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Hints and Assumptions 
• Ocean Carriers uses a (nominal) 9% discount rate. • I recommend doing the case using nominal cash flows and nominal interest rates. • Assume that operating costs will grow annually at 1% in real terms. 
• Given this assumption, work out what the nominal growth rate is using the information given about the inflation rate. • Then use this nominal growth rate to work out the operating costs in each year. 
• Assume that Ocean Carriers pays all operating revenues and operating costs at the end of the year – the case gives you daily values, just multiply by the appropriate number of days to get the annual values. • Assume that there are 365 days/year in all years. 
• To make the timing of the large capital expenditures for the carrier and working capital easier to work with, it is easiest to shift the expenditures backwards in time by one day and assume that time 0 is December 31, 2000, and not January 1, 2001, time 1 is December 31, 2001, etc. 
• In other words, assume that Ocean Carriers makes the decision and spends the initial expenditures to purchase the ship on December 31, 2000, not on January 1, 2001, and so on. 
• Assume that Ocean Carriers has sufficiently high taxable income in each year such that they can utilize any tax shields. 
• Remember that when you increase working capital, it implies a cash outflow, and when you decrease working capital, it implies a cash inflow. 
• If Ocean Carriers purchases the carrier then working capital will increase (from previously zero) to $500,000 at the end of 2002. 
• The case is not clear about exactly what the working capital is. It does not matter, but let us think of it as supplies on board, such as food and oil that must be purchased a year in advance of their use. When the case states that working capital will grow with inflation, this implies that Ocean Carriers will invest a little more in working capital (supplies) each subsequent year. 
• Please assume that if Ocean Carriers is going to sell the ship in the next year, they do not purchasing working capital in advance of that year. 
• Furthermore assume that if Ocean Carriers sells the carrier, then from that time onwards the buyer will have the same working capital requirements that Ocean Carriers would have had, as if Ocean Carriers had not sold the carrier (that implies that the buyer will have to resupply the vessel after buying it). The case only gives an estimated scrap value for the carrier of $5M when it is 15 years old. Assume that the scrap value increases over time at the rate of inflation, so the scrap value is lower than $5M in earlier years and higher than $5M in later years. 
• If Ocean Carriers sells the ship in the second-hand market before the ship is 25 years old, you can assume that the buyer can depreciate the carrier straight-line for the remaining years before it is 25 years old. 
• For example, if Ocean Carriers sells the ship after 15 years, then the new owner can depreciate the ship over 10 years. The new owner will use the second hand sale price as the starting book value of the asset. 
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to meet the customer's needs. Moreover, there were no sufficiently large capesizes available in the
second-hand market. Ocean Carriers had to decide immediately if it should commission  new
180,000 deadweight ton ship for delivery in early 2003. The ship would cost $39 million, with 10% of
the purchase price payable immediately and 10% due in a year's time. The balance would be due on
delivery. A new ship would be depreciated on a straightline basis over 25 years. In addition, Linn
‘expected to make a $500,000 initial investment in net working capital, which she anticipated would
‘grow with inflation.

Linn was also confident that the charterer would honor his proposed contract with Ocean Carriers
if the company agreed to the terms. While there is always a risk that the charterer would stop paying
before the end of the contract o terminate the contract early, Linn considered that the risk was small
‘Ocean Carriers had long established relationships with ifs charterers and only contracted with
reputable charterers.

“The proposed contract, though, was only for three years, and it was Linn's responsibility o decide
i future market conditions warrarted the considerable investment in a new ship.
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Exhibit 6 Forecasted Daily Time Charter Rates for New Capesize Vessel
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Ocean Carriers

In January 2001, Mary Linn, Vice President of Finance for Ocean Carriers, a shipping company
with offices in New York and Hong Kong, was evaluating a proposed lease of a ship for a three-year
period, beginning in early 2003. The customer was eager to finalize the contract to meet his own
commitments and offered very attractive terms. No ship in Ocean Carrier’s current fleet met the
customer’s requirements. Linn, therefore, had to decide whether Ocean Carriers should immediately
commission a new capesize carrier that would be completed two years hence and could be leased to
the customer.

Ship Operations

Ocean Carriers Inc. owned and operated capesize dry bulk carriers that mainly carried iron
ore worldwide. This type of vessel ranged in size from 80,000 deadweight tons to 210,000
deadweight tons of cargo carrying capacity. Capesize carriers were too large to transit the Panama
Canal and therefore had to sail around Cape Horn to travel between the Atlantic and Pacific Oceans.
In January 2001, there were 553 capesizes in service in the world.

Ocean Carriers’ vessels were mostly chartered on a “time charter” basis for a period such as
one year, three years, or five years, although the spot charter market was used on occasion. The
company that chartered the ship was called the “charterer.” The charterer paid Ocean Carriers a
daily hire rate for the entire length of the contract, determined what cargo the vessel carried, and
controlled where the vessel loaded and unloaded. The company, in tum, supplied a seaworthy
vessel that complied with international regulations and manned the vessel with a fully qualified and
certified crew.

Operations also included ensuring adequate supplies and stores were onboard, supplying
lubricating oils, scheduling repairs, conducting overall maintenance of the vessel, and placing all
insurances for the vessel. For a new ship coming on line in early 2003, operating costs were expected
to initially average $4,000 per day, and to increase annually at a rate of 1% above inflation.
Charterers were not charged a rate for the time the vessel spent in maintenance and repair,
although operating costs were still incurred. Initially, 8 days a year were scheduled for such work.
The time allotted to maintenance and repairs increased to 12 days per year after five years of
operation, and to 16 days a year for ships older than ten years.
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‘The company had a policy of not operating vessels older than 15 years. Every five years,
international regulations mandated that a special survey be undertaken to ensure seaworthiness as.
defined by international regulations. By the fifteenth year, the maintenance required to comply with
the special surveys was very cosdly. Exhibit 1 shows the capital expenditures anticipated in
preparation for the special surveys. These outlays were considered capital expenditures, which
swould each be depreciated on a straightJine basis over a S-year period. To avoid the larger
‘expenditures for older ships, the company planned to sell the vesel into the secondhand market, or
“scrap” the vessel just before the third special survey. When scrapped, the vessel was demolished
‘and its el was sold to demolition yards. The company estimated the scrap value to be $5M at the
end of the fifteenth year.

Exhibit1  Capital Expenditares Anticipated in Preparation for Special Surveys
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Supply of Capesizes

Daily hire raes were determined by supply and demand. The number of ships available
equaled the number o vessels in service the previous year plus any new ships delivered minus any
Scrappings and sinkings. - When the market demand for shipping capacity was high, owners would
Keop a vesse n operation a long as possible. Conversely, when market demand was low, scrapping
ose, Supply was also affectd by the increases in size and effcency the newer ships offered. As
Ships gotbigger,fster, and more fuel eficient,fewer ships were needed t0 carry the same amout of
cargo. Moreover,there had been very fw scrappings n recent years, and most of the apacity o the
workdwide fleetof capesizes was faily young. Exhibit 2 shows the capesize flet by age caogory as
of Dacember 2000, Exhibit 3 showwsthe number of new capesize vesels by expected delvery date.

Exhibit2  Capesize fleet by age category as of December 2000
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Exhibit3  Currentorder book for dry bulk capesizes by delivery date
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Estimates of future orders for vessels were not entirely reliable, especially projections
Spanning more than two or three years in the future. If sentiment was optimistic on market
‘conditions, more vessels would be added to the order book. If the market outlook was poor, then
‘vessels would be cancelled or converted to other types of vessels. A capesize took approximately 10
‘months to build, but contracts were signed to secure a berth place approximately two years before
delivery and over one year before sieel cutting for the vessel. “Delivery” referred to when the vessal
was complete and delivered from the shipyard to the owwner.

Market conditions

‘The demand for dry bulk capesizes was determined by the world economy, especially its
basic industries. Over 85% of the cargo carried by capesizes was iron ore and coal. Production and
demand for these products increased in a strong economy.  Changes in trade patterns also affected.
the demand for capesizes. For example, if a Western European country decided to switch its supply
of iron ore from the United States to Australa, the demand for capesizes would increase since the
distance between Europe and Australa s greater than the distance between Western Europe and the
United States.

Spot charter rates tended to fluctuate more widely than time charter rates, ie., the highs were.
higher and the lows were lower in the spot market. Therefore, when the market was high, ship
‘owners sought time charters to lock in the high rates for as long a period as possible while the
charterers preferred 1o trade in the spot market to avoid having to pay high daily rates any longer
than necessary. Because Ocean Carriers’ vessels were relatively new and a bit larger than the
industry average, they earned a premium to the market. For example, new ships generally earmed a
15% premium in daily hire rates relative to the industry-wide average, while ships over 25 years old
typically received a 35% discount from the industry average. Exhibit 4 shows average adjustments to
daily hire rates for 3-year time charters based on the age of the ship.

‘Exhibitd  Daily hire rate adjustment factor for dry bulk capesizes based on age of vessel
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“The average prevailing spot marke rat at the time was $22,000 per day.! With Ausialian
production in iron ore expected to be strong and Indian iron ore exports expected to take off in the
next few years, Linn took an optimistic view of the long-term market demand for capesizes.
However, she also considered that €3 new vessels were scheduled for delivery in 2001 and that
importsof iron ore and coal wold probably remain stagnant over the next two years. Linn therefore
anticipated that spot rates would fal in 2001 and 2002. In 2003, however, Linn was aware that
‘Austraian and Indian ore exports would begin, and that these new supplies would significanty
increase trading volumes. Demand for capesizes would likely increase swith these higher trading
volumes, possibly boosting prices. Exhibit 5 provides data on some demand drivers, fleetsize, and
average daily hie ratesover time.

Exhibit5  Worldwide iron ore vessel shipments, fleet size and average daily hire rates for
capesize charters, 19942001

00 woes s 1o o 10w ww  aome
ionowvessalstipmens 5 397 M5 424 20 40 40 4%
Floctszo N oNA N s s s s ez
g spotrate SIGES! 2010 ST S14T04 SI010S 047 275

Avg. Byrchatorrate  $18250 $18544 S14070 S16063 13076 12628 S15344

Soure: Company documents

Linn enlisted the services of a shipping-industry consulting firm to help her forecast daily
hire rates for a new capesize. Worldwide iron ore vessel shipments and charter rates had been very
strongly associated historically. The consulting group felt that this elation would contine to hold in
the future, and based i forecast of charter rates off of long-term forecasts for worldwide iron ore
‘vessel shipments. The long-term forecast or worldwide iron ore vessel shipments was for 2% annual
growth during 2002 to 2005, and then dropping to 1.5% thereafter. Exhibit 6 shows the forecast of
daily hire rates that was prepared for Linn.

Newbuilding

“The charteer currently in negotiatons with Ocean Carrers for a three-year time charter
Starting in 2003 had offered a ate of $20,000 per day with an annualescaltion of $200 per day. The
‘xpected ate of nflation was 3%

The vessels in Ocean Carriers’ current fleet could not be committed to a time charter
beginning in 2003 because the ships were either already leased during that period or were too small
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