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COMPANY NEWS

Pacific Basin Shipping Limited [2343.HK; HK$1.81; Not Rated] -
A major beneficiary of IMO 2020
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Market Cap: US$1.048m; Free Float: 94.5%; 3-month Average Daily Turnover: US$3.4m

Analyst: Mark Po, CFA; Tel: (852) 3698 6318; markpo@chinastock.com.hk

The Company. Pacific Basin Shipping Limited (Pacific Basin), through its
subsidiaries, provides marine transportation services and logistical support to
its customers through its large, modern, uniformly-sized fleet and shallow-
draft Handysize dry bulk carriers. Pacific Basin is the world’s largest owner
and operator of Handysize and Supramax vessels. It owns 108 Handysize
and Supramax vessels and 220+ dry bulk ships, servicing major industrial
customers around the world. Pacific Basin carries diversified cargo, with
agricultural products, such as grain, fertilizer and sugar, accounting for 38%
of the Company’s total volume in Jan-Sep 2018. Construction materials,
including logs and other forestry products, cement and clinker, and steel and
scrap, accounted for 32% of cargo volume. Metals, energy and minerals
accounted for the rest.

IMO 2020 will impact industry dynamics. During our discussion, Pacific
Basin management mentioned that low-sulphur fuel is a better solution than
installing scrubbers to comply with IMO 2020 requirements. Recall that the
IMO global sulphur cap is due to drop from 3.5% (starting in 2012) to 0.5% at
the beginning of 2020, while the current average is about 2.5%, according to
the IEA. To meet the IMO 2020 sulphur cap, ship owners have several
options: a) low-sulphur compliant fuel oil, b) methanol for some short sea
services, ¢) LNG or natural gas, or d) exhaust gas cleaning systems
(scrubbers). According to management, the dry bulk segment is expected to
benefit from the enforcement of IMO 2020, as dry bulk shipping companies
can pass on the increase in costs (container shipping companies may suffer
from IMO 2020). Low-sulphur fuel will translate into higher fuel costs, which
will promote slow steaming and result in less supply in the market. Installing
scrubbers involves higher investment and off-hire days, which will also
reduce supply. Regarding segments, Handysize vessels are unlikely to have
scrubbers installed, given the high cost, and the supply of low-sulphur fuel is
a concern. It makes sense for Capesize vessels that run fixed routes to install
scrubbers for compliance with IMO 2020. But some scrubbers don’t solve the
sulphur-emissions problem. Apart from IMO 2020, new regulations requiring
reduced carbon and greenhouse gas emissions will have an impact on the
shipping industry. At this stage, there is no design that fully complies with
regulations on carbon and greenhouse gas emissions, and this is one of the
reasons for lower new build costs vs. second hand vessels. Pacific Basin
management also believes that the new regulations will trigger industry
consolidation, as the poor performers and older ships will be penalized, and
stronger companies with high quality ships will benefit from a better supply-
demand situation due to industry consolidation.

No major impact from trade tensions between China and the US.
According to Pacific Basin management, trade tensions have impacted only
soybean transportation, which doesn't have a significant impact on the
Company’s operations, and the change in trade patterns may create new
routes which will benefit the Company. Management mentioned there is no
major pressure on freight rates despite increasing macro concerns. The
current supply-demand situation in the dry bulk market is less favourable
than in previous forecasts, given the impact of fewer soybean shipments from
the US to China. But Pacific Basin hasn’'t seen major weakness in shipping
rates. Management mentioned that industry capacity is expected to grow
2.8% in 2018, while demand growth is expected to be 3% in 2018. Supply
fundamentals are expected to be more favourable for the Handysize and
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Key Financials
(in USD m) 2016 2017 2018E 2019E
Revenue 1,087.4 1,488.0 1,711.4 1,856.5
Gross Profit (54.3) 24.7 113.8 191.2

Gross Margin % (5.0) 1.7 6.7 10.3
Net Profit (86.5) 3.6 72.7 129.4

Net Margin % (8.0) 0.2 4.2 7.0
EPS (Basic) (0.03) 0.00 0.02 0.03
ROE (%) (8.6) 0.3 6.6 10.7
Dividend Yield (%) - - 3.00 6.00
PER (x) (8.87) 259.16 12.96 7.52
PBR (x) 0.90 0.89 0.83 0.78
Capex (m) (181.3) (219.9) (95.4) (62.8)
Free cash flow (m) (158.4) (122.8) 77.5 130.0
Net cash/(net debt) (m) (570.1) (636.3) (560.5) (417.0)

Supramax segments, with an expected need for fleet size growth of
2.2% for 2018 and below 2% for 2019 and 2020. Supply-demand
dynamics might remain somewhat positive for Pacific Basin. Medium-
term new supply will be muted, given the potential impact of IMO 2020
and the low value of second-hand vessels. Pacific Basin is expected to
benefit from the improving supply-demand situation in the medium
term.

Recap of Q3 2018 operations update. Pacific Basin's Q3 2018
average TCE rose 24% YoY and 30% YoY for its Handysize and
Supramax vessel segments, respectively, outperforming the market.
Pacific Basin has secured 68% of its contracted revenue days in Q4
2018 at US$10,560/day in the Handysize segment and 78% at
US$11,970/day in the super Supramax segment.

Our view. We share the view that news flow on trade tensions
between China and the US may continue to have an impact on
sentiment on the shipping & ports sector, including Pacific Basin.
However, at this stage, we don’t see a major impact from trade
tensions on Pacific Basin. The dry bulk segment, especially the
Handysize segment, will be a major beneficiary of the implementation
of IMO 2020, and Pacific Basin is likely to benefit from this industry
trend. Shares of Pacific Basin may continue to perform well, given
resilient Handysize rates. Any share price weakness due to market
sentiment will provide a good re-entry opportunity for investors.

Catalysts: 2018 results announcement, and news flow on trade
issues and IMO 2020 implementation.
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