
  2020 March Trade Idea – Long Crude Tankers 

 

Summary 

 

• Buy owners of crude oil tankers to benefit from crude tanker charter rates spiking 3 to 4 times. 

Potential upside greater than 100% and downside of 20-30%. 

• Charter rates for VLCCs (very large crude carriers) increased from ~$30+k/day to over $200k/day 

in the last two weeks because Saudi Arabia announced that they will be ramping up crude 

production, boosting demand for vessels. This surge in charter rates is likely to last for a while.  

• Tanker owners will generate very strong Q220 earnings, and this is after a strong Q419 and an 

even stronger Q120. Values for second-hand vessels are likely to increase. 

• Shares of tanker owners, after rallying nearly 100% in Q3 and Q4 2019, have given up nearly all 

the gains, in part because of the crash in financial markets. Shares will rally strongly once 

investors look through to the impressive cashflow generation of these companies. 

• Buy tanker owners such as Euronav, DHT, International Seaways, Frontline. 

• Key risk: Saudi and Russia returning to the negotiating tables and agreeing to production cuts. 

 

Background 

Saudi Aramco announced on Saturday, March 6, that they were slashing prices for crude oil that they 

sell by $4-7 per barrel. Later in the week, they announced that they expect to increase daily crude 

production from ~9.7 million barrels a day to nearly ~13 million a day. These were announced in the 

wake of failed OPEC+ discussions from the prior week to cut production. OPEC members had 

provisionally agreed to cuts of 1.5 million barrels a day in order to buoy oil price after demand 

destruction as a result of COVID-19. This was however contingent on OPEC+ members (of which Russia is 

the largest producer) agreeing to similar production curtailments. This Russia rejected.  

 

 
 

As background, OPEC+ is an informal group of 20 oil-producing countries (10 OPEC members plus 10 

non-OPEC producers), responsible for approximately 40% of global crude oil production. Ever since 

November 2016, OPEC+ has “mandated” production cuts for member countries in order to support oil 

prices, which till then had collapsed from highs of over $100/barrel to lows of $30/barrel in the 

beginning to 2016. The cuts had their desired effect, boosting oil prices to an average of between $50-

60/barrel, even reaching over $70/barrel in the fall of 2018. However, the burden of supply cuts has 
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disproportionately fell on OPEC members (especially Saudi Arabia), while non-OPEC countries have 

generally undershot their production cutbacks, ie producing more than they should because they are 

cutting less than required. See chart below – blue shows countries that are exceeding their cutback 

targets, while grey shows countries that we not meeting their targets.   

 

  
 

While it is not realistic for all countries to adhere strictly to recommended production levels, OPEC (led 

by Saudi Arabia) has generally exceeded production cuts, while non-OPEC have undershot targets. 

Ultimately, the alliance is based not just on mutual interests but also trust between the members. If 

what we are observing is an indication of a breakdown in trust between the two largest producers in the 

world, then we are likely seeing only the first innings of the breakup of the 3-year-old OPEC+ alliance. A 

possible outcome could be beggar-thy-neighbour production ramps as countries try to offset falling 

prices by increasing production.  

 

Thesis 

Why then invest in crude tanker companies? Generally speaking, greater crude oil production is good for 

tanker owners because there will be greater demand to transport crude, so the end of production cuts 

(and potential production increase) is definitely bullish for tankers. In addition, the crude tanker market 

is already tight, so any increase in vessel demand can (in fact, already has) lead to sharp rallies in charter 

rates. However, despite the demonstrable improvement in earnings, shares of tanker companies are 

down substantially (30-50%) from recent highs in January. This sets up an asymmetric investment 

opportunity – shares can more than double from current levels should the market look through to 
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earnings, while the downside is limited because the recent decline in prices means one can buy at a cost 

basis lower than the replacement value of vessels. 

 

Comparison of Baltic Dirty Index versus a number of US-listed tanker companies 

 
  

So why have spot rates for VLCCs (which can carry 2 million barrels of crude oil) increased 4 to 5-fold, 

from $30+k/day to nearly $200k/day, in the past few weeks? There proximate causes are: 

i) Bahri (Saudi Arabia’s national shipping company) chartering vessels at record rates 

ii) Traders bidding up vessels for storage purposes to profit from steep contango in crude curve 

 

Bahri Bidding Up VLCC Rates To Push Crude To Customers 

Bahri has now chartered 15 VLCCs in the past four days, driving up rates up to 12-fold on key routes to 

Asia, spooking other charterers to fix tonnage at ever-increasing levels. Tanker rates are now rising at 

levels not seen since the Iraqi tanker wars in the 1980s and have even exceeded the stratospheric 

charters for capesize bulk carriers at the height of the commodities super-cycle. Bahri made the shock 

move to hoover up as much available tonnage as possible, in addition to its own tonnage which includes 

more than 40 VLCCs. The story on the street is that Saudi Arabia is chartering vessels to free up onshore 

storage capacity, as they prepare to ramp up production in April once the production cut agreement 

expires in March. They also need to act quickly in order to push supply to their customers’ doorsteps; 

failing to do so would give Russia an edge especially in Asia once April comes, as Russia is already 

connected by pipeline to China while Saudi is still reliant on sea transport.  

 

Traders Bidding Up VLCC Due To Crude Contango  

There is also strong demand by traders to take tankers for storing crude now because of the steep 

contango in the crude curve after the collapse in front-month crude. Trading companies such as Vitol 

and Trafigura, and oil majors including Shell, have made inquiries for floating storage of crude. As a 

broad rule of thumb, offshore floating storage start making sense with a contango of $0.50-

0.70/barrel/month. Today, offshore storage is just profitable enough to incentivize traders to the market 

for floating storage.  
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Brent Futures Prices 

  
 

Some Quick Numbers – 50% FCF Yields for VLCC Owners 

VLCCs have a daily breakeven operating cost of between $20-30k/day. For years, tanker owners have 

been barely breaking even, as charter rates hovered around this range, hence the lackluster share price 

performance of tanker companies. However, this also means they have tremendous operating leverage 

to rising charter rates – every dollar above breakeven is free cashflow that can be paid out as dividends 

or used for share buybacks. At current charter rates of $200k/day, a VLCC can generate around $50 

million a year in free cashflow, versus brand new vessel costs of $90 million, an incredible free cashflow 

yield.  

 

Risks 

The biggest risk to the trade is a change of heart by Saudi Arabia and Russia. Should they return to the 

negotiating table and either agree to production cuts, or even just an extension of the previous cuts, we 

can expect charter rates to fall back to levels closer to $30-40k/day. Should this happen, we will 

obviously see traders unwind their bets, which will undoubtedly hurt share prices. That said, we are 

buying shares at discounts or close to NAV (depending on the counter), and we know for a fact that Q1 

earnings will be strong, so both should provide some downside support. On the other hand, institutions 

have yet to catch on to this theme. Should charter rates stay high (as we think they will), the influx of 

institutional capital will be very positive for tanker companies.  
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