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TOPIC OF THE WEEK

Scenario building for tomorrow 

COPENHAGEN-based Danish Ship Finance is something of an unusual case in the shipping

industry as it is solely active in extending shipping loans.

Until recently, DVB Bank also operated under a similar model except that it was extending loans

to all transport assets, including shipping and air transport. However, that was in the past: it was

reported this week that parent DZ Bank has finally called time on the loss-making bank, and will

now fold the remaining parts of DVB’s business into its own portfolio.

Danish Ship Finance is therefore a unique case. The company started its activities back in 1961

when it was created as a foundation by a number of Danish banks, insurance companies,

shipping companies and shipyards, together with the National Bank of Denmark.

In a nutshell, the company was created to promote the development of the Danish Maritime

industry through the provision of shipping loans. In the 1990s, the foundation started to extend

loans outside Denmark and became a limited liability company in 2005.

As mentioned, the company operates solely in the business of ship finance, across all shipping

segments. The Figure 1 pie chart above, derived from a table available on the company’s

website, shows its portfolio in number of ships per segment.

Over the last five years, Danish Ship Finance has had a stable outstanding loan portfolio as

shown in the Figure 2 graph on the next page.

Meanwhile, in addition to the fact that Danish Ship Finance is solely active in ship finance, the

firm also publishes an excellent review of the shipping market twice a year, which is a useful

resource for shipping executives seeking another view on the market.

The last issue of this report is accessible at the following link (registration might be required):

https://www.shipfinance.dk/media/2054/shipping-market-review-november-2020.pdf
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Topic of the Week continued

Typically, the report is comprised of a chapter giving an overview of shipping, commonly titled “Shipping markets at a glance”. This is

followed by a chapter dedicated to the shipbuilding industry, followed by an examination of each shipping segment.

This is what the April 2008 report stated for dry bulk:

“For a long time now, we have been arguing that ship prices should be falling rather than rebounding. Although, so far,

we have been wrong in our timing, we maintain our forecast.”

And this what was written in the August 2008 report for the dry bulk market:

“To employ the current Capesize orderbook, a “new China” will have to emerge. Thus, we maintain our fundamental

long-term scepticism that the current buoyant Dry Bulk freight rates and ship values will continue.”

Clearly Danish Ship Finance was right, as a new China did not emerge and as a result 12 years later we are still in the doldrums,

digesting a massive overcapacity in the fleet, which is inefficiently hidden in slow steaming!

Taking the pollution-free path

This year, in addition to the usual chapters, the research team of Danish Ship Finance has added an interesting 14-page section titled “A

pathway to zero-carbon shipping”, with its own executive summary which begins with the following short paragraph:

“We present a vision that aims to identify how ships, as an asset class, can re-emerge as an attractive investment

opportunity in a zero-carbon future. This is, to some extent, a discussion of end-game scenarios. Whether or not the scenarios actually

materialise is not that important; the key thing is that exploring them may allow us to open our minds to alternative trajectories and help

us escape the rut of linear thinking.”

Ships are regarded in some quarters today as essentially devices burning oil, and therefore a very unattractive investment in a world

which has finally awoken to the fact that it needs to go green - and fast. But there will be ships tomorrow, and ships that by definition

will be green.

The method proposed by the research department of Danish Ship Finance - which is akin to scenario planning - is to build a number of

scenarios which could, but may not in the end, pave the way for today’s shipping to tomorrow’s. The report describes today’s shipping

market as being highly fragmented with very low barriers to entry, in which assets are highly standardized, which leads owners to sell a

commoditized service by only competing on price. This means that ultimately shipowners’ only hope to improve earnings in what is a
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Figure 2: Danish Ship Finance outstanding loan portfolio in $ billion
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Topic of the Week continued

highly volatile but fundamentally low-return-on-invested-capital industry is to make additional money on asset play! The report then

volunteers a description of tomorrow’s shipping.

Tomorrow’s shipping could (should?) be a highly consolidated market in which market participants make money solely from operating

vessels, which are integrated into a zero-carbon logistics chain. In tomorrow’s shipping market, vessels are more standardized than

today and benefit from high barriers to entry through the need to control the zero carbon fuel supply.

Ultimately, the income derived for owners is much less volatile than today and provides a decent and predictable return on invested

capital.

Banker’s fantasy?

It is perhaps the fantasy of a ship finance banker but it does not matter, as what is important is to go through the motion of scenario

building in order to imagine the transition from today’s shipping to tomorrow’s shipping. The various scenarios do not need to be right,

they only need to be plausible. This is a fascinating – and vital – exercise.

We will end the article with a look at the outlook proposed by the report. Across the board, the outlook has improved compared to six

months ago as the impact of Covid-19 has been less than feared: a contraction in seaborne trade of “only” 4% to 5% in volume,

although this, of course, remains subject to the impact of the second Covid-19 wave.

Another positive point highlighted by the report is the historically low orderbook which stands at 7% of the existing fleet, with 75% of

newbuildings scheduled to deliver before the end of 2021. On the negative side, Danish Ship Finance sees freight rates still capped by

poor demand and low demolition activity.

Later on, the report details ‘pockets’ of extraordinary risk. Danish Ship Finance see a “tail risk” in some segments, with owners potentially

left with “stranded ships” they cannot sell. The report identifies the LNG, Container, OSV and PCC segments as those with the highest

probability of this happening.

If the dry bulk segment is not seen as littered with stranded assets, its outlook however is not likely to turn positive for a number of

years - and then only if demand increases. In particular, the report offers a very negative outlook for the Capesize segment, where fleet

growth is likely to outpace demand growth for a considerable period of time!
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Figure 3: Danish Ship Finance’s estimation of dry bulk vessel values in the cycle


