
 

    

   R&I Rating Methodology by Sector 
 

 

Rating and Investment Information, Inc.  Copyright(C) 2018 Rating and Investment Information, Inc. All rights reserved. 
 

TERRACE SQUARE, 3-22 Kanda Nishikicho, Chiyoda-ku, Tokyo 101-0054, Japan  For inquiries, contact Sales and Marketing Division, Customer Service Dept. at 03-6273-7471. 
Unless specifically provided otherwise, all rights and interests (including copyrights, other intellectual property rights, and know-how) regarding this site, the content of this 
website or any other information included in this website belong to Rating and Investment Information, Inc. ("R&I"). None of the information, etc. may be used, in whole or in 
part, (including without limitation reproducing, amending, sending, distributing, transferring, lending, translating, or adapting the information), or stored for subsequent use 
without R&I's prior written permission. 

1/10 

 

 

     R&I applies its rating methodology for shipping to businesses that use ships to transport 

passengers or freight by sea. Regulations on the shipping business have been relaxed extensively, 

and as the infrastructure for world trade, firms compete at the global level, regardless of nationality. 

R&I uses this rating methodology to evaluate domestic and foreign firms that operate fleets of a 

certain size. 

     Competitive circumstances, contract terms and the stability of a customer base vary according 

to vessel types that are diverse. Moreover, the actual debt burden is often significantly different 

from what is suggested by values for accounting purposes due, for example, to the presence of 

"charter agreements" to lease and operate ships from other companies. In its rating evaluation, R&I 

considers risks that vary by the type of vessel, as well as differences in ship procurement strategies. 

 

I. Evaluation of Business Risk 

1. View of industry risk 

     As the infrastructure supporting global trade, the shipping business is an indispensable 

industry, and has developed in lockstep with the growth in international trade. Movable property, in 

the form of ships that can be flexibly deployed, accounts for the majority of assets, and trans-border 

competition has increased from early on. 

     Although international trade is envisaged to continue expanding in tandem with global 

economic growth, over the short term the volume of marine transport cargo handled will fluctuate 

with the economy and conflicts. With differentiation of services difficult and marginal costs minimal, 

competition has become fierce, and market conditions for freight charges can gyrate wildly 

depending on the balance of supply and demand. Large fluctuations in shipping rates also reflect 

the fact that at least two to three years are required from the time a ship is ordered until it is 

delivered, and adjusting supply in response to fluctuations in demand is difficult. The percentage of 

fixed costs such as vessel-related expenditures, on the other hand, is comparatively high, and in 

some situations carriers report significant losses when the market deteriorates. Shipping 
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companies have increased their fleets and seen new market entrants in boom times and 

experienced industry consolidation and reorganization resulting from poor operating performances 

during market downturns, a cycle that has been repeated to date. 

     Vessel supply pressures have risen as South Korea and China have greatly expanded 

production capacity in their battle to become the world leader in ship construction, and the balance 

of supply and demand lacks stability. R&I considers the shipping business to have a high degree of 

industry risk. 

 

(1) Market size, market growth potential and market volatility 

     Marine transport, which consumes relatively little energy per measure of weight, plays a key 

role for a majority of international logistics, and the market is expanding in tandem with economic 

growth. Considering that international trade volume is likely to keep increasing on the back of the 

continuous expansion of the world economy driven by emerging countries, coupled with the advance 

of economic globalization, freight movements by sea also will probably grow at a comparatively fast 

pace. 

     On the other hand, the breadth of changes in shipping rates is wide. The industry faces a 

structural impediment from the fact that it cannot adjust supply immediately, even if demand 

changes suddenly, because new vessel supply requires time from the placement of order to delivery. 

This is one of the reasons for such large market fluctuations. Furthermore, freight charges can 

change significantly, affected not only by supply and demand but by the psychology of market 

participants. 

 

(2) Industry structure (competitive environment) 

     One distinguishing characteristic of Japan's three leading shipping companies is their 

operation of various types of vessels. In other countries, even many large-scale shipping companies 

handle only a specific kind of vessel. The industry structure differs depending on each category of 

ship. Because South Korea and China provide the bulk of the world's shipbuilding capacity and are 

still saddled with excess production capacity, however, there is some redundancy regardless of ship 

type, and the balance between supply and demand can easily deteriorate. The competitive 

environment overall is severe. 

     The shipping industry structure is discussed below by dividing the industry into the two 

segments of liner trade (container ships) and tramp trade (dry bulk vessels, tankers, LNG ships and 

car carriers). 
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Container ships 

     For container ships, the barriers to entry are comparatively high. This is because they involve 

a lot of non-marine transport operations such as loading and unloading of containers at terminals 

and inland transport, which require large investment capital, as well as comprehensive 

management knowledge and experience. Because differentiation by service is difficult, the price 

competition among companies is severe. At one time, shipping conferences such as the European 

Conference were in place for each sea route. Since the enforcement of the Shipping Act of 1984 by 

the U.S., however, deregulation and strengthened application of antimonopoly laws have spread, 

particularly in the U.S. and Europe, and the freight charge adjustment function of shipping 

conferences has been lost. 

     Freight charges are determined through negotiations between shipping companies and 

customers. There is a strong incentive at work encouraging shipping companies to secure loads even 

if they are forced to set freight charges low, simply because sailing schedules are set ahead of time 

and marginal cost is small. The large difference in the volume of goods moved on the outbound leg 

from Asia and on the return trip also acts to heighten the intensity of the competition to secure 

freight. Ships continue to grow larger in size in order to lower the shipping cost per container, and 

those with a capacity of over 10,000 20-foot equivalent containers are being delivered successively. 

In line with this, the investment and the burden of filling the ship are increasing. Given such a 

relentless competitive setting, the industry has moved ahead with mergers and acquisitions and 

formed alliances in order to reduce the investment burden for maintaining their routes and enhance 

operational efficiency. Through such activities, the top ten companies have increased their share of 

shipping tonnage from roughly 60% in 2012 to more than 80%, a change that has brought about the 

possibility that competition will ease. 

 

Tramp vessels 

     Tramp vessels have become specialized in their respective type of cargo. In Japan in particular, 

shipping companies and consigners usually conclude medium or long-term cargo transport 

agreements for large-scale dry bulk vessels (capesize) that transport iron ore, tankers and LNG 

ships. While car carriers do not enter medium to long-term agreements, the business relationships 

between carriers and manufacturers are nearly fixed. With consigners that presume transactions 

over a long term in this manner, a new shipping company has little room for entering into such a 

relationship. 

     If a shipping company signs a medium to long-term freight transportation agreement, it can 
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ensure steady revenues on the one hand but will find it difficult to boost profitability. To improve its 

profit level, a shipping company needs to maintain a certain percentage of its fleet in vessels 

chartered through short-term agreements and bear the market risk. While such vessels can 

generate excess profits during boom periods, they can also fall into the red in tight economic times. 

Dockyards engaging in the construction of dry bulk vessels and tankers exist in large numbers, and 

there is still a strong sense of excess tonnage. China, a major importer of resources, can no longer 

expect the high growth seen in the past, and also aims to have its own shipping companies 

transport the country's energy resources. Given these circumstances, the competitive environment 

is expected to remain severe. Realizing significant excess profits is becoming more difficult. 

 

(3) Customer continuity and stability 

     Customer continuity and stability as well vary for container ships and tramp vessels. In the 

case of container ships, customer continuity and stability are low because competition among 

shipping companies for customers has intensified along with the growth in ship size, and it is 

difficult to differentiate transportation services from those of other companies. In the case of tramp 

vessels, on the other hand, products such as automobiles and LNG demand a certain delivery 

quality, and there are also loads that require continuing transactions. The deeper the shipping 

company's experience, the greater the stability of the customer base for its tramp vessels. 

 

(4) Capital and inventory investment cycles 

     When ships are built, in some cases they are ordered after the load is ensured beforehand, 

while in other cases orders are placed when future demand is expected to climb. In the latter case, 

orders frequently overlap when the market improves, and very often construction costs will jump as 

the costs of materials and labor rise, and the time to completion will be protracted. 

     The economic service life of a ship is at least 20 years. With the strengthening of sulphur oxide 

(SOx) regulations in 2020, however, environmental regulations are being tightened. There is also a 

possibility that if crude oil prices rise, older, less energy-efficient ships will be retired from service 

earlier. Differences in the ability to cope with such circumstances, such as investment capacity, will 

likely become evident going forward. 

     In the past, contracts with consigners often were agreements for periods of 15 to 20 years, but 

recently there has been an increase in shorter-term agreements. Although a used ship market has 

developed, the investment recovery risk is relatively large. 

     The shipping industry is characterized by the high percentage of "charter agreements" to lease 
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and operate ships from other companies. Of these, there are a number of agreements resembling 

leasing contracts, such as "bareboat charter agreements" and "time charter agreements," under 

which a shipping company has the right to use a vessel over the long term. The fact that ships 

procured by means of a "charter agreement" are not reported on the balance sheet must be taken 

into consideration. 

 

(5) Protection, regulations and public aspects 

     Because it uses movable assets in the form of ships, the shipping industry was one of the 

earliest to undergo globalization and deregulation. As an international practice the "principle of 

freedom of the seas" declaring that ships enjoy freedom of navigation and freedom from government 

interference in shipping transactions is well established, and R&I believes that there are no 

government protections or regulations that should be especially considered when evaluating 

creditworthiness. Attention should be paid, however, to the increasing probability that governments 

will give more priority to their own country's vessels or regional differences will emerge in efforts to 

protect the environment. 

     Although some countries including Japan permit costal shipping only to vessels of their own 

country, the size of this market is small, and its impact on the overall industry is marginal. 

 

(6) Cost structure 

     The shipping business operates under a heavy capital burden for ships themselves 

(depreciation and amortization expense and interest) and incurs large expenditures in the form of 

operating costs and chartering fees. Fixed costs are large, and while revenues are affected not only 

by the volume of cargo handled but by changes in freight charges, variable costs, particularly fuel 

costs, do not always move in tandem with revenues. The cost structure lacks flexibility, and 

earnings fluctuate easily in response to market changes. 

     Freight charges for overseas shipping are mostly denominated in U.S. dollars and subject to 

exchange rate fluctuations. As a result of transferring vessel registrations to countries with less 

regulations and lower tax rates, and concurrently implementing measures such as greatly 

increasing the percentage of Filipino and other foreign crew members, cost competitiveness does not 

differ substantially unless companies differentiate themselves by vessel-related expenses including 

chartering fees and shipbuilding costs. Dollarizing all costs is difficult, however, and exchange rate 

fluctuations continue to be a factor producing swings in profits. 

     Changes in the price of fuel also cannot be disregarded. Fuel costs account for about one-third 
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of variable costs (voyage costs), despite efforts to control fuel consumption by measures such as 

reducing steaming speed. For dedicated vessel contracts for ships such as dry bulk vessels, 

arrangements allowing shipping companies to pass higher fuel costs on to consignors are often used, 

but for container ships, an increase in fuel charges becomes the shipping company's burden once the 

freight charge has been agreed upon with the consigner. While there are instances where the 

consigner can be asked to pay a fuel surcharge, passing on the full amount is difficult amid severe 

competition. 

 

2. View of individual firm risk 

     In contrast to industry risk, which highlights the standard risks of the industry of which the 

subject firms are a part, the business risk of each company will differ depending on its business 

model and strategy as explained below. 

 

(1) Diversification by ship type and customer 

     Provided its earnings from the shipping business are well diversified by type of ship, a 

shipping company can offset deterioration in the market for a specific type of vessel with its other 

types of ships. Although freight charges sometimes trend in the same direction across all vessel 

types, the effect of diversification will emerge in the long run, because the size of the 

supply-demand gap and the market trend usually differ depending on the type of ship. Since the 

size of fluctuations in demand varies by ship type, the characteristics of the vessels operated are 

another key parameter in R&I's evaluation. 

     The status of transactions with leading firms in key industries such as iron and steel, 

automobiles, electric power and petrochemicals also is an important factor for examining the 

diversification and depth of the operational base. 

 

(2) Business management policy 

     Revenues in the shipping business are volatile, and controlling revenue swings is a critical 

management challenge. R&I incorporates into its evaluation such factors as whether the 

composition of a company's fleet corresponds to the operating environment and the percentage of 

long-term contracts that will enable a company to project stable earnings. 

     For tramp vessels such as dry bulk vessels and tankers, companies often will enter long-term 

freight guarantee agreements with specific customers. When agreements such as "dedicated vessel 

contracts," under which a ship is dedicated to a specific customer, and "contracts of affreightment," 
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in which a shipping company and a customer agree on the quantity of cargo carried, are in place, 

the market's influence is mitigated and earnings stability improves. It is also necessary to confirm 

no large timing differences arise between contracts with consigners and charter agreements. If 

differences are minimal, the effects of market conditions will be reduced. 

     Management procedures for exchange rates and bunker fuel are important as well, because 

there is a gap between dollar-denominated revenues and expenditures and fuel costs account for a 

high proportion of costs in the majority of cases. 

 

(3) Competitiveness of ships 

     Ship management has been internationalized, as ships are registered in tax havens and 

operated using foreign crews. From an operational aspect, it has become difficult to achieve any 

substantial difference in cost competitiveness. Ultimately, cost competitiveness is influenced by the 

ship-related capital burden, ship efficiency and size, and chartering fees. 

     In addition to ship-related fixed costs (ship costs), R&I also checks ship competitiveness based 

on factors such as vessel age and performance. Performance is examined based on energy efficiency, 

environmental friendliness and information technologies, among others. A company's ability to 

procure vessels, including the process and approach for investment decision-making and its funding 

capacity, is another important factor in R&I's evaluation. 

 

(4) Status of businesses other than overseas shipping 

     Fostering businesses other than overseas shipping is an effective strategy for lessening the 

risks from overseas shipping, where market fluctuations can have such tremendous impact. When a 

company has a certain level of earnings base from businesses other than overseas shipping, and a 

revenue and expenditure structure that can ease the impact of shipping market conditions, this has 

a positive effect on its rating evaluation. 

 

II. Evaluation of Financial Risk 

     In addition to quantitative factors in the form of financial data, R&I evaluates a company's 

financial management policy and liquidity risk, in its analysis of financial risk. 

     As a means to efficiently expand the size of their fleets, shipping companies frequently enter 

charter agreements to operate ships leased from shipowners. Under many charter agreements, they 

use ships continuously over a long time. Accordingly, R&I will also calculate and evaluate assets, 

liabilities and cash flows by assuming chartered ships are on-balance sheet. 
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(1) Earning capacity 

EBITDA (earnings before interest, taxes, depreciation and amortization)/average total assets,  

ROA ((operating profit + financial income)/average total assets) 

     The ratio of EBITDA to average total assets and the ROA are important indicators for judging 

the strength of a company's earning capacity, particularly the ability to recoup ship investments. As 

regards the ROA, R&I focuses more on the value including interest income and gains or losses from 

equity method investments, because these factors have great significance in many cases. 

 

(2) Scale and investment capacity 

EBITDA, equity capital 

     When examining investment capacity and financial resilience, R&I emphasizes the levels of 

EBITDA and equity capital. The shipping business is generally exposed to high earnings volatility, 

and differentiating services is difficult. Moreover, fewer regulations result in competition across 

borders. R&I therefore believes that a company must have a certain size of business to remain 

competitive. 

     Given that a company's fleet often includes over one hundred vessels, each costing about 

billions of yen, a commensurate level of replacement investments is required. The investment 

amounts needed to enhance competitiveness have also risen because of increasing ship size and 

sophistication. If it has ample investment capacity, a company can make adjustments to its fleet 

according to the most appropriate timing, and this becomes one factor determining future 

competitiveness. 

     It is not unusual for firms to incur losses and for prices of ships, a company's key assets, to 

fluctuate depending on the market. The amount of equity capital is important to estimate financial 

resilience during an earnings deterioration phase. When a company has a large amount of foreign 

currency-denominated transactions and assets, it is also necessary to look carefully at shareholders' 

equity because deferred gains or losses on hedges and the translation adjustments account, for 

example, can change considerably. 

 

(3) Debt redemption period 

Net debt to EBITDA ratio 

     For shipping companies, with their large capital investment and high reliance on debt, the 

balance between debt and cash flow is a key indicator. An understanding of their net debt to 

EBITDA ratio and the possibility of a significant deterioration in the indicator is also essential to 
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assess investment capacity. Because of the large scale of chartering agreements, R&I focuses on the 

value adjusted for charter agreements. 

     Given the high industry risk, it is difficult to assign a high rating to a heavily indebted 

company, even if the industry's capital intensive nature and the ease of reselling vessels are taken 

into account. 

 

(4) Financial profile 

Equity ratio 

     The risk buffer ratio is a key indicator. If a company has a weak debt-equity structure due, for 

instance, to a high level of debt, its investment capacity will be limited, and its ability to weather a 

recession will be lower as well. During a market downturn, the company may incur losses from 

vessel disposition and impairment, in addition to recurring losses. R&I will confirm the equity ratio 

from two perspectives, both before and after the inclusion of charter agreements. 

     Furthermore, accumulated other comprehensive income includes the translation adjustments 

account, deferred gains or losses on hedges, and valuation difference on available-for-sale securities, 

in relatively large amounts. Because these items increase or decrease with market conditions, it is 

important to evaluate equity excluding these items by, for example, looking at shareholders' equity. 

 

(5) Liquidity risk 

     Freight charges are paid after a voyage ends. Because the average voyage takes about two 

months, it is necessary to set aside funds to pay chartering fees, wages and other costs during that 

period. Liquidity warrants attention, especially for a company that utilizes a large percentage of 

charters. When considered in conjunction with the large degree of freight revenue volatility, it needs 

to ensure a commensurate level of liquidity based on cash and deposits. 

     Given that many companies are heavily indebted, R&I must pay attention to their 

relationships with financial institutions, among others, to assess refinancing risk. 
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III. Rating for Shipping Industry 

 

 

 

 

 

 

 

 

 

 

 

 

 

* This report replaces all previous versions that have been released to date. 

Importance Indicator Importance
Diversification by ship type and customer ◎ Earning capacity ROA ○

Business management policy ◎ EBITDA/average total assets ◎

Competitiveness of ships ◎ EBITDA ◎
Status of businesses other than overseas shipping ○ Equity capital ◎

Debt redemption period Net debt to EBITDA ratio ◎

Financial profile Equity ratio ◎

(*) Adjusted for charter agreements as appropriate

Note) Importance is indicated by ◎: extremely important, ○: important, or △ relatively important.

Issuer Rating

Individual Firm Risk Financial Risk

Industry Risk: High

Scale and investment
capacity

The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the 
"Rating Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no 
representation or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular 
purpose, or any other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating 
Determination Policy and Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or 
comment on the suitability of any investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other 
third party in relation to the content or the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and 
irrespective of negligence or fault of R&I.  All rights and interests (including patent rights, copyrights, other intellectual property rights, and 
know-how) regarding the Rating Determination Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and 
Methodologies, in whole or in part, for purposes beyond personal use (including reproducing, amending, sending, distributing, transferring, 
lending, translating, or adapting the information), and storing the Rating Determination Policy and Methodologies for subsequent use, is 
prohibited without R&I's prior written permission. 
 
Japanese is the official language of this material and if there are any inconsistencies or discrepancies between the information written in 
Japanese and the information written in languages other than Japanese the information written in Japanese will take precedence. 


