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Bunkers weigh heavily on shipping shoulders

The relentless rise in the price of bunkers observed over the past eighteen months, which has
taken an increasing toll on the bottom line of shipping companies, has been skewed by brisk
trade. However, a recent slew of quarterly results blaming high bunker costs for reduced
profitability spells trouble in a market wary of rate downturns.

I I here's a risk of our
I earnings being
affected if crude oil

prices exceed $70 a barrel or con-
tinues to reach higher levels,”
one industry leader was quoted
saying in the last week of May.

This could be a quote from
any number of large companies
reliant upon oil and oil products
for fuel or energy, yet there are
few industries impacted more by
the rapid rise of crude than the
shipping companies burning
bunker fuel.

In an
Bloomberg, Kenichi Yonetani,
managing executive officer for
Japan's second-largest shipping
company Mitsui O.S.K. Lines
Ltd (MOL), confirmed that the
average cost of its marine fuel
expenditure rose by a staggering
$87 per metric tonne (pmt) from
$193 pmt to 5280 pmt. In fore-
casts for 2006, the second-largest
Japanese ship operator has pre-
dicted marine fuel costs reaching
a $340 pmt average.

Despite the rapid rise of crude
levels, MOL revealed a rise in
operational profits of 15.6%, but
that, the company hinted, is not
likely to continue.

In its forecast, MOL said that
the 5340 average price predicted
for 2006 represented a $60 pmt
rise year-on-year. Or in other
words, in terms of the company's
profitability, a $1 pmt rise in
bunker fuel spend will equate to
a $2.7 million fall in MOL profits.
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Market downturn?
Alarm bells might not be sound-
ing quite yet, as shipping contin-
ues to revel in relative buoyant
rates, yet the industry's propen-
sity for peaks and troughs has
many analysts scrutinising crude
and bunker market movements.

The negative impact on ship-
ping firms from high bunker
prices is expected to intensify in
2006, in essence because opera-
tors may not enjoy quite as buoy-
ant freight rates as in 2005.

Strong demand in many ship-
ping sectors was a saving grace
for companies' bottom lines in

2005 as it helped offset higher
operating costs, including a steep
rise in bunker prices.

bunker prices for the year through
March 2007 to average $350 pmt,
$10 pmt higher than MOL.
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Bunker prices continue to rise as rates falter

But in 2006, freight rates are
expected to be under pressure as
newbuilds enter the market, with
shipping capacity predicted to
outpace demand growth across
several sectors. Meanwhile, oil
and bunker prices show no signs
of easing through 2006 as politi-
cal friction affecting supplies of
crude from Iran, Venezuela, and
Nigeria preoccupy the night-
mares of market traders.

MOL is not alone in posting
profit warnings among large
ship operators. According to var-
ious estimates, bunker fuel now
accounts for around 50%, some-
times more, of the total operating
costs on many types of vessels,
ranging from large container
ships to smaller fishing vessels.

NOL Group, K-Line, Hanjin
Shipping Co., and Evergreen are
just some of the companies hav-
ing seen profit margins slashed
at year end March.

In their end of fiscal year
statement, K-Line hinted that
worse was to come as it refereed
to the 'downturn in spot rates',
which combined with a $228.5m
rise in bunker fuel costs year-on-
year, saw profits fall 18%.

While profit remained a
respectable $797.1m, the compa-
ny warned that it expected rates
to fall further and projected

The significance of bunker fuel
prices in eating into ship opera-
tors’ bottom lines has even encour-
aged some analysts to question the
wisdom of the trend towards ever
larger and faster vessels, as these
are also major fuel-guzzlers.

Major fuel-guzzlers
Speaking at the inaugural ARA-
CON conference in Antwerp in
April, Stephen Warburton, Head
of Operations for Tankers
International, that
record-high marine fuel prices
combined with lowering freight
rates were Sl()“’il‘lg voyage times
by an average of 8%.

The slowdown, he added, was
occurring  as tanker operators
slowed down in order to meet the
Time Charter Equivalent (TCE) - the
cost optimization between freight
rates and ship operation costs.

"There is an average reduction of
speed of 1.5 knots, or 8%," said
Warburton, adding that the slow-
down effectively equated to a
reduction in global tanker capacity.
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According to Warburton the
average daily operational cost for
a VLCC (very large crude carrier)
had swollen to $31,000 per day,
largely on the back of average
bunker prices for the company of
around $320 pmt - doubling in
two years.

Doubling in two

years
Within container shipping, the
current trend is towards

economies of scale by introducing
a growing number of vessels with
capacity running in excess of
9,000 twenty-foot equivalent
units (TEUs) - largely triggered by
a boom in container transport
demand and a shortage of vessels.

However, the economy of
scale only works if these vessels
are operating to their full capaci-
ty, and the global port infrastruc-
ture has so far failed to meet the
demands of these mega-vessels.

Last May, Goldman Sachs
raised eyebrows on Wall Street by
releasing a report warning that
crude oil could see a so-called
'super-spike' with prices reaching
as high as $105 per barrel.

While crude prices have pulled
back somewhat since then, it
seems the Goldman warning may
not be so far from reality after all.
Moreover, bunker prices remain
underpriced relative to crude
when cross-examined with histor-
ical premiumes.

With crude levels at around
$70 a barrel without a natural dis-
aster such as Katrina, there is
every likelihood that a 5100 barrel,
or average $500 pmt IFO380
bunker fuel, would become reality
if another disaster was to signifi-
cantly interrupt supplies of crude.

For ship operators wary
of falling rates and rising costs,
the scenario is one not to be
overlooked. o

The Bunkerworld Forum: 'Squeezing the Bunker Barrel’, New York
Marriott Finance Center, Nov. 15-17, explores the rise of bunker fuel
prices and the ramifications for ship operators, the supply and trade
market. Speakers from banks, jfund managers, trading platforms and
marine fuel experts will sift through strategic solutions and risk man-
agement tools as a means of negating increasing cost and risk. Go to:

www. bunkerworld . com/mewyork2006.
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