default and the banK’s right to accelerate repay-
ment of the loan. Some breaches will result in immediate events of default,
whilst others usually have attached a grace period which allows the borrower
time to remedy the default. Assuming that the law of the place where the
bank will take action provides such a remedy, the bank may take action to
prevent the borrower from continuing to violate a covenant by applying for
injunctive relief. Such action could include stopping the borrower from dis-
posing of an asset. Although this rarely occurs, the bank may also ask for an
order for specific performance, for example obliging the borrower to comply
with environmental laws. The granting of such a relief or order is a matter for
judicial discretion.

Breaches of certain covenants may also play the role of a “warning sign” for
the bank, not necessarily leading to an event of default, at least not before any
remedial action is, again, allowed to be taken. By having such “warning signs”
incorporated in the loan agreement, the bank is likely to have more time and,
in effect, more options when dealing with the relevant issues, either by taking
measures early in the process to avoid a crisis or by exercising some influence
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on corrective action to prevent escalation. The most distinctive and effective
warning signals in a loan agreement are that of the minimum-value clause

(MVC) and the financial ratios (FRs).

9.5.1 Minimum-Value Clause (MVC) Test

The MVC seeks to foretell any deterioration in the market value of the ship
below a minimum required level, usually expressed as a percentage of the out-
standing principal amount of the loan. The MVC aims to ensure that, if the
borrower defaults and the bank has to enforce its rights under the loan agree-
ment, there will be sufficient value in the collateral to pay off the loan, interest
accrued thereon and any other amounts outstanding under the loan agreement.
If the MVC is breached, the borrower is required either to provide additional
collateral to cure the breach or prepay part of the loan to achieve the same result.

The borrower may want to specify that any cash collateral, if it is offered,
should be automatically acceptable as alternative collateral for the bank. If
the borrower elects to provide cash collateral, it can recoup the cash back
from the bank when the ship’s value returns above the MVC.

It is interesting to note that, if cash is to be provided in rectification of
the MVC (either by way of prepayment or the provision of cash collateral),
the amount required may be calculated either by deducting X amount
from the outstanding loan, or by adding Y amount to the existing security
value. X is always going to be less than ¥, so the borrower would require
less immediate cash if it elected to provide cash collateral. That said, there
might be other reasons why the borrower would prefer, in this scenario, to
reduce its debt burden. If no remedial action is taken within any period
specified to this effect, this will lead to an event of default.

9.5.2 Financial Ratios (FR) Test

The FRs, depending on the FR in question, seek to check the financial health
(i.e. the financial condition by reference to historic and predicted financial
results) of the company under examination (in our case, the parent) compared
to the level assumed or predicted in the bank’s credit approval. The purpose is
to allow the bank to accelerate the loan and take enforcement action against
the ship before any financial deterioration results in bankruptcy. The bank
will usually require compliance with FRs at specified points of time, by refer-
ence to specified periods, but may, sometimes, require compliance on a con-
tinuing basis.



220 K. Spoullos

In order to monitor the parent’s financial condition and performance and
test whether it has complied with the relevant FRs, the bank will ask the bor-
rower to provide financial information about the parent. The type of financial
information (i.e. audited or unaudited accounts, consolidated or not and at
what intervals) largely depends on which FRs are to be tested, and how often
and what information will be used for this purpose. All audited accounts have
to be prepared by applying agreed accounting standards.

Quite often, the borrower promises to provide the bank with a compli-
ance certificate of the parent, together with each set of financial statements,
whereby it is confirmed to the bank whether or not the parent has complied
with the FRs for the period or at the time in question, and providing support-
ing details. The bank will prefer to rely on compliance certificates issued by
the parent’s auditors, which provide independent verification of the parent’s
self-certification of compliance. The auditors will ask to enter into an engage-
ment letter with the bank, which will limit the scope of their work before
reporting to the bank in respect of any compliance by financial covenants.
Although such certificates are useful, in addition to them the bank will, most
probably, make its own calculations to test compliance.

The FRs most often appearing in a shipping loan agreement would gener-
ally be selected from the following:

9.5.2.1 Balance Sheet Tests

Net worth A net worth covenant requires the parent to maintain a minimum
book value of assets in the business after deducting the liabilities of the
business (other than shareholders’ funds, such as share capital and undis-
tributed reserves). If it falls below the required level, the shareholders of the
parent will be asked to inject further share capital. The test indicates what
will be left to the shareholders if the assets are sold at book value and all
liabilities have been paid in full. A more stringent variation of the covenant
is the tangible net worth test, which excludes intangible items (like good-
will and trademarks), since they have little or no value in the case of liqui-
dation, and provides for a more realistic measure of the true worth of the
parent. In ship finance transactions, where the values of the ships are
extremely volatile, the test goes one step further by taking into account the
market value of the ships involved rather than their book value, which may
be either higher or lower than their market value at any relevant time.

Gearing or leverage ratio or debtlequity ratio This is a measure of the risk
attached to the capital structure of the parent. It shows the relation between
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external (commercial borrowings but not trade creditors’ debt) and inter-
nal (equity and probably (subordinated) shareholders’ loans) funding. The
higher the ratio, the greater the risk for the bank.

Working capital and quick ratio The working capital ratio measures the ratio of
current assets to current liabilities, indicating to what extent the current
liabilities can be paid out of current assets. The quick ratio is more strin-
gent in that it excludes from current assets those not easily liquidated, like
work-in-progress.

9.5.2.2 Cash Flow Tests

Interest cover ratio This measures how easily the parent can pay interest out of
the profit.It is the ratio of the cash inflow from the business less the cash
used in running it, usually expressed as (consolidated) EBITDA, to the
(consolidated) interest expense (namely, fees and interest payments).

Debt service ratio This measures the parent’s ability to pay its debt ((consolidated)
interest expense plus scheduled repayment installments under all consolidated
borrowings, or only the borrowings under the relevant loan transaction) out
of profit. It is the ratio of (consolidated) EBITDA to total debt service.

Liquidity The liquidity covenant provides that the parent should maintain
minimum liquid assets in excess of a certain amount. Sometimes, it is
linked to net debt (being the outstanding principal amount of all borrow-
ings) expressed to be the higher of (i) some X amount, and (ii) some ¥
percentage of the net debt.

In certain situations, an “equity cure”, by way of equity injection or subor-
dinated debt, maybe allowed by the bank to be used by the parent to remedy
an FR breach which, otherwise, would constitute an event of default.

The performance level of the FRs also may be used as a condition to determine:

. the timing and amount of dividends paid by the parent to its shareholders;

. the limitations on borrowings;

. the limitations on capital expenditure;

. the level of prepayments of the loan from excess cash;

. the pricing of the loan because the interest margin will be adjusted by ref-
erence to performance.

N N =

Shipping loan agreements may also include business restrictions in the
form of negative undertakings, especially when, as in our case, the bank bases
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its willingness to provide the loan on the parent’s guarantee and the level and
scale of its business activities.

One such undertaking is the negative pledge clause. In the context of a
shipping loan where the borrower pledges all of its assets to the bank, the
negative pledge is a contractual means to prohibit the creation by the bor-
rower of any security on the relevant assets in favor of other creditors, or enter
into commercially similar transactions with them.

The borrower will ask for a carve-out from the negative pledge clause,
which is normally dealt with by introducing the concept of “permitted secu-
rity”, examples of which include:

1. liens arising by operation of the law or in the ordinary course of the busi-
ness of the borrower (e.g. liens of ship repairers and outfitters, crew wages,
salvage); and

2. security created by the bank’s own security documents executed for the
particular loan transaction.

Another common undertaking is a non-disposal covenant which prevents
a member of the group, to which the borrower belongs, from transferring
(either voluntarily or not) assets below their full market values, or outside of
the ordinary course of business, to third parties. All shipping loans commonly
include clauses restricting distributions and payments, which may include
not only the declaration and payment of dividends but also the redemption
of shares, the repayment and payment of interest on shareholders’ loans and
other similar payments. In the latter case, a well-advised borrower may ask for
distributions to be allowed if certain financial performance criteria are met,
and provided always that no default is continuing at the time, nor would
result from any such distribution.

A shipping loan agreement is always secured by assets, where the main asset
is the ship itself. The loan agreement will have ship related covenants to ensure
that the ship’s condition and operation is maintained throughout the loan
period to an appropriate standard (as initially assessed by the bank).

The borrower undertakes that the ship will be kept in an efficient state
of repair without modification of its type, structure and performance char-
acteristics, with its class maintained and in compliance with its flag state’s
laws, the international safety management (ISM) code, the international ship
and port facility (ISPS) code and any international environmental legislation.
The borrower always pledges that the ship will not be employed in unlaw-
ful activities, will not enter into any war zones and that all debts, damages,
liabilities and related outgoings (which may give rise to any kind of lien that
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may be enforced against it, its earnings or insurances) have been promptly
paid and discharged. Financiers commonly require specific sanction clauses
to be included in the loan agreements, seeking the compliance of the relevant
obligors with sanction regimes imposed by the USA, the EU or individual
countries (even when the relevant obligor’s domestic law or the laws of the
ship’s flag state do not impose similar sanctions, or only impose less stringent
ones). Obviously, the advantage of such clauses is that they give contractual
options and remedies if sanctions ever become an issue. By introducing sanc-
tion provisions in the loan agreement, the lenders wish to ensure that they
will neither be subject to civil or criminal penalties for failure to comply with
applicable laws, nor will they damage their reputation by being involved in a
transaction which gives rise to a breach of sanctions.

The borrower also undertakes to insure the ship and comply with all insur-
ance requirements under the loan agreement throughout the loan period. The
usual coverage required is for the ship to be insured against fire and the usual
maritime risks, war risks, protection and indemnity (P&I) risks and (if spe-
cifically required by the bank) loss of earnings in an approved amount. In
addition, the borrower undertakes promptly to reimburse the bank for the
cost of taking out and keeping in force a mortgagee’s interest insurance and an
additional perils insurance, placed for the benefit of the bank for an amount
up to the required minimum hull cover of the ship. The borrower may ask
to make direct arrangements to place the mortgagee’s insurances on behalf
of the bank, and pay for them. This should be resisted by the bank since the
borrower’s brokers will face a conflict of interest, and any misrepresentation
or non-disclosure by the borrower of issues known to it (but not to the bank)
may entitle the insurers to avoid liability under the mortgagee’s insurances.

Sometimes, the bank requires an additional covenant for the borrower to
make regular transfers of funds to a retention account on which it maintains
at all times a minimum account balance (with releases only if the balance
on the account after such releases remains above a certain minimum level).
The most common retention account is a debt-service one, which is a reserve
for the next interest and scheduled loan repayments. Amounts are usually
required to be paid into a debt service account (from the earnings on the
ship) on a monthly basis, and the cash required will be calculated by dividing
the amount of the next repayment installment and interest by the number of
months between two consecutive repayment dates. If the borrower is unable
to find the funds required to be transferred on each transfer date, this will
result in an event of default. Other retention accounts may be designed to
build up a working capital reserve, or a reserve for anticipated costs such as

the likely cost of the next dry docking of the ship.
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9.6 Events of Default

These are events set out in the loan agreement, which, should they occur, will
entitle the bank to accelerate the loan (i.e. cancel any outstanding lending
commitment and declare all amounts owed to the bank to be immediately
due and payable or payable on demand) and enforce the security package.
Events of default usually include non-payment, breach of a representation or
covenant, insolvency and commencement of insolvency proceedings, cross-
default, material adverse change (MAC) and ship related events.

Events of default are the “teeth” of the loan agreement. Even if the bank
does not use them actually to accelerate the repayment of the loan, the threat
they pose is always the best leverage for the bank during restructuring nego-
tiations. Declaration of an event of default is at the discretion of the bank,
though it needs to be certain of its “legal footing” before its declaration. The
first concern for the bank is to make sure that an event of default has in fact
occurred. This is not always crystal clear. There needs to be a high degree of
certainty that any related event falls within the scope of the relevant event-of-
default language.

A wrongful call of an event of default, and similarly a wrongful acceleration
and enforcement, may render the bank liable for consequential damages to
the business of the borrower and the group to which it belongs. In addition,
an event of default declared under the loan agreement can result in events
of default under other loan agreements containing cross-default provisions,
which, in turn, may render the parent and the rest of its group insolvent.

Normally the borrower will try to limit the scope of such cross-default pro-
visions through the use of at least one of the following qualifications:

1. limiting the provisions by reference to financial indebtedness as opposed to
payments due in general; and/or

2. limiting the provisions by reference to a minimum threshold, so that they
are only triggered on a cross-default over a certain amount; and/or

3. ensuring the provisions apply only to the borrower, or alternatively to the
obligors under the transaction, and not other affiliated companies which
are members of the group to which the borrower belongs but which are
not obligors; and/or

4. crafting the provisions so that they are triggered by cross-acceleration
instead of cross default (i.e. ensuring they are only triggered following the
acceleration of a loan under another loan agreement, and not just due to a
default or an event of default under that other loan agreement).
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No matter how serious an event of default is, should the bank elect not to
accelerate but rather first take a seat at the negotiation table, or adopt a “wait
and see” approach, it is always advisable to issue a reservation of rights letter;
otherwise, the borrower may successfully argue that the bank affirmed the
contract and “waived” its right to terminate. A simple “no waiver” clause in
the loan agreement, albeit set out to this effect, may not be sufficient to pro-
tect the bank without a reservation of rights letter.

Even if an event of default does occur and the bank has a legitimate right to
accelerate, it will always ask itself whether enforcement is the most appropri-
ate action for that particular financier at that time.

The bank will inevitably consider a range of factors including the following:

1. Where is the ship physically located?
2. How favorable is the relevant jurisdiction, where the ship is located, for
arrest and enforcement procedures?
3. Is there an existing charter commitment which may be prejudiced by the
arrest?
4. Are there any trade creditors with claims against the ship that may rank
ahead of the mortgage in that jurisdiction?
Will the ship’s trade creditors be cooperative?
Will the borrower cooperate?
7. Who is the manager of the ship and is there an ability to change the man-
ager in the case of a lack of cooperation?
8. What is the cost of enforcement?
9. Are there prospective buyers for the ship?
10. Are there any foreign exchange rules in the jurisdiction where the ship is to
be arrested, which could prevent or delay any remittance of sale proceeds?

aw

The answers to these questions may assist the bank to determine whether it is
preferable to accelerate and enforce or seek to negotiate a restructuring of the loan.

9.7 Mandatory Prepayments

We have already referred to the use of mandatory prepayment as a remedy in
the case of a breach of the MVC test. Other events or circumstances may also
lead to mandatory prepayment. The most common one in shipping loan agree-
ments is the case of a ship sale or total loss. When only one ship is involved, its
sale or total loss will result in full and final repayment of the relevant loan by
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making use of the sale or total loss proceeds. When the transaction is secured
by more than one ship, the loan agreement will regulate how much is to be
prepaid upon a sale or total loss of any one of the ships. This will always be
(at a minimum) the outstanding amount of the part of the loan (plus accrued
interest and breakage costs, if any) relating to the relevant ship that is sold or
the subject of the total loss. However, in the case of any excess sale/total loss
proceeds over and above this amount, the bank will want this excess to be
applied to prepay any advances of the loan relating to other ships involved
in the transaction. Conversely, the borrower will want the right to retain the
excess money. This will be a point for negotiations between the parties.

Other mandatory prepayments may be triggered by a change of control
due to the acquisition of a stake in the borrower and/or the parent by any
third parties, whether via a public offering or a private placement. An intra-
group change of shareholding may be allowed by the bank (and so, will not
be a reason for a mandatory prepayment).

An excess cash-prepayment requirement may be found in the loan agree-
ment when the bank seeks to capture a percentage of a better-than-expected
performance by the borrower or the parent, so that the loan is repaid prior
to its maturity. It is also quite common to come across such arrangements
in cases where there is a deterioration in the financial covenants, so that the
bank may either capture some cash before it is too late, or at least establish a
right of expectation for future use if and when the borrower’s financial con-
dition improves. Excess cash flow mandatory prepayment mechanisms are
heavily negotiated on issues such as whether they apply on net income or
on EBITDA, what costs and expenses will be deducted, the period of appli-
cation, and whether the full amount of excess cash or part thereof will be
prepaid. As already noted in the section on covenants above, depending on
whether the borrower continues to meet the requirements of the FRs, the
percentage of excess cash prepayment may vary to the borrower’s benefit or
detriment. Obviously, an excess cash mandatory prepayment is an important
feature of the transaction, which has to be agreed at the term sheet stage and
cannot be left unaired until the loan agreement is negotiated. Finally, manda-
tory prepayment provisions may also apply where it becomes unlawful for the
bank to make or maintain the loan after the signing of the loan agreement.

9.8 Assignment and Transfer

Usually there is a prohibition, or at least a restriction, on a transfer or assign-
ment by the borrower of its rights and obligations under the loan agreement,
and an express right of assignment or transfer for the bank (although this is
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sometimes subject to certain conditions). In the period since the global finan-
cial crisis, banks have generally sought greater freedom to dispose of loans and
lay-off risk in a variety of circumstances, including to manage better regula-
tory capital, or because a change in lending policy at a bank in the future may
require it to free up its balance sheet and reduce its exposure to certain indus-
tries. The bank may proceed with the “sale” of the loan by way of assignment,
novation or sub-participation.

Under the assignment method the “seller” is transferring only the “benefit”
of the loan to the “buyer”. Since an “obligation” cannot be assigned under
common law, the transfer by way of assignment is not practicable in the case
of undrawn commitments under the loan agreement.

Under the novation method, the original parties (the bank and the bor-
rower) are discharged from their rights and obligations under the loan agree-
ment, and the buyer is substituted for the seller (being the lender of record)
in respect of the latter’s rights and obligations under the contract with the
borrower. In the context of a bilateral loan, this can cause issues with security
because the original contract is extinguished and replaced by a new contract,
with the result that any security granted in respect of the original loan is also
extinguished and needs to be re-created for the new loan (with attendant risks
for the beneficiary of the security because new security can be vulnerable if
the grantor is subject to insolvency proceedings during a “hardening period”
following the provision of such security).

Under a sub-participation, the buyer agrees to put the seller in funds when
a drawing is requested by the borrower, and so creates a back-to-back arrange-
ment with the seller. The buyer takes the risk of the borrower’s default without
directly becoming party to the loan agreement or having any directly enforce-
able contractual rights against the borrower.

Potential assignees or transferees may be banks or other kinds of institution
with different commercial objectives. Such market players could include:

banks, whether active in the shipping market or not;

. other financial institutions, including, without limitation, specialist
distressed-debt funds and hedge funds;

3. other corporate or individual investors engaged in purchasing or investing

in loans, securities or other financial debt.

N —

With any transfer there are various concerns for the borrower, such as con-
fidentiality, the shifting of the decision-making process in the transaction to a
third party with whom the borrower has no business ties (and which may have
hostile plans and policies, especially towards companies in financial distress),
and the risk of increased costs. Under a sub-participation in particular, such a
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third party may well influence the bank’s voting behavior whilst being com-
pletely unknown to the borrower, as it is acting “behind the scenes”.

Obviously, any transfer to a potential assignee or transferee is likely to result
in a totally different business relationship developing between the borrower
and the new lender. This relationship could seriously affect the day-to-day
management of the loan relationship, especially in the context of a request for
a waiver or amendment. The borrower may try to qualify the bank’s complete
freedom regarding the transfer by making it subject to:

. the borrower’s prior consent;

. a specified minimum credit rating for the potential transferee;

3. no extra cost arising for the borrower following the transfer (additional
costs could result from withholding taxes or other increased costs due to
the fact that the new lender is in a different jurisdiction or has a different
regulatory status as compared to the original lender); and

4. undertakings of confidentiality as to when and what information relating

to the borrower, and the group to which it belongs, may be disclosed to

any potential assignee or transferee.

N —

9.9 Conclusion

There are shipowners who believe that, when a bank provides a loan, it is like
giving an umbrella to someone to protect him or her in case it rains, but with
the real intention of recovering this umbrella shortly after the rain begins. In
reality the current trend seems to be quite the opposite. The bank often does
leave the “umbrella” in the borrower’s hands for quite some time after the
“rain” begins. A well-drafted loan agreement (and in particular its operative
clauses) has its role to play in ensuring that the bank has sufficient confidence
in its contractual position to take this approach. The bank’s rights should, of
course, be fully protected by the loan agreement. Certainly this is the bank’s
prime concern. It should take enormous care to ensure that provisions are
clear and unambiguous and that the rights created under those provisions are
valid, binding and enforceable in the case of default. In addition, the terms of
the loan agreement should not deviate too much from the market norms, so
as to ensure that the loan is marketable should the bank decide to dispose of
it. At the same time, however, the loan agreement needs to be reasonably bal-
anced, so as to ensure that the arrangement is workable from the borrower’s
perspective and to avoid “hair trigger” defaults that will only serve to require
waivers to be granted and amendments to be made on a periodic basis.
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In addition, we should not forget that, in an English law document, the
introduction of thresholds, carve-outs and grace periods is normal and justi-
fied by the fact that English law does not imply such terms in a commercial
contract between sophisticated parties who have been independently advised.
English law of contracts is a law of “strict liability” where recovery of dam-
ages operates without regard to fault. This can be contrasted to most other
European legal systems. For example, sections 276 and 285 of the German
Civil Code, section 1147 of the French Civil Code and Article 330 of Greek
Civil Law base the concept of contractual liability on the existence of “fault”
(either intentionally or negligently) if the other party to the contract is to sup-
port a claim for breach. The operative clauses aim to provide the mechanisms
by which the bank may identify problems at an early stage, as well as the
framework for strategies to deal with those problems. Their principal purpose
should always be to reduce the risk of an irrecoverable loss and to provide the
platform for a successful business relationship between the borrower and the

bank.
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Legal Aspects of Ship Mortgages

Simon D. Norton and Claudio Chiste

10.1 Mortgages: A Definition

In its basic form, a mortgage may be defined as a charge by way of lien over
a vessel given to secure a loan. The lien is extinguished when the obligation
has been discharged, and will usually “attach” to the asset, meaning that it
can be seized and sold by the original lender, leaving the new owner with
a separate claim against the vendor from whom it was bought. If the prior
obligation is discharged, for example by full payment of the outstanding debt
and any interest thereon, the lien will detach from the asset. However, if there
is default in payment, then the creditor can initiate proceedings to seize and
sell the asset to which the lien has attached. In such circumstance, the buyer
in this later sale will obtain good title to the asset and will have no claim
against the lienee who exercised the power to sell, unless the latter was acting
in bad faith. The United Kingdom Merchant Shipping Act 1988, Schedule 1,
Paragraph 21, provides as follows:
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A registered ship, or a share in any such ship, may be made a security for the
repayment of a loan or the discharge of any other obligation; and on produc-
tion of the instrument creating any such security (referred to in this Act as a
mortgage), the registrar of the ship’s port of registry shall record it in the
register.

There are two competing theories regarding the legal nature of mortgages.
First, there is the property transfer theory. According to this theory, title to the
security interest, in this case the ship, rests with the mortgagee or lender; the
value of the good exchanged depends, all things being equal, on the bundle of
property rights conveyed in the transaction (Rose-Ackerman 1985). The alter-
native and currently prevailing legal theory relevant to mortgages is the statu-
tory theory. This theory provides that the mortgage is a sui generis (“in a class
by itself”) statutory security, perfectible by registration. This latter approach
results in the conclusive legal standing of registers of mortgages; even if a
lender is unaware of the existence of a prior mortgage, if it has been properly
registered, then it will gain priority over a later lender and any subsequent
mortgage which he or she may take in respect of his or her loan (Meeson and
Kimball 2011 at p. 17).

The earlier Merchant Shipping Act 1894 provided that only United
Kingdom-registered ships are eligible for registration of statutory legal mort-
gages in the United Kingdom; any other type of mortgage can only constitute
an equitable mortgage. Hill observes (1998, at p. 29):

Any other mortgage relating to ships or shares must take effect as a purely equi-
table mortgage. Simply put, an equitable mortgage is that which a mortgagee
has if he has merely received an equitable interest. It could be described as a
mortgage created otherwise than by deed. If an equitable mortgage is effected
on a registered ship, or shares therein, the big disadvantage is that it cannot be
taken into account when deciding the priorities in relation to other legal (and
properly registered) mortgages of that ship or shares(s).

As an alternative to a legal mortgage, Hill (1998, at p. 30) notes that an
equitable mortgage may be affected by the deposit of the legal deeds required
for a registered mortgage with another person in consideration of a loan.
Circumstances giving rise to an equitable mortgage include a loan against an
unregistered British ship, on foreign vessels and on unfinished vessels which
are still in the dockyard. A disadvantage of an equitable mortgage is that the
world is not deemed to have notice of it, as is the case with a properly regis-
tered legal mortgage. That said, the fact that such a mortgage is subject to the
equitable jurisdiction of the court creates the possibility of the court looking
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at the “fairness” or otherwise of a remedy, as opposed to being restricted to the
relatively mechanical nature of the common law and statute. Equitable max-
ims such as “he who comes to equity must come with clean hands”, “delay
defeats the right to an equitable remedy” or “equity will not act in vain” bring
a sometimes welcome unpredictability to the law and court decision-making
in the sense that fair as opposed to simply legalistic outcomes may emerge.
However, for practical purposes, it is the statutory registered mortgage which
is the common currency of bank security in ship finance today and which will
form the basis of the discussion in this chapter.

In Brown v. Tanner (1868), it was held that a shipowner can bind the mort-
gagee in a charterparty, being to that extent in a different position from the
mortgagor of real property who cannot bind his or her mortgagee by means
of a lease. Commenting upon the case, Clarke ] stated that this difference is
justified by the particular characteristic of a ship, which carries goods from
port to port, in the course of which its owners will enter into contracts of
affreightment and carriage or hire, which will in turn generate subsidiary con-
tracts. The parties to ships’ mortgages may properly be taken to have intended
different incidents to apply to such mortgages compared to those which apply
to mortgages of land or shares (Panesar 2004). (However, this case reflects
the property transfer theory of the legal status of mortgages and, given that it
is now the statutory theory which prevails, is of historical interest regarding
the evolution of law rather than present practice). The mortgage is the prin-
cipal method by which a lender ensures it has priority over other creditors of
the borrower who will invariably have unsecured status (Chambers 2000).
The mortgage holder is subject to prior claims in the event of the borrower’s
insolvency, but is “higher up” in the ranking, or the application of assets,
than would otherwise be the case if the loan had not been secured in this way.
The law provides certain powers in favor of the mortgagee, subject to agree-
ment between the parties in the deed of covenants. These powers include the
following:

1. The right, in certain circumstances, to have the vessel arrested following
default in servicing the loan to which the mortgage relates (Turner 1997).
In some jurisdictions this may lead to the mortgagee’s right to sell the ves-
sel, to operate it or to apply to the court to have the vessel sold (some
jurisdictions do not allow the mortgagee to sell the vessel without obtain-
ing a court order first).

2. The right to operate the vessel following the taking of possession.

3. The right to auction the vessel in order to generate proceeds from which
the outstanding loan can be repaid.



234 S.D. Norton and C. Chiste

4. The right to impose terms upon the borrower, for example regarding value
maintenance of the vessel, restrictions on where it might be traded, prohi-
bition of sale or technical alteration without the lender’s consent.

The powers of the mortgagee are provided for by law (owner-type rights
on the mortgaged property, the ship); the law applicable to the mortgage is
the lex navis, or “law of the flag” (e.g. laws relating to rights of enforcement
of judgments differ in the contexts of Liberian and English law). As a general
rule, the parties to the loan transaction cannot derogate from the rules as
provided in these laws: they cannot negotiate between themselves for more
extensive powers than those provided in statutory provision.

10.2 Limitations of Ship Mortgages as a Form
of Security

Although mortgages are the traditional form of security for bank loans taken
alongside other forms such as assignment of earnings, insurances and guaran-
tees, they suffer from numerous weaknesses and risks. The first and probably
most significant drawback is that the underlying asset to which a mortgage is
attached can decline in value. In essence this can result in the all-too-familiar
problem of “negative equity” as experienced in the collapse of the US prop-
erty market bubble and the ensuing “credit crunch” of 2007-09: the value of
the underlying asset declines below the total loan raised in respect of it and
which is secured by the ship mortgage. Ship values are notoriously volatile
(Kavussanos 1996; Kavussanos 1997), driven in part by the shipping cycle
which itself lags behind the wider economic cycle (shipping service provision
constituting a derived demand) (Stopford 2009). The mortgagee may experi-
ence a scenario in which to sell the asset would release funds, which would
be insufficient to satisfy the outstanding debt. As an alternative to sale, the
mortgagee may decide to trade the vessel or to continue with a charterparty
entered into by the mortgagor with a third party, but as lenders such as banks
are not in the business of operating ships, this is rarely an attractive proposi-
tion. Two main options may be available to lenders to avoid the consequences
of this negative equity scenario. First, the lender may take out a ship mortgage
indemnity policy, which provides insurance cover for the gap between the
amount outstanding on the loan and the amount raised through asset dis-
posal (Stephenson Harwood 2006; London Special Risks 2011). The policy
indemnifies the lender in respect of the “net ascertained loss”, defined as the
outstanding balance due, inclusive of principal and interest and the lender’s
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reasonable costs (such as litigation and vessel sale costs), after crediting the
net proceeds of the disposal of the vessel covered by the mortgage, the realiza-
tion of any additional collateral security, and any net income arising at the
conclusion of any claim against the borrowers and guarantors if there are any.
Insurance industry provision, and lender take-up of these policies, has how-
ever been patchy, and accordingly premiums can be high; the cost is usually
passed on to the borrower. The specific future value of the vessel is of course
difficult to quantify, and so to know in advance its insurable amount is prob-
lematic; only a range of possible values can be predicted, meaning that premi-
ums payable in respect of the policy may be, unavoidably, either too high or
too low. As an alternative, a lender may require inclusion of an asset protec-
tion clause (or value maintenance clause) in loan documentation entered into
alongside the mortgage deed. This requires that the vessel’s market value be
re-estimated at regular intervals during the term of the loan: in the event of its
aggregate value falling by a certain percentage relative to the size of the loan,
the borrower provides additional security over the asset covered, or provides
additional security (e.g. a partial guarantee), or prepays such part of the loan
as will eliminate the shortfall. Failure to provide such additional security will
amount to a default entitling the lender to call in the loan early.

The second drawback of this form of security is the problem which arises
when a claim secured by a mortgage clashes with a claim secured by a mari-
time lien. In essence, the law chosen by the parties or even the forum previ-
ously agreed upon for dispute resolution cannot resolve the issue: according to
English law, the existence of a maritime lien is to be judged according to the
lex fori and not the lex navis (“law of the flag”) or the lex loci contractus (the
law applicable at the location where the contract was agreed). This dichotomy
can result in so-called “forum shopping”, where one party attempts to have a
dispute adjudicated in a jurisdiction where the applicable law is more favor-
able to its claim than it is to that of the other party (Mukherjee 2003).

In Bankers Trust International v. Todd Shipyards Corp (The Halcyon Isle)
[1981], a ship was arrested in Singapore in a mortgagee’s action and was sold
by court order. The proceeds of the sale were insufficient to satisfy all the
creditors, and the mortgagees sought determination by the Singapore Court
of the priority of payments. The respondents were American Ship Repairers
who, under United States law, were entitled to a maritime lien over the ship
for the price of repairs carried out in New York. The mortgagees succeeded.
In proceedings in rem against a ship, the existence or otherwise of a maritime
lien fell to be determined in accordance with the lex fori of the country whose
court was distributing the proceeds of the sale; since, under Singapore law,
the repairer’s claim did not entitle them to a lien, they were not entitled to
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priority (Rares 2014). Similarly, in Zodd Shipyards Corp v. Altema Compania
Maritima SA (The loannis Daskalelis) [1974], it was held that, although in
Canada a claim for necessary repairs did not give rise to a maritime lien, it
did so in New York, and such lien was enforceable in Canada, and under
Canadian law had priority over the mortgage (Tetley 1989).

The third drawback is that the vessel may itself be damaged at sea or sink,
leaving the mortgagee with the possibility of costly litigation to determine
rights on the wreck, assuming there is one and it is not an actual or construc-
tive total loss, perhaps in a jurisdiction where rights of mortgagees under
domestic legislation are not as favorable as in the jurisdiction of choice under
the mortgage deed. The final drawback is that, although mortgage holders
take priority over unsecured creditors, they are subordinate to others, for
example those of registrants of earlier mortgages or maritime liens. Although
some protection is better than none at all, this reality, derived from the doc-
trine of priorities, may result in the mortgagee receiving very little payment or
none at all, following enforced sale of the vessel. Each of these issues will form
the basis of discussion in the remaining part of this chapter.

10.3 Registration and the Priority of Mortgages

The order of priorities between registered mortgages in the United Kingdom
is set out in paragraph 8, Schedule 1, of the Merchant Shipping Act 1995.
Registration of a mortgage gives the mortgagee priority over the following
security holders:

1. Earlier unregistered mortgages, irrespective of whether or not an affected
party had notice of them. In this context, it should be borne in mind that
registration is effective notice to “the world at large”, notwithstanding that
a subsequent lender did not have notice of its existence (because the rele-
vant searches were not made against the vessel).

2. Later registered or unregistered mortgages. This reinforces the importance
of registering the mortgage as soon as it is in place, and although this may
be done by the mortgagor, a prudent mortgagee should take this step as
soon as the loan is in place.

3. Additional advances subsequently made under a prior registered mortgage.
This is so in the absence of stipulation in the loan agreement that the whole
sum will be secured, despite the release of funds in tranches from time to time.

The mortgage itself will be subject to the following claims, which take pri-
ority upon the insolvency of the mortgagor/borrower:
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1. Any earlier registered mortgage. According to Schedule 1 of the Merchant
Shipping Act (MSA) 1995, section 8(1), where two or more mortgages are
registered in respect of the same ship or share therein, the priority of the
mortgagees between themselves shall be determined by the order in which
the mortgages were registered, and not by reference to any other matter.
Section 8(2) provides a short-term safeguard to an intending mortgagee. A
priority notice can be registered 30 days in advance of the mortgage being
agreed, ensuring that during the period between the notice and the final
mortgage being granted, an intervening mortgage will not gain priority
(since the notice will effectively have given notice to the world of the pend-
ing mortgage). This protects a mortgagee against the unscrupulous or “cash
strapped” shipowner who negotiates simultaneously with several lenders,
but without each having knowledge of the other, and grants mortgages in
quick succession to each of them (Berlingieri 1988). It is the lender who
files a notice, notwithstanding that a subsequent mortgage is registered
earlier, which will gain priority.

2. Any unsecured claims ranking pari passu (“equal footing”) in connection
with which the vessel had already been arrested at the time when the mort-
gage was entered into, unless secured with a maritime lien. To a large
extent, this may be a matter for which it is not possible for the mortgagee
to ascertain, particularly if the vessel is already fully deployed and the
financing negotiations are being dealt with elsewhere. The mortgagee may
take a precautionary measure by requiring the mortgagor to covenant that
the vessel is not subject to undisclosed encumbrances, and in some juris-
dictions, for example the United Kingdom, this is an implied term under
statutory rules. However, if these undisclosed claims result in an exhaus-
tion of the proceeds realized from disposal of the vessel, then the mort-
gagee’s only recourse is not against the third party claimant(s) but, instead,
against the mortgagor. If the mortgagor is effectively a “straw man”, with-
out assets, then this legal redress may prove academic and the mortgagee’s
claim left unsatisfied.

3. Any possessory lien of a ship repairer. The possessory lien ranks before the
maritime lien and before the mortgage unless the lienee releases the asset
(the ship) from his or her possession.

4. Maritime liens, whether earlier or later (Allen 1998). These would include
claims for the master’s and the crew’s wages, a claim in respect of salvage
and a claim for damage done by a ship (e.g. a collision). Maritime liens
give rights against a ship which survives a sale and which enjoys priority
ahead of registered mortgages, even though they need not be registered
themselves. According to Bankers Trust International v. Todd Shipyards
Corp (The Halcyon Isle) [1980], under English law, whether a claim creates
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a maritime lien is to be decided by the law of the place of arrest of a vessel,
and not according to the local law of the claimant. In 7he Turiddu [1999],
at the request of the owners of 7he Turiddu, Cuban national crew members
were recruited by two agencies. Under the embarkation contracts, the
wages of the crew were paid in part to them on board the vessel, and in part
in Cuba. After a default on a loan agreement, the vessel was arrested. The
crew claimed arrears of wages and were found to be entitled to a maritime
lien. The bank argued against the finding at first instance that the crew’s
claim for that part of their wages paid through the agency had priority over
its mortgage. It was held that the person to whom that part of the wages
was ultimately paid would have a claim for any unpaid wages: the crew was
entitled to rely on a maritime lien. The bank’s charge could not take prior-
ity over the crews’ unpaid wages merely because the crew had agreed to an
allotment of part of their pay (Sabino and Susca 2001).

10.4 Powers of Mortgagees

In the United Kingdom, Schedule 1 of the Merchant Shipping Act 1995
specifies the statutory powers of mortgagees. The Schedule also provides sig-
nificant protection to the mortgagee in stating that he or she shall not be
treated as being the owner of the ship or share therein other than is necessary
for making the ship or share available as a security for the mortgage debt.
Accordingly, third parties who proceed against the shipowner but are disap-
pointed, invariably because it lacks financial resources to meet their demands
in full, have no alternative right of recourse against the mortgagee in respect
of such claims. This “embedding” of rights and powers of mortgagees in spe-
cific legal provisions manifests the prevailing statutory theory of mortgages as
opposed to the property transfer theory, as described at the beginning of this
chapter. The practical question for the mortgagee is how to arrest physically
or take possession of the vessel to which the mortgage is attached. The usual
method would be through the actual taking of physical possession, although
in some jurisdictions this may require a court order first, and failure to do so
may constitute a criminal offence (Bowtle and Rymer 1998). If the vessel is
seized, the mortgagee may then dismiss the master and replace him with his
own, or continue with the same master, in which event he will become liable
for his fees as an agent of the mortgagor. It should be noted that the mas-
ter does not thereby lose his claim against the mortgagor for unpaid wages,
which gives rise to a maritime lien. Full notification of the taking of pos-
session should be given to the affected parties, particularly the insurers, to
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ensure that P&I cover is continued. Further, the mortgagee will continue to
be affected by rights in rem against the vessel, which could have been brought
by third parties against the mortgagor, but which can now be equally validly
sustained against the new operator, the mortgagee.

Alternatively, the mortgagee may be obliged to settle for something short
of actual possession, this being constructive possession. This may arise, for
example, when the vessel is not within the mortgagee’s jurisdiction; the mort-
gagee (e.g. the bank which has made a loan), has actual control over the ves-
sel without having physical control at the same time. In this situation, the
party with constructive possession has the same rights and remedies as a party
with actual possession. To be effective, the mortgagee must give notice to all
affected stakeholders, including insurers, underwriters, charterers and third-
party claimants of which the mortgagee is aware, such as the crew for their
unpaid wages. After taking possession, the mortgagee will be entitled to oper-
ate the vessel but must do so with due care for the mortgagor’s interests; loss
or damage due to negligence will fall to the mortgagee’s account and risks, in
some circumstances damaging the mortgagor’s reputation. After taking pos-
session, whether actual or constructive, the mortgagee is entitled to freight
which is in the process of being earned under existing contracts, but not to
freight already earned and fallen due but not yet paid. This must be credited
to the mortgagor’s account. In this context, in Dry Bulk Handy Inc. v. Fayette
International Holdings Ltd (The Bulk Chile) [2013], it was decided that a ship-
owner was entitled to demand payment to himself of the freight under his
bill of lading even though the charter provided for payment to another party,
provided that he made the demand before the freight had been paid to that
other party (Deering and Ward 2013; Moore 2013).

10.4.1 Power of Sale

By virtue of section 9 (1) of schedule 1 of the MSA 1995, every registered
mortgagee shall have power, if the mortgage money or any part of it is due,
to sell the ship or share in respect of which he or she is registered, and to
give effectual receipts for the purchase money (Clarke 1997). Where two or
more mortgagees are registered in respect of the same ship or share, a subse-
quent mortgagee shall not, except under an order of a court of a competent
jurisdiction, sell the ship or share without the concurrence of every prior mort-
gagee. Where there are prior mortgages and a later mortgagee sells the vessel,
he must account to prior mortgagees first, before satisfying his own debt. If
the mortgagee is “first in the queue” and there are later mortgagees, then, after
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satisfying his own claim, he will hold any surplus on constructive trust for
these later secured lenders. In Den Norske Bank ASA v. Acemex Management
Co. Ltd (The Tropical Reefer) [2004], the issue arose as to whether a mortgagee
owed a duty of care to a guarantor in deciding when to arrest a vessel. In the
case, the bank had loaned USDG6 million to borrowers for the purchase of ves-
sels, secured by mortgages on the vessels and a guarantee provided by a third
party. The loan agreement was subject to English law. The borrower defaulted
on the loan and the lender, exercising its right under the mortgage, which was
subject to the law of Cyprus, arrested one of the vessels. The vessel was carry-
ing a cargo of bananas, which were to be discharged in Germany. However, to
make a clean sale of the vessel in Panama, the bananas had to be discharged
overboard at sea. The expense of doing so, USD204,140, was claimed as part
of the costs of the arrest and formed a deduction from the proceeds of sale of
the ship. The bank made a claim against the third party under the guarantee,
but the party then claimed that the bank had impaired the value of the ship
by being in breach of the duty to obtain the best reasonable price. The third
party argued that the vessel should have been allowed to proceed to Germany
to discharge the bananas and so, arrested there, avoid the costs of discharging
the cargo. It was held that the bank, as mortgagee, was entitled to decide the
timing of the sale, without regard to the interests of the borrower-mortgagor.
It was appropriate to sell the vessel in Panama, but the mortgagees were also
entitled to take the view that there was too great a risk in permitting the vessel
to continue to Germany, given that insurance had already been withdrawn
because of a default on premium payments. To allow the vessel to continue
would have been to put at risk the principal source of security given in respect
of the loan, the ship itself (Clarke 2002; Goddard 20006).

The mortgagee may indirectly be affected by the mortgagor entering into
a charterparty with a third party. Three questions arise in this context. First,
was the charter entered into before the mortgage was taken out, and if yes,
did the mortgagee know of its existence? Second, was the charter taken out
after the mortgage had been granted? Third, was the vessel in a fit state, or
seaworthy, or equipped to discharge the charter at the time it was entered
into? As a starting point, it was stated in De Mattos v. Gibson (1859) that
where property, including a ship, is disposed of with notice of a prior contract
entered into by the person disposing of it for its use in a particular manner,
the person taking it with such notice (invariably the lender) may be restrained
from using it otherwise. By virtue of this reasoning, a shipowner is free to
trade a vessel in the same way as if there was not a mortgage in place, and the
mortgagee cannot interfere with a charter once it is underway. In De Mattos,
it was stated that a person who hires a vessel under a charterparty does so not
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merely from a wish to have his goods conveyed to a particular place, but upon
a careful choice of the vessel itself as best adapted for his purposes; a vessel
engaged under a charterparty ought to be regarded as a “chattel of a peculiar
value” to the charterer and, accordingly, a court will restrain the employment
of the vessel (by the mortgagee) in a different manner. The only exception to
this would be if the vessel was put at risk or was unable to perform properly
the charter, perhaps because of technical problems, or if insurance had lapsed.
In such circumstances, the mortgagee’s security could be at risk, and arrest of
the vessel, or an action 7z rem against it, may be permissible. In 7he Heather
Bell [1901], a mortgagee (the previous owner of the vessel sold) seized a ves-
sel, a steam ship, for non-payment of an installment of the purchase money
owed to him by the mortgagor. The vessel had been hired to the plaintiff to
run on specified daily excursion trips for about six weeks, the plaintiff to have
“a charge and lien on the boat ranking in the highest position the owners are
able to fix the same, having regard to the existing circumstances”. The mort-
gagee contended that the agreement between the plaintiff and the new owners
(the mortgagors) was not binding upon him since it postponed his rights as
mortgagee and depreciated the saleable value of the vessel. It was held that the
seizure was wrongful; the charge and lien on the vessel given to the plaintiff
by its owners were subordinated to the rights of the defendant as mortgagee
so that his security was not impaired and the mode of employment was not
unusual for a vessel of the description of the steamer in question, so that its
saleable value was not reduced. The case illustrates that, should the mortgagor
take out another loan ranking below the original mortgage, so that it does not
gain priority, and provided the vessel continues to be operated in a usual way
which does not undermine its value as security, the original mortgagee will
not be justified in arresting the vessel. To make such an arrest could lead to an
action in tort (an unintended harm caused by one party to another to whom
a duty of care is owed) for damages by the affected third party (usually the
charterer) for interference with the due performance of a contract.

The mortgagee must exercise the power of sale with due care (Berg 1993).
In 7he Calm C[1975], mortgagees took possession in June 1969 of the mort-
gaged vessel, The Calm C, with a view to operating it and then selling it. In
October 1970, they sold the vessel and then brought an action against the
mortgagor for the deficiency in the sale price vis-a-vis the amount outstanding
on the loan of USD59,883. The mortgagors argued that they were entitled to
set off against this shortfall the losses caused by the lender’s failure to operate
the vessel wisely, and its later imprudent sale. It was held that the sale had
indeed been imprudent and that the sale price should have been USD60,000.
The mortgagee’s conduct had been grossly unfair to the mortgagors who were
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accordingly entitled to set off an amount of USD27,382. The economics of
the decision would appear to be that, if the mortgagee disposes of the vessel at
a below-market price and at a loss to him or herself when an alternative sale
option would have resulted in a lesser or no loss being suffered, any deficiency
will fall to the mortgagee and cannot be recouped from the mortgagor. The
burden of proof for establishing this alternative sale option will fall on the
Mmortgagor.

Zeeland Navigation Co. Lidv. Bangue Worms [2002] is further authority for
the nature of the duties owed to the mortgagor by the mortgagee when selling
the vessel which has been the security for a loan. In the case, the claimant,
Zeeland Navigation, sought damages or an account of profits arising out of
the forced sale of the ship by the defendant bank, Banque Worms. The claim-
ant had previously bought the vessel with a loan provided by the bank and
secured by a mortgage. In 1994, the bank exercised its power of sale under the
mortgage agreement and the vessel was sold for USD4 million to a company
nominated by a shipowner who was an existing customer of the bank. The
bank then entered into a project finance agreement with the client in which
the bank acquired an interest in the vessel’s profits. In 1997 the vessel was sold
for USD33.75 million. Zeeland argued that Banque Worms had, in 1994,
breached its obligation to take reasonable care to obtain a true market price
for the sale, and had breached its duty to Zeeland to act in good faith and
to use its power to sell the vessel for the sole purpose of securing repayment
of the amount outstanding under the mortgage. The bank had instead acted
improperly to derive a financial benefit for itself and enable its valued client
to buy the vessel at a discount. It was held in the United Kingdom Queen’s
Bench Division (Commercial Court) that Zeeland had failed to establish that
Banque Worms had been in breach of its obligation to take reasonable care to
obtain a fair market price for the vessel. It was not for the bank to establish
or prove its reasonableness: the burden of proving unreasonable behavior fell
on the claimant. Further, Zeeland had itself failed to market the vessel within
the contractual period of sale and had prevented the bank from doing so; this
had resulted in there being no marketing of the vessel in any true commercial
sense. The allegation of the bank’s acting in bad faith was also not substanti-
ated by the evidence adduced by Zeeland. In the course of the judgment it
was stated that, whilst a mortgagee is obliged to take reasonable care to obtain
a proper price, he was not obliged to delay the exercise of his power of sale
and could accept the best price in a disadvantageous market provided that
none of the adverse factors was due to any fault of his. A mortgagee could
choose his moment for the exercise of his right, but had then to take proper
and careful measures to secure the best price obtainable at the time of his
choosing.
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10.4.2 Power to Take Possession

The right to arrest a vessel as set out in section 21 of the Senior Courts Act
1981 is available either as a means to obtain possession of the vessel with the
aim of operating it, or as a procedural step leading the vessel to a judicial sale
such as an auction. If the mortgagor endangers the mortgagee’s security, for
example by trading the vessel in a danger zone or outside a geographically
permitted zone as stipulated within its insurance policy (so that insurance
cover no longer exists), then the mortgagee may arrest the vessel and take pos-
session (Smith 2001). The question then arises as to what rights, if any, arise
in favor of an affected third party, invariably a charterer. In Anton Durbeck
GmbH v. Den Norske Bank ASA [2006], a ship had been arrested and lost
cargo in Panama. The claimant, a charterer, claimed damages for financial loss
suffered due to the defendant bank arresting and detaining a ship carrying the
charterer’s cargo—bananas being transported from Ecuador to Hamburg via
Panama—with the result that it deteriorated and was lost. The bank had made
a loan to the shipowners in return for a mortgage on the ship, but subsequent
financial difficulties resulted in loan payments being missed and a default on
the P&I premiums. The bank had the vessel arrested in Panama and it was
accepted in the course of legal argument that the law governing the dispute
was the law of the country in which the events constituting the tort had taken
place, in this case Panama. The vessel was later sold at auction, enabling the
bank to recoup some of the outstanding loan. As there was no market for the
charterer’s cargo in Panama and transhipment was impractical, the cargo dete-
riorated and was eventually disposed of, resulting in a loss to the charterers of
EUR2.5 million. According to Panamanian law, a holder of a bill of lading
whose cargo has been damaged or lost on account of a valid arrest of the car-
rying ship has the right to sue if the arrest, even if procedurally and legally
correct as between the arrestor and the ship, was carried out in bad faith or
with the intention of harming the holder of the bill of lading. An arrest that
was likely to cause damage to cargo was not sufficient. In this case, there was
no evidence that the mortgagee had intended harm to the charterer, and the
former was entitled to look after its own interests and to take advantage of
the security to which it was entitled, even if to do so would prejudice the
charterer. Further, the bank would have damaged its own interests—its own
security—if it had allowed the vessel to continue on its voyage to Hamburg
without insurance. There was also the possibility that the vessel would have
been arrested by another party for some other reason in another jurisdiction,
potentially jeopardizing the bank’s priority ranking vis-a-vis other claimants
due to the unpredictability of local laws. The case illustrates the wider risks of
arresting a vessel in general, and not only in the capacity of mortgagee.
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The power to take possession also encompasses the ability to interfere with
disadvantageous charterparties. In 7he Myrto [1977], it was decided that,
where the mortgagor entered into a disadvantageous contract for deployment
of the vessel with a third party (in this case the contract was held to be “specu-
lative and impecunious” or unprofitable), and where maritime liens had arisen
because of the conduct of the mortgagor (here, a claim for non-payment of
wages to the crew) which would have priority over the mortgagee’s claim, then
arrest of the vessel by the mortgagee on the ground that it was a wasting asset
would be legally justified and could not be opposed (and the vessel released)
upon the application of an aggrieved charterer. In the context of endangering
security, the following caveat regarding operating the vessel should be noted.
In Keith v. Burrows (1877), it was stated that, subject to any agreement to the
contrary between the owner and the lender-mortgagee, the owner is under no
duty to operate the ship and may lay it up, provided that by doing so it does
not deteriorate or its value decline because it is not kept in a suitable condi-
tion. The decision makes commercial sense: it must be for the owner to decide
when to trade the vessel, bearing in mind fluctuations in the freight cycle. For
example, it may be commercially sensible not to trade when rates have fallen
to an unacceptable level in the spot market but, of course, in so doing the ves-
sel will not then earn freight. If the mortgagee was then able to arrest the ves-
sel because it had become an “idle asset”, then it would take decision-making
out of the hands of the shipowner who, in most circumstances, would have a
greater awareness of market trends than the lender which is in all probability
a financial institution.

In 7he Manor [1907], the borrower was in breach of a loan covenant to
pay an insurance premium, and had also incurred debts which included canal
dues and unpaid wages to the crew and master. The vessel’s state of repair
had also been neglected and would require a substantial sum to be expended
in order to restore it. These combined liabilities were anticipated to exceed
future freight earnings, which would be derived from a pending nine-month
voyage charterparty. The date fixed for repayment of the mortgage amount
was imminent and the mortgagee took possession of the ship. The issue for
the court was whether the mortgagee’s security would be materially impaired
if left under the mortgagor’s control; it was decided that there was sufficient
impairing of the security to justify the mortgagee in taking possession.

10.4.3 Appointment of a Receiver

A mortgagee has the power to apply to the court for the appointment of a
receiver to preserve disputed assets and obtain payment in respect of a debt or
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other liability. The application for appointment may be made without notice
to the mortgagor but must be supported by written evidence. Upon proof of
the default, a receiver is appointed to obtain payment but, importantly, not to
put the mortgagor into liquidation, which is subject to a different procedure.
An order appointing a receiver must be served by the party who applied for it
on the person appointed as receiver and every other party to the proceedings,
including other creditors. The principal purpose of the appointment is to pre-
serve assets where there is a dispute pending a court decision on the matters
in dispute. Where the application is disputed, the court will make a decision
on a “balance of convenience” test, assessing the potential damage to each of
the interested parties if a receiver were to be appointed. In practice, the court
will assess the strength of the applicant’s case and make the order if the assets
in dispute are thought to be in jeopardy, for example at risk of being moved
outside the court’s jurisdiction.

Figure 10.1 places the enforcement options available to a mortgagee in a
practical context. For example, the right of arrest cannot be considered in
isolation: questions 1, 2 and 3 in the figure show that the mortgagee must
first consider whether enforcement is financially worthwhile. Of practical rel-
evance, it must also be ascertained whether or not the vessel is situated in
a jurisdiction where a local enforcement procedure, principally arrest, is a
viable, quick option. Furthermore, is the vessel already encumbered with pre-
existing debts, which may rank in priority over a forced sale? Has the vessel
already been arrested in respect of non-payment of an existing debt? It may
also be the case that the mortgagee can resort to other security made available
by the mortgagor at the time when the loan was entered into; for example,
there may have been an assignment of insurances, guarantees from a parent
or other companies within the group, or pledges. These other forms of secu-
rity may be of greater practical significance and value than the vessel itself in
which case arrest, and the cost and delay involved, may be avoided. Having
considered the legal framework applicable to the mortgagee’s rights, and the
practicalities of enforcement, it is now appropriate to consider the rights of
the borrower-mortgagor.

10.5 Rights of the Mortgagor
10.5.1 Right/Obligation to Insure the Vessel
The mortgagor has the right to operate the mortgaged vessel in his or her

capacity as full owner of it, subject to not operating it in a way which preju-
dices the mortgagee’s interest. The mortgagor also has the responsibility to
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take out insurance in respect of the vessel (Smith 1991). If this is not done,
then the duty may be undertaken by the mortgagee and the cost added to the
outstanding debt. If the mortgagee subsequently takes possession of the vessel,
then the providers of the insurance must be notified of this; after possession,
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the mortgagee takes over all rights of the insured, and is subject to actions and
counterclaims which would otherwise have been brought against the mort-
gagor by third parties, but for the event of subrogation.

10.5.2 Right to Sell the Vessel: Existence of Prior
Encumbrances

The mortgagor, as legal owner of the vessel, has the power of sale. However,
when the mortgage has been registered, this is effective notice of its existence
to the world at large and, accordingly, the new owner will acquire the vessel
subject to it. The mortgagee, after such a sale, would have the right to have his
or her loan repaid, any surplus being paid into the new owner’s account, such
right being regulated by the deed of covenants. Invariably, there is a clause in
the loan agreement preventing the mortgagor from selling the vessel without
the mortgagee’s prior consent, meaning that the registrar will refuse registra-
tion of the sale transfer unless and until evidence of such consent is furnished.
If there is a shortfall, then the new owner would receive nothing, and the
mortgagee would have to pursue the vendor—the mortgagor—for any bal-
ance. At this point any guarantee, for example one provided by a parent com-
pany, would become of paramount importance in meeting this shortfall. If
the mortgagor is experiencing financial difficulties and needs to make a quick
sale of the mortgaged vessel at a price below the market value, then this may
be challenged by the mortgagee as prejudicing the security, particularly if the
funds raised would be insufficient to satisfy the amount outstanding or would
be exhausted in meeting those with prior claims, for example earlier creditors
or holders of maritime liens.

10.5.3 Application for Sale by Court Order

Where the vessel is sold by order of the court, the mortgagee is prohibited
from proceeding against the new owners in respect of any outstanding balance
under the former loan. The effect of this is that the new owners gain unencum-
bered title to the vessel purchased: the mortgagee’s action lies solely against
the former owner, after first having made a claim against the sale proceeds.
In 7he Acrux [1962], it was stated that it would be inequitable to permit the
mortgagee to proceed against the new owners; their sole source of recourse
was the balance produced by the sale, and if this proved insufficient, then they
would have to proceed against the mortgagor in the usual way since an action
in rem—against the vessel—would not be countenanced. If the mortgagee
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finds a buyer for the mortgaged vessel, and at a fair market price, then the
Admiralty Marshal cannot circumvent the normal procedural requirement for
an auction and simply sanction the sale to the new buyer.

10.5.4 Right to Redeem the Mortgage, and Foreclosure

The mortgagor has an equitable right to pay off the amount outstanding on
the loan to which the mortgage relates, even if in default of payment of install-
ments due. The practical implication of this rule is that, should the mort-
gagee take possession of the vessel following non-payment on the loan by the
mortgagor, the latter may still demand return of ownership upon payment
of the amount outstanding. This may have adverse consequences should the
mortgagee wish to sell the vessel to a third party but is nevertheless compelled
to return it to a possibly unreliable mortgagor who may default again in the
near future. To counter this risk, the mortgagee may be able to bring an action
for foreclosure in which the court grants an order that, unless the mortgagor
pays the amount outstanding within a short period of time, the mortgagee
will become the legal owner of the vessel with full power of sale. (It should be
noted that this remedy of foreclosure is rarely applied for today). In Flezcher
and Campbell v. City Marine Finance [1968], plaintiff (a) mortgaged a vessel
to the defendant lender as security for a loan of GBP1,200 repayable in 24
equal installments. Plaintiff (b) was the beneficial owner of the vessel. The col-
lateral deed setting out the terms of the financing stated that the bank could
claim immediate payment of all sums due and sell the ship if default were
made in payment. Following default in payment in the 11th month the bank
wrote to plaintiff (a) saying that it would take possession of the vessel, which
would only be released on payment of the full amount outstanding. Six days
later, plaintiff (b) tendered the full amount, which the defendant bank refused
to accept on the grounds that it could only accept the sum from plaintift (a).
Three days later, plaintiff (b) informed the bank that he was arranging for the
amount to be paid by plaintiff (a). Four days later, the bank sold the vessel,
and both plaintiffs sued. It was held that the bank had not taken possession
before the sale and the purchaser had notice of plaintiff (b)’s beneficial owner-
ship. The first tender of payment by plaintiff (b) was not conditional, and dis-
pensed with the need for further tender; and the bank had been unreasonable
in refusing this. The bank had notice before the sale that plaintiff (a) intended
to pay and had a right to redeem. A mortgagor of a ship had a right to recover
damages against his mortgagees if his right to redeem was prevented by the
latter’s wrongful act, and this had been the case here.
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10.6 Future Directions in Ship Mortgages
as a Form of Financing: Securitization

Securitization may be defined as the bundling together of future cash flows,
their transference to a separate legal entity (a special purpose vehicle—SPV)
and the issuance of tradable bonds by that entity to investors. The bonds
are serviced from cash flows passed through to the entity from the lender or
original owner of the cash flows, known as the originator. The bond issue
is 