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1 INTRODUCTION

11

12

1.3

14

British Maritime Technology Ltd (BMT) has been tasked with coordinating a
programme of studies and research for the European Commission’s Directorate
General for Energy and Transport (DG TREN), under the title Maritime Transport
Coordination Platform (MTCP). MTCP is charged with undertaking studies of DG
TREN'’s choosing that provide background support to their development of policy in
the maritime sector.

One such study concerns Insurance Practices for Third Party Liability Insurance in
the Field of Marine Transport and that is the subject of this Report. Within this sector
the Protection and Indemnity (P&I) Clubs comprise by far the largest provider of
insurance. The object is essentially to document how the P&l system works in
practice and how it responds to major incidents.

This Report was written following a joint study undertaken by BMT and DNV.
Although much of what this Report contains is sourced from the relevant information
to hand, it is also compiled with the cooperation of a number of key P&I providers
representing different parts of the market.

The Report sets out to address a humber of issues outlined as the Task Definition.
Namely:

1. Give the general background to maritime insurance with a description of the
commercial and mutual insurance markets.

2. Define P&I Clubs, their mutual status and the insurance products provided.
3. Illustrate case law relevant to third party liability.

4. Review conditions of entry of ships to P&I Clubs.

5. Review the opportunity for quality operators (exceeding normal

international regulatory standards) to obtain financial benefit / incentive
with regard to the cost of P&I cover.

6. Give consideration to ships that are not insured or are insured outside the
International Group context.

7. Illustrate P&I insurance issues by way of case studies.

MTCP
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2 EXECUTIVE SUMMARY

2.1 Third party liability insurance is not compulsory, though compulsory insurance is
being introduced in some regions (e.g. Japan).

2.2 The majority of craft will have third party liability insurance. Uninsured ships are a
potential problem but one that is not considered by the insurers as likely to be
significant — particularly amongst seagoing ships. However, compulsory insurance
may be welcomed by the marine insurers as a tool to influence quality — though there
are several caveats including the policing and enforcement issues.

2.3 The P&I Clubs provide the vast majority of third party liability cover in the marine
sector. Of these the vast majority of ship owners are entered within a mutual P&l
Club and member of the International Group of P&l Clubs; 85% to 90%+ for ocean
going ship types are entered with the International Group Clubs, dependent on
sector. The thirteen Clubs in the International Group provide third party liability
insurance for an estimated 98% of the world’s ocean going tanker fleet.

2.4 Other liability cover providers predominantly cater for niche clients — ship types,
trades.

2.5 The P&I Clubs form an integral part of the marine industry.

2.6 The P&I Clubs provide a flexible cover suited to their Members’ needs and adaptable

to changes in legal and commercial framework. They have a service based ethos. The
product extends beyond pure insurance cover to include claims handling, legal and
technical advice through to a full-scale emergency response assistance.

2.7 The concept of Mutuality underpins the service ethos and is a fundamental part of
the P&I Clubs’ ability to provide the range and magnitude of cover, both within
individual Clubs and amongst the International Group. It is their mutuality that
makes the P&I Clubs fundamentally different from commercial insurers.

MTCP M210001052001C October 2005
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2.8

2.9

2.10

211

The mutual system and pooling of Club resources within the International Group
permits the P&l Clubs (of the International Group) to provide cover of up to $2
billions (maximum to the reinsurance) or an ultimate level of about $4 billions. This
cover is open to every Club within the Group and far exceeds anything provided
under other forms of insurance.

Quiality of ships and shipping operations has been a factor considered by the P&I
Clubs for several years. A system of monitoring, vetting, inspecting and training has
been developed in order to track and influence quality of operations. The quality of
the system, and the scope of the quality assessment, varies from Club to Club,
however.

Within certain liability categories, such as oil pollution the P&I system works as a
complementary part of the international regime. For oil pollution the compensation
limits have recently been raised. An optional third tier Supplementary level of
compensation is likely to cover all foreseeable pollution costs in a major incident.
Other lower levels may be debatable.

The funding of the new compensation regimes is the cause of much debate with oil
producers in particular questioning the balance over the long term between
themselves and insurers. The P&I insurers themselves may be wiling also to see this
reviewed in order to continue the perceived equitable process seen to date.

MTCP
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3 BACKGROUND

3.1

3.2

3.3

3.4

The shipowner requires insurance against the loss of or damage to his physical
property — the ship. (He) also requires insurance against third party liabilities that
may arise. To meet his needs the shipowner will normally purchase three main types
of insurance: hull & machinery insurance, third party liability insurance (P&l cover
predominantly) and war risks insurance, with other covers available as needed.

Hull and machinery insurance is normally provided either by commercial insurers or
from Lloyd’s of London market place. Third party liability insurance is
overwhelmingly provided by a Protection and Indemnity (P&I) club — the majority
being mutual societies. War risk insurance may be provided from commercial
sources, or from specialised war risk Clubs.

Main Types of Insurance available to the shipowner:

Hull and Machinery

Third Party Liability

War Risks

Freight, Defence, Demurrage
Strike Liability

Loss of Hire

I N

Charterers of ships have fewer third party liability risks, but these are also covered by
the market place. They may be dealt with either by the shipowner based P&I Clubs
(as Charterer’s entry) or by a small number of dedicated P&I entities. Types of
Insurance available to the Charterer:

7. P&l (Charterer’s entry)

8. Hull damage (Hull as the third party)
9. Bunkers - loss /7 damage to

10. Loss of Freight or Hire

The organisations and market providing these insurance types are described in more
detail below:

MTCP
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3.1

Organisations

Commercial insurers — insurance and reinsurance companies: Within their
marine sections primarily providing hull insurance to the marine market plus
reinsurance leads. Internationally based, a large percentage of business is
conducted in or through London. Such insurers may be part of the International
Underwriting Association (IUA), based in London and the largest of its type of
organisation. The IUA acts as representative body for “international and
wholesale insurance and reinsurance companies”, fulfilling both “trade
association” and “market association” roles. The IUA hull account is
approximately 173 the size of Lloyd’s of London. For more information about IUA,
see www.iua.co.uk.

o Commercial insurers exist to make a profit for their owners, by writing
insurance against detailed policies, primarily for hull and machinery risk.

Lloyd’s of London is not an insurer itself but a market place where lines of risk are
underwritten by Syndicates of investors (Names), headed by a managing agent
acting on the investors’ behalf. Primarily providing hull insurance (covering the
hull and the machinery within) for the marine market as part of the general
insurance business. There are very few specialised marine insurers. Previously
unlimited liability has been capped and consequently individual private investors
have tended to be replaced to a great extent by corporate bodies. Lloyd’s is in
competition with the commercial insurers, though percentage lines of insurance at
Lloyd’s may be taken by commercial insurers. Most insurance is underwritten by a
number of Syndicates, spreading the risk. LIoyd’s accounts for about three quarters
of the London based hull insurance market, itself about 25% of the global market.
See www.lloyds.com for more information.

The Lloyd’s investors aim to make a profit by underwriting risks including marine
risks primarily against set hull and machinery policies.

Third Party Insurance. Cover against liability risks for which the shipowners, or
to a lesser extent the charterers, fall liable. The cover is provided overwhelmingly
by the mutual P&l Clubs. Thirteen mutual P&l Clubs grouped into the
International Group of P&I Clubs have approximately 85% by number and 90%
by tonnage of the world’s shipping entered with them. Gross annual underwriting
premiums in the region of 2 billions US$. The mutual Clubs do not make profit
(nor losses) per se but aim to cover the Members’ risks across the Membership.
Also a number of non-mutual, fixed premium, providers exist including Syndicates
at Lloyd’s (now in run-off), Lloyd’s backed Agency Underwriters and independent
commercial operations. These exist to make a profit on the insurance business.

MTCP
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Brokers handle the majority of insurance business. Some organisations,
particularly the mutual P&I Clubs, may deal direct with the prospective insured,
though these can also utilise P&I brokerage services. Brokers handle most Hull &
Machinery business either directly placing the business or advising one of the
parties.

3.2 Locations

3.2.1 Whist other locations have grown and taken market share, the London Market at
present continues to be the largest single provider of insurance, (including marine
insurance). London retains approximately 25% of the world market for hull
insurance, with annual premiums in the order of 600 millions US$. Other main hull
insurance centres are USA, Norway, Japan, France and Germany.

3.2.2 For third party liability, the thirteen International Group Clubs form the focus -
covering about 85% of numbers and 90% of world tonnage. The International Group
headquarters is in London, together with several of its Members’ offices. Other
member locations include Scandinavia, America and Japan. The China P&I Club has
in 2004 approached the International Group for Membership.

3.2.3 An appreciation of the comparative size of the P&l market against the general
insurance market can be gained from the following approximate statistics:

3.24 Overview of 2001 gross premiums: (All business sectors)

1. Lloyd’s $US 16.9 billion (£9.6bn) 48% (of London Market)
2. IUA $US 16.4 billion (£9.4bn) 47%
3. P&l $US 1.76 billion (£ 1.0bn) 5%
3.2.5 Overview of 2001 gross premiums: (Marine, Aviation and Transport sectors)
1. Lloyd’s $US5.1Billion (£2.9 bn) 50.9%
2. IUA $US 3.17 billion (£1.8 bn) 32.1%
3. P&l $US 1.76 Billion (£1.0 bn) 17%
MTCP M210001052001C October 2005
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3.3
33.1

3311

3312

3.3.13

3314

3315

Risks Covered by non Third Party Liability Insurance
Hull Insurance

Hull insurance principally covers loss of or damage to the shipowner’s physical
property — the ship, i.e. the insured ship’s hull, machinery within and propulsion
system. It also normally covers the ship’s contribution to General Average (a method
of sharing costs of actions taken to remedy a threat to the common interest of ship
and cargo) and salvage.

A hull policy will include a financial value for the insured ship. This is the amount
the insured would receive in the event of the ship becoming a “total loss™ - i.e. either
physically lost or where the cost of recovery would exceed the value of the ship
(“constructive total loss” or CTL). Additional total loss cover may (restricted in some
markets) be obtained at additional cost.

Over the years standard insurance clauses were developed by the various markets for
use in their policies. English, American, Norwegian and German policy documents
are in common use both within and outside their home regions. There are important
differences across these policies; e.g., the Norwegian and German documents being
all risks — removing from the shipowner the burden of proving that the loss is
attributable to a risk specifically covered by the policy.

The London market developed the “International Hull Clauses”, last updated in 2003.
These retain a “named risks” policy. Provided principally at Lloyd’s of London or by
Commercial Insurers, the hull insurance policies incorporating these Clauses do not
cover damage to the ship “howsoever caused” but instead list the specific risks
covered.

Some traditional risks are covered under strict liability, i.e. without need for fault or
blame: Traditionally, the principal risks covered in English policies in this way are:

1. Fire
2. Explosion

3. Perils of the sea. (Heavy weather, stranding, collision with other ships, but not the
“ordinary action of the winds and waves”).

MTCP
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3.3.16

3.3.1.7

3.3.2

3321

3322

Other named risks incorporated through time are excluded in these policies when
there has been a lack of “due diligence” by the insured or their manager, including
negligence of Master or Crew or Pilots”.

A development in the 19th Century was the incorporation of cover for damage to
another vessel (hull) caused by collision with the insured ship. Traditionally this
cover was limited to ¥ of the cost of the damage (see next section on third party
liability insurance). Today, the entire 4/4 (100%) collision risk may be taken by either
hull or P&I insurer. A hull policy containing a collision clause will also include a
limit to the insurer’s financial exposure. Liabilities over this limit will be covered
under the Owner’s P&I insurance, about which see more below.

Hull Policy Exclusions

Liabilities arising from war, terrorism and strikes and similar causes are almost
always specifically excluded from hull policies. As well as losses caused by a war,
the exclusion incorporates risks in peacetime from derelict mines and weapons, plus
acts of “any terrorist” or person “acting from a political motive” as well as “strikers”.
Separate insurance must be bought to cover these risks, about which see more below.

A small number of hull policies cover damage to jetties and structures, which would
normally be covered under the third party insurance, described next.

MTCP
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4 THIRD PARTY LIABILITY INSURANCE

4.1 Lloyd’s and the P&I Clubs

4.1 Whereas the main providers of hull insurance (Lloyd’s of London and the
commercial insurers) can best be thought of as part of the insurance industry,
providers of third party liability insurance through the mutual P&l Clubs, for the
most part, are an integral part of the marine industry. This has provided a
fundamental difference to the outlook and operation of marine third party insurance.

4.2 History of Third Party Insurance

421 To understand the nature of the marine insurance market and in particular the third
party liability market it is helpful to be familiar with at least some of its history and
the driving forces that shaped its present form.

422 Maritime insurance has ancient roots, stretching back in some form over several
millennia. By the end of the 17th Century, Northern Europe had become the focus for
much of the world’s trade and thus its insurance industry. For a fee, or premium,
certain merchants would provide shipowners and cargo owners with insurance
against loss during a venture. Policies were issued, detailing the insurance provided
and signed underneath by the merchant backers — thus becoming known as
Underwriters.

4.2.3 In London in 1680, Edward Lloyd opened a coffee house which became a focal point
for conducting insurance business and eventually developed into the insurance
market place which still bears his name (Lloyd’s of London); the merchants becoming
known as Lloyd’s Underwriters. The liability covered was principally the loss of the
ship (the hull).

424 Between 1719 and 1824 the providers of such insurance in England were limited by
Acts of Parliament to two named companies plus individual underwriters
(principally those operating at Lloyd’s Coffee House).

MTCP M210001052001C October 2005
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4.2.5

4.2.6

4.2.7

428

4.2.9

4.2.10

Aggrieved at the high premiums that arose from this situation, ship owners formed
Clubs as alternative insurance providers. Operating on a mutual, non-profit making
basis these Mutual Hull Underwriting Associations (Hull Clubs) gave similar cover at
reasonable rates, though they did so illegally until the repeal of the Act in 1824.

Until the mid 19th Century the shipowner was liable to few other insurance risks
than loss of the ship (the hull) and this was consequently the principal risk covered.
Cargo owners rarely claimed against the ship owner for loss or damage to their goods
and there was virtually no recourse for other third parties.

The first change came in the 1830s when it was established that the policies in use did
not cover the shipowner for damage to another ship (i.e. the third party hull). As a
response, hull policies were modified such that hull underwriters agreed to pay % of
the cost of damage to another ship, caused by their insured vessel. One quarter was
left uninsured, with the intention of the hull underwriters that this would act as a
safeguard against complacency by the shipowners.

The response to this was for the Hull Clubs to offer cover against this uninsured %,
thus providing the shipowner with combined 4/4 or 100% cover, though from two
different sources — the hull underwriter’s % and the mutual Club’s ¥.. Today 4/4
cover may be obtained from one source, if arranged, though the traditional split can
still be found in many cases.

A second great change came about in 1846 when the British Parliament introduced
the Fatal Accidents Act (Lord Campbell’s Act). This established the rights of
dependents of persons killed or injured as a result of a wrongful act of others.
Shipowners were thus exposed to potentially great losses, particularly in the context
of the time with ever increasing numbers of emigrant passengers being carried, often
in poor conditions.

The shipowners’ response was to form mutual Clubs or Associations to protect, on a
non-profit basis, against the new risks. The first of the new “Protecting Clubs”, the
Shipowner’s Mutual Protection Society, (Britannia Steam Ship Insurance Association
Limited of today), was created in 1855. The Britannia is celebrating its 150t
anniversary in 2005.

MTCP
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4211 Exclusion clauses, primarily in Bills of Lading?, legally removed most other insurance
risks from the shipowner. However, a further development came after the sinking of
the “Westernhope” in 1870, when it was established that cargo owners also had right
of recovery against the shipowner.

4212 Finding that the Protecting Clubs did not cover the new risks, shipowners in
Newcastle formed the Steamship Owners’ Mutual Protection and Indemnity
Association in 1874 - i.e. to indemnify Members against the losses from the new risks.
A number of the Protecting Associations also incorporated the indemnity cover,
turning into Protection and Indemnity (P&I) Clubs.

4.2.13 In Norway, in response mainly to the United States Hecter Act of 1893, which again
limited a shipowner’s reliance on exclusion clauses within the contracts of carriage,
Skuld P&I Club was formed in Oslo in 1897. This was joined in 1907 by Gard, in
Arendal.

4.2.14 By the turn of the 20th Century most of today’s existing major P&I Clubs had been
established. The cover provided has been progressively modified in response to the
increase in trade and the introduction of various national and international
legislation. The decrease in size of the home based Merchant Fleets and growth of
others has also been reflected in the increased international flavour of Club
Membership.

4.2.15 A further development was the entry into pooling arrangements by various Clubs.
The purpose of this is to pool or spread risks over certain financial limits between all
Members within the pool. This is an extension of the mutual principal found within
the individual Clubs. It culminated in 1981 with the formation of the International
Group of P&I Clubs (The International Group), and its Pooling Arrangement. The
International Group is described in more detail in Section 4.4.

1 A Bill of Lading is a document signed by the Master or Agent as a receipt for goods loaded,; it evidences a contract
between the carrier and the shipper for the carriage of the goods by sea; it is a document of titile to the goods
describebd theron.

MTCP M210001052001C October 2005
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4.2.16

4.2.17

4.2.18

Another development of the third party liability market was the entry of non-mutual
P&l insurers, known as “fixed cost” or “fixed premium” insurers. As the name
implies they charge a fixed price for cover under a policy which closely defines the
risks covered. Unlike the mutual Clubs they operate to make a profit. Three main
types of providers are found within this market segment:

¢« A small number of Lloyd’s of London Syndicates directly underwriting the
business.

¢ Lloyd’s backed Agency Underwriters including converted mutual P&I Clubs.

¢ Independent companies, many backed by a larger commercial insurance
provider.

Following a flurry of activity in the 1990’s, the fixed premium sector has consolidated
with practically all direct Lloyd’s Syndicates either ceased or in run down. The
remaining sectors include a number of formerly mutual P&l Clubs, having gone
private. History shows that non-mutuals often opt into the business when profits are
good but in the event of big claims find that their capital providers withdraw. The
sector primarily covers niche operators and ship types including coastal and brown
watercraft. Charterers are also covered in this non-mutual sector.

Insurers from other regions have sought in the 21st Century to participate in the
market either by joining the existing schemes (China P&I applying in 2004 for entry
to the International Group) or providing alternative sources of cover, though these
remain at present relatively small.

4.3 P&l Clubs

43.1

4311

General Principles

A P&I Club is an association of shipowners who have grouped together to insure
each other on a mutual, non-profit making basis against their third party liabilities.
The Clubs have been described as shipowners’ cooperatives for liability insurance.
Each member is both the insurer and the assured. The mutuality status is the
cornerstone of marine P&I insurance.

MTCP
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4312

43.13

43.14

43.15

To gain this type of Third Party Liability insurance cover, a shipowner must be
accepted for Membership of the Club. Once accepted, the central concept is that of
mutuality, i.e. all Members are equal and no shipowner or group of shipowners will
subsidise any other within the group. All Members have reciprocal rights and
obligations. Whilst costs of Membership vary to reflect the vessel type, crewing and
trade risk profiles, this understanding remains crucial to the operation of the
Association or Club.

The mutual P&I Clubs do not exist to make profits per se. There are no shareholders
requiring profits from the operations. That said, however, it is important that they do
not make a loss, and a profitable operation is needed for rainy days. The principle is
for the Members (the shipowners) to pay sufficient funds to cover the claims
experienced plus the cost of reinsurance and the operating costs of the P&l club
management; this is achieved through a combination of Members’ contributions,
reserve/investment income, and reinsurance. Members’ payments cover a 12-month
entry period and are made in a series of “calls”, discussed later.

Having started as unincorporated associations, most P&l Clubs have since been
incorporated, enjoying separate legal status from their Members.

Mutuality in the P&I industry can be summarised as follows:

« Mutuality spreads the costs of large claims; a P&I Club does not get wiped out by
one very large claim

e Softer amplitudes in claims cycles
¢ Share the risks with others — even with competitors

e The P&I Club is owned by its Members seeking to protect the interests of its
Members.

* The Members are also decision makers

» P&l Club provides insurance at costs with no proper profit or loss, but rather puts
funds aside for “rainy days”

e Mutuality requires common quality criteria/norms

e Mutuality is about long-term benefits rather than short-term profits.
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A number of Mutual Hull Clubs still exits, primarily in Scandinavia where they
continue to play an important part of the hull insurance market. Nearly all the
English mutual hull Clubs have ceased to exist, driven out by commercial
competition or converting in the formative years of the industry to third party
liability insurers.

The majority of the mutual P&I Clubs focus on ocean going tonnage as the mainstay
of their business. The profile of the Membership varies between the Clubs, with
some choosing to remain clear of certain main types, such as passenger vessels.

Niche craft may find a base within the main P&l Clubs, with one Club of the
International Group in particular specialising in smaller tonnage. Alternatively these
owners of smaller tonnage vessels may seek cover from one of the non-Group or non-
mutual P&I providers. Amongst this segment of the market are a number dealing
with specialised ship types (including fishing vessels) and smaller sea going and
brown watercraftz.  Within these niche providers limitations normally apply
including restriction on trading areas (trans Atlantic / Pacific trade excluded by
some) or maximum size of vessel, particularly tankers, due to the attendant liability
levels. They are discussed in more detail in a later section.

Structure of the Club

Control

A mutual P&l club is controlled by the shipowner Members. A representative
number are elected for a set period onto a governing Board or Committee of non-
executive Directors, normally headed by a Chair and Vice Chair, again elected for set
periods.

The Board will meet on a number of occasions (typically three) throughout the year at
different worldwide locations to reflect the Membership. They will decide such
matters as general increases to levies on Members, changes to the Rules, capital
expenditure, interaction with the International Group, with other bodies, and other
similar matters.

2 Small coastal and inland watercraft.
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The board will typically reflect an appropriate mix of tonnage to represent the
different ship types and countries making up the club Membership.

The Board will be provided with necessary information on the Club matters by a
permanent, professional management team, the Club managers. Increasingly one or
two representatives of the Club managers may also sit on the Board as Executive
Directors, for their particular P&I expertise.

On occasions, difficult claims may go before the board - the so-called Omnibus cases
—whose Members will then decide on whether or not the Member concerned is to be
covered. Such concessionary claims are often on points of technicality and are usually
very small in number. The ability to consider such concessionary claims is one factor
which makes the mutual Clubs distinctly different from commercial insurers.

Management

Day to day management of the Club will be handled by a dedicated team of
professional management personnel. These may be direct employees of the Club or
more commonly, in the London based Clubs, may belong to an independent firm of
professional managers, contracted to perform the task.

The management body, whether directly employed or contracted will normally have
a similar organisation and function throughout the various Clubs. Lead by one or a
number of club’s Executive Directors the management team will be divided into a
number of sections, departments or syndicates to reflect the geographic nature of the
Membership and to cover the range of internal management tasks and to provide the
services to the Club Members.

Although the day-to-day running of a Club is by the professional managers, ultimate
control is with the shipowning Members and the board/committee of directors
elected by the Members from their number. The Club’s managers can be changed
either by the board or by all the Members in general meeting. The managers’
remuneration is fixed by the board or committee.
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Services Provided

A P&I Club is not just a simple provider of insurance. The Members will also expect
to receive a number of complimentary services. Some of these will be the subject of
additional Membership subscription payments, such as Freight Demurrage and
Defence (FD&D) cover which many of the Clubs will provide for their Members.

The Club Managers will provide a claims handling service which will include
protection of the Members’, and thus of the Club’s, interests, both by investigation
and defence of claims but also by payment as and when appropriate. The Managers
will be expected to provide a full-scale emergency and incident response service,
capable of dealing with the smallest through to the largest incidents from inception
through to settlement of final claims. They will also be expected to provide advice
and assistance to their Members in order to prevent or mitigate foreseen problems, on
a real time basis. Available 24hours a day, 365 days a year both directly and via local
/ regional contact points the Club will be regarded as a first point of call by ship
masters or owners when assistance is required for a matter with actual or potential
liability issues. In the words of one Club, they encourage their Members to think of
the Club as an extension to their own office and available for assistance over a wide
range of matters, including informal advice.

A further part of their mutual ethos, the P&l Clubs have also developed loss
prevention services including training and information programmes and general
advice open to their Membership and promulgated throughout the industry. By their
very nature, the Clubs are committed to safety and hence loss prevention in order to
maintain quality amongst their Members. Because of their mutuality, the Members
within a Club have an interest in maintaining the quality of each other’s ships.

In a drive to ensure suitable standards amongst their Membership, the P&l Clubs
have also developed ship inspection and vetting programmes administered by
departments which generally have grown in size over the last decade.

The overall philosophy is one of service to the Membership, particularly amongst the
mutual Clubs where the Members are the “owners”. To achieve this the P&l Club
Managers use a mix of their internal staff, including specialised legal and technical
personnel and those of a P&l insurance background, plus external consultancy
assistance.
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The Clubs maintain a comprehensive network of external service providers including
regional offices, correspondents, staff surveyors and external suppliers such as law
firms and survey and consultancy organisations; more about this later in this Section.
The ratio of internal and external expertise and the size of the management staff
varies between the Clubs. This does to some extent affect interaction between
individual Clubs and their Members and the exact nature of the services provided.
Whilst each P&l offers the same range of basic cover the range of services and how
they are provided by each club makes each club unique.

Beneath the top level of management the Club will incorporate into its structure a
number of departments or sections. Varying in between the Clubs the main elements
will comprise:

Underwriting

The mutual P&I Clubs maintain a staff of underwriters responsible for the entry of
Members, liasing with Members and brokers and setting the levels of call income.
They will also liase with the claims and loss prevention departments concerning the
Members that they oversee.

The underwriters will communicate with external brokers, where these are used,
regarding prospective Members. They will also visit Members directly. The
underwriters will assess each Member or prospective Member to establish that
Member’s requirements, the terms of entry/continued entry and the call required
from the Member for the coming period. The underwriting section will base this on
an assessment of the overall level of call required for the Club in the coming year.
They will also look at the claims record for the Member or prospective Member plus
some other defined criteria.

A weakness with the system, however, is that it is most often the underwriter doing
both the underwriting work and performing a quality check of the shipowner.

The underwriting period focuses on the renewal date of 20t February. Underwriters
are also actively involved in the marketing and development of the P&I Club.
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Claims handling

The Claims handling sections will be one of or the largest sections of a Club in terms
of employees. Staff will typically be organised in groups or syndicates reflecting the
geography of the Membership. Claims handlers will thus get to know their Members
well and be better equipped to serve their particular needs. Most day-to-day contact
between the Club and its Members on matters concerning claims will be dealt with
through the claims handlers. They will also assist in protecting the Member’s
interests by instructing lawyers or surveyors and will generally manage any claim on
their Member’s behalf.

The claims handlers will also work closely with the underwriters responsible for that
Member. In this way the underwriters will themselves develop a “feel” for the
Members, the nature of their business and of the extent of their liability exposure.
This knowledge will be important when the annual renew comes round.

Loss Prevention

An example of how the P&I Clubs have responded to the challenge of loss prevention
is the importance put on quality (both of the ship operator and of the ship itself) and
the monitoring of quality. For more details on this, see Section 5 of this report.

Most Clubs have dedicated loss prevention departments consisting, partly, of ex
mariners. These departments will monitor ship quality through various ship vetting
incentives. They will also produce innovative methods of spreading the safety
message to their Members’ seafaring employees, such as through posters, cartoon
calendars etc.

Ship Vetting

The vetting incentives will be both of the Members themselves and of their ships to
be entered or in Membership. Many of the major Clubs have various levels of ship
vetting. Some Clubs employ their own ship inspectors who will work under the
control of that Club’s ship vetting department. Ship visits by such inspectors will
often comprise quite short visits to the ship, typically perhaps of three hours
duration. The inspections will place emphasis on the human side of the ship, looking
at systems and procedures rather than at nuts and bolts. Typically the inspectors will
wear suits and ties rather than boiler suits.
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Almost all of the Clubs will, in addition to their internal ship inspections, commission
ship condition surveys which will usually be carried out by independent surveyors.
These surveys will typically last one or two days and will look at the nuts and bolts as
well as at the systems. Boiler suits will be worn, tanks will be entered and a certain
amount of testing of equipment will be carried out. Practically all of the Clubs
produce their vetting survey reports that are used by the independent surveyors. The
reports usually take the form of a comprehensive check list which will guide the
surveyor to look at all aspects of the ship’s operations and systems. The Clubs’
vetting departments will then use these check lists to assess the underwriting risks to
be associated with that Member or ship. Some of the Clubs will expect the surveyor
to carry out some sort of formal risk assessment based upon what he finds and his
report will be on risk rather than on ship condition.

Almost all the Clubs will employ independent surveyors to carry out follow-up
surveys. These follow-up surveys might be targeted at specific aspects highlighted in
initial condition surveys. They might follow repairs or a specific incident. Follow-up
surveys might be called for to clarify ambiguities or contradictions in the initial
condition survey.

Usually, dependent upon age, ships will undergo a condition survey before or
immediately after entry. They will then be subjected to further periodic condition
surveys at perhaps five yearly intervals but more often if the club concerned has any
reason to do so. The ship inspections are more usually a random and more frequent
check on the Membership.

Steps are being taken within the International Group to unify the Group Clubs’ ship
vetting approaches. At present however, the individual Clubs have their own
methods and to some extent their own priorities although the methods and priorities
are generally similar within the International Group Clubs.

At present, there is no uniform practice across the International Group Clubs
regarding the scope of surveys or the factors that trigger them. Through the
International Group, the Clubs have compiled a sample condition survey report,
which is expected to form the minimum basis upon which the individual Clubs will
tailor their own report forms.
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Ship Vetting Triggers

There should be a broadly similar approach between the Clubs of the International
Group to ensuring that their Members’ fleets are surveyed on a regular and
systematic basis. Some outside factors will ensure that vessels are targeted, for
example, if the vessel is out of Class or has been the attention of high Port State
Control detention activity, or is beyond a certain age. However, the underlying
trigger factors are very different between the Clubs. Some Clubs may automatically
survey ten-year-old ships on entry but in other Clubs the automatic entry survey age
may be 15 years. There is also suggestion that vessels carrying heavy and persistent
fuel oils should be targeted sooner. There has been recent recommendation from
within the International Group that as a minimum requirement, entry condition
surveys should be set at twelve years for sea-going vessels.

It has been found more difficult to find consensus within the International Group
members on the frequency of surveys for already entered tonnage. Age alone is a
controversial factor given that some fleets made up of older tonnage and rigorously
maintained to a very high standard can be favourably compared with other much
younger and less well maintained fleets.
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Loss prevention, training

Most Clubs will also have some form of educational program available to their
Members, and to the wider shipping community, in the form of written advice
videos, websites etc. Often this advice is based on case history and helps the
experiences of the Club or its Members to be promulgated across a wider audience.

The form and quality that these loss prevention incentives take vary from Club to
Club. Most major Clubs have regular bulletins in the form of glossy magazines
distributed on a regular basis to their Membership.

Legal Advice

The Club managers will provide legal advice both on general matters and of
particular points relating to a specific case. A number of legally qualified personnel
will be employed and will provide in-house advice both to the Club staff and for the
Members. External legal advice will also be used, particularly for specific cases and
can range from preliminary advice, through attendance on site for major incidents, to
working with a disputed case through the legal system and courts.

The costs of legal services will be met by the Club for covered liabilities. If a Member
has in place the appropriate additional FD&D3 cover, the Club’s legal services will
also assist the Member in recovery costs associated with non-liability matters such as
freight and demurrage disputes and in the defence of other issues in which the
Member may become embroiled. Most mutual P&I Clubs have developed separate
but associated FD&D Clubs and policies supported by dedicated staff for this area.
They are almost invariably, known as Freight Demurrage & Defence Clubs.

Outlying Offices, Correspondents and Representatives

Most P&I Clubs maintain a network of regional offices to provide a global reach and
contact with their Membership. The nature of the offices varies though they often
hold a number of manager’s staff Members to provide a liaison role, some legal
advice and claims handling. Underwriting is most often conducted at the
headquarters.

3 Freight Demurrage & Defence — see below
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In addition, all Clubs maintain a world-wide network of Correspondents. These are
not employed by the Club but rather act as a local agent and the first point of contact
for Members’ vessels in ports worldwide when they are in need of Club assistance.
The correspondents will appoint local surveyors as necessary and will act as a
conduit of information and advice between the vessel/Member and the Club.
Correspondents are often lawyers and will advise the Club on local laws and
jurisdiction and provide local knowledge.

External service providers will also include lawyers and law firms retained to
provide additional legal advice and in certain cases assist with representation and
running major incidents. Likewise, external surveyors and consultants of many fields
are used both on site in incidents and to provide independent expert opinion when
dealing with cases through the legal system.

Guarantor banker, cash payment

The P&I Clubs principally operate on the basis of indemnifying the Member against
covered losses. In principle, the Member should first have settled the cost himself
and then recover such costs from the Club. This is known as the ‘Pay to be Paid’ rule.
In some jurisdictions this means that a claimant against a bankrupt ship owner is not
likely to receive any payment from the P&l Club except in case of pollution by
persistent oil from a tanker where the Civil Liability Convention provides for a direct
action against the insurer.

In practice the Clubs’ managers may make payments directly themselves. They may
also provide letters of indemnity and/or guarantee on behalf of their Member, as
appropriate. These letters will often be given to a third party as a means of
preventing the Member’s property (the ship) from being arrested. The Club will
usually undertake to make payments in respect of third party damage if it is
subsequently shown through proper legal process that the Member was liable. Thus
the vessel can often be permitted to continue trading while the matter is properly
dealt with in due time.

Competition between the Clubs

As mentioned, the P&l Clubs do not primarily compete on distinguishing their
standard insurance products. Rather, their overall capability is considered to be their
fundamental competitive advantage, together with the added value services offered
in an emergency situation, in general claims handling, in predictable pricing, in
technical risk advisory services, in loss prevention and similar. These added value
services are important aspects for the Members.
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Emergency handling is particularly important, and the main objective of the
emergency response is to react quickly and effectively to an emergency, ensuring that
all necessary measures are taken to protect the Members. This includes measures
designed to:

e Minimise loss of life and injury

« Minimise damage to the vessel, her cargo and other property
« Minimise pollution and damage to the environment

¢ Co-ordinate and control the Club’s response to an emergency

» Establish clear lines of communication with the Member, public authorities, on-
site personnel and representatives, insurers and other interested parties

e Manage relations with the media

e The Emergency Plan provides the organisational framework to guide the
personnel in responding efficiently in an emergency

» Establish cause and to protect evidence

Marine insurance matters may be extremely complex, involving legal processes
dictated by national or international maritime law. When complicated situations such
as arrests or major casualties arise, a Member can draw on the services of
experienced, highly skilled legal teams. Also in these matters, a close working
relationship between the insurance company and the Member is often of vital
importance.

It is also interesting to note that the Clubs within the International Group enjoy access
to each other’s experience. There is a great deal of cooperation between the Clubs on
matters that might affect them all in the event of big claims.

Competition between Clubs then is then not so much on the specifics of the cover that
they offer, as these are mostly substantially the same. Competition is more on the
way in which that cover is managed, and the support which Members enjoy.
Members will often split their fleets between two or more Clubs. Different Clubs have
different structures, different Member profiles, different investment histories,
different claims records and different rates. Part of a split fleet might pay more for the
same cover in one Club than in another Club. Shipowning Members therefore have
the ability to shop around for the cover, services and rates that best suit them.
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The P&I Club will normally carry the full risk for an entered ship, unlike most other
insurers which will seek to spread the risk. They do not normally issue insurance
policies, as found commercially, but have instead established Rules. The Clubs’ Rule
Books will define the risks covered and those excluded.

The P&I Clubs, within their Rules, specify a number of risks which are covered
together with a number of specific exclusions. The standard risks covered by each of
the International Group Clubs, and thus provided to the vast majority of tonnage, are
substantially the same.

The central principle is that risks covered within the main section, by default of
Membership, are those common to the practice of owing or operating a ship or
commonly borne by shipowner. This follows the precept of mutuality. Liabilities
which are thought to be particular to a certain type of ship or activity may be covered
but under separate arrangement, requiring additional premiums, often on a fixed
premium basis. Examples include offshore activities such as well stimulation and
charter entries. However, it is not possible here to identify all the risks and liabilities
covered by P&I Clubs; even the Clubs themselves do not know the full scope of cover
they may need to provide. As international trade continues to develop the risks and
liabilities that the shipowner faces develop in parallel and new liabilities arise which
have not been previously considered. To meet this requirement the P&l Clubs
incorporate an “Omnibus” clause within their Rules covering “Risks Incidental to
Shipowning”.

The Omnibus Rule permits the Member to submit a claim and for the Club to
consider, despite the fact that it is not specifically covered within the Rule Book. As
long as the claim did not result from a liability actually excluded under the Rules,
then the Club has the ability to indemnify the Member against “liabilities, costs and
expenses incidental to” their business which, in the opinion of the Directors, fall
within the scope of cover afforded by the Club, but only to the extent that the
Directors “in their absolute discretion may decide that the Member should recover”
from the Club.
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This Omnibus Rule provides the Club with flexibility to respond to its Members’
needs and is another differentiator between P&I cover, particularly of that offered by
the Mutuals, and other forms of insurance. Principal amongst the considerations will
be the precept of mutuality; as long as the liability being considered does not conflict
with this then it may be covered. The Club management, with ultimate decision if
necessary being taken by the Board, will tend to accept liabilities they believe have
arisen from mutual risks, even where the risk is a new one. They will similarly tend
to reject liabilities (under general P&l cover) where the risks are peculiar to the
Member concerned or not normally arising from shipowning.

Most P&I Clubs will also be able to provide additional cover (for instance war risk
insurance, legal defence costs, strike and through transport insurance). This may be
as part of a separate class of cover within the main Club or via separate Clubs
established to deal with specific areas of cover. There are regional differences, with
the Norwegian Clubs covering all areas as one class of insurance and the English
Clubs offering separate classes and separate Clubs. E.g. Defence Clubs and War Risk
Clubs associated with a main P& mutual.

The lists below are examples of sections within the Rules of one of the International
Group P&I Clubs; they are consistent with the contents of the other Group Clubs. The
first list below identifies the main body of liabilities, covered by basic Membership.
The Club will also be able to provide optional additional cover, which may be taken
at additional cost and will have to be notified or agreed in writing.

Liabilities Covered as part of the basic P&I cover:

1. Death and personal injury of seamen, passengers and third parties
2. Liabilities in respect of stowaways and persons rescued at sea
3. Diversion Expenses
4. Life Salvage
5. Persons in Distress
6. Quarantine
7. Liabilities arising from collisions
8. Liabilities arising from groundings
9. Non-contact Damage to Ships
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10. Liabilities arising from damage to fixed and floating objects
11. Liabilities arising from pollution

12. Liabilities arising from wreck removal

13. Liabilities arising from towage

14. Contracts, Indemnities and Guarantees

15. Liabilities to Cargo

16. General Average

17. Fines

18. Legal Costs, Sue & Labour

19. Risks Incidental to Shipowning#

Liabilities available for cover by agreement at additional cost, but within the main
P&I framework:

20. Special Covers

21. Special Cover for Salvors

22. Special Cover for Containers

23. Special Provision for Charterer’s Entry
24. Freight Demurrage & Defence

4 The Omnibus Rule.

5 May extend cover to a Member for the liabilities covered by the Rules irrespective of whether the ship is entered with the
club or not. Subject to express written agreement with the Managers.
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The Member is covered for the cost of the risks plus associated costs of investigating
allegations and claims against them and the legal costs of defending such claims.
This only relates to such costs associated with covered risks.

Freight Demurrage & Defence

The legal cost of defending claims for liabilities covered by P&I insurance will be met
by the P&I Club as part of the normal Membership charge, together with advice and
assistance in handling the claim. In response to the growing costs to shipowners of
investigating and defending claims against them on non-P&l matters a separate
service was developed known as Freight Demurrage and Defence, (FD&D) (also
freight, deadfreight). Freight and Demurrage cover has nothing to do with third
party liability. On the contrary it is to assist the ship owner collecting his claims
against shippers, charterers, cargo owners etc.

Separate from P&l insurance this cover is nevertheless offered by a number of P&I
Clubs as a complementary service to shipowners, at additional cost. It provides legal
cost insurance and an advisory and claims handling service similar to that offered
under P&I insurance. An important difference, though, is that FD&D insurance does
not cover the actual third party liability but only the legal cost of defending the
Member’s position — the Member will still have to pay the actual cost of the liability
where they are ultimately shown liable.

The FD&D section may comprise a separate “Club”; the service provided by
dedicated personnel normally of a legal background, though to the Member the
service would be seamless and relationship on a daily basis as with the “main” P&l
Club. Whilst generating additional income and covering its own costs, this type of
insurance exists in order to provide the shipowner Members of the P&I Clubs with
further assistance and insurance cover. Whilst separate from P&I insurance it is an
extension of the service-based philosophy of the Clubs.

A number of mutual associations also exist solely to provide this Class of cover,
particularly in Scandinavia and Germany.
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Charterers

Time Charterers in particular may incur some of the liabilities of an owner. Clubs
may take Charterers as Members (Charterer’s entry), on specified terms. Cover will
include the normal P&I cover afforded to owner Members plus additional cover for
hull damage (the chartered ship is a “third party” relative to the charterer), loss of
bunkers and loss of freight or hire. Cover has to be agreed in writing with club
manager and liability limits may be specified below that provided to Owners, for
example the lesser of 300 millions US$ or 50 millions US$ above any Limitation
Amount.

Risks Excluded, Not Covered and General Exceptions

A number of risks are not covered or are specifically excluded form P&I insurance.

Risks Not Covered

1. Risks covered by Hull Policies

2. War Risks (unless covered by a separate War Risks Club run by the same
managers)

3. Other Insurances/Double Insurance

4. Radioactive Contamination and Materials

5. Unlawful, Imprudent or Hazardous Trades

A number of other risks are specifically excluded -

1. Loss or damage to the entered ship (Hull and Machinery)

2. Loss or damage to equipment onboard

3. Cost of repairs

4. Loss of freight or hire

5. Salvage of the entered ship — other than as permitted under Life Salvage,
Pollution or General Average clauses

6. Salvage by an entered ship — other than to save life at sea

7. Pollution — except as provided for within the Rules

8. Charterparty losses — cancellation of charterparty or other engagement

9. Bad 7/ irrecoverable Debts

10. Demurrage (unless covered under the Cargo clause within the Rules).
11. Towage — other than as provided for within the Rules

12. Road Traffic Acts

13. Members’ Other Interests — e.g. as owner of cargo.
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A number of specified specialist operations and specialist ship types have limitations
placed on the liabilities covered and are charged additional premiums to take account
of the unique risks which may otherwise be introduced.

A notable example of ship types charged additional or weighted premiums are
tankers carrying persistent oil to the United States. Particularly since the introduction
of the Oil Pollution Act in 1990 (OPA ’90) the scale of liabilities there is thought to be
so large and so particular to that area and trade they are no longer fully common to
shipowning. They are covered but at additional cost to the Member®.

Passenger ship premiums also merit special consideration due to non-mutual risk
element involved with this type of ship. Passenger ships are considered by the wider
shipowning Membership to be floating hotels rather than ships and as such they have
unique liability problems which are not shared across the shipowning community.
For example, if somebody is injured on a passenger ship, it is considered to be mutual
risk. However if there is a loss of holiday or loss of facilities on a passenger ship (for
example, the theatre out of action due to flooded carpet) this is considered to be non-
mutual and no liability risk should follow. The hotel risks are therefore subject to
specific cover.

War and Terrorism Risks

War and terrorism risks are excluded from the normal P&I cover, which may be
withdrawn should the ship enter a war zone.

Under the terms of the Rules, liabilities and costs are not covered where they arise
from war, civil war, revolution, rebellion, insurrection, civil strife (arising from
insurrection), any act by or against a belligerent power or of terrorism. There is no
recovery when liability is caused by mines, torpedoes, rockets, bombs, shells or
explosives or similar weapons of war (unless being transported or used to avoid
other liabilities that the Club would have to cover).

6 See 4.3.8.30
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4.3.6.3

43.6.4

4.3.6.5

4.3.6.6

4.3.6.7

The P&I Club may, however, provide temporary normal P&I cover to a Member who
finds himself in a War Zone; i.e. cover that would otherwise have been provide if the
entered ship had not been in a war zone. In this instance this cover will be an excess
cover, supplementing that provided under other policies, and dependant on a
number of terms and conditions:

. Separate War Risk insurance will need to be in place

. Liability is limited to levels specified within the Rules

. An increased deductible will be specified

. Certain geographical areas are excluded

. Right to cancellation by either Club or Member given notice (7 days)

Such cover, if provided by the P&I Club, will be up to a limit for owner Members of
US$400 millions for any one incident and only to the extent that this is above any
amounts recoverable by the Member under separate Hull and / or War Risks
policies. Such War Risks insurance is normally capped at the value of the ship. For
Charterer Members the limit of liability for damage to the hull of the Chartered vessel
is set at the lesser of US$100 millions or the amount specified in the certificate of
entry.

P&l policies that are extended to cover a war situation automatically terminate on the
outbreak of war between specified countries (at present the five permanent Members
of the UN Security Council).

Nuclear Damage

The P&I war risk cover also excludes liabilities and losses arising from ionising
radiations, nuclear fuel or waste or combustion of nuclear material, plus that arising
from a component of a nuclear assembly and any weapon of war using nuclear
material or similar.

Chemical, Bio-Chemical, Electromagnetic Weapons and Computer Viruses

Liabilities and costs arising from the use of the above are excluded from cover.
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4.3.7

43.7.1

43.7.2

43.7.3

4374

43.75

Passenger Risks

A number of P&I Clubs do not have Passenger ship entries as a matter of policy. The
Clubs, in their Rules, cover liabilities to pay damages or compensation for death,
personnel injury or illness of any passengers, together with certain liabilities to pay
damages or compensation for loss of or damage to the luggage or accompanying
vehicles of any passenger on any entered ship. There are exceptions in respect of
individual items of high value, which are not covered.

The contractual relationship between the shipowners or operator and the passenger
will usually be set out on the terms contained in the passenger ticket. The carriage of
passengers is generally governed by the Athens Convention 1974 (and subsequent
protocols) relating to the carriage of passengers and their luggage at sea. This must be
stated on the tickets.

In the event of injury, illness or death to passengers, liability is usually decided along
the lines of the following. If the incident was caused by negligence of the carrier, or
his servants, the carrier will be liable if:

e It occurred during carriage, including shore excursions

e It occurred at a time for which the carrier may be held liable

The burden of proof is usually with the passengers (or their dependents) as
claimants. They must prove that the incident occurred due to negligence on the part
of the carrier. The only exception under the Athens Convention is in cases where the
shipowner is usually deemed to be negligent (such as shipwreck, collision, stranding
or defect in the ship) when it is up to the shipowner to prove that he is not negligent.

It is important that every crew Member on board immediately reports any passenger
accident, no matter how slight, and a thorough investigation carried out.
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4.3.76 The provisions relating to passenger claims under the Athens Convention are
constantly changing. The 1990 Athens protocol limit is 175,000 SDR? (approximately
£143500, $US 253750) per passenger. The 2002 protocol provides for a per passenger
limit of 400,000 SDR (approximately £328000, $US 580000), but for the first 250,000
SDR (approximately £205000, $US 362500) there is a defense to any claim based
wholly on war or the act of a third party done with intent. Above this and up to
400,000 SDR (approximately £328000, $US 580000), liability is based on fault.

4.3.7.7 Some Clubs express the view that passenger ships should not be covered by the
International Group’s Pooling Agreement as they are in effect floating hotels and not
ships and therefore have unique liability problems which are not shared by typical
ship owning Members.

4.3.8 Pollution Risks

4.3.8.1 The P&I Clubs will cover many of the shipowners’ liabilities for pollution. Whilst oil
pollution has been the main focus and continues to be so, the liabilities extend to
many other pollutants. There has been a spate of international conventions aimed at
addressing the pollution of the marine environment and compensation of the
polluters. The main Conventions are:

Source of Pollution: Convention covering Liabilities

Oil Pollution: CLC (International Convention on Civil Liability
for Qil Pollution Damage, CLC)
IOPC Funds
Regional legislation: OPA ’90 for the United
States.
Prevention regime: MARPOL

Pollution from Bunkers: International Convention on Civil Liability
for Bunker Oil Pollution Damage 2001.
Expected in force in 2007 &.
(Tanker bunkers covered by CLC)

7 Currently, October 2005, currency units per SDR are ~ 0.82 (pounds Sterling) or ~ 1.45 (US dollars). The website
http://www.internationalmonetaryfund.com/external/np/fin/rates/rms_five.cfm gives deatils of the current
realtuonship between main currencies and the SDR. See http://fx.sauder.ubc.ca/SDR.html for more information on the
SDR.

8 The limit of liability will be in line with national law or limited in line with the Convention on Limitation of Liability for
Maritime Claims, 1976 (LLMC76) as amended by Protocol of 1996. The limitation fund based on that Convention will have
to cover all claimants that are victims of the same incident e.g. damage on other ships and cargo or passengers on those
ships.

MTCP M210001052001C October 2005



Work Package 2.1 — Quality & Efficiency

Page 39 of 94

Chemicals:

Cargo:

Passengers:
Seafarers:

International Convention on Liability and
Compensation for Damage in Connection
with the Carriage of Hazardous and
Noxious Substances by Sea (HNS
Convention).®

Contractual liabilities and international
conventions defining liabilities.

Athens Convention

IMO/ILO guidance

Oil Pollution Cover

4.3.8.2 In respect of oil pollution the shipowner’s P&l Club will cover him for the liabilities,
costs and expenses incurred as a result either of the actual pollution or taken in
response to the threat of pollution (e.g. preventative measures). The liabilities
covered are generally separated into the following areas:

»  Damage or contamination caused by the pollution, including compensation liabilities

¢ Clean-up costs including the cost of the operation plus any losses suffered due the

clean up action

«  Preventative Measures, where there is imminent threat of discharge of any substance

« Agreements & Contracts — liabilities, cost & expenses incurred as party to an agreement

relating to oil pollution — requires prior approval and possibly premium

e Salvor’s expenses or Special Compensation on preventing a pollution

¢ Government directions, extraordinary measures e.g. “seen to be doing something”

*  Fines in respect of pollution

9 At present, the HNS Convention has an insufficient number of contracting states to have an entry into force date although
this is expected to be late 2007 or early 2008. Until this convention enters into force the LLMC76 with Protocol 96 will create

the basis for all liability claims including those from the HNS victims.

MTCP

M210001052001C October 2005




Work Package 2.1 — Quality & Efficiency

Page 40 of 94

4383

4384

43.85

4.3.8.6

Oil Pollution Prevention

The International Convention for the Prevention of Pollution from Ships
(MARPOL) is the principal international Convention regarding prevention of ship
source pollutants. The five original Annexes of MARPOL have now all been ratified
covering prevention of pollution by oil, noxious liquid substances in bulk (in broad
lay terms, chemicals), substances carried by sea in packaged form, sewage and
garbage. A sixth section, covering prevention of air pollution, including Sulphur
Oxide, Nitrogen Oxide and ozone depleting emissions enters force on 19 May 2005.

Due to the devastating consequences and escalating costs of oil pollution incidents an
international compensation regime has developed, commencing in the 1960s.
Liability for oil pollution was covered with the introduction of two complementary
major international Conventions: the International Convention on Civil Liability for
Oil Pollution (CLC) 1969 and the International Convention on the Establishment of
an International Fund for Compensation for Oil Pollution Damage 1971 (the 1971
Fund Convention). The Fund Convention established a London-based body to
manage the organisation.

The CLC 1969 established rules and procedures for determining liability and
awarding compensation in cases of oil pollution damage (when released from ships).
The CLC Convention places strict liability on the shipowner (i.e. they would
generally be liable for damage irrespective of fault), based on the “polluter pays”
principle, but also enables the shipowner to limit their liability (or their insurer’s
liability) as determined by the size of the ship and based on Special Drawing Rights
(SDR19) of the International Monetary Fund.

The IOPC Fund Convention 1971 established a supplementary compensation system
or “top up” scheme which kicks in when those suffering oil pollution damage fail to
obtain full compensation under the applicable CLC.  Together the two funds
comprise the main international oil spill compensation regime, outside the USA.

10 Currently, October 2005,

http://www.internationalmonetaryfund.com/external/np/fin/rates/rms five.cfm gives deatils of the

realtuonship between main currencies and the SDR.
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4.3.8.7

4.3.8.8

4389

4.3.8.10

43.8.11

In 1992 Protocols to both the CLC and IOPC Funds created a new regime, with the
combined effect of increasing the compensation payable by 50.37%. The maximum
payable under the combined CLC and 1992 IOPC Fund Conventions is 203 million
SDR (approximately US$ 315 millions, GBP £166.5 millions).

With increasing numbers of oil importing nations joining the 1992 Fund the 1971
Fund Convention has now been wound up. Insurance was taken out to deal with any
future liabilities.

The CLC Convention enshrined the principal that the “polluter pays” — defined as the
shipowner. The Fund Convention introduced a complementary compensation
regime paid for by the oil importers. The Fund Convention payments are made
where the CLC payments either reach their limit or cannot be paid.

It should be noted though that both the 1971 & 1992 Conventions apply only to oil
pollution created by tankers. (The 1992 Conventions did extend this to include
bunkers on empty tankers which had previously been excluded). They also only pay
for the effects of damage. Under the 1992 CLC measures taken to prevent such
damage, where a real and imminent threat exists, are included.

There are a number of differences between the earlier and later CLC and Fund
regimes:

e The 1992 Conventions broadened the definition of the term “ship” and extended
the geographical limits of coverage to the exclusive economic zone (EEZ) of
affected signatory States.

e Under the 1969 CLC the shipowner was deprived of the right to limit liability if
the incident happened due to the Owner’s personal fault.

e The 1992 CLC makes it extremely difficult to break the shipowners right to limit
liability by further narrowing the causes to the “shipowner’s personal act or
omission, committed with the intent to cause such damage, or recklessly and with
knowledge that such damage would probably result”.

e At the same time the 1992 CLC Convention limits the persons that can be claimed
against to the shipowner, prohibiting claims against servants, agents, pilot,
charterer, manager, operator or persons engaged in salvage operations or taking
preventative measures.
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4.3.8.12

4.3.8.13

43.8.14

4.3.8.15

4.3.8.16

Developments - Compensation Limits

Given the size of the most recent major oil spills including the “Erika” and “Prestige”
as well as the earlier “Nakhodka” some parties remain concerned that the CLC and
IOPC Funds limits are still too low.

The IOPC Fund must treat all claimants equally and to do so it has been necessary in
the larger incidents to pro-rata payment, each approved claim being paid in equal
proportions, until it is clear that the Fund limit will not be exceeded. Whilst it has
normally been the case that 100% of each approved claim can be paid this will not be
done until further claims are time barred, extending considerably the time frame for
payments. In some cases it has also only been possible by the largest claimants (e.g.
State or the liable charterer / cargo owner) undertaking to withhold their claim until
the full extent of others are known.

The 1992 Fund Assembly adopted a draft Protocol in October 2001, introducing an
optional Supplementary Fund. Having been adopted in 2003 by Diplomatic
Conference at the IMO headquarters in London and then ratified by the required 8
States on 3 December 2004 the Protocol will enter into force on 3 March 2005. The
first Supplementary Fund Assembly will be held in March 2005.

The Supplementary Fund will be paid for by the oil importers (i.e. levies on the oil
receiving companies). It will increase the maximum payable for any one 