Salvage as a risk management tool

Recent events, such as the MSC Napoli, have shown that the role of the salvor, whilst exceptionally hazardous, is vital to the ongoing improvement of the public’s perception of the maritime industry.  Whilst incidents and accidents will gather unwanted headlines, these would pale into insignificance were there to be a major loss of life or a major environmental incident arising from an ‘event’ on the high seas.

There is, however, considerable confusion over the terms emergency response and salvage. Shipowners usually regard these as two entirely separate issues, whilst most professional salvors would probably prefer that they are regarded as a continuum of service that cannot easily be separated.

Undoubtedly, it is necessary to differentiate between salvage capability to protect life, property and the environment, where there is an immediate danger, and to where a vessel requires assistance due to, for example, loss of motive power, where there may be no obvious or immediate danger. In the final analysis, however, differentiation between emergency response and salvage will boil down to the contractual arrangements between the salvor and the ship that is in difficulty.

Salvage is, of course, just one of the services offered under a general heading of emergency response to vessels in distress; that is to vessels in danger or potentially in danger. One complicating issue is that, in the context used here, danger will include financial danger; for example the potential for financial loss incurred due to being delayed, late delivery of cargo, or loss of cargo. Another significant issue is that every emergency situation is unique. In most cases, therefore, it becomes impossible to distinguish between emergency response and salvage.

Fortunately, the obligation of ships to go to the assistance of vessels in distress is enshrined both in tradition and in international treaties such as the International Convention for the Safety of Life at Sea (SOLAS), 1974. The basic principle is set out in Article 10 of the International Convention on Salvage 1989:

Every master is bound, so far as he can do so without serious danger to his vessel and persons thereon, to render assistance to any person in danger of being lost at sea.

Although salvage is therefore the act of rendering services to a vessel in danger, those services must be rendered voluntarily (there is hope of a financial return) and must “not have been rendered pursuant to a contractual or official duty.” This means that there must be no pre-existing contractual arrangement between the salvor and the ship-owner.
Salvage is paid for by the owners of salvaged vessels under one of a number of widely recognised contracts; the most commonly used contract is Lloyd’s Open Form (LOF).
Formulated in the 1890s, LOF has become the standard contract worldwide for a salvage agreement. Also known as the Lloyd’s Standard Form of Salvage Agreement 'no cure-no pay', it has undergone several revisions since its inception. The basic principle ‘no cure-no pay’, means that the salvor is entitled to a reward only if the salvage operations are successful.

The much simplified two-page LOF 2000 is the latest version. Several features contained in the International Convention on Salvage, London, 1989, have been incorporated into recent versions of LOF. In particular, LOF 2000 has seen the introduction of the optional Special Compensation Protection & Indemnity (P&I) Clause (the SCOPIC clause). This was the result of an agreement between the International Group of P&I Clubs, the London Property Underwriters and the International Salvage Union, with the blessing of the International Chamber of Shipping.

Lloyds are notified of around 120 - 140 LOF contracts each year. There will undoubtedly be a number of other LOF contracts which Lloyds are not notified of because the parties have reached an early amicable settlement, but there are no data on these. Of the notified cases, approximately 70% are subsequently settled before the arbitration process is completed. Of the cases which are arbitrated approximately 20% are appealed.

SCOPIC put to rest issues that might otherwise be raised by a shipowner or cargo interest opposing a claim for salvage reward. It represents a de-facto agreement that the service is one of salvage, not one of towage. It also provides proof of the existence of 'danger'. These being two issues that often arise in salvage disputes.

SCOPIC also provides for special compensation claims, when the value salved is insufficient to cover expenses incurred. Although salvors have a claim over property salvaged, in practice they often have a problem enforcing this. Under LOF 2000, they can ask for a security to be provided to Lloyd's. The salvor then agrees not to arrest or obtain the property if security is provided. SCOPIC provides

a safety net of a minimum payment which encourages the salvor to proceed to the assistance of ships which are seriously damaged and of low value. Whilst incorporated in almost every LOF contract, its provisions are only invoked in about 20% of the cases.
An exception to the ‘no cure – no pay’ principle was first introduced in LOF 1980, in an attempt to encourage salvage of vessels that possess the potential to harm the environment. For example, where the vessel is a tanker, wholly or partly laden with oil, and the salvage is not successful, the salvor is awarded reasonable expenses and an increment not exceeding 15% of those expenses. This arrangement creates a safety net against fruitlessly incurred costs.
Such a claim can only be brought against the tanker owner and then only if the failure of the services has not been caused by the contractor's negligence. This exception is also found in the Salvage Convention 1989, rewarding the salvor for his skill and efforts in preventing or minimising 'damage to the environment,' along with an increment of up to 30%, which may, under special circumstances be increased to 100%.
The average award in relation to salved value in recent years is typically between 12% and 14% of the salved value, but this statistic masks significant volatility. In cases where the salved value is very low and the salvors expense high, a high percentage of the salved value can be awarded. In contrast where the value is high and the expense low, the award can be of very low.

Uninsured losses

Over recent years there has been a trend toward an increase in deductible levels. Some of the pressure on this trend has arisen from the increased adoption and implementation of risk management techniques toward providing a ‘lower total cost of risk’. The trend has been assisted by the gradual increase in the cost of insurance, although the effect of this increase has masked the overall benefit of reduced total cost.
Until very recently, the maritime industry and in particular the shipping industry has been isolated from this trend. Deductibles had remained relatively low, and although there has been pressure from marine insurers to increase rates, it is perhaps because of these low deductibles that some new players have entered the marine insurance markets, attracted by the certainty of the sector.

Now, however, there is evidence that an increasing number of shipowners are taking higher deductibles, either voluntarily or under pressure from their insurers. Others have begun to look at creating captive insurance companies.

The effect of this is the same – maritime companies should begin to take a closer look at their management of risk, particularly the self-insured or uninsured risks. And, before any insurers take issue with that statement, let me quickly add that any focus on risk management will have a beneficial effect on all losses. This means that a focus on losses within the deductible should benefit the insured loss ratio, which will lead to happier insurers and, presumably, less pressure on increased insurance costs.

The recovery position

It is not unusual for a business’s goods to be damaged or lost by the company that is meant to be transporting or storing them. Such incidents can have a serious financial impact on a company, though they are not at fault.

This can be either through the uninsured or self-insured losses, such as deductibles or captive insurance arrangements, or through an increased insurance premium due to a poor loss record. 

Yet surprisingly few companies pursue claims against third parties for their costs. For example managers of a number of the major container lines have indicated that only around 20% of recovery claims are pursued against them in circumstances where they have caused loss to a container or consignment.  

There is also a case where a recovery was obtained from a carrier for the loss overboard of a container of goods from a vessel crossing the Atlantic. However, no claims were pursued against the carrier in respect of the other 29 containers that were lost on the same voyage! This is unlikely to be a one-off affair.
The handling of claims for loss or damage to goods or property and, particularly, the recovery of third party losses can be a very specialised and time consuming area. Traditionally, when a company incurred a loss to their goods and property, this would generally fall within the scope of their insurance cover. 

In recent years, there is a tendency towards companies either having large deductibles with their insurance companies or setting up their own captive insurance companies. In such circumstances, when the company incurs a loss to their goods or property, the burden of dealing with the claim will usually rest with the company. But without procedures for handling claims and, particularly, recoveries, a company can find itself out of pocket.

In order to provide assistance to companies on the recovery of third party losses, specialist companies have evolved whose area of expertise is focussed on obtaining the best possible outcome for their clients. Stean Shaw & Co is one such specialist company that I have worked with, and their team has extensive experience and expertise in the handling, resolution and recovery of third party losses for all types of claims suffered by our clients arising all over the world.

Apart from the specialist expertise and experience offered by companies such as Stean Shaw & Co, another significant benefit to the client is that, unless otherwise agreed, the services provided are almost always performed on a “No win – No fee” or contingency fee basis.
