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Mind the 
(funding) Gap: 
Using Shadow Ratings to 
Manage Shipping Volatility 
and Cyclicality
By Capt. Kaizad Doctor, PhD, Director of Modelling, 
Maritime Strategies International and 
Alex Hurel, Analyst, Maritime Strategies International

arnings in the shipping
sector are some of the most

volatile time series in any finan-
cially traded market. But, while
earnings volatility is one major
factor, market cyclicality and
asset value volatility also play
important roles in evaluating
market risk. 

Shipping has one of the lowest
concentration index values
when compared with other
industrial sectors. Whilst this is
an opportunity for consolida-
tion, in reality, due to shipping’s
private and fragmented owner-
ship, there is all too frequently
indiscriminate ordering against
expectations of strong cash flow
which itself can result in a
cyclical downturn. The cycli-
cality is further enhanced by a
limited ability to adjust to
unexpected changes in demand. 

Shipping’s inherent volatility
and cyclicality have tradition-
ally made it very hard to assign
a credit rating to debt finance.

against systemic risks. Stress
tests are becoming increasingly
severe, with scenarios ranging
from Chinese macro-economic
slowdowns to the changes in
endogenous market variables
(scrapping, technological obso-
lescence etc.) being imposed by
regulators on traditional ship-
ping lenders. 

According to the Basel III
committee, global banks need
to raise more than $0.5 trillion
simply to comply with the new
regulations, which implies they
must hold capital for regulatory
purposes rather than deploy it.
This is not optimal for the ship-
ping sector which is highly
capital intensive, with around
80% of debt facilitated by
around 40 international banks. 

A variety of alternative sources
of debt, including pension
funds and insurance compa-
nies, have previously found
themselves unable to compete
with the banking sector’s ability

E In addition to the lack of accu-
rate ratings, recovery data is not
always available, so the true
outcome of many bankruptcies
and restructurings is unknown. 

As shipping banks continue
their retreat from providing
debt finance, alternative debt
sources — which need a much
clearer idea of the risks that
shipping investments present
— are entering the market.

In response, MSI has developed
an advanced credit-modelling
framework that provides a
“shadow rating” and pricing
methodology. This is available
not only for individual transac-
tions but also at portfolio levels
to plug the existing data gap in
many deals.

Basel III and the
Funding GAP
As a result of the financial crisis,
banks are typically required to
hold increased capital reserves
to provide a greater buffer

to originate debt and their
pricing structure for shipping. 

However, the regulatory restric-
tions placed upon the banks
and their consequent retrench-
ment have made alternative
sources of debt increasingly
sought after. 

Non-banking sources of
privately placed finance have
increased flexibility for corpo-
rate borrowers, and term sheets
may be tailored to accommo-
date creative credit enhance-
ments and risk-based pricing. A
variety of debt products have
been structured around the
needs of borrowers, from senior
debt and mezzanine finance to
non-amortizing loans and
warrants. 

Risk-based
Pricing and
Rating 
Challenges
Whilst the alternative sources
of capitalization are not encum-
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bered with Basel III or other
regulatory pressures that are
behind the withdrawal of tradi-
tional debt finance, they have
their own set of challenges. 

A typical pension fund or insur-
ance company would require a
transaction to be rated before a
bilateral deal could be placed.
Of the top four largest ratings
agencies, only Moody’s Investor
Service has a publicly-available
rating methodology document
and a limited number of rated
transactions. Despite its experi-
ence and expertise, Moody’s has
attached a subjective cap of Baa
(low investment grade) to ship-
ping. 

MSI, together with investment
banking partners, has devel-

“accommodated.” 

In Figure 1, the cash-flow
projection for an Aframax vessel
is protected up to the first
quarter 2017 thanks to a fixed
charter with a low probability of
default. After the charter termi-
nates, the vessel is expected to
be released onto the spot market
and, therefore, various iterations
of potential earnings are
wrapped around MSI’s latest
base-case forecasts using trans-
parent stochastic processes. 

Earning projections for the
sector are expected to “soften”
from 2016, bringing the base
case closer to a typical break-
even (absorption) rate repre-
sented as a red-line. In a weaker
market, if the unhedged posi-

oped a shadow rating method-
ology that not only allows the
lenders to structure and price
deals, but also to
perform mark-to-market valua-
tions through time.  

The key participants that have
typically engaged with MSI
include: 
• regulatory bodies that
require macro stress test
outputs on the shipping
market; 

• banks that use components
of MSI’s models to improve
their internal credit model-
ling abilities; 

• pension funds and debt plat-
forms that need the credit
modelling capabilities to
facilitate ratings; and 

• loan traders who need to

evaluate the robustness of
the underlying loan portfo-
lios and base their cash burn
assumptions on realistic
independent and external
scenarios. 

The challenges for each would-
be participant are both tech-
nical and relate to the paucity
of data. 

Accommo-
dating
Volatility and
Cyclicality
MSI contends that, if the
primary uncertainties relating to
the earnings time-series fore-
casts — cyclicality and volatility
— are incorporated as part of a
market view, they introduce
inherent risks that need to be
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Figure 1

tion is exposed to the spot
market volatility, it could easily
dip below the break-even rate,
triggering an increased likeli-
hood of default. 

Typically, banks, borrowers and
rating agencies do not impose a
cycle on forecast earnings and
simply assume a flat expecta-
tion (10- or 20-year historical
median rate) which assumes
that the probability of default is

evenly spread, and defaults
occur due to volatility alone.
Use of Discounted Cash-Flow
is therefore unable to capture
the key characteristics of the
shipping market time-series.

When viewed based on the
probability of default, the deal
results in an interesting picture
(see Figure 2). There is a very
low probability of default for
the first year due to the fixed
charter providing secure cash
flow at rates well above break-
even. 

Thanks to the regulatory envi-
ronment, the bank would find
it hard to hold the loan on its
books without having any
major covenant breaches should
the expected weakness in the
rates manifest in 2018. This is a
good illustration of the hazards

From a bank’s perspective of a
tiered capital structure, Tier 1,
2 and 3 are all breached. This is
due to the area of duress created
by a combination of volatility
and cyclicality that would
otherwise be discounted if a 20-
year median value were used.

When the vessel enters the
charter market in 2017 (a time
when the markets are expected
to soften) the combination of a
lower period in the cycle
coupled with high volatility
increases the instances of
default. 
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Sensitivity of Credit Enhancements

Source: MSI
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vessel is sold at auction, and
may contain survey, Opex and
accrued interest costs in addi-
tion to the brokerage and legal
expenses. 

Legal costs are surveyed and
accounted for separately, as are
fire-sale discounts for vessels
sold at auction which may be
around 20% in poor markets
and negligible when markets
improve. 

These time and jurisdiction
specific determinants are
captured in the MSI modelling
framework using advanced
panel regression methodology
widely accepted by regulators
and rating agencies alike. 

All of the cost components are
added to the debt outstanding
and compared to the recovery
value of the asset. If this differ-
ence, known as the Expected
Loss (EL) is zero across 10,000
iterations then the deal is well
structured and is likely to

obtain an investment grade
rating. 
EL metrics are then used to
produce the shadow rating. A
variety of credit enhancements
can be used to improve the
creditworthiness of the deal by
measuring their effectiveness
and towards allocating cash
where it is needed the most. 

In Figure 3, two credit
enhancements that are both

cash-based are tested for their
effectiveness in improving the
credit rating of the deal. The
first (yellow) is a debt service
reserve that is used at any point
in the tenure to improve the
ability of the owner to meet its
debt service commitments. 

The second is a minimum
liquidity reserve for contingen-
cies. The deal falls between the
two rating bands of Baa1 and
Baa2, and we can see the effec-
tiveness of each credit enhance-
ment when stepped forward in
improving the rating.

The pricing of the structure is
then a matter of applying the
yield curve and mapping it to
the risk/rating. A majority of
shipping deals typically fall into
the BB segment and a few —
with expensive enhancements
— falling into BBB or above. 

This means that bilateral or
platform-based non-banking
deals are likely to be priced at
L+3.5%-6.0%, which is
roughly equivalent to 5.0-7.5%
fixed. This would also incorpo-
rate a higher yield to incentivize
institutional lenders to partici-
pate in asset-backed shipping
debt and thus improve funding
conditions more broadly. 

For more information about the

MSI Shadow Rating methodology,

please contact

kaizad.doctor@msiltd.com. 

Dr Adam Kent of MSI will be

speaking at Marine Money Week,

New York, June 22, on “From the

Weeds to the Trees – Where to look

for Opportunities”

of pro-cyclical lending that
favours strong current cash
flows but does not guard
against a weakening of the
cycles. 

Conservative
Recovery
Assumptions
Any default triggered would
not result in loss of capital to
the lender, as the loan is asset-
backed. But MSI has been able
to hand-collect a vast amount
of data that can provide
comfort to the lenders
regarding the likely costs
incurred in enforcing the mort-
gage. 

There are three major cost
components arising from a
default: i) enforcement delay;
ii) legal and incidental
expenses; and iii) fire-sale
discounts. The first constitutes
the delay that is typically expe-
rienced by a bank or a lender
from the time the arrest warrant
is issued until the time the




