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Foresight
Pricing a Recovery: What Will Drive the Next Stage of the 

Asset Price Cycle?

Chart 1: 5 Year Old Prices in Historical Context

October 2016

Across the board, shipping asset prices have continued 
to fall through 2016 and in some sectors we are now 
seeing prices at or below levels not seen since 1990, 
most notably for containers and dry bulk carriers.

The questions this poses are: how long will this 
situation last and which sectors will be likely to benefit 
from the recovery? To answer these questions there 
is a need to understand what drives second-hand 
prices and this essentially comes down to four primary 
elements: newbuilding prices, earnings, scrap price 
and life expectancy.

Demand outlook promising

Of these, earnings are themselves dictated by the 
employment rate which itself is driven by fundamental 
supply-demand balances. 

By examining MSI’s sector-specific models we can 
reach some conclusions about the relative level of 
growth in seaborne trade across a number of shipping 
sectors. In terms of cargo, MSI forecasts positive 
growth across all sectors with the exception of the 
offshore market.

The ‘winner’ from the demand perspective will be 
the gas trades, predominantly LNG and also LPG. 
But more generally we expect to see around a 10% 
increase in seaborne cargo growth between 2016 and 
the end of 2019.

Seaborne cargo growth only tells one half of the 
equation and we have to convert this into shipping 
requirements to fully appreciate the impact on 
the industry, factoring in both the efficiencies and 
inefficiencies into the calculation.
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Not only must routes and distances - the traditional 
tonne-mile measure – be taken into consideration, but 
so too must speed, waiting/port time, operating days, 
ballast ratio, carrying capacity and when forecasting 
the evolution in vessel sizes.

By adopting this method we can now translate 
seaborne cargo growth into how many ships will be 
needed to service these trades.

For illustrative purposes only, if we assume that all 
crude oil is transported in a VLCC and all dry bulk 
travels in a Capesize bulk carrier, then in order to meet 
incremental demand, many more ships will be needed. 
On the dry bulk side this equates to the equivalent of 
300 Capesize bulkers and on the product side 250 
medium range tankers.

Supply the party pooper

Of course any analysis must also consider the supply 
side of the equation and in recent years it is the supply 
side that has been the party pooper.

While there have been periods in which there was 
a good relationship between the macro economic 
environment and earnings, post-2008 the supply side 
has been primarily responsible for this relationship 
falling apart.

Therefore if we compare the required tonnage on the 
demand side to what's on the orderbook already we 
can see where the disparities and imbalances lie.

Although we may need the equivalent of 300 
Capesize bulkers to meet incremental seaborne 
cargo growth, there are already the equivalent to 500 
on the orderbook. The product tanker and chemical 
tanker markets, on the other hand do look more 
balanced.

But of course this analysis assumes that we are 
starting from a position of equilibrium which we are 
not. The employment rate for most sectors is already 
depressed with hundreds of vessels either laid up or 
idle.

However, it seems, for once, that the industry is 
administering its own supply side medicine in the 
form of low contracting volumes and high scrapping 
totals. At least for bulkers and containerships there has 
been significantly more scrapping than there has been 
contracting so far this year.

Taking the Medicine

Tankers have seen only limited scrapping and it 
has been the cruise sector – in some ways not an 
indicative shipping market – where we have really 
seen contracting increase.

There is also some help on hand from unusual sources. 
It is an ironic situation to say the least that barnacles - 
long the nemesis of shipowners due to their fouling of 
ships’ hulls - may now become one of the saviours of 
the shipping markets.

Barnacles are among the invasive aquatic organisms 
that the recently ratified Ballast Water Management 
Convention are designed to stop being transported 
around the world in ballast water.

The convention requires that ships install a ballast 
water treatment system by the first renewal of their 
International Oil Pollution Prevention Certificate, which 
is due at least every five years, typically during a 
special survey.

Consequently, this means that many owners will have 
a big decision to make considering the installation 
of BWT plants. These can typically cost between 
$0.5mMn and $2Mn depending on the ship and ballast 
water flow rate determined by the type of vessel and 
vessel’s size.

At a time when a special survey itself may also cost 
a similar amount, for an asset whose value may 
still be severely depressed, the motive to scrap 
rather than plough more cash into old ships may be 
overwhelming.

And the number of vessels that are coming up to 
significant third special surveys or above is sizeable. 
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Chart 2: Breakeven Level versus Recent Earnings

For containerships 15% will be due a third or above 
special survey over the next three years, whereas 
for tankers the equivalent statistic is over 20%. We 
therefore expect to see continued high scrapping 
volumes over the course of the next three years which 
again will help realign supply demand balances.

A combination of low contracting and high scrapping 
mean that we are due for a period of low fleet growth. 
Comparing historical fleet growth by sector together 
with MSI’s forecast out to 2019 and beyond, we can 
observe that, with the exception of the LNG market, 
the industry will see fleet growth totals at below 5% 
consistently for three years.

The effect on earnings

In terms of earnings it is clear that a large number 
of shipping sectors are at or are near the bottom of 
the earnings trough. Many have been flat-lining at 
this level for some time and showing no sustained 
signs of improvement. Only the chemical tanker and 

the Ro-Ro sectors that are on an upwards earnings 
trajectory.

However, the low earnings are still enough to support 
prices for some sectors. Current breakeven levels for 
tankers are below the 1 YrT/C rate and even for the 
small end of containerships and bulkers, earnings are 
just enough to support the low prices.

The sectors that are really suffering are large bulk 
carriers and midsized containerships. Considering the 
Panamax containership market in this context, much 
has been said and written on how all Panamax vessels 
are effectively dead in the water.

And that may be no surprise when we look at earnings 
for the midrange of containership classes in comparison 
to vessels a quarter of their size which have been 
earning more than larger sizes.

However, MSI does not think this will last indefinitely. 
We do not believe that the Panamax malaise is a case 
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of obsolescence but rather a pure lack of demand in 
the sector.

Of course we have been here before – specifically in 
the crude sector during the late 1970s and early 1980s 
when VLCCs were earning less than smaller Aframax 
vessels for a number of years. However, once demand 
came back then we saw a return to a logical order in 
earnings-versus-vessel size and the VLCCs earned 
more than Aframaxes once more.

So where will sector earnings be in two or three years 
time? What goes up must come down and Ro-Ros will 
have had their time in the spotlight. Crude tankers will 
be near the bottom of the cycle with most other sectors 
are at the foothills of the next upwards climb. It will 
be chemical tankers that are sitting at the peak of the 
earnings cycle in this timeframe.

Building a shipyard recovery

The other driver to pricing the recovery is the 
newbuilding price. There are two primary inputs into 
newbuilding prices: yard forward cover and yard 
costs.

Yard forward cover measures the relationship between 
the orderbook and yard capacity and essentially gives 
yards pricing power if the forward cover metric goes 
above 1.75 years. The yard costs set the floor to 
newbuilding prices and are driven by both global and 
regional cost components. Both feed into determining 
newbuilding prices in practice.

As is clear from pretty much every other news headline, 
the shipyards are currently struggling.

All the big Korean yards have had a woeful time of it in 
2016 taking less than 20% of the three year average 
contracts in 2016 so far. There are a handful of around 
10 yards that appear to be doing OK in 2016 but most 
of these are smaller, more specialised yards. Worse, 
there is a large number of yards that have taken no 
orders at all in 2016. 

The evolution of shipyard capacity over time shows 
how elastic capacity can be and how quickly it can be 

brought back online to quash any sustained recovery if 
owners are tempted to order tonnage.

In forecasting where newbuilding prices will go – and 
how quickly - the development in yard forward cover 
suggests that with a reduction in shipyard capacity, the 
recent low contracting will bottom out in 2018.

However, costs will bottom out in 2017 and it will be 
costs that prevent newbuilding prices falling further in 
2018. We therefore expect to see a two-year bottom to 
the newbuilding price cycle. This translates to a VLCC 
hitting around $80Mn and a Capesize newbuilding 
price a shade under $40Mn.

An uneven price landscape

The all-time low for shipping asset prices remains 
1983 for VLCCs and Panamax bulkers if prices are 
re-expressed as net replacement value depreciations, 
normalised for newbuilding prices and net of scrap to 
obtain a true representation of asset value.

If we overlay some of the current worst performers 
we can see that for Panamax containerships we are 
almost at all time lows whereas for modern Handysize 
bulkers these are a long way from the depths seen in 
the Panamax bulker asset class in the early 1980s.

However, given the ever-increasing shift of financing 
to the Far East it is worth noting that the pain isn’t 
being felt equally across all currencies. For example 
in 2013 BoCom Leasing contracted the 9,400 TEU 
containership MSC Maxine at SCS Shipbuilding for the 
equivalent of $82.5Mn. 

The vessel was delivered in 2015 and since then the 
value of the vessel has declined. What is worth noting 
is that the value has declined more slowly in RMB if 
compared to the US$ equivalent.

This is perhaps best shown by comparing the price and 
MSI forecasted prices as a percentage of the original 
contract price.

In US$ the value of the ship will have fallen to 80% 
of the original contract price by 2017 but it wont hit 
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Chart 3: Asset Play - Buy 5 Year Old Now, Sell in 2021

80% expressed in RMB until 2020. During this five-
year window the currency impact can have up to a 7% 
difference in terms of the depreciation profile -  which 
of course can have a big impact on the attractiveness 
of an investment.

Forecasting the Recovery

The question on the mind of owners and investors is 
when will there be a recovery and which sectors will 
show most of a turn around? Using MSI’s Forecast 
Marine eValuator (FMV) product we can identify where 
the best asset plays are over the course of the next 
five years.

Across a range of vessel types and sizes, we have 
analysed the price of a five-year asset old today and 
then looked at MSI’s forecast 10-year old price in 

five year’s time and have assessed the relative price 
movement.

It is important to remember that even with a straight line 
depreciation and assuming 25 years life expectancy we 
would expect to see a 20% erosion in price over the 
course of five years. Based on MSI’s latest forecasts only 
a smaller number of sectors will see prices fall below this 
20% metric over this period. The analysis reveals that it 
is a number of the product tanker classes that exhibit the 
greatest depreciation between now and 2021. 

The clear winners are the sectors under the most 
current duress, containers and dry bulk, with the 
smaller sizes expected to do better than their larger 
brethren. So as long as investors are prepared for 
some short term cash burn there are opportunities out 
there.
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