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Trading shipping futures
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DECK HEAD

The Baltic Exchange has unveiled its online shipping futures trading system; some say that the presence of an online trading system will expedite the growth of a shipping futures trading market 

BODY TEXT 

Trading shipping futures is a dangerous thing to do, because it involves people taking enormous risks on the basis of their guesses about what the price of shipping is going to do.

As we all know, there is no shortage of well-educated people in the maritime industry able to talk intelligently about whether they expect the price of shipping to go up and down. But as we also all know, with all the knowledge in the world, predicting how freight rates will change accurately is impossible and the experts rarely get it right. 

The basis of shipping futures trading is easy to understand. Traders of oil and coal buy their commodities for one price in one place and sell them at a higher price in another place. Then they ask a broker to arrange a ship to move the commodities from one place to another. 

Their problem is that the price of shipping fluctuates wildly and in the time between making the deal and actually moving the goods, the price of shipping could have gone up and spoiled their deal. 

So what happens is some brave souls in the maritime industry come in and guarantee them a ship at a certain price at a specific point in the future. If the price of shipping goes above this price, they have to pay the difference; if the price of shipping goes below that price, they pocket the difference. It’s enormously risky; depending on how the market moves you can make millions or lose your shirt. 

Many people in the maritime industry see it as the duty of the shipping industry to make it easier for charterers and traders who deal with us to manage their risk. 

Up until the end of last year approximately, the golden boy of shipping futures trading was Enron. If Enron thought that your business was trustworthy enough, it would let you into a trading screen accessible over the internet, and promise you ships at various prices at various points in the future. 

We all know what happened to Enron. But it was immensely popular in the maritime industry, partly because there were very few other people prepared to take on these risks (Enron always thought of itself as a “market maker”) and partly because of the ease of its online system, which also gave users more of a sense of control, and reduced the number of necessary telephone calls. 

Some of the growth in requirements for shipping futures comes from deregulation in electricity around the world, led by the US with the UK in hot pursuit. Deregulated energy companies compete furiously with each other, and are very keen to control their exposure to risk in the shipping services they purchase to move coal and oil to their power plants. 
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The Baltic Exchange.com 

The Baltic Exchange has now developed its own trading system for shipping futures, as part of its Baltic Exchange.com online communications system for shipbrokers. 

The Baltic’s system is, it must be (very immediately) stressed, very different from the Enron system. With Enron, the user could trade with the company Enron. On the Baltic Exchange.com system, the user can trade with a different counterparty; Baltic Exchange just hosts the system. 

The Baltic’s system has been designed very specifically for brokers, as the main body of the Exchange’s membership. Only people who are members of the Forward Freight Agreement Brokers' Association are allowed to use it. “The Baltic’s system has been built to incorporate brokers because it would be extremely difficult for this exchange to do anything else,” commented Peter Kerr-Dineen, a director of the Baltic Exchange. 

The system opens in April 2002 as an information only system; users can see market prices. In June 2002, it will go live as a dummy working system; users can use it to pretend to trade. When all users are comfortable with it, it the trading will become real and millions of dollars will be won and lost. 

The “price of shipping” is determined by the Baltic Exchange indices, normally thought to be the best shipping indices in the world. These indices cover most major routes and different ship types. If the trade was on a ship type or route not covered by a published index, the Baltic would offer to put together a bespoke index.
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Who trades shipping futures?

There were around 2,000 shipping futures trades during 2001, although no-one has any precise figures. 

About half of them are directly between a charterer (for example Cargill) and a ship operator (for example Navios), where the ship operator offers to cover the risks, with a bank (for example Morgan Stanley) putting the deal together and collecting fees. The other half are just between traders, with no involvement at all in the shipping itself, just see an opportunity to make money on buying and selling 

Things go to another level when traders just start trading the shipping futures themselves, with no involvement or even awareness that they are dealing with physical ships. In the commodities trades, such as grain and coal, the trade in futures (sometimes known as derivatives) can be three times higher in volume than the trade in the commodities themselves. 

US bank Morgan Stanley is already making quiet inroads into the shipping derivatives trading. Many in the maritime industry would prefer to see much more shipping futures trading going on, and welcome the involvement of the large banks to get some liquidity going. 
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IMAREX

IMAREX, based in Oslo, offers its own exchange for trading shipping futures online, to rival Baltic Exchange.com. It is backed by Frontline Ltd, IM Skaugen ASA, NOS Holding ASA (Norwegian Futures and Options Clearinghouse), R.S Platou Shipbrokers AS and Herman W. Michelet (Founder). It works closely with the Norwegian Futures and Options Clearing House, which guarantees the trades.

The exchange initially offers freight futures contracts for crude tanker freight, followed by dry cargo and product tanker freight, and will later expand into other related maritime segments. Trading is executed through a flexible and efficient online trading system, with NOS as a central counterpart providing full financial clearing and settlement services. 

