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Murky waters
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reight derivatives are a hot topic in
F the commodities markets. Interest

in derivative products for shipping
— known as Forward Freight Agreements
(FFAs) = continues to climb year after
year. To a lesser extent, options on FFAs
also continue to draw interest from key
players in this market.

Many signs point to this growing interest.
The notional value of wet and dry bulk FFAg
— the total monetary value of the derivatives
wnderlying assets — is rvaching new highs.
Rising notionals are partly due to higher
freight rates observed since prices collapsed in
2008 and 2009. However, another significant
contribution to rising notional values is the
increased usage of freight derivatives by both
traditional participants in the market and
new entrants. Traditional participants include
shipowners, time charterers, physical twrading
companics, and energy companies with banks
and brokers acting as the hedge providers.
New entrants wishing to gain exposure to
the shipping industry include hedge funds
and assct managers who view this sector as a
trading opportunity and wish to profit.

Traditional players

Why have freight derivatives pained such
popularity? For traditional players, the reason
is becanse they are suitable instruments
to manage freight market risk. Freight
derivatives provide a means of hedging
cxXposure to frcight market risk through the
trading of specified time—charter and vovage
rates for forward positions. Freight rates are
very volatile and freight derivatives can be
used to reduce volatility, secure cash flow and
control revenues or expenses.

However, the improper use of derivatives
mixed with volatile freight rates can also lead
to disastrous results, Recall the headlines of
companies in Asia who suffered losses on
FEAs. According to the Shanghai Maritime
Court and publically available information,
China Cosco Holdings, the second largest
shipping company in the world, reported
losses of RMB 3.95 billion ($0.58 billion)
on dry bulk FFA as of 12 December 2008,
Singapore-based shipping company Armada
Singapore Pte Lid filed for bankruptey in
December 2008, with the company owing
$1 billion to almost 64 counterpartics.
Armada was a victim of time charter defaults
and losses on its FEA position. Reports had
put Armada’s losses on FFA at abour $375
million. But all is not gloom and doom.
There have also been parties which have
managed to make a hit on the FFA market.
TMT, an ocean land transport company
based in Taiwan, invested almost $1 billion
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‘The improper use of
derivatives mixed with
volatile freight rates can
lead to disastrous results’

in purchasing Panamax FFAs in the fourth
quarter of 2006, with a unit price of $15,000
per day. By settlement date, the market FEA
price had risen to $30,000. Needless to say,
TMT was the biggest winner in the FFA
market in 2006.

So what is a shipping company to do
before enr.ering the ml.n']r:3.I WALETS of'shipping
derivatives?

® Education and awarencss about products
in the freight markets:

The freight market is constantly evolving,
The market now actively trades swaps, route
spreads, time spreads, Asian options, and strips
on both dry and wet freight. As the level of
sophistication and customer need increases,
new products and structures will eventually
be developed,

In  addition, the industry has
overwhelmingly embraced clearing,
especially after the most recent credit crisis.
A larger majority of freight derivatives are
now cleared by a clearing house as a way
to climinate counterparty risk. Before FEAs
were mostly traded bilaterally in the over-the-
counter (OTC) market. Reecall that a bilateral
transaction exposes the counterparties to a
risk on non-performance throughout the
life of the transaction. As 1 way to reduce or
climinate counterparty credit risk, participants
have moved to clearing transactions through
1 clearing house. ('_'Jearing mechanisms
have been provided by NOS Clearing
Asia, Singapore Exchange (SGX), CME
Clearport and others for the standard
feeight products such as swaps and options,
Clearing mechanisms replicate the structure
mn place at a regulated futures exchange in
that participanes trade standardised products,
must post marging, and report their positions

and abide by position limits in place.

® Design arisk policy with risk management
procedures and internal controls:
Participants wishing to wuse freight
derivatives for hedging purposes should
overwhelmingly embrace best practices for
financial risk management. The blueprint
of a company’s control infrastructure is the
written descriptions and governing principles
of the control processes, its risk philosophy
and the roles and responsibilities of the
individuals involved. A risk policy should

This reproduction is licensed via the CLA for a single reader use and should not be forwarded. The content is the copyright of the publication in

question and the publication should be contacted regarding further reproduction, forwarding internally or to third parties.




This reproduction is licensed via the CLA for a single reader use and should not be forwarded. The content is the copyright of the publication in
question and the publication should be contacted regarding further reproduction, forwarding internally or to third parties.




