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= The near-term outlook for all the segments remains weak,
although the dry bulk and offshore markets appear relatively
better off at this juncture.

= Indian shipping companies have been impacted significantly by
the current downturn in the global shipping market, as the sharp
fall in their profitability and the weakening of their credit metrics
show. However, unlike some of the global shipping companies,
fleet utilisation of Indian companies remains high because of the
policy of “right of first refusal” of the Government of India (Gol)
for Indian charterers. As in the global market, in the Indian
market too, the near-term outlook for profitability remains weak
for the sector participants. However, the extent to which
individual companies are impacted will depend on their
segmental diversification, fleet quality, chartering philosophy,
phasing of induction of new builds, financial policies, and
financial flexibility.
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=  The share of Indian shipping companies in India’s export-import
(exim) seaborne trade is low at 14%. With the anticipated pickup
in trade growth following gradual recovery of global economies,
the need for Indian tonnage should only go up. However, the
industry may have to phase out its older vessels, which
constitute a large chunk of its fleet now, given that the demand
for older vessels has waned considerably. Thus, even to
maintain its share of India’s exim trade, the industry may have to
invest a sizeable amount in the medium term. In this context,
ICRA expects small to medium shipping companies to face
significant funding constraints, given the reduced appetite of
lenders for this sector. High cost of borrowings and a not-so-
friendly tax regime could also impact their competiveness vis-a-
vis global players. However, with regard to the larger and well-
capitalised companies that have good financial flexibility, the
downturn presents an opportunity to augment their fleet by
purchasing modern second-hand assets, which are now trading
at a significant discount to the new builds.



ICRA Rating Feature Indian Shipping Companies: Navigating Choppy Seas

Table 1: Shipping Companies Rated by ICRA

Company Rating Outstanding*

Shipping Corporation of India Limited IrAA+

Chowgule Steamships Limited LBBB+

Goodearth Maritime Limited LBBB

West Asia Maritime Limited LBB+ (Negative Outlook)
Seaways Shipping Limited LBBB-

Meredian Shipping Agency Private Limited LBBB-

*As on December 9, 2009

Background

The history of the Indian shipping industry dates back to 1919, when the first Indian shipping company,
Scindia Steam Navigation Company, was established. The industry is seen as a symbol of national pride
and sovereignty, with the result that the Gol has often intervened to promote shipbuilding and shipping
activities. Nevertheless, the shipping industry is fundamentally global in nature, given that it is mostly
engaged in international trade as opposed to coastal trade. Besides, historically, Indian tonnage has not
grown in line with the country’s trade requirements, a fact that explains the low market share of Indian
liners. It is estimated that Indian flagged vessels account for only around 14% of the India-based exim
seaborne trade. According to the statistics of Indian National Shipowners’ Association (INSA), the size of
the Indian fleet is around 14 million dead weight tonnes (DWT), which is a minuscule 2% of the global fleet
(721 million DWT). Around 80% of the Indian fleet is owned by just five companies: The Shipping
Corporation of India Limited (SCI), The Great Eastern Shipping Company Limited (G E Shipping), Mercator
Lines Limited (MLL), Essar Shipping Ports and Logistics Limited (Essar), and Varun Shipping Limited
(Varun). Among the various classes of ships, Indian shipping companies have largely focused on bulk
carriers, carrying both liquid cargo (petroleum, oil and lubricants, or POL) and dry cargo (coal, iron ore,
grains, etc). Of late, domestic shipping companies have sharpened their focus on the offshore logistics
segment, although their presence remains limited with regard to container ships, liquefied natural gas
(LNG) transporting ships, car carriers, and cruise liners.

The shipping business is marked by high capital intensity, volatile freight rates, commoditised product
offerings, and a high level of fragmentation. The credit risk profile of the shipping sector is also affected by
the generally high leverage adopted by ship owners to fund acquisition of new/second-hand ships.
Offsetting the financial risk partly is the fact that ships are good security: seizing and auctioning ships is
relatively easy, as compared with assets of manufacturing companies. Nevertheless, some shipping
companies have adopted several mitigants to offset the risks facing the sector. This paper analyses ICRA’s
views on the credit quality of the sector participants in the light of the significant downturn that the industry
has faced recently.

Patterns in recent shipping cycles

Demand-supply factors largely set the tone for the shipping cycles. For example, during 1973-88, the
downturn in the industry was caused by sluggish demand growth and overcapacity in the shipbuilding
industry. Overcapacity kept the charter rates low between 1988 and 1997. From 1998 to 2008, demand for
ships grew rapidly and shipyard capacity became tight, setting the tone for a period of great prosperity for
the ship owners. Within the latter period, 2004-08 happened to be one of the best phases for ship owners
with earnings reaching an all-time high. The key factors that contributed to this prosperity include the
prolonged boom in the world economy, and sustained growth in China, which led to a significant demand
for dry bulk and container trades. On the supply front too, the market was in a favourable position with all
the excess supply of ships from the previous decade being absorbed by the boom in exim trade.

However, the fortunes of the shipping market were hit by a host of factors in the second half (H2) of 2008-
09, the key among which are discussed here.

e Commodity price crash: The period saw significant correction in the prices of commodities,
including metals, petroleum products, and agri-products. Anticipating further price correction, many
importers postponed or went slow on their purchases.

e Decline in exim trade: The global slowdown translated into lower demand for commodities and
containerised products, which in turn reduced the demand for ships. Cutback in production of
crude oil by the Organisation of Petroleum Exporting Countries (OPEC) and lower demand for
petroleum products would also fall in this category, as the lower demand for crude oil and product
tankers left many ships idle. The credit squeeze also affected exim trade as banks were reluctant
to open letters of credit (LCs) for importers.
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e Supply of new vessels: As in the previous upcycles, during 2004-08 too, ship owners had placed
orders for new ships, which started getting employed in the market at a time when exim trade had
begun to shrink, thereby impacting the spot and time charter rates. Also, the extent of orders
placed with ship building yards was one of the highest in 2004-08 as compared with the previous
years. But the new builds had just begun to hit the market, and the impact was therefore limited.

While dry bulk and container ships were the first ones to be affected by the crisis (in Q4 CY 2008), crude oil
tankers and product tankers also got impacted subsequently (Q2 CY 2009). Unlike dry bulk market, crude
oil tanker market held up for some time as the market is characterised by strong counterparties (oil
companies and traders) and the prevalence of contango in the commodity futures market. With the futures
prices being higher than the spot, there was incentive for oil exporters/traders to hire crude oil tankers for
floating storage. However, since April 2009, the fortunes of even the tanker market have begun to reverse
course with the demand for oil falling sharply.

Because of the factors discussed above, the charter rates softened to such an extent that almost all
categories of ships deployed in the spot market could not even recover the standing charges (consisting
mainly of crew expenses, repair & maintenance, and insurance), let alone capital charges (interest and
depreciation). The situation was especially tough for small shipping companies with high financial leverage
and high exposure to the spot market, forcing them to file for bankruptcy. Even shipping companies with a
larger share of time charter contracts could not remain unaffected for long with some charterers either
reneging on their contracts (being lured by the large differences between their time charter rates and the
prevailing spot rates) or renegotiating for lower time charter rates. Shipping companies, who had in-
chartered the ships for out-chartering activities, experienced a double whammy with their customers
negotiating for a lower out-charter rate and the ship owners not willing to lower the in-charter rates.

Besides the downturn in the trade, shipping companies have also been impacted negatively by the drying
up of the loan market, with lenders turning cautious in disbursing funds to this distressed sector. ICRA
further notes that the sector participants have also had to contend with a significant decline in the market
value of their mortgaged ships (20-50% depending on the particular segment), which in turn has led to the
breach of the loan covenants. With that, the lenders have asked the companies concerned to either offer
additional ships as collateral so that the earlier loan-to-value (LTV) ratio can be maintained, or pre-pay part
of the loan. This again has put further pressure on the liquidity position of highly leveraged companies.
Although the Indian market has not seen bankruptcies as yet, ICRA has come across a few cases of
smaller shipping companies opting for loan restructuring, using the Reserve Bank of India’s (RBI) window
of restructuring for the Indian Banks.

Notwithstanding the overall gloom, ICRA notes that the global shipping market has been displaying signs of
recovery of late (Refer Charts 1 and 2), with different segments appearing to be in different stages of
revival. Notably, the dry bulk market has staged a quick rebound even as the rest of the market is not out of
the woods yet. The key factors behind this recovery include the fiscal stimulus packages announced by
several countries, which have had the effect of propping up demand for several commodities and products
and also improving liquidity conditions within the banking system.

Chart 1 : VLCC spot charter rates Chart 2: Dry bulk spot charter rates
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ICRA’s perspective on the market dynamics for key shipping segments, going

forward

(a) Crude oil and product tankers: Going forward, the key factors that would influence the charter rates
include, inter alia, the level of net fleet addition, and the extent of demand recovery. On both, the outlook is
negative for the crude oil and product tankers segment. According to various shipping-market broker
reports, fleet addition (as a percentage of the fleet size outstanding) is expected to vary from 10% to 15%
per annum for different categories of crude oil tankers during 2010 and 2011. However, net addition to the
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fleet may be moderately lower than the above, because of possible slippages and the phase-out of single
hull tankers. With bankers turning cautious in lending to this sector after the recent crisis, several smaller
shipping companies have not been able to get the balance loan funding, which should lead to delays in the
delivery of vessels or even to some ships not getting built at all. Another factor that could partly offset the
likely glut is the phase-out schedule of the single hull tankers beginning 2010. According to estimates,
single hull tankers account for roughly 15% of the global fleet of tankers. Although some countries have the
freedom to relax this deadline under certain conditions, stricter implementation of this restriction in the load
port countries should accelerate phase-out. Besides, some single hull ships are being converted to either
dry bulk carriers or floating production, storage and offloading (FPSO) vessels. However, despite these
mitigants, net fleet addition should be higher than the recent long-term average of 4-6% per annum. On the
demand front, growth in demand for crude oil should be muted, given the overall sluggishness in the global
economy. The International Energy Agency (IEA) estimates crude oil demand growth in 2010 and 2011 at
around 2%, as against 3-4 % during the last few years prior to the recent downturn.

The outlook for product tankers is similar to that for crude oil tankers, with higher net fleet addition and
weak demand exerting pressure on the rates. Because of the lower gross refining margin (GRM) that the
refineries are now earning, several refineries in Europe and the USA have lowered their capacity utilisation,
which should mean lesser availability of petroleum products for product tankers at a time when the market
is expected to see higher net fleet addition (estimated at 10% per annum during 2010 and 2011).

ICRA notes that the current spot charter rates are below the breakeven rates (standing + capital charges)
for almost all categories of tankers (the relatively new ones). Besides, because of the weak spot charter
rates, many ship owners are reluctant to get into time charter contracts, as the latter would be influenced by
the softness in the spot market. Thus, companies that have traditionally had a higher share of time charter
contracts are currently employing their ships more in the spot market, with the result that their profitability
would be depressed in the near term, although the upside could also be significant in case freight rates
revive.

(b) Dry bulk carriers: The dry bulk market has seen a smart
recovery, with the Baltic Dry Bulk Index rising almost seven | Chart 3: Trends in Baltic Dry Index
times since the lows of December 2008. As a result, the current
spot charter rates have been hovering well above the
breakeven levels for the various categories of dry bulk ships.
Higher demand for iron ore and coking coal from China has
been the major factor contributing to this recovery. However,
concerns over the sustainability of this recovery persist,
especially given the large order books of ship building yards.
Fleet addition in 2010 and 2011 is expected to be in the range
of 10-30% per annum for different categories of ships, with
capesize and panamax accounting for larger additions versus
handymax or handy sized vessels. As discussed earlier, the

Source: Bloomberg

extent to which such supplies get curtailed by slippages in delivery, cancellation of orders, and scrapping of
older vessels would be a key determinant of whether the recovery in freight rates would sustain over the
near to medium term.

(c) Container ships: The business model for container shipping is vastly different from that for tankers and
dry bulk carriers. The key differences include the following:
= Container shipping companies have to manage a diversified customer base, while tankers and dry
bulk carriers have a limited customer base.
= Container shipping companies usually have short-term contracts with customers, while tankers
and dry bulk carriers have relatively longer time charter contracts.
= Container operators are committed to providing fixed services at regular intervals between certain
ports. Hence, when demand falls, container shipping companies are constrained in their ability to
alter their operating schedule. Tanker and dry bulk companies, on the other hand, have the
flexibility to move their vessels to locations where demand exists.
= Container shipping is influenced by the patterns of international trade in semi-finished products
that have a high degree of seasonality and little volatility in freight rates. Tankers and dry bulk
carriers, on the other hand, transport commodities whose patterns of international trade are
different (more volatile and less seasonal).

Given the peculiarities associated with the container trade, the market has seen significant consolidation in
the past and is now dominated by a few large players. The top five players (APM-Maersk, Mediterranean
Shipping Co, CMA CGM, Evergreen, and Hapag Loyd) account for roughly 45% of the market, which is
remarkable for an otherwise highly fragmented shipping market. This segment of the industry is also
characterised by alliances, in which a few ship owners come together and offer common service to
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customers. Thus, entry barriers are high in this segment vis-a-vis the tanker and dry bulk segments. Indian
shipping companies have hardly any presence in the container market, with SCI being the lone player.

This is the first time that the cyclical downturn characteristic of other sectors has affected the modern
container shipping industry, with the sharp decline in global trade in the wake of the economic slowdown
experienced simultaneously by several countries upsetting the industry dynamics and thereby pulling down
charter rates. Going forward, the container ship segment is also expected to be negatively impacted by a
large oversupply, with the current order book representing 70% of the current fleet. Besides, unlike the dry
bulk and tanker market, the share of fleet older than 20 years is relatively low in the container market,
which points to possibly lower scrappage and a prolonged softness in the market. However, because of the
concentrated ownership, supply is expected to be micro managed through cancellation of services and
laying up of vessels, which may partly ease the pressure on rates.

(d) Offshore vessels: Unlike in the other segments of the shipping market, in the offshore vessels
segment the size of the order book is relatively small. [Order book as a share of the existing fleet size is
estimated by different brokers at 24% for anchor handling tug and supply vessels (AHTSV), 13% for
platform supply vessels (PSVs), and 12% for other vessels]. Nonetheless, since Q4 CY 2008, the offshore
vessels segment has been negatively impacted by the fall in demand for these vessels, with small to
medium independent E&P companies cutting back their capital expenditure (capex) on exploration and
production (E&P) activities. The cutback follows the decline in oil prices in late 2008. ICRA however
believes that the near to medium term prospects for offshore vessels are relatively better, given that the
E&P capex should accelerate as oil prices firm up and the availability of funds for independent E&P
companies improves. Further, as the potential for oil & gas appears higher in deepwater areas, the demand
for offshore vessels should also be higher, given that more vessels are required to service deepwater rigs
as compared with shallow water rigs.

Shipping downturn takes a heavy toll of domestic players’ profitability

Following the global downturn, the profitability of Indian shipping companies has declined considerably
during the last few quarters, with the severity of the impact on individual companies depending on their
segmental diversification and chartering philosophy. Some companies have managed to partly offset the
fall in their core earnings with income from sale of ships. Charts4-9 depict the trends in the profitability* of
six major listed Indian shipping companies in the last six quarters.
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Source: Company disclosures and ICRA’s analysis

However, unlike in the case of some global shipping companies, fleet utilisation of Indian companies that
are Indian trade-focused remains high because of the Gol’s “right of first refusal” policy for Indian ship
owners. Moreover, larger shipping companies have had a greater number of ships under time charter
agreements, which has also ensured gainful employment.

! Standalone financials for all the above companies, except for GE Shipping which pertains to consolidated group financials
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ICRA’s outlook for Indian shipping sector

With the Indian shipping sector going through a severe downturn, the credit quality of the sector
participants has clearly weakened. Going forward, the credit quality of Indian shipping companies will be
influenced, as in the past, by the patterns of the shipping market cycles. That apart, the following factors, in
ICRA’s opinion, would also play an important role in shaping the credit risk profiles of Indian shipping
companies:

= Segmental diversification: As the dynamics of the various shipping segments keep changing,
ICRA believes a diversified presence across different segments is a positive for the business risk
profiles of shipping companies. For example, while the dry bulk market saw one of its deepest
corrections in the aftermath of the downturn, it has staged a turnaround recently, even as the
fortunes of the crude oil market have turned in the opposite direction. Besides, players who had
diversified into the offshore logistics and services segment, have been able to preserve their
profitability by and large on the strength of their slightly longer-tenure charter agreements.

= Chartering philosophy: A higher share of time charter vis-a-vis spot charter should lead to more
stable, though not necessarily higher, profits and cash generation, although it is not always easy
for the shipping companies to choose between the two.

= Fleet quality: The discount suffered by an older fleet is much higher in an oversupplied market
than in a tight market. With large supplies of new vessels expected in the market in the medium
term, the employability of the older vessels could be an issue for ship owners. In such a scenario,
shipping companies with a fair share of relatively newer vessels could expect to maximise fleet

utilisation.

= Financial policies: In general, ships are . .
funded with a high leverage as lenders Chart_lO:_ Key Levera}ge Metrics of Indian
are usually comfortable with such a Shipping Companies as on 31-03-09
funding strategy, given the liquid nature 900
of the collateral. However, a high o
leverage does translate into high oo
financial risk from the credit perspective, 3 4
since ratings seek to capture the T
timeliness of debt servicing more than 100
ultimate recoverability. ICRA observes i —
that, despite an extended upcycle in the Woeang W TomiDeby/OPBDMA  Wecgestg M et Debt/OPRDITA
recent past, the leverage of most Indian Source: Company Annual Reports & ICRA Analysis
shipping companies has been on the

rise, as many of them have been in the midst of fleet augmentation. The leverage levels should
rise further in the medium term, as the stage payments for the acquisition of new ships are made
and earnings remain muted.

Besides the above factors, funding related constraints and uncertainty on taxation front could also impact
the credit risk profile of the Indian shipping companies.

Funding could be a challenge for small to medium shipping companies

As discussed, the transportation share of Indian shipping companies in India’s exim trade is low at 14%.
While the anticipated pickup in trade growth following gradual economic recovery globally should push up
the demand for Indian tonnage, the industry may have to phase out its older vessels, which now constitute
a large chunk of its fleet’. The phase-out is expected to be accelerated by the changed industry dynamics
that have caused the demand for older vessels to wane considerably. Thus, even to maintain its share of
India’s exim trade, the industry would have to invest significantly® in fleet addition. ICRA however expects
small to medium shipping companies to face significant funding constraints, given the reduced appetite of
lenders for this sector. Moreover, shipping companies need long-term loans (of 8-12 years’ tenure) to offset
the long payback period that is a characteristic of this sector because of the high capital intensity involved.
ICRA also observes that in the aftermath of the recent credit crisis, Indian shipping companies have had
difficulty in accessing foreign currency loans at competitive rates, which has led them to also rely on Indian
rupee borrowings. The latter strategy weakens their cost competitiveness, as the breakeven charter rate
goes up for vessels acquired with a higher share of Rupee debt. As for the larger and well-capitalised
companies that have good financial flexibility, the downturn also presents an opportunity to augment their
fleet by purchasing modern second-hand assets, which are now trading at a significant discount to the new
builds. Such purchases would also enable them to lower their average cost of fleet induction, as some of
them had placed orders during the peak of the cycle and have hence suffered an erosion of their market
values in the aftermath of the downturn in the market.

2 According to INSA, 49.3% of the Indian fleet as on October 1, 2007 was more than 20 years old.
% According to INSA, the net fleet addition required is around 15 million gross tonnage by 2011-12; this may require a capex of
around US$20 billion.
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Direct Tax Code, if implemented, could weaken Indian shipping companies’
profitability

In general, global shipping companies enjoy a high level of tax benefits because of their strategic
importance to the host countries. Besides, several tax havens, such as Panama, Liberia, the Bahamas and
Marshall Islands, have drawn the shipping majors through attractive tax regimes, encouraging them to
register their ships in the tax havens rather than in their countries of domicile. Thus, shipping companies
operating from countries without a soft tax regime have found themselves at a competitive disadvantage in
the global marketplace. In the past, Indian shipping companies had to cope with a high income tax rate,
which however was set right from April 1, 2004 when the tonnage tax regime was implemented. Under this
regime, shipping companies are levied a nominal income tax (less than 1% of PBT), depending on the
capacity of their shipping fleet, subject to certain conditions. The implementation of the tonnage tax regime
has improved the industry’s profitability and cash generation, thereby encouraging it to go for fleet
augmentation. However, the tonnage tax regime notwithstanding, the Indian shipping industry continues to
be liable to pay a host of other taxes®. Further, a recent proposal of the Gol through its Direct Tax Code
(DTC), if implemented, could weaken the profitability of the industry significantly. DTC seeks to levy, among
other measures, a Minimum Alternate Tax (MAT) of 2% on all companies with effect from April 2011. The
tax is to be levied on a company’s assets, including Capital Work-In-Progress. Although DTC does not call
for the abolition of the tonnage tax regime per se, the levy of MAT on the shipping sector, which is by
nature capital intensive, could curtail cash generation significantly. Moreover, with almost all the leading
shipping companies now being in the midst of fleet augmentation, they would have to pay MAT on ships
that are yet to be employed.

* Such as corporate income tax on other income; MAT on profit on sale of ship; withholding tax on interest paid on foreign
exchange loans; withholding tax on charter hire charges paid to foreign ship owners; customs duty on import of certain
categories of ships, stores, spares and bunkers; service tax on all services received abroad; seafarers’ taxation cost to the
employer; lease tax on charter hire charges; sales tax/VAT on ship supplies/spares; dividend distribution tax;& wealth tax.
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