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Rock the Boat

The Suez Canal

Tensions in the Middle East, compounded by ongoing security
issues in the Red Sea, continue to escalate concerns about their
potential adverse effects on Europe's already fragile economy.
As the strikes in the Red Sea led major shipping companies to
redirect their vessels away from the Suez Canal and take a
longer route via the Cape of Good Hope, how could the Red Sea
crisis escalate to impact shipping costs and inflation?

About 17% of global trade passes through the Panama and Suez Canals.
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Following the outbreak of the war between Hamas and Israel on
October 7th, the Yemeni militia Houthis started attacks on
vessels associated with Israel and its allies. The Houthis, who
control the western coast of Yemen, emerged as an opposition
to the Yemeni establishment after the unification of Northern and
Southern Yemen in the 1990s. The Houthis are backed by Iran
as part of its longstanding hostility with Saudi Arabia and are
supporting Hamas in the war in Gaza. Houthi rebels said they
would continue to attack vessels as long as Gaza remained
under siege, demanding Israel to agree to a ceasefire. According
to Ambrey Analytics data, over 40 ships have so far been
attacked in the Red Sea, mostly close to the Bab-el-Mandeb
strait — the southern entrance to the sea. In response to the
attacks, the US initiated Operation Prosperity Guardian, a naval
endeavour supported by several nations. The European Union
also launched its own naval mission last month to protect cargo
ships in the Red Sea.
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Since early December, the number of ships transiting through Suez
halved.
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The disruptions in the Red Sea and the blockade of the Suez
Canal have impacted the West, as this route is pivotal for the
fastest maritime connection between Europe and Asia. In 2023,
the Suez Canal, extending 120 miles across Egypt, saw passage
from an estimated 21,344 vessels, or about 59 ships daily,
accounting for 12% of global trade. Houthi attacks on
commercial ships have led shipping companies to divert their
routes away from the Red Sea, choosing instead the longer path
around South Africa’s Cape of Good Hope. This diversion adds
an extra ten days, increasing transit times by 30%, prompting a
possible 5% increase in effective capacity this year to account
for longer shipping routes.

As a result of the tensions at the Red Sea, most of the ships have been
redirected via the Cape of Good Hope.
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The deployment of Western military forces has not significantly
enhanced security in the region. Container ships that normally
navigate through the Suez Canal are now frequently taking a
detour around the Cape of Good Hope. In March, the daily
number of vessels passing through the Suez Canal, based on a
7-day moving average, dropped to almost half of the pre-conflict
levels. Meanwhile, the number of daily transits at the Cape of
Good Hope has increased to twice the amount seen before the
conflict. Additionally, the volume of container cargo moving
through the canal has decreased by 82% since early December.
Maersk, a leading company in the industry controlling
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approximately one-sixth of global container shipping, announced
in March that it would continue to divert all its vessels via the
Cape of Good Hope for the foreseeable future.

To counteract delays, vessels have been increasing their speed
by an average of 10%, leading to higher fuel consumption. A 1%
increase in speed can result in a 2.2% increase in fuel usage,
raising costs for shipping companies. As of March 2024,
rerouting via South Africa is costing $1m extra in fuel costs for a
round trip. Emissions produced during the trip will also be higher,
with an estimated total of 55,000t of CO2 for an average vessel
carrying 150,000 mt of cargo. Given that the EU Emissions
Trading System costs apply to the entire trip, companies might
choose to limit the duration of the trip to save on costs. The EU
Emissions Trading System costs are applied to the entire trip,
which could cause companies to limit the duration of the trip to
save on costs. Currently, the EU ETS price is at EUR 57/mt of
CO2, resulting in an additional cost of EUR 0.6-1.5 million per
single trip to Europe. In addition to this, the extra fuel costs
incurred due to faster travel put a significant burden on vessel
buyers, forcing them to reduce the duration of the trip or avoid it
altogether. This problem is especially prevalent for smaller
vessels that have thinner profit margins from the trip.

Rerouting ships to circumvent the increased war risk premium —
which has risen from 0.07% to 1% of a vessel's value since
November — does come with its own set of challenges, including
a 10-fold increase in insurance costs, potential losses from
piracy, schedule disruptions, and port congestions, inflating the
operational costs for shipping companies. Consequently, this
increase in operational costs has led to higher freight charges,
raising concerns that these higher rates might be transferred to
European consumers, especially impacting the cost of imported
goods. Almost a quarter of Europe's imports from Asia are
transported by sea, compared to just 10% of its exports.
According to Drewry, freight rates on the route from Shanghai to
Rotterdam increased by 148% YoY in February, reaching almost
$5,000/40ft container. The surge in freight rates is most
pronounced on routes traversing the Suez, but its impact is felt
globally, including on trans-Pacific routes to the United States
West Coast, where rates have escalated by 130% since early
November.

A combination of closures on the Suez and Panama Canals prompted the
rates to NY more than double.
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Although the rerouting of ships around South Africa may have
eased some of the supply chain pressures on transportation
infrastructure, it has come at a cost. Carriers have imposed
additional charges to compensate for the expenses incurred by
rerouting vessels around the southern tip of Africa and avoiding
potential security risks in the Red Sea. This has introduced a
new level of complexity for businesses engaged in international
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trade, prompting a proactive approach to managing costs. In
addition to the standard shipping rates, these surcharges can
add more than $2,000 to the base rate and include various fees
such as a bunker recovery charge, Emissions Trading System
charge, contingency adjustment charge, origin and destination
terminal handling charges, carrier security fees, and ship and
port security charge. Although the Suez Canal authorities have
promised to provide maritime services such as ship repairs,
maintenance services, fuel, food, water and first aid, the total bill
for companies shipping to Red Sea ports has increased
significantly to $6,800 per container compared to $750 before
the crisis.

The current state of global supply chains suggests that the Suez
Canal conflict will pose limited implications on overall trade.
However, if disruptions continue to persist for an extended
period of time, the costs for shipping companies might remain
elevated relative to last year’s levels. The delays could lead to
cashflow difficulties and material shortages, according to BCC.
Although most retailers have coverage hedges to protect against
freight exposure and lock in rates to more normalised levels,
there could be a case for upward renegotiations. Contracted
shippers are not immune to price increases via surcharges when
spot rates unexpectedly climb. Those vessels that need to
deviate via the Cape of Good Hope will suffer corresponding
surcharges to compensate for the extra vessel costs. This
means that carriers may be in a strong position to either increase
base rates or at least resist any further decreases in rates
despite overcapacity fundamentals.

The Panama Canal

While the problems in the Middle East are being diverted via the
Cape of Good Hope, the Panama Canal, which is particularly
important for countries on the West Coast of South America, is
also under stress. Low rainfall has dwindled water levels, forcing
the authorities to limit the size and capacity of loaded vessels.
Facing alarmingly low water levels, the Panama Canal Authority
has reduced daily transits from an average of 36 to 18 per day.
As a result, total transits plummeted by 23% YTD.

Around 25% of total LA imports are brought in by the end-user goods.
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As the prolonged drought at the Panama Canal poses risks to
imports, ports along the US East and Gulf Coasts are facing
uncertain times. This coincides with the impending expiration of
a six-year labour contract at the end of September 2024
between the International Longshoremen Association (ILA),
which represents 70,000 dock workers at these ports, and the
United States Maritime Alliance (USMX), which acts on behalf of
employers at 36 coastal ports, including three of the busiest
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ports in the US. Negotiations between the ILA and USMX, which
started in February 2023, have yet to yield an agreement,
particularly on issues like salary increments. Consequently, the
ILA has declared its intention not to renew the current contract
beyond its expiration date, raising the possibility of a strike at
East and Gulf Coast ports in October. Importers are wary, given
the increased leverage of unionised workers following the
COVID-19 pandemic. The labour disputes at West Coast ports
last year prompted intervention from the Biden Administration,
resulting in a deal that awarded West Coast dockworkers a 32%
pay raise over six years. Leading up to the current negotiations,
the ILA has secured several local wins. This year, it won
litigation that will effectively force the Port of Charleston to
employ more unionised dockworkers at a new container-
handling terminal. With the contract's expiration six months
away, many importers using East Coast ports are expected to
advance their supply chains to ensure their cargo is delivered
before any potential disruptions. Additionally, shippers might
consider expanding their shipping routes and port choices to
include more West Coast ports until a new agreement is reached
between the ILA and USMX. If there is ongoing tension in the
Suez and Panama Canal, a union strike at US ports could make
things even more complicated for the global supply chain. This
could cause shipping rates to increase or at the very least
prevent them from decreasing in the second half of 2024.
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The number of ships transiting through the Panama Canal has decreased
substantially.

Number of total ships

e e e e 30 per. Mov. Avg. (Number of total ships)

50
45
o '.V.o o o % "~\“ AN )
35 ~.~o *4\,.. ~ u....; 9% 0 &' ¢-~‘.
30 s 3
25 ."o
20
15
10

5

0
Jan Jun Nov Apr Sep Feb Jul Dec May Oct Mar Aug Jan
19 19 19 20 20 21 21 21 22 22 23 23 24

Source: IMF PortWatch

As the result of elevated ocean costs and longer transit routes,
the global air freight market has begun the year strong, with
demand surging 5% YoY in January, with a corresponding 12%
increase in capacity, according to WorldACD. The delayed start
of the Chinese New Year in 2024 and the ongoing disruptions at
sea underscored the need for air freight solutions to address
logistical challenges efficiently. According to Drewry, the average
air now costs $3.65/kg. While this is down from January’s peak
of $5.28/kg, the continuing demand for air freight as a means of
leapfrogging some of the bottlenecks should prevent air freight
costs from substantial declines for the majority of 2024.

The Air freight rate is expected to appreciate slightly, as demand for air
cargo increases.
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Air-sea routes from China to Europe via Dubai or Los Angeles
(LA) have become more popular for cargo delivery. While this
option is three times more expensive than pure ocean cost, it
saves three weeks in transit time. Los Angeles has benefitted
from the rerouting of vessels that would have otherwise gone
through Suez and Panama Canals. As a result, the shipping cost
from Shanghai to LA now exceeds the route destined to
Rotterdam, at $4,272/40ft container vs $3,650, respectively.
According to the port of Los Angeles, January imports increased
by 16% YoY to 441,763 TEUs, marking the second-best January
on record, prompting the port to operate at 75% capacity. The
port authorities estimate that around 2.2m containers will be
delivered into LA port in Q1 2024, given the pre-Lunar NY boost,
marking a 20% YoY increase. While we expect the overall
delivered capacity to LA to soften, the overall performance is
likely to remain elevated for the majority of 2024. The port’s
efficiency in keeping vessels docked only for 4.5 days should
further increase the port’s ability to increase turnover and fulfil
capacity demands quicker. This should keep shipping rates
elevated. After that, goods destined for Europe are expected to
travel via rail/road transport services to the East Coast before
continuing on the sea route.

Since the start of this year, LA port has imported the highest amount of
goods in comparison to other ports.
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Our View

Although the current statistics may appear alarming, the situation
might not be as dire as it seems. As of March 3rd, almost all 4m
tonnes of daily capacity that has been lost through the Suez
Canal is now being shipped through the Cape of Good Hope,
which suggests little overall disruption on global supply chains.

In 2024, the capacity of the global fleet is expected to increase at
a pace exceeding demand growth, potentially leading to excess
capacity, according to UNCTAD. This surplus could put
downward pressure on the rates that shipping lines can charge
their clients. For the time being, global supply chains seem to be
reallocating resources effectively, as evidenced by spot rates
continuing to fall from the recent peaks in late January 2024. We
anticipate this trend to persist, regardless of ongoing tensions in
the Red Sea.

The number of ships transiting to Europe via South Africa and from US
has increased in recent months.
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Still, container ships are experiencing delays, diverging from
their scheduled timelines, and causing disruptions along
maritime routes. However, the situation is likely to normalise
once the adjustments for the extended travel routes are fully
integrated into logistical planning. The overall impact of these
disruptions is expected to be limited, as the industry has been
dealing with overcapacity since 2022, and the current diversions
are only absorbing some of the excess capacity. For now, the
industry is entering its slow season, which should alleviate some
of the capacity that has been soaked up from longer transit
times. This, coupled with subdued global demand for goods,
poses less of a threat to supply chains. Although shipping rates
are expected to remain above last year's averages as long as
diversions continue, shipping rate softness is likely to persist into
a strong peak season in the second half of the year. If the
disruptions continue to persist, this could cause shipping costs to
plateau until 2025.

Sucden Financial — Shipping Market Outlook

Impact on Inflation

Is the recent spike in freight costs likely to reignite inflation in
Europe? Given the impact of pandemic-induced bottlenecks, it's
understandable why such a concern is arising. However, the
current scenario is not as critical as it was a few years ago.
While studies show that spikes in global shipping costs are
followed by sizeable and statistically significant increases in both
headline and core inflation (IMF, 2022), the recent increase in
freight charges was only at a quarter of the peak reached in
2022. Indeed, according to Oxford Economics, if the Red Sea
was to remain closed and freight costs were to remain elevated,
this could add 0.7pps to the UK'’s inflation rate by the end of the
year. This is not enough to stoke inflation, given the relatively
subdued overall demand. While shipping costs are easing,
monitoring the longevity of disruption is important, as this may
cause knock-on effects further down the line that can contribute
to inflation stickiness. While the increase in shipping costs will
not completely derail the inflation trajectory, it will make things
more complicated by pushing inflation further away from the
government's target in Europe.

Furthermore, while disruptions along maritime routes have led to
fewer ships arriving in European ports, with Rotterdam
witnessing a 25% drop in docked ships in January 2024
compared to the 2023 average, the global volume of shipped
goods at the start of 2024 increased. According to the Kiel
Institute for the World Economy, January saw over 14 million
standard containers shipped, nearing the peak levels observed
at the end of 2021, indicating that global trade remains resilient.
While certain businesses may be affected by shipping delays,
there is no imminent threat of shortages in raw materials or
consumer goods that would lead to soaring prices. We expect
the Red Sea crisis to have a muted impact on price pressures in
the Eurozone, allowing the central bank to start monetary easing
in the second half of the year.
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Our research team and the firm’s experienced trading professionals
produce commentary and analysis covering a broad range of market:

Complimentary Research

We offer an extensive range of free reports to assist with market
knowledge, offering price forecasts, data and in-depth market
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Daily Base Metals Report
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» Summary of the day’s trading activity on the LME
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This report drills down into the detail of the coffee market and is
produced three times a year, we also produce shorter more concise
updates. We undertake a macroeconomic assessment of major
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earnings reports from Starbucks, Nestle, Luckin Coffee, Dunkin
Donuts, and Costa. This helps us highlight new sales and marketing
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particularly popular during COVID-19. The largest chunk of this
report is where we assess the Supply and Demand outlook using
our primary data for the coffee market and where we apply our
fundamental models. We showcase our crop forecasts and highlight
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Daily FX Report

» Concise morning update covering fundamentals and technicals
for USD, EUR, GBP, JPY and CHF

« Highlights key upcoming events
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Bespoke Analysis
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intelligent analysis and our expert opinion on forecasts, backed up
with data and historical referencing.
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member for an in-depth discussion.

Contact our team for further information.

Tel: +44 20 3207 5294
Email: research@sucfin.com
www.sucdenfinancial.com


mailto:research@sucfin.com
http://www.sucdenfinancial.com/

Disclaimer

The material in this report has been issued in the United Kingdom by
Sucden Financial Limited ("Sucden") which is incorporated in
England and Wales with company number 1095841. Sucden's
registered office is: Plantation Place South, 60 Great Tower Street,
London, EC3R 5AZ. Sucden is authorised and regulated by the
Financial Conduct Authority.

This material constitutes "investment research" for the purposes of
the Markets in Financial Instruments Directive and as such contains
an objective or independent explanation of the matters contained in
the material. The information in this report is provided solely for
informational purposes and should not be regarded as a
recommendation to buy, sell or otherwise deal in any particular
investment. All information in this report is obtained from sources
believed to be reliable and we make no representation as to its
completeness or accuracy. Please be aware that, where any views
have been expressed in this report, the author of this report may
have had many, varied views over the past 12 months, including
contrary views. A large number of views are being generated at all
times and these may change quickly. Any valuations or underlying
assumptions made are solely based upon the author’s market
knowledge and experience. Please contact the author should you
require a copy of any previous reports for comparative purposes.
Any reference to past performance should not be taken as an
indication of future performance. This report is for the use of
intended recipients only and may not be reproduced (in whole or in
part) or delivered or transmitted to any other person without the prior
written consent of Sucden. The material in this research report is
general information intended for recipients who understand the risks
associated with investment. It does not take into account whether an
investment, course of action, or associated risks are suitable for the
recipient. Furthermore, this document is intended to be used by
market professionals (eligible counterparties and professional clients
but not retail clients). Retail clients must not rely on this document.
To the fullest extent permitted by law, no Sucden Group company
accepts any liability whatsoever (including in negligence) for any
direct or consequential loss arising from any use of or reliance on
material contained in this report. All estimates and opinions included
in this report are made as of the date of this report. Unless otherwise
indicated in this report, there is no intention to update this report.
Please read our full risk warnings and disclaimers.
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