
VI. FINANCIAL STRATEGIES AND MEASURES FOR ACQUIRING
REPLACEMENT VESSELS

A.

Polic): measures for governments

Generally speaking, promotional measures by government for the shipping industry
include direct and indirect programmes for shipbuilders and shipowning/operating companies.
Most of these programmes are intended to reduce capital and operating expenditures byproviding 

grants and subsidies, and consequently to enhance the credit-worthiness or the ability
of the borrowers to repay thereby reducing the risk to lenders. For example, the probability of
repayment will increase when commercial loans are guaranteed by governments or when
protectionist measures limit competition.

Promotional 

measures for shipping and shipbuilding industries ar,e summarjzed bel,?w.

A. Direct measures

(1)
(2)
(3)
(4)
(5)

Financing programmes
Construction subsidies
Operating subsidies
Scrap and build aids
Interest rate subsidies

B.

Indirect measures

(1)
(2)
(3)
(4)
(5)

Cabotage 

and other measures to constrain competitionLoan 
guaranteeTax 

and depreciation benefits
Exemption from customs duty
Freight subsidies for shippers

With regard to the application of direct promotional measures, it is recognized that these
may be difficult for the governments in the South Pacific as they entail direct outflow from theirtreasuries. 

Because few countries can afford a ship financing programme at the national level,
governments could consider the benefits of closer regional cooperation in ship financing andbuilding. 

This would provide the opportunity to realize the economies of scale and to strengthen
their negotiating power with the parties concerned including possible donor institutions. This
point will be further discussed later.

ProvisioJ:t of subsidies for shipowners who intend to "scrap and build" will involve
financial problems as stated above. However, if government guarantees give higher priority for
loan applicants who undertake scrap and build, such an administrative measure will certainly
accelerate the modernization of the fleet and enhance safety standards.
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Some indirect promotional measures are applied by several countries in the South Pacific,
for example, cabotage has been introduced by almost all countries. However, although licensing
schemes are in place in some countries, there are doubts over their effectiveness. In this
connection, it may be advisable to consider introducing a franchising scheme on trade routes
where adequate volumes of cargo are not available. Under such a scheme, ship operators would
be paid at a fixed level providing certain standards of service and capacity were to be
maintained. In effect this would mean that the government or a part of the community would pay
a ship operator to provide a regular service of say once a month with capacity for 20 tons and 20
passengers. Any. revenue earned would be in addition to the fixed sum and other operators could
compete on the same service.

Another approach is freight subsidies for shippers; for example, the Vanuatu
Commodities Marketing Board pays freight subsidies to shippers for inter-island transport of
copra, while partial exemption or reduction of customs duty is granted in some countries for
imports of components required for repair of ships and fuel oil.

There are arguments for and against the advisability of governmental measures to restrict
competition in trade route such as cabotage, licensing system and freight rate control. Opponents
argue that such measures should be abolished on the following grounds:

(a) Because freight rates are controlled at low levels by governments or agencies
concerned, shipowners/operators cannot replace old ships.

Because of cabotage, regional cooperation among ship operators to rationalize
their operations on a regional basis is difficult.

(b)

(c) Licensing systems are preventing participation of cost-effective or innovative
carriers on trade routes to the detriment of service users.

(d) In general, governmental regulations restrict free competition, impede optimum
distribution of national resources and consequently retard economic development.

On the other hand, the supporters of governmental measures to restrict competition
contend that such measures are necessary on the following grounds:

Freight rate control is necessary to endeavour to meet the needs of both ship
operators and service users.

Cabotage is necessary to protect domestic carriers from the inroad of foreign
carrIers.

(c) Licensing systems are necessary to avoid cut-throat competition which may not
be in the interests of both carriers and users. Moreover, if the assignment of ships
is left free of control, shipping services will be available only on major routes
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where sufficient cargo is expected, but "thinner" routes, in particular those to and
from outer islands, will not be serviced.

(d) The advantage of free competition in the market will be realized only in those
countries where resources are adequately available in the private sector. In the
early stage of economic development when sufficient resources have not been
accumulated, unregulated free competition may lead to waste of preciousresources.

As discussed above, it appears difficult to reach any clear-cut conclusion since each side
has its plausible grounds, in particular in view of the existing situation in the South Pacific
countries. In summary, the advisability of deregulation in the domestic shipping market should
be carefully considered by each country taking into account its stage of economic and social
development as well as the possibility of reactivating the national economy by the enterprising
initiative of the private sector.

However, if a regional ship financing institution was established as 'suggested under Item
C.I., it may be advisable for most countries in the South Pacific to provide a government
guarantee in addition to the loan guarantee that is normally required for loan application.

B.

Policy ontions for the nrivate sector

1.

Txpes and sources of finance for ship replacement

There are various types and sources of finance for acquisition of ships which fall into fivecategories, 
namely equity investments, bank or export credits, loan or lease from internationalinstitutions, 
bilateral aid loans from governments, and specialized ship mortgage banks.

(a) EQuity investment

Usually four types of equity are adopted depending on the number of investors in the
enterprise, viz. owner equity, limited partnership, ship fund shares and public offering share.

Equity investment is possible from both internal and external resources.mternal resources
would be sought from retained profits from prior earnings, accumulated depreciation or other
reserves. In the South Pacific countries, raising capital from internal resources is limited due to
the generally tight market and restricted profits. Hence, there is a need for raising equity capital
from external resources, namely in the national ~d/or international capital market. However, in
most countries in the region, such a national market has not been adequately developed, while
raising equity capital in international capital markets is constrained by the issue of the solvency
of the state in which the enterprise is registered. It is reported that ships could not fly the flag of
the state and had to be registered under open registry flags when the funds for acquisition were
raised abroad through ship fund shares. Furthermore, unless a satisfactory level of profit is
expected for the company or for the ship acquisition project, attracting international capital may
be very difficult.
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For these reasons, equity investments are considered unsuitable for the South Pacific
countries as an option for ship financing. Nevertheless, a self':supporting sustainable effort
among indigenous entrepreneurs is important for raising necessary equity by their joint ventures
or any other cooperative actions.

(b) Commercial banks

In the early 1980s, commercial banks were willing to offer loan coverage up to 80 to 90
per cent of ship acquisition projects, with a repayment period of ten years. Because of tough
lessons learnt from the bankruptcies of established shipping companies in the 1980s, fmancial
institutions reviewed their lending policy and considered that the terms and conditions offered
in the past had been too generous, and also that banks had been too loose in evaluating the risks
in shipping. The loan standard of commercial banks for shipping projects has been revised over
the years, and currently they offer 60 to 70 per cent of loan coverage over a shorter duration of
seven to eight years. The use of long-term chartering contracts as collateral has not been accepted
in view of increasing instances of premature termination of charter agreements. It is noted that
the financing terms mentioned above and conditions are those applied mainly in developed
countries.

With regard to finance for purchase of used ships, it is reported that a bank which had
primarily concentrated on financing secondhand ships to the private sector provides finance for
50-60 per cent of the asset value in general, and the period of financing was short, typically two-
three years and, in specific cases, for a maximum five years. However, the ship had to be
registered under a flag which was acceptable to the bank. It was also reported that another bank
provided a maximum of 70 per cent of the purchase price provided the overall debt equity ratio
of the enterprise as a whole is restricted to 2: 1. The interest charge, if fixed, varied between 11-12
per cent, and if floating rates were used the spread was 2.5-3.5 per cent above LIBOR (London
Interbank Offered Rate). The repayment period was limited to a maximum of75 per cent of the
economic life of the ship. Typically this related to a period of 5 to 10 years, depending on the

ship.

The interest rates of loan offered by commercial banks show considerable differences
according to country as listed in Table 6-1. In recent years the interest rates tend to be lower in
many developed countries. However, in the South Pacific, rates of 16 to 18 per cent are still
prevalent. As indicated in the table, interest rates fluctuate in the medium and long term in a
rather wider range reflecting ever-changing national and international economic conditions and
climates, forecasting of which is very difficult.
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TABLE 8: Interest rate comparison

OECD
terms

for ship

LIBOR
or US$
6 month

deposit

National interest rates of selected countries

YearUnited

States
Australia New

Zealand
Japan Germany Norway

U.K.

1985 8.0 8..64 8.10

14.7014.71

6.46 5.19 12.29

10.78

1986 8.0 6.85

6.8115.75

16.32 4.79 4.57 14.15 10.68

1987 8.0 7.30

6.6613.06

3.51 3.27 14.66 9.66

]988 8.0 8.13

7.61

11.90

13:41

3.62

4.01

13.29

10.311989

8.0 9.27

9.22]6.7510.92

4.87 6.59 11.31

13.88

1990 8.0 8.35 8.10

14.81

11.65 7.24 7.92 11.45

14.68

]99] 8.0 6.08

5.7010.47

8.93 7.46 8.84 10.58 11.75

1992 8.0 3.90

3.52

6.44

6.58

4.58

9.41

]3.7] 9.5j

1993

8.0 3.4.1

3.025.11

6.24 3.06 7.49 7.64 5.46

1994 8.0 5.07

4.20

5.18 2.20 5.35 5.70 4.76

~: IMF, International Financial Statistics Yearbook, 1995

In addition to the level"of interest rate, another important element of loan agreements isthe 
currency of repayment. If the currency of a loan agreement was appreciated against the US

dollar by 10 per cent, it would mean an increase of interest rate by the same percentage compared
with an agreement on the dollar basis. Although sophisticated currency hedging instruments are
available in the financial market, borrowers are not immune from additional cost and risk.

The role of commercial banks in financing ship acquisition is important in both purchase
of used ships and newbuilding. The commercial banks in overseas countries can provide ship
finance as part of government-backed export credit schemes, specifically the shipbuilding credit.
However, as stated above, commercial banks now tend to apply stricter standards to ship
acquisition loans, some of which may be difficult for ship operators to accept depending on their
financial capability.

National 

develoQrnent banks(c)

Each country in the South Pacific has its own national development bank which is
prepared to accommodate, among others, ship financing loan subject to the viability of the
project and within available resources. Although their interest rates tend to reflect the levels
required by the fund providers which are public sectors in most cases, they are in general very
attentive to financing projects proposed by indigenous operators so long as they promote
transport and export of local products and create employment in the community.
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For example, the national development bank of a country in the South Pacific waived the
rule to require an equity contribution of 50 per cent for a shipbuilding loan requested by an
indigenous operator in view of the expected benefit of the project to the local community.

(d) ExQort credits

Globally, export credit financing has been the most important facility for financing of
newbuildings. The OECD Understanding on Export Credits for Ships is an international
agreement among developed countries which governs the export credit system. The
Understanding as of the end of 1996 was 80 per cent of contract value at an interest rate of 8 per
cent with repayment over eight and half years from delivery in equal semi-annual instalments.
These key financing terms were to be amended as follows effective 1 January 1996.

(i) a minimum deposit of 20 per cent of the contract price;

a maximum duration of 12 years repayment from time of delivery;

repayment schedule by equal instalII)e:nts at regular intervals, normally of 6'
months and a maximum of 12 months;

(iv) an interest rate at the commercial interest reference rate, which is defined as
internal rate of return or yield of five-year government bond plus one per cent.

An exception to this agreement is granted when there are "genuine aid reasons" subject
to the following two criteria:

(a) the inability of the project to generate sufficient cash flow to cover operating
costs and to service the capital under the terms of the agreement;

(b) the GNP per capita of the borrower's country was less than US$2,465 in 1990.

Since most countries in the South Pacific meet criteria (b), the OECD terms will not bind
ship acquisition projects in the majority of cases if criteria (a) is also met.

However, the application of the above-mentioned new terms was still pending as of endJanuary 
1997 because a major country was holding up the ratification of the agreement.

(e) International and regional develoQrnent banks and financial institutions

It was reported that the Asian Development Bank (ADB) was not usually involved in
direct ship fmancing. However, the ADB has indirectly financed ship purchase activities under
the scope of a more broad based maritime transport development project or through sub-loans
made available to Development Finance Companies (DFC). These sub-loans were made use of
by enterprises both in the private and public sectors. The funds were used to acquire new and
secondhand ships, the majority being in the latter category, which totalled US$ 100 million.
However, only a minor portion of this total amount has been lent since 1985.
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The ADB considers that, apart from depression in shipping markets, the introduction of
new guidelines by the bank for procurement of secondhand ships has contributed to the decline
in lending through sub-loans. The guideline requirements include strict age limits, independent
technical and valuation survey reports, classification of the ship with a member of the
International Association of Classification Societies and compliance with major internationalconventions 

on safety, tonnage and loadline, etc.

(t) Leasing

Although ship leasing contracts are negotiated by the lessor and the lessee, cross-border
leasing has been facilitated as the result of the adoption of the UNIDROIT Convention on
International Financial Leasing, 1988 which is an international legal framework clearly definingthe 

rights and obligations of the parties of leasing of equipments, inclu~ing ships.

There are two types of ship leasing, namely operating lease and financial lease. The
fonner type had previously existed under the tenninology of bareboat demise charter, but has not
been used so widely in developing countries. The latter type is a long-tenn, non-cancellable lease
arrangement by which the title of ship is vested with the lessor till the last lease instalment ispaid, 

and subsequently the ship is usually transferred to the lessee as a gift or at a nominal price.

Ship leasing in the form of chartering is a very common practice in the shipping industry
particularly in developed countries. Ship leasing could also be one of options for developing
countries because it involves virtually no financial outlay Ulilike loan agreements which require
down payment or deposit in almost all cases. However, at present, the following factors, among
others, constrain the introduction of ship leasing in developing countries, particularly in the
South Pacific.

(i) Absence of lessors who may generate sufficient profit to afford tax reduction
through accelerated depreciation of ships;

Lower levels of freight rates, which cannot ensure regular payment of lease fees
which may have to cover the ship cost of relatively new ships, although a part ofthe 

tax benefit for lessors could be passed to lessees;

A 

lack of standard types of ships suitable for lease on inter-island services;

Application of cabotage which causes difficulties when foreign ships are leased
for domestic trade.

It is, therefore, hoped that this option will become attractive in future as .the result of
economic development in the South Pacific, which might lead to disappearance of the above-
mentioned constraints.
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(g) Other ship financing facilities

Issuing company hQllil.':i for the purpose of shipbuilding is a common practice for large
scale established ship operators, but this method is not suitable for small operators.

Provident funds in each country in the South Pacific have not been used for ship finance
loans directly. However, in view of the large anlount in these funds, it may be worthwhile to
consider some measures which would enable access to the funds by ship operators in the region.

Shil2yard credit is negotiable when the yard has a sound financial capacity or the scheme
is supported by the government. However, this may notpe the case for the shipyards in the SouthPacific.

2.

Increasing creditworthiness for ship financing

As stated above, in applying for a loan for ship acquisition, the borrower is requested to
provide a detailed appraisal of managerial capacity, financial capacity, experience in the shipping
industry and anticipated financial rate of return for the proposed project which may support its

viability.

The managerial capacity may be considerably enhanced if the management system ismodernized 
and rationalized by introducing personal computers which are becoming morepowerful 

at increasingly reasonable prices. Small operators' who have not introduced such a
system should be encouraged to do so as early as possible in order to enhance their managerialcapacity.

Calculation of anticipated operating surplus and financial rate of return for the planned
project may be easily performed by utilizing simulation models developed for personal
computers including those as demonstrated in Annexes I and II. In this connection, there are
several indicators for appraising efficiency of investment on proposed projects. Such indicators
are briefly explained in Annex III as guidelines for preparing documents required by financiers.

3. Merger and cooQeration among shiQ oQerators

F offiling j oint ventures either by merging companies or through cooperative arrangements
in ship operation could benefit small scale ship operators in the South Pacific. This wouldprovide 

opportunities to explore economies of scale and also to gain access to much neededfinance 
by increasing their creditworthiness on assets basis.

c.

Polic}: ontions on re~ional basis

1.

Establishment of regional ship financing institution

It may be advisable to consider the feasibility of establishing a ship financing institution
on a regional basis in order to facilitate the implementation of the proposed ship acquisition
programme. Such a project which could be called "Pacific Maritime Credit Corporation" would
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involve many complex issues such as raising necessary equity and operating funds, structure and
management of the organization, recruiting staff members and the viability of its operation.
Moreover, starting such a project would need concerted action of the governments in the region
as well as adequate support by developed countries.

The "Pacific Maritime Credit Corporation" may be expected to provide, in addition to
ship financing services, advisory services in both managerial and technical areas. Moreover, the
organization is considered instrumental in eliminating over-tonnaging and upgrading safety
standards as mentioned under Items IlIA and IIIB.

In this connection, it is suggested that if a fe~sibility study is authorized on this project,the 
study should examine the advisability and practicability of adoptin~ a co~ownership schemeof 

the financed ships between the financier and the borrowers. In fact .such a scheme has beenintroduced 
by the Maritime Credit Corporation of Japan and has been working satisfactorily for

many years. For reference, the outline of the scheme is contained in annex IV.

2. SuQQort services for the QroQosed shiQ acQuisition Qrogramme

If and when the proposed ship acquisition programme was adopted or agreed on, it may
become necessary to establish or nominate an office which would be responsible for the
implementation of the programme, and to recruit necessary experts who will carry out the
project. With regard to the manning of necessary experts, at least two members may be required,
one being responsible for financial aspects and the other for technical aspects. They must be
funded by an extra budget, namely by voluntary contributions from member countries, inparticular 

developed countries.

3.

Establishment of a shiQ finance division within Asian DeveloQment Bank

As reported above, the ADB is not usually involved in direct ship financing but has
indirectly financed ship purchase activities under the scope of more broad based maritime
transport projects or through sub-loans made available to Development Finance Companies.
However, the ADB as the major regional bank covering the South Pacific countries could be
requested to expand its activities by establishing a ship finance division so that realization of the
proposed ship acquisition programme could be accelerated. Since it may involve some policy
change in the priority of the fields to be invested by the Bank, action by its Board will be
required for establishing the ship finance division.
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