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Chapter 1: Welcome to Module 2
Welcome to this IGPI Module.

If you have any queries relating to your course, please contact us via info@coracleonline.com. Good luck with your studies.

Syllabus for Module 2: P & I insurance, history, operation and practice
Knowledge ratings
General background awareness necessary
1

Requires a knowledge of the major concepts and their uses
2
Requires the ability to evaluate concepts, issues, policies and procedures together with an
3 understanding of associated aspects of these items and their application to various situations

1.  History
Candidates should be able to:

a.  Describe the background, history and development of protection and indemnity insurance.
1 b.  Explain the origin and use of the various Club correspondents.
2

2.  Scope
Candidates should be able to:
a.  Explain the concept of mutuality and the scope and extent of basic protection and
3 indemnity coverage

b.  Explain the other types of marine insurance available
2 i.  Freight, demurrage and defence

ii.  War risks iii.  Hull

iv.  Cargo

v.  Multimodel transportation risks vi.  Yachts

b.  Explain the interface of P & I coverage with commercially available marine insurance
2 coverage

i.  Hull and Machinery ii.  Cargo

iii.  Loss of Hire iv.  War Risks

v.  Construction vi.  Deviation

3.  International Group
Candidates should be able to:
a.  Explain the membership, structure and role of the International Group
2
b.  Explain the use of subcommittees and working groups within the International group
2 structure

c.  Explain the nature of the International Group Agreements
2
d.  Describe and interpret the structure of the International Group master reinsurance
3 programme

e.  Outline the purpose of Hydra
2

Acknowledgements

f.  Outline the use of designated reserves
2
g.  Explain the rationale for limiting Club cover and the mechanism for the funding of ‘overspill’
2 claims

h.  Outline the basis on which Clubs are permitted to operate together under the International
2

Group by Europe

4.  Non-International Group Capacity
Candidates should be able to:
a.  Outline non-International Group mutual capacity                                                            1 b.  Explain the difference between Group clubs and non-Group clubs                                      2 c.  Identify non-mutual P&I providers                                                                               1

5.  Protection and Indemnity cover
Candidates should be able to:

a.  Explain the structure of P & I Club rules                                                                         2 b.  Explain the standard cover available under P & I club rules                                               3

i.  Indemnity and ‘pay to be paid’ rule

c.  Explain the standard exclusions and why they are used

2 d.  Outline the concept of the omnibus rule

2 e.  Identify and explain the normal extensions to cover available

3 f.  Explain the role of the clubs in providing bail and other types of security
3
6.  Financial operation
Candidates should be able to:

a.  Outline the concept of solvency and what elements contribute to the calculation                   1 b.  Outline the meaning of capital adequacy                                                                        1

c.  Explain the importance of adequate reserving including the use of Incurred but not
2

Reported (IBNRs) claims.

d.  Outline the importance of security ratings and the measures used by rating companies to
1 test security

e.  Outline the difference in the capital provision within mutual and non-mutual Insurers
1 f.  Explain the use of reinsurance by insurers as part of their financial management
2
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Chapter 2: The background, history and development of
P&I insurance
The roots of the modern P&I Clubs lie deep in the past, but before we explore their origins further, we should establish what we mean by the term ‘P&I Club’. We will use the following working definition:

An association of owners and operators of ships that have grouped together to insure each other on a mutual, non-profit making basis, against their liabilities to third parties and certain costs and expenses arising out of the operation of their ships.

There are a number of features in this definition that we will need to examine more closely later. The P&I Club of today stems from two historic sources: marine insurance and mutual insurance.

The origins of marine insurance
Earliest origins
The origins of marine insurance are ‘veiled in antiquity and lost in obscurity’. The bottomry bond1, used by the Phoenicians2 and the Babylonians before them, is described as an early form of marine insurance, since the security for the advance was lost if the ship was lost. The actual concept of marine insurance, as a protection against loss by marine perils, has been traced back to the third century BC but its later development is indeed ‘lost in obscurity’.

Medieval Lombardy
However, the origins of marine insurance as it is still practised today can be traced to the activities of merchants in the cities of Lombardy in Italy in the 13th century – the oldest existing policy of marine insurance dates from 1347.

By the 14th century, the Lombards had carried the concept of marine insurance – the transfer of maritime risk to an independent third party in return for the payment of a premium – to other European countries, such as England, France, Belgium and Holland.

Marine insurance in English law
Although the Lombards were expelled from England in 1483, the practice of marine insurance based in

London continued to flourish and, in 1601, the first English statute relating to marine insurance was passed
– the Act touching the Policies of Assurances used among Merchants3. The preamble to that Act not only expresses the basic principles of marine insurance as still practised today, but shows that they were already firmly established by the beginning of the 17th century.

And whereas it has been time out of minde an usage amongst merchants, both of these realms and of foreign nations when they make any great adventure (specially into remote parts) to give some consideration of money to other persons (which commonly are in no small number) to have from the

1‘An instrument by which the master, while away from the ship’s home port, borrowed money on the security of the ship (upon its

‘bottom’ or keel) for goods or services needed to preserve the ship or complete the voyage.’ Glossary of Maritime Law Terms, William Tetley, Langlois Gaudreau O’Connor, 2004. If the money is not paid at the time appointed with interest at the ship's safe return, the ship is forfeit to the creditor. This used to occur in cases where the ship needed urgent repairs during the course of its voyage or some other emergency arose and it was not possible for the master to contact the owner to arrange funds, allowing him to borrow money on the security of the ship or the cargo by executing a bond. Where both cargo and ship were hypothecated, the bond was called a bottomry bond. For a number of reasons, including the speed and effectiveness of modern communications, it is now obsolete.

2A trading and maritime community, based in the Levant, which flourished from about 1500 to 350 BC
343 Eliz. c 2

The origins of mutual insurance
assurance made of the goods, merchandise, ships and things adventured or some part thereof, at such rates and in such sort as the parties assurers and parties assured can agree, which course of dealing is commonly termed a policy of assurance, by means of which policy of assurance it cometh to pass that upon the loss or perishing of any ship there followeth not the undoing of any man, but the loss lighteth rather easily upon many than heavily upon few, and rather upon them that adventure not than those that do adventure, whereby all merchants especially the younger sort are allured to venture more willingly and more freely.

Lloyd's coffee house
There were no marine insurance companies in England in the 17th century, but towards the end of that century, in 1688, Edward Lloyd established a coffee house in Tower Street in London, near the Thames, where ship owners, masters and merchants with an interest in foreign trade met to socialise, to keep abreast of affairs and to do business with one another. Lloyd’s coffee house gradually developed into an informal insurance market, which was the forerunner of the Lloyd’s insurance market of today. The individuals who accepted insurance risks in the coffee house were called ‘underwriters’, simply because they used to write their names and signatures at the bottom of the policy document, ‘under’ the terms and conditions set out in it.

The origins of mutual insurance
The origins of mutual insurance (as opposed to marine insurance), in the form of collective self-help against fortuitous loss, can be traced back at least as far as the Greek and Roman civilisations, where associations existed to protect individuals against burial expenses, illness and other perils. In later times, particularly in England in the Middle Ages, the craft guilds protected their members through insurance against theft of cattle, damage by fire, sickness and death. By the 18th century, the work of the guilds was continued by the formation of ‘friendly societies’ ‘providing support and assistance in mitigating the general misfortunes of life’.

The Bubble Act
While the roots of the P&I Clubs of today lie in the development and practice of marine and mutual insurance, the Clubs’ direct predecessors were the Hull Clubs (see next section), which developed in England during the 18th century and flourished for about a hundred years.

In 1720, in response to the developing scandal of the ‘South-Sea Bubble’, the English Parliament passed an Act, now known as the Bubble Act, which forbade the formation of joint-stock companies1 without a royal charter. In addition, it granted charters to two insurance companies, the Royal Exchange Assurance Corporation and the London Assurance Corporation, to write marine insurance. They remained the only companies entitled to do so until the Act was repealed in 1824, and thus had a monopoly among insurance companies until then. However, the right of individuals to practise marine insurance was not affected, so business continued as usual in the Lloyd’s coffee house.

Disadvantages of the limited market
The disadvantages of limiting the marine insurance market in the way provided by the Bubble Act were to become increasingly apparent as the 18th century progressed. In the first place, the two companies were conservative in the risks that they would underwrite, and expensive in the risks they did underwrite.

Indeed, Gold (op cit2) states that, by the end of the century, the companies underwrote only four percent of
the total marine risks insured, the balance being underwritten by individual underwriters. Further disadvantages were as follows:

1A corporation the capital of which consists of shares

2Gold, Edgar, Canadian Maritime Law, 9th rev, Ed, Halifax: Dalhousie University Press, 1996, p.161
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l difficulty in getting claims paid, because underwriters were litigious or insufficiently funded for the risks they had undertaken (or both);

l access to the market was limited in that, at times of great risk to the merchant fleet, underwriters would simply stay away and not attend their place of business;

l access to the market in London was difficult for the shipowners based in the ports around the country; in consequence, they often used brokers. However, brokers tended to be expensive and some of them were unreliable.

The formation of the Hull Clubs
The manifest inadequacies of the limited market introduced by the Bubble Act led directly to the formation of the so-called ‘Hull Clubs’. These were associations of shipowners based at the outlying ports who

grouped together to insure their hull risks on a mutual basis. This was particularly the case in the north-east of England, and especially in the coal transport trade.

Given the provisions of the Bubble Act, there was some doubt regarding the legality of these associations. Their operations were, however, not much impeded, and by the end of the 18th century the judiciary was regarding them with favour1.

According to Hazelwood2:

These early hull clubs were very local friendly affairs usually managed by only a secretary and a manager and a small committee. The clubs afforded an immediate, local and intimate means of taking insurance on ships. Personal acquaintance between members was an advantage in itself and not only were these clubs insurance concerns but they were places where ‘men of the sea pooled their difficulties and where help (both financial and otherwise) was given in sorting things out. The club system of calls also met with the approval of shipowners as it amounted to a form of insurance on credit or insurance by instalments or at least deferred payments. Also the small clubs were so simple in their administration, they were very economical and, being mutual in character, profits were not part of the calculations in underwriting.’

This is a reference to the practice of making calls on members only when money was needed to pay claims. Many of these features still remain part of the Club business philosophy.

The decline of the Hull Clubs
The concept of the mutual hull club worked best in the context of a close-knit local shipping community. As the 18th century progressed, three factors began to weaken its effectiveness:

1.  The commonality of risk became diluted as, in a drive for expansion, new owners from further afield were admitted as members.

2.  As there was as yet no system of individual rating, the members with the better-performing ships increasingly found themselves paying the claims of their less competent competitors.

3.  As the clubs were not incorporated associations, payment of claims was dependent upon each individual member paying his rateable contribution. As a result, payment was sometimes slow and unreliable.

Because of these and other factors, the hull clubs entered a period of decline early in the 19th century. This decline was hastened by the repeal of the insurance provisions of the Bubble Act (see The origins of mutual insurance) in 1824. As a result, more companies entered the marine insurance field, together with the Lloyd’s underwriters, and the market became more competitive, especially for the better risks. The clubs

1Per Pollock, B in Marine Mutual Insurance Association v. Young (1880) 4 Asp MLC 357

2P&I Clubs - Law and Practice, 4th edn, Steven J Hazlewood and David Semark, LLP 2010

The rise of the Protection Clubs

increasingly found themselves left to insure ships of ageing and deteriorating quality, with members unable to sustain the burden of the claims they gave rise to, and a number of clubs closed as a result.

Indeed, it is possible, at least in England, that insurance provided through mutual clubs would have disappeared entirely had not certain other changes occurred in the first half of the 19th century – in particular, a significant increase in the liabilities to which shipowners became exposed. This in turn gave rise to the need for new and extended insurance protection.

The rise of the Protection Clubs
One significant driving force was collision risk. In the 18th century this risk seems to have been perceived as relatively unimportant, but by the start of the 19th century concern was growing, and collision cases began to appear in the law reports of the time. Certain principles were confirmed by the House of Lords in the case of Hay v Le Neve1 in 1824:

l Where a collision was caused by the fault of a ship, it was liable for the damage suffered by the other ship.

l Where the collision was caused by the fault of both ships, liability was divided equally – at least in the

Admiralty Court.

Extending the limitation of liability
However, by the Responsibilities of Shipowners Act 1813, the regime of limited liability that had been first introduced in the Responsibilities of Shipowners Act of 1734, dealing with loss of or damage to cargo arising from a tort of the crew, was extended to cover collision damage2, that is, the liability of the owner for loss of or damage to the other ship in collision, and loss of or damage to cargo, on board both his ship and the other ship. Liability was limited to the value of the ship and freight immediately prior to the accident. As

a result, the owner could still be liable up to the full value of his ship (and freight) even if his vessel were lost as a result of the collision. Thus his maximum liability was twice the value of his vessel, plus freight.

The possibilities of insuring this exposure were, however, limited by the Merchant Shipping Act of 1745. This Act prohibited shipowners from insuring against their liabilities for sums in excess of the value of their vessels – presumably on the grounds that they had no insurable interest beyond that point (the concept of an insurable interest in an exposure to liability had not yet been developed).

There is evidence that the hull clubs were, by the beginning of the 19th century, including cover in respect of liability ‘against running down or doing damage to any ships or cargoes… but not exceeding the sum insured on the ship doing the damage both for the damage done and received’. The commercial market was, on the other hand, said to be reluctant to cover collision liability, ‘because of their severe attitude toward negligence of shipowners and crew’.

The Collision Clause of 1824
The case of De Vaux v Salvador 18363 established that the liability for damage done in collision was not a

‘peril of the sea’ and therefore not recoverable under the standard form of SG Policy in use at the time4.

That confirmed the need of insuring that liability under a special clause, such as the Collision Clause of 1824.

This clause provided cover against any sum not exceeding the insured value of the ship and freight that the assured became liable to pay ‘in case the said ship shall, by accident or negligence of the Master or crew, run down or damage any other Ship or Vessel5’.

1(1824) 2 Shaw’s Scotch Appeals 395

2The Act also extended the right to limit to claims for wash damage and for impeding navigation.

34 A & E 420

4The wording of the SG Policy Form appears in the first schedule to the Marine Insurance Act 1906

5In this and other modules, the words “ship” and “vessel” have the same meaning.
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The clause did not include cover for liability for loss of life or personal injury arising from the collision. Nevertheless, presumably to be on the safe side, Lloyd’s underwriters introduced in 1861 a specific exclusion to this effect.

All cover under the clause was, however, limited to ‘Three Fourth Parts of the Sum so paid’. Note further that the collision liability cover was not yet conceived as a separate and additional insurance to the hull policy. That meant that underwriters only paid a maximum of the insured value of the ship once, even if the ship were lost in a collision for which it had responsibility towards the other ship and its cargo.

From this analysis, it is clear that it was not the shipowner’s exposure to the One Fourth collision liability under the terms of the standard hull policy that was the major driving force behind the creation of the P&I clubs. Rather, it was, together with two other factors which we examine in the next two sections, the need for collision cover above and beyond the insured value of the ship that prompted the formation of the clubs.

The Fatal Accidents Act 1846
The first of the remaining factors was the passage in 1846 of the first Fatal Accidents Act, popularly known as ‘Lord Campbell’s Act’, after the name of its sponsor. The main purpose of the Act was to grant to the personal representatives of a deceased person the right to sue for damages any person whose wrongful act, neglect or default had caused the death in question. Previously, the position at common law had been that the action for damages died with the person killed, leaving the dependants of the deceased without a remedy in law.

In the maritime context, the Act of 1846 represented a considerable increase in risk for the owners of passenger ships which, at this time, were engaged in carrying thousands of emigrants across the Atlantic to North America.1 The principle of vicarious liability, by which the employer was held responsible by the law for the negligence of his employees in the course of their employment, had already been established in the

1839 case of Duncan v Finlater2. After 1846, therefore, the shipowner was potentially exposed to claims
from the dependants of every passenger lost at sea through the negligence of his master in the navigation or handling of the vessel.

The Harbours, Docks and Piers Clauses Act 1847
The second of the remaining factors was the passage in 1847 of the Harbours, Docks and Piers Clauses Act. By s.56 of this Act, the harbour master was empowered to remove any wreck obstructing the port facilities and to claim the costs of doing so from the owner of the wreck, regardless of the cause of the accident. Further, by s.74 of the Act, the shipowner was liable to compensate the harbour/port authorities for

damage done by his vessel to the port facilities, regardless of whether the damage was caused by his or his employees’ negligence.

Faced with a serious increase in their liability exposure, shipowners began to press the government to include liability for passenger death and injury within the limitation regime for cargo that had already been established by the Responsibilities of Shipowners Acts 1734 to 1813.

The Merchant Shipping Act 1854
In 1854, the efforts of shipowners to reduce their liabilities were in part successful, in that the Merchant Shipping Act of that year granted the shipowner the right to limit his liability for loss of life and personal injury to passengers to the value of the vessel and freight, provided that, in respect of the passenger risk, that value should be deemed to be not less than £15.00 per registered ton. That was a high figure: it is thought to be about twice the average value of a British vessel at the time – and in consequence, about twice the amount of any insurance limited to the value of the ship herself.

1Sources quote a figure of two million emigrants from Ireland alone to the New World in the period 1841 to 1851, the time of the serious potato famines in Ireland.
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The founding of the Protection Clubs
The Ship Owners Mutual Protection Society
The Merchant Shipping Act of 1854 came into effect on 1 May 1855: the very day that the first of the so- called ‘Protection clubs’ opened for business. The first Protection club was called ‘The Ship Owners Mutual Protection Society’ (the predecessor of the present Britannia Steam Ship Insurance Association). Its managers were a London-based partnership, Peter Tindall, Riley and Co, which had a number of hull clubs under its management. The partners had recognised the growing need of shipowners for liability insurance and the general reluctance of the commercial market to provide what was required. They saw a business opportunity, and seized it.

The club's early statutes
The early statutes of the club have survived and give a clear indication of the reasons for its foundation, as follows:

The Ship Owners Mutual Protection Society

Capital—one million
established for the purpose of protecting Ship Owners against the liability incurred under the 504 Sect, of the ‘Merchant Shipping Act, 1854’, and also the risk of running down other Vessels and Craft, not covered by the ordinary Marine Policies...
The risks against which a shipowner could now limit his liability were principally the following:

a.  death of or injury to passengers carried by his ship;

b.  loss of or damage to cargo on board his ship;

c.  death of or injury to any person on board another ship, by reason of the improper navigation of his ship;

d.  loss of or damage to the other ship, or loss of or damage to its cargo, by reason of the improper navigation of his ship.

The cover to be provided by the new club was designed to meet the needs of shipowners described in the preamble to the statutes (in the blue box above).

Two further interesting points arise from these statutes. First, the cover offered by the club was not unlimited. It was limited to the sum agreed to be secured as aforesaid. Second, the obligation to pay rested not with the club itself as a separate legal entity, but with each of its members individually. It was to be some time before the clubs became legal entities in their own right and the obligations to reimburse the members became an obligation of the club, rather than that of each individual member.

Other early protection clubs
Shortly after the Ship Owners Mutual Protection Society was founded, the Shipowners’ Protection Association was established in Topsham in Devon, under the management of Mr John Holman. It began trading on 1 January 1856 and later became The Shipowners’ Mutual Protection and Indemnity Assocation, based today in Luxembourg.

Some twenty years earlier, John Holman had founded a hull club, the West of England Insurance Association and in 1870 this club was revived as a protection and indemnity insurer for larger vessels, also under the management of the Holman family. This Association is the forerunner of today’s West of England Shipowners’ Mutual Insurance Association (Luxembourg). The North of England Protection Association was founded in 1860 and by the end of the 19th century, most of the other clubs of today had been established. For details, see Appendix 1.
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Action Step:
l Check the date your Club was founded.

l What are the key developments in the history of your Club?

When does the year begin?
One feature that the protection clubs inherited from their hull club predecessors was the date at which the policy year began: not on 1st January, but at noon on 20th February. The historical reason for this apparently strange tradition was that many of the vessels insured by the clubs were laid up during the winter months when the Baltic Sea was frozen. It had become accepted that the first date on which ships could sail from the River Tyne and be sure of finding the Baltic ‘ice free’ was 20th February. Many of the hull policies were issued for a twelve-month period from 20th February with a suitable warranty; for example

‘laid-up from 1st November unless otherwise agreed’. Most P&I clubs still maintain this tradition and provide twelve-month ‘time’ policies running from 20th February of one year to 20th February in the following year. Note1
Further statutory developments
The thirty years or so after the founding of the first Protecting clubs saw a number of major developments.

Merchant Shipping Act (1854)
First, the Merchant Shipping Act of 1854 itself placed obligations upon shipowners for the relief of sick or injured seamen2. Over time, most of these obligations came to be insured by the Protecting Clubs.

The 1854 Act, in section 458, in introducing the concept of statutory salvage, also provided that

salvage in respect of the preservation of the life or lives of any person or person belonging to any such ships or boats [the salved vessels]… shall be payable by the owners of the ship in priority to all other claims for salvage…

This risk was quickly covered by the Protection Clubs.

Merchant Shipping Act (1862)
Second, the Merchant Shipping Act of 1862 changed the basis of calculating limitation from the value of the vessel and freight to fixed amounts per register ton, depending on the interest damaged. These amounts were £8.00 for property claims, including cargo, and £15.00 for death and injury claims.

The revision of the Collision Clause
Third, partly as a result of the changes in the basis of limitation introduced by the 1862 Act, the Collision Clause of 1824 was revised and replaced by the Original Lloyd’s Clause in 1883. The main features of the Original Lloyd's Clause, as compared with the Collision Clause of 1824, were

a.  that the limit of the assured's insured liability was revised according to the provisions of the

Merchant Shipping Amendment Act, 1862;
b.  that the liability for wash damage or for damage caused by impeding navigation was excluded;

c.  that the liability for loss of or damage to cargo on the insured vessel was also excluded.

1The Financial Year of the American P&I Club ends on 31 December; the financial year for the Japan P&I Club ends on 31 March.

2This term also included the Master and any apprentice
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The overall effect was to narrow the cover down to (three quarters of) the liability for damage done to the other vessel by collision. As the commercial market cover reduced, so the cover given by the Clubs expanded, the risks excluded under (b) and (c) above being in due course assumed by the Protection Clubs.

In addition, this clause has been interpreted as establishing the cover for collision liability as a separate and additional insurance contract, even though there is no express provision in it to this effect. The significance of this development was that, under the one policy, the insured shipowner could claim up to the insured value of the ship for the damage it sustained in the collision and up to (three quarters of) the insured value for its liability for damage done to the other ship (and its cargo) in the collision.

The Westerhope case
The fourth development related to liability for cargo claims, in which the Westerhope case (1870) was a milestone. This is covered in the next section.

The development of the Indemnity Clubs
During the 19th century, cargo claims do not appear to have represented a significant type of risk for shipowners. At that time, shipowners’ liabilities towards the owners of cargo were governed by the common law and not yet by statute. Under the common law there were very few defences available to the shipowners, as carriers, and in theory they were strictly liable to the cargo owner if the cargo became lost or damaged while in their custody. However, because the common law at that time permitted almost total freedom of contract, the shipowners were able to include terms in their contracts of carriage to the effect that the carrier was not liable for any loss or damage to the cargo, however caused. They were therefore able to exonerate themselves, perfectly legally, from all responsibility and liability for the cargo.

The Westerhope
The event that changed that situation was the sinking of the Westerhope1 in 1870. This vessel had on board a quantity of cargo destined for Port Elizabeth in South Africa. It carried the cargo past Port Elizabeth, intending to discharge it there on the return journey to Cape Town. However, before it reached Port Elizabeth on the return journey, the ship sank off the South African coast with the loss of the entire cargo.

The claim
The owner of the cargo pursued a claim against the owner of the Westerhope for the loss of its cargo even though there were wide exemption clauses contained in the bills of lading, which purported to exonerate the shipowner from all liability for loss of or damage to cargo. The cargo claimant’s argument was that there

had been a ‘deviation’ from the contracted voyage because the Westerhope should have called into Port Elizabeth the first time it passed that port. If that had happened, then the cargo would have been discharged safely. It was argued that the deviation was a fundamental breach of the contract of carriage and, as such, the carrier could not rely on the exceptions exonerating it from liability. The court agreed and held the shipowner liable to compensate the cargo owner in full for the lost cargo.

The attempt to recover the compensation
The owner of the Westerhope was entered with the North of England Protecting Club. It duly attempted to recover the compensation paid to the cargo interests by making a claim for indemnity from the Club. The Directors of the Club declined the claim, on the grounds that it was not a risk covered under the Club Rules – although a small ex gratia payment was eventually made.

1The report of the case has never been traced. As a result, the name of the ship has also been cited as the “Westernhope” or “Wes- tenhope” but the name “Westerhope” is the most likely, as it is the name of a village (as it was then) some four miles west of the city centre of Newcastle upon Tyne. There is also disagreement as to the port to which the cargo in question was bound.
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The repercussions
Following that incident an article appeared in most of the shipping newspapers of the day, written by a Mr J Stanley Mitcalfe, who was an underwriter with the Northern Maritime Insurance Company Ltd in Newcastle upon Tyne. His article drew attention to the wide range of potential liabilities shipowners might have towards cargo owners and underwriters and for which they had no insurance cover. A number of shipowners, particularly in Newcastle, took the article very seriously indeed and approached Mitcalfe to ask him to form a mutual indemnity association to cover these potential cargo liabilities. Mitcalfe agreed and, as a result, the Steamship Owners’ Mutual Protection and Indemnity Association was formed at Newcastle in 1874. The full significance of potential cargo liabilities quickly became apparent to many other shipowners and the membership and work of the Indemnity Association grew rapidly. In 1886 it merged with the North of England Protection Association, to create the North of England Protecting and Indemnity Association.

A number of other Protection Clubs, noting the developments in the North of England, added cargo liability risks to the cover they offered, either by adding the cargo risks to their existing covers or by forming a separate association or class within the association to cater for them. For example:

l The West of England Association incorporated the indemnity risk from 20 February 1886.

l The United Kingdom Mutual Steamship Assurance Association, formed originally as a hull club in

1869, introduced protection cover in 1871 and indemnity cover in 1886 but as a separate class, a distinction that lasted until after the second world war. The two classes were amalgamated with effect from 20 February 1959.

Why ‘indemnity’?
The use of the word ‘indemnity’ in the name of the Club(s) is significant. It makes clear that the liability of the Club is only to reimburse or indemnify its Member against the liability to the third party cargo interest that he has incurred. The Club is, accordingly, under no obligation to the aggrieved third party direct. Today, this feature extends to practically all risks covered by the Clubs and has important consequences in the event of a Member’s insolvency. In particular, it exempts the Clubs from the provisions of the Third Parties (Rights against Insurers) Act 1930, which gives a third party the right to sue the insurer of the tortfeasor direct, if the tortfeasor itself goes into liquidation.

Further increases in shipowners’ liabilities
In many ways, the history and development of the P&I Clubs over the years since the 1850s is a reflection of the steady increase in the liabilities of their shipowner members.

Key events in the subsequent development of P&I cover are listed in part in the Advisory Study Group Report of 1957 and reflect the greater concern for human suffering that began to produce new statutes and new liabilities. The relevant extracts from that report in relation to employee protection and social welfare legislation are set out in Appendix 3.

Carriage of Goods by Sea Act 1924
In 1924 cargo claims were again in the picture, through the Carriage of Goods by Sea Act. This put into effect the Hague Rules which had been drawn up by a conference of shipowners, underwriters and merchants, accepted by many governments in the International Convention for the Unification of Certain Rules of Law relating to Bills of Lading, and signed at Brussels on 25th August 1924. The Act was intended to provide a fair basis as to what cargo losses should be borne by the carrier/shipowner, and what by the owner of the goods and his insurers. Further details on the provisions of the 1924 Act are given in Module 4

– Cargo Risks.

P&I Clubs: risks insured

What counts as a ‘ship’?
In 1926 the judgment in Merchant Marine Insurance Co Ltd v North of England P and I Association1 established that a floating crane on a pontoon was not a ‘ship or vessel’, so that damage done to it by a ship was payable by the club, and not by hull underwriters under the Running Down Clause. This has thrown many such claims on to the P&I cover.

What about towage?
In 1936 it was decided in Furness, Withy & Co v Duder2 that liability for damage done in collision arising by reason of a towage contract (the insured ship being in collision with an attendant tug, and the contract making the tow responsible for all collisions), and not by reason of negligence on the part of the insured vessel, was not a liability ‘by way of damages’. It was therefore not covered by the Running Down Clause, and such claims were also established as being for the P&I Club.

P&I Clubs: risks insured
In terms of risks insured, the development of the P&I Clubs since the end of the Second World War has been concentrated in the following fields:

l liability for oil pollution;

l liability to passengers;

l liability for cargo;

l wreck removal and

l limitation of liability for risks in general.
Oil pollution
The most important developments relating to oil pollution have been the adoption and subsequent development of the liability regime set out in the 1969 Convention on Civil Liability for Oil Pollution Damage and the associated International Convention on the Establishment of an International Fund for Compensation for Oil Pollution Damage 1971.

These Conventions and their later development are dealt with in more detail in Module 5, Vessel Risks. That module also covers the development of the various voluntary compensation schemes developed by the tanker industry in conjunction with the P&I Clubs and the position regarding oil pollution legislation in the United States. It also deals briefly with the International Convention on Liability and Compensation for Damage in Connection with the Carriage of Hazardous and Noxious Substances by Sea, 1996 – the HNS Convention. As this Convention is awaiting ratification it is not yet in effect.

Passengers
The development of liability for passengers has centred on the Athens Convention relating to the Carriage of Passengers and their Luggage by Sea, 1974 and its 2002 protocol. The new Convention resulting from the 2002 Protocol is very onerous for shipowners and the clubs have been unable to insure some of the liabilities arising under it. These issues are dealt with in greater detail in Module 3, People Risks.

1(1926) 26 Lloyd’s Rep. 201 (CofA)

2(1936) 2 KB 461
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Cargo risks
In the period since the end of the Second World War, there have been only four developments of importance to the P&I Clubs in the field of shipowners’ liability for cargo. They are summarised in the following paragraphs.

The Hague-Visby Rules
On 23rd February 1968 a Protocol was signed in Brussels to amend the Hague Rules. This Protocol was called the ‘Visby Amendment’, after the Swedish island on which the final negotiations took place. The new Rules were incorporated into English law by the Carriage of Goods by Sea Act 1971.

The Hamburg Rules
In 1978 a new set of Rules was drafted to reflect the dissatisfaction that developing nations in particular felt in regard to the Hague-Visby Rules, which they considered too favourable to the carrier interests. The Rules were named the Hamburg Rules, after the city in Germany where the final negotiations took place.

The new Rules imposed increased liabilities on carriers, to the extent that the P&I Clubs declined to cover members who voluntarily incorporated Hamburg Rules terms in their contracts of carriage. Although the Hamburg Rules came into force in 1992, after ratification by the required twenty states, they have still been adopted by relatively few major industrial or maritime nations.

The Carriage of Goods by Sea Act 1992
The next development was more welcome. In 1992, a new Carriage of Goods by Sea Act was passed in the United Kingdom. Although its title gives the impression that the Act relates to carriers’ obligations (as had the Carriage of Goods by Sea Acts of 1924 and 1971), the object of this legislation was to regulate the rights of cargo interests and carriers to sue and be sued under bills of lading, waybills and other documents, such as delivery orders. The detailed provisions of this Act are addressed in greater detail in Module 4 – Cargo Risks.

UNCITRAL Convention on the Carriage of Goods (Wholly or Partly) by Sea
The last major development under this heading is the UNCITRAL Convention on the Carriage of Goods (Wholly or Partly) by Sea, approved by the General Assembly of the United Nations in December 2008, and signed in Rotterdam in September 2009 (as a result, it is to be known as the Rotterdam Rules). The Convention is designed to replace the Hague, the Hague-Visby and the Hamburg Rules. Compared with the position under the Hague or Hague/Visby Rules, the shipowner’s liability under the new Convention is increased significantly. A more detailed analysis of this Convention is given in Module 4 – Cargo Risks.

Wreck removal
In May 2007 the Nairobi International Convention on the Removal of Wrecks 2007 was adopted. This new Convention will provide the legal basis for States to remove, or have removed, shipwrecks occurring in their Exclusive Economic Zone that may have the potential to affect adversely the safety of lives, goods and property at sea, as well as the marine environment. The Convention fills a gap in the existing international legal framework by providing the first set of uniform international rules aimed at ensuring the prompt and effective removal of wrecks located beyond the territorial sea.

As with many of the recent conventions in the field of shipowners’ liability, the Convention requires the shipowner to be insured against his liabilities under it and for rights of direct action against the insurer. The value of that insurance is, however, not to exceed the relevant ship’s 1976 LLMC Convention limit as amended.

The Convention will enter into force twelve months following the date on which ten States have adopted it.

P&I Clubs: risks insured

The Convention on Limitation of Liability for Maritime Claims - LLMC
The major event in this field was the Merchant Shipping Act of 1979, which – among other things – incorporated into English law the 1976 Convention on Limitation of Liability for Maritime Claims. This replaced the International Convention relating to the Limitation of the Liability of Owners of Sea-going Ships

1957, which had itself been introduced into English law by the Merchant Shipping (Liability of Shipowners and Others) Act, 1958.

The 1976 Convention on Maritime Claims provides that – in addition to the registered owners – the charterers, managers or operators of ships and salvors have the right to limit their liability to a broad extent including (in theory) the liability for removal of wreck . However, the liability for pollution damage under the

1969 Civil Liability Convention (or the Merchant Shipping (Oil Pollution) Act, 1971 giving effect to the above

Convention) is excluded from the application of limitation of liability under the 1979 Act.

The limits under the Limitation Convention of 1976 are much greater than those in its predecessor Convention of 1957. In compensation for that, the criteria for breaking limitation were tightened to the point where it became virtually impossible to break limitation. The test is set out in Article 4 of the Convention as follows:

A person liable shall not be entitled to limit his liability if it is proved that the loss resulted from his personal act or omission, committed with the intent to cause such loss, or recklessly and with knowledge that such loss would probably result.

Under the 1957 Convention, the right to limit was lost if the casualty in question had resulted from the

‘actual fault or privity’ of the owner, the same test as that applicable under s.503 of the Merchant Shipping

Act of 1894.

For more on the 1976 Limitation Convention, see Module 5 – Vessel Risks.

Conclusion
As this narrative makes abundantly clear, the development of P&I insurance over the last 150 years has been driven by the ever-increasing liabilities being placed on shipowners by individual nations or the international community. In most cases, the Clubs have had the responsibility of representing the views of the shipping industry to national, international and supra-national bodies, in an effort to ensure that the final outcome is measured, fair and, above all, insurable. Most of this work is done through the International Group. This enables the shipping industry to speak with one voice – and with great authority – on most issues.

International organisations active in the maritime regulatory field appreciate the effective contribution the shipping industry can make to their work. To this end, the International Group has consultative status at the International Maritime Organization (IMO) and the IOPC Funds  and observer status in a number of key international forums, such as the Comité Maritime International (CMI) and the International Chamber of Shipping (ICS). Its views may not always prevail but they are usually respected.
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The origin and use of Club correspondents
Over the last thirty years or so a number of P&I clubs have established overseas offices, including branches licensed to do insurance business in the country where they are located. However, a club’s operations have traditionally been centralised in its head office in its country of origin, despite the fact that most claims arise elsewhere. In order to deal with these effectively, the clubs recognised early in their existence that they needed competent representatives in the various ports of the world, able to give the club’s members

prompt and effective service.

To enable it to be represented in all the major ports of the world, as well as in many lesser ports, and to provide a global service to its members, each P&I club has, over time, built up an international network of

‘correspondents’. Probably the first such correspondent was appointed in Antwerp in 1871, in the person of Jacques Langlois, described as an ‘international law agent’. Four years later, in 1875, Langlois was appointed by a second club as its correspondent in Antwerp. This is an early example of the practice, still prevalent today, of a correspondent working for a number of clubs, rather than exclusively for one. Such correspondents may be local maritime lawyers, specialist P&I club representatives, ship’s agents with suitably qualified personnel, or in some cases, surveyors.

Although the same organisation may well act both as P&I club correspondent and as a ship’s agent in the same port, the functions of each role differ considerably, to the extent that they may be handled by separate departments within the same firm. The role of the P&I club correspondent is explained further

below and in the next section. That of the ship’s agent is addressed in Module 2. In essence, the ship’s agent is engaged by the shipowner to render to the ship all the services it may require during its call at the port in question. These include ensuring that pilots, stevedores, berths and tugs are ready for the ship’s arrival. Then, once the ship has arrived, the agent arranges for the supply of everything needed, from bunkers to vegetables, as well as liaising with customs, port health officials and other local authorities on the ship’s behalf. For a fuller explanation of the role of the ship’s agent, see the BIMCO website.

Whereas the clubs are in general comfortable with the correspondent acting also as a ship’s agent, they are less so where the correspondent is also the Lloyd’s Agent in the port. The reason for this is that the primary role of the Lloyd’s Agency network is to provide a survey and adjusting service for the Lloyd’s marine insurance market and for cargo underwriters in particular. Many certificates of cargo insurance contain a clause reading:

In the event of loss or damage which may result in a claim under this insurance, immediate notice should be given to the Lloyd's Agent at the port or place where the loss or damage is discovered, in order that he may examine the goods and issue a survey report.

If a cargo claim should arise on a ship entered with a club for which that same organisation acts as correspondent, there is in such a case a potential conflict of interest which is better avoided.

Action Step:
Find out who are the current correspondents of your club.

l How many of them are there?

l How many of them are lawyers and how many are commercial organisations?

l Who is responsible in your club for the appointment and oversight of correspondents?

The origin and use of Club correspondents

The status and functions of the Club correspondent
Status
A P&I correspondent is not an agent or employee of a P&I club, and is not a ‘branch office’ of the P&I club. As such, a correspondent is not authorised to accept notice of a claim, in circumstances where the Club Rules provide that notice shall be given to the Club or its Managers1 (as for Managers, see later).

Functions
A P&I correspondent provides a variety of services, but his principal role is to protect the member’s position. A P&I club’s local correspondent can give the shipowner and the master of the entered ship great assistance in setting up the correct procedure to be followed after an incident. Effective and immediate help can often reduce the member’s potential liability and help to save costs.

Another important aspect of the correspondent’s work is to keep the P&I club’s claims handlers fully informed of problems that arise and, if appropriate, to recommend how, from the local point of view, they can best be resolved. They also take instructions from the Club in order to see the problems resolved without delay and efficiently as possible.

Services
The types of service that a correspondent provides include:

l giving immediate advice to members and masters

l keeping the P&I club fully informed

l arranging surveys

l assisting with the release of a ship under arrest for a P&I type incident, including, on occasions, the provision of security

l advising on the defence of claims and on legal aspects of claims

l arranging local legal representation and advice

l negotiating with local interests such as cargo claimants, underwriters, customs and immigration officials, harbour and other authorities, in defending/protecting the member’s position

l processing and repatriation of stowaways

l assisting with repatriation of seafarers

l arranging medical assistance.

Assisting the member, not the Club
Assistance from a correspondent is rendered on behalf of the member and not on behalf of the P&I Club. This is the case whether the member approaches the P&I Club’s correspondent directly or via the P&I Club, which then passes on the request for assistance to one of the Club’s correspondents. This configuration can give rise to confusion and difficulty, both with third parties and with members.

For example, if a correspondent intervenes in a case at the direct request of the member or the master, and it turns out that the risk is not covered by the club, then the correspondent’s fees are for the account of the member, and not for the Club. Although the Clubs have different policies in this regard, a Club often

1C V G Siderurgicia del Orinoco v London Steamship Owners’ Mutual Insurance Association, The “Vainqueur Jose” [1979] 1 Lloyd’s

Rep. 557
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reimburses the expenses anyway, although under no liability to do so, and will seek to recover them from the member. It does this in the belief that it is in the general interest of all members that correspondents should act immediately when requested to do so, without delaying possibly vital action to deal with the claim and contain the likely damages until the insured status of the member is confirmed.

The qualities of a correspondent
A P&I correspondent must have expertise in the practical and legal aspects of claims that may be faced by the members of a P&I club. Indeed, the prime reason for his or her appointment is his local knowledge and ability to assist and co-ordinate the handling of a problem within his port/jurisdiction. P&I Club correspondents tend to fall into two distinct categories: commercial organisations and legal practitioners, and the qualities that P&I club correspondents are required to display depend to some extent into which category they fall. Taken overall, the qualities are numerous and include most, if not all, of the following:

l immediate availability to the members to give practical and prompt advice

l an effective network of local contacts and good relationships with the local authorities

l the ability to resolve quickly and satisfactorily a wide variety of practical problems relating to the operation of various types of ship

l a thorough knowledge of national law, regulations, and local byelaws, so as to be able to give or to obtain prompt and effective legal advice for the member

l the ability to liaise effectively with experts in other disciplines such as naval architects, fire experts, marine surveyors, cargo specialists and biochemists, in the analysis and interpretation of reports

l a working knowledge of international law in respect of maritime affairs

l the ability to give advice on the defence of claims, on the legal aspects of claims, and on prospects in litigation

l the ability to liaise with lawyers (local and overseas) in the analysis and handling of individual cases

l the ability to supervise the work of local or national lawyers who are acting on behalf of the member and the club.

Requesting the assistance of a correspondent
The P&I club’s correspondent should be called whenever it is clear that an incident has occurred that is likely to result in a claim against the P&I club. When the member or ship’s master is in doubt about a particular problem, or when time does not permit them to make direct contact with the P&I club, they should contact a correspondent.

When there is more than one correspondent in a port, there may be a question as to which one to contact. As a rule, the correspondent who deals with commercial matters should be contacted first. If there are any legal problems to sort out, he can direct the problem to the legal correspondent, if there is one for that port, or otherwise to a law firm that specialises in that field of work.

Quality control of correspondents
The performance of correspondents can have a significant influence on the satisfactory handling of incidents and claims. The choice of correspondents by a P&I Club is therefore given high priority, to ensure that those listed are the best people in a given location and can provide the highest quality service.

The Clubs constantly monitor the service that their correspondents provide and, if necessary, they will ask a given correspondent to improve the quality of service. Alternatively, they will replace an under- performing correspondent with an organisation that can provide the quality of service required.

The origin and use of Club correspondents

The correspondents in their turn must ensure that any surveyors, consultants or lawyers they may engage on an incident are also of the highest calibre for the job.

Supporting the correspondent network
Such is the importance of the correspondent network that every Club is represented on the Representation sub-committee of the International Group. It is this committee that monitors the relationship between Group Clubs and their correspondents. The International Group has published some ‘Guidelines for Correspondents’; these are available in booklet form from the International Group secretariat. The Group has also, in recent years, conducted ‘Correspondents’ Conferences’ for the guidance and education of correspondents, and intends this to be a regular practice.

Training
In the case of a new correspondent, the founder of the firm may come to a Club for a period of training. Key employees of the more important correspondents are often trained in the same way. In recent years some individual Clubs have also held training sessions for their correspondents.

Overseas offices
As mentioned earlier, a number of Clubs have established ‘overseas offices’ in the last thirty years. The work of many of them has been to act as a ‘general correspondent’ for a particular region. Sometimes this means that the Club office will handle all the claims from the given geographical area; more frequently, it means that the Club office will supervise the work of other correspondents in the area. The advantage of this is that the network is subject to closer supervision from within the same time zone.

For example, in 1979, the UK Club established the firm of Transport Mutual Services Inc in New York, to act as its general correspondent for North America and promptly transferred to it some 4,000 files from the London office. Other clubs, rather than establish their own presence in key areas for the business, have appointed local firms as exclusive correspondents. The Britannia Club has followed this route in, for example, Japan, Taiwan and Spain.

Appendix 4 contains a table summarising the development of overseas offices by the Clubs in the

International Group.
Action Step:
Who in your Club is responsible for its overseas offices?

Correspondents’ work in decline
Over the past twenty years a number of developments have tended to reduce significantly the P&I work available for correspondents. These include:

l a general reduction of the number of claims in the shipping industry

l the increase in deductibles in the Club cover

l Clubs undertaking more work in-house

l members setting up local or regional claims hubs, and

l technological improvements in communications generally.

The result of all these factors has been that correspondents have, in certain cases, merged with others, or even ceased to exist. In other cases, they have been obliged to diversify their business into fields other than P&I. In the P&I field itself, some correspondents now accept appointments not only from other Clubs, but also from other mutual or fixed premium competitors to the Clubs in the International Group.

Nevertheless, it is still true that without the network of correspondents the Clubs could not continue to deliver a world-wide claims service to their members. The correspondent remains the public face of the
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Club within its jurisdiction. How correspondents perform their responsibilities has an impact on the standard of service that the Club can provide and on its overall reputation for competence in the market.

The origin and use of Club correspondents
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The concept of mutuality
Three ways to deal with risk
There are three ways of dealing with risk:

l Self-insurance
A company may elect not to insure at all but take all the risk on itself. The advantage of this is that the company pays no premium, but the disadvantage is that it has to pay any claim itself: it is a gamble. It may nevertheless be appropriate for very large organisations, such as oil companies, which would have to pay large premiums if they were to insure fully and can on a commercial basis run the risk of having to absorb large claims. Self-insurance, certainly up to relatively high levels, if not for the whole risk, is not uncommon.

l Commercial insurance
A company may elect to insure with an insurance company or other commercial organisation. The advantage of this is that there is cover in the event of a claim, so that the company has the comfort of knowing that it will not face unforeseen financial disruption, but the disadvantage is that the premium is ‘lost’ if there is no claim. The premium just goes into the insurance company’s coffers.

l Mutual insurance
According to ‘pure’ mutual theory, in a mutual insurance company the premium payable depends on the claims made. Thus, every time a claim is made it is shared between the members of the mutual, with each member contributing according to his own participation in the mutual. For example, if there were ten shipowners entered in a mutual, each with one ship identical to the others, each in the same trade, with the same crew and the same cover, each would contribute one tenth to any claim by any of them. This theory was applied in practice in the early mutuals, hence the expression

‘call’, rather than premium, as a call is made to members to contribute to claims.

Mutuality
When the Clubs were first formed, shipowners grouped together voluntarily to form their Club or association. Even though they were commercial competitors in business, they recognised the advantages of co-operating with each other for insurance purposes. Originally, because of communications difficulties, the shipowners in any one Club would tend to be based in the same ship owning centre. The shipowner members of the P&I Clubs today tend to be international, but the same principle of grouping together and

co-operating with each other still exists.

The definition of mutual insurance is an equitable, or fair, sharing of the risks and liabilities with each other. It is a form of collective, or co-operative, self insurance.

So far as is reasonably practicable, all members of a Club have an equal status and no one shipowner poses a greater burden to the membership as a whole than any other shipowner.

Theoretically, this would mean that all the members of a particular P&I Club operated the same type of ship. It would also mean that the ships were of the same size and age and that they were all engaged in the same trades, carrying the same cargoes and being manned by the same number and quality of master, officers and crew. Clearly, that level of commonality is unlikely to be realistically achievable. What would normally happen is that adjustments would be made to the contribution made to the P&I Club by different shipowners to ensure that they are fair, as between one member and another. For example, an owner of a large oil tanker trading to the USA would probably be paying more into the P&I Club than the owner of a small bulk carrier trading around Europe.
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It is an important feature of the mutuality of P&I Clubs to ensure that no one shipowner member or type of shipowners unfairly subsidises – or is subsidised by – the other shipowners of the particular P&I Club.

Why the Clubs were formed
Good business people formed the Clubs for pragmatic reasons. They questioned the need to pay insurance premiums to market underwriters – particularly those operating a monopoly, as was the case in the 18th century – whose business it was to make a profit out of offering the insurance facility, in order to generate a return on capital for their capital providers/shareholders. By coming together in mutual Clubs, the shipowner members felt that by insuring each other, they could achieve optimum efficiency in the management of their money. In a P&I Club there are no shareholders, whose money would need servicing by the payment of dividends or other returns. The funds of a Club are contributed collectively by the members. Hence, there is no need for a P&I Club to underwrite for profit. The members of a P&I Club need only pay sufficient funds into the Club to meet the claims experienced by its members, as well as the costs

of the reinsurance facilities for the larger claims and of the actual running and administration of the Club. The Clubs also offer their members cash-flow advantages. As we shall see, the Clubs do not require the total premium requirement for a given policy year to be paid wholly in advance, on the commencement of

the policy year. Usually, the premium is paid in instalments during the policy year, with the final tranche of it being paid some eighteen to twenty months after the year began.

Breaking even – or building a reserve
Although a P&I Club does not need to make a profit to service its capital providers (its members), it is very important that it does not make a loss. Furthermore, statutory regulation has in recent years increasingly required the Clubs to show levels of surplus broadly comparable to those required by commercial insurers. In addition, the level of surplus is an important factor for the rating agencies in assessing the relative financial strength of the Clubs. The end result is that nowadays, the Clubs aim, at worst, for a break-even position on their underwriting account and look to investment income to build up their reserves to the necessary level. This is explained in more detail in Part 6 of this module – Financial Operation.

The surplus in a Club is often referred to as the ‘reserves’ of the Club. This can be confusing, because the Club holds ‘reserves’ against its outstanding liability for claims and other expenses. The expression ‘free reserves’ (that is, reserves not held against any liability exposure) is sometimes used instead of ‘surplus’.

For a long time now, the size and sophistication of the P&I Clubs has demanded that the tradition followed

by some of the Clubs in the past, namely that of calling in funds only as and when a claim needed to be paid, has been abandoned. Because it is inevitable that claims will arise and will need to be paid, the practical requirement has been to create first a fund out of which claims are then paid. What remains essential, though, is that – after due allowance has been made for the level of surplus required – that claims and contributions broadly balance. If the claims exceed the calls, the members may need to pay more to top up the funds; if the available funds exceed the claims, the surplus is put to reserve. It can also, in theory, be returned to the members, but nowadays this rarely happens.

The theory of insurance at cost
If we leave aside the necessity to hold a given level of surplus in the Club to comply with regulatory requirements, the essence of mutuality is a sharing of claims. This is best illustrated by the so-called

‘mutual equation’:

Calls = Claims

In practice this is expanded into:

Calls + Investment Income = Claims plus Expenses

where the investment income earned on the Club’s funds is added to one side of the equation and the expenses of managing the Club and its administration are added to the other. The ‘Claims’ in such an equation are net claims, that is, claims less any amount recovered from reinsurers. The ‘Expenses’
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therefore include, in addition to the management and administration costs, the costs of reinsurance purchased by the Club.

The key distinction from commercial insurance is the absence of the element of profit that a commercial insurer must make to satisfy its shareholders. In a mutual, any surplus of calls over claims is, as explained above, either kept in reserve or returned to the members. Conversely, if the claims in a mutual exceed the calls and other income, the shortfall must either be funded from the surplus or by a further call on the members. If, on the other hand, a commercial insurer incurs a loss, it meets it out of its surplus, namely its shareholders’ funds, or becomes insolvent, unless, like syndicates at Lloyd’s, it can have access to some external guarantee fund, such as Lloyd’s Central Fund.

Another key difference between a mutual Club and a commercial insurer is that the price paid by the insured to a mutual Club is variable, while the price paid by the insured to a commercial insurer is fixed. Hence the commercial market is often referred to as the ‘fixed premium’ market. In most Clubs, the member’s obligation to pay calls to the Club is unlimited in amount. That means, at least in theory, that a member is liable to meet whatever call the Club may make upon it.

Funding
Historically, the Clubs’ approach to funding has very much mirrored the underlying concept of insurance at cost. This resulted in a ‘pay-as-you-go’ system of funding designed to cover, first, the level of claims anticipated on each policy year and second, an adjustment after the end of the policy year to reflect the level of claims actually received. This meant that, at the outset of the policy year, the Clubs would provided their members with their Estimate of the Total Call or Cost (ETC) broken down between that part of it

payable in advance (advance call) in anticipation of a certain level of claims, and the ‘adjusting’ element of the ETC (the additional or supplementary call).

Underlying this approach was the fundamental belief that members should not be asked to pay more than was necessary to fund the claims actually received: insurance at cost. But it is an oversimplification to describe the advance call as wholly attributable to the anticipated level of claims and the additional or supplementary call as wholly attributable to the adjustment factor. In many respects the different terminology simply acknowledged that calls were payable in instalments and that the final instalment was only going to be an estimate until it became payable some time after the end of the particular policy year on which it was to be levied.

In recent years the distinction between advance and additional or supplementary calls has become blurred by the development of the idea by some Clubs of simply calling what is termed the mutual premium in certain instalments, some of which may be payable after the end of the policy year.

The terminology has also been confused when it has been necessary for some Clubs to call in excess of their original ETC in order to fund the level of claims actually received. These unforecast, unbudgeted additional/supplementary calls are to be clearly distinguished from anticipated additional/supplementary calls, for which members should have budgeted, but certain commentators have used the terms loosely without recognising the distinction.

Release calls
A further gloss on the funding of claims by calls on the members is to be found in the shape of release calls. Members have an obligation to pay additional calls until the policy year is closed. This usually happens three years after the end of the policy year when the Directors are happy that the calls/claims equation is broadly in balance.

In certain circumstances, such as a sale of the ship or its withdrawal from the Club, a member may, or the managers may require the member to, buy out its future exposure to additional calls by paying an amount straight away. This amount is called the release call (a call to release the member from further obligation to the Club in respect of that ship). It usually consists of any as yet unpaid but currently estimated additional calls on the open years, plus a surcharge to cover possible volatility in the figures. Historically, this surcharge was set at 5% of premium ratings. Nowadays, the level of surcharge can be as high as 25%,
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depending on the safety margin the Club concerned thinks appropriate. The level of the release call is assessed by the Club Directors in accordance with the guiding principles now set out in clause 8 of the IGA 2013, at the beginning of each policy year and periodically reviewed during the year.

Instead of paying a release call, a member can provide a bank guarantee for any additional calls that may be levied before a year is closed. The amount of the guarantee is usually the same as the current release call.

The strengths of the mutual Clubs
The concept of mutuality is not limited to the manner in which the Club is funded. It connotes, in addition, an approach to the insurance business that is, in some respects, markedly different from that prevailing in the commercial market. In that market, the key objective is to make a profit for the capital providers. If marine insurance does not show the capital providers an adequate or sufficient return, they can re-deploy their capital elsewhere. Its commitment to the provision of insurance can therefore be described as expedient, and the pricing of its insurance product tends to reflect more the current cost of capital than the risk and record of the individual assured.

In the mutual context, however, the whole reason for the creation and existence of the Club is to meet the insurance needs of its members. Under the leadership of the board of directors, who are themselves members of the Club, the whole focus is on the members and their insurance needs. This commitment tends to engender in the Clubs a culture of service to a greater extent than in the commercial market. Whereas a member belongs to his Club and, as a member, has status and rights accordingly, an insured in the commercial market is simply a buyer, protected only by the terms of his policy and such goodwill as his insurer chooses to show him. In cases of ambiguity in the policy wording, the commercial insurer will tend to take the advantage for itself, whereas the philosophy of the Club is usually to give the member the benefit of the doubt.

The essence of mutuality, as we have seen, is the sharing of risks and claims. That sharing only works if those facing the risks are confident that they face the same or similar risks as their fellow members of the Club. For example, it makes no sense for a shipowner to share third-party risks with, say, a toy manufacturer. The risks are totally different and the financial consequences of claims may be very different. To be successful, a mutual needs to operate within a specialist sector which involves a number of operators facing the same types of risks. In the case of the P&I Club members, it could be called the unity

that comes from dependence on the sea and the dangers that entails. Shipowners recognised the benefits of sharing risks a long time ago and that concept is as strong today as it ever was. 
Comparison of the mutual P&I Clubs with commercial insurers
The following table summarises the main attributes of the mutual P&I Clubs when compared with commercial insurance providers.

	
	P&I Clubs
	Commercial underwriters/fixed-premium facilities

	Control
	The P&I Clubs are owned and effectively controlled by their member shipowners, representatives of whom are elected as directors. Accordingly they tailor the insurance provided by the Club to the needs of the members.
	Commercial insurers are controlled by their boards of directors, who are elected by the shareholders. All shareholders expect a return on

their investment, in the form of dividends to be paid out of the profits the operation of the company generates.
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	P&I Clubs
	Commercial underwriters/fixed-premium facilities

	Profit
	P&I Clubs have no profit element. Only sufficient funds are called from members to pay the claims that have arisen during the particular policy year, to purchase reinsurance, to run the P&I Club or pay

the management fee as the case may be, and to establish and maintain such reserves as the regulatory authority may require. Any surplus is put into reserves or returned to the members of the Club.
	As mentioned above, commercial insurance companies have shareholders who expect a profit on their investment. Similarly, Lloyd’s syndicates contain individuals and corporate capital providers that put their wealth at risk in return for the premium paid. They would normally expect to earn substantial profits from this activity.

	Premiums
	P&I Clubs reserve the right to make additional calls on their members if there is a particularly bad claims experience for the Club as a whole. The ability to make this extra call on members means that a P&I Club is able to offer members cover with very high limits on the amount payable for any one claim, as well as having no overall limit for the amount payable in any one policy year. This

system also helps to ensure that the Club remains solvent even though it may operate with lower levels of reserves than a commercial insurance company would carry. This difference in the level of reserves that a Club must carry is being steadily eroded by regulation.
	Commercial insurers usually charge a fixed non-refundable premium. They usually have, or are required to have, large amounts of capital in order to ensure that all claims, anticipated or otherwise, can be met. A commercial insurer tends to offer lower limits of liability any one claim than those available from a Club.

	Reserves
	Reserves built up by P&I Clubs during ‘good’ policy years can be used to subsidise ‘bad’ policy years when claims experience exceeds what was predicted. This ability to cushion the effects of a fluctuating claims experience, year by year, helps to ensure stability in the level of premium paid by members. The fact that the Club exists to meet the

insurance needs of its members means that, even if a particular risk proves costly for the Club to bear, it will strive to continue to offer insurance – in one shape or form – for that risk, as long as the members need the cover.
	Profit-based insurers have to take advantage of market conditions, the supply and demand situation, and maximise their profits whenever the opportunity arises so as to compensate for poorer years. This can, in some cases, lead to dramatic fluctuations in insurance costs, regardless of the actual claims record. It means also that an insurer can and in many cases, will

withdraw cover that has been found unprofitable, regardless of the fact that the operator still needs insurance against that risk.
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	P&I Clubs
	Commercial underwriters/fixed-premium facilities

	Commitment
	P&I Clubs have existed continuously for well over a century. Because of the close working relationship between the P&I Club and its members, the Club will usually expect to have a long-term relationship with the member. The Club will expect to correct any undue deterioration in the claims experience of an individual member by a combination of

increases in deductible, increases in premium and specific loss prevention initiatives over a period of a few years. Its outlook is long-term, rather than short-term. As we will see from Module 6 – Underwriting - the underwriting section, the Club does not seek to ‘claw back’ in the following year

the losses of the previous year. The relevance of the past claims experience is as a guide to the

claims likely to be experienced in the future and – in consequence – to the total premium requirement

for that year. Experience shows that if this approach is followed consistently over a period of years, most accounts will come into the correct balance.
	Experience over the last twenty years has shown that, in general, Fixed Premium facilities do not have a long-term commitment to the P&I sector. When losses are incurred in this sector, the tendency is for the underwriting capital to be withdrawn and re-deployed to other sectors. In similar vein, if the insurer makes a loss on a given account in one year,

it will attempt in the following year to generate, in addition to the premium it estimates it needs to meet the potential claims in that year, further premium to compensate it for the losses made in the previous year. Thus, the market insurer aims to bring the account into equilibrium and, indeed, profit, in a much shorter time scale than that used by the Clubs.

	Provision of security
	P&I Clubs’ letters of undertaking can be provided promptly and at minimum cost as security for a claim. Clubs’ letters of undertaking are generally accepted throughout the world. This factor represents a major advantage for the owner whose ship is under arrest, or is threatened with arrest. In the absence of special circumstances, such as unpaid calls, a Club can provide a letter of undertaking within the time it takes to make a

phone-call or send an email. This can be done at any time on any day. The service is, indeed,

24/7/365, largely because there is no need to involve third parties, such as banks. Further, unlike a bank guarantee or security bond, the Club letter is provided at no charge to the member.
	Commercial/fixed premium facilities generally provide security by arranging bank guarantees. This is often a costly and lengthy process, which can give rise to the delay of the ship until all formalities are completed.
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	P&I Clubs
	Commercial underwriters/fixed-premium facilities

	Scope of cover
	The shipowner directors on the boards of the Clubs decide the Club’s policy on topics such as scope of cover and claims payments. Considerable flexibility is built into the P&I Club Rules to allow the managers and directors wide ranging discretion in deciding whether or not any particular claim can be covered. The Omnibus (from the Latin –’for all things’) rule creates the possibility for a P&I Club to cover a wide range of claims that are not specifically mentioned within the scope of cover.
	The policy terms and conditions may be restrictive and inflexible in the scope of cover they offer. Commercial insurance companies

set out in their policy of insurance exactly what risks they are intending to cover. Unless a claim falls precisely within the scope of cover, the commercial insurer is likely to reject it. Although commercial underwriters will from time to time make ‘ex gratia’ payments, they are in general less flexible than the Clubs in their approach to claims.

	Limit of

Cover
	In addition to the wide scope of the cover they provide, the P&I Clubs offer a very high limit of liability in respect of any one claim. As we will see in Part 4 E of this Module, that limit is today estimated to be in the region of US$7,600 million. This applies to all claims except those for oil

pollution, where the limit is US$1,000 million, and in respect of passengers and seamen, where the limit is US$3,000 million. Charterers’ risks are subject to lower limits.
	Limits of cover available in the commercial market are significantly lower than the Clubs’ general limit. Whilst limits up to US$1,000 million are not uncommon, many insureds buy a limit of cover well below that level.

	Service philosophy
	P&I Clubs employ, in house, well experienced and highly qualified claims handling staff that can service a member’s claims handling requirements in the most cost efficient and professional way possible. Claims handlers tend to specialise in the claims of particular members and, in this way, a close relationship builds up between the Club’s claims handlers and the members. P&I Clubs also

provide an extensive range of additional services to members. A number of Clubs have set up a dedicated loss prevention department, to assist members with their own loss prevention initiatives. This extends to the provision of education and training courses, and the production of loss prevention literature.
	Commercial insurance companies tend to have very limited ‘in house’ claims handling facilities or expertise. Often external loss assessors, adjusters or lawyers are used to handle claims, the fees of which are an additional cost of the claim that appears on the insured’s insurance record (that is, a comparison of premiums paid and claims recovered). Commercial

insurance companies tend to be pure insurance facilities and, in consequence, provide little or

nothing in the way of additional services, such as loss prevention. They also tend to rely on other providers, such as the P&I Clubs, to provide the practical and legal

advice that their shipowner insureds require.


Nowadays, the importance of P&I cover to the Club members is so great that it is equivalent to a ‘ticket to trade’. Without P&I cover, a shipowner would find it very difficult to trade his vessel on an international basis.

The structure of P&I Club rules

The structure of P&I Club rules
The rules of a P&I Club serve a similar purpose to the terms of a normal insurance policy. They have, however, a number of unusual features arising from the principles of mutual – as opposed to fixed premium

– insurance. In addition to setting out the risks covered, the limitations and exclusions to the cover and claims procedures, the rules have to deal with a number of other sections relating to membership of the Club, cessation of membership, the financing of the Club, the management of its investments, the respective powers of the directors and managers of the Club and dispute resolution. The rules are, as one commentator has remarked ‘an odd mixture of governance and constitutional matters, financial administration, operational procedures and policy conditions’.

The rules of the Clubs based in England, or originating there, are subject to English law. This means that they are subject to the Marine Insurance Act 1906, which in essence codified English law in relation to marine insurance as it had by then developed. A number of the provisions of the Act are directly relevant to Club insurance, as we shall see later in this section.

Although the cover provided by the Clubs is subject, as we have said above, to limitations and exclusions, the philosophy of most Clubs in relation to cover is that the member, provided he has acted in good faith, should be given the benefit of the doubt where doubt exists. On the other hand, whilst the rules are formally a contract between each individual member and the Club, they are in a sense a contract between every member of the Club and every other member. Thus when the Club tries to help a given member, it must also remember that the funds that will be used to pay the claim have been contributed by all the members

of the Club. Thus, in the interpretation of the rules, there is often a tension between the individual member and the members in their collectivity – a factor that everyone working in a Club, whether as underwriter or claims handler, needs to bear in mind.

In this section, we will look at the overall structure of Club rules in order to draw out some general themes. The ordering of different Clubs’ rules differ, but all Clubs in the International Group have similar provisions in their rules. Without this high degree of homogeneity, reinsurance through the Pooling Agreement would not be possible in practice.

Action Step:
Find out how the provisions set out in each of the following sections relate to the rules of your Club.

The basic conditions
The rules start with an introduction, directing attention to the rule in which the standard cover is set out and pointing out that it is subject to conditions, exceptions, limitations and other terms to be found elsewhere in the rules. It draws attention to the possibility of so-called ‘special cover’ being also provided. It states that all cover provided by the Club is subject to such terms as have been agreed between the member and the

Club managers and that these may exclude, limit or otherwise alter the cover available under the rules. The overall effect is to give a wide discretion to the managers to fit the cover available to the needs of the individual member.

The introduction may also capture the principle that all contracts of insurance effected by the Club are subject, save for any special terms they may contain, to all the provisions of the rules.

The introduction also sets out three basic conditions of P&I cover generally.

A member is only covered against loss, damage, liability or expense incurred by him which arises:

a.  out of events occurring during the period of the entry of the ship in the Club – P&I

insurance is therefore a ‘losses occurring’ type of policy;

b.  in respect of the member’s interest in the entered ship (insured vessel);
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c.  in connection with the operation of the ship by or on behalf of the owner (a defined term, which can include a charterer).

Interpreting the conditions
Each of these three basic conditions can give rise to difficulties of interpretation in practice. How, for example, does one determine the time of the occurrence of damage to cargo, where the cause of the damage is progressive over time? The pragmatic answer adopted by the Clubs is to take the date of discharge, but problems then arise if the voyage during which the damage occurred spanned 20 February in a year in which the ship changed Clubs. The solution adopted by most Clubs is to apportion the claim over

the whole time of the voyage in accordance with the number of days before and after the change-over date.

And what is meant by the phrase in respect of a member’s interest in the entered ship? It is easy to understand that an owner has an interest in the entered ship’; similarly with a charterer, whether of the whole or part of the ship. But what is the interest of a manning agent, where the ships on which the

crewmen are to serve is determined by some third party, such as a ship-manager? The ‘interest’ lies in the link between the manning agent and the crew (or part of the crew) that he has provided, directly or indirectly, for the ship in question.

Action step:
Find a ship in your Club in respect of which more than one entity is insured. What is the ‘interest’ that each entity has that entitles it to have P&I cover for that ship?

Again, how far can the expression arising in connection with the operation of the ship be stretched? What is the position where cargo being carried under a multi-modal bill of lading is damaged during the course of inland carriage by road or rail? What is the position where a crew member is injured in a fight in a bar ashore outside port limits or is involved in an accident on his way to join the ship in a foreign port? What is the position where a passenger is injured on a shore excursion because the bus in which he was travelling was involved in an accident, or is involved in an air accident on his flight home from the cruise ship? We will find the answers to these questions in the later modules.

Giving members the benefit of the doubt
While each claim will turn on its own facts, it is fair to say that, in line with the general ambition to give members the benefit of the doubt, the Clubs interpret each of these three basic conditions of cover positively, in favour of members. Nevertheless, it is necessary, on occasions, for Club underwriters and claims handlers to remind members that these conditions do exist.

Pay to be paid
The Introduction will then provide that the insured owner is bound, in the case of a mutual entry, to pay Calls to the Club or, in the case of a vessel entered on Fixed Premium terms, the fixed premium. The Introduction then concludes with a specific exception to the ‘pay to be paid’ principle on which P&I Club insurance is based; where an owner has failed to discharge his legal liability to pay damages or compensation for illness, injury or death of a seaman1, the Club will itself discharge that liability, directly to the seaman concerned or his dependants. Furthermore, the Club, in doing so, will not be able to rely on its right to set-off (reduce) its payment by reason of monies owed by the owner to the Club. There is a specific exception in the ‘set-off’ rule to this effect.

This exception was introduced with effect from 20 February 2009 to accommodate concerns expressed at the International Maritime Organization (IMO) and International Labour Organization (ILO) that there was no international regime providing for certificated compulsory insurance of shipowners’ legal liabilities to pay compensation for death or personal injury of seafarers, nor any right of direct action against insurers.

1For further information on cover for seamen, refer to Module 3 – People Risks

The structure of P&I Club rules

Although the Clubs have long made it their practice not to rely on the ‘pay to be paid’ principle to avoid seafarers’ legitimate claims, this exception now crystallises that practice in writing.

The introduction also specifies the proper law clause of the contract. For the Clubs based in Bermuda, the

UK and Luxembourg, that is English law.

Poolable and non-poolable cover
Poolable cover
It is common for the next Club rule to be that which contains the ‘standard’ cover available from the Club. We will look at this more closely later. It is important to note here a fundamental distinction between

‘standard’ cover, which is common to all the International Group Clubs, and therefore ‘poolable’ under the terms of the Pooling Agreement between the Clubs, and ‘special cover’ which is not.

The rule opens with a further reminder of the ‘pay to be paid’ principle:

Unless and to the extent that the directors otherwise decide, an owner is only insured in respect of such sums as he has paid to discharge the liabilities or to pay the losses, costs or expenses referred to in those sections;

It then continues with a warning to the Club members that the maximum amount which an owner can recover from the Club will be limited by the various limits on cover referred to later in this Module.

Non-poolable cover
The rule which follows introduces the concept of ‘Special Cover’, which is non-poolable. It provides that the special terms may be to the effect that the risks insured may arise otherwise than in respect of the entered ship or otherwise than in connection with the operation of the entered ship. This is another indication of the wide discretionary powers given to the managers with whom all special terms have, of course, to be agreed.

The rules go on to set out the terms on which Special Cover can be agreed in certain specific cases. These are:

a.  Charterers – charterers’ liability for the loss of or damage to the chartered ship and loss of or damage to charterers’ bunkers.

b.  Specialist operations – such as salvage services, drilling operations, dredging and pile-driving, cable-laying, professional oil-spill response , waste disposal, submarine and diving operations, hotel and restaurant services, the operation of accommodation vessels (in respect of the risks to third-party personnel) and heavy-lift operations (as regards the risk to the cargo involved).

c.  Passenger ships – in respect of excursion risks, compensation paid on cancellation of future cruises as a result of a casualty to the ship, and by reason of failing to provide facilities on board in breach of contract.

General conditions applicable to P&I Club cover
One of the most important rules is that which sets out the general conditions, exceptions and limitations that apply to P&I Club cover. We will examine these in more detail later in this Module.

Applying for and agreeing the insurance
The next group of rules deal with:

a.  Applications for insurance;
b.  Agreement on the Premium Rating (the basis on which Calls are payable) for the entered ship, or on any Fixed Premium payable in respect of it;
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c.  Joint Entries and Cover for Group Affiliates of the owner;

d.  The Certificate of Entry and Endorsement Slips – equivalent to the policy of insurance and endorsements in the commercial market.

e.  Reinsurance – including the right of the managers to accept inwards reinsurance and to effect outward reinsurance, including the right of the Club to be party to the Pooling Agreement.

Utmost good faith
As regards applications for insurance, certain sections of the Marine Insurance Act (‘MIA’) are very relevant, and were discussed in detail in Module 1, Part 4. Accordingly, we give here only a brief overview.

For example, s.17 says that ‘A contract of marine insurance is a contract based upon the utmost good faith and, if the utmost good faith be not observed by either party, the contract may be avoided…by the other party.’

Note that the obligation to act in utmost good faith is a two-way obligation; it is owed by the insured to the insurer and by the insurer to the insured. If it is not observed, the innocent party has the right, but not the obligation, to avoid the contract, that means, to treat the contract as though it had never existed.

The assured’s duty of disclosure
Material circumstances
S. 18 of the MIA deals with the information that the assured (insured) must disclose to the insurer. It provides that the assured must disclose to the insurer, before the contract is concluded, every material circumstance which is known – or ought to be known – to the assured. If he fails to make such disclosure, the insurer may avoid the contract. A circumstance is considered ‘material’ if it would influence the judgment of a prudent insurer in fixing the premium, or determining whether he will take the risk. Whether any particular circumstance that is not disclosed is material or not is, in each case, a question of fact.

S. 19 of the MIA deals with the disclosure obligations of the broker or agent negotiating the insurance on behalf of the insured. It requires the broker to disclose every material circumstance which the assured is bound to disclose and, in addition, every material circumstance which is known to the broker himself.

The result of this wording is that an insured may find that his contract has been validly avoided by the insurer by reason of the broker’s conduct, of which the insured may be entirely unaware. Of course, in such a case the insured may well be entitled to seek indemnity from his broker, but that may not always be possible in practice.

Representations
The final section of the MIA relevant under this heading is s. 20. It deals with representations made by or on behalf of the insured. A representation is a statement, and a statement can be made either by words or conduct. S. 20 provides that ‘every material representation made by the assured or his agent to the insurer during the negotiations for the contract, and before the contract is concluded, must be true ’. (A representation as to matter of fact is true, if it is substantially correct, that is to say, if the difference

between what is represented and what is actually correct would not be considered material by a prudent Insurer (s.20.4).) If it is untrue the insurer may avoid the contract. The test of ‘materiality’ is the same as that under s. 18 – Disclosure – and, similarly, whether or not a representation is material is a question of fact.

Thus, whereas ss. 18 and 19 deal with the failure to make statements (in relation to material information) that should have been made but were not, s.20 deals with the integrity of the statements that are made. In both cases, where the relevant requirement is breached, the remedy available to the insurer is to avoid the policy.
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The problem with avoiding a contract, however, is that it is a drastic remedy, since it requires both parties to be put back into the position they were in before the contract was concluded. In the insurance context, this involves the insurer returning the premiums it has received and the insured repaying any claims it may have received. Clearly, this can give rise to great difficulties in practice. As a consequence, courts have some reluctance in accepting, in any given case, that a contract may be avoided. It is, of course, always open to the insurer to affirm the contract, either expressly or by conduct. Where an insurer affirms despite a non-disclosure, that is the end of the matter.

Where a Club does avoid a policy under the provisions of the MIA, it may still be left with the problem of outstanding commitments to third parties, such as its continuing obligations under Blue Cards1 or other guarantees, such as Letters of Undertaking given in respect of claims incurred before the policy was avoided.

Cover for affliliates
The terms of cover in relation to Group Affiliates need some explanation. Under the rules, the word

‘Affiliates’ is not specifically defined; it therefore has its usual meaning in the English language, namely a company in which another company owns a minority interest (less than 50%) or a company that is related to another company in some other way.

The term ‘Group Affiliates’ within the rules refers to companies affiliated or associated with the ‘owner’. The word ‘owner’ is defined widely under the rules. The definition reads:

In relation to an entered ship [the word owner] means owner, owners in partnership, owners holding separate shares in severalty, part owner, mortgagee, trustee, charterer, operator, manager or builder of such ship and any other person (not being a [reinsured insurer]) named in the certificate of entry or endorsement slip, by or on whose behalf the same has been entered in the Association whether he be a member or not.

While the benefit of the owner’s cover can be extended to Group Affiliates, that benefit is limited to reimbursement of claims relating to liabilities, costs or expenses that they incur to the extent that the owner:

a.  would have incurred the same loss if the same claims had been made against him, and

b.  would have been entitled to reimbursement from the Club under the ship’s terms of entry.

One of the objects of this wording is to preserve for the Club any right of limitation that the owner might have had, if the claim had been made against him directly.

A further provision limits the total liability of the Club to the owner and to all Group Affiliates in respect of any one event, to the sum that would have been recoverable from the Club by the owner in respect of that event.

The rights of members
There are also rules that deal with the concept of membership. They provide that every owner entered in the Club on mutual (as opposed to fixed premium) terms becomes a member of the Association, with rights to attend and vote at general meetings of the Club, as more explicitly set out in its constitutional documents, namely the Bye-Laws in the case of the Bermuda-based Clubs and the Memorandum and Articles of the UK- based Clubs. Where the entry is on a Fixed Premium basis or is an inwards reinsurance, the rules gives the managers the discretion as to whether or not to grant the owner or insurer membership status. Rules such as these are peculiar to the mutual Clubs. Commercial market policies do not contain such provisions.

A related rule – headed ‘Assignment’ - emphasises the personal nature of the contract between the owner and the Club by forbidding assignment of the cover without the consent of the managers.

1Guarantees for the ship’s liability for oil pollution under the Oil Pollution Conventions – see Module 5 – Vessel Risks
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The period of insurance
There then follow rules dealing with

a.  the period of insurance, which is usually from noon GMT 20 February in one year to the same time and date in the next.

b.  variations of the contract – giving the directors of the Club the right to set a general increase in the premium ratings of all ships entered on mutual terms for the coming year , and the managers the right to give, by 20 January in any year, notice of a change in premium rating required for a given ship for the year commencing next 20 February. Such a provision would not be found in a commercial market policy.

c.  notice of termination, by which the directors (not the managers) may ‘in their discretion and without giving any reason’ give an owner notice that his cover will not be renewed into the coming year. An owner may in similar manner give such a notice to the Club.

Note that, save with the agreement of the managers, a ship may not be withdrawn from the Club nor may any notice of termination be given at any other time.

Calls
The next set of rules is also unique to the mutual Clubs. They cover the power of the directors to levy calls upon the mutual members of the Club and the objectives for which such calls may be levied. These calls

may be levied as advance calls, supplementary calls or overspill calls. The rule dealing with overspill calls is very detailed, in that it contains six sub-sections. The wording of the overspill calls rule is identical for every Club, as its provisions are of the highest importance in ensuring that an overspill claim – should it ever arise

– can be paid. Overspill calls are covered in more detail later in this module.

Calls, reserves and closing policy years
The next group of rules – again unique to the Clubs - cover:

a.  The manner in which calls of whatever type are to be paid, on what dates, in what instalments and in what currency; the right to set-off claims against calls is specifically denied. Calls not paid by the due date are subject to interest, but it is unusual for the Club to exercise this right in practice.

b.  These rules also give the Club a right of lien against the ship in respect of any amounts that the owner owes to the Club. In the absence of such a provision, a Club – under the legal systems of most countries – might have difficulty in arresting a ship as security for a claim for unpaid calls. Under English law, the case of Gatoil International Inc v Arkwright-Boston Manufacturers Mutual Insurance Co (the Sandrina) [1985] AC 255 – a decision of the House of Lords – is regarded as authority for the proposition that claims for unpaid premiums do not give rise to a statutory right in rem (which entitles the claimant to arrest the ship as security) within s.20(2) of the Supreme Court Act 1981. The Arrest Convention of 1999 has incorporated insurance premiums, including claims by P&I Club for calls, in the list of maritime claims for which a right of arrest is granted. However, that convention is not yet in force, either in the UK or anywhere else.

There are also provisions which entitle the Club to deem the amounts needed to make good any default in payment of calls by a member as ‘expenses’ of the Club, for which calls may be made or against which the reserves (see below) of the Club can be applied.

The right of the directors to establish reserves, the purposes for which those reserves may be created and the means by which they can be funded.

c.  The closing of policy years, providing that a policy year must remain open – at least for the purpose of levying overspill calls – for thirty-six months from inception. If no notice of an overspill claim has been received within that period, the policy year in question is closed automatically as far as

The structure of P&I Club rules

overspill calls are concerned. Should an overspill claim arise later on a year so closed, it is allocated to the next open policy year. Overspill calls apart, the effect of closing a policy year is that no, or no further, supplementary calls can be levied on the members for that year. If a deficit should arise on a given policy year after it has been closed, then the directors can raise the funds required in a number of ways, by allocating investment income, by transferring funds from the Reserves, by transferring funds standing to the credit of another closed policy year or by making a call for that purpose on an open policy year. If this is done, the members must be informed accordingly. If, on the other hand, a policy year is closed in surplus, then the directors may dispose of the excess in whole or in part by transferring it to the reserves of the Club or by returning it to the members for that year in proportion to the calls that they paid for that year.

Investments
The next important rule deals with investments. It gives the directors very broad powers to invest the funds of the Club and to pool them for that purpose, with the results to be apportioned to the various individual accounts in accordance with their respective share of the funds invested. Provisions such as this would not be found in a commercial market policy.

Termination of cover
The next set of rules deal with termination of cover and its effects. They distinguish between termination by notice referred to earlier and termination by reason of the owner’s breach of the rules regarding the survey of ships and compliance with any recommendations made in consequence.

As regards termination by notice, the rules provide for cover to cease at the end of the policy year in which the notice is given, because that is usually the date on which the notice expires. The owner remains liable for all calls in respect of that and previous years and the Club remains liable for any claims in that year or previous years.

As regards termination by breach, the cover ceases ‘forthwith’ on the notice of termination being given. The owner remains liable for calls in respect of the period of entry but, for the year in which termination takes effect, only pro-rata to the date of termination. Similarly, the Club remains liable for all claims occurring during the period of entry, until noon on the date of termination.

Cesser of insurance (all the owner’s ships or an individual ship)
The rules then go on to deal with ‘cesser of insurance’ and its effects. This is another mechanism by which the owner’s insurance with the Club comes to an end. These rules provide that an owner shall ‘forthwith’ cease to be insured in respect of all ships he has entered in the Club on the occurrence of a ‘bankruptcy event’, such as (in the case of a company) an order being made for its compulsory winding up, a receiver or manager of all or part of its business being appointed or its seeking protection from its creditors under the relevant bankruptcy or insolvency laws.

A similar rule provides that an owner shall cease to be insured in respect of any ship entered by him upon the happening of certain events in relation to that ship. Those events include:

l the owner parting with (by sale or otherwise) his interest in the ship;

l the owner mortgaging his interest in the ship;

l new managers being appointed for the ship;

l a secured party (such as a mortgagee) taking undisputed possession of the ship;

l the ship being posted at Lloyd’s as missing;

l the ship becoming an actual total loss or being accepted by hull underwriters as a constructive total loss;

Chapter 3: Mutuality and the cover provided by the Clubs

l the Club managers deciding that the ship is to be considered an actual or constructive total loss or otherwise commercially lost.

There is a specific provision in the rules which provides that the Club will remain liable ‘as regards liabilities flowing directly from the casualty which has given rise to the actual or constructive loss of the ship.’

In all the cases where cover ceases as set out in the earlier sections The period of the insurance and Calls, the rules provide that the owner remains responsible for all amounts due to the Club in respect of the whole period of entry, but pro-rata to the date of cessation for the policy year in which cessation occurs. As regards the Club, it remains liable for all claims arising from the entered ships arising by reason of any event occurring prior to the date of cessation. In effect, the cover remains in place up till the date the cover ceases.

Release calls
In determining what amounts are due from an owner whose cover has ceased in accordance with the above provisions, the managers have the power, on or after the date of cessation, to debit the owner with release calls. As previously described, a release call is an assessment made as at the cessation date of the amount which represents the likely liability of the owner for supplementary calls falling due after the date of cessation and to be levied by the Club directors in the future.

This is a convenient mechanism for finalising accounts with an owner, where neither the owner nor the Club wishes to keep the account open, awaiting the levy in due course of supplementary calls relating to the years of entry of the ship or ships concerned. Usually the amount of a release call is based on the then estimate of supplementary calls for the years in question – the so-called ‘open’ years – plus a percentage margin set with the approval of the Club’s directors. This is to allow for the possibility that, by the time the call is actually made, the outlook for that policy year will have deteriorated somewhat.

Cancellation of cover
The rules then go on to give the managers the right to cancel a member’s cover. This right arises only where a member has failed to pay, either in whole or in part, ‘any amount due from him to the [Club]’ after receiving from the Club at least a seven days’ notice to do so. This right to cancel cover can be exercised whether or not cover has already ceased under the provisions discussed above. On cancellation of cover, the owner remains liable for all calls in respect of the period of entry (at the time cover is cancelled, these future calls may already have been subsumed into a release call), just as he does on termination of entry or cesser of insurance, but the position of the Club changes dramatically. As from the date of cancellation, the Club ceases to be liable ‘for any claims whatsoever’ in respect of any ships whose cover has been

cancelled.

This means that cover is cancelled with retrospective effect, even in relation to claims arising from events that occurred in policy years now closed or in policy years for which the owner has paid the calls in full. This is quite Draconian. The justification for it is that an owner’s relationship with the Club is considered a continuous one, commencing when the insurance first begins and ending only when the owner ceases to have any ships insured in the Club. It is not an annual relationship that begins on 20 February in one year and ends on 20 February in the next. The problem with such an apparently harsh provision is that it might be considered to be a penalty under English law and thereby unenforceable. Indeed, this was the view favoured by the majority of the Court of Appeal in the case of the Fanti Island and the Padre1. As this issue was not considered by the House of Lords decision2 in that case, this decision still stands.

Commenting on that decision, Hazelwood and Semark3 say:

1[1989] 1 Lloyd’s Rep. 239

2[1990] 2 Lloyd’s Rep. 191

3P&I Clubs – Law and Practice, 4th Edition, Steven J Hazlewood and David Semark, LLP 2010
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Striking down this rule misunderstands the nature of club calls as being insurance on credit or premium by instalments. There is nothing unfair in a club requiring payment of the full premium (viz. all instalments of advance calls, supplementary calls and release calls) for a year of entry before indemnifying a member for a claim arising in that year. The Court of Appeal decision arguably enables a member to demand an indemnity from his club even where premium remains unpaid.

The Club rules themselves provide for the possibility of the rigour of the cancellation provisions being mitigated. Thus, they give the Club directors a discretion to permit, either in whole or in part, payment of claims that would otherwise be excluded and to remit, either in whole or part, any monies due to the Club.

The managers have the same right to levy release calls on cancellation (if this has not been done already)

as they do on cesser of insurance.
Action Step:
Describe, by way of examples, the differences between termination of cover, cesser of cover and cancellation of cover.

Claims
There then follow rules dealing with claims. They provide firstly, that the owner must give prompt notice of any claim made upon him and of every event occurring that might give rise to a claim on the Club. Secondly, they require the owner to co-operate with the managers in the handling of claims, by alerting them to all relevant material and producing to them, on request, all relevant documentation. Thirdly, they forbid an owner, without the prior consent of the managers, to settle or admit liability for any claim for which he may be insured by the Club.

Further rules under this heading give the managers full power to control the handling and disposition of claims. Further, they make clear that the Club is under no obligation to provide security on behalf of the owner in respect of any claim and, if security is provided, this does not constitute any admission of liability by the Club for the claim so secured.

In regard to claims there are two provisions of the MIA that are important. The first is s. 39(5). This provides that where, in the context of a time policy, such as a P&I Club insurance, the ship is sent to sea – with the privity of the assured – in an unseaworthy state, the insurer is not liable for any loss attributable to unseaworthiness.

The second is s. 55(2)(a). This provides that the insurer is not liable for any loss attributable to the wilful misconduct of the assured. Where the assured is a company, the word ‘assured’ is interpreted to mean the

‘alter ego’ of the company, that is, the person who represents the directing mind of the company. Thus the insurer is liable for any loss caused by the wilful misconduct of any person lower in the company hierarchy. As the MIA itself recognises, the insurer ‘is liable for any loss proximately caused by a peril insured against, even though the loss would not have happened but for the misconduct or negligence of the master or crew’.

Proper law of the contract and the resolution of disputes
The final set of rules of importance are those relating to the proper law of the Club cover and the resolution of disputes between owner and Club. Unless this has been covered already in the introduction, the proper law is stated to be English law; this means – as we have already said – that the insurance provided by the Club is subject to the Marine Insurance Act of 1906.

If a dispute should arise between a member and the Club, it is in the first place to be submitted to the directors for adjudication. Such reference and adjudication is on written submissions only. If the dispute is not resolved at this stage, it is then to be referred to arbitration in London. The rules contain a Scott v. Avery clause, under which the member is not entitled to maintain any legal proceedings against the Club, unless and until the award in the arbitration has been published and then only for such sum (if any) as the award may direct the Club to pay.
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As regards actions brought by the Club against the member to recover amounts due to the Club, the rules provide that the member submits to the jurisdiction of the High Court in London. That is, however, without prejudice to the right of the Club to commence proceedings in any other jurisdiction to recover the amounts due. This latter provision preserves for the Club the right, for example, to obtain security for its claim by arresting the ship (or other assets of the owner) in a foreign jurisdiction.

Definitions
Lastly, the rules contain a comprehensive set of definitions, in the light of which the rules have to be read. Two of the more important definitions relate to owner and Ship.

Owner is defined as:

owner, owners holding separate shares in severalty, part owner, mortgagee, trustee, charterer, operator, manager or builder of such ship and any other person…named in the certificate of entry or endorsement slip, by or on whose behalf the same has been entered in the Association…’

This definition corresponds with, but is shorter than, the equivalent definition of eligible persons in

Appendix I of the Pooling Agreement.

Ship (in the context of a ship entered or proposed to be entered in the Club) is defined to mean:

ship, boat, hovercraft or other description of vessel or structure(including any ship, boat, hovercraft or other vessel or structure under construction) used or intended to be used for any purpose whatsoever in navigation or otherwise on, under, over or in water…

This corresponds closely with the definition of ‘eligible vessels’ in Appendix II of the Pooling Agreement, except that the Pooling Agreement does not mention the word ‘structure’ and specifically excludes from the expression ‘other description of vessel’ a ‘fixed platform or fixed rig’. The reason for this, as we shall see shortly, is that the Pooling Agreement does not apply in respect of these structures. Note the use of the word ‘fixed’ in the language of the Pooling Agreement. This implies that, to the extent that it can be considered a ‘vessel’ , a mobile off-shore drilling unit may be an ‘eligible vessel’ for the purposes of the Pooling Agreement.

In Global Marine Drilling & Co v. Triton Holdings Ltd (the Sovereign Explorer) [2001] 1 Lloyd’s Rep. 60, the judge refused an application, based on the submission that it was not a ‘vessel’, to set aside an arrest order on a mobile off-shore drilling rig.
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Standard cover available under P&I Club rules
There are four factors of particular importance with respect to the structure of P&I cover:

1.  As we saw earlier, cover developed as a direct response to shipowners’ need for liability insurance.

That means that only those liabilities and losses that are identified in the Club Rules are covered. In other words, P&I cover is a named risk insurance, not an ‘All Risks1’ insurance .

2.  There must always be a link to an insured ship. Liabilities and losses incurred by a shipowner without any connection to an insured ship fall outside the P&I Club cover. Thus liabilities of an owner of cruise ships to his shore-based sales and administrative staff would not be covered by P&I.

3.  An owner is always required to make use of his right (if any) to limit his liability under any applicable rule of law.

4.  P&I cover is an indemnity insurance. This means that the Club is only obliged to indemnify

(reimburse) its Member when the latter has discharged his liability to the third party claimants.

Liabilities and losses covered
Since P&I insurance is a named risk insurance, only the categories of liabilities and losses set out in the Rules of the Club are covered. These categories, as we have seen, are regularly reviewed and amended in response to changing conditions in the ship-owning/operating environment. The principal types of liabilities and losses covered are:

a.  liability arising from the carriage of cargo, including cargo’s liability in general average: see Module

4 – Cargo Risks;

b.  pollution liability

c.  damage to fixed and floating objects and to other property (whether or not by contact)

d.  that part of the liability for collision damage that is not covered under the ship’s hull policy e.  wreck removal

f.  towage of or by an entered ship – covered more specifically in Module 5 – Vessel Risks

g.  liability for death of or injury to crew members, passengers and others, such as stevedores, on board ships

l expenses incurred in dealing with stowaways, in diverting the ship to land sick or injured people on board, in search and rescue operations for persons in distress at sea and for Life Salvage - covered more specifically in Module 3 – People Risks;

h.  liabilities arising under contracts, indemnities and guarantees: see Modules 3, 4 and 5;

i.  liabilities for certain fines – see Modules 4 and 5

j.  legal and other costs, including sue and labour costs

g.  special cover (see Module 1, Part 2 F and Module 5 – Vessel Risks)

l for charterers

l for supply and towing operations

1Under thhis type of insurance, any risk falling within the general scope of the policy is covered, without its being specifically included in the policy, unless it is excluded by other express provisions of the policy.
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l for salvage and fire-fighting operations

l for drilling and production operations

l for specialist operations

l for underwater operations

Legal liabilities
In describing the categories of liability and losses falling within the cover, the Clubs use the expression liabilities, losses, costs and expenses. The phrase sounds very broad in scope, but in fact represents a restriction in the cover. First, the word ‘liabilities’ means ‘legal liabilities’; in the absence of a legal liability, the Clubs do not cover a member’s voluntary or ex-gratia payments, made for commercial reasons. These, say the Clubs, should be a charge against the marketing budget!

Legal liabilities can arise by a number of means:

l under a contract into which the member has entered

l in tort1 or

l under a statutory obligation.

However, neither the juridical basis of the liability, nor the jurisdiction or law under which the liability arises, is relevant to P&I cover. Under local laws, a member’s liability may be dependent on a member’s negligence, such as in a collision case, or it may be a strict or absolute liability imposed by statute, regardless of the member’s negligence, such as damage to harbour facilities (in most cases).

If the liability arises under contract, the member will not be covered by the Club unless the contract (or the class of contract) has been approved by the managers of the Club in advance. The logic here is that a member should not have an unilateral right to extend his exposure to liability by entering into onerous contracts and then expect the Club (in effect, his fellow shipowners) to cover him. Such an expectation is not ‘mutual’. (If, on the other hand, other owners in a similar situation would also have to enter into such a contract, then the Club might well cover the risk in question – as part of the terms of that particular trade.)

Similarly, the Club will not cover liabilities resulting from the terms of a contract prohibited by the Club, or arising where the member has omitted to use the contractual terms required. For example, if in the context of cargo claims a member has voluntarily agreed to the terms of the Hamburg Rules, the Club will not cover any liability he incurs to the extent that it is more onerous than if he had contracted on the terms of the Hague-Visby Rules.

Losses, costs and expenses
The expression ‘losses, costs and expenses’ covers not only financial loss incurred by the member in settling a legal liability to a third party, but also losses, costs and expenses suffered by the member himself, where the Club Rules permit such losses to be recovered from the Club. Examples include;

l the expenses of diverting the ship in various situations

l the expenses incurred in dealing with stowaways and refugees

l the costs and expenses of wreck removal

l general average expenditure irrecoverable from cargo (in certain cases)

1A non-contractual civil wrong
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l the cost of measures taken to avert or minimise loss

l disinfection and quarantine expenses.
Some of these expenses would be recoverable only if incurred with the prior approval of the Club, or the retrospective approval of the Club’s Directors.

As shown earlier, some of these expenses are covered in greater depth in other modules of this course.

Who incurs the liability?
The liabilities, losses, costs and expenses covered by the Club must be incurred by the member directly; for example, where the member has a direct liability to a third party – under the principle of vicarious liability – for loss or damage caused by his employee in the course of his employment. Alternatively, it may be the member’s employee, agent or sub-contractor who incurs the direct liability to the third party. In such a

case, the member may be under an obligation to indemnify him against that liability. That obligation may arise under a contract between the member and the person concerned, or it may arise under the general law. If that is so, the Club will cover the member for the indemnity payment he has to make; the Club will not, however, cover the employee, agent or contractor. The member’s cover in such a case is dependent

on the liability incurred by the party indemnified by the member being such as would be covered by the Club if the member had incurred it directly himself. This means that, for example, the Club will not cover in rem claims against an entered ship incurred by someone other than the members, such as the previous owner

or bareboat charterer not entered in the Club.

The Club does not require, as a pre-condition of cover, that a competent court or arbitration tribunal shall first have determined any liability to a third party incurred by a member. In the event of a claim, it is sufficient that the Club, after its investigation, is satisfied that the member is under a liability, or is likely to be under a liability, to the claimant, for the cover to operate. Often, particularly in the case of cargo and personal injury claims, there is some doubt whether the member has a liability to the claimant and it is therefore possible to settle the claim on a compromise basis. In such cases, the Club will cover the agreed settlement, provided it has approved it.

Indemnity insurance
Finally, P&I insurance is indemnity insurance. This means that a member is only entitled to be indemnified by the Club after he has discharged his liability to the third party claimant, or incurred the costs the subject of the claim. This is known as the Pay-to-be-Paid Rule. This has particular relevance for the Clubs in the context of the Third Parties (Rights against Insurers) Act of 1930. Under this Act, a claimant unable to enforce a judgment against an insured respect of an insured liability by reason of the latter’s insolvency has a statutory right to sue the insurer direct. Furthermore, the insurer cannot defeat that claim by any term in the policy.

The key clause in that Act is clause 1, which reads as follows:

Where under any contract of insurance a person [‘the insured’] is insured against liabilities to third parties which he may incur, then [in the event of a bankruptcy type event happening to the insured]… if any such liability as aforesaid is incurred by the insured, his rights against the insurer under the contract in respect of the liability shall, notwithstanding anything in any Act or rule of law to the contrary, be transferred to and vest in the third party to whom the liability was so incurred.

However, there are circumstances where the Pay-to-be-Paid Rule may not apply, and these are outlined in the next section.
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Cases where ‘Pay-to-be-Paid’ may not apply
The Padre and the Fanti Island
The House of Lords decided, in the cases of the Padre Island and the Fanti 1 in 1990, that the Clubs’ Pay-to- be-Paid clause did not offend the Act and was therefore a valid defence to the third party’s claim.

In its judgment, the House of Lords noted the fact that it was not the policy of the Clubs to invoke this Rule in cases involving personal injury and death claims.

At p.204 Lord Brandon said: “There may conceivably be cases in which there is loss of life or personal injury, arising from default on the part of shipowners or their employees, in which insolvency of the shipowners could have the effect that a P&I Club in which the relevant ship was entered could, in theory, decline to make payment direct to the injured party or his next of kin. Your Lordships were informed that, in such a case, the directors of one, if not both, of the clubs in the present litigation waive the condition of prior payment; indeed, it is not to be forgotten that the directors of P&I Clubs are themselves shipowners, who are capable of having regard to the wider interests of their industry. Not a single example was given to your Lordships of an individual claimant in such a case being defeated by a Club invoking the condition of prior payment.” His Lordship also noted that the Pay-to-be-Paid provision in Club Rules pre-dated the 1930 Act and had not therefore been inserted in an attempt to defeat the purposes of the Act.

This policy has now been elevated to a contractual obligation in the case of illness, personal injury or death of a seaman (see The basic conditions) and has had statutory endorsement in the Third Party (Rights against Insurers) Act 20102.

Other circumstances
In addition to injury and death claims, there are a number of other instances where the Clubs frequently waive the strict application of the Pay-to-be-Paid Rule:

1.  In most Clubs the managers have delegated powers from the Directors to advance settlement funds in cases where the amounts involved would cause significant problems for the owner in finding the cash required, particularly at short notice.

2.  The managers may agree, as a term of a settlement, that the Club will advance the settlement funds, if this is needed to clinch a deal that the Club believes to be advantageous.

3.  The managers will advance the funds needed to settle any claim made under the terms of security given by the Club, such as a letter of undertaking or, where a Bank guarantee has been given, to reimburse the Bank for any payment it may have made in accordance with the guarantee.

Standard exclusions from P&I cover
Rather than detail the exclusions from cover set out in the rules of any one Club, the material that follows is largely based on the Pooling Agreement, which is, of course, common to all the Clubs in the International Group. Under the Agreement, exclusions from cover are divided into:

l Excluded Risks, set out in Appendix 4 to the Agreement, and

l Excluded Losses, set out in Appendix 5 to the Agreement.

The Pooling Agreement provides, however, in clauses 4 and 5 respectively, that a Club is entitled to treat a claim arising from an Excluded Risk as a Pool claim if a 75% majority of the Clubs party to the Agreement so

1[1990] 2 Lloyd’s Rep. 191

2Section 9(6)

Standard exclusions from P&I cover

agrees. A similar provision applies to a claim in respect of an Excluded Loss, but in this case, only a bare majority is required.

In both cases, there is a further exception to the exclusion, worded as follows:

the [Club] has used all reasonable endeavours to incorporate the relevant Excluded Risk/[Excluded Loss] into its Rules (due account having been taken of the law which governs its Rules), but that Excluded Risk/[Excluded Loss] (in the form in which it is incorporated into its Rules) is nevertheless held (under the laws of any jurisdiction) to be inadequate to enable the Association to avoid liability for the Claim.

This latter exception is effective, therefore, without any vote being required from the other Club parties to the Pooling Agreement.

Excluded Risks
There are five of these:

a.  War risks

b.  Nuclear risks

c.  Blockade running d.  Limited cover

e.  Oil pollution only risks.
f. 
Sanctions
We will examine each of these in turn in the following sections.

War risks
The exclusion of war risks is subject to particular considerations which are dealt with in more detail in a later part of this Module.

Nuclear risks
Nuclear risks are excluded from Club cover on the grounds that

a.  the consequences of a nuclear accident are incalculable, and

b.  in most countries of the world, statutory provision is in place making operators of nuclear facilities responsible for third party risks arising from their operations.

The wording of the nuclear risks exclusion is as follows:

Liabilities, costs or expenses… when the loss or damage, injury, illness or death or other accident in respect of which such liability arises or cost or expense is incurred, was directly or indirectly caused by or arises from:

a.  ionising radiations from or contamination by radioactivity from any nuclear fuel or from any nuclear waste or from the combustion of nuclear fuel

b.  the radioactive, toxic, explosive or other hazardous or contaminating properties of any nuclear installation, reactor or other nuclear assembly or nuclear component thereof

c.  any weapon or device employing atomic or nuclear fission and/or fusion or other like reaction or radioactive force or matter

d.  the radioactive, toxic, explosive or other hazardous or contaminating properties of any radioactive matter
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other than liabilities, costs and expenses arising out of carriage of excepted matter (as defined in the Nuclear Installations Act 1965 of the United Kingdom or any regulations made thereunder) as cargo in an Insured Vessel.

Excepted matter is usually further defined in the Club Rules to consist of certain radio isotopes, used in, or intended to be used for any industrial, commercial, agricultural, medical or scientific purpose. The Rules give the Directors the power to approve further exceptions, provided they fall within the scope of excepted matter as defined by the Act.

Blockade running
The exclusion here reads:

Liabilities, costs and expenses arising out of or consequent upon an Insured Vessel blockade running or being employed in an unlawful trade.

The reasons for this exclusion are clear; the Clubs do not want to insure activities that are either highly dangerous in themselves or which are unlawful. Indeed, the rules of some Clubs extend this principle further, by giving the Directors the power to withhold cover if they consider that

“the carriage, trade or voyage was imprudent, unsafe, unduly hazardous or improper”. Reference1
Limited cover
This exclusion is worded as follows:

Liabilities, costs or expenses arising in respect of Insured Vessels where cover has been given by an Association… to an Insured Owner (other than an Insured Owner subject to a fixed premium) which exceeds the Retention of that Association and is subject to a limit…

There are two exceptions to this exclusion:

a.  where the limit in question is itself approved under the Pooling Agreement, such as those in respect of oil pollution, passengers and seamen and charterers’ entries;

b.  where cover has been given by the Association on the basis referred to above for sound underwriting reasons unrelated to the commercial requirements of the Insured Owner.

At first sight, it may seem strange that limited entries should be excluded from the reinsurance pool and this was the view originally taken by the European Commission in its examination of the Pooling Agreement. In fact, as the Commission itself came to recognise2, the exclusion of limited entries from the Pool was an essential element in securing sufficient spread of risk to sustain the structure and extent of the cover

offered by the Pool.

As part of the accommodation reached by the International Group with the European Commission, the Pooling Agreement permits the Clubs to offer – outside the Pool – insurance at a higher or lower level than that provided under the Pooling Agreement.

Oil pollution only risks
The exclusion under this heading excludes liabilities, costs and expenses in respect of oil pollution or the threat thereof, where the insured vessel is entered only for those risks. The purpose of this exclusion is to avoid tanker owners accessing the Pool cover in respect of oil pollution without sharing in (and paying premium for) the other risks insured by the Clubs. In other words, this removes the opportunity for what might be described as ‘risk selection against the underwriter’.
Sanctions

All Clubs have included in their rules in broadly similar but not identical form, provisions excluding cover in relation to trading activity which infringes or potentially infringes national or international sanctions measures or where such activity even if not prohibited would expose the Club to the risk of infringement of relevant sanctions or prohibitions. These exclusions were included in response to the development of national and regional sanctions measures by the US, EU and States in relation to dealings with a number of jurisdictions and entities primarily focussed on Iran, Libya and Syria which specifically focussed on the provision of insurance cover breach of which could potentially expose Clubs and their members to substantial liability and penalties. The exclusions from Club cover are mirrored in the sanctions exclusion contained in Appendix IV Clause 6 of Pooling Agreement which reads as below.
Liabilities, costs and expenses to the extent that such liabilities, costs and expenses are not recovered from the collective reinsurances placed in accordance with Clause 12.2 of this Agreement because the provision of cover, the payment of any claim or the provision of any benefit in respect of those liabilities, costs and expenses would expose the reinsurers thereunder to any sanction, prohibition or restriction under the United Nations Resolutions or the trade or economic sanctions, laws or regulations of the European Union, United Kingdom or United States of America.
1See UK Club Rules, 2009 at Rule 5 J

2See O.J. L125/12 of 19 May 1999, at para. 65 – “It is inherent in any claim-sharing agreement that its members decide in common at least the policy conditions and the level of cover offered.”

The concept of the ‘Omnibus’ rule
Action Step:
Look at your Club's rules and find the rules that exclude losses from these risks.

The concept of the ‘Omnibus’ rule
As we have seen, P&I cover is basic third party liability cover. In very broad terms, a shipowner requires hull insurance to cover loss of or damage to his own vessel and P & I insurance to cover him against claims made against him as a result of his vessel causing loss or damage to third parties. P&I cover is intended to dovetail with hull insurance so that there is no gap.

However, the liabilities and risks for which a shipowner requires insurance cover are dynamic and the P&I club’s rules may not specifically identify all the risks that need to be covered by P&I insurance. The P&I clubs therefore have to be flexible enough to grow and develop and so be in a position to respond to the changing needs of shipowners. This flexibility is allowed for in a P&I Club’s rules; these provide the directors and managers of the Club with appropriate discretionary powers to be able to make decisions about individual cases based on their merits.

The ultimate expression of this flexibility is the so-called Omnibus1 clause contained in the P&I Clubs’ Rules. This Rule is typically worded as follows:

Liabilities, costs and expenses incidental to the business of owning, operating or managing ships which, in the opinion of the Directors, fall within the scope of Club cover.

Claims under the Omnibus clause
Although claims under the Omnibus clause generally account for a very small proportion of the total claims paid by a P&I Club, the availability of this ‘catch-all’ provision is a popular feature of Club cover with the members.

As the Club’s Board of Directors is largely composed of shipowners, a member putting forward a claim under the Omnibus Rule is likely to receive a generally sympathetic hearing. The deciding factor is usually whether the new ‘risk’ or liability is of a P&I nature. The test is sometimes put this way: ‘had the claim/risk been known to the Club at the time its Rules were drafted, would the Club have included it within the cover? Or was it simply a claim the member could have avoided had he exercised the standard of care accepted as the norm within the industry?’

Generally speaking, the Directors have more sympathy for claims arising from bad luck than they do for those arising from bad management!

Omnibus claims: examples
The North of England gives the following example of a claim paid under the Omnibus clause:

An example of such a claim arose when claims were brought against two ships that had run aground on coral reefs off the Florida coast of the USA. The claims were in respect of damage to the coral and amounted to millions of US dollars. News of these claims spread and other claims, involving millions of dollars in compensation, soon began to be made in various countries around the world. A search through the P&I club rule book would reveal no mention of cover in respect of damage to coral reefs. However, these are third party claims for alleged damage and compensation and the directors of the particular P&I clubs concerned allowed the claims.

Hazelwood and Semark, in their book2, quote other examples, as follows:

1From the Latin word ‘omnes’ meaning everyone; omnibus means ‘for everyone’ or ‘for all things’

2P&I Clubs – Law and Practice, 4th edn, Steven J Hazlewood and David Semark, LLP 2010
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l expenses incurred in sending back a pilot to his home port after overcarriage;

l expenses arising out of crew’s refusal of duty where the circumstances are beyond the owner’s control;

l expenses of re-stowing cargo which has broken loose at sea where such expenses are not recoverable in general average by virtue of the fact that the re-stowing has taken place after the general average has ended and when the vessel is safely in a port of refuge;

l expenses incurred in releasing members of the crew from prisons and settling their bills for damage whilst on shore leave following a night of revelry!

Omnibus claims: some general principles
Hazelwood and Semark note that ‘the parameters to the class of claims which are considered under the Omnibus Rule are that the claims should be broadly [of the same type] to the existing heads of cover’. They point out that the Omnibus Rule has been instrumental in enabling dynamic P&I cover that can develop to meet the ever-changing needs of the members. Indeed, a number of heads of cover that are now mainstream had their origins in claims made and paid under the Omnibus clause .

The introduction of cover for expenses incurred in relation to refugees, such as the Vietnamese boat- people, is one example of this process.

Where a Member presents a claim under the Omnibus Rule in respect of a liability, cost or expense that is expressly excluded under other provisions of the Rules, that claim cannot be paid unless a majority of the Directors then present so decide. Club practices vary in the size of the majority required to approve payment.

The Omnibus Rule and the Pooling Agreement
What right does a Club have to claim under the Pooling Agreement in respect of a claim under the Omnibus

Rule? This situation is covered by clause 3.9(a) of the Pooling Agreement, which reads:

Where an Association exercises any discretion contained in its Rules to pay or admit a Claim, the Claim shall only be eligible for pooling if either:

a.  that Association has complied with the Minimum Procedural Requirements set out in Appendix XI; or b.  notwithstanding a failure by the Association so to comply, in a vote a bare majority of the

Associations agree.

Procedural aspects
The Minimum Procedural Requirements under Appendix XI of the Agreement are as follows:

l Claims management
The Association should confirm, notwithstanding its existing obligations under Clause 3.1(g) of the Pooling Agreement, that the circumstances of the claim, including those relevant to the consideration of discretionary cover, have been properly investigated.

This provides that ‘the relevant Association has had, and has exercised, the right to investigate and handle on behalf of the Insured Owner the claim or other matter which has resulted in the Claim without constraint’.

l Board/committee meeting
A decision to exercise a discretion should be taken at a full Board or Committee meeting after due and proper consideration by it. The decision should not be delegated to a Sub-Committee.

The normal extensions of cover

l Agenda notes
A report to a Board/Committee should be in writing, prepared by the Managers and be sufficiently comprehensive adequately to explain the facts and legal issues, both in relation to the dispute between Claimant and Member and in relation to cover.

l Presentation of claims
The Member or his adviser should not attend a meeting at which his claim is being considered.

l Conflicts of interest
Where a Board or Committee Director has any interest in the claim, he should take no part in the discussions of the claim in the Board or Committee meeting.

l The time at which discretion should be exercised
A discretion should not be exercised until any proceedings between the Member and Claimant which raise issues relevant to discretionary cover are finalised. If, in an exceptional case, there is a compelling reason to take the decision earlier, the Board/Committee must satisfy itself that it has sufficient knowledge of the facts to be able to reach a properly informed decision. Those reasons should be included in any notice or report to the Group.

A request for security would not usually be considered an exceptional case.

l Security
Security should only be given by an Association in respect of a discretionary claim against provision by the Member of corresponding unconditional counter-security either from a first class bank or in the form of a deposit of cash with the Association.

Rights of redress
What rights of redress does a member have if he feels that his claim under the Omnibus Rule has been improperly declined?

He has the right, of course, to take the claim to arbitration, but the tribunal would not have the power to reverse the Board’s decision. Probably the most the tribunal could do would be to declare that the decision was null and void because it had been taken in circumstances which amounted to a denial of natural justice.

In such an event, the issue would be referred back to the Board for reconsideration in accordance with the rules of natural justice. It is possible that, on reconsideration, the Board would change its view; it is more likely that it would not change its opinion but would ensure that its decision was taken in the legally correct manner.

The normal extensions of cover
Here we examine the normal extensions to P&I cover that are available, either from the Clubs or from the commercial market.

These extensions share the following features:

l the risks they insure are excluded from the Pool by the provisions of clauses 4 and 5 of the Pooling

Agreement and their respective Appendices (see Standard exclusions from P&I cover).

l there is a financial limit to the liability of the insurer under the policy, significantly less than the general limit on the cover available from the Clubs in the International Group.

Special cover for charterers
Clubs insure not only shipowners for their liabilities, but also charterers of ships. This practice arose out of a request by shipowner members to extend coverage to the liabilities to which they became exposed by
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chartering vessels into their owned fleet. Such risks had previously been insured in the commercial market. The ordinary P&I risks – which were the same as those of the shipowner – were accepted on a mutual basis and reinsured up to a high limit on the International Group reinsurance. For a time or voyage charterer, the liability exposures are generally more limited but include, for example, pollution liabilities in certain States

in the USA, where time or voyage charterers may be found liable for losses in their own right, in addition to the vessel operator.

There are some standard charterparties accepted by Clubs, but these still need to be reviewed for rider clauses, which can considerably alter the contractual relationship.

The Clubs frequently insure for their charterer members certain risks, including those listed below, which are excluded from the Pooling Agreement. These non-poolable risks therefore have to be separately re- insured by the individual Clubs with commercial reinsurers. For example, damage to hull is an excluded risk under the Pooling Agreement, so charterers’ liability for damage to the hull of the chartered ship is not covered. Equally, time-charterers have an owning interest in, or ‘first party exposure’, for bunker fuel on board the vessel during the period of the charter. This risk is also excluded under the Pooling Agreement and has to be the subject of separate re-insurance.

Over a period of time, the Clubs have provided their charterer members with additional non-poolable cover, as explained below.

i.  Non-poolable liabilities to cargo: where a charterer is carrying third party cargo under Bills of Lading/Contracts of Affreightment issued in its own name, it might incur cargo liabilities that are not poolable, in the same way as the shipowner, if it were the contracting carrier.

ii.  Cargo owner’s legal liability; if a charterer is carrying its own cargo, cover for cargo owners’ legal liability may be offered as an additional product. This covers liabilities incurred through the charterer’s interest in the maritime venture as cargo owner. These would include liability for pollution arising from the cargo and liability for removing the debris of cargo from the site of a casualty.

Over time, Clubs have sought the entry of charterers more widely, regardless of whether or not there was an owner’s entry. At the same time, Clubs have increasingly offered the option of fixed premium entries to charterers. For various reasons, charterers have increasingly taken the non-poolable option, (for example because they did not require the fixed limit provided for pooled charterers’ risks), which has resulted in Clubs buying individual reinsurances in the market for such entries. Most of these individual reinsurances embrace the additional insurances, some of which are referred to above.

For a bareboat charterer, who assumes responsibility for operating the vessel, the liability exposure is the same as that of a shipowner and is treated in the same way.

Cover for specialist operations
Club rule books typically say that the terms and conditions which the managers will normally require to be agreed in respect of the risks referred to in this section are ‘set out in a separate document available from the managers’.

Some Clubs provide cover for the following types of specialist operations:

l drilling and production operations

l dredging and pile-driving

l underwater operations.
These wordings are too detailed to be examined further here.

Extended towage cover
See Module 5 – Vessel Risks.

The normal extensions of cover

Cover for offshore vessels See Module 5 – Vessel Risks. Cover for salvors
See Module 5 - Vessel Risks.

Cover for passengers See Module 3 – People Risks. Cover for cargo
See Module 4 – Cargo Risks.

How extensions of cover are provided
How these extensions of cover are provided has changed significantly in recent years.

At one time, extensions of cover were considered more as a service to members than as an element of potential competiton between Clubs. Thus, the International Group’s reinsurance brokers, Miller Insurance Services Limited (trade name ‘Miller’) would arrange covers in the market (principally at Lloyd’s) for the more common of the extensions required, particularly those relating to deviation. These covers would be available to any International Group Club that wished to use them. It was usual for each risk insured under the cover to be separately declared to the market underwriters and to be rated by them, rather than by the Club. Usually, the Club would pass on to the member the premium charged by the market underwriters, but in some cases, particularly deviation, where the need for reinsurance was borderline, the Club might pay

the premium itself.

The end result would be that the member had a contract of insurance with market underwriters, arranged through the Club, as opposed to an extended cover with the Club, which then protected itself by way of reinsurance into the market. When a claim arose, it was therefore directed not to the Club but by the brokers to the market underwriters.

Present-day practice
Since those times, the placing of cover for these extensions has become more complex and Club managers who become involved in the placing of extensions of cover must ensure that they are authorised to do so in accordance with the provisions of the EU’s Directive on Insurance Mediation (IMD)1 or other relevant regulations.

The diagram below, prepared by Miller, indicates the various option available to the Clubs today.

1Directive 2002/92/EC of the European Parliament and of the Council of 9 December 2002 on insurance mediation. The Directive took effect in the UK on 15 January 2005
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Role of the Clubs in providing bail and other security

direct, leaving the Club to collect from reinsurers any amounts it may pay to its member in respect of the claim.

For more information, see the next section.

One-off/facultative extensions
For this type of insurance, each risk to be insured is discussed individually with market underwriters and the terms, conditions and price for the risk will be agreed. The Club can find a separate market for each risk as

it arises or create a ‘facility’ for such risks in advance. This is the more efficient mechanism for risks that arise frequently. The facility itself may be one that is, as in the old days, available for all Clubs in the Group to use, if they want to. If not a Group facility, it may be a broker facility – namely an insurance created by an individual broker who then makes the cover available to the Clubs – and, indeed to other brokers - that need it. The advantage of the arrangement for the facility broker is that no-one can use the cover without the broker in question being remunerated.

Another option is for the Club to create its own facility. This has the attraction that the Club develops its own relationship with the market, and its own record. For example, the pricing of the arrangement on renewal would not be affected by the possibly adverse record of another Club; on the other hand, it will not be subsidised by the possibly good record of another Club.

When a Club develops its own facility, it can choose whether to use it for all its non-poolable risks, or only some of them, such as charterers’s liabilities, deviation-type liabilities or other shipowners’ liabilities.

These are referred to in the diagram as ‘SOL’-type liabilities, where SOL stands for ShipOwners Liabilities.

Role of the Clubs in providing bail and other security
To understand the role of the Clubs in providing security to third parties in respect of claims brought against their members, it is helpful to refer to the underlying law which gives the claimant the right, in many cases, to arrest a ship, or other assets of the member, in order to obtain security for his claim. This can happen (and in fact usually does) at a time when the claim is unsubstantiated, in the sense that the liability of the shipowner and the amount of the claim have not been judicially determined.

The Admiralty Court
At least since the reign of Edward III (1312–1377), the English sovereign has exercised jurisdiction in matters maritime (however they may have been defined) through the court of his Lord High Admiral, the High Court of Admiralty.

That jurisdiction is exercised today by the Admiralty Court, which is a part of the Queen’s Bench Division of the High Court. Its jurisdiction is largely determined by statute, in particular the Senior Courts Act of 1981.

The action ‘in Rem’
The distinguishing feature of the jurisdiction of the Admiralty Court is its power to arrest a vessel as security for a claim and to have the vessel appraised and sold in satisfaction of the claim, if satisfactory substitute security is not provided by the parties interested in the ship. The action of arresting the ship is known as a proceeding in rem1, the ‘res’ or thing being the ship itself. A secondary objective of an arrest in rem is to oblige the owner of the ship to appear before the court to protect his interest in the ship. In this way, the court gains ‘in personam’ or personal jurisdiction over the shipowner.

1Latin for ‘against a thing or object’
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The Admiralty jurisdiction of the English High Court is set out ss.20 – 24 of the Senior Courts Act 1981. Section 20 sets out the types of claim that are subject to that jurisdiction. Section 21 sets out the mode of exercising that jurisdiction. An action in personam may be brought in all cases within the Admiralty jurisdiction1, subject to certain restrictions in collision cases set out in s.22 of the Act.

In addition, an action in rem may be brought in any case where there is a ‘maritime lien’ on the ship2 – see below for an explanation of this term. The Act also provides, in s.4, for an action in rem in respect of certain types of claim to be brought against a sister ship3.

Maritime liens
Under English law, the claims recognised as giving rise to maritime liens are:

l damage done by a ship

l salvage

l seamen’s wages

l master’s wages and disbursements

l bottomry bond4.(Reference5)

Statuory liens
The difference between a claim that gives rise to a maritime lien and a claim that gives rise to a statutory action in rem or statutory lien is that it is a privileged charge on maritime property and arises by operation of law. It does not depend on possession of the property or on agreement. It accrues from the moment of the event which gives rise to a cause of action, and travels with the property.

A maritime lien is invisible because it is not subject to registration. It survives into the hands of a purchaser in good faith for value without notice, and is enforceable by an in rem claim. Statutory liens, on the other hand, do not crystallise on the property until such time as an in rem claim form is issued.

Similar rights of arrest exist in most other jurisdictions. The reason for their development lies in the very nature of maritime transport – in particular, its international and transient character. A ship arrives in port one day and the next day departs for some destination overseas. It may never return to that port. Furthermore, it may well be owned by a person or company that is not resident in the jurisdiction of the claimant. In many cases, that would leave a claimant without any effective remedy. Justice required that this be remedied; a mechanism therefore evolved to provide a claimant with security for his claim while its merits were still unproven.

The concept of maritime liens and the creation of statutory liens giving rise to the right to arrest the ship in question – or, in some cases, a sister ship – constitute that mechanism. The claimant is secured pending the

1S.21(1)

2S.21(3)

3A sister ship is defined in the Senior Courts Act of 1981 as ‘any other ship of which, at the time when the action is brought, the relevant person is the beneficial owner’. The ‘relevant person’ is the owner or charterer of the ship involved in the claim in respect of which the action is brought.

4‘An instrument by which the master, while away from the ship’s home port, borrowed money on the security of the ship (upon its
‘bottom’ or keel) for goods or services needed to preserve the ship or complete the voyage.’ Glossary of Maritime Law Terms, William Tetley, Langlois Gaudreau O’Connor, 2004. If the money is not paid at the time appointed with interest at the ship's safe return, the ship is forfeit to the creditor. This used to occur in cases where the ship needed urgent repairs during the course of its voyage or some other emergency arose and it was not possible for the master to contact the owner to arrange funds, allowing him to borrow money on the security of the ship or the cargo by executing a bond. Where both cargo and ship were hypothecated, the bond was called a bottomry bond. For a number of reasons, including the speed and effectiveness of modern communications, it is now obsolete.

5Modern Maritime Law, 2nd Edition, Aleka Mandaraka Sheppard, p 22–3
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determination of the merits of his claim, but by providing security satisfactory to the claimant or, in the case of dispute, to the court that ordered the arrest, the shipowner can continue to trade.

The freezing order
There is another mechanism available under English law which may enable a claimant to obtain security for his claim in advance of final judgment. This is the freezing order (previously a Mareva injuction, after the name of the case1 in which the remedy was first used). The High Court has a general power to issue an injunction under s.37 of the Senior Courts Act 1981 ‘in all cases in which it appears to the court to be just and convenient to do so’. The effect of such an injunction is to freeze the defendant’s assets by preventing him from removing them out of the jurisdiction so as to defeat the judgment which might be given against him in the case.

Forms of security
There are, therefore, many ways around the world in which a maritime claimant can obtain security for his claim in advance of judgment. The facility with which his property – whether the ship or his funds – can be arrested or attached, is a considerable burden for the shipowner to cope with on a daily basis.

There are various forms in which security can be given to release the attached property. The most basic is a cash deposit or a bank guarantee. Both of these are expensive; in the first, the cash is effectively removed from the shipowner’s working capital; in the second, the bank may demand full collateral, which has the same effect. An alternative might be the provision of a bond from companies that specialise in that business. Again, this is likely to be expensive for the shipowner.

Club-arranged guarantees
The most cost-effective way in which a shipowner can provide security is to persuade his P&I Club to issue a guarantee. If the liability in respect of which security is required is one covered by the Club, the P&I Club will issue its guarantee without cost to the shipowner.

Club letters of undertaking
In most parts of the world, letters of guarantee given by a P&I club in the International Group of P&I Clubs are acceptable to claimants. These are called Club letters of undertaking. The financial integrity of a Club letter from one of the International Group of P&I Clubs is widely accepted.

The ability to provide security quickly, simply and cost-effectively through the issue of a Club letter of undertaking is one of the major advantages that Clubs in the International Group have over their competitors, whether the latter are mutual insurance associations or market underwriters. See appendix 5.
Bank guarantees
There are, however, some places in the world where Club letters are not considered acceptable security and bank guarantees are required. The P&I club will, subject to everything else being in order, probably be prepared to arrange the bank guarantee. However, while club letters can be provided very quickly, bank guarantees can take longer to establish. The P&I club’s bank may have to deal with one or more correspondent banks in other parts of the world.

It can take many days to arrange bank guarantees. The bank and their correspondent banks will charge a fee for setting up the guarantee and an interest charge will also be made. On a large guarantee this could involve substantial sums of money, which will be registered against the particular shipowner’s claim record. Club letters, on the other hand, incur no charges. Some countries will not even recognise bank guarantees

1Mareva Compania Naviera SA v International Bulkcarriers SA [1975] 2 Lloyd's Rep 509
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as adequate security and demand a cash deposit. Some P&I Clubs will not provide cash security unless the directors specifically agree; in others, the managers have delegated authority to do so.

A P&I Club is under no obligation to provide security, even when it is clear that the underlying liability is insured by the Club. Provision of a guarantee is entirely within the Club’s discretion.

The Club accepts no liability
When a P&I Club does provides security, it is important to understand that the P&I Club is not, by so doing, accepting any liability for the claim, either with respect to the shipowner or the claimant. The Club is purely acting as a guarantor on behalf of the shipowner. If it were subsequently found that the shipowner had been in breach of cover but the P&I Club had to settle the claim under the terms of the guarantee, the Club would seek recovery from the shipowner. Fortunately, this rarely happens.

Conditions for issuing a letter of guarantee
Before a Club will issue a letter of guarantee, it needs to consider a number of issues, including the following:

l The relationship between the Club and the member
l Is the ship insured by the Club for the liability in respect of which the security is required? For whose account is the ship insured – owners’ or charterers’? If the latter, security should normally be declined, since the obligation to provide security falls upon the person whose asset has been arrested, in this case, the shipowner. Is the shipowner up-to-date with his Calls? As a rule security should not be given on behalf of a member that owes the Club money.

l Are there any special terms of entry, such as a large deductible, that may be relevant to this particular claim? If so, will the Club ask for counter-security in respect of the deductible, and in what form?

l Does the claim potentially raise issues as to whether the owner is in breach of classification or statutory requirements in relation to the ship concerned1? If so, how can these best be resolved and how quickly?

l Does the claim potentially raise issues as to whether the owner is in breach of any of the provisos to cover for cargo liability?

l If the security is required for a collision claim, is the liability for damage done in collision insured in part with other underwriters – in other words, is the Club writing four-fourths of the collision risk, or only one-fourth? If the latter, is the Club to give security for 100% of the claim? If so, is counter-security required from the other collision underwriters and, if so, in what form?

l Is counter-security required from the member and, if so, in what form?

l The external circumstances
l Can the ship be arrested, or is it simply a threat? If it is a threat, is it a real threat or an empty one?

1The ‘ship concerned’ is the ship involved in the claim; that ship may not be the same as the ship arrested – see the provisions of s.20 of the Senior Courts Act 1981 as regards the possibility of the arrest of a sister-ship of the one involved in the claim.

Role of the Clubs in providing bail and other security

l What is the amount of security required? Is it reasonable given the likely size and nature of the claim? Is it more than the ship is worth? If so, should the amount of the guarantee be limited to the value of the ship in a court-ordered sale?

l What form of security will the claimant accept? Is a Club letter of undertaking acceptable or is a bank guarantee required?

l Who wants the security? Has the party demanding security the legal right to get it? If that party is a cargo interest, what is its entitlement to the cargo? If the claimant is an insurer, to whose rights is it subrogated?

l In which jurisdiction is the security to be given? Does that jurisdiction have the competence under its rules of private international law to determine the merits of the claim? To which jurisdiction is the letter of undertaking itself subject?

l How is the security to be worded? In this respect, the Clubs have drafted a proforma letter of undertaking, the terms of which are set out in Appendix 5.

Club security for non-Club matters
As you can see from the preceding sections, a ship is subject to arrest in respect of many claims. Not all these claims will be the subject of P&I insurance. In such circumstances it is unlikely that the owner will be able to obtain a Club letter of undertaking. Without a Club letter, the shipowner is in difficulty, since he has to provide the security from his own resources: this will usually mean recourse to his bankers or to a bonding company. This is often an expensive process; it is often also a slow process, particularly in certain parts of the world, where correspondent banks, perhaps unfamiliar with shipping matters, have to be

employed. While security is being arranged, the ship subject to the arrest will probably remain immobilised, earning nothing for its owner and costing him its daily running costs. There is a familiar saying in the shipping industry that a ship is only earning when it is moving.

In these circumstances it is only to be expected that the shipowners would turn to their Clubs, asking that Club letters of undertaking be issued even in respect of non-P&I claims or for claims of a P&I nature but which were, for example, within the deductible retained by the member. Initially, many Clubs were reluctant to issue guarantees (which potentially exposed the Club’s funds to non-Club claims) for non- insured claims but, with the passage of time, all International Group Clubs have now developed some facility for offering Club letters of undertaking for non-P&I risks.

For example: A vessel is arrested by a bunker supplier for non-payment of bunkers amounting to US$250,000. The vessel is operating under a time charter and the charterer is responsible for the payment of bunkers but has failed to do so. The owner is obliged to pay the bunker supplier and seek recourse from the charterer. The owner may seek the support of his Club in providing security for the bunker supplier’s claim rather than paying it. This is not a P&I risk.

The criteria under which such letters are issued might include the following:

l the facility should be regarded as a non-standard service, each request being considered on its merits;

l counter-security would be taken, normally in the form of a bank guarantee, but there would be a discretion to accept other forms of counter-security, depending on the financial strength of the member concerned;

The Club should keep account of its total exposure under such letters and to its exposure in regard of any one member.

Cases where the Club gives security for 100% of a collision claim in circumstances where it insures a lesser proportion of that risk fall outside these guidelines and are to be handled in the traditional way; that is, the Club takes countersecurity from each of the other underwriters involved for its respective proportion.
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If a Club is obliged to make a payment under such a letter and is unable to recover the sum involved from the member or his guarantor, the claim has to be borne by the general funds of the Club. There is no reinsurance available from the Pool for such claims.
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Chapter 4: Other types of marine insurance and their relationship with P&I coverage
This group of sections introduces the other types of marine insurance that are available in the market for purchase by shipowners, and explains their relationship with P&I cover.

Hull and machinery policies
For most shipowners, the most valuable assets in the business are the ships themselves and, as we saw in the early sections in this module, shipowners have from time immemorial sought to protect themselves by insurance against the financial hardship they would suffer if their ship were lost or heavily damaged at sea. Indeed, it is not only the shipowner that is at risk if the ship is lost: others, such as mortgagees, who have lent money on the security of the ship are equally interested in it being adequately insured. So it is that the

‘hull insurance’ – as the insurance of the ship itself came to be called - preceded liability insurance by many centuries.

Nevertheless, historically, as we have seen, the development of insurance against liabilities arising out of the operation of ships has been closely intertwined with developments in the insurance of the ship itself. The common pattern was for the liability insurance to cover risks that the commercial market either failed

to cover at all, or covered only on terms and conditions and at a price that shipowners found uncompetitive.

From the early days of the establishment of the P&I Clubs there seems to have been little competition from the commercial market for the risks that the Clubs were covering, and little interest (apart from the Clubs still offering hull insurance) in the insurance that the commercial market was offering. Even a hundred years later, there was an unwritten understanding between the London market and the Group P&I Clubs to the effect that neither would invade the other’s patch. Such interest as the commercial market had in P&I insurance was channelled by way of reinsurance of the risks that the Clubs pooled under the Group Pooling Agreement. By the 1980s, this informal arrangement was coming under pressure, from both sides, and today it is effectively dead.

The practice of hull insurance is widespread throughout the world: the International Union of Marine Insurance has over 50 member national associations. This is one reason why a shipowner uses a broker to access the market. Historically, London has been the dominant market but that is less the case nowadays. There have been for many years viable international hull insurance markets in France, Germany, Italy, Japan, Scandinavia and United States. The London market has traditionally been a subscription market, whereby the risk is underwritten by a number of separate insurers1, each taking an agreed percentage of the risk. In former times, a great number of insurers might have participated in a given risk, with some covering only 1 or 2 percent of the risk. Today, although London remains a subscription market, the number of insurers participating in a given risk is likely to be much smaller. As far as the Lloyd’s market is

concerned, this reflects the tendency for the number of marine syndicates to reduce, with those that remain having a bigger underwriting capacity. Outside the London market, it is less common for risks to be underwritten on a subscription basis.

It remains the case, however, that a large part of the risks covered by the P&I Clubs closely reflects the risks excluded from the standard form of hull policy in the London market.

Exclusions from hull policies
Although there have been a number of attempts to introduce new wordings, the most widely-used wording for hull policies remains the Institute Time Clauses – Hull of 1 October 1983. A typical P&I Club exclusion reads as follows:

1This is neutral terminology; it includes individual syndicates at Lloyd’s.
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Exclusion of Sums Insurable under Hull Policies
Unless and to the extent that the Directors in their discretion otherwise decide, or the managers agree in writing as a term of entry, the Association shall not indemnify the Owner of an entered ship against any liabilities, costs or expenses against which that Owner would have been insured if at the time of the incident giving rise to those liabilities, costs or expenses, the ship had been fully insured for its proper value under Hull Policies on terms equivalent to of the Lloyd’s Marine Policy MAR form 1/1/1982 with the Institute Time Clauses Hulls 1/10/1983 attached…’

What then are the principal risks set out in these clauses? The insured risks are set out in Clause 6 – Perils, as follows:

This insurance covers loss of or damage to the subject-matter insured caused by

6.1.1  perils of the seas rivers lakes or other navigable waters

6.1.2  fire, explosion

6.1.3  violent theft by persons from outside the vessel

6.1.4  jettison

6.1.5  piracy

6.1.7  breakdown of or accident to nuclear installations or reactors

6.1.8  earthquake volcanic eruption or lightning

This insurance covers loss of or damage to the subject-matter insured caused by

6.2.1  accidents in loading discharging or shifting cargo or fuel

6.2.2  bursting of boilers breakage of shafts or any latent defect in the machinery or hull

6.2.3  negligence of Master Officers Crew or Pilots

6.2.4  negligence of repairers or charterers provided such repairers or charterers are not an assured hereunder

6.2.5  barratry of Master Officers or Crew

provided such loss or damage has not resulted from want of due diligence by the assured, owners or managers.

The cover in the event of collision is set out in clause 8, as follows:

8.1
The underwriters agree to indemnify the assured for three-fourths of any sum or sums paid by the assured to any other person or persons by reason of the assured becoming legally liable by way of damages for

8.1.1  loss of or damage to any other vessel or property on any other vessel

8.1.2  delay to or loss of use of any such other vessel or property thereon

8.1.3  general average of, salvage of, or salvage under contract of, any such other vessel or property thereon,

where such payment by the assured is in consequence of the vessel hereby insured coming into collision with any other vessel.

Exclusions from cover
Even more important from the P&I Club point of view are the exclusions from the collision cover set out in clause 8.4, as follows:

8.4
Provided always that this Clause 8 shall in no case extend to any sum which the assured shall pay for or in respect of

8.4.1  removal or disposal of obstruction, wrecks, cargoes or any other thing whatsoever
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8.4.2  any real or personal property or thing whatsoever except other vessels or property on other vessel

8.4.3  the cargo or other property on, or the engagements of, the insured vessel

8.4.4  loss of life, personal injury or illness

8.4.5  pollution or contamination of any real or personal property or thing whatsoever (except other vessels with which the insured vessel is in collision or property on such other vessels).

All these excluded risks arising in the context of a collision, are, on the other hand, specifically included in the standard cover of the P&I Clubs.

Other important risks insured
Three other important risks are insured under the hull policy:

l Pollution hazard
This covers loss of or damage to the vessel caused by any governmental authority acting under the powers vested in it to prevent or mitigate a pollution hazard or threat thereof, resulting from damage to the vessel insured under the policy – clause 7. Thus the deliberate sinking of a ship by bombing it, as happened in the case of the Torrey Canyon, would be covered by this clause.

l General average and salvage
This covers the vessel’s proportion of salvage, salvage charges and general average, reduced in proportion to any under-insurance – see Clause 11.

l Sue and labour expenses
This covers the costs incurred by the insured in performing its duty under the policy in the case of

‘any loss or misfortune’ to ‘take such measures as may be reasonable for the purpose of averting or minimizing a loss which would be recoverable under the insurance’ – see Clause 13.

Three-fourths or four-fourths cover
Although the standard form of English hull policy provides for three-fourths of the collision liability, this is sometimes amended to four-fourths – in other words, full cover for collision liability. When this amendment is made, the standard one-fourth collision cover offered by the P&I Clubs is not required. Partly to counter these developments in the hull market, the P&I Clubs will, if asked by the shipowner to do so, extend their cover for collision liability from one-fourth to four-fourths, thereby rendering redundant the cover offered by the commercial market under Clause 8 of the ITC Hulls.

Some hull policies written, for example, on Norwegian, French or German market terms, include cover for the full four-fourths collision risk as a standard term. Such policies also cover what is sometimes called allision damage, that is to say, damage done by the ship to fixed or floating objects, other than ships. The classic example of allision damage is dock damage or damage to seabed cables and pipelines. Note that the market cover for fixed and floating objects requires that there be contact between the ship and the object (this is not the case under the Norwegian Hull Conditions). Thus claims for wash damage or impeding the navigation of another vessel would not be covered under such a policy and would remain risks covered by the P&I Clubs.

Where the hull of the ship is insured under ITC Hulls terms, the insurer’s liability for claims under the collision clause is limited to the insured value of the ship. Thus, where the insurer covers only three-fourths of the collision risk, the limit is three-quarters of the insured value of the ship. However, that sum may be insufficient to pay the damages due to the other ship in the collision. In such a case, P&I Clubs provide cover for what is described as the excess collision risk, provided the ship was properly insured in the commercial market for her full market value, without commitment (that is, disregarding any charterparty or
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similar commitment to which she may be subject at the time of the collision). The purpose of this proviso is to ensure that a shipowner cannot save money by insuring his ship on the commercial market for a valuation that is too low, and then, when a collision occurs for which the recovery from the hull policy is insufficient to meet his liabilities, come to his Club to collect the difference. Under typical Club rules, the power to determine the proper sum for which the ship should have been insured rests with the Club directors.

The interface between hull insurance and P&I insurance
This has already been covered to some extent in the preceding sections. The main areas of interface are set out in the sections that follow.

Collision risk
The collision risk represent probably the closest area of interaction between the the ship’s hull policies and its P&I cover. As for the risk of damage to the other ship and the property on board it, the key question is to what extent (three-fourths or four fourths) does the hull policy cover liability for damage done in collision?

One would expect to find a match here: if the hull policies are limited to three-quarters of the risk, the P&I Club would cover the remaining quarter.

As regards the risks other than those of damage to the other ship and property on board it, namely:

i.  death and personal injury to persons, including crew, on both ships ii.  wreck removal of either ship

iii.  cargo on board the colliding ship (if there is any liability for this under the contract of carriage)

iv.  oil pollution from either ship these risks are, as we have seen above, usually excluded from the hull policies and are insured instead with the P&I Clubs.

It is important to remember also that, whether the collision liability cover under the hull policy is covered fully or only for three-fourths, the amount recoverable from the hull insurers will be a maximum of the insured value of the vessel1. This may, in some circumstances, be insufficient to meet the insured ship’s liability. In that event, the P&I club will cover the shortfall under its Excess Collision Liability cover, to the extent that the club is satisfied that the ship was fully insured under the hull policy for its ‘proper value’, that is, not less than its market value without commitment.

Contact with fixed and floating objects (FFO)
Under the ITC2 – Hulls 1/1/83, the risk of damage to objects other than ships, whether afloat or ashore, lies with the P&I clubs. Where, however, the ship is insured for hull risks on Continental terms, the FFO cover is usually with the hull insurers, particularly where the claim involves physical contact between the insured ship and the object in question.

The ship’s proportion of general average, salvage and salvage charges
It can happen that a ship is assessed for its contribution to salvage and general average at a value in excess of its insured value. In such a case, the contribution attributable to the excess value is covered by the P&I Club, provided that the club is satisfied that the ship was fully insured under the hull policy for its ‘proper value’, that is, not less than its market value without commitment.

1Although this is generally true, it is common for shipowners to purchase from their hull insurers ‘increased value’ or ‘dis- bursements’ insurance, under which they can claim up to an additional 25% of the hull value if the ship is a total loss.

2Institute hull clauses
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The ‘proper value’
Given the importance of insurance to the ship’s ‘proper value’ for the purposes of P&I Club cover, at least one Club gives further guidance to its members on this point in an explanatory note to the Rules. This note reads:

The Directors will require to be satisfied that the hull and/or excess liability policies of the Owner concerned have been the subject of periodic review as market conditions may require, so that the total amount of liability coverage contained in those policies is maintained at levels approximating to the market value of

the ship without commitment.

Owners are recommended to consult their brokers and/or shipvaluers to assess periodically in the light of the above, the proper amount for which insurances should be effected to cover against collision and general average or salvage liabilities. Provided the necessary insurances are placed on the basis of the advice received, the Directors will give every consideration to a claim if, as may transpire, the values and amounts upon which the insurances have been placed are lower than the values which may have been assessed by a Court or Tribunal for general average or salvage purposes.

War risks
The original form of policy on Ship and Goods (the SG Form), the text of which is set out in the First

Schedule to the Marine Insurance Act 1906, covers what we would call today both ‘marine’ and ‘war’ perils

– see the following extract:

Touching the adventures and perils which we the assurers are contented to bear and do take upon us in this voyage: they are of the seas, men of war, fire, enemies, pirates, rovers, thieves, jettisons, letters of mart1 and countermart, surprisals, takings at sea, arrests, restraints, and detainments of all kings,

princes, and people, of what nation, condition, or quality soever, barratry of the master and mariners, and of all other perils, losses, and misfortunes, that have or shall come to the hurt, detriment, or damage of the said goods and merchandises, and ship, etc, or any part thereof.

Over time, however, the market began to separate out the ‘war’ risks’ – presumably on the grounds of their severity and volatility – and to insure them separately under a War Risks policy. This transition was

effected by adding to the SG Policy Form a War Risks exclusion clause, called the Free of Capture and

Seizure Clause (FC&S Clause). The 1898 wording of the FC&S clause was as follows:

Warranted free of capture, seizure and detention, and of the consequences thereof, or any attempt thereat, piracy excepted, and also from all consequences of hostilities or warlike operations, whether before or after the declaration of war.

So today, a shipowner wanting to insure his vessel as fully as he can needs to effect War Risk insurance in addition to hull insurance. The market for War Risk insurance tends to be less extensive than that for hull insurance, but the London market remains very significant in this field.

War risks cover
A typical War Risks insurance policy covers only the hull and machinery of the ship. If cover is also required for P&I risks arising out of a ‘war peril’, then a further policy – or extension to the hull policy - must be bought. Such a liability might arise where – although the proximate cause of the liability is a war peril – the shipowner is to some degree at fault, in exposing the ship to the risk of that peril. A liability may also arise in

1A letter of 'mart' or ‘marque’ is defined in the Oxford English Dictionary as ‘a licence to fit out an armed vessel or privateer and employ it in the capture of the merchant shipping of the enemy’s subjects, the holder of letters of marque being entitled by international law to commit against the hostile nation acts which would otherwise have been condemned as piracy’. They were abolished in European nations by the Congress of Paris in 1856.

War risks

the absence of fault, in cases where the liability of the shipowner is ‘strict’, for example, in the case of crew death and injury, pollution and wreck removal.

Under a standard War Risks policy in the London market1, loss of or damage to the vessel are covered, where they are caused by:

a.  war, civil war, revolution, rebellion, insurrection or civil strife arising therefrom, or any hostile act by or against a belligerent power;

b.  capture, seizure, arrest, restraint or detainment (barratry and piracy excepted) and the consequences thereof or any attempt thereat;

c.  derelict mines, torpedoes, bombs or other derelict weapons of war;

d.  strikers, locked-out workmen, or persons taking part in labour disturbances, riots or civil commotions;

e.  any terrorist or any person acting maliciously or from a political motive;

f.  confiscation or expropriation.

In 2008, some hull underwriters in the London market started to exclude also barratry, piracy and violent theft by persons from outside the vessel. Standard War Risks policies therefore expanded their cover to include these risks.

The policy also provides that where the assured has, by reason of capture, seizure, arrest, restraint, detainment, confiscation or expropriation, been deprived of the free use and disposal of the vessel for a continuous period of twelve months, then he shall be deemed to have been deprived of the possession of the vessel without any likelihood of recovery, and he may then claim a constructive total loss2.

Cancellation and termination of war risks policies
A War Risk policy may be cancelled by the insurer giving seven days’ notice of cancellation but in such circumstances, the insurer agrees to reinstate the cover on the expiry of the notice period, subject to new rates of premium and/or other terms and conditions, as agreed with the assured. The purpose of this is to allow the insurer to raise premiums and impose conditions in areas where the risk of a War Risk claim is perceived to be enhanced. These areas are known as AP (Additional premium) areas. If insurers perceive the risks in a given area to be too high, they will simply exclude cover in respect of that area when the policy is reinstated.

Details of excluded areas can be found on the London Market websites – www.the-lma.com and www.iua.co.uk.

In addition to termination upon notice, War Risk policies provide for their automatic termination:

a.  on the hostile detonation of any nuclear weapon of war, wheresoever and whensoever such detonation occurs;

b.  upon the outbreak of war between any of the five permanent members of the United Nations
Security Council3, and
c.  in the event of the vessel being requisitioned, either for title or use.

1Institute War and Strikes Clauses (Hulls – Time) 1.10.83

2Defined in s.60 of the Marine Insurance Act 1906 as follows: 1. Subject to any express provision in the policy, there is a constructive total loss where the subject-matter insured is reasonably abandoned on account of its actual total loss appearing to be unavoidable, or because it could not be preserved from actual total loss without an expenditure which would exceed its value when the expenditure had been incurred. 2. In particular, there is a constructive total loss: Where the assured is deprived of the possession of his ship or goods by a peril insured against, and (a) it is unlikely that hecan recover the ship or goods, as the case may be…

3The People’s Republic of China, France, Russia, the United Kingdom and the United States of America
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War risks…in time of war
It is important to remember that War Risk cover is essentially intended to cover owners in time of peace, not in time of war. As we have seen above, although the general cover may be world-wide, the cover will be cancelled on the outbreak of hostilities either through the operation of the Automatic Termination Clause or by underwriters giving 7 days’ notice.

War Risk insurance can be provided either by the commercial market or by specialist War Risk Clubs. The latter are run on the same lines, and are often managed by the same people, as the P&I Clubs. The War Risk Clubs tend to specialise in tonnage of a given nationality. Thus, British-flag ships and British-owned flagged-out ships, including those registered in a British dependent territory, such as Gibraltar and the Isle of Man, are insured with the British War Risks Clubs1.

Ships beneficially owned or majority owned by Greek interests are eligible for insurance in the Hellenic Mutual War Risks Association. Similar Clubs exist for Canadian-owned ships, and for ships under the Norwegian flag2 or under Norwegian control. Ships of other nationalities may have protection under Government schemes, as in France; if not, their protection must be in the commercial market. In Japan, there is a War Risks Pool. The Swedish Club offers War Risks cover – but not as a separate Club – to an international membership.

In time of war involving the United Kingdom, there is an arrangement between the British War Risks Clubs and the British government, whereby the government becomes the re-insurer of the Clubs in respect of casualties arising from the war. This arrangement, first implemented in the First World War, still exists and was last invoked during the Falklands War of 1982. The current Reinsurance Agreement took effect on 18

February 1988, and is known as Agreements concluded under s.1(1) of the Marine and Aviation Insurance

(War Risks) Act 1952. Attempts have been made over the years to put a similar arrangement into effect for
NATO3 ships, but without success.
The interface between war risks and P&I
The basic principle here is that war risks are excluded from P&I Club cover. For example, a Club Rule reads:

The Association shall not indemnify an Owner against any liabilities, costs or expenses, (irrespective of whether a contributory cause of the same being incurred was any neglect on the part of the Owner or on the part of the Owner’s servants or agents) when the loss or damage, injury, illness or death or other accident

in respect of which such liability arises or cost or expense is incurred, was caused by:

i.  War, civil war, revolution, rebellion, insurrection or civil strife arising therefrom, or any hostile act by or against a belligerent power, or any action of terrorism

ii.  Capture, seizure, arrest, restraint or detainment (barratry and piracy excepted) and the consequences thereof or any attempt thereat

iii.  Mines, torpedoes, bombs, rockets, shells, explosives or other similar weapons of war, [save for those liabilities, costs and expenses that arise solely by reason of the transport of any such weapons whether on board the entered ship or not]

1There are a number of these, usually closely associated with a UK-based P&I Club, such as the London, the North of England, the Standard, and the UK War Risk Clubs. As from 20 February 2009, entry in the UK War Risks Club is open to ships with no connection to the UK.

2Den Norske Krigsforsikring for Skib
3North Atlantic Treaty Organisation

Radioactive, chemical, biological and electromagnetic weapons and cyber attack

Exceptions to the exclusion
There are, however, a number of important exceptions to this exclusion. They relate to liabilities, costs and expenses of the owner that the Association has discharged on his behalf under:








a.
a guarantee or other undertaking to the Federal Maritime Commission under Section 2 of US Public Law 89-777; or


b.
a certificate in compliance with Article VII of the International Conventions on Civil Liability for Oil Pollution Damage 1969 and 1992 or any amendments thereof; or

c.
an undertaking to the International Oil Pollution Compensation Fund 1992 in connection with STOPIA; or


d.
a certificate in compliance with Article 7 of the International Convention on Civil Liability for Bunker Oil Pollution Damage 2001; or


e.
a certificate in compliance with Article 4bis of the Athens Convention Relating to the Carriage of Passengers and Their Luggage by Sea 2002; or


f.
any other guarantee, certificate or undertaking issued by the club pursuant to any statute, convention, treaty or law.
In addition, the Rule provides that the Directors may resolve that special cover be provided to the Members against any or all of the risks set out in [the Risk Rule] notwithstanding that those liabilities, costs and expenses would otherwise be excluded by the war risk exclusion quoted above. That special cover shall be limited to such sum and be subject to such terms and conditions as the Directors may determine. It is in the exercise of the power quoted above that the P&I Clubs have introduced a war risk top-up cover as set out below.

A war risk P&I cover placed in the market generally only covers P&I liabilities up to the total insured value of the hull and increased value. For some years the Group Clubs have been conscious of the potential exposure of members to P&I liabilities resulting from war risks which might either exceed the hull (and increased value) insured value or, for some reason, not fall within the scope of the war risk P&I policy placed in the market. The Group Clubs therefore decided to offer a ‘safety net’ war risk P&I cover for claims which fell outside ordinary P&I cover by virtue of the general exclusion of war risks but for which owners’ own war risk P&I proved insufficient.

This safety net cover, which has a limit of US$500 million any one accident, each vessel, is not intended as a primary war risk P&I cover. The reinsurance is placed by Miller Insurance Services Ltd in the commercial market. The reinsurance has been underwritten on the basis that it only responds in excess of amounts recoverable under the vessel’s war or crew war risks Protection and Indemnity policies, subject to a minimum excess of the proper value of the entered ship (as agreed by the relevant Club) or US$100m, whichever is the less. It is further subject to a minimum excess of US$50,000 any one event. This means that owners are expected to have independent war risk insurance up to the proper value, either in the commercial market or in a Club. If the owner has war risks P&I cover excess of the hull value, the Group cover will sit excess of such cover (for example, excess of US$500m). If there is no independent cover in place, then the market value is applied as a deductible to the war risk cover provided by the P&I Club.

Radioactive, chemical, biological and electromagnetic weapons and cyber attack
Clauses excluding losses directly or indirectly caused by or contributed to by or arising from radioactive, chemical, biological, bio-chemical and electromagnetic weapons and from cyber attack are standard exclusions in marine policies in the commercial market. The inability of insurers and their reinsurers to quantify and therefore limit the potential aggregation of loss from such perils is one of the principal reasons behind these market exclusions.

The Group’s Pooling Agreement has a similar nuclear exclusion. However, cover is offered for liabilities arising out of the carriage of ‘excepted matter’ as defined in the Nuclear Installations Act 1965. Such excepted matter might include radioactive instruments for medical use.

Certain international conventions that require Clubs to provide certificates in evidence of insurance cover, such as the Civil Liability Convention and Bunker Conventions, do not exclude nuclear liabilities. As such,
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nuclear liabilities cannot be pooled under the Pooling Agreement: the Clubs share the risk under a Supplemental Pool Agreement. This Supplemental Pool agreement also covers bio-chemical liability in respect of crew bodily injury, which would have been covered but for the War Exclusion Clause in the Pooling Agreement.

Freight, demurrage and defence (FD&D) insurance
This insurance1 covers the legal and other costs incurred in pursuing or defending claims:

a.  that are uninsured, or

b.  against an insurer that is contesting the assured’s claim.

The cover is described as ‘insurance’ but this may be technically incorrect under current UK regulatory practice, since the cover is usually entirely discretionary. That means that an assured has no cover as of right; all the assured has is the right to ask for the insurer’s support in any given case. Nevertheless, given the very high costs involved in arbitration or litigation in some jurisdictions, defence cover is a popular choice for shipowners and charterers, particularly those engaged in the bulk trades, both wet and dry.

The discretionary nature of the cover means that it can only realistically be provided by one’s peers. Thus, most – if not all – FD&D cover is provided on a mutual basis. As a result, the decision whether or not to support a member in a given case is taken ultimately by his fellow-member shipowner directors of the Club. As a matter of practicality, the decision whether or not to support the member is sometimes delegated to

the Club managers, but a member retains a right of appeal to the board if he is dissatisfied with the managers’ decision.

Typical disputes handled by an FD&D insurer include claims under charterparties (for example, in respect of freight, laytime, demurrage, detention, hire, off-hire, breach of speed and consumption warranties), ship-sale contracts, ship-building contracts, and disputes with hull insurers, war risk insurers, loss of hire insurers and sometimes, P&I insurers!

FD&D cover is provided in a number of different ways. In some cases, such as the United Kingdom Freight Demurrage and Defence Association, the cover is provided by a separate legal entity. This entity is often under the same management as the corresponding P&I Club. For example, Thomas Miller provides the management for both the UK P&I Club and the UK Defence Club. Alternatively, a P&I Club can provide defence cover as a separate class within the Club or simply as a further head of cover within the P&I Club – see, for example, the Shipowners’ Club, Rule 6.5.

Appendix 6 lists the defence cover provided by some of the Clubs.
Action Step:
l How does your Club provide defence cover?

l How many of the members of your P&I Club also have defence cover with you?

Multi-modal transport risks
Shipowners engaging in multi-modal transportation (contracts of carriage by more than one mode of transport, typically by road or rail from the place of receipt to the port of shipment, by ship to the port of discharge and then by road or rail from the port of discharge to the place of destination) need specialized cover, not all of which is provided by standard P&I Club terms. Multi-modal transport is usually carried out in unit loads, such as containers, road-trailers and, in the airline industry, unit-load devices, or ULDs.

1Originally, the FD&D Clubs insured freight and demurrage claims, but that practice ceased in the 19th century. Nevertheless, the words ‘Freight’ and ‘Demurrage’ still appear in the names of the FD&D Clubs, whereas colloquially they are referred to as ‘Defence’ Clubs.

Multi-modal transport risks

The three major risks for a multi-modal transport operator are:

l Containers
A shipowner engaged in multi-modal transport with the use of containers has three principal additional risks to insure. First, he needs to insure the ‘hull’ of his containers against physical loss or damage, in the same way as he does his ships. While the value of an individual container might be quite modest – in the region of US$2,500 for a 20ft dry container – the values at risk on board the larger container vessels can be extremely high. In the case of a fully laden 8,000 teu1 (twenty foot equivalent unit) ship, the value of containers on board would be at least US$20 million, assuming

that all the containers were 20ft drys – which is, in practice, most unlikely. Of course, when ships are operating in consortia services, not all the units on board belong to the same operator, since each member of the consortium has the right to load a certain number of his containers on each ship operated by the consortium. For example, the containers on board the 8,000 teu ship may belong, but not necessarily in equal shares, to three, four or five container lines.

l Cargo liability
The second major risk for the container line operator is his liability to cargo. Traditionally, shipowners have insured their cargo liability with the P&I Clubs since the founding of the indemnity Clubs in the latter half of the nineteenth century. However, this cover was limited to the period for which the carrier had responsibility for the cargo. Under the Hague Rules, and then the Hague-Visby Rules, this was defined as from loading on to discharge from the carrying ship. The concept of the shipowner being liable for cargo loss and damage before loading or after discharge from the

carrying ship was a new one and the P&I Clubs were initially reluctant to embrace it, believing that the field of P&I insurance should be limited to port-to-port operations. It was not until 1973 that the P&I Clubs agreed, subject to certain conditions as to the measure of liability, to include within the standard cover the liability of the container liner operator for cargo loss and damage occurring away from the ship and therefore outside the tackle-to-tackle period of responsibility laid down in the Hague and Hague Visby Rules. Note that, from the point of view of the carrier, a container that does not belong to him but which is carried on board his ship is regarded as cargo.

l Third party risk
The third major risk for the container liner operator was the third-party risk associated with the containers themselves. Defective containers can cause injury and damage property in the course of inland transit. For example, a train accident might be caused by a container becoming detached in transit from its rail flat car, because its fixing points had become damaged or corroded or because the cargo had been insufficiently secured within the container.

While the P&I Clubs were content to include within the standard cover the risks of third-party liabilities arising from containers when the accident happened on board the ship, or perhaps also in the port area while the ship was loading or discharging (the container being regarded as an

‘extension’ of the ship for these purposes), they were not prepared to include such risks when the container and the ship were both away from the port. Thus the container liner operator needed a third-party liability cover that would protect him from the consequences of an accident from a defective container arising inland, during transport by road or rail, or in storage in warehouse or depot.

1A measure used to describe the size of containers. It stands for ‘Twenty-foot equivalent unit’, indicating a container 20ft long, 8ft high and 8ft wide. Thus a forty-foot long container counts as two teus.
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The TT Club
The insurances needed by the container liner operator in respect of the hulls of the containers and the third- party liabilities arising from containers outside the port areas covered by the P&I Clubs were initially provided in large measure by a new mutual Club formed in the late 1960s at the dawn of containerisation: the Through Transit Marine Mutual Assurance Association. This name was later shortened to the Through Transport Mutual Insurance Association, colloquially known as the TT Club. This Club operated on lines very similar to a traditional P&I Club and was managed until the late 1990s by a joint management from the managers of the UK P&I Club, the Standard P&I Club and the West of England P&I Club.

The risks covered by the TT Club differed from those insured by the P&I Clubs, as explained above. In addition, insurance in the TT Club was open to operators engaged in the multi-modal transport industry who were not themselves shipowners or operators. Membership was therefore open to the freight forwarding industry, particularly those issuing through contracts of carriage1 in their own name, such as NVOCCs (Non-Vessel Operating Common Carriers). Membership was opened progressively to inland depot operators, marine container terminal operators and later still, to port authorities.

For a period of almost twenty years, the TT Club dominated the market for multi-modal risks, but its

success spurred on competitors. These came principally from the commercial market, sometimes operating a facility run by an underwriting agency that specialised in this field. Competition came also from the P&I Clubs. Some P&I Clubs who were not involved in the management of the TT Club decided to develop a ‘one- stop shop’ approach. Accordingly, they offered members an extension to their P&I cover to insure the risks identified above. However, claims under the extended cover had to be reinsured into the commercial market, as these risks were excluded from the Group Pooling Agreement. In some cases, the risks under

the extension cover were fully reinsured into the commercial market, which could make the price less competitive; in other cases, the Club concerned would retain the first layer of the risk – particularly as regards liability – and pay claims out of the general funds of the Club.

The interface between multi-modal transport risks and P&I cover
The section See Multi-modal transport risks identified the three major risks for a multi-modal transport operator:

a.  ‘hull’ insurance for its containers and other unit load equipment, such as trailers and swap-bodies;
b.  cargo liability insurance, covering the whole period of the carriage for which the carrier has contracted, that is, from door to door, port to port, door to port or port to door, as the case may be; and

c.  third party liability risks for loss of or damage to property, or loss of life or personal injury, arising out of the use or condition of the containers.

As regards the hull of the containers, the P&I Clubs exclude cover for physical loss of or damage to containers and similar units, in the same way as they exclude loss of or damage to the entered ship2. A typical exclusion clause might read:

the Association shall not, except as otherwise provided…pay for

- loss of or damage to any equipment on board the entered ship or to any containers, lashings, stores or fuel thereon, to the extent that the same are owned or leased by the owner or by any company associated with or under the same management as the owner.

1The term ‘through’ bill of lading/contract of carriage has at least two meanings: (1) a multi-modal bill of lading/contract of carriage; (2) a bill of lading/contract of carriage under which the carrier agrees to carry the cargo to a destination not served by his own ships but limits his responsibility to the period of transit carried out on his own ship. As regards carriage beyond that point, the carrier contracts to act only as ‘agent’ for the cargo interest.

2Or any other ship operating in the same consortium as the entered ship. This is known as the ‘Consortium Extension Cover’ (‘CEC’).
Multi-modal transport risks

As regards liability to cargo, this is now covered by the P&I Clubs on a door-to-door basis, if need be, provided that the cargo was intended for carriage, at least part of the way, on the entered ship . Thus, the relevant Rule reads:

THROUGH OR TRANSHIPMENT BILLS OF LADING

[The Club covers] Liability for loss, shortage, damage or other responsibility in respect of cargo carried by a means of transport other than the entered ship, when the liability arises under a through or transshipment bill of lading, or other form of contract, approved by the managers, providing for carriage partly to be performed by the entered ship.

Container cargo liabilities
Container liner operators often contract nowadays to carry cargo on a multi-modal basis and to accept responsibility for the cargo even when it is in the care of their sub-contracted carriers, such as road hauliers or railway operators, prior to loading on or after discharge from the carrying ship. These liabilities will be covered by the P&I Clubs, provided that the sea carriage is performed on terms no more onerous to the carrier than the Hague-Visby Rules and that the remainder of the carriage is performed either on a Network basis1 or on the basis of strict liability subject to limit of liability in the region of 2 SDRs2 per kilo of cargo lost or damaged.

A typical liability clause of a container liner operator might read as set out in Appendix 6.

It is noteworthy that the recently agreed UNCITRAL Convention3 on the Carriage of Goods wholly or partly by sea has preserved the Network basis of liability in formulating the liability of the carrier for loss of and damage to cargo occurring on land during carriage or handling prior to loading or after discharge.

Guidelines for cargo liability
P&I Clubs, in granting operators cover in respect of liability for cargo carried under multi-modal contracts, are required, for the purposes of claims under the Pooling Agreement to take account of the following Guidelines4.

1.  The through or combined transport should involve shipment of goods for a sea voyage on board an Insured Vessel. Claims in respect of liabilities falling on an NVOCC5 would not be eligible for pooling. The usual standard of liability should apply for the sea voyage, that is, no voluntary acceptance of liabilities in excess of Hague or Hague-Visby Rules.

2.  Liabilities in respect of loss or damage to cargo during the land carriage will be acceptable if the liability in the contract of carriage is based on either:

a.  the ICC6 Rules or similar terms; or

1Liability is determined by the mandatory law applicable to the mode of transport in which the cargo was being carried when the loss or damage occurred. Thus a ‘network’ of mandatory laws governs the carrier’s liability, hence the term ‘network’ basis of liability.

2Special Drawing Right as defined by the International Monetary Fund.
3Convention on Contracts for the International Carriage of Goods Wholly or Partly by Sea, Art.26.

4Pooling Agreement, Appendix V p.13(b)

5A non-vessel-owning common carrier, namely an entity that contracts to carry goods, usually internationally and wholly or partly by sea, which does not own or operate the carrying ship or any other ship in the relevant container liner consortium.

6International Chamber of Commerce
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b.  the road or rail conditions compulsorily applicable in the state where the land carriage takes place; or

c.  CMR1 or CIM2 terms.

3.  Liabilities in respect of loss of or damage to cargo during any period of transportation by air will be acceptable if the liability in the contract is:

a.  subject to and in compliance with the Warsaw Convention 1929 or that convention as amended at The Hague 1955 whichever is applicable or any equivalent national law; or

b.  based on the International Air Traffic Association’s air waybill conditions of carriage adopted by IATA resolution 600b(II).

4.  Storage will not be acceptable unless it can be considered as a reasonable and necessary part of the through transport operation.

5.  As a general rule, a Club should ensure that, so far as possible, the Insured Owner preserves his rights of recourse against others involved in the performance of the contract of carriage. This will be of particular importance in the case of a combined transport bill of lading, where the Insured Owner issuing the bill of lading must preserve his rights of recourse against his sub-carriers, even if the

sub-carrier is a subsidiary or associated company of the Insured Owner.

The fact that a Club member should maintain full rights of recourse against its sub- contractors does not, however, mean that it will always be fully indemnified by the sub-contractor against its own liability to cargo. For example, the contract between the operator and its sub-contractor may be less onerous for the sub-contractor than the liability assumed by the operator under his multi-modal contract of carriage. Further, the sub-contractor may not have any – or any sufficient – insurance against his liability and not have the financial resources, in the absence of insurance, to meet the claims against him.

Third party non-cargo liabilities
Other third party non-cargo liabilities arising from container operations raise problems in regard to the standard cover provided by the P&I Clubs. As we have seen, an owner is only insured by the Club against loss, damage, liability or expense incurred by him which arises:

a.  out of events occurring during the period of entry of a ship in the Association b.  in respect of the owner’s interest in the entered ship; and

c.  in connection with the operation of the ship by or on behalf of the owner.

Third party liabilities arising from a defect in the container or in connection with the cargo loaded within the container can arise at any point in the journey of the container from shipper to consignee. Liability can therefore arise when the container is on board the ship, within the port area or anywhere else within the context of land carriage under a multi-modal contract of carriage. The P&I Clubs, anxious to accommodate their container liner operator members as much as possible within the parameters of the Rules, have taken the view that, wherever the accident happens, it can be regarded as arising ‘in connection with the operation of the ship by or on behalf of the owner’ as in (c) above, since the ability to carry containers on a door-to-door basis is integral to the operation of a container ship in the liner trades. That interpretation is sufficient to bring container third party claims within the Club cover if they are brought by way of indemnity under the contract of carriage. If, on the other hand, the claims are brought directly by the third party in tort, there is no cover for them under the standard wordings in use by most Clubs and such liabilities are, in any event, not poolable.

1Convention on the Contract for the International Carriage of Goods by Road, 1956.

2Convention on the International Carriage of Goods by Rail, Berne, 1980

Construction/building risks

When the container is free of cargo
This cover is, however, subject to the proviso that the container in question was carried or was intended for carriage on an entered ship. The issue of third party liabilities becomes more complicated when the container is free of cargo and is, perhaps, being repaired or re-positioned – either by land or sea – as an empty unit.

In such a case, there is no connection between this container and any entered ship; indeed, in the case of

re-positioning, this may well be effected by carriage on a third party ship. In such a case, the container liner operator becomes the shipper of cargo on the third party ship and will, therefore, have the liability of a shipper under the relevant legislation, such as the Hague or Hague-Visby Rules. What is the position if the operator incurs liability as shipper to the third party ship, for loss, damage or expense caused by some defect in the particular container shipped?

Space/slot charters
Indeed, it is not unusual for the container liner operator to find himself in the role of shipper, and thereby exposed to a shipper’s liabilities. In the normal operation of his business, he will frequently be loading containers, either empty or loaded, on board third party ships. Sometimes he will have a contract with the third party ship in the form of a space or slot charter1; at others, he will simply have a regular booking on a given service operated by the third party, as is often the case with feeder vessels. Or again, he may simply book a container on a third party ship on an ad hoc or occasional basis.

In the case of a space or slot charter, the Clubs will usually require the member to have in place an entry for the ships in question as a space- or slot- charterer, similar to the cover required by a time-charterer. Indeed, the only difference between a space- or slot- charter and a time-charter is that the latter relates usually to the whole ship, whereas the former relate to only part of the ship’s total carrying capacity. In the absence of a charterer’s entry for the third party ship, it is very difficult to see how an accident involving a container on such ship arises ‘in connection with the operation’ of an entered ship. The present consensus within the International Group is that such liabilities are not within standard terms P&I cover.

Given the problems regarding the extent of cover available from the P&I Clubs for the container third party liability risk, the Through Transport Club, as the leading insurer of container liner operators’ third party liability arising from the operation of their containers, adopted a pragmatic solution. Assuming that its member was entered for P&I in one of the International Group Clubs, the TT Club was content for its third party liability cover to begin wherever the P&I Club cover of that given member ceased. In this way, the two covers, one from the P&I Club and the other from the TT Club, provided full protection to the operator, regardless of where exactly, in a given case, the boundary between the two Clubs lay. The only disadvantage in this situation is that the TT Club cover has a financial limit of, say, US$50 million any one accident, whereas cover with the P&I Club will be much greater than that.

It was partly to address these difficulties that some Clubs developed a ‘Container Extension’ to their standard covers.

Construction/building risks
Specific insurance is available to cover construction risks while a vessel is being built or a ‘pre-existing’

vessel is being altered, repaired or lengthened.

When a buyer contracts with a shipbuilder, the shipbuilding contract will usually state that the builder should take out insurance cover against any loss of or damage to that ship during the course of its construction.

The buyer may insist on approving the insurance to ensure that the cover is adequate and on standard

1An agreement by which the operator charters part of a ship from the third party to effect the carriage of his containers on that ship. Such an arrangement is frequently called a ‘space-’ or ‘slot-charter’. A slot is the name given to the space needed to carry a container; slots are measured in teus.
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market terms, such as MARCAR 2007, being used. Under MARCAR terms the builder and the buyer can be named as joint assureds.

The new so-called builders’ risks clauses, the London MARCAR form (London Marine Construction All Risks), were issued in September 2007 and represent the first major revision to the hull construction clauses since the 1960s. The revisions reflect changes in shipbuilding methods: a move to modular construction (where the hull is constructed in sections, often at different yards, then welded together) and as a consequence an increasing use of subcontractors and third party suppliers. The MARCAR clauses are the current London market terms, though the old ICBR (Institute Clauses for Builders Risks) continue to be used.

The commencement of the period of insurance and the termination date are clearly stated on the schedule attaching to the policy wordings and depend on whether the vessel is ‘pre-existing’ or a new build. In the case of a ‘pre-existing’ vessel, the cover usually starts at the date of handover and acceptance by the builder, and with respect to new builds, ‘at commencement of construction of the vessel’. If nothing untoward has happened during the period in which the vessel is under construction, the policy terminates, in both cases, when the vessel is re-delivered to the buyer after sea trials have taken place.

The standard cover under MARCAR 2007 is a good example of the type of insurance available for ship construction. Cover includes construction risks; liabilities (collision and P&I); war; strikes, terrorist, political motive and malicious acts risks. Subject to exclusions and some optional ‘buybacks’, the key areas of cover are outlined in the next sections.

The cover is for all risks of physical loss of or damage to the vessel and ‘items aboard’ subject to various exclusions. General average and salvage are also covered. The main exclusion under this section is the

cost of replacing, repairing or rectifying any defects in design, plan or specification; defect in workmanship;

defect in material or latent defect.

However, it is possible to buy back this excluded cover, but only subject to limiting terms and conditions. The two main sub-sections of cover in this section are Collision and Protection and Indemnity (P&I). The

wording covers the whole (that is, four-fourths) of the collision risk and also conventional P&I-type risks.

Collision risks during construction/building
Clause 6 provides cover for loss of or damage to another vessel or property on board that vessel as a consequence of a collision; for delay to or loss of use of the other vessel; for General Average and Salvage of the other vessel; for liability arising out of release of pollutants from the other vessel and legal costs involved in contesting liability.

P&I risks during construction/building
Under clause 7 relating to P&I risks, the assured is covered for legal liabilities in consequence of loss or damage to fixed or moveable objects or property (other than the insured vessel and in so far as it is not a consequence of a collision); attempted or actual raising, removal or destruction of any fixed or moveable object including the wreck of the vessel; loss of life, injury or illness; escape of pollutants from the vessel;

or liabilities which are assumed under contracts of customary towage for the purpose of entering, leaving or manoeuvring within the port. Certain costs, fines and expenses, such as fines imposed for a breach of any statute/regulation relating to the operation of the vessel, are also covered.

War risks etc during construction
War risks cover1 attaches on the launch date of the vessel. Subject to certain exclusions2, the cover is for both physical loss or damage to the vessel and liability risks (General Average, Collision and P&I). The hull

1Clause 9

2Clause 13

Construction/building risks

risks covered are the standard war risks perils (see War risks cover, (a), (b), and (c)).

The cancellation, reinstatement and automatic termination provisions are similar to those under a war risks trading policy.

Strikes, terrorist, political motive and malicious acts
Similar to the war risks cover, this section covers both loss or damage to the vessel (and items insured) and liability risks (General Average, Collision and P&I) caused by the standard perils insured under trading policies of this type (see War risks cover, (d) and (e)).

General exclusions
There is no cover for loss, damage, liability or expenses caused by wilful misconduct of the assured;

insolvency; ordinary wear and tear or delay.

Other key provisions
Assured(s) and additional assureds
The new MARCAR terms1 allow either buyer or builder or both to be assureds and accordingly they will be jointly named on the schedule and both have the benefit of full cover. Additional assureds such as subcontractors can also be accommodated, but they will only have cover on a ‘misdirected arrow’ basis,

that is, the liability of the insurer to an additional assured extends only insofar as they are liable to pay in the first instance for liabilities which are properly the responsibility of the assured.

Navigation
There is usually a restriction2 with regard to navigation of the Vessel. The terms of the cover normally specify that the vessel shall not be towed outside the port or place of construction or proceed under its own power except within a certain distance from the yard, without the prior agreement of the underwriter and amendment to cover and premium.

Claims post-delivery
Hull and P&I-type liabilities are covered under the ship construction policy until the vessel is delivered to the buyer/owner. Thereafter, conventional hull and P&I (often with FD&D) insurance will be taken out by the buyer/owner. Hull and machinery insurance will respond to claims for loss/damage, for example, in respect of defects discovered post-delivery, with the insurer then having possible recourse against the yard.

Where FD&D insurance is in place, it will provide cover for legal costs in respect of disputes that the buyer/owner might have with the yard post-delivery for possible breach of contract, for example, for delay in delivery; defects discovered on or after delivery. Usually it is a pre-condition of this cover that, in the case of a new building, the vessel be entered in the Defence Club/Class as from the date of the building contract.

The key interface between P&I cover and the risks insured under a standard Builders’ or Construction Risks policy is the point at which P&I cover begins. The Clubs exist to cover their members against the P&I risks they face in the course of trading. During construction, vessels are not trading, but as soon as they are delivered, owners want to be generating income from them, to begin to recoup their investment. They

often, therefore, arrange for the vessel to be crewed before the hand-over of the vessel by the yard so that, learning from the yard personnel, the crew can familiarise themselves with the vessel before operations begin in earnest. While the entry in the Club may begin only from the date of delivery by the yard, it is usual in these circumstances for Club underwriters to accept that cover may in fact extend retrospectively to

1Clauses 41 and 42

2Clause 49
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include liabilities to the delivery crew prior to delivery as well. The position is different in relation to any liabilities created by the crew prior to delivery. While Clubs individually may arrange a separately reinsured extension of cover for these liabilities, they are not poolable.

It is possible that a construction defect could qualify as a ‘latent defect’ under Article IV Rule 2(p) of the Hague/Hague-Visby Rules. In that event, it would afford the carrier a defence to any cargo claim arising from the defect, provided that it were not discoverable by due diligence. The recent case of Parsons Corporation and Six Others v. Scheepvartonderneming Happy Ranger (the Happy Ranger) [2006] EWHC

122 (Comm), shows that this is difficult to establish.

If, however, the cause of the cargo claim were some negligence on the part of a ship repairer (as opposed to a ship builder) which rendered the ship unseaworthy, then the carrier would still be liable, since his duty to exercise due diligence to make the ship seaworthy is non-delegable (Riverstone Meat Co. Pty. v. Lancashire Shipping Co. (The Muncaster Castle) [1961] AC 807).

Loss of hire insurance
Loss of hire insurance covers the insured owner’s loss of income as a result of the ship being put off-hire or otherwise suffering a loss of operational time. Originally, this type of insurance was designed for ships on time charterparties, but has since evolved and may now cover the shipowner’s loss of income whatever the nature of the ship’s employment. Loss of hire insurance is, in principle, similar to the type of insurance that

is arranged by shore-based businesses covering loss of use or loss of income.

Although loss of hire insurance covers the insured owner’s loss of income as a result of the ship being off- hire, or otherwise suffering a loss of time, not all such situations fall within the cover. Coverage is restricted to loss of hire as a result of damage to the ship that is recoverable under the vessel’s hull and machinery policy. For example, the loss of hire insurance will compensate the owner’s loss of income

during the period of repair for hull damage following a collision with another ship. On the other hand, an off- hire period under a time charterparty, resulting from ordinary maintenance work, will not be compensated.

A claim against the loss of hire insurer is calculated on the basis of the time during which the ship has been deprived of income. The loss of time is a key factor in the calculation, and certain principles have been developed, depending on whether the ship is on a time or a voyage charter. The owner’s daily loss of income is calculated on the basis of a fixed amount, if such an amount is stated in the contract of insurance; otherwise the calculation is based on the amount of freight or hire payable under the ship’s current contact

of employment, less any savings due to the vessel being out of regular service. The insurers’ overall liability for loss of time arising out of any one casualty is normally limited to a fixed daily amount multiplied by a certain number of days. Recovery under a loss of hire insurance is also subject to a deductible period amounting to a certain number of days.

As far as the P&I Clubs are concerned, claims for the ship’s loss of time are generally excluded, as follows: Subject to [the Omnibus Rule] the Association shall not…pay for:

Claims by or against the Owner relating to loss of freight or hire of an entered ship or any proportion

thereof…

Claims by or against the Owner relating to demurrage on, detention of, or delay to an entered ship… Unless such loss of freight or hire or demurrage, detention or delay forms part of a claim recoverable from the Owner for liabilities in respect of cargo or is, with the consent of the managers, included in the settlement of such a claim.

Other types of business interruption insurance available to shipowners
While loss of hire insurance provides insurance for financial loss in the event of physical damage to the vessel, insurers are also generally able to offer insurance to owners for financial loss arising out of a range of named perils which affect a vessel’s ability to trade without causing damage to the vessel. Such perils include port strikes, war risks, natural catastrophes and arrest of the vessel by government authorities.

Other types of business interruption insurance available to shipowners
The availability of such cover can vary with the market cycle and with specific or general loss experience, but the cover must generally be tied to specific named perils. The perils covered can be tailored to suit the owner's concerns and exposures. As with loss of hire,the level of cover is usually calculated by reference to a certain number of days'worth of hire,with a certain number of days as deductible.
Action Step:
Wherever a Club rule is quoted in the preceding sections,find the equivalent provision in the rules of your
Club.
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The International Group of P&I Clubs is an organisation formed by the major mutual insurance associations providing P&I insurance to shipowners and others throughout the world. It provides a unique framework for both co-operation and competition between Clubs. It is also highly democratic, working on the basis of majority rule1, with each Club having one vote, regardless of its size. It is governed by a written Constitution. General meetings of the Group are presently held three times a year.

Secretariat
The Administration and operation of the day to day activities of the Group is carried out by the Group Secretariat based in London. The Group has two annually elected officers, the Group Chairman whose appointment is subject to a maximum term of three years and the Group Secretary and Executive Officer.


Committees
As we will see in the section  IGA sub-committees and working groups, the Group works by means of a number of committees and sub-committees. The members of these committees are senior people working within the management of the Group Clubs. Membership of any particularly committee is agreed on an ad hoc basis, depending on the issue and the availability of people with suitable experience.

Members of the International Group
The Group clubs between them currently insure over 90% of the world's ocean going tonnage and around 95% of the world's oceangoing tanker fleet.



	Club
Based in

	American Steamship Owners Mutual Protection and Indemnity Association, Inc.
New York

	Assuranceforeningen Gard, gjensidig
Oslo, Norway

	Assuranceforeningen Skuld, gjensidig
Arendal, Norway

	The Britannia Steam Ship Insurance Association Limited
London

	The Japan Ship Owners' Mutual Protection and Indemnity Association
Tokyo

	The London Steam-Ship Owners Mutual Insurance Association Limited
London

	The North of England Protecting and Indemnity Association Limited
	Newcastle upon

Tyne

	The Shipowners’ Mutual Protection and Indemnity Association (Luxembourg)
Luxembourg

	The Standard Club Ltd
	Bermuda

	The Steamship Mutual Underwriting Association (Bermuda) Limited
Bermuda


1Amendments to the Constitution, however, require a 75% majority.

2The current address is Peek House (named after the famous biscuit manufacturer, Peek Frean), 20 Eastcheap, London EC3M 1EB

The Pooling Agreement
	Club
Based in

	Sveriges Angfartygs Assurans Forening (‘The Swedish Club’)
	Gothenburg, Sweden

	The United Kingdom Mutual Steam Ship Assurance Association (Bermuda) Limited
Bermuda

	The West of England Shipowners Mutual Insurance Association (Luxembourg)
	Luxembourg


The Pooling Agreement
All members of the International Group are full members of the Pooling Agreement, the principal reinsurance mechanism for P&I risks through which the Clubs agreed to share, on an equitable basis, their P&I risks in excess of a certain amount. In this way, they created what came to be known as a reinsurance

‘Pool’ – the term commonly used to describe these arrangements. It is now a pre-condition of joining the Pooling Agreement that a party is also a member of the International Group (Pooling Agreement Appendix IX, clause 2.1(e)).

In the past, some of the present members of the Group were not themselves parties to the Pooling Agreement but were reinsured into the Pool through some of the London- based members. At that time, the Group was known as the ‘London Group of P&I Clubs’. In 1982, it changed its name to the International Group’ to recognise the fact that the Scandinavian reinsured Clubs had attained full membership of the Group.

Other possible members
Clause 3 of the Constitution relates to membership. It provides that, in addition to the original members, such other mutual insurance associations (if any) as insure all or some of the liabilities of shipowners and other related risks as the original members insure, may be admitted to membership by the unanimous decision of all the members for the time being.

The objects of the Group
The objects of the Group are set out in clause 4 of its Constitution. They are principally as follows:

a.  to afford opportunities for the discussion and consideration of matters of interest to Members of the Group in respect of their activities as protection and indemnity insurers, and to shipowners and others insured by Members of the Group, and to undertake or to assist in the preparation and promotion of agreements and arrangements in respect of such matters;

b.  to monitor and review the scope and operation of the IGA1, the Pooling Agreement and any related or other agreements of mutual interest to the Group, and to propose and consider amendments to any such agreements (subject, in the case of the Pooling Agreement, to the terms of clause 11 of this Constitution); and

c.  to promote the interests of the Group and of shipowners and others insured by Members of the Group by representation to other organisations, governments or inter-governmental organisations, including maintaining its consultative status with the International Maritime Organization (‘IMO’).

The Constitution provides that any amendment to the Pooling Agreement and any decision on any matter regulated by the Pooling Agreement shall be made in accordance with the terms of that Agreement and in the event of any inconsistency between the Pooling Agreement and the Constitution, the terms of the Pooling Agreement shall prevail.

1The International Group Agreement, dealt with in more detail later
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The objects are, however, subject to the provisos that anyone representing a Member Association shall do so only in the manner and to the extent authorised by the Board of Directors or Committee of that Association.

Furthermore, the objects of the Group specifically exclude the regulation of relations between employers and workers or between employers and trade unions. However, as we shall see in Module 3 – People Risks, the Clubs are closely concerned with the terms agreed between shipowners and their crews, since one important function of such agreements is to define the benefits to which crews are entitled in the event of accident or sickness.

The Group’s three main roles
From the above, it follows that the Group has three principal roles, each of which we shall examine further:

l to monitor the Pooling Agreement
l to monitor the International Group Agreement
l on behalf of the shipping industry worldwide, to lobby international organisations and national governments on matters affecting the liabilityof shipowners and operators.

We look at the third of these in the next section, and return to the others later.

Lobbying
The extent and importance of the lobbying function of the Group on behalf of the worldwide shipping industry is amply illustrated in Part 1 of this Module (see The rise of the Protection Clubs, and subsequent sections) and in Module 5 – Vessel risks, in particular in relation to the development of the international legal regime governing liability for oil pollution. The P&I Clubs have been involved in the evolution of every item of shipping law mentioned there.

The Comité Maritime International
As regards developments in international shipping law before the 1960s, the most influential body was the Comité Maritime International (‘CMI’), a non-governmental international organisation comprising (principally) the national maritime law associations of some 54 countries. The P&I Clubs had – and still have

– the status of consultative members of the CMI.

UN agencies
In the late 1950s and 1960s, various agencies of the United Nations were established with responsibility for maritime and trade affairs:

l The International Labour Organization (ILO) became the first specialised agency of the UN in 1946

l The International Maritime Organization (‘IMO’) (previously the International Maritime Consultative

Organization), 1959
· The International Oil Pollution Compensation Funds (‘IOPC’)
l The United Nations Conference on Trade and Development (‘UNCTAD’), 1964

l The United Nations Commission on International Trade Law (‘UNCITRAL’), 1966.
These organisations progressively took over from the CMI the prime responsibility for the development of maritime law, reducing CMI to the role of technical consultant. The CMI has nevertheless continued to play an important role in the work of the United Nations agencies, particularly in relation to the new Convention on Contracts for the International Carriage of Goods Wholly or Partly by Sea: the Rotterdam Rules.
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Representation of the International Group
The International Group has consultative status at IMO and IOPC Funds but no standing in relation to either UNCTAD or UNCITRAL. However, when either of these organisations is dealing with matters of maritime law, the International Group is usually invited to participate as an observer. For example, the International Group has been heavily involved in the development of the latest UNCITRAL Convention referred to above.

IGA sub-committees and working groups
The resources available to the Group in the Group secretariat are extremely limited and it has always been a feature of the Group that the vast majority of its work is accomplished through committees and working groups comprising executive staff from the managements of the Club members of the Group. Specific provision for this is made in the relevant clause of the Constitution, which reads:

The Group may appoint from its Members or otherwise as it sees fit such sub-committees or working groups with such powers as may be deemed necessary or useful to accomplish the objects of the Group, and may vary or revoke any such appointment. Such sub-committees or working groups may be appointed on terms that require them to report to the Group at general meetings.

Note that sub-committees can be – and usually are – required to report to the Group at its general meetings.

As the Group’s role is extremely wide-ranging, there are a great many Group sub-committees and working groups. Details of those currently active can be found on the relevant page of the Group website. Senior Club executives spend a considerable amount of time and effort on Group matters; it is seen as an integral part of a P&I manager’s role. There is not a subject of importance to P&I that has not, at some time or the other, been addressed in Group correspondence. Indeed, such is the importance of their function that most of the work of the Secretariat is in support of the Group’s sub-committees and working groups.

When the Group, assembled in general meeting, accepts the recommendations of one of its committees, those recommendations then become Group policy, subject, in certain cases, to ratification by the Boards of Directors of the individual Clubs. Given the importance of the issues dealt with by the Group, it is now common practice for Club managers to report regularly to their Board on developments within the Group.

Monitoring the Pooling Agreement
We saw earlier that one of the prime objectives of the International Group was to monitor the Group Agreements. There are two key Group Agreements, the Pooling Agreement and the International Group Agreement or ‘IGA’. They have a long history. You should be familiar with both of them.

Action Step:
Obtain a copy of both Agreements, read them through and familiarise yourself with their content. (You will not be examined on the detail of these documents but you may be examined on their purpose and topics covered).
The Pooling Agreement has its origins in the late nineteenth century. In 1899, the six Clubs in the so-called London Group of P&I Clubs entered into a claims-sharing agreement, to spread the risk of large claims among themselves. This took the form of an excess of loss reinsurance, called the ‘Pool’, whereby the excess of a claim over and above a certain figure was shared between all the Clubs in the Pool in some proportionate way.

The purpose of the Agreement was then, as it still is today, to constitute the legal framework for this risk- sharing among the Clubs. Half a century later, in 1951, it became also the vehicle for the collective purchase of reinsurance in excess of the amount of claims retained within the Pool. In addition to setting out the basic agreement to pool claims and the application of the relevant formulae for apportioning them, the

Agreement also sets out the expectations of the Clubs in respect of the underwriting of entries and the basic handling of claims. This is necessary to ensure a common approach to pooling.
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The Pooling Agreement is now a document of well over 100 pages. It is so long because it contains in exhaustive detail the basis on which the pooling Clubs agree to pool or share claims in excess of an individual Club retention. For this arrangement to work it is obviously necessary to agree as precisely as possible what sort of members having what sort of claims are actually to be covered, and how the pooling of claims is to interact with the cover offered by the Clubs individually. Since for each Club the Pooling Agreement represents its principal reinsurance vehicle, it is vital that the primary cover which it offers to its

members should dovetail precisely with its reinsurance. No Club would want to be in the position of offering a primary cover for which it had no reinsurance.

Eligibility for pooling
The Pooling Agreement provides a framework for ‘eligibility for pooling’: A claim shall be eligible for pooling

l provided that it has arisen in respect of an insured owner’s interest in an insured vessel, and in connection with the operation of that insured vessel; and

l it does not arise from an excluded risk or in respect of an excluded loss.

The lists of ‘excluded risks’ and ‘excluded losses’ reflect those commonly found in the Rules of the individual

Clubs and were covered in Standard exclusions from P&I cover.

Maintaining consistency
The smooth working of the Pool reinsurance depends on all the Clubs in the Pool covering the same poolable risks. It is therefore essential that the Club’s poolable cover evolves at the same pace and that appropriate rule changes take place at the same time. In the same way, the Pool has to consider whether any changes to the shipowner’s liability regime anywhere in the world should be encompassed by the Pooling Agreement. It may be necessary, in such a case, to revise the list of excluded risks or losses. Most changes to the Pooling Agreement require the approval of at least 75% of the members. The provisions relating to application for admission to the Pooling Agreement1 require unanimity for change. Those relating to excluded losses2 require only a bare majority for change.

Cash-flow benefits
All clubs that belong to the International Group are parties to the Pooling Agreement. As a means of reinsurance, it is – as we shall see later – a very effective instrument. One key advantage is its cash-flow benefits. Apart from the costs of the market reinsurance purchased through the Pool, there are no premiums to be paid. Claims are shared between the participants as and when they arise. In this respect, the operation of the Pool is similar to the mode of operation of the P&I Clubs themselves in their early days: they called in money from their members only as and when there was a claim to be paid.

Claims and contributions
When a Pool claim is to be paid, the claiming club debits each other member of the Pool directly for its proportionate share. The claim in this sense does not pass through the Pool; this follows from the fact that the Pool is not a corporate entity, but simply a claims-sharing agreement between the Club parties.

Contributions to claims on the Pool used to be based on the respective tonnages entered in the member clubs. Nowadays a more sophisticated approach3 has been adopted. Under this, contributions are based one-third on tonnage, one-third on premium income and one-third on the Pool claims of each Club over the

last twenty years. As regards the last, the objective is that, over the period from 20th February 1970 to
1Pooling Agreement, Appendix IX

2Pooling Agreement, Appendix V

3Pooling Agreement, Schedule VI, 3.2 and 4.3.(a)
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date, the record of each club should stand at 100%, meaning that the amount of claims made on the Pool by the given club matches the amount it has contributed to the claims on the Pool of the other participants in

the Pool. Where the record of a given club lies either side of 100%, its contribution to the Pool is reduced or enhanced through the application of a loss ratio adjustment factor.

The International Group Agreement (the ‘IGA’)
The claims-sharing mechanism provided by the Pooling Agreement and the very high limits of cover provided by Group Clubs in line with the Pooling Agreement are underpinned by the International Group Agreement (IGA). The IGA is an essential element in ensuring mutual cooperation between the clubs in the operation of the Pooling Agreement. The Agreement:

l regulates the manner in which clubs can accept entries from shipowners who wish to move their insurance from one club to another

l specifies how clubs may quote rates and the information they should obtain from each other before quoting premium rates

l provides sanctions for failure to follow the terms of the IGA
l contains a requirement for clubs to disclose in their annual financial statements a ratio relating to their expenses, the Average Expense Ratio.

The historical background of the IGA
The function of the International Group Agreement (the ‘IGA’) is to ensure the discipline required to operate the Pooling Agreement. The first agreement, contained in a minute from a group meeting held in October

1929, was developed when the P&I Clubs within the London group began to insure ships flying the US flag. Its purpose was to avoid unreasonably low rates being quoted on US-flagged ships to the detriment of the clubs’ existing members. It was decided that if a club within the Group made an offer to insure a US-flagged ship, no other club should quote a lower rate. This agreement remained in force until after World War II,

but in 1953 it was agreed that the principles of the 1929 agreement should be extended to apply to all business. This was subsequently codified in the so-called Inter-Club Gentlemen’s Agreement.

Complying with EC regulations
In 1975, the Group Clubs were informed that the Inter-Club Gentlemen’s Agreement was in conflict with Article 85.1 of the European Commission (‘EC’) Treaty. The Clubs therefore agreed that the agreement should cease to apply. However, after a few years of trying to work together without such an agreement, the members of the various Group Clubs felt that a similar agreement was necessary in order to ensure the discipline required for the continued existence of the Pooling Agreement. Accordingly, the International Group drafted a new agreement that, when approved by the EC, became the International Group Agreement 1985 (the IGA-85). This agreement was granted ten year’s exemption from Article 85.1, with effect from 20 February 1985.

The IGA-85
This agreement contained detailed quotation procedures (the 20th February and the 30th September procedures), including provisions regarding minimum rates for tankers and express provisions setting out the sanction in the event of a club being found to be in breach of the agreement.

Before the expiry of the ten year exemption on 20 February 1995, the Group Clubs applied for renewal of the dispensation and a new exemption was granted for a period of ten years from 20 February 1999. The EC concluded that the IGA was necessary to achieve the economic advantages and benefits for consumers

4Pooling Agreement, Schedule VI, 4.6
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provided through the Pooling Agreement and that the IGA did not eliminate competition in the P&I insurance market. In other words, the IGA was found indispensable for the operation of the Pooling Agreement.

With effect from 1 May 2004, a new EU Competition Law regime has been in force. The main features of the new regime are that the procedures for notifying agreements to the European Commission in order to

obtain an exemption have been abolished and that an exemption now applies ‘automatically’ to any agreement that meets relevant criteria without the need for notification to, or decision by, the European Commission.

The IGA preamble
The Preamble to the latest version of the IGA sets out the reasons for its existence. The relevant sections are as follows;

WHEREAS:
1.  The parties to this Agreement are mutual, non-profit-making insurance associations of shipowners engaged in the insurance of marine risks, commonly described as “protection and indemnity” risks.

2.  Since in a mutual, non-profit-making insurance association any under-contribution by one insured must be made good by over-contribution by the other insured, it is desirable to ensure that the Members of each Association contribute equitably to its expenses and losses.

3.  Owing to the “long tail” nature of protection and indemnity risks a fair assessment of each Member's contribution can best be made over a period of years, and an association in which a Member has been entered for some years is in the best position to estimate fairly the risk that he represents.

4.  It is, therefore, to the benefit of Members generally that the membership should remain relatively stable and that the premium rates applied to a Member who changes from one association to another should be based on full access to the Member's record; but it is also in the interests of each individual Member that he should not be unduly restricted from moving from one association to another.

5.  The associations recognise that a balance has to be struck between continuity and freedom of movement and that subject to the overriding principle that all rates must be reasonable, it is appropriate in seeking to achieve this balance to differentiate between, on the one hand, cases in which a Member is prepared to undertake a binding commitment to move from one association to another substantially in advance of the annual renewal date, and, on the other hand, cases in which the Member is not prepared to enter into such a commitment and that it is normally appropriate for any restriction on premium rates to apply for only one year.

6.  The parties hereto are also parties to or have the benefit of a Pooling Agreement (the “Pool”, as hereinafter defined) for the purpose of dividing and sharing amongst themselves certain layers of liabilities arising out of the protection and indemnity risks which they respectively insure.

7.  The Pool provides substantial benefits at minimum costs for the Members of the participating associations, and it is in the interests of all such Membersto maintain those benefits.

8.  The operation of the Pool depends upon the maintenance of goodwill between the associations.

9.  The equitable relationship between Members within an association and the goodwill between associations would alike be jeopardised unless there were a measure of restraint on the attraction of new Members by the offer of reduced premiums and the restraints imposed by this Agreement are the minimum necessary to avoid such jeopardy.

10.  The special risks attaching to Tankers, the pattern of claims, the associated high costs of reinsurance and the characteristics of the market in relation to Tankers make it advisable to pool the expertise of the Clubs in order to arrive at appropriate premium rates for Tankers.
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The special provisions relating to premium rates for tankers, previously set out in clause 12 of the

Agreement, were removed from the Agreement with effect from February 2008.

IGA-85 vs the current agreement
The IGA  85 was updated in 2008 and again in 2013.  The current version differs from the IGA-85 in four main respects.

1.  The quotation procedures were slightly amended. A P&I Club’s administrative costs are now excluded from a Club’s rate of premium as defined in the IGA. The rate of premium under the IGA is now restricted to include only the following elements:

i.  the costs of claims and potential claims within the Club’s retention1 including external costs incurred or expected to be incurred in dealing with claims of the member;

ii.  the costs of contributions to Pool claims, and

iii.  the costs of the Group’s Excess of Loss Reinsurance Contract2 .

2.  The quotation procedures were supplemented by provisions aimed at increased transparency with regard to the level of administration costs of each Club. All P&I Clubs are now obliged to disclose their average administration expense ratio (AER)3 over the previous five years. The published accounts of each Club must include the applicable AER. It should, according to the Agreement, be provided whenever a Club quotes a rate for a vessel insured by another Club, but this rarely happens now in practice. The various components of the AER equation are defined in detail in Schedule 3 to the Agreement.

3.  The provisions relating to minimum tanker rates were removed from the IGA with effect from February 2008, following a review by the Group of the necessity for continuing to apply the provisions. The review concluded that the Group clubs had built up sufficient expertise over time to enable them to properly assess tanker rates so that the previous arrangements which had been approved by the Commission for collective input and the determination of minimum rates was no longer deemed necessary. The current IGA can be found at http://www.igpandi.org/Group+Agreements/The+International+Group+Agreement.
4.
The provisions relating to the assessment and setting of release calls and factors to be taken into account by Club directors in assessing the proper level of releases are now more fully explained in Clause 8 of the IGA 2013.
The quotation procedure
The main feature of the IGA is the quotation procedure, the principal purpose of which is to protect a Club’s existing membership against unreasonably low rates being offered by other Clubs in order to attract new business. The quotation procedure also provides the foundation for the stability in a P&I Club’s membership. As a result, a member is unable to disregard a serious loss record4 and then begin with a clean record in a new Club.

To understand the theory behind the IGA, keep in mind that in the context of mutual insurance a rate of premium is not a price in the commercial meaning of the word. The rate of premium is only the relevant member’s share of the Club’s annual expected claims costs. Mutual insurance represents insurance at cost, and increased competition on the premium rating will not, by itself, result in a decrease in claims. The purpose of the quotation procedure is simply to ensure that all participants in the club system contribute their fair share of the Club’s costs.

1A Club’s retention is that part of the amount of a claim that falls below the point at which insurance from the Pool is available. For the 2013/2014 Policy Year, it is US$9 million. Thus, if the member’s claim on its Club amounts to US$10 million, the first US$9million will be borne by the member’s club itself (subject to any additional reinsurance the Club may have purchased for claims falling within the Club’s retention) and only the remaining US$1 million will form a claim on the Pool.

2A reinsurance contract in which only the amount in excess of a certain agreed figure is to be paid by the reinsurer.
3The percentage of premium income plus investment income represented by the individual club’s operating expenses, excluding claims handling costs

4An account that compares premiums with claims
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For the purpose of determining whether one premium or premium quotation is higher or lower than or equal to another, the amount or value of any financial inducement1 offered or proposed by the Club by which the premium is quoted or charged is to be taken into account. The comparison is made on net rates, excluding any brokerage or commission.

Transfer of a vessel between Clubs
The 20th February procedure
This applies when a vessel is transferred from the Club where it is currently insured (the ‘Holding Club’), to another Club (the ‘New Club’). However, the procedures applies only in cases where no firm commitment as to the terms of entry in the New Club has been entered into before the previous 30th September (see below). The procedure can be summarised as follows:

a.  The New Club is first required, before quoting a premium for the vessel, to request the Holding Club to supply the record of the operator and the premium that the Holding Club would quote in respect

of the vessel for the proposed period of insurance on the proposed basis of quotation , which must

be specified in the request. The request must also state whether the New Club proposes to quote for all the vessels in the same fleet that are insured in the Holding Club and, if not, for which of them.

b.  The Holding Club is required, as quickly as practicable, to seek the operator’s consent to comply with the New Club’s request. Subject to that approval having been obtained, the Holding Club is required, within ten days of the receipt of the New Club’s request, to supply to the New Club the operator’s record and state the premium for the vessel (the Holding Club’s rate) in conformity with the New Club’s request.

c.  If the New Club insures the vessel for a rate lower than the Holding Club’s Rate, the New Club will, as a starting point, be treated as being in breach of the IGA and subject to sanctions under the Agreement. In determining whether one rate is lower than another, any financial inducement, such as the promise of a lower rate in the following year, will be taken into account.

d.  If, however, the Holding Club does not object to the New Club’s rate as ‘unreasonably low’ or, on objection made, the Committee2 finds the Holding Club’s rate ‘unreasonably high’, the New Club may insure that operator at its rate, without sanction.

The 30th September procedure
This was implemented in the IGA-85 with a view to increasing the competition between the Clubs in the International Group. In fact, the European Commission acknowledged in its Commission Decision of 12th April 1999 (see The Commission’s decisions about the Pooling Agreement and the IGA, that this new procedure had not, in fact, increased competition between the Clubs. In the ten years from 1985 to 1995, the procedure was used successfully to move vessels from one Club to another in only one case and, by the end of that period, the Commission noted3 that ‘the procedure has been completely abandoned’. In consequence, this text omits the details of the 30th September procedure.

1Defined in the IGA as including the provision, offer, holding out or promise (whether legally binding or not) of any present or future benefit or advantage, the effect of which is, or is expected to be, to offset or reduce, directly or indirectly, the cost of insurance against P&I risks or enhance its benefits, including, but not limited to, the provision or offer of insurance against any other risks without charge or at reduced rates.

2A special tribunal established by the IGA to determine disputes. Matters that it should take into account in determining whether a
given rate was ‘unreasonably low’ or ‘unreasonably high’ are set out in s.6 of the IGA.

3OJL 125/12, 19 May 1999, para. 33
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Quoting procedures for new vessels
The Agreement applies also to quoting procedures for new vessels. The Agreement defines a ‘New Vessel’ as a new, or newly-acquired vessel or a vessel that is not currently insured by any Club. ‘Club’ is defined to mean ‘any association which is or becomes a party to this Agreement’.

Where a New Vessel is concerned, the quotation procedures are identical to those set out in the 20
February procedure. In this case, the Holding Club is defined as the Club in which the whole of the fleet, of which the New Vessel will become a part, is entered. If the fleet is divided between two or more Clubs, each of the Clubs is treated as a Holding Club in relation to the New Vessel and may accordingly quote for it without observing the requirements set out in the 20 February procedure. If shipowner A, with a fleet of ten container vessels all entered in Club B, acquires a new vessel, Club B will be deemed to be the new vessel’s Holding Club and the rate set by Club B will be treated as the Holding Club’s Rate. If another Club quotes a lower rate and obtains the entry of the shipowner A’s new vessel and the Holding Club raises an objection, it will be exposed to the sanctions described in the next paragraph, unless the Committee determines that the Holding Club’s rate was ‘unreasonably high’ – see Transfer of a vessel between Clubs, paragraph d.

On the first renewal by a New Club of a vessel that was entered with it as a New Vessel, that Club must notify the former Holding Club of the first renewal premium for that vessel and the former Holding Club has the right, within two working days of receipt of that notification, to apply to the Committee to determine whether that rate is unreasonably low.

Reduced Pooling Facility
The sanction imposed on a club failing to comply with the procedures outlined above is the so-called

‘Reduced Pooling Facility’: the club deemed to be in breach of the IGA will be deprived of pool cover and the Group’s Excess of Loss Reinsurance cover up to US$150 million for a period of two years with regard to the vessel(s) in respect of which the IGA procedures have not been followed.

Charterer’s P&I risks
Note that the IGA does not apply to the insurance of charterer’s P&I risks in the case of a vessel on time or voyage charter, unless the operator of the chartered vessel is also the operator of a vessel which is insured against owners’ P&I risks with any of the clubs.

Subsidiaries and affiliates
Given the crucial role played by the IGA in maintaining discipline in the market that is dependent on the benefits of the Pool, all members of the International Group are parties to the IGA, together with their subsidiary or affiliated clubs. These subsidiaries or affiliates usually have indirect access to the Pool by way of reinsurance through their parent club.
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The structure of the IGA Reinsurance Programme
As we saw earlier, the prime purpose of the Pooling Agreement and the Pool which it creates is to provide the individual Clubs with an effective mechanism of reinsurance. We have also seen that for the first fifty or so years of its existence, the Pool operated without any reinsurance of its liabilities. Since 1951, however, the Pool has been reinsured into the general commercial market under a programme that has become increasingly complicated.

The diagram below, taken from the website of the International Group, shows the structure of the programme for the 2013/14 Policy Year1. In the next paragraphs, we will examine the various features of this programme.
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Three interests
The first thing to note is that the programme is divided into three different interests, shown in the three columns, left to right:

l the programme for owned entries for all risks other than oil pollution

l the programme for owned entries for oil pollution risk

l the reinsurance structure for chartered entries, for all risks, including oil pollution. Not all Clubs contribute to this layer – see The normal extensions of cover.

Individual Club retention
At the bottom of the diagram is a bar across all columns depicting the retention of the individual Clubs at the figure of US$9 million. There is nothing in the Pooling Agreement that prevents a Club from reinsuring its claims within the retention excess of a lower figure, say US$5 million, but that reinsurance must be effected

1This runs from noon GMT 20 February 2013 until noon GMT 20 February 2014.
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with an insurer other than the Pool. That reinsurer would probably be a commercial market insurer, or another of the Clubs in the International Group.

Amounts retained by the Pool
The next three layers constitute the amounts that the Pool itself retains, before having recourse to commercial reinsurance.

The first two of these layers are for US$36 million excess of US$9 million (the individual Club retention) giving a total from the ground up of US$45 million. Clubs’ individual contributions to claims falling within this layer are calculated in accordance with the formula set out in the Pooling Agreement, based on three elements:

l the Club’s tonnage declared to the Pool

l the Club’s premium income on tonnage declared to the Pool

l the Club’s claims on the Pool, adjusted for loss record in the Pool,

all as a percentage of the total Group tonnage, premium and claims. The three-step process in Appendix 8 shows how this so-called ‘one thirds’ formula operates. The example is given for the 2010 policy year but applies to all years.

The third layer is for US$15M excess of US$45M, giving a total from the ground up of US$60M. For claims

on this layer, the claiming Club bears 10% of the claim. The remaining 90% of the claim on the third layer of the Pool is shared on a different basis from the ‘one thirds’ formula which applies to the first two layers. It is shared on the basis of each Club’s percentage of total pooled tonnage as assessed by reference to the reinsurance premium rating applicable to that tonnage. This provides what is called the ‘weighted tonnage premium’. Appendix 9 shows how the weighted tonnage premium is calculated and each Club’s percentage share of the total. The fourth layer is for $10m excess of $60m. For claims on this layer the claiming Club bears 5% of the claim with the remaining 95% of the claim being shared between Clubs on the same basis as for the third layer.
Reinsuring liabilities excess of $70m
For liabilities in excess of US$60m, the Pool buys reinsurance from the commercial market in a programme that has been for many years the largest marine insurance contract in the world. In the Pooling Agreement it is officially called the General Excess Loss Contract.

The Pool retention has gradually increased over the years to the current US$70m. It is pitched at a level which the Group believes to be above a ‘working layer’, the threshold at which claims should be relatively few but uncertainty over their size and number in any one year means it is appropriate to arrange commercial reinsurance.

Pool reinsurance in three layers
The Pool reinsurance is placed in three layers, as follows:

1.  The first layer covers US$500m excess of US$70m any one claim, the number of claims within a given year being unlimited.

This same layer covers the same amount in respect of oil pollution claims and US$280m excess of

US$70m in respect of Chartered entries.

The Pool also take a 30% vertical share in the first layer and so pays 30% of any claim exceeding

US$70m. Each Club’s share of that Pool participation is again calculated on the basis of the

‘weighted tonnage premium’.

2.  The second layer covers US$500m excess of US$570m any one claim, with the number of claims being unlimited. This layer applies also to oil pollution claims but it does not apply to charterers’s risks, as the cover for these cuts off at US$350m – see later under the section on limitation.
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3.  The third layer covers US$1,000m excess of US$1,070m, taking the total cover any one claim to US$2,070m. Again, the number of claims within a given year is unlimited. Note that this layer does not apply to oil pollution claims, since the oil pollution cover given by the Clubs is itself subject to a limit of US$1,000m.

The Pool reinsurance expires once the claim figure has reached US$2,070m. But the exposure of the Pool does not end at that point, since the reinsurance it provides to each Group Club is co-extensive with that Club’s liability to its member under its rules. As we shall see in the next section, that liability – in all cases other than oil pollution and now claims in respect of passengers (and passengers and crew) – extends to

2.5% of the aggregate limits of liability of each ship insured by any Group Club for property damage under the International Convention for the Limitation of Maritime Claims of 1976 (in accordance with Article 6 paragraph 1(b). The amount specified in the Convention in Special Drawing Rights is to be converted into US Dollars at the rate prevailing at the date of the claim).

Securing Pool contributions
Considering the stretch of reinsurance that is covered by the Pool, and the long tail nature of P&I liabilities, which can be a particular issue in larger claims which may take many years to finalise, the contributions due from individual Clubs to other Clubs’ Pool claims can mount up significantly over the years into tens of millions of dollars. There are three main ways in which the Clubs control their exposure to the possibility of

a particular Club encountering financial difficulties and defaulting on its obligations to the other Clubs in the

Pool, which are explained in the next three sections.

The Designated Reserves Agreement
In the first place, there exists the so-called Designated Reserves Agreement as a supplement to the Pooling Agreement. Under this arrangement, which has existed since 1995, the Group Secretariat reviews each year those Pool claims which remain open with outstanding estimates in the range from US$20m to US$30m, and adds an allowance for IBNR, to arrive at an overall total to be ‘designated’. Each Club’s percentage proportion of this total, calculated for the years since 2005 on the basis of the Pool’s ‘one thirds’ formula, is then translated into a dollar figure. Each Club then has to provide a letter of credit or security bond for that amount as security for that Club’s pooling contributions, which is held in trust by a trust company, the Bermuda Trust Company, as beneficiary. (Note that for the policy years before Hydra began underwriting in 2005, the Designated Reserves calculation also takes into account the Pool’s participation in the first layer of the General Excess Loss reinsurance programme.)

Hydra
Secondly, the Pool uses Hydra Insurance Company Ltd. Hydra is incorporated in Bermuda in accordance with the Segregated Accounts Companies Act 2000. It is otherwise known as a ‘protected cells company’ and is effectively a reinsurance captive owned by the pooling Clubs, with each Club having its own account or ‘cell’ within the company as well as there being one ‘general’ cell through which Hydra is able to act collectively on behalf of all the individual Club cells.

The purpose of Hydra is to enable each Club individually to reinsure its exposure to other Clubs’ Pool claims, in other words its own pooling contributions. Since it began underwriting in 2005 Hydra has reinsured the Clubs’ pooling contributions excess of US$30m up to the top of the Pool, US$70m for 2013, plus the Pool’s

30% share of the first layer of the General Excess Loss reinsurance programme, that is, US$500m excess of US$70m.

The reinsurance premium which is payable to Hydra is calculated with reference to the notional amount which would have been payable to the reinsurance market if the Pool were seeking reinsurance cover in that market on commercial terms. That amount is then paid instead by the individual Clubs into their

individual cells in Hydra. Apart from its initial, relatively low level, capitalisation, Hydra has been developing its capital from the excess of these premiums over its claims reserves, with a view to increasing its share of the Clubs’ overall reinsurance programme.

The structure of the IGA Reinsurance Programme

Furthermore, the reinsurance premium payable by each Club to its Hydra cell remains an asset of the Club in its consolidated accounts rather than being paid away to the commercial reinsurance market. The investment of the funds in each Club’s cell is subject to conservative guidelines set by Hydra’s Governing Instrument which may only be varied with the agreement of the Hydra board.

Hydra also buys its own reinsurance from the commercial market, technically a retrocession of the underlying risk, in respect of its 30% co-insurance share of the first layer of the General Excess Loss programme. 
Hydra has two main benefits:

l The first benefit is to provide an additional way, for claims above US$30m, for Clubs to have security from each other for their contributions to each other’s Pool claims. This is achieved by means of each Club assigning to a Security Trustee the right, in the event of that Club’s default under the Pooling Agreement, to recover funds from its own cell in Hydra and disburse them to other Clubs claiming under the Pooling Agreement, in preference to, and in priority over, other creditors.

l The second benefit, which will only be apparent over time, is that Hydra’s reserves should build up sufficiently so that the pooling Clubs can absorb more risk themselves by increasing the Pool retention, thereby extending the layer of ‘reinsurance at cost’. This also carries with it the potential to bring greater influence to bear on the cost of the commercial reinsurance.

The diagrams below shows how Hydra interacts with the Pool and the rest of the General Excess Loss programme.
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Additional security
There are two further safeguards for Clubs in the Pooling Agreement.

l In accordance with Clause 10.4, if a Club is in breach of its obligations to provide the appropriate letter of credit in accordance with the Designated Reserves Agreement, it is not entitled to make any recovery under the Pooling Agreement until it has remedied the breach.

l In accordance with Appendix VII, Clause 5.8, in the event of any Club going into liquidation, there is a right of set-off by each other Club of amounts due to/from the insolvent Club and only the balance, if any, in favour of the insolvent Club is payable.

Limiting Club cover
We saw earlier, in the section entitled The rise of the Protection Clubs, that it was usual to limit the cover available – particularly for liabilities arising from collision – to the insured value of the vessel, a concept very familiar in the hull Clubs, from which the P&I Clubs were derived.

At the same time as the first P&I Club started business, in May 1855, the concept of limiting shipowners’ liabilities that had first been introduced in the eighteenth century as a stimulant to foreign trade was extended from cargo liabilities to passenger liabilities. Then, as the nineteenth century progressed, successive Merchant Shipping Acts extended the right of limitation to all the major liabilities to which shipowners were exposed. Limitation applied unless the liability arose from the actual ‘fault and privity’ of the owner. But if the liability did arise from the owner’s fault and privity, it would not be insured by virtue of the common law principle, enshrined in s. 55(2)(a) of the Marine Insurance Act 1906, whereby

The insurer is not liable for any loss attributable to the wilful misconduct of the assured… 
 In consequence, the practice of limiting the overall liability of the Club gradually died away, since there

seemed no need for it. This position remained unchanged for the best part of a century, until the 1990s. The

Limiting Club cover

only exception to the Clubs’ unlimited liability was the oil pollution risk; this had been subject to a limit from shortly after the time of the Torrey Canyon casualty in 1967. The amount of the limit was determined by the amount of reinsurance available to the Clubs in the commercial market. It started with the figure of US$14.4m1 and rose gradually as more capacity developed in the reinsurance market, until today it has reached the figure of US$1,000m.

Threats to the limitation of liability
Developments in the US
During the 1980s and 1990s, there was growing concern among the Clubs in the Group at the increasing number of cases in which limitation was being denied by the courts. This was particularly so in the United States, which was not party to the 1976 Limitation Convention. There the limitation figure was the value of the vessel and pending freight at the end of the voyage. Where the vessel was lost, the limitation fund was likely to be nil. This was unpalatable for the US Courts; in response, they extended the concept of ‘fault and privity’ to the point where practically any failing on the part of the ship, the owners or the crew, would be sufficient to jeopardise the right to limit.

The English courts
The Lady Gwendolen
Similar, if less draconian, developments were taking place in the English courts in relation to the 1957
Limitation Convention. Thus, in the case of the Lady Gwendolen2, the assistant managing director of the brewing company which owned the ship was held to be the ‘alter ego’ of the company, because he was responsible for the management of the traffic department, which was in turn responsible for ship movements. The case had arisen out of a collision between the Lady Gwendolen – a small tanker engaged in carrying Guinness from Ireland to Liverpool – and a moored vessel, which took place in fog at the entry to the River Mersey. The causes of the collision – for which the Lady Gwendolen was held responsible – were inadequate use of her radar and excessive speed in fog. There was evidence that the Master had

never been instructed in the use of radar and that it was his regular practice to sail at an excessive speed in fog, in order to keep to his schedules. The court held that the assistant director must have known of both these factors and that his failure to address them amounted to ‘the actual fault and privity’ of the owning company. Hence, limitation was denied.

The Marion
Some years later came the decision of the House of Lords in the case of The Marion3. In this case, the shipowners were denied the right to limit their liability in respect of claims arising from the vessel fouling an oil pipeline on the seabed. The accident would not have arisen had the vessel had up-to-date charts on board, and there was evidence that the Master was lax in updating his charts. The vessel was managed by

a third-party management company, whose task it was to ensure that the vessel had up-to-date charts on board and that the Master was up-dating his charts appropriately. The House of Lords found that the management company was at fault in that it did not have a system by which its managing director ensured that the Master was adequately supervised in keeping his charts up-to-date. The fault of the management company was attributed to the owners, who were, in consequence, denied the right to limit their liability.

1matching the maximum liability of a tanker under the International Convention on Civil Liability for Oil Pollution Damage

2[1965] 1 Lloyd’s Rep. 335

3[1984] 2 Lloyd’s Rep. 1
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Imposing a limit
As the cases in the previous section indicate, the shipowner’s traditional right to limit his liability was being steadily eroded, at a time when the size of ships – and, therefore, the amount of cargo they could carry – was constantly increasing. Why, then, did it take so long before the Group Clubs agreed to impose an overall limit on the cover?

There were a number of reasons: first, fear of competition from the commercial market. In that market, every cover written was subject to a financial limit of liability. The fact that Club cover was unlimited (except for oil pollution) was therefore seen as a competitive advantage. Second, the Clubs also feared that, once a limit was imposed on Club cover, the commercial market would develop products in excess of that limit, which would then consume capacity that was needed for the Group Excess of Loss Reinsurance

Contract. Third, the Clubs were concerned that the amount of the limit might then become the target sum at which claimants aimed.

A compromise formula
The compromise eventually adopted was to impose a limit, not by means of a fixed figure, but by means of

a complicated formula. Under this formula, the limit was expressed as the aggregate of 20% of the limitation figure for property damage under the 1976 Limitation Convention of all vessels insured in the International Group Clubs, to the extent that that sum was collectible from the Club members with the use

of ‘all reasonable steps’. The amount of the liability calculated by the application of this formula was known as ‘overspill’. The amount of this limit was virtually impossible to calculate and it did not, in consequence present a competitor or a claimant with a clear target at which to aim.

The present situation
Controversy and the European Commission
The limit (based on the formula described in the previous section) was first introduced in the 1996 policy year. At that time it was estimated to amount to some US$18,000m but it quickly proved controversial. A number of shipowners, particularly those represented by the Union of Greek Shipowners in Greece and the Greek Shipping Co-operation Committee in London, thought the limit far too high; they did not accept the principle that one catastrophic claim should risk bringing down the world’s entire shipping industry. Better, they said, that the owner who incurs the claim go under, than that the whole shipping community suffer the payment of such an enormous sum. As we shall see later, this became one of the grounds of complaint made to the European Commission against the IGA: it was unfair, so it was claimed, to lock all shipowners into such a potentially dangerous situation.

Towards a compromise
As part of the settlement reached with the Commission, which led to the approval of the IGA in 1999 for another 10-year term, the Clubs agreed to reduce the percentage of the Limitation Convention property damage fund on which limitation was based, from 20% to 2.5%. This change was effective from 20th February 1998. The yield of such a formula varies depending on the amount of tonnage pooled within the Group and $/SDR exchange rates.  As at the end of 2012 based on current total tonnage and applicable exchange rates, the total amount of cover provided ground up through the Club retention, pool, General Excess Loss and overspill was in the region of $7,621,000. 
Liabilities to passengers and seamen
Until the 2007 policy year, the only risk singled out for limitation below the overall limit referred to in the preceding paragraph was the oil pollution risk. However, there had been considerable discussion over a number of years before that over the question of liability for passenger claims. With the likely coming into force of the Athens Convention 2002, with its vastly increased limits1 of liability for passenger death and

1Up to a maximum of SDRs 400,000 per passenger in certain circumstances
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injury claims, and concerns over the ever-larger capacity of ships entering the cruise industry, the Group Clubs were concerned at the increasing likelihood of a catastrophic claim on the Pool involving a passenger ship.

In addition, some Clubs perceived this risk to be disproportionate within the context of the shipping industry as a whole, given the relatively small number of passenger ships compared with the number of cargo ships insured by the Clubs. Was it ‘mutual’ to expose the funds of the Pool to a risk that many perceived as more of a hotel risk than a ship risk? In addition, not all Clubs in the Group had passenger ships among their entered tonnage; cruise ships, in particular, tended to be concentrated in only one or two Clubs.

The agreed limits
In the end, a compromise was reached, whereby with effect from 20th February 2007, Club cover was subjected to an aggregate limit for each entered ship of US$ 2,000m in respect of liability to passengers, and of US$ 3000m in respect of liability to passengers and seamen. In this regard, a ‘passenger’ was defined as ‘a person carried onboard a ship under a contract of carriage or who, with the consent of the carrier, is accompanying a vehicle or live animal covered by a contract for the carriage of goods’. A

‘seaman’ was defined as ‘any other person onboard a ship who is not a passenger’.

Furthermore, where the owner had split the entry of the ship between more than one Club, these limits were applied to the aggregate of claims from that event recoverable from any members of the Pooling Agreement.

Overspill claims
A claim that exceeds the limit of the Pool reinsurance, currently US$2,060m, is called an ‘overspill claim’. The liability of the Pool to contribute to an overspill claim brought by any member club is limited to the aggregate of the amount that all the Group Clubs can collect from their respective members by the levy of an ‘overspill call’ (no overspill call can be levied on any ship which has an overall limit of cover equal to or less than the current Pool Reinsurance Limit). The maximum amount of such a call is 2.5% of the Convention Limit, as mentioned in the preceding section.

A Club is obliged to produce evidence to show that it has:

i.  levied the overspill call in a timely manner

ii.  not released or waived an owner’s obligation to pay such calls and iii.  taken all reasonable steps to recover those calls.

Appendix 9 shows how a claim of US$600m would be borne by the Group Pool and its reinsurers.

Reinsuring overspill claims/calls
When the overspill claim/call regime came into existence some Clubs obtained reinsurance in respect of the risk of their having to contribute either to their own or any other Club’s overspill claim. This reinsurance effectively mitigated the risk of their having to make an overspill call on their own membership, or use other Club funds, to fund their overspill contribution. In recognition of this protection being generally desired by all Clubs, they now purchase overspill cover collectively. This cover protects Clubs in respect of overspill

claims exceeding US$2,070m up to US$3,070m. It is not part of the General Excess Loss reinsurance contract but sits on top of that reinsurance. Unlike the General Excess Loss reinsurance contract, it is limited to only one reinstatement. This means that if a claim is made on the policy the cover has to be bought a second time. If a second claim were to occur within the same year the policy would be exhausted.
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Procedure for funding an overspill claim
Sending the overspill notice
Once an Association has reason to believe that an event has occurred which has given or at any time may give rise to an overspill claim on it, it must immediately send an overspill notice to the Secretary of the International Group.

Closing the policy year
Normally, each Association closes a policy year for overspill purposes from thirty six months after its start but, if an overspill notice has been given in respect of that year before the closure date, that policy year must be kept open until a majority (at least three quarters of the Pool members [associations]) resolve to close it for the purpose of overspill calls. Once that happens, all associations must close that year for that purpose.

Apportioning the claim
The part of an overspill claim that is eligible for pooling is apportioned among all the Clubs in the proportion which the Club Limit of each of them bears to the aggregate of the Club Limits of all the Clubs. This is each Club’s ‘overspill share’. However, no Club is liable to contribute a greater proportion of its share of an overspill claim incurred by another Club than the proportion which that other Club is liable to contribute of its own overspill share.

The limit is 2.5% of the aggregate of the limit of liability of all entered vessels, excluding loss of life or personal injury claims. For further details, please see IG Pooling Agreement for the definition of Club Limits.

Deductions
Specifically, a Club is allowed to deduct from its share of an overspill claim:

a.  costs it can show that it properly incurred in collecting or seeking to collect overspill calls levied on its Members in respect of the claim, or in the case of the Club which has incurred the overspill claim, contributions from the other Clubs of their share of the claim;

b.  any amounts in respect of overspill calls that it has levied on its members that it can show – if necessary to the satisfaction of an independent panel – are not ‘economically recoverable’.

In providing evidence for these deductions, a Club is required to show that it has levied overspill Calls in respect of the relevant claim on its Members in a timely manner, has not released or otherwise waived a Member's obligation to pay those Calls and has taken all reasonable steps to recover them.

Paying the overspill share
Where – and to the extent that – a Club intends to pay all or any part of its overspill share by levying overspill calls on its Members, it is only required to pay that share, or part thereof, when it receives the funds, provided that it can show from time to time that, in seeking to collect such funds, it has met the requirements set out in (a) and (b) above.

After an overspill notice has been sent, the Clubs may from time to time resolve, on a majority vote, that the Clubs shall contribute a proportion of their respective overspill shares, the amount of such proportion and the date by which the proportion is to be collected. The sanction applied to any Club which fails to comply with the terms of such a resolution is that it will have no entitlement to pool and to seek contributions for any claims during the period in which it is in breach. This sanction is without prejudice to any other liability the defaulting Club may have to the other Clubs arising from such breach.

The Group Agreements and the European Commission

The Group Agreements and the European Commission
Reference has already been made to the fact that the European Commission has previously decided that the

IGA and the Pooling Agreement are compatible with the EC competition law rules.

Note: The text of the sections under this heading has been provided by Lovells, the solicitors instructed by the International Group to handle its negotiations with the European Commission.

EC Competition law rules
The relevant competition law rules are contained in Articles 81 and 82 of the EC Treaty:

The European Commission's 1999 decision concerning the International Group's arrangements refers to Articles 85 and 86 of the EC Treaty. The article numbers were amended by the Treaty of Amsterdam and are now Articles 81 and 82. To avoid confusion, we refer throughout this section to Articles 81 and 82.

Article 81(1) prohibits agreements between undertakings (as well as decisions by associations of undertakings and concerted practices) which may affect trade between Member States and which have as their object or effect the prevention restriction or distortion of competition within the common market.

The following shall be prohibited as incompatible with the common market: all agreements between undertakings, decisions by associations of undertakings and concerted practices which may affect trade between Member States and which have as their object or effect the prevention, restriction or distortion of competition within the common market [...].

Article 81(3) provides for an exemption from the prohibition in Article 81(1) for agreements between undertakings (and decisions by associations of undertakings and concerted practices) that bring about potential benefits that outweigh any restriction of competition.

The provisions of paragraph 1 may, however, be declared inapplicable in the case of

l any agreement or category of agreements between undertakings;

l any decision or category of decisions by associations of undertakings;

l any concerted practice or category of concerted practices, which contributes to improving the production or distribution of goods or to promoting technical or economic progress, while allowing consumers a fair share of the resulting benefit, and which does not:

l impose on the undertakings concerned restrictions which are not indispensable to the attainment of these objectives;

l afford such undertakings the possibility of eliminating competition in respect of a substantial part of the products in question.

Article 82 prohibits an abuse by any one or more undertakings of a dominant position.

Any abuse by one or more undertakings of a dominant position within the common market or in a substantial part of it shall be prohibited as incompatible with the common market in so far as it may affect trade between Member States.

The Commission’s decisions about the Pooling Agreement and the IGA
In 1999, the Commission decided1 that:

l the Pooling Agreement did not infringe Article 81(1);

l aspects of the IGA infringed Article 81(1) but merited exemption under Article 81(3); and

1Commission Decision, Case No IV/D-1/30.373 – P&I Clubs, OJ [1999] L 125/12.
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l the Pooling Agreement and the IGA did not infringe Article 82.

The Commission granted the IGA an individual exemption for 10 years. The exemption required the International Group to provide the Commission with an annual report including information about the market and the Group's arrangements.

The 1985 exemption
The Commission had first granted an individual exemption for the IGA in 1985, following a notification by the International Group. That exemption was limited in time to 10 years (individual exemptions granted by the Commission under Article 81(3) were always limited in time), expiring in 1995. In the run up to the expiry of the first exemption, the International Group requested a further exemption, which ultimately led to the Commission's decision in 1999.

Note that although the Commission received literally thousands of notifications, it only made a handful of decisions each year. The fact that the IGA benefited from two individual exemptions was exceptional.

The Commission’s review
Before making its 1999 decision, the Commission conducted a further detailed review of the International Group’s arrangements. This was prompted in part by a complaint concerning aspects of the Pooling Agreement lodged by the Greek Shipping Co-operation Committee based in London, with the support of the Union of Greek Shipowners based in Greece.

The Greek objections to the Pooling Agreement were driven largely by concern at the high level of overall liability. For many years, liability had been unlimited, but concerns led to the introduction of a limit of around US$18,000m with effect from 20th February 1996. Despite the introduction of this limit, there was

continuing concern that should an overspill claim of that magnitude ever arise, it would be difficult to pay it, with significant consequences for the shipping industry worldwide.

The Commission’s Statement of Objections
In 1997, the Commission sent the International Group a Statement of Objections setting out its concerns. The key aspects of the Group’s arrangements considered by the Commission were:

a.  In relation to the Pooling Agreement :

i.  the level of cover provided through the Pool

ii.  the common approval of rules and accounting practices iii.  the joint purchase of reinsurance

iv.  the provision of reinsurance to third party insurers b.  In relation to the IGA:

i.  the quotation procedures ii.  quotations for tankers.

The Group Agreements and the European Commission

The EC and the Pooling Agreement
Restriction of competition?
In the event, the Commission eventually recognised that the Pooling Agreement did not infringe Article

81(1) at all. The Commission accepted that a claims-sharing agreement does not give rise to a restriction of competition, no matter how high the parties’ combined market share1, as long as pooling is necessary to allow the members to provide a type of insurance that could not be provided by one insurer alone. The Commission also concluded that all the restrictions indispensable to the proper functioning of the Pooling Agreement were also compatible with Article 81(1). In particular, the Commission decided that :

a.  a claims-sharing agreement cannot function properly without a common minimum level of cover. It was made clear that Clubs remain free to offer – individually or collectively with other Clubs – lower or higher levels of cover;

b.  equally, a claims-sharing agreement can only function properly if all members agree on the conditions that each of them includes in their policies;

c.  the joint purchase of reinsurance was necessary for the International Group to be able to offer the level of cover available through the Pool, since most of the Clubs would not have been able to obtain reinsurance individually.

Abuse of a dominant position?
Separately, the Commission found that International Group Clubs were collectively dominant and consequently considered whether two aspects of the Pooling Agreement amounted to an abuse of a dominant position: the agreement on the level of cover offered and the terms on which reinsurance was provided to third party insurers. Amendments were made to the Pooling Agreement during the Commission’s investigation, resulting in the Commission concluding that neither aspect gave rise to an abuse.

The level of cover
In the course of the Commission’s review of the Pooling Agreement, the Clubs agreed to reduce the overall limit of liability again from the estimated US$18bn to a lower amount, an estimated US$4.5bn. In its decision, the Commission confirmed that it was for the International Group, not the Commission, to decide on the minimum level of cover to be provided through the Pool, and that the Commission could only intervene if there was clear and uncontroversial evidence that a very substantial proportion of shipowners were dissatisfied with the level of cover offered. The International Group had reached a consensus view on a new level of cover which was regarded within the shipping industry at large as a ‘realistically collectible’ sum.

The provision of reinsurance to third party insurers
The Commission’s other concern related to the provision of reinsurance by the Group Clubs to third party insurers.

Under the Pooling Agreement, independent P&I insurers can obtain reinsurance from a Group Club – and thereby access to the Pool – if certain conditions are met. While the Commission considered that the conditions for the provision of reinsurance to third party mutual insurers were objective, it took the view that the Pooling Agreement did not contain objective and non-discriminatory conditions for the provision of reinsurance to commercial P&I insurers. In addition, the Commission was concerned at the absence of certain procedures, including an appeal process.

1According to the Commission’s decision, International Group Clubs accounted for around 89% of the worldwide market for P&I

insurance at that time.
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In its negotiations with the Commission, the Group addressed this issue, and the Pooling Agreement now provides that if any Club wants to provide reinsurance to an insurer, it must submit an application to the International Group to allow it to determine whether certain conditions have been fulfilled.

In the case of a commercial insurer, new conditions were introduced which are now included in Appendix 1x clause 3 of the Pooling Agreement as follows:

a.  the Applicant is favoured by discriminatory laws or policies in its own country to such an extent as to eliminate or seriously restrict the freedom of choice of insurer for owners established in that

country, or for vessels flying the flag of that country;

b.  the P&I cover offered by the Applicant is similar to that offered by the Associations as regards the risks to be reinsured;

c.  the Applicant is financially sound;

d.  the Reinsurer will be responsible for claims handling on behalf of the Applicant;

e.  the Reinsurer will be responsible for the rating on a mutual basis of owners on behalf of the

Applicant;

f.  the terms of the proposed reinsurance are, and will remain, such as to oblige the Applicant to make an equitable contribution to Pool Claims and to the General Excess Loss Contract premiums;

g.  the Applicant will abide by the terms of the International Group Agreement;

h.  the Applicant must have the right and the ability to perform condition surveys of Insured Vessels as and when it sees fit.

The amendments also included new procedures, including a right of appeal to a panel of arbitrators.

The EC and the IGA
Certain key amendments were made to the IGA to address concerns raised by the Commission.

Quotation procedures
In relation to the general quotation procedures1, the Commission accepted that some degree of discipline on rates is required by a claims-sharing agreement since no Club would be prepared to share claims with another Club offering a lower rate for the same claim. However, in discussion with the Commission, the quotation procedures were altered so that a Club’s internal administration costs were eliminated from the rating equation. Now only the cost of claims and of reinsurance are to be taken into consideration in assessing whether a New Club’s rate is too low or a Holding Club’s rate too high.

The International Group also put forward proposals to provide greater transparency in relation to administrative costs. Clubs are now required to calculate each year a five year Average Expense Ratio which expresses the percentage that administrative costs represent of premium income plus investment income. This information is provided in a Club’s published accounts and whenever a Club quotes a rate on a vessel insured by another Club.

Tankers
In relation to tankers, the International Group recommended annually a reasonable minimum provision in respect of claims from tankers to be shared under the Pooling Agreement. The IGA also provided explicitly that quotations for tankers shall make fair and adequate provision for all relevant elements of cost. These rules were amended to exclude internal administrative costs.

1The 20th February procedure and the pre-30th September procedure (the latter was introduced at therequest of the Com- mission in the period leading to the granting of the first individual exemption for the IGA in 1985).

The Group Agreements and the European Commission

In the event, following a review of the special provisions concerning tanker rates in 2007, the International Group decided to delete these provisions from the IGA on the basis that underwriters had built up greater experience in assessing proper rates for tankers over the years since the Commission decision and thus the provisions were no longer necessary. The Commission was informed of this change.

Exemption granted
The Commission concluded that the quotation procedures and the recommendation on minimum costs for tankers, so far as they apply to retention costs, were contrary to Article 81(1), but that the exemption criteria under Article 81(3) were met, and thus granted a further 10-year individual exemption.
The 2010 review

In August 2010, the European Commission launched a third formal review of the International Group’s claims-sharing and reinsurance arrangements. The International Group co-operated fully with the European Commission throughout the investigation which was closed in August 2012 without imposition of any requirements for changes modifications to the claims sharing and reinsurance arrangements and the provision of the IGA. During the course of the investigation, the group addressed in some detail the number of areas focused on by the Commission and following the closure of investigation considered that it would be helpful to provide some further clarification in the IGA, in particular in relation to the procedures for assessing and setting Club release calls, which have been addressed in clause 8 of the current (2013) version of the IGA.
The current status of the IGA
Since 1 May 2004, a new EC competition law regime has been in force. The new regime does not change

the substance of Articles 81 and 82, but it does alter the procedures by which they are applied and enforced. The main features of the new regime are that:

a.  the procedures for notifying agreements to the Commission in order to obtain an exemption under

Article 81(3) have been abolished and

b.  an exemption now applies ‘automatically’ to any agreement that meets the criteria of Article 81(3)

without the need for notification to, or decision by, the Commission.

Under the new regime, businesses make their own assessment as to whether their arrangements are compatible with Article 81.

The practical consequences for the International Group are that:

l the second exemption that the Commission granted for the IGA expired on 20th February 2009;

l the International Group cannot apply for a renewal of the exemption for the IGA (ie in the way that it applied for a renewal of the 1985 exemption in 1995) because there no longer exists a procedure for applying for exemptions;

l instead, it is necessary for the International Group to assess for itself whether the exemption criteria in Article 81(3) continue to apply;

l in making that assessment, the International Group can take advantage of – and place considerable reliance on – the careful scrutiny of the International Group’s arrangements by the Commission and the Commission’s analysis of the legal position under Article 81(3) as set out in the 1999 decision;

l this means that, in practice, the IGA may be expected to benefit ‘automatically’ from exemption under Article 81(3) provided the IGA remains broadly unchanged and provided the P&I market remains generally as described in the 1999 decision, or any changes do not in themselves raise competition concerns. As at 20th February 2012 the European Commission is part way through another review of certain aspects of the IGA.
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There are relatively few mutual insurers specialising in P&I outside the International Group of P&I Clubs. We will mention only three of them:

l The China P&I Club
l The Korea Shipowners Mutual Protection & Indemnity Association, The Korea P&I Club
l Sunderland Marine Mutual Insurance Company Limited
The China P&I ClubChina
The Shipowners Mutual Assurance Association, generally known as the China P&I Club or CPI, was set up in

1984, originally to insure only mainland Chinese tonnage. Its creation caused at the time considerable discussion among the Clubs in the International Group with a strong interest in the Chinese market, particularly as to whether the CPI might be reinsured by a Group Club and, if so, on what terms. In the end, a compromise was reached, whereby a number of Clubs in the Group provided co-insurance to the CPI, excess of a relatively modest deductible for each claim, initially set at US$400,000. Under these arrangements, the individual shipowner CPI member becomes also a member of the Group Club in question. In addition, the co-insuring Clubs have themselves reinsurance from the Pool for any claim that exceeds both the CPI deductible and the co-insuring Club’s retention.

Although initially the CPI accepted entries only from mainland China-based owners, with the passage of time, membership has widened to the extent that it now includes Members from Hong Kong, Singapore and other Far East Asian areas.

The Korea Shipowners Mutual Protection& Indemnity
Association, The Korea P&I Club
The Korea P&I Club was established in 2005 and currently insures only Korean flag or Korean owned ships. Unlike CPI, it does not have any

relationship with the International Group Clubs and therefore buys the reinsurance it needs in the commercial market, particularly in Korea.

Sunderland Marine Mutual Insurance Company Limited
Sunderland Marine is the oldest of the other Clubs described in this section. It dates from 1882 and is based in Durham, in the North-East of the UK. It insures predominantly commercial fishing vessels, small passenger craft, tugs, barges and harbour service vessels. It is also engaged in the insurance of aquaculture risks. The dominant portfolio is that of fishing vessels, accounting for almost two-thirds of the entries in the Club.

For a period in the late 1980s and early 1990s, the Sunderland Marine was reinsured by the Shipowners’ Club, which was itself then reinsured by the Steamship Mutual into the Pool.

The distinction between Group Clubs and Non-Group Insurers
The International Group Clubs provide P&I cover for over 90% of the world’s ocean-going shipping, but there are certain sectors of shipping which fall outside the ambit of the Group. This may either be tonnage that the Group Clubs do not wish to underwrite or tonnage that does not necessarily require the very broad scope and high levels of cover which the Group Clubs can provide, nor the international reach or expertise of their management services. The owners of this tonnage may prefer a more basic P&I cover, and seek a lesser price for it.

Key Features of Fixed Premium P&I Insurers

The non-Group capacity certainly has its place in the market. Apart from the non-Group mutuals, some of the fixed-premium providers are themselves subsidiaries of substantial international insurers. Historically, some such insurers have come into the P&I market in the expectation of making a profit and then found that the unpredictable and long tail nature of P&I risks was not consistent with their overall insurance business. Consequently, they have then withdrawn from the P&I market. Nevertheless, the alternative markets remain attractive to certain classes of business and the next section contains a table showing those

currently active.

Key Features of Fixed Premium P&I Insurers
	Insurer
Type of Tonnage
Security
Limit of Liability
Comments

	British Marine
Established 1876
	Smaller vessels up to

10,000gt: largest source of business: Europe, followed by Far and Middle East. Largest class of vessel: dry cargo
	QBE Insurance (Europe); Rating: S&P A+
	US$500m favoured but can offer up to US$1bn on selective basis
	>10,000 owned vessels entered for P&I: can also offer charterers’ liability, hull & machinery and defence cover

	Charterers’ Club
Established 1986
	Only charterers’ risks accepted
	Great Lakes/Munich Re; Rating: S&P AA–
	Standard limit US$50m but can increase to US$300m in certain cases
	Managed by Michael Else and Company Limited; can offer defence cover

	Hanseatic P&I
Date commenced operations: not available
	Regional insurer for primarily container- feeder and coastal tonnage, river/sea vessels and harbour craft
	6 German insurance companies, including Allianz, Gothaer, Ergo Kravag Sovag Torus
	Not available
	Managed by Zeller Associates Management Services

	Ingosstrakh (formerly the Russian State insurance company for international business): offering P&I cover since 1978
	Predominantly Russian and East European tonnage, mainly dry cargo: will not write large tankers, cruise vessels or US registered or operated craft
	S&P Rating: BBB–, but reinsured by Allianz, Hannover Re, Munich Re, Partner Re, Swiss Re, QBE and Lloyd’s Syndicates
	Historically US$100m, but can now offer up to US$500m
	Also offers charterers’ cover
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	Insurer
Type of Tonnage
Security
Limit of Liability
Comments

	Navigators Began underwriting P&I in London in

2004
	Vessels engaged in coast-wise, inland & short-sea trades, not exceeding 10,000gt. Predominantly European tonnage, with general cargo vessels representing

nearly two- thirds of its portfolio. Do not underwrite US flagged vessels
	Navigators Insurance Company: A rated by S&P
	Previously US$25m but since 2007, US$50m
	Part of the Navigators Group Inc, a US public company with headquarters in New York City, which owns and operates Syndicate

1221 at Lloyd’s. Can offer charterers’ cover

	Osprey Underwriting Agency
Founded 1991 as an underwriting agency on behalf of Lloyd’s underwriters
	Concentrates on smaller vessels up to

10,000 GT, with relatively limited trading; willing to insure US domiciled operators. US market represents 73% of premium income. Fishing vessels represent 27% of tonnage, followed by tugs and barges at

49%
	Lloyd’s security, rated A+ by S&P
	Previously US$50m, now US$100m
	Offers hull & machinery insurance for vessels up to

10,000gt; third party liability cover for shipyards, terminals, stevedores and other marine contractors; maritime employers’ liability

cover for employers who do not operate vessels but whose employees work in the maritime industry

	Raets Marine
1994 – started underwriting Charterers’ risks

1999 – started underwriting Owners’ P&I
	Focus on vessels up to

10,000gt. Preferred tonnage is dry cargo ships and inland craft, but also insure fishing vessels, tugs, supply vessels and other specialised craft; avoid vessels regularly trading to the US
	Amlin Corporate Insurance rated A– by S&P
	Maximum limit available for both owned and chartered risks: US$500m but majority of tonnage on limits of US$10m
	Insure over 8,000 vessels, of over 9m GT; gross P&I premium income

>US$80m; offer defence cover


Action Step:
Which of the mutual and non-mutual competitors described above are the most important for your Club?

Key Features of Fixed Premium P&I Insurers

Chapter 7: Financial Operation
Solvency: when is a business ‘solvent’?
A business (or an individual) is ‘solvent’ if its assets are greater than its liabilities and it can pay its debts with cash when they fall due.

To understand this, we first need a basic understanding of the financial statements of a business. Financial statements provide a snapshot of the business at a particular point in time.

For a P&I Club, full financial statements are prepared each year, generally to 20 February. For a Club based in the UK, these are prepared in accordance with the Companies Act 2006. In addition, accounts are prepared for management purposes at regular points during the year. These financial statements are prepared in US dollars.

Many businesses and individuals make use of a Club’s financial statements, including the following:

l members and potential members

l brokers

l directors

l managers

l rating agencies

l regulators

l other P&I Clubs

l reinsurers

l tax authorities

l banks

l creditors

These users have many different reasons for reviewing the financial statements but they all want to see that the entity is adequately funded, both at that point in time and into the future.

Action Step:
Obtain a copy of the financial statements for your P&I Club and review their content, referring to the overview in the next section.

Financial statements: overview
The financial statements contain both financial and non financial information. Their main elements are:

l Directors’/Committee reports – these include a review of the business and various issues surrounding the Club

l Income and expenditure account

l Balance sheet

l Cash flow statement – this describes how cash has come into and gone out of the business

Capital adequacy

l Explanatory notes – these provide further explanation of relevant figures within the financial statements and information about exposure to risk

l Policy year statement – this enables the members to see the performance for individual policy years.

We return to this in a later section.
Income and expenditure account
The income and expenditure account is divided into two distinct sections, the technical and the non- technical accounts.

The technical account is the section which records the insurance business and consists of the following:

l income from calls and premiums less a deduction for reinsurance premiums

l less claims paid net of a deduction in respect of reinsurance recoveries, together with the change in provision for claims1 and

l less the expenses incurred in operating the Club, including the expenses of management and brokerage.

The non-technical account shows the income arising from investments held by the Club, less taxation. Any surplus (an excess of income over expenditure) results in an addition to the Club’s accumulated

reserves, while a deficit (an excess of expenditure over income) reduces these reserves. Solvency is, therefore, increased by a surplus and reduced by a deficit.

Balance sheet
The balance sheet shows the Club’s assets less its liabilities. An excess of assets over liabilities is represented by the reserves (retained earnings) of the Club.

The most significant asset is generally investments. There may be many individual investments, including government stocks, corporate bonds, equities and deposits with banks. However, there must be sufficient liquidity in order to pay claims and other expenses as they fall due. Liquidity is the ability to turn an investment readily into cash. For example, cash on deposit at the bank is highly liquid, while an office building owned by the Club is highly illiquid.

The technical provisions of a Club are generally its largest net liability, normally consisting entirely of outstanding claims. These provisions are represented by two figures in the balance sheet. The gross technical provisions are shown within liabilities, while the expected reinsurance recoveries in respect of these are shown within assets.

To repeat the basic lesson, solvency is the excess of assets over liabilities, and is represented by reserves. These reserves are increased or reduced by the movement in the income and expenditure account.

Capital adequacy
Using a simple notion of solvency, we said that a company is solvent as long as its financial statements show that it has reserves, that is, a straightforward ‘assets exceeding liabilities’ approach.

However, the regulator does not consider this simple notion to be sufficient and there are therefore requirements to hold greater amounts of capital2.

1The movement in the net technical provision for claims outstanding from the period between the previous and current balance sheet dates. It is, therefore, equal to the movement in the provision for gross claims outstanding, less the movement in respect of estimated outstanding recoveries in respect of that provision

2The remaining assets of a business after all liabilities have been deducted, in other words, the net worth. For a P&I Club, this is
generally equivalent to the reserves or retained earnings.
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Clubs that are subject to Financial Services Authority (FSA) regulations must currently complete an annual return, within which a minimum required level of capital is calculated. This is an absolute minimum amount, which must be exceeded by the reserves held within the balance sheet (adjusted for any amounts which

are not considered admissible for the purposes of the return). These rules for capital requirements form part of the European Union’s (EU) Solvency 1 requirements.

Such Clubs are also subject to the FSA’s Individual Capital Adequacy Standards (ICAS) framework. This has been designed by the FSA to make capital management more sensitive to risk and to help meet the challenges of Solvency 2.

Under Solvency 1, the calculations in respect of capital adequacy were not risk-sensitive. The regulatory capital required was therefore not affected by the quality of the Club’s risk management. In contrast, the rules within Solvency 2 take risk management into account when assessing capital required from a regulatory perspective – thereby rewarding good risk management.

Solvency 2
The FSA describes Solvency 2 as:

a fundamental review of the capital adequacy regime for the European insurance industry. It aims to establish a revised set of EU-wide capital requirements and risk management standards that will replace the current Solvency 1 requirements.

The main features of the Solvency 2 regime are:

l Demonstration of adequate financial resources

l Demonstration of an adequate system of governance

l Provision of a supervisory review process.

As with Solvency 1, a P&I Club must, as part of the requirement for demonstrating adequate financial resources, comply with minimum capital requirements. However, these requirements are very different from those of Solvency 1. There is a standard formula approach, but insurers are also permitted to prepare their own approved model, in order to arrive at a level of capital more appropriate to their own circumstances.

The framework principles have already been adopted by the European Parliament. There was an implementation date of 31st October 2012 but this has been deferred.

As stated above, if a Club wants to use its own model for capital, this must be approved by the regulatory authority before implementation of the directive.

UK insurers have therefore already been required to indicate to the FSA whether they intend to prepare such a model.

Action Steps:
Use the following link to the FSA website for further information on Solvency 2:

www.fsa.gov.uk/pages/About/What/International/solvency/index.shtml.

l What strategy is your Club adopting to meet the requirements of Solvency 2?

Reserving for outstanding claims
As outlined in the preceding sections, a Club’s financial statements, together with regulatory requirements, provide an overall view of its solvency and the adequacy of its capital. In addition to this global concept of accounting, the concept of mutuality also requires P&I Clubs to look to balancing their accounts within individual policy years, that is, overall income and expenditure should be in balance for each policy year.

Reserving for outstanding claims

Business is written on an occurrence basis: regardless of when a claim is notified, it is matched with the policy year in which the incident arose. The business is therefore policy-year driven. Policy years are an important measure of performance because all transactions are allocated to a policy year and decisions on supplementary calls are made by policy year.

By its nature, protection and indemnity business has a tendency to be long tail because:

l claims may take a number of years to materialise (that is, to be notified to the member or to the

Club)

l it may take several or even many years from original notification to final settlement.

This pattern results from the fact that P&I Clubs insure liabilities rather than physical damage.

Latent hazards, such as asbestosis or mesothelioma claims, where it may be many years before the disease becomes apparent, illustrate the long tail nature of P&I business. It may then take a further period of time before responsibility for the disease can be established. Payments to the claimant may then be made over a number of years.

Components of outstanding claims
Outstanding claims (shown within technical provisions in the balance sheet) consist of two main elements, the case estimates and the IBNR (Incurred But Not Reported) element.

When an individual claim is notified to the P&I Club, an initial assessment of its total cost is made, on the basis of the information available at the time. This assessment forms the basis of the case estimate, which is allocated to the policy year in which the incident arose. The estimate consists of the total estimated cost of the claim, including legal and other costs. No account is taken in the case estimate of any potential recoveries which may arise from reinsurance policies in operation in respect of that policy year.

However, because there is often a delay between the incident and notification, there will be potential claims which have not yet been notified. The Club must therefore try to make an assessment of these claims too. This forms the second part of the outstanding claims, the IBNR element.

IBNRs are calculated in respect of each policy year. These calculations are part of the actuarial function of each Club. They are based on historical data, using actual data in respect of claims paid and the estimates of claims outstanding in respect of individual cases. This information is used to calculate a figure for each policy year, which should represent the estimate of claims costs yet to come.

There are several elements to the IBNR:

l claims that have not yet been notified (IBNR – Incurred But Not Reported)

l claims that have been notified, but where an allowance is made for an additional round sum amount

(IBNER – Incurred But Not Enough Reported)

l provision for claims-handling costs – defined as the anticipated future costs of negotiating and settling claims which have been incurred up to the balance sheet date.

The importance of adequate reserving
In order to have a balance sheet that has any meaning, the figure for outstanding claims must provide the best estimate of the actual outcome of claims costs. This is also important with respect to future years, as the level of premiums must be decided before the claims are known. This level is based on the events of previous years, and therefore relies on the adequacy of the outstanding claims figures, including IBNR.

In addition to this overall position shown by the balance sheet, it is also important that reserving is adequate for each policy year. It is in the nature of claims that they may vary, year on year, both as to frequency (the number of claims) and severity (the individual cost).
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Inadequate reserving for individual policy years means that more cash than originally expected will be needed to settle the claims. This will lead to a decrease in free reserves, and these in turn may need to be increased by making unbudgeted supplementary calls on the members entered in the Club for those policy years.

Action Step:
Find out the estimating policy followed by your Club.

Security ratings
There are many rating agencies currently in the worldwide marketplace, some of which have existed for many years. Security rating by agencies is common practice in the financial services industry in general.

The users of security ratings are many and include those already mentioned as users of the financial statements. They may rely on the rating for a number of purposes, depending on the nature of the entity for which such a rating is given. In the case of P&I Clubs, members or potential members, for example, may make comparisons between different Clubs. The Clubs themselves may also wish to make such comparisons.

All Clubs in the International Group are given a rating by Standard & Poor’s (S&P), who produce a report. S&P defines an insurer’s financial strength rating as a current ‘opinion of the financial strength and credit

worthiness of an insurance company, evaluating its ability to meet its financial commitments to

policyholders’.

S&Ps rating structure
S&P has been assessing the financial strength of insurance companies since 1971. It began rating all Clubs in 1994.

Ratings may be assigned using one of two approaches, an interactive or public information-only process, depending upon the type of information received from the Club. The Clubs are subject to S&P’s ongoing observation and usually an annual review.

The public information (pi) ratings are based only on information which is in the public domain, such as financial statements.

In contrast, interactive ratings involve meetings with a Club’s senior management so that otherwise confidential information can be considered. This will include areas such as the risk management of the Club and the quality and diversification of its investments.

Most members of the International Group are rated on an interactive basis, although some have elected to retain a public information rating.

The rating scale goes from the highest category, AAA, to the lowest, CC. Rating grades of BBB and above are considered by S&P to be secure. This means that insurers are regarded as having financial security characteristics outweighing any vulnerabilities and are highly likely to be able to meet their financial commitments.

Action Step:
Review the S&P Report for your P&I Club and determine whether it is a pi or interactive rating.

Capital provision: mutual vs non-mutual insurers
As already explained, it is essential for all insurers, both mutual and non mutual, to have sufficient capital, representing the financial strength of the insurer. This capital must be sufficient both for financial solvency and to satisfy regulatory requirements. However, the source of this capital is very different within mutual and non-mutual insurers.

Reinsurance as part of financial management

Capital provision within non-mutual insurers
The balance sheet for a non-mutual insurer contains the heading Capital and reserves, representing the excess of assets over liabilities. Listed under this heading are share capital and the profit and loss account.

The capital of a non-mutual is provided by investors in the form of share capital. The value of the shares at any time is determined by their price on the stock exchange (if the company is a quoted company), where they can be bought or sold. Additional capital may be raised by issuing and offering for sale further shares.

For these investors, also known as shareholders, their shareholding represents an investment to them, on which they will expect to see a return. This may be in the form of capital growth, represented by an increase in the value of their shareholding. In addition, there may be a distribution of part of the profits in the form of dividend income.

Non-mutual insurers are therefore profit-driven, as they must retain sufficient capital and reserves to run the business, in addition to paying out dividends.

Capital provision within mutual insurers
Mutual insurers are not driven by the need to make profits, but rather by the need to have sufficient in reserve to satisfy regulators.

As previously explained, such insurers have members (the policyholders) rather than shareholders. The balance sheet for a mutual therefore shows not share capital but generally only reserves, representing the excess of assets over liabilities. These reserves are normally made up of the accumulated income and expenditure account balance, although there may sometimes be additional reserves.

In order to build up reserves, the mutual insurer must have income in excess of expenditure. In the first instance, the income is provided by the members in the form of premiums paid to the insurer. Before setting the individual premium rates, the insurer will have calculated how much premium income is required in

total. This should provide sufficient to cover all projected outgoings for the year, including claims, reinsurance and other running expenses.

However, if the original insurance premium proves insufficient, or there is a need to augment reserves in general, part of the concept of mutuality allows Clubs to request further amounts from the members in the form of supplementary calls.

Although the insurer may also make additional income as a result of returns on investments, this income may fluctuate significantly, and therefore should not be relied upon to cover underwriting losses.

Reinsurance as part of financial management
Like most insurance companies, a P&I Club’s main expenditure is in meeting claims. As mentioned earlier, claims, by their very nature, may vary vastly both in terms of frequency and severity in any one year. The results may therefore be seriously affected by either a large number of relatively small claims, or by a small number of very large claims, or by a combination of both.

The Club needs to know it has adequate resources in order to cover claims, regardless of cost. It can ensure that it has these resources in a number of ways:

l it may consider it already has sufficient reserves in order to cover large losses, or

l it may make a supplementary call on existing members in order to increase current reserves, or

l it could wait until it requires additional funds as a result of claims occurring and then apply to the members for supplementary calls.
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However, none of these options reduces the risks to members associated with claims volatility, so an additional option, used by all of the P&I Clubs, is to use reinsurance as part of their financial management.

Functions of reinsurance
Reinsurance may be defined as insurance purchased from other insurers in order to limit losses. It may therefore help to reduce the volatility of the cost of claims to the insurer, resulting in a smoothing of claims costs and reducing the risk of a very large claim impacting on a single Club.

For an International Group P&I Club, various types and extent of reinsurance cover are in operation, including the Pool and market reinsurers. Under the International Group Pooling Agreement, individual claims for all Clubs falling within limits set down by the Pool are shared amongst the members of this Pool, based on a number of factors. As a result, claims falling within these limits affect not only the Club that wrote the risk, but all other members of the Pool as well. As explained in The Pooling Agreement and subsequent sections, a master reinsurance programme operates above the limit of the Pool. Below the Pool limit, individual Clubs may operate various forms of sub-Pool reinsurance, primarily to mitigate the effects of a large number of comparatively small claims.

We have already mentioned security ratings awarded to the Clubs themselves. In addition, ratings are also important to the Clubs in regard to reinsurance, as they rely on the security ratings of those companies with which they place the reinsurance.

Impact on the financial statements
Reinsurance is taken out for individual policy years, but the effects on the financial statements may be felt over a number of financial years, both as call income and tonnage are finalised and as claims emerge. This is because the financial statements record the accounting movements during the financial year, regardless of the policy year to which the reinsurance applies.

Reinsurance premiums are deducted from call income for the current policy year. These mainly fall also into the current financial year, generally with relatively small amendments in a subsequent year. As an

example, the bulk of reinsurance premiums for the 2010 policy year will be deducted in the financial (accounting) year to 20 February 2011. The definitive figure may not be known at this stage, as it may be dependent upon tonnage or call income being finalised. Although an estimate of the final figure will be made in the year to 20 February 2011, any amount under- or over-provided will be accounted for in a subsequent financial year.

Reinsurance recoveries are deducted from claims payments for the policy year for which the reinsurance was taken out, but are accounted for in the financial year in which the recovery is made.

Investment policies
The need for a P&I Club to have an investment policy, in any sophisticated sense of the word, is a relatively new phenomenon. Before the late 1960s, most Clubs had no need of an investment policy as such because, until that time, they had relatively few funds to invest. The traditional style of financing a Club in the early days of P&I Clubs had been ‘live now, pay later’, in other words, money was called into the Club only as and when it was needed to pay claims.

Advance calls
But as the number of claims increased, so the number of calls required increased, to the point where the frequent calls became an administrative burden both for the Club and its members. In the latter part of the

19th century, the Clubs therefore developed the practice of requiring their members to pay some money up front, at the beginning of each policy year, to give the Club some funds with which to run the business.

Investment policies

These calls were named Advance Calls, partly because they were made in advance of the time that they would be needed to pay claims and partly to distinguish them from the calls that were made later for the same policy year – the Supplementary Calls.

Supplementary calls
There was, however, a limit to the amount of money that the shipowner members were prepared to pay to their Clubs in advance of its being needed, since every pound or dollar paid to the Club was one less pound or dollar left in the shipowner’s business. So it became the practice for the Clubs to call only a relatively modest amount as advance calls, calling more as and when they needed to, in the form of Supplementary Calls. These Supplementary Calls would often equal or exceed in amount the Advance Calls, and might come at infrequent and unexpected times. Nevertheless, the shipowning community was prepared to accept these uncertainties in return for the benefit they perceived of keeping the money in their own business for the longest possible time.

The effect of sterling devaluation
For the majority of the Clubs, which were based in the UK, this policy finally unravelled with the devaluation of the pound sterling in October 1967. This devaluation, of 15 per cent, had a very serious effect on those Clubs, since under the Exchange Control Regulations then in force they were obliged to hold the premiums they received predominantly in sterling – despite the fact that the majority of the liabilities they faced, namely the claims incurred by their members, had to be paid in other currencies. The immediate result of the devaluation was that the claims-paying power of the money held in the Clubs at the time of the devaluation dropped by 15% overnight.

The longer term consequences were three-fold:

a.  Further, and heavier than anticipated, Supplementary Calls were required to meet the claims outstanding at the time devaluation occurred.

b.  Some Clubs then changed their financing philosophy so that, the greater part of the total cost of P&I cover was switched to Advance Calls and away from Supplementary Calls. This meant that the Clubs were now holding substantial funds for substantial periods of time, before they were needed to pay claims.

c.  That in turn required the Clubs to operate in an environment free of exchange control restrictions, whereby they could hold those funds in any currency that seemed appropriate to them, given the currency profile of the liabilities they were facing. For political reasons, this was not possible in the UK at that time. However, recognising the justice of the Clubs’ case and being keen to retain the business of the Clubs within the then sterling area, the Bank of England recommended, and the Treasury facilitated, the move of certain of the UK-based Clubs offshore to Bermuda, where freedom from exchange control was available and was granted.

Basic principles of an investment policy
The long-term consequence of all this was that the Clubs had to develop a policy to handle the now substantial funds for which they were responsible – in other words, they had to develop an investment policy. Within the International Group, each Club is free to develop its own investment policy (except in regard to the funds held in its cell within the Hydra captive), but while the investment policies developed by the individual Clubs may differ, they are all founded on similar basic principles. Initially, these policies represented the prudent good sense of the individual Club boards; over time, they were reinforced, and to some extent refined, by the requirements of regulatory authorities. Furthermore, in the last twenty years or so, they have had to meet the critical scrutiny of the rating agencies. Indeed, the investment policy followed by a Club is a factor that can and does affect its security rating.

The prime objective of a Club’s investment policy is the preservation of capital to pay claims as they occur. The members demand that the premiums they pay are professionally and conservatively invested
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for the long term and are not squandered in speculative placements. Subject to the preservation of capital, the secondary objective of the policy is to maximise the return on the invested funds, consistent with the degree of risk that the Club is prepared to accept.

The claims profile
There is a close relationship between the investment policy a Club adopts and its claims profile: the amount of claims that it is likely to have to pay and the period of time over which – and the currency in which – they will be paid. As regards the amount, the claims reserves must take account both of claims already notified, for which an estimate1 may already exist, and of claims that have been incurred but which are not yet known to the Club or, indeed, the member. The latter are the Club’s IBNRs – claims Incurred But Not Reported. As regards the period of time, this may well vary from Club to Club, but a period of two and a half years from the occurrence of the claim to final settlement is a rule of thumb sometimes adopted.

The amount of the claims, both estimates and IBNRs, determines how much of the Club’s funds must be set aside for paying them. The investment policy in regard to this portion of the Club’s funds may differ from that adopted for the remainder of the Club’s funds, the so-called ‘free reserves’.

While the policy will always be conservative, the free reserves can, at least in theory, be invested in higher- risk instruments than those appropriate for the claims reserves. There is always a balance to be struck between rewards on the one hand and risks on the other. Generally speaking, the higher the risk, the greater the reward. For example, equities2 are generally considered a higher risk investment than fixed interest securities3 or cash. We will examine later what the various investment instruments might be.

Currencies
A Club’s investment policy require the claims reserves to be invested in instruments of different currencies, to match, within reason, the currencies in which the claims are likely to be incurred. Of course, the policy of matching currencies cannot, in practical terms, be carried out with great precision. There are a number of reasons for this:

a.  it is often very difficult to know the currency in which a claim may ultimately be paid;

b.  an insured has the option to be reimbursed either in the currency he used to pay the claim or in the currency in which his account is underwritten.

The net effect is that the Club probably holds its invested funds in several currencies.

Average life
As regards the duration of investment instruments, the average life of the whole portfolio usually approximates to the average life of the claims the Club is encountering. But within this average there will be wide differences between, for example, short-term cash needed to meet the Club’s needs on a daily basis, and long-dated bonds or other instruments held because their yield over the longer term is attractive compared with the rates of return available on shorter instruments.

Investment instruments
Once the currency split and the average life of the funds have been determined, the policy must determine what types of investment instruments are acceptable. With the increasing sophistication of the financial

1Allowance has to be made for the fact that the ultimate cost of a claim is usually either more or less than the estimate, particularly one made early in the development of a claim.

2Another name for shares in a company, particularly those quoted on the public stock exchanges in the US, the UK and other

developed and developing countries.

3A generic term for bonds and other financial instruments, including cash deposits, paying either a fixed or variable rate of interest.
They are usually for a fixed period, which can be either long or short.

Investment policies

services industry, there are many different types of investment instrument that a Club might choose. But bearing in mind the essentially conservative nature of a Club’s investment policy, these usually consist of a majority of fixed interest securities, typically bonds1 (government bonds2 or corporate bonds3), or cash4, and a minority of equities and alternative investments such as hedge funds5 (for further information on hedge funds, see the InvestorWords website).

Generally speaking, equities and commodities are considered the most volatile instruments, in that their value can rise and fall very quickly, depending on political and economic developments occurring anywhere in the world. For this reason, in computing capital adequacy, some regulators discount part of the stated value of more volatile investment instruments.

Asset mix
The Club’s investment policy determines the choice between these different instruments and the amount of each type to be held at any given time. This is termed the asset mix. The investment policy usually gives broad parameters for investment in the various different types of asset.

Counterparty risk
In addition to parameters applicable to the asset mix, the investment policy will also address the security or counterparty risk: the risk that the issuer of the instrument will not be able to honour its commitments under the instrument when it matures. Two types of safeguard are used: the first relates to the issuer’s credit rating and the second to the amount placed with or otherwise at risk with any one issuer. So, for example, the investment policy may require that all banks with whom deposits are placed have a minimum rating of AA– or some similar standard of a recognised rating agency. Where bonds are concerned, there may be more flexibility, in that the higher the rating of the bond issuer, the greater the percentage of the total funds invested that it may represent. Again, a minimum rating will be required, probably A or A–.

Limitations on the amount at risk with any one deposit-taker or other counterparty will depend on the overall amount of the invested funds. The smaller the total, the smaller the amount that should be at risk with any one counterparty. This limit can be expressed in terms of a percentage of the invested funds; more usually, it is a defined amount.

Regulatory authorities
A further and most important factor to be taken into account in the formulation of the Club’s investment policy are the requirements of the regulatory authorities. For the UK-based Clubs, the regulator is the Financial Services Authority (FSA), which has extensive rules governing, amongst other things, the Club’s solvency. It prescribes what assets may be included or excluded from the calculation and the minimum currency exposure that may be held: all Clubs have an exposure through claims or expenses to currencies other than their reporting currency.

1Debt instruments issued for a period of more than one year with the purpose of raising capital by borrowing. National governments, states, cities, corporations, and many other types of institutions sell bonds. Generally, a bond is a promise to repay the principal along with interest (coupons) on a specified date (maturity). Bonds are denominated as ‘short-term’, ‘medium term’ or ‘long-term’ depending on their maturity date. There is no universally accepted definition of these terms but the following are widely accepted in the market: short-term bonds have a maturity date of between one and two years; medium-term bonds from two to ten years and long-term bonds from ten years onwards.

2A bond issued by a government. Depending on the ability of the particular government to pay, these are generally considered as
among the most secure investments, as secure as the country itself. Government bonds sometimes acquire trade names in the market, for example US Government Bonds are known as Treasuries or Treasury Bills and UK Government Bonds as Gilts (the name is short for ‘gilt-edged’. This refers to the fact that, in the past, the document representing the security was edged in gilt (gilded)).

3Bonds issued by a corporation. Corporate bonds often pay higher rates than government or municipal bonds because they tend
to be riskier.

4Highly liquid, very safe investments which can be easily converted into cash, such as Treasury Bills and money market funds.
5An investment fund open to a limited range of investors that is permitted by regulators to undertake a wider range of investment and trading activities than other investment funds.
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Implementation and management of investment policy
It is the responsibility of the Club’s Board of Directors to set the investment policy, although the detail of its formulation is often delegated to a sub-committee of the Board, including, wherever possible, Directors who have some experience in and knowledge of the investment world. The investment policy will be subject to regular review and the performance of the Club’s investments will be a standard item on the agenda for its Directors’ meetings.

Delegation
However, the Directors are, for the most part, non-executives, with heavy commitments to their own shipping companies or other employers. There is, accordingly, no way in which they can manage the investments on a daily basis. This task is therefore delegated. If the Club’s managers have the relevant expertise, they may be empowered to carry out this task but few of the managers of the Clubs in the International Group have the necessary skills. So the normal pattern is that the day-to-day management of the Club’s investments, in accordance with the agreed current policy, is delegated to professional investment managers, who can give it full-time and specialised attention. The performance of the investment managers will be closely monitored, by the Club’s managers and by the Board or its investment sub-committee.

Performance is usually measured against a benchmark, which itself reflects the criteria of the investment policy. The investment manager will have to explain both over- and under-performance against the benchmark.

…and further delegation
The investment managers themselves may not have all the skills in-house to cover all classes of assets. Sub-managers can then be appointed to handle those parts of the portfolio which the investment managers delegate to them. The choice of sub-contractors usually has to be approved by the Board, or its investment sub-committee. The selection of appropriate sub-contractors is one of the key skills of the investment managers. As regards investment in equities – the area where sub-contractors are employed most frequently – the sub-contractors may themselves prefer to invest in different types of collective investment instruments, rather than pick and choose between individual stocks. By using collective investment instruments, the Club gains a wider spread of risks but, on the other hand, incurs greater costs, since the funds in which the investments are placed will themselves have managers to remunerate. Once again, the sub-contractors are measured by a pre-agreed benchmark.

The effective delegation of the management of the Club’s investments to third party investment managers requires very close liaison between the Club’s managers and the investment managers. The latter need to understand the overall financial position of the Club, its short and longer term objectives and, of course, its cash flow position. It would make no sense to lock the invested funds into instruments giving a good return in the long term, if those investments had to be sold at short notice in order to boost the Club’s operating funds.

Such is the importance of investments in the business of the Clubs that their Rule Books nowadays contain specific provisions dealing with the topic. For example, the Rules of one Club contain the following:

The funds of the Association may be invested under the direction of the Board by means of the purchase of such stocks, shares, bonds, debentures or other securities or the purchase of such currencies, commodities, or other real or personal property, or by means of being deposited in such accounts or by means of being loaned on such terms and in such manner as the Board may think fit. The funds of the

Association may also be invested by such other method as the Board may approve including investments in and loans to any holding, subsidiary or associated company of the Association on such terms and in such manner as the Board may think fit.

Action step:
Investment policies
l What is the present investment policy of your Club and where is it to be found?

l Who is responsible for managing your Club’s investments?

l How is the performance of the investment managers monitored by the Club?
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Appendix 1: Club foundation dates
	Club
	Date of
Foundation
	Comments

	The Ship Owners’ Mutual

Protection Society
	1855
	Located in London. Managed by Peter Tindall, Riley & Co. First P&I Club to trade. Predecessor of Britannia

	The Shipowners’ Protection

Association
	1855
	Located in Topsham, Devon. Moved to London in 1873. Managed by John Holman & Sons. Predecessor of Shipowners (Luxembourg). Close early ties with West of England – same founders/managers until 1955

	The North of England Iron Steamship Protection Association
	1860
	Located in Newcastle upon Tyne, UK. ‘Iron Steamship’

deleted from title in 1869

	Steamship Owners’ Mutual Protection and Indemnity Association
	1874
	Located in Newcastle upon Tyne, UK. Formed by J Stanley Mitcalfe

	The North of England Protecting and Indemnity Association (www.nepia.com)
	1886
	Amalgamation of Clubs 3 and 4. based in Newcastle upon Tyne, UK. Known as ‘The North of England’ or more recently branded as ‘North’

	United Kingdom Mutual Steam Ship Assurance Association. Also now operates as United Kingdom Mutual Steam Ship Assurance Association (Europe) Ltd. (www.ukpandi.com)
	1869
	For the years 1869–71, the Club insured hull risks. Known as ‘The UK Club’

	American Steamship Owners Mutual Protection and Indemnity Association Inc (www.american-club.com)
	1917
	Formed by Johnson & Higgins (marine brokers and adjusters acquired by Marsh in 1997). Reinsured on quota share basis in early years by the London Club. J & H created subsidiary called Shipowners’ Claims Bureau Inc which manages the Club to this day, though now it is a

fully independent management company. Joined IG in

1989. Known as ‘the American Club’

	The Japan Ship Owners’ Mutual Protection and Indemnity Association (www.piclub.or.jp)
	1950
	Became a member of the IG in 1976, joining the Pooling

Agreement in 1989. Known as ‘the Japan Club’

	Assuranceforeningen Gard. Also now operates as Gard (P&I) Bermuda (www.gard.no)
	1907
	Known as ‘Gard’

	Assuranceforeningen Skuld. Also now operates as Skuld Mutual Protection and Indemnity Association (Bermuda) Ltd. (www.skuld.com)
	1897
	Known as ‘Skuld’
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	Club
	Date of
Foundation
	Comments

	The Britannia Steam Ship Insurance Association Limited (www.britanniapandi.com)
	1871
	Formed and managed by Tindall Riley. Successor to the Ship Owners’ Mutual Protection Society, originally only covering H&M risks. In 1876 Britannia took over the liability risks previously insured with The Ship Owners’ Mutual Protection Society and in 1886 became a P&I Club. Current management company named ‘Tindall Riley (Britannia) Limited’. Known as ‘Britannia’

	The Newcastle P&I Association
	
	Merged with North of England Club in 1998/99

	Liverpool & London
	
	Ceased underwriting at 20 February 2000. Most Members then transferred to the North of England Club

	The Standard Steamship Owners’ Protection & Indemnity Association (Bermuda) Limited. Also now operates as:

l The Standard Steamship Owners’ Protection and Indemnity Association (Europe) Ltd.

l The Standard Steamship Owners’ Protection and Indemnity Association (Asia) Ltd. (a reinsured subsidiary association)

(www.standard-club.com)
	
	Managed by Charles Taylor & Co (Bermuda). Known as

‘the Standard Club’ or ‘Standard’

	The Steamship Mutual Underwriting Association (Bermuda) Limited. Also now operates as The Steamship Mutual Underwriting Association Ltd. (www.simsl.com)
	1909
	Managed by Steamship Insurance Management Services

Limited. Known as ‘Steamship Mutual’

	The London Steam-Ship Owners’ Mutual Insurance Association Limited (www.londonpandi.com)
	1866
	Originally managed by Sir George Hodgkinson and bought out in 1870 by Arthur Bilbrough. Current Club is merger of two original Clubs. Known as ‘The London Club’

	Sunderland
	
	Ceased underwriting 20 February 1990. Run-off reinsured with UK Club, to which a number of its members transferred

	The Shipowners’ Mutual Protection & Indemnity Association (Luxembourg) (www.shipownersclub.com)
	1976
	Successor to the Shipowners’ Protection Association. Known as ‘Shipowners’ or SOP
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	Club
	Date of
Foundation
	Comments

	The West of England Ship Owners Mutual Insurance Association (Luxembourg)

(www.westpandi.com)
	1870
	Managed by John Holman & Sons. Formed as a mutual for insurance of third party liabilities for vessels powered by steam. Known as ‘West of England’

	The Swedish Club

(www.swedishclub.com)
	1872
	Established in 1872 as H&M Club and began writing P&I

risks in 1910.
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Appendix 2: Extract from early statutes
Extract from the early statutes of the first protecting club – the Ship Owners’ Mutual Protection Society: The Ship Owners’ Mutual Protection Society

Capital – one million

established for the purpose of protecting Ship Owners against the liability incurred under the 504 Sect of the “Merchant Shipping Act, 1854”, and also the risk of running down other Vessels and Craft, not covered by the ordinary Marine Policies...

WHEREAS ships and vessels very frequently receive considerable damage, and together with their freights (if any) are some-times wholly lost, by reason of their coming in contact with other ships and vessels; and it often happens that the owners of the first-mentioned ships and vessels have not only to pay to the owners

of the secondly-mentioned ships and vessels, or of their cargoes, damages amounting to the full value of the first-mentioned ships and vessels and their freight (if any), but have also to expend considerable sums of money in repairing the damage so as aforesaid occasioned to their own ships and vessels:

AND WHEREAS since the passing of [Lord Campbell’s Act] the owners of ships and vessels may, and probably will, in some instances, also become liable to pay damages in consequence of loss of life, or personal injury caused to passengers, either on board their own or other ships or vessels, by the improper navigation of their ships or vessels:

AND WHEREAS an Insurance cannot legally be effected upon a ship or upon freight beyond the value of such ship or freight, consequently ship owners may be subjected to heavy losses, claims, and demands arising as aforesaid against which they cannot and will not be able to protect themselves by ordinary insurances upon their ships and freights;
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Appendix 3: Employee Protection and Social Responsibility
Legislation
Extracts from the Advanced Study Group Report (1957) on Developments in
Employee Protection and Social Responsibility Legislation
The Employers’ Liability Act of 1880 introduced the concept of compensation for injuries sustained at work, by relaxing the strict application of the doctrine of common employment in certain kinds of industries. This doctrine provided a defence to an employer sued in respect of personal injuries caused by the negligence of a person employed by him, if that person was, at the time the injuries were caused, in common employment with the person injured. While the Act applied to persons on board harbour and river craft, it did not apply to the crew of sea-going vessels. Furthermore, employers could contract out of the Act’s provisions, by inserting suitable clauses in their employment contracts.

The Merchant Shipping Act 1894
This Act repeated and refined many of the provisions of the Merchant Shipping Act 1854, relating to injury to and illness of the crew. Similarly, the Merchant Shipping Act 1906 repeated and refined those provisions of the 1894 Act.

The Workmen’s Compensation Act 1897
This was the first Workmen's Compensation Act in the U.K. Under this Act, when workmen engaged in dangerous occupations, involving work on or in or about a railway, factory, mine, etc. as provided in Section 7 of the Act, were injured while at work, the employer was liable to pay compensation for their injuries. Where the injury was caused by the personal negligence or wilful act of the employer, or of some person for whose act or default the employer was responsible, the injured party might, at his option, claim compensation under this Act or damages under the common law.

As docks, wharves, quays, etc. were included in the definition of the word ‘factory’, the P&I Clubs were indirectly affected by this Act as stated in page 8 of the Advanced Study Group Report. As a result of this Act, the Liverpool & London Club agreed in 1898 to issue Letters of Indemnity to stevedoring contractors,

under which the Club agreed to indemnify them in respect of their liability for all accidents to their workmen while working on or about a vessel entered in that Club. In return for this, the stevedoring firms did not include the cost of Employers' Liability Insurance in their charges to shipowners.

The Factory Act 1901
In 1901, the Factory Act provided for regulations to ensure the safety of workers. Fines on shipowners under these regulations were covered by the Clubs, unless the fault was on the part of the shipowners rather than their employees.

The Workmen's Compensation Act 1897
In 1906 this Act was extended to all workers, including seamen on ocean-going vessels. As well as improving the right of the workman to claim, it also imposed strict restrictions on employers inserting exclusion provisions in service contracts (Section 3).

The Merchant Shipping (International Labour Conventions) Act 1925
In 1925 crew liabilities were again increased by the Merchant Shipping (International Labour Conventions) Act, which gave seamen up to two months’ wages during unemployment after a shipwreck.
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The Law Reform (Contributory Negligence) Act 1945
Under this Act it was no longer a defence to a claim for death or injury to establish that the accident was caused in part by the conduct of the victim. This increased the scope generally for successful claims in tort.

Section 1 of that Act provides: Where any person suffers damage as the result partly of his own fault and partly of the fault of any other person or persons, a claim in respect of that damage shall not be defeated by reason of the fault of the person suffering the damage, but the damages recoverable in respect thereof shall be reduced to such extent as the court thinks just and equitable having regard to the claimant's share in the responsibility for the damage:

Provided that–

(a) this subsection shall not operate to defeat any defence arising under a contract;

The National Insurance (Industrial Injuries) Act 1946
In 1946 the passing of the National Insurance (Industrial Injuries) Act marked a further development in the law as regards responsibility for employed persons. By this Act, which replaced the various Workmen’s Compensation Acts 1925 – 1945, the compensation of workmen by the employers for all injuries suffered at work was transferred to a state insurance. Under this Act, every insured employee and every employer of him were compelled to pay weekly contributions to the Industrial Injuries Fund at the required rates, which were further subsidised by funds from the government. The general effect, however, of regulations made under the Act was that its benefits were not paid in respect of personal injuries suffered by seamen for which the shipowner was liable under the Merchant Shipping Acts.

The Law Reform (Personal Injuries) Act 1948
In 1948 the Law Reform (Personal Injuries) Act abolished the doctrine of common employment. This represented a major increase in employers’ liabilities at common law. For the first time, they could be held responsible, through the principle of vicarious liability1, for the death and injury of their employees caused by the negligence of another employee.

This outline has concentrated on the development of social policy under English law, similar developments were taking place in many other parts of the world. The result was a measurable increase in shipowners’ liabilities worldwide. The ASG report recalls that the Clubs fully supported the introduction of a Federal Workmen's Compensation Law2 for dock workers in the United States , and a similar Act for seamen in Canada3.

1The doctrine by which an employer is held legally responsible for the conduct of its employees in the course of their employment. The principle can be traced to the case of Duncan v. Fletcher (1839)

2Longshore and Harbor Workers' Compensation Act 1927

3Predecesssor of Merchant Seamen Compensation Act 1985
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Appendix 4: Clubs’ Overseas Offices
	1

2

3

4
	Club (main office in brackets)
	Location of overseas offices
	Role
	Date established

	
	American Club (New York, USA)
	London
Claims; market liaison
1998

	
	
	Piraeus
Claims
2005

	
	
	Shanghai
Claims
2007

	
	Gard (Arendal, Norway)
	Gothenburg
Claims; underwriting
1996

	
	
	Piraeus
Claims
2008

	
	
	Helsinki
Claims; underwriting
2003

	
	
	Hong Kong
Claims
1997

	
	
	London
Claims; underwriting;market liaison
1982

	
	
	New York
Claims
2006

	
	
	Tokyo
Claims (+licensed to underwrite)
1991

	
	Skuld (Oslo, Norway)
	Moscow
Representative office?
2006

	
	
	Copenhagen
Claims; underwriting

	
	
	Hamburg
Claims
2006

	
	
	Piraeus
Claims; marketing

	
	
	Singapore
Claims
2006

	
	
	Hong Kong
Claims

	
	
	New York
Claims
2007

	
	
	
	Most of Skuld’s syndicates have local underwriting ability but with strict guidelines and authority levels from centre
	

	
	Britannia

(London, UK)
	No overseas offices
	Uses network of local correspondents, some of whom are exclusive to Britannia. Authority to settle claims remains with Britannia’s claims team in London.
	

	
	
	Exclusive correspondents in Japan, Korea, Taiwan, Hong Kong, Indonesia, Singapore, Spain
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Club (main office in brackets)

Location of overseas offices

Role
Date established
5
Japan Club

(Tokyo, Japan)


London
Market liaison and representative
1985

London
Claims management functions
2009
6
London Club

(London, UK)


Piraeus
Claims

Hong Kong
Claims
1976?
7
North (Newcastle upon Tyne, UK)


Hong Kong
Claims
1995

Piraeus
Claims
2000

Singapore
Representative office but with plan to become full branch office within 2 years of opening.



2007

Underwriting and routine claims-handling dealt with at UK headquarters.

8
Shipowners

(London, UK)


Vancouver
Underwriting
2007

Singapore
Claims; underwriting
2009
Full underwriting and claims handling offices, using local correspondents to provide claims support

9
Standard

(London, UK)


Singapore
Claims; underwriting
1996?

New York
Claims
Piraeus
Claims
Tokyo
Representative office?
10   Steamship

(London, UK)


Hong Kong
Representative office

Rio de Janeiro
Representative office
Business is regionalised but most staff are

London-based
11   Swedish Club (Gothenburg, Sweden)


Piraeus
Claims; underwriting
1980

Hong Kong
Claims
1982

Tokyo
Claims
1998
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	12

13
	Club (main office in brackets)
	Location of overseas offices
	Role
	Date established

	
	UK Club

(London, UK)
	Tokyo
Representative office
1989

	
	
	Piraeus
Claims
1996?

	
	
	New Jersey
Claims
1996?

	
	
	San Francisco
Claims
1996?

	
	
	Beijing
Representative office
1997?

	
	
	Hong Kong
Claims
1996?

	
	
	Singapore
Claims
1998

	
	
	Shanghai
Representative office
1997?

	
	
	
	New Jersey and Hong Kong are Regional Offices for Americas and Asia Pacific business respectively.
	

	
	West of England (London, UK)
	Hong Kong
	Underwriting; claims
	

	
	
	Piraeus
	Claims
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Appendix 5: The standard form of Club Letter of Guarantee
To the Arresting Party [who should be clearly identified]

Date

Dear Sirs, SS/MV: Date:

Incident: [a precise description is needed here]

IN CONSIDERATION of and upon condition that you release from arrest and/or do not detain the above vessel or any other vessel or property in the same or associated ownership, management, possession or control in connection with the above incident and that you refrain from commencing and/or prosecuting legal or arbitration proceedings (otherwise than before the court or tribunal referred to below) against the owners of the above vessel their servants or agents in connection with such incident we hereby undertake to pay you on demand any sum not exceeding US$ (United States Dollars) inclusive of interest and costs which may either be agreed between the parties to be due to you in respect of the above incident or which may be finally adjudged to be due to you in respect thereof from the owners of the above vessel by (a) the Court of…… or (b) a Court of competent jurisdiction.

[Note that it may be necessary to make reference to arbitration, if the competent ‘court’ to adjudicate the case is an arbitration tribunal]

This guarantee is given without prejudice to any rights or defences available to the owners of the ‘ ’ under any applicable law or legislation including the owners’ right to limit liability.

Yours faithfully

[Name]

Claims Manager

FOR [Name of the Managers]

As Managers for and on behalf of

[ P&I Club concerned]
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Appendix 6: Provision of defence cover by the P&I Clubs
	Club
Defence Provision
Comments
1
American Club
Class II
Separate Class

2
Gard
Part IV Rule 65
Part of Club cover

3
Skuld
Part III Rule 27
Part of Club cover

4
Britannia
Class 6
Separate Class

5
Japan Club
Special Cover V
Separate Class

6
London Club
Class 8
Separate Class

7
North
Class 2
Separate Class

8
Shipowners
Part III Rule 6
Part of Club cover

9
Standard
Defence Rules
Part of Club cover

10  Steamship
Class II
Separate Class

11  Swedish Club
FD&D Rules 1–28
Separate Class

12  UK Club
UK Defence Club
Separate Club

	13
	West of England
	Class 2
	Separate Class
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Appendix 7: Extract from a typical container liner operator bill of lading
This bill of lading, from the Maersk Line, sets out the liability of the carrier in the case of combined transport.

6. Carrier's Responsibility - Multimodal Transport
Where the Carriage is Multimodal Transport1, the Carrier undertakes to perform and/or in his own name to procure performance of the Carriage from the Place of Receipt or the Port of Loading, whichever is applicable, to the Port of Discharge or the Place of Delivery, whichever is applicable, and, save as is otherwise provided for in this bill of lading, the Carrier shall be liable for loss or damage occurring during the Carriage only to the extent set out below:

6.1. Where the stage of Carriage where loss or damage occurred is not known. a.  Exclusions

The Carrier shall be relieved of liability for any loss or damage where such loss or damage was

caused by:

i.  an act or omission of the Merchant or Person acting on behalf of the Merchant other than the

Carrier, his servant, agent or Subcontractor,

ii.  compliance with instructions of any Person entitled to give them, iii.  insufficient or defective condition of packing or marks,

iv.  handling, loading, stowage or unloading of the Goods by the Merchant or any Person acting on his behalf,

v.  inherent vice of the Goods,

vi.  strike, lock out, stoppage or restraint of labour, from whatever cause, whether partial or general,

vii.  a nuclear incident,

viii.  any cause or event which the Carrier could not avoid and the consequences whereof he could not prevent by the exercise of reasonable diligence.

b.  Burden of Proof

The burden of proof that the loss or damage was due to one or more of the causes or events specified in this clause 6.1 shall rest upon the Carrier. Save that if the Carrier establishes that, in the circumstances of the case, the loss or damage could be attributed to one or more of the causes or events specified in clause 6.1(a)(iii), (iv) or (v), it shall be presumed that it was so caused. The Merchant shall, however, be entitled to prove that the loss or damage was not, in fact, caused either wholly or partly by one or more of these causes or events.

c.  Limitation of Liability

Except as provided in clauses 7.2(a), (b) or 7.3, if clause 6.1 operates, total compensation shall under no circumstances whatsoever and howsoever arising exceed USD 500 per package where

1According to the ‘Definitions’ in the Bill of Lading, ‘Multimodal Transport’ arises if the Place of Receipt and/or the Place of Delivery are indicated in the relevant spaces provided in the Bill of Lading.
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Carriage includes Carriage to, from or through a port in the United States of America and in all other cases 2 SDR per kilo of the gross weight of the Goods lost or damaged.

6.2. Where the stage of Carriage where the loss or damage occurred is known. Notwithstanding anything provided for in clause 6.1 and subject to clause 18, the liability of the Carrier in respect of such loss or damage shall be determined1:

a.  by the provisions contained in any international convention or national law which provisions:
i.  cannot be departed from by private contract to the detriment of the Merchant, and
ii.  would have applied if the Merchant had made a separate and direct contract with the Carrier in respect of the particular stage of the Carriage during which the loss or damage occurred and received as evidence thereof any particular document which must be issued if such international convention or national law shall apply; or

b.  in case of shipments to or from the United States of America by the provisions of US COGSA if the loss or damage is known to have occurred during Carriage by sea to or from the USA or during Carriage to or from a container yard or container freight station in or immediately adjacent to the sea terminal at the Port of Loading or of Discharge in ports of the USA; or

c.  by the Hague Rules Articles 1–8 only inclusive where the provisions of clauses 6.2(a) or (b) do not apply if the loss or damage is known to have occurred during Carriage by sea; or

d.  if the loss or damage is known to have occurred during Carriage inland in the USA, in accordance with the contract of carriage or tariffs of any inland carrier in whose custody the loss or damage occurred or, in the absence of such contract or tariff by the provisions of Clause 6.1, and in either case the law of the State of New York will apply; or

e.  where the provisions of clause 6.2(a), (b), (c) and/or (d) above do not apply, in accordance with the contract of carriage or tariffs of any inland carrier in whose custody the loss or damage occurred or in the absence of such contract or tariff by the provisions of clause 6.1.For the purposes of clause

6.2 references in the Hague Rules to carriage by sea shall be deemed to include references to all waterborne Carriage and the Hague Rules shall be construed accordingly.

6.3. If the Place of Receipt or Place of Delivery is not named on the reverse hereof the Carrier shall be under no liability whatsoever for loss or damage to the Goods howsoever occurring:

a.  if the Place of Receipt is not named on the reverse hereof and such loss or damage arises prior to loading on to the vessel; or

b.  if the Place of Delivery is not named on the reverse hereof, if such loss or damage arises subsequent to discharge from the vessel, save that where US COGSA applies then the provisions stated in said Act shall govern before loading on to and after discharge from any vessel and during Carriage to or from a container yard or container freight station in or immediately adjacent to the sea terminal at the Port of Loading and/or Discharge.

1That is to say, liability is determined by the mandatory law applicable to the mode of transport in which the cargo was being car- ried when the loss or damage occurred. Thus a ‘network’ of mandatory laws governs the carrier’s liability – hence the term ‘net- work’ basis of liability.
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Step1
	Premium (i)
	Tonnage (ii)
	%
	C laims(iii)
	Average

	US$
	
	
	US$
	Percentage


	Brita n nia
	201,472,1n
	9.21
	
	98,874,501
	11.93
	
	322,137,643
	10.51
	
	10.55

	London
	79,881,537
	3.65
	
	36,525,373
	4.41
	
	220,659,368
	7.20
	
	5.09

	Skuld
	156,103,655
	7.13
	
	57,300,000
	6.92
	
	152,339,231
	4.97
	
	6.34

	Standard
	166,394,952
	7.60
	
	68,780,049
	8.30
	
	225,046,350
	7.35
	
	7.75

	United Kingdom
	262.213,000
	11.98
	
	101,945,407
	12.30
	
	520,014,521
	16.98
	
	13.76

	Gard
	292,251,804
	13.36
	
	126,188,109
	15.24
	
	359,767,204
	11.74
	
	13.44

	West of England
	187,720,863
	8.58
	
	52,462,246
	6.33
	
	391,525,049
	12.78
	
	9.23

	Swedish
	63,190,340
	2.89
	
	26,271,668
	3.17
	
	100,723,547
	3.29
	
	3.12

	Steamshi p Mut ual
	179,235,180
	8.19
	
	53,451,415
	6.45
	
	289,886,934
	9.46
	
	8.03

	North of England
	210,199,857
	9.61
	
	90,588,552
	10.93
	
	151,480,648
	4.94
	
	8.49

	Japa n
	194,135,210
	8.87
	
	88,581,757
	10.69
	
	161,268,120
	5.26
	
	8.27

	American
	86,316,999
	3.94
	
	15,022,833
	1.81
	
	103,850,864
	3.39
	
	3.05

	Shipowners
	109,163,000
	4.99
	
	12,601,786
	1.52
	
	65,119,177
	2.13
	
	2.88

	
	2,188,278,574
	100.00
	
	828,593,696
	100.00
	
	3,063,818,656
	100.00
	
	100.00


(i)    Premiu ms a re Cl u bs' latest forecasts of their total estimated premi u m for the 2010/11 policy year.
(ii)   Tonnages a re Cl ubs' ea rl y forecasts of their owned  ent ry ton nages for the 2010/11 policy  year.
(iii)  Claims are  t he total aggregate of incurred claims for t he 1990191 to 2010/11 policy years as at 20t h Februa ry 2010. These a re net of retentions
but inclusive of Cl u bs' contributions to t heir own claims.
Step2
2010/11 Policy year - Su mma ry of Loss Ratio Calculation
1970n1 to 2009/10 Policy  years
	
	Net Payable
US$
	
	Net Recoverable
US$
	Loss Ratio %

	Brita nnia
	451,690,826
	
	412,983,495
	91.43

	London
	373,568,355
	
	393,052,058
	105.22

	Skuld
	254,569,066
	
	206,202,571
	81.00

	Newcastle •
	51,455,823
	
	66,901,480
	130.02

	Sta ndard
	345,407,937
	
	365,337,826
	105.77

	Liverpool & London •
	60,232,900
	
	75,012,559
	124.54

	Sunderla nd •
	20,396,866
	
	16,416,430
	80.49

	United Kingdom
	821,500,375
	
	762,220,223
	92.78

	Gard
	435,739,074
	
	427,532,526
	98.12

	West  of Engla nd
	505,231,810
	
	539,167,530
	106.72

	Swedish
	95,760,244
	
	110,051,424
	114.92

	Steamshi p Mu t ual
	430,681,435
	
	413,010,347
	95.90

	Nort h of Engla nd
	158,281,469
	
	179,051,461
	113.12

	Ja pa n
	219,563,094
	
	212,754,671
	96.90

	America n
	107,241,059
	
	144,647,367
	134.88

	Shi powners
	57,510,805
	
	64,489,171
	112.13

	
	4,388,831,140
	
	4,388,831,140
	


Aggregate of pa ya bles to a nd recovera bles from t he Pool (act ual a nd estimated) a nd resulta nt loss ratio for policy years  1970/71 to 2009/10. These  are net of Clu bs' own contri bu tions to t heir own claims.
The figu res for t he Newcastle, Liverpool & London a nd Sunderla nd Clu bs are included beca use t hey were parties to t he Pooling Agreement in past  years.
All have now ceased undeiWriting.
Appendices
Step 3
2010/11 Policy year - Ad just ment of Provisional Percentages in Line with Loss  Ratio
	loss Ratio
	2010/11
	Ad justment
	Revised
	Apportionment
	F i na l  Percentages

	
	Percentages
Before
Ad justment
	%
	Percentages
	of Difference
	(1st Provisiona l)


	Brita nnia
	91.43
	10.55
	-8.57
	9.65
	
	-0.04
	
	9.61

	London
	105.22
	5.09
	5.22
	5.36
	
	-0.02
	
	5.34

	Skuld
	81.00
	6.34
	-19.00
	5.14
	
	-0.03
	
	5.11

	Sta ndard
	105.77
	7.75
	5.77
	8.20
	
	-0.03
	
	8.17

	United Kingdom
	92.78
	13.76
	-7.22
	12.77
	
	-0.06
	
	12.71

	Gard
	98.12
	13.44
	-1.88
	13.19
	
	-0.06
	
	13.13

	West of Engla nd
	106.72
	9.23
	6.72
	9.85
	
	-0.04
	
	9.81

	Swedish
	114.92
	3.12
	14.92
	3.59
	
	-0.01
	
	3.58

	Steamshi p Mutual
	95.90
	8.03
	-4.10
	7.70
	
	-0.03
	
	7.67

	North of Engla nd
	113.12
	8.49
	13.12
	9.60
	
	-0.03
	
	9.57

	Ja pa n
	96.90
	8.27
	-3.10
	8.01
	
	-0.03
	
	7.98

	America n
	134.88
	3.05
	34.88
	4.11
	
	-0.01
	
	4.10

	Shi powners
	112.13
	2.88
	12.13
	3.23
	
	-0.01
	
	3.22

	
	
	100.00
	
	100.40
	
	-0.40
	
	100.00
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Appendices
Appendix 10: Handling a claim of US$600m
	Claim
Amount
	Reinsurer
	Retrocessionnaire1
	Comments

	<US$9m
	None
	None
	Retained by the Club in which the ship is entered2

	US$9 – 30m
	Pool
	None
	The amount borne by each Club is determined on the one-third/one- third/one-third basis

	US$30 – 45m
	Pool
	Reinsured into each

Club’s Hydra Cell
	The amount borne by each Club is determined on the one-third/one- third/one-third basis

	US$45 – 60m
	90% Pool 10% Claiming Club
	Reinsured into each

Club’s Hydra cell
	The amount borne by each Club is its proportion of the Group’s weighted tonnage premium

	US$60 – 70m
	95% Pool 5% Claiming Club
	Reinsured into each

Club’s Hydra cell
	The amount borne by each Club is its proportion of the Group’s weighted tonnage premium

	US$60 – 560m
	70% First Layer Group Reinsurance

30% retained by the Pool
	30% reinsured into each

Club’s Hydra Cell
	The amount borne by each Club is its proportion of the Group’s weighted tonnage premium

	US$560 – 600m
	Second Layer Group Reinsurance
	None
	The amount borne by each Club is its proportion of the Group’s weighted tonnage premium


1A reinsurer of a reinsurer

2Unless and to the extent that the Club has arranged additional reinsurance below the Pool Retention of US$8m.
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