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ABSTRACT
The thesis examines how the absence of insurance in the past led to some special
maritime liability law principles such as ‘general average’ (i.e., losses or expenses
shared by all the parties to a maritime adventure) and the limitation of shipowners’
liability. In the absence of insurance, these principles served the function of insurance
mostly for shipowners. As commercial marine insurance is now widely available, these
principles have lost their justification and may in fact interfere with the most important
goal of liability law i.e., deterrence from negligence. The thesis thus recommends their
abolition. The thesis further argues that when insurance is easily available and
affordable to the both parties to a liability claim, the main goal of liability law should be
deterrence as opposed to compensation. This is exactly the case with the maritime cargo
liability claims where both cargo owners and shipowners are invariably insured. As a
result, the sole focus of cargo liability law should be and, to a great extent, is deterrence.
On the other hand, in the vessel-source oil pollution liability setting, pollution victims
are not usually insured. Therefore, oil pollution liability law has to cater both for
compensation and deterrence, the two traditional goals of liability law. The final
question the thesis addresses is whethef the deterrent effect of liability law is affected
by the availability of liability insurance. Contrary to the popular belief the thesis
attempts to prove that the presence of liability insurance is not necessarily a hindrance
but can be a complementary force towards the realization of deterrent goal of liability

law.

ix



Effects of Insurance’s Absence or Presence on Maritime Liability Law with
Special Reference to Cargo Liability and Oil Pollution Liability Regimes: An
Economic Analysis
INTRODUCTION

In a modern society, most individuals and corporations purchase insurance against any
possible liability they might incur in a host of activities they engage themselves in.!
Shipowners are no exception in this regard. In fact, shipowners’ liability insuratice is
one of the most extensive liability insurance in the world;? there is hardly any aspect of
maritime liability which is not covered by the corresponding liability insurance.® Yet,
there is little discussion on various questions related to the effect of insurance’s absence
and presence on maritime liability law. What benefits insurance in general and liability
insurance in particular have on our commercial activities including shipping? If
insurance is a beneficial risk-management strategy, what alternative risk-management
measures shipowners and policymakers devised in the pre-insurance era? Should those
measures continue to exist today when commercial insurance is available? What should
be the goal of liability law when both liability claimants and liable parties are usually

insured against their respective losses and liabilities? Does the presence of liability

! In 2006, Canadians paid over $4.8 billion in premium for liability insurance alone. See Insurance
Bureau of Canada (IBC), Facts 2008 of the General Insurance Industry in Canada, (IBC, 2008) at 7,
available online at http://www.ibc.ca/en/Need More_Info/documents/FactsBook2008.pdf (last access
date: March 11, 2009).

% Shipowners usually purchase liability insurance from their own mutual insurance companies, known as
Protection and Indemnity (P&I) clubs. Thirteen of the P&I clubs jointed together to form the International
Group of P&I Clubs; through a pooling agreement among the clubs, the Group can provide coverage up
to US$5.4 billion per liability incident. See
http://www.igpandi.org/The+Group+Agreements/The+Pooling+Agreement (last access date: March 11,
2009).

* G. Gilmore and C. L. Black, Jr., The Law of Admiralty, 2d ed. (New York: Foundation Press Inc., 1975)
at 17-18 and 53 fhereinafter Gilmore & Black].


http://www.ibc.ca/en/Need_More_Info/documents/FactsBook2008.pdf
http://www.igpandi.org/The+Group+Agreements/The+Pooling+Agreement

insurance nullify the deterrent effect of liability law? Or can we say that the presence of
liability insurance actually improves deterrence? These are the questions I will attempt
to answer in this dissertation and I will do so in the context of maritime law and from

the perspective of law and economics.

Few areas of liability law are as influenced as that of maritime liability law both by the
absence of insurance in the past and by its widespread presence today. While the
evolution of maritime liability law in its many aspects is closely connected to that of
marine insurance, some aspects of maritime liability law may appear quite unreasonable
without the realization of their historical link to insurance. Two such aspects examined

in the thesis are the limitation of shipowners’ liability and ‘general average’.

As apparent from the name, limitation of liability reduces shipowners’ legal liability to
a pre-determined limit based today on the tonnage of a ship but historically on the value
of the ship after a liability-causing incident.* General average, on the other hand, is the
sharing by shipowners and cargo owners of the losses and the expenses necessitated by
their attempts to extricate the ship and cargo from an actual or imminent peril of the
sea.’ The origin of these two principles of maritime liability law predates commercial
marine insurance. The thesis argues that the absence of commercial marine insurance

was the most plausible cause of their adoption as they served the function of insurance

* See generally J. J. Donovan, “The Origins and Development of Limitation of Shipowners’ Liability”
(1979) 53 Tul. L. Rev. 999 [hereinafter Donovan, “The Origins of Limitation™].

> See Birkley v. Presgrave, (1801), 1 East. 220 at 228, 102 E.R. 86 at 89; J. H. S. Cooke and R. R. Cornah
(ed.), Lowndes and Rudolf: The Law of General Average and The York-Antwerp Rules, 13th ed.,
(London: Sweet & Maxwell, 2008) at 1 [hereinafter Lowndes & Rudolf (2008 ed.)}.

2



during the pre-insurance era in reducing the burden on shipowners of the losses and/or

liabilities arising from maritime transportation.

In the absence of commercial insurance, the insurance function served by these two
principles of maritime law was of great social benefit because their presence reduced
the fear of loss or liability in the minds of prospective shipowners and thus encouraged
them to invest into shipping and maritime commerce. Today, however, marine
insurance market is well-developed and has enormous capacity to cover almost any
imaginable maritime loss or liability.6 As a result, the need for the above two maritime
principles to serve the insurance function has ceased to exist. Instead of producing any
social benefit, these two principles may now cause social loss by reducing the
incentives for shipowners to exercise proper care and precaution in the transportation of

goods and passengers.7

The origin and the past justifications of these two principles and their possible
detrimental social effects today will cover the discussion in the first three chapters of
the thesis. Chapter one in its first part will trace the historical need and the consequent
development of these two principles together with some other alternative risk-
management strategies in the pre-insurance era. The second part of the chapter will
discuss the mutual influence of liability law and liability insurance in their historical

development with the particular emphasis on cargo and oil pollution liability laws.

¢ See infra notes 382 to 388 and accompanying texts for the capacity marine insurance market.

7 The simple reason why these principles may lead to increased social loss is that they may reduce the
liability of negligent shipowners and the reduced liability may in turn fail to deter such shipowners from
future negligence. Chapters two and three will have detailed analysis of this point.

3



Chapters two and three will take up the separate and detailed analysis of the principles

of limitation of liability and general average respectively.

Although marine insurance market is now well-developed, subscription to insurance is
not similar across the wide spectrum of shipping activities; not all the parties to
maritime liability disputes are equally insured against their possible losses or liabilities.
This difference in the subscription of insurance has influenced at least partially the
design of liability laws for different activities. For example, in a setting of cargo
transportation it is invariably the case that both shipowners and cargo owners (i.e.,
potential liability claimants) are fully insured against their respective liabilities and
losses.® On the other hand, in the context of the transportation of il via sea the potential
claimants of oil pollution damage are unlikely to be insured against their losses or
damages.” As a result, the need for compensation is stronger in the oil pollution liability
law than in the cargo liability law. This difference in the need for compensation may
provide the partial explanation why liability for oil pollution is strict,'® while negligence

is the basis of maritime cargo liability laws."!

¥ See Gilmore & Black supra note 3 at 17. For empirical evidence on insurance against cargo loss or
liability, see infra notes 650 to 654 and accompanying texts.

® See International Maritime Organization’s (IMO) legal document, LEG/CONF.5/C.1/SR.8 (5 Nov.
1976); reproduced in IMO, Official Records of the International Conference on the Limitation of Liability
Jor Maritime Claims, 1976 (IMO: London, 1983) at 266 [hereinafter Official Records of the 1976
Liability Conference]. However, sometimes the only claimant would be the government of a State which
incurs expenses for cleanup after an incident of oil pollution.

'® See article IT1.1 of the International Convention on Civil Liability for Qil Pollution Damage, 1969, 973
U.N.T.S.3, (1970) 9 I.L.M. 45, [hereinafter CL.C] as amended by 1992 Protocol. The 1992 Protocol can
be found in the IMO document, LEG/CONF.9/15. Another reason for this difference is that victims of oil
pollution are third parties and thus cannot negotiate mutually satisfactory arrangements with tanker
owners before pollution incidents, while the cargo liability claimants have contractual relation with
shipowners and can decide their respective share of loss or liability beforehand.

" See articles III and IV.1 of the International Convention for the Unification of Certain Rules of Law
Relating to Bills of Lading, Aug. 25, 1924, 51 Stat. 233, 120 L.N.T.S. 155; (hereinafter Hague Rules) and

4



Despite the above difference in the need for compensation, the importance of liability
law to deter shipowners from negligence is equally present both in the oil pollution and
in the cargo liability laws. Thus the main difference in the design of these two regimes
is that while the oil pollution liability law has to cater for both deterrence and
compensation,12 the sole purpose of the cargo liability law should be deterrence as
both the plaintiffs and defendants in cargo liability disputes will already have insurance
to cover their respective losses and liabilities. In chapter four, I will examine how
successful the cargo liability regime is in achieving its sole goal of deterrence. It will be
shown that the cargo liability laws are generally in line with the deterrence goal.
However, the presence of limitation of liability and general average in cargo liability
law reduces the deterrent effect of the liability.”* Also, the exoneration of shipowners
from liability for cargo damage either by the negligent fire or by the negligent
navigation and management of ships by the crew is an obstacle to the achievement of
optimal deterrence under the Hague-Visby Rules,'* the most prominent cargo liability

regime.

The focus of analysis in chapter five will be the success of the oil pollution liability
regime in providing both adequate compensation and proper deterrence through its

various insurance and non-insurance mechanisms. Although adequate compensation of

its 1968 Protocol, 2 U.N. Register of Texts ch. 2, at 180 [hereinafier together Hague-Visby Rules); article
5.1 of the United Nations Convention on the Carriage of Goods by Sea, Hamburg, Mar. 31, 1978, UN.
Doc. A/Conf. 89/5, (1978) 17 L.L.M. 608, (hereinafter Hamburg Rules).

2 Compensation and deterrence are the two main goals of liability law under traditional analysis of
liability law. See C. Brown, “Deterrence and Accident Compensation Schemes”, (1978-79) 17 U. W.
Ontario L. Rev. 111.

13 See articles IV.5(a) and V of the Hague-Visby Rules; articles 6.1(a) and 24of the Hamburg Rules.

1 See article IV.2(a) and (b).



oil pollution victims is the declared goal of the oil pollution liability regime, " it also
creates strong deterrence from negligent navigation by imposing higher liability on
shipowners for oil pollution and by requiring compulsory insurance up to the liability
limit as well as by allowing direct action against the insurers by the victims. The proof
of strong deterrence in oil pollution liability law is evidenced by the dramatic reduction
of oil pollution incidents throughout the world.'® However, there are some non-liability
factors which also contributed to the reduction of oil pollution incidents. These factors

will also be briefly discussed in the chapter.

While the deterrence from negligence is the common goal of both the cargo and the oil
pollution liability laws, the purchase of insurance by a potentially liable party may,
however, reduce the deterrent effect of liability law. This is because shipowners with
liability insurance may tend to be less afraid and consequently less careful against the
possible effect of their negligent acts or omissions especially if their insurers have no
means to check this tendency."’ Luckily, however, insurers have various means to
control this tendency and to keep the insureds motivated towards proper care. These
means include premium rate variance, deductibles, policy limits and policy exceptions.

Therefore, I will maintain in chapter six that the presence of liability insurance does not

' See the preamble to both CLC and Fund Convention which reads, “The State Parties to the present
Convention.... convinced of the need to ensure that adequate compensation is available....” (Emphasis
added).

16 See infra notes 793 to 798 with accompanying texts for statistics on oil pollution incidents for last
thirty years.

7 Tendency of an insured to lower the precautionary measures in the presence of insurance is a well-
studied fact and is termed as ‘moral hazard’. See S. Abraham, Distributing Risk: Insurance, Legal
Theory, and Public Policy (New Haven, Yale University Press: 1986) at 14 [hereinafter Abraham,
Distributing Risk]. See also K. J. Arrow, “Uncertainty and the Welfare Economics of Medical Care,”
(1963) 53 Am. Econ. Rev. 941 at 961-62; M. Pauly, “The Economics of Moral Hazard: Comment”,
(1968) 58 Am. Econ. Rev. 531 at 535.



necessarily lead to the reduction of the deterrent effect of liability law.'® In fact, I would
go one step further and argue that the presence of liability insurance may actually lead
to better care than the care induced by liability law alone (i.e., without liability

insurance).

I will analyze all the above aspects of maritime liability law and insurance from the
perspective of law and ecomomics. For the smoother flow of the analysis in the
subsequent chapters, I will discuss here some of the concepts from economic analysis

of law used frequently in the thesis.

Like any legal analysis, economic analysis of law aims at finding appropriate legal rules
and policies which would maximize social welfare or utility.'” However, a characteristic
element of an economic analysis is that it assigns tentative numerical value for every
action needed to implement a legal rule and for every consequence ﬂowing from such
implementation. In other words, it uses a numeric cost-benefit equation to determine the
desirability of legal rules. While the tentative values are mostly assumptions,”® they are
based on common sense. Similar assumptions are also regularly used in other legal
analyses, albeit without the use of any numbers. For example, under a traditional legal
analysis, liability for vessel-source oil pollution may be justified on the ground that

liability reduces the number of oil pollution incidents. Implied in this analysis are the

' For a somewhat similar observation, see F. James, “Accident Liability Reconsidered: The Impact of
Liability Insurance,” (1948) 57 Yale L. J. 549.

'S, Shavell, Foundations of Economic Analysis of Law, (Cambridge, Mass.: Harvard University Press,
2004) at 4 [hereinafter Shavell, Foundations of Economic Analysis).

% Some figures are also based on statistical data and empirical evidence.

7



assumptions that most incidents of oil pollution are preventable and that the cost of oil
pollution to society is more than the cost shipowners would bear to prevent the pollution
incidents. Under an economic analysis, the same conclusion may be reached by
assuming that the damage from an oil pollution incident is $1,000 and the cost of
prevention is only $500.2! Therefore, prevention or taking care is cost-efficient and the
imposition of liability to motivate shipowners to take such care is justified. Not taking

care in such a situation amounts to negligence.

In determining negligence, economic analysis uses the concept of expected loss or
liability.22 Expected loss or liability is the product of the magnitude of liability
multiplied by its probability. An act of negligence does not always give rise to a loss or
liability. For example, the failure to install smoke detector may cause $1,000 loss only
in one out of ten incidents of fire i.e., in 10 percent of the time. Even though the actual
loss, when incurred, is $1,000, the expected loss is only $100 (magnitude of loss
($1,000) multiplied by the probability of loss (10%)). Under an economic analysis,
negligence is the failure to take care when the cost of care is less than the expected loss.
If the cost to install a smoke detector is less than $100, not installing it would amount to
negligence. This definition of negligence was taken from the decision of Judge Learned
Hand in U. S. v. Carroll Towing Co.> Judge Hand, coincidentally an admiralty judge,

held that a person would be negligent if B is less than PL where B stands for the cost of

21 1t does not really matter whether we use the figure $1,000 or $100,000 for the loss and $500 or $50,000
for the cost of care; the purpose of using these figures is to show more clearly that the cost of care is less
than the loss.

2 See R. Posner, “A Theory of Negligence”, (1972) 1 J. Legal Stud. 29 at 32-33.

2 159 F.2d 169 at 173 (2d Cir. 1947); see R. A. Posner, Economic Analysis of Law, (6® ed) (New York:
Aspen Publishers, 2003) at 168 [hereinafter Posner, Economic Analysis of Law].
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precaution, P for the probability and L for the magnitude of loss. This is known as

‘Hand Formula’ in economic analysis of law.

It is noteworthy to mention here an important distinction between expected loss and
expected liability. They are not always the same amount. Despite the expected loss of
$100 due to the absence of smoke detector, a negligent homeowner’s expected liability
may be less than $100. Only in a sure case of liability the expected liability and the
expected loss will be the same amount. For example, if the homeowner is held liable in
one out of two actual fire losses caused by the absence of smoke detector, the
probability of his or her being liable is only 50% and the expected liability would be
only $50 ($100 X 50% or $100/2) for failure to install the smoke detector. Lower
expected liability may reduce the deterrent effect of liability law. Although the
installation of the smoke detector may cost less, say $90, than the expected loss, a
rational homeowner”* may not install it because his or her expected liability is only

$50.

In the above example, the expected liability became less than the expected loss due to
the reduction in the probability of being held liable. Reduction in the magnitude of
liability would also lower the expected liability. For example, if due to the limitation of
liability a homeowner has to pay only $800 instead of $1,000 in damages for not
installing the smoke detector, the homeowner’s expected liability would be reduced

further to $40 [($800 X 10%) X 50%]. With further reduction in the expected liability,

# Under economic analysis, parties are assumed to be rational profit-maximizing individuals. See
Shavell, Foundations of Economic Analysis, supra note 19 at 1-2.
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the homeowner will have even less incentives to install the smoke detector at a cost of
$90. In our discussion on the limitation of shipowners’ liability and general average, the
expected liability will be less the expected loss due to the reduction in the magnitude of

shipowners’ liability.

The concept of expected loss or liability is simple but crucial for the proper
understanding of the economic analysis of any liability law. The concept will be
repeated throughout the thesis. The importance of this concept lies in the fact that most
of our actions are based on a rough calculation of the costs of and benefits from those
actions. While the costs of a precautionary measure such as the installation of a smoke
detector are certain in each case, the benefits of the precaution in preventing the fire
damage or in not being held liable for fire damage are probabilistic. People would be
willing to incur the sure cost of care only when their expected liability is more than the
cost of care. As the expected liability ($50 or $40) in our example is less than the cost of
care ($90), a potentially liable homeowner may not exercise care. One way to make the
expected liability more than the cost of care is to multiply the amount of damage by the
inverse of probability.> As the probability in our example was 50% or % of the time, its
inverse is 2. In other words, when caught, a liable party must pay $2,000 (i.e., the actual
damage of $1,000 multiplied by the inverse (2) of probability) in order for the party to
be motivated to spend $90 on the installation of the smoke detector. By ensuring that
expected liability remains higher than the cost of care, liability law can deter potentially

liable parties from negligence.

% Shavell, Foundations of Economic Analysis, ibid at 244.
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Another concept I will repeat throughout the thesis is ‘risk aversion’; it is a frequently
used concept in the economic analysis of insurance.”® Risk aversion is the people’s
tendency to be more afraid of a larger loss with lower probability than of a smaller loss
with higher probability even though the expected loss in both situations is the same. For
example, a loss of cargo worth $1,000 with 10 percent probability may not be as big a
concern to the owner as the loss of $10,000 worth of goods with 1 percent probability
even though in both cases the expected loss is the same i.e., $100 ($1,000 x 10%) or
($100,000 x 1%). The fear would be even worse if the magnitude of the loss is
$100,000 although the chance of such loss is only one-tenth (i.e., 0.1) of one percent.
Here again the expected loss is only $100. ‘Risk-neutrality’ is the opposite concept of

risk aversion.?’ To a risk-neutral party, all of the above losses will be of equal concern.

Risk aversion is a source of social disutility as it either causes the risk-averse people to
take excessive care or discourages them from engaging in socially beneficial
activities.”® For instance, as the expected loss in all the above examples is only $100, to
take precaution against such loss at a cost more than $100 would be excessive
precaution. Yet, risk-averse people will tend to spend more than $100 to avoid 1 percent
risk of losing $10,000 or to prevent 0.1 percent chance of suffering $100,000 loss.
Alternatively, they may decide not to engage in such an activity at all even though their

expected gain might be higher than the expected loss if they engage. For example, cargo

%6 Abraham, Distributing Risk, supra note 17 at 10-11; Posner, Economic Analysis of Law, supra note 23
at 10-11.

27 Shavell, Foundations of Economic Analysis, supra note 19 at 178.

. Shavell, Economic Analysis of Accident Law, (Cambridge: Harvard University Press, 1987) at 11-12
[hereinafter Shavell, Economic Analysis of Accident Law].
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owners may decide not take their goods via ships to distant ports despite a sure profit of
$200 because of their fear of losing $10,000 even though the odds of such loss are only
1 percent. Both the cost of excessive care and the forgone profit from not engaging in an

activity are social loss.

Insurance is the best solution to the problem of risk aversion. Utilizing the available
data on loss history, insurance companies can roughly determine the expected losses of
an activity in the future. By charging a premium roughly equivalent to the expected
losses, insurance removes this exaggerated fear from risk-averse insured and thus
facilitates investment into risky but socially beneficial activities such as shipping and
other businesses. In the pre-insurance era, limitation of liability and general average
served the function of insurance to a limited extent by transferring partial loss or

liability of one party to another in the marine transportation contracts.

A recurrent theme of the thesis is deterrence from negligence through the use of
liability law. Deterrence from negligence is the primary goal of liability law under the
economic analysis of law.” There is no societal gain in imposing liability on
shipowners instead of letting the loss remain on liability claimants if the fear of liability
or its actual imposition does not deter the shipowners from negligent navigation and
consequently does not lead to reduction of maritime losses in the future. The imposition
of liability in the absence of deterrence may only shift a loss from one party to another

and will not reduce social loss. Although such shift may serve the traditional goal of

» See Shavell, Foundations of Economic Analysis, supra note 19 at 267-69 and 635-38. See also S.
Shavell, Economic Analysis of Accident Law, ibid at 208.
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liability i.e., compensation, the relative importance of this goal has significantly
decreased today as both the liable parties and the liability claimants can easily buy
market insurance.’® This is not to say that compensation has no role to play in liability
law today; compensation can be a necessary means to achieve the deterrence goal of
liability. Compensation, however, should not be the primary goal of liability law. In
practical terms, what it comes down to is that in designing and implementing liability
rules both policymakers and courts should focus more on the liability rules’ effect on
the behaviour of a potentially liable party than on their effect on restoring liability

claimants to their pre-accident positions.*'

Of course, in most cases the compensation of liability claimants and the deterrence of
liable parties will occur simultaneously. For instance, when shipowners are held liable
for the cargo losses arising from their negligent navigation without the benefit of
limitation of liability,32 cargo owners receive their full compensation and at the same
time shipowners are also deterred from the similar conduct in the future. There can,
however, be cases where full compensation would occur without proper deterrence

when the compensation or part of it comes from a party other than the liable party. For

30 Shavell, Foundations of Economic Analysis, ibid at 266.

3! Traditionally, the goal of liability both under torts and contract law has been to restore the claimants to
their pre-incident level as far as money can do. It is expressed retrospectively in tort (to put the victim
back where he would have been, had the tort not occurred) and prospectively in contract (to put the
promisee in a position where he would have been had the contract been performed). See F. D. Rose,
Marine Insurance: Law and Practice, (London: LLP, 2004) at 487 [hereinafier Rose, Marine Insurance].
32 Although it would be very difficult to deprive shipowners of the benefit of limited liability under the
present law, a court may be lenient in construing the relevant provision of the law i.e., art Article 4 of the
Convention on Limitation of Liability for Maritime Claims, 1976, (1977) 16 LL.M. 606 [hereinafter
LLMC 1976]. “A person shall not be entitled to limit his liability if it is proved that the loss resulted from
his personal act or omission, committed with the intent to cause such loss, or recklessly and with
knowledge that such loss would probably result.” (emphasis added)
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example, in liability law for vessel-source oil pollution claimants receive compensation
from various oil pollution funds when their losses exceed the liability limit of
shipowners.”® In such cases, it is possible that victims receive full compensation for oil
pollution damage without shipowners being properly deterred from negligent

navigation.

Conversely, it is also not true that imposing full liability always creates deterrence. If
some losses are inevitable in the sense that no amount of precaution could have
prevented them, imposing liability for such losses would not create any deterrence. An
example of this would be to impose liability on shipowner for cargo loss arising from an

unpredictable storm on the sea.

In short, using the economic analysis of law the thesis would maintain that insurance is
the most valuable tool against risk aversion. The availability of insurance removes the
fear of loss from the minds of investors and thus facilitates the growth of shipping and
commercial activities. With this in mind, the importance of both limitation of liability
and general average as mechanisms to partially provide insurance could be appreciated
for a pre-insurance era or when insurance market was not well-developed. With well-
established insurance market today, however, these two aspects of maritime liability law
have lost their importance and justifications. As they sometimes reduce the liability of

negligent shipowners, these two concepts of maritime liability law now interfere with

33 See the International Convention on the Establishment of an International Fund for Compensation for
Qil Pollution Damage, 1971, 16 I.LL.M 621 (1972), as amended by 1992 Protocol, LEG/CONF.9/16, and
2003 Protocol, LEG/CONF.14/20 fhereinafter Fund Convention].
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the deterrent effect of liability law. Deterrence should be the only goal of liability law
when both the liable parties and liability claimants can easily buy insurance. Although
the presence of liability insurance may seem to affect the deterrence goal of liability
law, insurers have various insurance mechanisms to keep the insureds deterred from
negligence. In fact, the presence of insurance may lead to stronger deterrence than

would be the case otherwise.
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Chapter 1
Lack of Marine Insurance and Its Effect on Alternative Risk Management
Strategies and on Liability Law: A Historical Evaluation

Introduction

Marine insurance, though described as the “elder brother to all other insurance,”34 has
not developed into its modern form (i.e., undertaking to bear risks against a fixed
premium) until the fourteenth century.>> However, societies from time immemorial
managed risks in various ways regardless of the existence or otherwise of market
insurance. Predictably, in the absence of insurance shipowners and merchants had to
rely on non-insurance risk management strategies to a greater extent than what is the
case now; such reliance is likely to be considered inefficient today when insurance is
widely available. In other words, some of the existing non-insurance strategies or the
extent of their use, while justified in the absence of insurance, may now generate

inefficiency and social waste.

Even when marine property insurance (i.e., hull and cargo insurance) became widely

available during the industrial revolution, market for marine liability insurance was not

3% C. B. Mitchell, A Premium on Progress: An Outline History of the American Marine Insurance
Market: 1820-1970, (New York: the Newcomen Society in North America, 1970) at 9 [hereinafter
Mitchell, 4 Premium on Progress]; see the decision of Chouinard J. in Zavarovalna Skupnost Triglav
(Insurance Community Triglav Ltd) v. Terrasses Jewellers Inc., [1983] 1 S.C.R. 283 at 293, 297-98
(SCO); G. R. Strathy and G. C. Moore, The Law and Practice of Marine Insurance in Canada (Ontario:
Butterworths, 2003) at 5 [hereinafter Strathy & Moore, Marine Insurance in Canadal].

3 W. R. Vance, “The Early History of Insurance Law” (1908) 8 Colum. L. Rev. 1 at 6-7. There are
debates about when and who first practiced the modern marine insurance. Most writers consider
Lombards from Italy as the pioneer of modern marine insurance some time between twelve to fourteenth
centuries. J. Bischoff, Marine Insurance: their Importance, their Rise, Progress and Decline, and their
Claim to Freedom from Taxation (London: A.H. Baily and Co., 1836); reproduced in D. Jenkins and T.
Yoneyama (ed), History of Insurance (v.7: marine) (London: Pickering & Chatto, 2000) at 319-120
[hereinafter Bischoff, Marine Insurance)]; C. M. Holt, A Treatise on the Insurance Law of Canada,
(Montreal: C. Theoret, Law Bookseller and Publisher, 1898) at 4.
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fully developed until the middle of nineteenth century. This probably had an impact on
the development of various areas of maritime liability law. Although it is hard to say
whether the inadequacy of liability insurance was the cause or the effect of the
underdevelopment of liability law, it is certain that both these conditions existed at the
same time. A recent and familiar example of the underdevelopment of marine liability
law is the absence of any specific liability law for the oil pollution from ships until

1969.

Part I of the chapter will cover the discussion on some of the ancient maritime risk-
management strategies as well as their justifications both in the past and at the present
time, if any. Part II will examine the possible effect of lack of liability insurance on the

development of maritime liability law or vice versa.

I. Use of Alternative Risk Management Strategies in the Absence of Insurance

Marine insurance as we know today started to evolve only from the fourteenth
century.’® Prior to that time, alternative risk-management strategies existed to fill the
vacuum of modern marine insurance. Alternative risk management strategies, which
even exist today alongside marine insurance, include personal saving, diversification,
the contract for future goods and services, and safety precautions.>’ In short, anything

we do now to avoid a future risk is a risk management strategy. Defined in this broad

3 Vance, “The Early History of Insurance Law”, ibid at 6-7.
37 Abraham, Distributing Risk, supra note 17 at 2, 67.
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way, insurance actually include all these strategies.3 % Defined narrowly, however, these
strategies amount to alternatives to insurance. Thus, depending on how we define
insurance, all these strategies to manage risk can be termed either as alternatives to
insurance or as alternative forms of insurance.”® However, my use of the word
‘insurance’ in this chapter will be confined mostly to its narrower sense i.e., market
insurance.*® All these risk management strategies can be grouped together into four
headings: risk-avoidance, risk-control, risk-retention and risk-transfer.*' Although
insurance is also a form of risk-transfer, I will focus here mainly on non-insurance risk-
transfer strategies as the purpose of the discussion in this part is to show the alternatives

risk management strategies used in the past during the absence of insurance.

A. Risk-Avoidance

The most effective, though not necessarily the most cost-efficient, strategy to manage
risk is the avoidance of risk by not engaging in risky activities altogether.* In all time
and at all places people avoid risks of incurring losses or liabilities by not engaging in
some activities.* However, this strategy was more prevalent in the past when the

market insurance was not available. We can infer the prevalence of this strategy in the

3% This broad definition of insurance will, however, be used in later chapters in order to show that the lack
of market insurance precipitates the need for ‘insurance’ in non-market forms such as general average,
limitation of liability and various compensation funds for marine pollution.
% See generally K. S. Selmer, The Survival of General Average: A Necessity or an Anachronism?, (Oslo
University Press: Oslo, 1958) at 25-26 [hereinafter Selmer, Survival of General Average).
“® In discussing the conflicting views among historians as to the existence of insurance in ancient societies
such as Phoenicians, Rhodians and Romans, W.R. Vance attributed the source of this conflict to these
broader and narrower definitions of insurance. See Vance, “The Early History of Insurance Law”, supra
note 35 at 2-3.
1 See generally G. E. Rejda, Principles of Risk Management and Insurance, 10th ed, (Boston: Pearson
Education Inc., 2008) at 12-14 [hereinafter Rejda, Risk Management and Insurance).

Ibid.
“ An example at present time is the fact that many pharmaceutical companies stopped producing certain
vaccines due to fear of liability lawsuits. See ibid at 11-12.
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past from the fact that investment into businesses in general and shipping in particular
was very limited. If someone does not engage in a business or own a ship, he or she
cannot simply face any risk of loss or liability arising from that business or shipping.
The reason this strategy would be inefficient is that the forgone profits due to non-

investment may outweigh the expected loss or liability.

B. Risk-Control

Once an investor decides to engage in the shipping business, he or she will likely to
manage or control the potential risks of maritime losses or liabilities through various
precautionary measures. Reduction of risks by care and precaution is as important today
as it was during the pre-insurance era. However, such precautions were probably
excessive in the absence of insurance because people would be more apprehensive of
losses and liabilities when they do not have insurance.* Excessive precautions are
social waste as they entail more cost than benefit. An example of excessive precaution
during the pre-insurance era can be visuélized from a practice in ancient China. Chinese
merchants on the Yangtze River used to send their cargo on more than one vessel so as
to spread the risk of loss over more than one adventure.*” The care level here was
excessive because sending on different ships what could be sent on one ship would be

very expensive.

* Excessive fear of uncertain risks is a phenomenon termed as ‘risk-aversion’ in insurance literature. The
concept of ‘risk-aversion’ will be further elaborated in the subsequent chapters. See Pauly, “The
Economics of Moral Hazard: Comment,” supra note 17 at 532; Shavell, Economic Analysis of Accident
Law, supra note 28 at 186-87; Shavell, Foundations of Economic Analysis of Law, supra note 19 at 258.
3 This practice existed as far back as 3,000 B.C. See V. Dover, 4 Handbook to Marine Insurance: Being
a Textbook of the History, Law and Practice of an Integral Part of Commerce for the Businessman and
the Student, (8% ed.) (London: Witherby & Co. Ltd, 1975) at 3 [hereinafter Dover, 4 Handbook to Marine
Insurancel.
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As the protection against the risk of future losses is the goal of all risk-management
strategies, risk-control through proper care may be the best protection against risks
when such care can completely eliminate the risks.*® In fact, if all possible losses could
be prevented by precaution and if the exact amount of such losses and the precaution
necessary to eliminate them could be accurately predicted, there would arise no need for
insurance.*’ However, since there would always be some uncertainty about the potential
risks and as no precautionary measures or at least no cost-efficient measures could
prevent some of the serious random losses, risk-control alone is unlikely to form the

complete risk management strategy.

C. Risk-Retention

Since there will remain some risks of loss or liability despite all the necessary risk-
control measures, shipowners would either transfer such risks to someone else or to
retain the risks by themselves. Shipowners may decide to retain some risks even in the
presence of insurance. However, risks retained in the absence of insurance market were
substantial because the capacity of non-insurance devices to transfer risks is always
limited, as we will see below. While the retention of risk in the absence of insurance
was mainly due to the lack of choice, insureds today may deliberately retain part of the
risk so as to reduce their insurance costs (i.e., premium) or insurers deliberately leave

part of the risk uninsured in order to maintain incentives in the minds of insureds

% In effect, this strategy is similar to the first strategy of risk-management i.e., avoidance of risk, the only
difference being the elimination of risk by precaution in the former and elimination by complete
avoidance of the activity in the latter.

* See generally G. Calabresi, The Costs of Accidents: A Legal and Economic Analysis, (New Haven:
Yale University Press, 1970) at 48-49 [hereinafter Calabresi, The Costs of Accidents].
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towards care. In most insurance contracts today, insureds retain either part of the risk all
the time through deductibles and policy limits or the entire risk in some of the time i.e.,

in situations of policy exceptions.*®

D. Risk-Transfer

Potential risks that are not retained will be transferred to others. Risk-transfer occurs
either through insurance contracts or through non-insurance arrangements. Obviously,
non-insurance arrangements were the only means to transfer risks in the pre-insurance
era. There were many such arrangements in the maritime context. Discussed below are

some of the well-known non-insurance transfer mechanisms:

1. Transfer to governments

A contractual transfer of maritime and war risks from shipowners to governments
existed in the ancient Rome and in other maritime nations.*® Such contracts were made
when privately-owned ships transported arms and foods for soldiers or carried public
treasures and money. This practice could be traced in 215 B.C. when the Roman
government agreed to bear the loss in the shipment of military supplies arising either
from the attacks of enemies or from the elements of the sea.”® Similar practices existed

in the ancient Italy and Spain where the receiving States used to cover all risks in the

*® See chapter six for detailed discussion on all these insurance mechanisms to induce care.

* Selmer, Survival of General Average, supra note 39 at 25-27; C. F. Trenerry, The Origin and Early
History of Insurance, Including the Contract of Bottomry, (London: P. S. King & Son Ltd., 1926) at 109
and 119.

% Dover, 4 Handbook to Marine Insurance, supra note 45 at 2.
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transportation of arms and victuals for the troops or in the shipment of public money

and treasures.’!

While government protection was necessary in the past both during war and peace time
because of non-existence of market insurance, the availability of market insurance today
obviated the need for such protection at least during peace time. However, government
protection may still be needed during war time due to the unwillingness or the
incapacity of market insurers to bear the highly unpredictable risk of war losses.>?

Consequently, the need for government assurance against war risks remains as

important today as it was in the ancient times.

In both of the last two World Wars, governments in many maritime nations provided
both hull and cargo insurance against war risks either independently or in collaboration
with the market insurers. For example, the British government made an agreement with
the market insurers during the World Wars I and II to reinsure the hull risks and to offer
primary cargo insurance alongside the market insurance.’® The difference between the
government protection in the past and its presence today is that while the governments
in the pre-insurance era provided insurance-like protection whenever a ship was

carrying the governments’ own goods (arms, victuals, and public money) regardless of

3! Ibid at 3; Vance, “The Early History of Insurance Law”, supra note 35 at 1-2, 5.

%2 In fact, government protection or assurance is also needed in the cases of devastating natural disasters.
Like war time loss, losses due to natural disorders are also highly unpredictable.

%3 See H. N Bennett, The Law of Marine Insurance, 2nd ed. (Oxford, New York: Oxford University Press,
2006) at 12-14 [hereinafter Bennett, The Law of Marine Insurance).
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the presence or absence of war, government protection today is limited to war time only

but extends to all goods and ships whether or not they belong to the government.

2. Transfer to financiers (i.e., bottomry and respondentia)

Another form of risk-transfer in the maritime context which existed until very recently
is the practice of bottomry or respondentia.>* Under this practice, shipowners and
merchants transferred maritime risks to their financiers. In bottomry, shipowners
borrowed money at an agreed rate of interest to finance their adventures on the security
of the bottom (hull) of the ships;” in respondentia similar arrangements were made
between cargo owners and lenders on the security of the cargo.*® The borrowers were
liable to pay back the loan with higher than the regular interest rate only after the safe
arrival of the vessel and/or the cargo; thus the loan was not recoverable if the vessel or

the cargo, as the case may be, was lost before arrival.

The practice of bottomry and respondentia was insurance in reverse; merchants received
the protection against potential risks but had to pay the premium only if the insured
risks did not materialize.”” The interest rate charged on the loan was higher than the rate

for other loans because the interest for bottomry and respondentia loan reflected both

% In Zavarovalna Skupnost Triglav (Insurance Community Triglav Ltd)) v. Terrasses Jewellers Inc., 54
N.R. 321 at 332, [1983] 1 S.C.R. 283 at 293 (S.C.C.), Chouinard, J. considered bottomry and
respondentia as the origin and the earliest form of marine insurance.

% H. G. Lay, Marine Insurance: A Text Book of the History of Marine Insurance including the Functions
of Lloyd’s Register of Shipping, (London: Post Magazine, 1925) at 4 [hereinafter Lay, Marine Insurance).
% The contracts of bottomry and respondentia were evidenced on bonds, called bottomry and
respondentia bonds. E. Gold, A. Chircop and H. Kindred, Maritime Law, (Toronto: Irwin Law Inc., 2003)
at 279 [hereinafter Gold et al., Maritime Law].

51 Lay, Marine Insurance, ibid at 4.
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the interest on the loan and the premium on the risk of loss of vessel or cargo.’® This
hybrid nature of loan with inbuilt insurance was the likely reason for the difference in
the permissible maximum interest rates between bottomry and the regular loans in the
edict of the Emperor Justinian in 533 A.D.; it was 12 percent for the former and 6

percent for the latter.”

The practice of bottomry and respondentia dates back to 2250 B.C. in Babylon as the
mention of somewhat similar concept was found in the Code of Hammurabi.*® Also, the
instances of financing similar to that of bottomry for trading expeditions to India could
be found in 600 B.C.%' Both the Rhodians and the Romans practised it. The Rhodians’
code contained the rules on bottomry;** the Romans incorporated these rules into their
law from the Rhodians’ code. ‘The Law of Oleron’ adopted these rules from the Roman
law.5? Ancient maritime nations such as the Carthaginians and Phoenicians also used
bottomry and respondentia as a risk-management strategy.64 Italian merchants had
probably practised it since the fifth century and its first recorded practice in England

was in 1593 A.D.%

%8 Ibid at 4-5; Vance, “The Early History of Insurance Law”, supra note 35 at 6.

% F. Martin, The History of Lloyd’s and of Marine Insurance in Great Britain, (New York: Burt Franklin,

1876) at 3 [hereinafter Martin, History of Lloyd'’s].

% «The merchant advanced goods to the trader, who handed him in return a sealed memorandum or

inventory containing the value, etc., of the goods on the understanding that the security and the rate of

interest payable were to be at fixed terms, but that in the event of his being robbed on the journey,

through no negligence or connivance on his part, on making a solemn declaration to that effect he should

be freed from the debt — both capital borrowed and interest. This arrangement is given legal force in the

gogedof Hammurabi (2250 B.C.);” cited in Dover, 4 Handbook to Marine Insurance, supra note 45 at 5.
Ibid at 5.

2 Bischoff, Marine Insurance, supranote 35 at 311-12.

 Ibid.

6 Lay, Marine Insurance, supra note 55 at 5.

6 Dover, A Handbook to Marine Insurance, supra note 45 at 5.
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Bottomry and respondentia are very rarely used today, if at all. When used on rare
occasions, the loan is not requested by the merchants to finance their adventures but by
the master of a ship in distress to complete the voyage.® Its rare use in the presence of
modern market insurance makes economic sense because the job of financing for a ship
and/or cargo and the job of predicting risks against maritime perils may not be
efficiently done by the same person or entity. While banks are experts in investment
risks, marine insurers know better about the risks in maritime transportation; they both
bring different expertise in the markets and can devise more efficient means separately
in minimizing the relevant risks than would be the case if one of them provides both
loan and insurance for a ship or cargo, as was inherent in the practice of bottomry and

respondentia bonds.

3. Transfer to co-adventurers (i.e., general average)

‘General average’ is another form of risk-transfer strategy necessitated by the absence
of insurance in the past. Under this practice, the parties to a maritime adventure share
the risk of losses arising from the perils of the sea in proportionate to their respective
saved interests in the adventure. It is comparable to mutual insurance as the losses in
general average situation are shared by all the parties to an adventure.®” These parties
are invariably shipowners and cargo owners. As a means of protection against the perils
of the sea, the practice of general average existed in the great maritime city of Levant in

Rhodes from 916 to 700 B.C.%® The Rhodian Law explained the principle, “Let that

sf Gold et al., Maritime Law, supra note 56 at 279.
% Lay, Marine Insurance, supra note 55 at 3.
68 Dover, A Handbook to Marine Insurance, supra note 45 at 6.
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which has been jettisoned on behalf of all be restored by the contribution of all.”® From
Rhodian law, it was adopted in the Digest of Justinian.”® Later maritime codes copied
the principle from the Justinian Digest with some modifications. Its first recorded

incident in England was in 1285 A.D.”*

Like many ancient risk management strategies, general average greatly reduced the fear
of losses in maritime transportation and encouraged investors to invest into shipping.
This in turn raised the social utility through the increase in international or coastal
trades. In the presence of modern hull and cargo insurance, the need of these ancient
risk management devices lost their justifications. Yet, unlike many of the ancient
devices, general average continues to exist today in maritime transport settings. I will
take up the detailed discussion in chapter three on its justifications and its effects on
incentives to take care and on the increased costs of transportation. It suffices here to
mention that the presence of general average today sometimes encourages suboptimal
maintenance of ships because the burden of loss or liability is partially transferred from
negligent shipowners to cargo owners; the latter has no control on the navigation of the

ships carrying their goods.

4, Transfer to liability claimant (i.e., limitation of liability)
Another form of partial risk transfer from shipowners to cargo owners and/or third

parties, also originated in the pre-insurance era, is the principle of limitation of liability.

% Cited ibid at 6.
™ Gilmore & Black supra note 3 at 3-4. Selmer, Survival of General Average, supra note 39 at 19.
! Gilmore & Black, ibid at 6.
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The risk of liability is as burdensome for shipowners as the risk of damage to or loss of
their ships. In the absence of insurance, both liability and the property loss may cause
similar financial ruin for a shipowner. The risk of liability and the risk of property loss
may occur at the same time and they may increase simultaneously due to the fact that
incidents giving rise to high liability may be the same incidents which caused the loss of
the ship or damaged it severely. A seriously damaged or sunken ship will likely to take

with it the cargo, passengers and crews to the bottom of the sea.

In the absence of liability insurance it was thus naturally thought fair and desirable that
the liability of shipowners for both personal injury and death and for cargo loss should
be limited to the value of the ship after the accident. If the ship was a total loss, no value
could be assigned to it and consequently there would be no liability on the shipowner
for any type of loss. Today, however, the valuation of ship for the purpose of liability is
determined on the basis of the ship’s tonnage regardless of the actual state of the ship
after an incident,” the US being the sole exception where liability for property damage
is still determined on the basis of the actual post-accident value of the ship and its

pending freight provided that the shipowner is not guilty of actual fault or privi'cy.73

™ This change of valuation from actual value of the ships to an amount based on their total tonnage is
justified because shipowners now need not and in fact do not pay liability from the value of their ships
but regularly pays from their liability insurance. The presence of liability insurance does not only make
the old-valuation unnecessary but also the very principle of limitation of liability for the purpose of which
we need a valuation method. Yet, while valuation has changed in response to this insurance reality,
limitation of liability continues to exist in an implicit denial of this fact.

746 US.CA. §§181-189.
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There remains some uncertainty about the origin of limitation of shipowners’ liability,*
although Justice Holmes compared it to the Roman law doctrine of ‘noxio deditio’;
under this doctrine the liability for an injury or loss is directed to the offending thing
instead of its owner regardless of whether the offending thing was an object, animal or
human being.” If we consider this doctrine as the source of the principle of limitation of
liability, then it has its origin in the antiquity. However, its earliest extant evidence is
found in the Amalphitan Table of the eleventh century, a commercial code for Italy
(Amalphia).”® Although by the sixteenth and seventeenth centuries the doctrine became
part of the most continental maritime codes, it was not recognized under English law

until the enactment of the Responsibility of Shipowners Act in 1733.7

Again, like many other risk-management strategies, in the absence of insurance
limitation of liability was of great help to risk-averse shipowners due to its inherent
mechanism to spread the risks of losses over both the liable shipowners and the liability
claimants.”® Yet, unlike many other past strategies which disappeared from the
backdrop of maritime risk-management with the advent of modern marine insurance,
limitation of liability still exists in all areas of maritime liability law despite the widely
available marine liability insurance. I will argue in the next chapter that its presence in

maritime liability not only lacks any justification in the light of current insurance

7‘_‘ Donovan, “The Origins of Limitation”, supra note 4 at 1000.

™ 0. W. Holmes, The Common Law, (Boston: Little, Brown and Company, 1949) at 6-13 [hereinafter
Holmes, Common Law].

7 Donovan, “The Origins of Limitation”, supra note 4 at 1001.

77 Geo. 2, ¢.15 {1734). See Donovan, “The Origins of Limitation”, ibid at 1002-1007.

" It is noteworthy here that while general average was originally designed to protect both shipowners and
cargo owners through spreading the loss, limitation of liability was mainly designed as a protection for
the shipowners alone. However, they both now invariably serve the interest of the shipowners.
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practice but may in fact reduces the deterrent effect of liability and cause more

maritime losses than would be the case if liability were not limited.

IL Lack of Insurance and Under-development of Liability Law

It is hard to say whether the lack of commercial liability insurance is the cause or the
effect of the under-developed maritime liability law in the past. Both maritime liability
law and marine liability insurance were limited in their scope until the middle of the
nineteenth century.”” We may attribute this state of affairs to one of three possible
causes. First, the lack of liability insurance in the past was the cause of the limited scope
of maritime liability law. Second and conversely, the narrow scope of maritime liability
law made it less attractive for insurers to offer liability insurance than is the case for
property insurance (i.e., hull and cargo insurance). Third, the under-development of
each may have been both a partial cause and effect in the underdevelopment of the

other.%’

Logically, there would be little need for liability insurance if there is no liability for a
particular loss or damage. For example, the liability law for oil pollution damage did not
exist as a separate heading of liability until 1969 and, consequently, there was no
specific insurance coverage for such liability. Yet, it would not be implausible to say

that the lack of marine insurance market’s capacity to provide coverage for oil pollution

™ W. R. A. Birch Reynardson, “The History and Development of P&I Insurance: the British Scene,”
(1969) 43 Tul. L. Rev. 464 [hereinafter Reynardson, “History of P&I Insurance”].

% This may be partially explained by showing how the theory of supply and demand works in physical
goods. Increasing demand for certain goods may bring more supply of the goods in the market.
Alternatively, abundant supply may lower the price and thus increase the demand. Similarly, increasing
liability law may create a market for liability insurance and an improved liability insurance market may in
turn increase the scope of liability law.
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liability was the partial reason for the non-existence of such liability law in the past.
Shipowners and the organisations representing them regularly use this argument of
insurance market’s lack of capacity against any attempt to increase either the amount or
the scope of the existing maritime liability.! Between these two explanations the more
persuasive one seems to be the former i.e., the existence of relatively few liability areas
in the past made the provision of liability insurance not so profitable venture for marine
insurers. This is because insurers were already providing coverage for property loss or
damage and they could do so for liability if there were enough demand for the latter. On
the other hand, today it can also be argued that the presence of very high capacity of
marine liability insurance market is an influencing factor in the gradual increase of both

the amount and the scope of maritime liability.*

The insurance practice in a maritime activity may influence the development of the
liability law in that activity. For example, in the cargo transportation settings both
shipowners and cargo owners invariably carry insurance.*> Consequently, the need for
cargo liability law to provide compensation is not as important as the need to create
deterrence. As a result, the liability law for cargo damage is negligence-based i.e., its

primary concern is the deterrence from carelessness and not the need for

8 However, the validity of the shipowners’ argument in this regard may be questioned. See the next
chapter.

82 Examples of increasing liability include both newer areas of liability and higher amount of liability for
the existing areas. Among new areas of liability are oil pollution liability, liability for bunker oil pollution
and for pollution from Hazardous and noxious substance (HNS). Liability limit was raised in passengers’
liability, in general maritime liability and in oil pollution liability laws., While shipowners argue the
incapacity of market insurance to cover the increased liability, countries supporting an increase bring
evidence that insurance market has very high capacity.

& For evidence of insurance practice, see infra note 650 to note 654 with accompanying texts.
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compensation.®* On the other hand, a victim of oil pollution would probably be
uninsured against oil pollution damage, while the ships carrying oil are usually insured
against all kinds of potential liabilities. Logically, the oil pollution liability law needs to
address both the issues of compensation and deterrence. Seen from this perspective,

strict liability for oil pollution makes practical sense.®

A. Increasing need for marine liability insurance

Although market marine insurance existed since the beginning of the fourteenth
century,® it was mainly in the form of first party property insurance i.e., hull and cargo
insurance as opposed to third party liability insurance. As mentioned above, this was
partly due to the fact that until the middle of the nineteenth century the possibility of
shipowners being held liable for any considerable amount was very minimal ¥’ First of
all, no liability action for damages could be brought for negligently causing death under
common law.® Second, there existed very few headings of liability law and thus little
need for liability insurance. Third, to a great extent shipowners could exclude their
possible liabilities to cargo owners and passengers through the ‘exclusion clauses’ in the
contract of ca.rriage.89 Fourth, any remaining liability which could not be contractually
excluded might be subject to either limitation of liability or general average or both and

consequently would be reduced further. After all these legal and contractual reduction

% 1 will take up the detailed discussion of cargo liability in chapter five.

% Chapter six will examine how well oil pollution liability regime is able to maintain the balance between
these two needs.

sf Vance, “The Early History of Insurance Law”, supra note 35 at 6-7.

% Reynardson, “History of P&I Insurance”, supra note 79.

8 Gold et al., Maritime Law, supra note 56 at 551. Reynardson, “History of P&]I Insurance”, ibid at 465.
% See M. F. Sturley, “The History of COGSA and the Hague Rules”, (1991) 22 J. Mar. L. & Com. 1 at 5-
6 [hereinafter Sturley, “The History of COGSA™].
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of liability, very little liability was left for shipowners to bear, thus suppressing the need
for a liability insurance market to grow. This scenario began to change from the middle
of the nineteenth century. A number of factors combined to increase the need for
liability insurance.”® Although all these factors were mainly related to the shipowners
and the marine insurers in the UK, the centre of the world’s commerce at that time, they
also influenced the laws and practice of other maritime nations. These factors are

discussed below:

1. Enactment of Lord Campbell’s Act

First, in 1846 the enactment of the Fatal Accidents Acz‘,91 commonly known as the Lord
Campbell’s Act, changed the old common law rule of non-liability for negligently
causing death. Under the old common law the dependents of a deceased had no right to
bring actions for damages against a person whose negligent act or omission caused the
death. The law was based on the maxim, action personalis moritur cum persona
(personal action for damages dies with the deceased).”? It was probably because of the
little value and dignity held for human life at that time.”> The 1846 Act allowed the
dependents to bring such actions for the loss they suffered from the death of their family
members. This incidentally increased the shipowners’ liability for death of passengers

and crew and the consequent need for liability insurance.

* See Reynardson, “History of P&I Insurance”, supra note 79, for the discussion on these historical
factors.

°19 & 10 Vic., . 93.

2 See Gold et al., supra note 56 at 551. It was probably because of the little value and dignity held for
human life at that time. Reynardson, supra note 79 at 465.

% Reynardson, “History of P&I Insurance”, ibid at 465.
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2. Increasing immigration to the US and Australia

The second factor leading to the increasing liability and the need for liability insurance
was the mass emigration in the middle of the nineteenth century from England and other
European countries to the United States and Australia.** Increased immigration led to
the building of bigger ships manned with more crew members, which in turn exposed
shipowners to more frequent and higher liability for the injury to and death of
passengers and crew.” However, the impact of the above two factors was somewhat
neutralized by the enactment of the Merchant Shipping Act of 1 854,°® which limited the
liability of shipowners to the value of the ship and the freight provided that there was no
fault or privity on their part. Yet, the Act fixed the value of the ship at £15 per ton for
the purpose of calculating the liability for personal injury and death. The total value of
ships calculated in this way was in fact more than the actual value of most ships.”’
There was no insurance available against such liability. Even if shipowners used their
hull insurance proceeds to pay for such liability in the event their ships were also lost,
the proceeds could fall short of the actual liability because of the difference in the

calculation of hull insurance and liability limit.

3. Insufficient collision liability coverage

 While from 1825 to 1834 the average number of immigrants from Europe to the United States was
32,000 every year, the number rose to 71,000 in the next decade. Reynardson, “History of P&l
Insurance”, ibid at 465. Following the discovery of gold in Australia, an average of 87,000 people from
the United Kingdom rushed to Australia every year from 1876 to 1880. /bid at 465.

% As the liability under common law was unlimited, this was a very heavy burden on shipowners. To
make the matter worse, the underwriters at Lloyd’s refused to cover any such third party liabilities.
Reynardson, “History of P&I Insurance”, ibid at 466.

%17 & 18 Vic., c. 104.

% M. Tilley, “The Origin and Development of the Mutual Shipowners’ Protection & Indemnity
Associations,” (1986) 17 J. Mar. L & Com. 261 at 264 [hereinafter Tilley, “Origin of P&I Associations™).
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The need for liability insurance was also partially increased due to the decision of de
Vaux v. Salvador®® in 1835, where it was held that collision was not a “peril of the sea”,
the usual insured peril at that time, and thus liability towards the other ship/s in a
collision was not covered by hull insurance.”® To overcome the effect of this decision, a
new clause, which later came to be known as the “running-down clause”, was
introduced in hull insurance policies in consideration of extra premium. However, hull
underwriters were unwilling to provide full coverage for collision liability under this
running-down clause. The clause covered only the three-fourths of the collision
liability; shipowners had to bear personally the remaining one-fourth.!® The burden of
this uncovered collision liability further increased the need for alternative liability

insurance coverage.

4. No coverage for excess liability

The fourth reason for the increasing need of liability insurance was also related to
collision liability. Coverage for collision liability was inadequate not only due to the
three-fourths coverage provided in the running-down clause but also due to the basis of
calculation in determining the maximum coverage. Maximum insurance coverage for
collision liability was calculated on the basis of actual value of the vessel. As the

valuation for liability was on the basis of tonnage of the ship, insurance coverage even

% (1836) 4 A & E 420, 111 E.R 845 (K.B.).

* If both ships were to blame in causing the collision, the basis of collision liability used to be the equal
division of the aggregate loss between the involved ships. Based on this law, the insured shipowner in this
case was liable to pay the other shipowner the difference between the half of the aggregate loss and the
loss suffered by the insured shipowner. The insured shipowner then claimed from the insurer for this
payment as a loss arising from perils of the sea. The insurer refused on the ground that the reason for
liability was not the peril of the sea per se but the admiralty rule of equal division. The court agreed with
the insurer. See Bennett, The Law of Marine Insurance, supra note 53 at 397-98.

1 Tilley, “Origin of P&I Associations”, supra note 97 at 262.
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without the one-fourth deduction would occasionally fall short of the actual liability.
Thus the three-fourths coverage could be less than the three-fourths of the actual
liability. Hull insurers did not use to cover this difference, known as ‘excess collision
liability.'"!

The reluctance of insurers to provide full coverage under the running-down clause or
any coverage for excess liability was due to the insurers’ desire to induce the insured
shipowners to take proper care in the maintenance and operation of the ships. Insurers
were more afraid in the past than they are now that the presence of liability insurance
would dilute the very purpose of liability law i.e., deterrence from negligence.'® This
may explain why the Lloyd’s underwriters appealed, though unsuccessfully, to the
British Board of Trade in 1854 for legislation to prohibit collision liability insurance.'®
This heightened fear was justified as there were fewer tools such as the modern means
of telecommunication and surveillance cameras at that time to verify and check

negligent behaviour of the insureds.

B. P&I clubs to meet the increasing need for liability insurance
The increase of liability on one hand and the reluctance of insurers to cover such
liability on the other left shipowners with no choice but to form their own mutual

insurance clubs which would later come to be known as ‘protection and indemnity’

™! Ibid at 262-63.

192 Shavell, Economic Analysis of Accident Law, supra note 28 at 214-15. In order to prevent dilution of
deterrent effect of liability law, the former Soviet Union prohibited liability insurance. Brown,
“Deterrence and Accident Compensation Schemes”, supra note 12 at 115-116. See also J. Fleming, “The
Role of Negligence in Modern Tort Law”, (1967) 52 Va. L. Rev. 815 at 826.

19 Reynardson, “History of P&I Insurance”, supra note 79 at 467; Gold et al., Maritime Law, supra note
56 at 303.
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(P&I) clubs. The first such club was the Shipowners Mutual Protection Society,
established in 1854."® The P&I clubs were modelled on the shipowners’ old hull clubs.
The hull clubs were in decline at that time; yet they provided an excellent model of
mutual insurance in the face of increasing liability and the conservative nature of marine

105

insurance market in the nineteenth century. > As the predecessor of modern P&I clubs,

a brief history of hull clubs may be in order here.

1. History of hull clubs

Hull clubs came into existence as a market reaction to the increased premium due to the
duopoly of market marine insurance by two chartered corporations'* and the Lloyd’s
after the enactment of the Bubble Act in 1720.!%7 In addition, the location of these two
companies and that of Lloyd’s being in London caused inconvenience for the
shipowners from other port cities of England to obtain insurance and to reach prompt
settlements for their claims. As a result, the shipowners in Liverpool, Bristol, Hull and
other British ports formed mutual hull clubs to protect themselves against maritime

risks as well as to reduce the costs of insurance. Each ship in a club would usually

1% Its successor was the Britannia Steam Ship Insurance Association, which is still in existence today. It
was followed by the Shipowners Protection Association in 1855, which is now known as the West of
England Protection and Indemnity Association. Reynardson, “History of P&I Insurance”, supra note 79
at467.

19 Such conservatism to provide coverage caused marine insurance market to lose lucrative liability
insurance opportunities from time to time. While in the nineteenth century marine property insurers lost
the opportunity to underwrite excess collision liability to P&I clubs, in 1969 P&I clubs themselves
partially lost market for oil pollution liability insurance as part of such liability is now covered by oil
companies’ insurance-like International Qil Pollution Compensation (IOPC) Fund. See R. M. M’Gonigle
and M. W. Zacher, Pollution, Politics, and International Law: Tankers at Sea, (California: University of
California Press, 1979) at 379 [hereinafter M’Gonigle and Zacher, Pollution, Politics and International
Law].

1% The two chartered companies were: Royal Exchange and the London Assurance. Reynardson, “History
of P&I Insurance”, supra note 79 at 463.

7 Geo I, ¢ 18.
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contribute an equal amount to meet the total losses and expenses of the club it belonged

to.

Although it was illegal to form any corporation, partnership or association for the
purpose of providing marine insurance because the Bubble Act granted the two
chartered companies the exclusive right to underwrite marine insurance, there was no
legal action brought against any of these hull clubs during the entire period of monopoly
for over one hundred years.!® More than twenty such clubs existed in 1810, when a
British Parliamentary Inquiry was conducted into the state of marine insurance business

in that country. 109

As long the monopoly existed, the hull clubs remained competitive and could provide
satisfactory or even better rate compared to that of the two companies and the Lloyd’s
because the hull clubs, being mutual insurance, did not have to make any profits from

the premium they charged their members.!'® However, once the monopoly was

1% This was probably because the intended beneficiaries of the monopoly, the two chartered companies,
were less enthusiastic in marine insurance business than in other branches of insurance, a fact proved by
their market share of total marine insurance and their lack of any resistance against the abolition of
monopoly. Their market share was less than 4% of total marine insurance premium. Report from the
Select Committee on Marine Insurance (UK) (1810), parliamentary paper 116; reproduced in D. Jenkins
and T. Yoneyama (ed), History of Insurance (v.8: marine) (London: Pickering & Chatto, 2000) at 7
[hereinafter The 1810 Report].

% The 1810 Report, ibid; cited in Reynardson, “History of P&I Insurance”, supra note 79 at 462. Two of
these clubs existed in London: Friendly Assurance and London Union Society. Although the existence of
such a big number of hull clubs was adduced as further evidence in support of the Inquiry’s finding that
the marine insurance provided by the two companies and Lloyd’s was inadequate, the monopoly was not
abolished until 1824, as discussed above. The Report of 1810, ibid, cited in ibid at 462.

1 This is evidenced by the premium charged in the two London hull clubs. In 1809, the Friendly
Association charged its member 1.25 percent, which would have been 9 to 11 percent if insured at
Lloyd’s. The London Union Society charged an average premium of 5.10 percent. If insured at Lloyd’s,
the premium would have been 9 percent for transport ships and 18 to 20 percent for colliers. The Report
of 1810, ibid; cited in Reynardson, “History of P& Insurance”, ibid at 462-63.
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abolished and new companies entered the market, marine insurance market became
more competitive. Increased competition naturally led insurers to make more
differentiation between good risks and bad risks in order to charge individualized
insurance premium for each insured. Consequently, insurance premium for the well-
built and well-maintained ships dropped. However, the hull clubs mostly offered a flat
rate premium for all the vessels regardless of their physical structure and strength. As a
result, the owners of better-maintained ships preferred the Lloyd’s and other market
insurers over their hull clubs. The hull clubs were thus left mainly with the vessels of

inferior quality and the clubs were in decline before long.'!!

2. From hull clubs to P&I clubs

The organizational model for the emerging P&I clubs was already there in the hull
clubs. In fact the founders of the first P&I club, Shipowners Mutual Protection Society,
were the managers of several hull clubs.!'? The main difference between the old hull
clubs and the new P&I clubs was the type of insurance they were intended to provide.
The former was designed to cater for hull insurance''® and the latter to provide coverage
for the one-fourth and excess collision liability which market insurers refused to cover.
Today the P&I clubs cover not only the one-fourth collision liability but almost any
form of liability a shipowner could possibly incur.!'* Historically, however, the clubs

limited their coverage to protection liabilities as opposed to indemnity liabilities. By

! Ibid at 464,

"2 Ibid at 467.

13 Again, there was not much need for liability insurance at that time. Whatever liability existed there
was probably insignificant and covered by the hull insurance or hull clubs as incidental items.

"4 S. Hazelwood, P. & I Clubs: Law and Practice, 3d ed. (London: LLP, 2000) at 152-153 [hereinafter,
Hazelwood, P&I Clubs).
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protection liabilities, it was then understood as liabilities arising in respect of an entered
ship, its crew and passengers, while liabilities arising in relation to the carriage of cargo

were known as indemnity liabilities.'"

The clubs began to cover indemnity liabilities after the case of The Westenhope in
1870.''® The Westenhope was lost with its cargo off the South African Coast. Because
of the deviation from its destination, the ship was held liable for the cargo loss.!” As
liability for cargo loss was not covered by the ship’s protection club, the owners of the
ship had to personally bear the liability. Following this case, a group of shipowners
established the Steamship Owners Mutual Protection and Indemnity Association in
1874 to cover both the protection and indemnity coverage, as evident from the name of
the new club.'!® It was later merged with North of England Protection Association and
now known as North of England Protection and Indemnity Association.'”® Other clubs
followed the suit. Since then these clubs came to be known as ‘Protection and
Indemnity’ (P&I) clubs. Thirteen of these clubs joined together and formed the

International Group of P&I clubs.'?

115 Lay, Marine Insurance, supra note 55 at 133. Established as mutual protection societies, the clubs’
original intention was to provide coverage against liabilities for loss of life and injury, collision damage,
damage to piers, wreck removal etc. Reynardson, “History of P&I Insurance”, supra note 79 at 464-65.

'S Unreported. See Tilley, “Origin of P&I Associations”, supra note 97 at 264-65; Reynardson, “History
of P&I Insurance”, supra note 79 at 467-68.

7 1t is noteworthy that deviation from voyage automatically made a shipowner liable for any subsequent
loss regardless of any connection between the deviation and the loss. Any clause in the bill of lading
excluding this effect of deviation was unenforceable. Davis v. Garrett, (1830), 6 Bing. 716, 130 E.R.
1456; J. Thorley Ltd. v. Orchis Steamship Co. Ltd., [1907] 1 K.B. 660 (C.A.); Hain Steamship Co. v. Tate
& Lyle Ltd [1936] 2 all E.R. 597. See Gold et al., Maritime Law, supra note 56 at 364-368.

18 Tilley, “Origin of P&I Associations”, supra note 97 at 265.

119 Reynardson, “History of P&I Insurance”, supra note 79 at 468.

20 Ibid at 55 at note 76 in 591.
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Today P&l clubs are the main providers of marine liability insurance.'?! The
International Group of P&I clubs jointly covers over 90% of the world’s ocean-going
merchant fleet.'?? They cover almost all forms of shipowners’ liabilities except collision
liability to other vessels and cargo thereon, which is traditionally covered by hull
policies. However, the coverage for excess collision liability is mainly provided by

these clubs.'?

The areas of liability falling under the clubs’ coverage gradually
increased over the years as the new headings of liability arose either due to new
legislative measures or legal decisions. Presently, the P&I clubs provide liability
insurance for (1) the damage to the cargo on the carrying vessels, (2) the loss of life and
personal injury, (3) wreck removal, (4) the damage to docks or other fixed objects and
(5) oil pollution damage.'?* For any reason, if a new form of liability does not fall under
any of the above headings or under the existing club rules, the clubs’ managers have

wide discretion to indemnify the liable member under an ‘omnibus clause’ in the club

rules.

C. History of Cargo and Qil Pollution Liability Regimes

Among many areas of maritime liability law the thesis will focus mainly on two areas

125

(cargo and oil pollution) “’ in examining the influence of marine insurance on the

21 w. Tetley, International Maritime and Admiralty Law, (Quebec: Les Editions Yvon Blais Inc., 2002)
at 591 [hereinafter Tetley, International Maritime and Admiralty Law].

12 Tilley, “Origin of P&I Associations”, supra note 97 at 261. The recent estimate is 95%; see 2005
Annual Report of Britannia Club at 3.

13 1. J. Buglass, “Limitation of Liability from a Marine Insurance Viewpoint”, (1979) 53 Tul. L. Rev.
1364 at 1367-70 [hereinafter Buglass, “Limitation of Liability™].

' Ibid at 1369-70.

15 As the transportation of cargo is the main shipping activity and as oil pollution liability regime is very
comprehensive regime, I chose these two liability regimes for my analysis of maritime liability law in the
light of current marine insurance.
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deterrent effect of liability law. As a chapter on historical evolution of both marine
insurance and maritime liability law, the chapter would remain incomplete without a
brief history of these two areas of liability law. This would also reduce the need for any
discussion on the history in the subsequent chapters and keep our discussion more
focused on the analysis proper of the connection between these liability regimes and

insurance practice in their respective areas.

1. History of cargo liability regime

Transportation of goods is the primary activity of the shipping industry.'2® More than 95
percent of the world cargo by weight is transported via ships.'*” As a result, issues
related to the cargo liability form the majority of the legal disputes in maritime
transportation. Historically, in common law shipowners were automatically held liable
for any loss of or damage to cargo unless they could prove that there was no negligence
on their part and that the loss was the result of one of four factors (act of God, act of

128 In other words,

public enemies, cargo owner’s fault, and inherent vice of the goods).
shipowners’ liability for cargo loss was strict. One possible explanation of such strict
liability was that in the absence of a well-organized insurance market it was thought

unjust for cargo owners to bear the burden of loss of or damage to cargo while the cargo

126 See Gilmore & Black, supra note 3 at 13.

127 R. R. Churchill and A.V. Lowe, The Law of the Sea, 3rd ed. (Manchester: Manchester University
Press, 1999) at 255 [hereinafter Churchill & Lowe, The Law of the Seal).

128 Gilmore & Black, supra note 3 at 139-140; Sturley, “The History of COGSA”, supra note 89 at 4-5.
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is under shipowners’ care. This can be inferred from the courts’ occasional reference to

shipowners as “insurers” for the purpose of such liability.'?’

It is possibly a combination of factors such as widespread insurance, the doctrine of
laissez faire and the use of bill of lading which gradually changed cargo liability from
strict to negligence-based liability law. While bills of lading provided shipowners with
an opportunity to insert exception clauses, the principle of laissez faire gave them more
freedom of contract to exclude liability for cargo loss caused even by their own
negligence.'*® At the same time, the availability of widespread market insurance made it
look less unjust for cargo owners to bear the loss caused by shipowners. As a result, by
the end of nineteenth century, although strict liability still remained the default rule,
shipowners could exclude their liability through the extensive ‘exoneration clauses’ in

the bill of lading in the name of freedom of contract.'!

The influence of laissez faire and its related concept the ‘freedom of contract’ were
more prevalent in maritime nations than in coastal States, reflecting their respective

commercial interests. For example, while the courts in the UK, a traditional maritime

12 See J. H. Beale, Jr., “The Shipowner’s Liability: Its History”, (1897-98) 11 Harv. L. Rev. 158 at 158.
In Forward v. Pittard, (1785) 1 T.R. 27 where Lord Mansfield said, “A shipowner is in the nature of an
insurer.” Ibid at 167-68. Per Lord Wright in Paterson Steamship Ltd. v. Canadian Cooperative Wheat
Producers Ltd., [1934] A.C. 538 at 544 (PC), “At common law, he [shipowner] was called an insurer,
that he was absolutely responsible for delivering in like order and condition at the destination the goods
bailed to him for carriage.” See also Coggs v. Bernard (1703), 2 LD. Raym. 909, 92 E.R. 107; cited in
Gold et al., Maritime Law, supra note 56 at 363 and note 19.

130 This was particularly the case in England. See Gilmore & Black, supra note 3 at 142.

Bl Sturley, “The History of COGSA”, supra note 89 at 5-6. In 1890, the Glasgow Corn Trade
Association made a petition to the British Prime Minister, where they complained that shipowners” “bills
of lading are so unreasonable and unjust in their terms as to exempt [the shipowners] from almost every
conceivable risk and responsibility.” Petition of Glasgow Corn Trade Association, reprinted in H. R. Rep.
No. 1988, 52d Cong., 1st Sess. 2 (1892), cited in ibid at 10 and note 62.
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country, allowed any contractual exclusion of liability in the bill of lading on the

132 the US courts restricted such freedom and refused to

principle of freedom of contract,
implement clauses excluding shipowners’ liability for negligence on the ground of
public policy.'”® This limitation of shipowners’ freedom of contract prompted the
British shipping industry to insert clauses to fix the ‘choice-of-law’ and ‘choice-of-
forum’ as those of the UK in order to overcome the effect of the American decisions.'**

In response, US Congress enacted the Harter Act'® to protect the American cargo

OWNErS. 136

The Harter Act imposed two overriding duties on shipowners: the duty to exercise due
diligence to provide a seaworthy ship and the duty to care for the cargo while under
shipowners’ control. As a compromise, however, the Act exempted shipowners from
liability for cargo damage arising from the negligence of the master and crew in the
management and navigation of the ship. The Canadian Parliament adopted similar

legislation in 1910, the Water Carriage of Goods Act."*’ This compromised solution

132 See Tattersall v. National Steamship Co., (1884) 12 Q.B. Div. 297; In re Missouri S.S. Co., (1889) 42
Ch. D. 321; cited in J. C. Sweeney, “Happy Birthday, Harter: A Reappraisal of the Harter Act on its 100th
Anniversary”, (1993) 24 J. Mar. L. & Com. 1 at 6 note 22 [hereinafter Sweeney, “Happy Birthday,
Harter”].

133 See Liverpool & Great Western Steam Co. v. Phenix Insurance Co., (1889) 129 U.S. 397 (U.S.S.C);
Clark v. Barnwell, (1851) 53 U.S. 272; Propeller Niagra v. Cordes, (1858) 62 U.S. 7, cited in Sweeney,
“Happy Birthday, Harter”, ibid at 6-8.

134 Sweeney, “Happy Birthday, Harter”, ibid at 8; Sturley, “The History of COGSA”, supra note 89 at 10-
11.

133 27 Stat. 445-46 (1893), codified as 46 U.S.C. Appx. §§190-96.

3¢ See D. C. Frederick, “Political Participation and Legal Reform in the International Maritime
Rulemaking Process: From the Hague Rules to the Hamburg Rules”, (1991) 22 J. Mar. L. & Com. 81 at
83-84 [hereinafter Frederick, “From the Hague Rules to the Hamburg Rules™].

1379 .10 Edward VII, ch. 61; see Sturley, “The History of COGSA”, supra note 89 at 16-17. In fact,
Canadian legislation was the model on which the Hague Rules were based. The innovative feature of
Canadian Act was that it contained in its 5.8 a package limitation to the effect that a shipowner was not

43



appeared attractive to many countries and they either enacted or were considering
enacting similar legislation.'®® Despite their similarities, however, the national
legislation varied from one another to some extent. The difference caused
inconvenience and some uncertainty for shipowners with regard to their cargo liability.
This led to a call for the uniform cargo liability regime from the interested parties and

4.'*° These rules were amended in

finally to the adoption of the Hague Rules in 192
1967 and are jointly known now as the Hague Visby Rules.'*® Most of the world

maritime nations are parties to these rules.'*!

The exoneration of shipowners’ liability for cargo damage arising from the crew’s
negligent navigation and management of the ship and the low liability limit in the
Hague-Visby Rules caused dissatisfaction among nations with little shipping interests'*
and this dissatisfaction ultimately prompted the United Nations Commission on

International Trade Law (UNCITRAL) to adopt the Hamburg Rules in 1980.!*

However, very few maritime nations incorporated them into their national laws even

liable for more than $100 per package unless higher value was stated in the bill of lading. Sturley, “The
History of COGSA”, ibid at 16, 19-21.

138 Countries which enacted similar legislation are Australia, New Zealand and French Morocco, while
France, the Netherlands, Spain, Denmark, Norway, Sweden, Finland, Iceland and South Africa were
considering similar legislation prior to the Hague Rules. Sturley, “The History of COGSA”, ibid at 15-18.
139 See Sturley, “The History of COGSA”, ibid at 18-36 for various incidents from the 1917 Dominions
Royal Commission Report on the need of uniform legislation to the proposal of the Hague Rules in 1921
and to its final adoption in 1924. See also Frederick, “From the Hague Rules to the Hamburg Rules”
supra note 134 at 86-94.

140 See supra note 11.

141 About seventy five per cent of maritime transport is done under the Hague-Visby Rules; W. Tetley,
“Reform of Carriage of Goods — The UNCITRAL Draft and Senate COGSA ’99”, (2003-2004) 28 Tul.
Mar.LJ. 1at9.

142 See J. C. Sweeney, “The UNCITRAL Draft Convention on Carriage of Goods by Sea (Part I)”, (1975-
1976) 7 J. Mar. L. & Com. 69 at 72-74; see also Frederick, “From the Hague Rules to the Hamburg
Rules” supra note 136 at 98-106.

143 United Nations Convention on the Carriage of Goods by Sea, Hamburg, Mar. 31, 1978, UN. Doc.
A/Conf. 89/5, (1978) 17 L.L.M. 608 [hereinafter Hamburg Rules].
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though the rules came into force in 1992.'** This state of affairs together with the
existence of non-uniform national laws modifying the Hague Rules and the increasing
use of internet to issue electronic shipping documents led to the desire of a new cargo
liability convention.'*® As a result, a new liability convention is now under negotiation
by the UNCITRAL.!* The new convention is expected to be finalized by the beginning
of 2009.'*” While the new conventions made some changes with regard to few aspects
of shipping, so far there is no sign that it would make any change with regard to

143 the two liability principles

limitation of liability and general average principles,
analyzed in the thesis. This is regrettable as these two principles are responsible for
negligent navigation and careless shipping to some extent. Subsequent chapters will

focus more on these issues.

2. History of oil pollution liability regime

Although the carriage of oil via seas is part of the broader maritime cargo transportation
activity, the potential of this cargo to cause serious pollution damage made it stand out
from other cargoes. Historically, however, oil pollution liability was not a distinct

heading of shipowners’ liability. Up until 1969 there was no special liability law for oil

14 Out of current 32 State parties to the Hamburg Rules, few of them are major commercial and maritime
powers. In fact about one-third of the Contracting States are land-locked. See M. F. Sturley, “The United
Nations Commission on International Trade Law’s Transport Law Project: An Interim View of a Work in
Progress”, (2003-2004) 39 Tex. Int’l L.J 65 at 66 [hereinafter Sturley, “UNCITRAL’s Transport Law
Project”]; see also M. F. Sturley, “Scope of coverage under the UNCITRAL Draft Instrument”, (2004) 10
J. Int. Mar. L. 138 at 138 note 1 [hereinafter Sturley, “Scope of coverage].

143 See generally Sturley, “UNCITRAL’s Transport Law Project” ibid at 66-68.

6 For the latest version of draft convention see the UNCITRAL doc. A/CN.9/WG.III/WP.101 at
http://daccessdds.un.org/doc/UNDOC/LTD/V07/881/07/PDF/V0788107.pdf?OpenElement (last visited:
Nov. 10, 2008) [hereinafter Draft Convention).

T W. Tetley, Marine Cargo Claims, 4th ed., (Quebec: Thomson Carswell, 2008) at xviii [hereinafter
Tetley, Cargo Claims (2008 ed)].

18 See articles 44-46 (limitation of liability) and article 87 (general average) of the Draft Convention.
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pollution damage.'*® Parties suffering damage due to oil spill could claim under the
common law principles of negligence, trespass, nuisance, and strict liability.'*
Shipowners could limit their liability under the general maritime liability law.'*' The
world community recognized the inadequacy of the general maritime law to cover the
expenses of devastating oil pollution damage in the aftermath of the Torrey Canyon

incident in 1967.1%2

Starting from 1969 the IMO gradually adopted specific liability regime to address the
problem of inadequate compensation for oil pollution; this regime now comprises the

Civil Liability Convention (CLC) and the Fund Convention."*® The CLC deals with the

19 A, K. Tan, Vessel-Source Marine Pollution: The Law and Politics of International Regulation (New
York: Cambridge University Press, 2006) at 288 [hereinafter Tan, Vessel-Source Marine Pollution].

1% See Southport Corporation v. Esso Petroleum Company Ltd, [1953] 2 Lloyd’s Rep. 414 (Trial Div.);
[1954] 1 Lloyd’s Rep. 446 (CA); [1955] 2 Lloyd’s Rep. 655 (HL), The Wagon Mound, [1961] A.C. 388
(P.C.); Kirwin v. Mexican Petroleum Co., 267 F. 460 (Dist. of Rhode Island, 1020); Salaky v. Atlas Tank
Processing Corp., 120 F. Supp. 225, 1954 AMC 80 (E.D.N.Y. 1953), rev’d on other grounds, 208 F.2d
174, 1954 AMC 77 (2d Cir. 1953); In re New Jersey Barging Corp., 168 F. Supp. 925, 1959 AMC 2532
(S.D.N.Y. 1958); Oppen v. Aetna Ins. Co., 485 F.2d 252, 1973 AMC 2165 (9th Cir. 1973). The American
cases are cited and discussed in L. I. Kiern, “Liability, Compensation, and Financial Responsibility Under
the Oil Pollution Act of 1990: A Review of the First Decade,” (2000) 24 Tul. Mar. L. J. 481 at 490-502
{hereinafter Kiern, “OPA: A Review of the First Decade”].

B! In international maritime setting, shipowners’ general liability law at that time contained in the 1957
Convention on the Limitation of Liability of Owners of Sea Going Ships, 10 October 1957, 52 UK.T.S.
355 (1968). The liability was fault-based and the limit was calculated on the basis of 1,000 gold francs
($67) per ton for property damage and 2,000 francs per ton for personal injury and death claim. Unlike
CLC, the 1957 Convention did not have any maximum ceiling for total liability. Today most widely
accepted general liability law convention is the LLMC 1976, supra note 32, as amended by 1996
Protocol, LEG/CONF.10/DC.2.

132 Cleanup alone cost the British and French governments £7.70 million (US$18 million). Although it
was impossible to estimate the damage to the environment, total quantifiable cost was £14.24 million. P.
Burrows et al., “The Economics of Accidental Qil Pollution by Tankers in Coastal Waters” (1974) 3
Journal of Public Economics 258. Ultimately, the UK and France settled for slightly over US$7 million.
M’Gonigle and Zacher, Pollution, Politics and International Law, supra note 105 at 153.

133 oil pollution compensation regime consists of two international conventions: 1) International
Convention on Civil Liability for Qil Pollution Damage, 1969, 973 UN.T.S.3, 9 LL.M. 45 (1970),
[hereinafter CLC] and 2) International Convention on the Establishment of an International Fund for
Compensation for Oil Pollution Damage, 1971, 16 LL.M 621 (1972), as amended by 1992 Protocols
[hereinafter Fund Convention]. The 1992 Protocols can be found in the IMO documents,
LEG/CONF.9/15 and LEG/CONF.9/16.
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shipowners’ liability, which is strict but limited in amount, while the Fund Convention
has created the IOPC Fund to provide for oil pollution damage when the compensation

1154 However, the Fund’s

from shipowners is either inadequate or not available at al
compensation is limited as well, albeit at a higher ceiling. In 2003, the IMO adopted a
new Protocol to the Fund Convention to create a Supplementary Fund, a third tier of
compensation with SDR750 million (US$1.10 billion) ceiling.'® The Protocol came
into force on March 3, 2005."*® Although Canada is party to both the CLC and the Fund

158

Convention"’ and implements the law through the Marine Liability Act,’*® it has not

1.159

ratified the Supplementary Fund Protoco The United States is not party to any of

these international conventions.

Conclusion
Marine insurance has come a long way from the individual cargo owners’ effort to

spread maritime risks by sending their cargoes on various vessels to modern market

' Two voluntary agreements mirroring the compensation mechanisms of these two conventions were
reached by the oil companies and shipowners in order to provide compensation for oil pollution before
the entry into force of the conventions. They are TOVALOP (Tanker Owners’ Voluntary Agreement on
Liability for Oil Pollution), (1969) 8 I.L.M. 497 and CRISTAL (Contract Regarding an Interim
Settlement of Tanker Liability for Oil Pollution), (1971)10 L.L.M. 137. These agreements continued to
exist long after the entry into force of the conventions and they discontinued from Feb. 20, 1997. See Tan,
Vessel-Source Marine Pollution, supra note 149 at 329-30.

155 Protocol of 2003 to the International Convention on the Establishment of an International Fund for
Compensation for Oil Pollution Damage, 1992 [hereinafter the Supplementary Fund Protocol]; the
Protocol can be found in the IMO document: LEG/CONF.14/20.

1% See the status of conventions at IMO http://www.imo.org/Conventions/mainframe.asp?topic_id=247
(last accessed: March 11, 2009).

17 See the list of State parties to both conventions. The list can be accessed at the IOPC Fund website at
http://www.iopcfund.org/92members.htm (last accessed: March 11, 2009). As of March 9, 2009, there
were 102 contracting States to both Fund Convention and CLC, as amended by the 1992 Protocols. By
Nov. 05, 2009, the number will be 103. There are 19 States which are parties to CLC (1992) but not to
Fund Convention. See ibid. There are also 38 States which are parties to CLC in its original 1969 version.
See at http://www.iopcfund.org/69civilliability.htm (last accessed: March 11, 2009).

8 Marine Liability Act, 2001, c. 6, Part 6.

1% As of March 9, 2009, there were 23 States parties to the Supplementary Fund; they were mainly from
European Union. See at http://www.iopcfund.org/92members.htm (last accessed: March 11, 2009).
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insurance. Marine market insurance today not only spreads the maritime risks over
many insured shipowners and cargo owners but also over many non-maritime
enterprises through reinsurance in the broader insurance market. This change of marine
insurance reality does not fully reflect in the maritime liability law. There still exist
some principles in maritime liability law which were originally designed to serve
insurance-like function in a pre-insurance era. Two such principles of maritime liability
laws, which will be the subject of analysis in the subsequent two chapters, are limitation
of liability and general average. As will be seen in the next two chapters, an ideal
maritime liability law demands the abolition of these two principles. However, the
reality of the present insurance market and practice does reflect to a large extent in the
existing maritime liability laws for cargo loss or damage and for oil pollution. Chapters
four and five will examine the connection between insurance and the cargo and oil

pollution liability regimes for these two areas respectively.
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Chapter 2
Connection between Insurance and Limitation of Shipowners’ Liability: An
Economic Analysis160

Introduction

Limitation of liability is a feature common to all areas of shipowners’ liability.'" Its
historical reason is the encouragement of investment in national shipping sector'®* and
the present argument by its beneficiaries is either the lack of capacity or the cost of
insurance for unlimited liability.'®® Its most criticized consequence is the deprivation of
the victims of maritime accidents from adequate compensation.'® As a result, the focus
of changes in maritime liability laws has been to increase compensation,'®® sometimes
from sources other than liable parties. This approach fails to take into consideration the
main goal of liability system i.e., to deter potentially liable people from careless
activities. By limiting the magnitude of liability, limitation of liability reduces the

expected liability of shipowners and consequently their optimal precaution. It

encourages negligent navigation.

1 An earlier and shorter version of this chapter appeared in M. Billah, “Economic Analysis of Limitation
of Shipowners’ Liability”, (2007) 19 USF Mar. L. J. 297.

11 For general limitation of shipowners’ liability see 1976 Liability Convention, supra note 9. The
liability limit of the 1976 Convention was further increased by an average of 2.3 times by a Protocol in
1996 (LEG/CONF.10/DC.2 of May 2, 1996). It is noteworthy here that limitation of liability also exists in
other modes of transportation as well.

12 For historical development of limitation of shipowners’ liability, see J. J. Donovan, “The Origins of
Limitation”, supra note 4.

'3 For example, the International Chamber of Shipping (ICS) stated in a submission to the 1976
Limitation of Liability Conference, “...the main justification of limitation of liability today is the
insurability of the risk with its two elements, the availability of cover and economic cost.”
LEG/CONF.5/6 (27 Sept. 1976) in Official Records of the 1976 Liability Conference, supra note 9 at
112-113. ‘

18 See G. Gauci, “Limitation of liability in maritime law: an anachronism?”, (1995), 19 Marine Policy 65
[hereinafter Gauci, “Limitation of liability”]. For criticisms of the US Limitation of Liability Act of
1851[46 U.S.C.A. §§181-189], see Gilmore & Black, supra note 51 at 818, 821-23.

165 See the preamble to CLC and Fund Convention; supra note 15.
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In part I, I will argue why deterrence should be the main purpose of shipowners’
liability. In part II, I will take up the analysis of limitation of liability in terms of its
effect on potentially liable parties’ behaviour and its desirability in maritime liability
law. I will describe and refute the insurance arguments shipowners use to maintain
limitation of liability in part III. Finally, I will recommend in part IV the abolition of
limitation of liability from maritime liability law and discuss the possible consequences

of this change.

I: Nature of the Problem

“If my dog kills your sheep and I freshly after the fact tender you the dog you are
without recourse against me.”'% This was the basis of limitation of liability in
traditional maritime liability law: If my ship was the cause of your loss and I
surrendered you the ship or its value after the incident, I would be relieved from any
further liability.'®” Thus if the ship was completely lost in the accident, there was no
liability. On the basis of this principle, in the famous Torrey Canyon oil spill incident in
1967 the liability of the shipowner was held to be US$50,1% while the clean up cost the

UK and French governments US$15 million.'®® It is noteworthy that today limitation of

'%These are the words of a judge in the time of Edward III, cited by Holmes J. in Liverpool, Brazil and
River Plate Steam Navigation Co. v. Brooklyn Eastern District Terminal, 251 U.S. 48 at 53 (US S.C.
1919).

17 The principle of surrender is based on the Roman law doctrine noxae deditio (surrender of offending
instrument exonerates the wrongdoer from liability). See Holmes, The Common Law, supra note 75 at 6-
13.

18 The value of the single salvaged lifeboat; see In re Barracuda Tanker Corp., 228 (S.D.N.Y.1960).

19 However, the claim was finally settled at US$3 million. See Kiern, “OPA: A Review of the First
Decade”, supra note 150 at 503.
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liability under international maritime liability conventions is calculated according to the

tonnage of the ship or on per passenger basis.'”

Fast forwarded to forty years from the Torrey Canyon incident, maritime liability today
is in a much better shape, at least in terms of compensation. Liability limit under general

! has been increased twice since then. Special liability

maritime liability convention
regimes with much higher limit were adopted for oil pollution from tankers, and for
damage from some hazardous and noxious substances (HNS).'” In addition to
substantial increase in the amount of compensation, special liability regimes have

various features such as strict liability, compulsory insurance, and direct action against

insurers in order to guarantee compensation for victims of maritime accidents.'” One

17 See Articles 6 and 7 of LLMC 1976. However, under the US Limitation of Liability Act (46 U.S.C.
App. §§ 188-189) the value of the ship after an incident plus pending freight is still the criterion for
property damage. The tonnage based calculation has been in the international maritime law since the first
international convention on limitation in 1924, International Convention for the Unification of Certain
Rules relating to the Limitation of Liability of the Owners of Sea-going Vessels, 1924; League of Nations
Treaty Series No. 2763, Vol. CXX, p. 125 [hereinafter 1924 Liability Convention].

! During the Torrey Canyon incident, general liability for maritime claims including oil pollution was
governed by the International Convention Relating to the Limitation of the Liability of Owners of Sea-
going Ships, 1957 f{hereinafter 1957 Convention]. LLMC 1976 increased the limit by more than double
the 1957 Convention’s limit. The limit in LLMC 1976 was increased further by an average of 2.3 times
by its 1996 Protocol. It is noteworthy that general liability convention applies to all maritime liability
unless excluded either by LLMC 1976 itself (see Art.3) or by express provision of special liability
regimes. Although there are specific liability conventions on cargo liability and liability for passengers’
injury and death or for damage or loss of their luggage, these areas of liability are still subject to LLMC
1976. See P. Griggs, R. Williams and J Farr, Limitation of Liability for Maritime Claims, (4™ ed)
(London: LLP; 2005) at 106, 109 and134-136 fhereinafter Griggs et al., Limitation of Liability].

12 For conventions on oil pollution, see note 151. The convention on HNS is International Convention on
Liability and Compensation for Damage in Connection with the Carriage of Hazardous and Noxious
Substances by Sea, 1996, 35 [.LL.M. 1406 [hereinafier HNS Convention]. It is not yet in force. For the
status of conventions, see International Maritime Organization (IMO)’s website at:
http://www.imo.org/Conventions/mainframe.asp?topic_id=247 (last accessed: March 11, 2009).

17> provisions requiring insurance certificates are Art.VIL1 of the CLC, Art. 12 of the HNS Convention,
Art.7 of International Convention on Civil Liability for Bunker Oil Pollution Damage, 2001, LEG/CONF
12/19, [hereinafter Bunkers convention] and Art.5 of the 2002 Protocol (LEG/CONF .13/20) to Athens
Convention Relating to the Carriage of Passengers and their Luggage by Sea, 1974; (1975) 14 ILM 945.
[hereinafter PAL 1974]. For direct action against insurers, see Article VIL.8, Article 12 (8), Article 7 (10),
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thing, however, remained unchanged: the right of shipowners to limit liability. In fact,
the right is now made almost an indefeasible one.!™ This affects the deterrent effect of

liability, the main purpose of liability under the economic analysis of law.!”

The traditional legal view about the purposes of liability is that liability serves two
purposes: compensation and deterrence.!”® Between these two, compensation seems to

177 Yet when a victim can

be more dominant purpose both in tort and contract liability.
receive compensation or indemnity for his or her loss from sources other than the liable
party, the function of liability as a source of compensation becomes less important. If it
were only for compensation, liability may not be desirable. This is especially so when
the cost of maintaining liability system exceeds the benefit, if any, of compensating a
victim who would have received compensation from other sources but for liability.'”®

However, when the imposition of liability deters potentially liable parties from

negligence, which in turn reduces future losses, the benefits of liability may outweigh

and Article 5(10) of the above conventions respectively and for strict liability see Art. 4(1) (a) and (b) of
the 2002 Protocol to the PAL 1974,

174 See the test to break the liability limit in Article 4 of LLMC1976.

'3 Shavell, Foundations of Economic Analysis, supra note 19 at 267-69 and 635-38.

176 See Brown, “Deterrence and Accident Compensation Schemes” supra note 12 at 111; M. J.
Trebilcock, “The Social Insurance-Deterrence Dilemma of Modern North American Tort Law: A
Canadian Perspective on the Liability Insurance Crisis”, (1987) 24 San Dieg. L. Rev. 929.

"7 It is expressed retrospectively in tort (to put the victim back where he would have been, had the tort
not occurred) and prospectively in contract (to put the promisee in a position where he would have been
had the contract been performed), although the outcome is same i.e., to pay the plaintiff for his loss. See
Rose, Marine Insurance, supra note 31 at 487.

1% Shavell, Foundations of Economic Analysis, supra note 19 at 635-38. In such situation, the desirability
of liability as for the purpose of compensation will lie on the value we assign to the notion that a
wrongdoer must fully compensate the victim (the classical notion of corrective justice). Such value may
not be high, or at least not high enough to justify the cost of liability system when we know that victim
will be compensated regardless of liability (e.g., from first party insurance) and that it is not the
wrongdoer but his liability insurer who pays the liability judgment.
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the cost and make the liability socially desirable. In other words, the desirability of

liability depends on its functional value of reducing harm through deterrence.

In maritime liability settings, the victims of maritime accidents will usually receive full
compensation or indemnity regardless of shipowners’ liability. For example, an owner
of damaged or lost cargo will receive indemnity for the loss from its cargo insurers.'™
The owners of damaged ships in a collision case will receive indemnity for any
uncompensated loss from their hull insurers. The passengers on a ship may receive their
unpaid medical expenses or lost earnings from their private insurance or from social
insurance.'®® The victims of oil pollution on the sea will get compensation from various
compensation funds."®! Despite all these sources of compensation or indemnity, liability
is still imposed on shipowners. Thus deterrence is the only conceivable reason for
liability. Limitation of liability will not deprive the victims of adequate compensation in

any of the above situations. This is not to say that victims of maritime losses always

receive full compensation from one source or another. There are situations when a

' For an excellent discussion on who should bear the cost of insurance in the context of cargo liability,
see M. F. Swurley, “Changing Liability Rules and Marine Insurance: Conflicting Empirical Arguments
about Hague, Visby, and Hamburg in a Vacuum of Empirical Evidence,” (1993) 24 J. Mar. L. &
Comm. 119 [hereinafter Sturley, “Changing Liability Rules”].

1% passengers who do not have private insurance are likely to be from low-income bracket of the society
and their loss of earnings from an accident will unlikely to exceed the limit set out in the either in LLMC
1976 or PAL 1974. They will thus receive adequate compensation from shipowners. The current liability
limit for personal injury or death of per passenger is SDR 175,000 ($0.75m) under [Article 7(1) of LLMC
1976] and SDR 46,666 under PAL 1974. This amount will be increased to minimum SDR 250,000 and
maximum SDR 400,000 per passenger, when the 2002 Protocol (LEG/CONF .13/20 of 19 November
2002) to PAL 1974 comes into force.

18! They can receive up to SDR 750 m (=US$1.13 billion) per incident from a three-tier compensation
system. See below.
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victim may not receive full compensation from all the sources combined including the

liable shipowner because of the shipowner’s right to limitation.'®?

If compensation were the sole goal of liability law, special maritime liability regimes
may be cited among the best liability regimes in the world.'®® For example, under the
current oil pollution liability regime more than US$1 billion is available for a single oil
spill incident through a three-tier oil pollution compensation regime. The first tier of
maximum SDR 89 million (US$130.57m)184 is the shipowners’ liability. The second
tier up to SDR 203 million (US$297.82m) comes from the International Oil Pollution
Compensation Fund (IOPC Fund)'® and the third tier from the Supplementary Fund (up
to SDR750m=US$1.1b).!%¢ Both these funds are contributed by the oil companies of the
contracting States. For oil pollution on Canadian water, there is an additional national
fund, the Ship-source Oil Pollution Fund (SOPF), in case the loss does not fall under the
international regime.'®” The high amount of compensation will also be available when
the HNS convention comes into force. The HNS Fund will provide up to SDR 250

million (US$366.78m) per incident including SDR100 (US$146.71m) million

182 Despite the existence of very high ceiling for oil pollution liability, in some cases such as Amoco
Cadiz, Erica and Prestige available funds were still insufficient to meet all the claims in full. For details
of these incidents, see IOPC website at http://www.iopcfund.org/ (last accessed: March 11, 2009).

183 This is not to say that oil pollution liability regime is a perfect regime and fully covers every aspect of
pollution damage. There are cases under this regime where full compensation was not available. Among
these are the highly publicised cases of the Amoco Cadiz in France in 1978, the Erika again in France in
1999, and the Prestige in Spain in 2002. However, the number of such cases is few and far between.

18 Art. V.1 of CLC. SDR (Special Drawing Right) is the monetary unit for International Monetary Fund.
SDR 1=US1.46713 as of March 11, 2009 at http://www.imf.org/external/np/fin/data/rms_sdrv.aspx

185 Art. 4 (4) of Fund Convention.

18 Art. 4 (2) of the 2003 Protocol to Fund Convention.

187 Among such cases is the liability for a ‘mystery-spill’ i.c., the source of oil pollution is unknown;
Article 4.2 (b) of Fund Convention. See Ship-source Oil Pollution Fund - the Administrator’s Annual
Report 2005-2006 (Ottawa: the Administrator of Ship-source Oil Pollution, 2006) [hereinafter, SOPF
Annual Report 2005-2006].
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maximum from shipowners.188 Despite the high compensation in these regimes, the
deterrent effect of liability may still be hindered by the limitation of shipowners’
liability because some of the compensation money in these special liability regimes

comes from parties who are not directly involved in the navigation of ships.

Although compensation in other areas of maritime liability is not as generous as that for
oil pollution or HNS damage, liability limit has been increased substantially since the
Torrey Canyon incident. In general liability regime, the 1996 Protocol to the LLMC
1976,'® provides for at least SDR 2 million (US$2.93m) for the loss of life and
personal injury and SDR 1 million ($1.46m) for the property claims per incident.' For
liability regarding passengers’ loss of life and personal injury, an additional SDR
175,000 (US$256,747) per passenger is provided under Article 7(1) of the LLMC 1976

1 191

as amended by the 1996 Protocol.””" Although the real value of the increased amount in

188 See Articles 9 and 14 of the HNS convention.

18 The Protocol came into force on May 13, 2004. See the status of the IMO Conventions at IMO
website: http://www.imo.org/Conventions/mainframe.asp?topic_id=247 (last accessed: March 11, 2009).
1% Article 6(1) of LLMC 1976 as amended by its 1996 Protocol. This is for a ship with a tonnage of
2,000 or less. Beyond 2000 tons, the calculation is based on a tapering system. SDR800 and 400 for each
additional ton up to 30,000 tons, SDR600 and 300 per ton up to 70,000 tons and SDR400 and 200 each
ton above 70,000 tons for personal injury and death, and property damage respectively.

11 This amount is supposed to reflect the 1990 Protocol to PAL 1974, which is now abandoned in favour
of the new 2002 Protocol with minimum SDR 250,000 and maximum SDR 400,000 per passenger. There
may be some unintended inconsistencies between the PAL 1974 and LLMC 1976. As shipowners may
choose between LLMC 1976 and PAL 1974 (Art. 19 of PAL 1974) but the passengers can claim only
under the PAL 1974 (Art. 14), a shipowner may opt for lower limit if there are different limits under the
conventions as is the case now. Currently, it is SDR 46,666 under the former and, as mentioned, SDR
175,000 under the latter. However, the situation would be reverse if the 2002 Protocol comes into force.
This problem would not arise for a country which is a party to only one of these Conventions. The
drafters could have avoided this problem by simply cross-referring LLMC 1976’s provision on passenger
claims to PAL 1974 without including any figure in LLMC1976. Another inconsistency may arise with
regard to maximum limit of liability. While it is calculated by reference to the actual number of
passengers multiplied by per passenger limit under PAL 1974, under LLMC 1976 the relevant number is
the number of passengers the ship is certified to carry. See Griggs et al., Limitation of Liability, supra
note 171 at 52-55. With regard to the last point, a member of the Polish delegate in the 1976 Limitation
Conference suggested that the actual number should be the basis of calculation. So the inconsistency is
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the general liability regime by the LLMC 1976 and its 1996 Protocol may appear very
little or none at all if we take into account the inflation rate over the years,'”* the

indemnity from other sources will make up for the victim’s uncompensated loss.!*

The main problem with limitation of liability is not the under-compensation of victims
but under-deterrence of shipowners. Although both inadequate compensation and
under-deterrence may arise due to the limitation of shipowners’ liability, the first
consequence can be averted by other means'®* not incompatible with limitation of
liability, while the latter cannot be so with the presence of limitation of liability. For
example, even though shipowners’ liability is limited, victims of maritime accidents can
still have full indemnification or compensation from their private insurance (e.g., cargo
insurance), social insurance (€.g., public health care for injured passengers or crew) or
the payment from some compensation funds as is the case for oil pollution and HNS
damage. In fact, the availability of first party insurance may support even the abolition
of whole maritime liability law if compensation were the sole objective of liability. This
is especially so when we consider the high costs of maintaining the liability system and

the availability of cheaper alternatives to the liability system such as special funds or

probably left on purpose to favour shipowners. See LEG/CONF.5/C.1/SR.2 (Nov. 02, 1976) in the
Official Records of the 1976 Liability Conference, supranote 9 at 217.

192 For example, the 1996 Protocol made an average increase of 2.3 times, while the inflation between
1976 and 1996 made the 1976’s limit three times less valuable in 1996. Griggs et al., Limitation of
Liability, supra note 171 at ibid at 43. Similarly, the increase by LLMC 1976 was double the amount
provided in the 1957 Convention, just enough to counterbalance the effect of inflation. See Official
Records of the 1976 Liability Conference, supra note 9 at 76-77.

' An example of such indemnity may be the personal insurance of the victims or the social insurance
from the government.

19 Examples of such means are oil pollution or HNS compensation funds and private or social insurance.
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first party insurance in order to provide for compensation.'®® If there is any justification
for liability today, it must be due to its deterrent effect. Limitation of liability affects

this very purpose of liability system.

I1: Economic Analysis of the Problem

A. Nature of Economic Analysis

Economic analysis of a legal rule examines the effect of the rule on the behaviour of
rational individuals i.e., how they respond to incentives (descriptive or positive
analysis) and then evaluates the desirability of the rule in the light of the maximization
of social welfare or utilities (normative analysis).'*® For example, a ‘polluter pays’ rule
in the case of oil pollution may be analyzed first by examining its effect on the potential
polluters’ behaviour whether they would take optimal care to prevent pollution or
reduce their pollution-generating activities. This will be descriptive analysis. Then we
can further examine whether the rule is socially desirable by comparing the cost on
polluters (i.e., the forgone profits due to increased cost of precaution or reduced

activities) against the benefits of pollution-free sea to other users'®’ and non-users of the

19 The cost to the society from litigation was one of the factors behind the introduction of ‘no-fault’
automobile liability system. The deterrence effect of automobile liability was minimal in many cases as
these cases were of accidental nature without any negligence on the part of the involved parties. See S.
Sugarman, “Doing Away with Tort Law”, (1985) 73 California Law Review 555.

1 Shavell, Foundations of Economic Analysis, supra note 19 at 1-4. Broadly defined, utility is the
satisfaction a person derive from an activity. As it is almost impossible to measure how much satisfaction
a person would derive from an activity (e.g., driving a car or buying a product), it is roughly measured by
a person’s willingness to pay for a product or service. See Shavell, Foundations of Economic Analysis,
ibid at 1-4.

%7 Such benefits may include aesthetic and recreational value to users.
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sea'®® (normative analysis). Besides the costs on polluters, the measure of social welfare

will also include the administrative costs of implementing the rule.

With regard to the limitation of liability rule, the descriptive analysis will examine the
effect of limitation of liability on the behaviour of potentially liable shipowners in their
decisions whether to take optimal care or not. The normative analysis will compare the
social benefits of limitation of liability both in the past and today, if any, against the
costs of maritime losses due to under-deterrence arising from the limitation rule. As the
question of inquiry is the desirability of limitation of liability and not the liability itself,
I will not discuss whether shipowners’ liability is desirable in the first place. Since
shipowners themselves are not opposed to their liability, I will assume that liability for
maritime losses is desirable. The assumption is largely valid because liability is
imposed on shipowners mainly for their fault or negligence. The LLMC 1976 (i.e.,
convention on general limitation of liability) does not deal with the basis of shipowners’
liability'® and leaves it to national laws i.e., tort and contract laws to determine

liability. However, I will shortly note the conditions for shipowners’ liability to be

desirable at the end of the chapter.

B. Descriptive Analysis of Limitation of Liability
As limitation of liability is the opposite of full liability in concept, the existence of one

reduces the effect of the other. If full liability is necessary to create optimal deterrence,

%8 For example, the satisfaction derived by a non-user from the knowledge of existence of clean sea.
19 See the wordings in Art. 2.1 “whatever the basis of liability may be”.
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such deterrence will be affected to the extent liability is reduced according to the

principle of limitation of liability.

1. The effect of liability on behaviour: deterrence

Liability deters potentially liable parties from being negligent in their activities. As
mentioned in the introductory chapter of the thesis, a party is negligent for failing to
take care or precaution when the cost of precaution is less than the expected harm. The
cost of taking precaution is certain but the loss or liability is usually probabilistic; thus
the loss would be expressed in expected amount. For example, if there is a 10 percent
chance of a $1,000 loss, the expected loss is $100 ($1,000 X 10%) and the precaution
would be optimal if it costs less than $100, say $90.>°° Not taking optimal precaution
will amount to negligence. In the economic analysis of law literature this is known as
‘Hand Formula’, named after Judge Learned Hand. In U. S. v. Carroll Towing Co.”!
Judge Hand held that a person would be negligent if B < PL where B is the cost of
precaution, P the probability and L the magnitude of loss.” As we assumed at the
beginning of this section that liability on shipowners is desirable, we can say that

precaution taken by the shipowners due to the fear of liability would save the society

2™ The assumption here is that precaution will eliminate the accident. If precaution only reduces the
probability, the optimal precaution would cost less than the difference between original expected loss and
the reduced expected loss. For example, if precaution reduces the probability from 10 to 4 percent, the
optimal cost of precaution would be less than $ 60 ($100x10% -100x4%). See Posner, Economic Analysis
of Law, supra note 23 at 168.

' 159 F.2d 169 at 173 (2d Cir. 1947); see Posner, Economic Analysis of Law, ibid at 168.

2 When only one party’s precaution can optimally eliminate or reduce the loss even though both sides
can take precaution, it is socially desirable to impose liability on the “least-cost avoider”. Optimal
precaution may also require precaution by both parties at the same time. See Shavell, Economic Analysis
of Accident Law, supra note 28 at 5-46; Shavell, Foundations of Economic Analysis, supra note 19 ch.8.
It is also noteworthy that even though optimal precaution is not possible, liability is sometimes imposed
on the basis of society’s distributional preferences. See G. Calabresi and A.D. Melamed, “Property Rules,
Liability Rules, and Inalienability: One View of the Cathedral,” (1972) 85 Harv. L. Rev. 1089
[hereinafter Calabresi & Melamed, “Property Rules”].
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more than the cost of precaution.’”® Put differently, shipowners’ cost of care is less than

the victims’ expected loss.

2. The effect of limitation of liability: under-deterrence

In the above example, if the liability is limited to $500, for example, instead of $1,000,
the expected liability will be less than expected loss and, as a result, a potentially liable
party may not take optimal precaution.”®* While the expected loss of a victim would be
$100, the expected liability would be $50 (8500 X 10%). Although taking precaution at
a cost $100 or below would be optimal precaution, a potentially liable party would only
take precaution when the cost of precaution is below the expected liability i.e., $50,
assuming that the party is risk-neutral.>® Although the party will be held negligent for
not taking care, limited liability makes it more advantageous for the party to be
negligent than to take optimal precaution. Limitation of liability thus leads to under-
deterrence.’® Being negligent would pay in situations where liability is less than the

actual loss.

2% 1 jability on shipowners would be undesirable if the shipowners’ cost of care is more than reduction in
liability claimants’ losses.

™ Besides liability, imposing corrective tax equal to expected loss may also make the potential injurer to
take optimal care. However, if the government cannot observe losses or it is too costly to observe,
liability would be a better approach because it creates incentives for victims to report losses. See Shavell,
Foundations of Economic Analysis; supra note 19 at 93-94. See also A. C. Pigou, The Economics of
Welfare, (4™ ed) (London: Macmillan and Co., 1932).

%5 As mentioned in the introductory chapter, ‘risk-neutrality’ is the opposite of ‘risk-aversion’; it is the
tendency to view various risks indifferently when their expected value is the same. A risk-averse party
may be willing to spend more than the expected liability on care. See the discussion in the next section.
26 For criticism of limitation of liability in the nuclear context, see M. Trebilcock, and R. Winter, “The
Economics of Nuclear Accident Law”, (1997) 17 International Review of Law and Economics, 215 at
218 [hereinafter Trebilcock & Winter, “Nuclear Accident Law™].
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The effect of limitation of liability on deterrence is similar to the effect of the inability
of a party to pay judgment amount. Both may lead to under-deterrence. Like the party
with limited liability, the party with assets lower than the potential judgment amount
will not take optimal precaution.’’ Drawing from the above example, if a party with
assets worth $500 may cause $1,000 harm to a third party with a probability of 10
percent from a faulty brake in the former’s car, which would cost the party $90 to fix, it
may not fix the brake even though doing so is cost-efficient i.e., less than expected loss
of $100 because the party knows that its expected liability can never be more than $50

due to its limited assets.?%®

C. Normative Analysis of Limitation of Liability

1. Social desirability of limitation of liability in the past

a. Full liability may lead a risk-averse person to over-deterrence

In all the above examples we have assumed that the parties are risk-neutral. This may be
justified, given the figure we used is only $1,000. If the figure is changed from $1,000
to $100,000, most of us may not consider the loss merely in its expected value. We will
fear more to lose $100,000 with probability of 1 percent than to lose $10,000 with a
probability of 10 percent, although the expected loss in both cases is $1,000. This is
because most of us are risk averse in most of the time. Risk-aversion is the tendency to

be more afraid of high figures of liability even though the chance of such liability is

207 Shavell, Economic Analysis of Accident Law, supra note 28 at 167-168.
28 Assuming that the party is risk-neutral and there is no risk of personal injury to itself. See generally
Calabresi, The Costs of Accidents, supra note 47 at 70-74 and notes 28, 29.
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very low. Risk aversion occurs due to the diminishing marginal utility of wealth.?”® As
the value of each dollar is more than the next dollar, the utility loss from losing a dollar
will be more than the utility gain from an additional dollar. So, the larger the amount of
loss, the higher the average value for each lost dollar despite the expected dollar figure

for two losses is the same.

Risk aversion is a source of social disutility; it either creates over-deterrence or leads to
excessive precaution.’!® Both cause social loss. Over-deterrence occurs when a risk
averse-party will not participate in an activity due to the fear of risk even though the
expected benefit will outweigh the expected cost. Such forgone benefit is a social loss.
On the other hand, excessive precaution happens when a risk-averse party takes more
than optimal precaution i.e., takes precaution even though B in the Hand Formula is
greater than PL. For example, when investing $100,000 in a factory will generate profit
of $2,000 per year, a risk averse-party may not do so because of the possibility of
$100,000 liability from product defect even though the possibility is just 1 percent. The
foregone net benefit of $1,000 [i.e., 2,000-(1% X 100,000)] is the social cost arising
from the problem of risk-aversion. Alternatively, the risk-averse party may open the
factory but invest more than $1,000 in safety measures annually even though the
expected loss without safety precaution is only $1,000. Spending more than $1,000 will
be again a social waste because more resources are sacrificed to save less. Translating
these two phenomena of risk aversion into the tendency of the investors in the days of

no liability insurance or underdeveloped concept of corporation, there was the lack of

2 Shavell, Foundations of Economic Analysis, supra note 19 at 258.
219 gee generally Shavell, Foundations of Economic Analysis, ibid at 260-261.
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investment in the shipping business and the excessive fear of liability among the few

shipowners.

b. Limitation of liability: a mechanism against over-deterrence in the past

It thus made sense in those days for the government to provide the protection of
limitation of liability to shipowners in order to encourage investment in shipping sector.
By safeguarding the personal assets of shipowners against the potential liability, the
laws on limitation of shipowners’ liability solved the problems of excessive fear in the
minds of shipowners and the lack of investment in the shipping industry. The intention
of the government was clearly stated in the preamble of the first English legislation on
the limitation of shipowners’ liability,

“Whereas it is of the greatest consequence and importance to this Kingdom, to
promote the increase of the number of ships and vessels, and to prevent any
discouragezment to merchants and others from being interested and concerned
therein....”*"!

Although some other reasons are also ascribed to the introduction of limitation of
liability, they are mainly contributing factors to the problem of risk aversion. For
example, one such reason was helplessness of shipowners in having any control against
the negligence, misconduct or theft by the master and mariners once the ships left their

homeports.2'? If liability arising from such conduct were unlimited, risk-averse people

2! preamble to Responsibility of Shipowners Act of 1733; cited in P. Griggs, “Limitation of Liability for
Maritime Claims: the search for international uniformity”, (1997) LMCLQ 369 at 370. Similar concern
was behind the American Limitation of Liability Act. For example, in Moore v. American Transportation
Co., (1860), 65 U.S. 1 at 39, the court held that the Act was adopted “to promote the building of ships,
and to encourage persons engaged in the business of navigation.”

%12 See A.H.E. Popp, Q.C. “Limitation of Liability in Maritime Law-An Assessment of its Viability from
a Canadian Perspective” (1993) 24 J. Mar. L. & Comm. 335 at 336; Gilmore & Black, supra note 3 at
877.
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would have been even more reluctant to invest into shipping. Another reason was the
protection of local shipowners against foreign competition. This argument has two
prongs. First, a judgment against foreign shipowners could be implemented only by the
arrest of their ships, while all the personal assets of a local shipowner were exposed to
liability.2'® Limiting the liability of local shipowners to the value of their ships gave
them the level playing field with the foreign shipowners. Second, when foreign
shipowners had competitive advantage because of their country’s laws on limitation
which enabled them to limit their liability, local shipowners argued for similar
legislation in their country.?!* In the face of such foreign competition, limitation of
liability was thought desirable for the already under-invested national shipping sector

due to risk aversion.

2. Social desirability of limitation of liability today

a. Insurance now solves the problem of over-deterrence

The availability of liability insurance offsets the over-deterrence effect of unlimited
liability on risk-averse investors. Simply put, insurance takes care of risk-aversion
problem. Insurance makes the position of a risk-averse person vis-g-vis potential
liability similar to that of a risk-neutral person. Actuarially fair premium will roughly

215

equal the expected liability.”” Insurance premium for $100,000 liability with one

percent probability or $10,000 liability with ten percent chance will be the same i.e.,

13 LEG/CONF.5/6 (27 Sept. 1976) in the Official Records of the 1976 Liability Conference, supra note 9
at 112-113.

4 Senator Hannibal Hamlin of Maine, who introduced the bill on the American Limitation of Liability
Act, argued that the new Act would put the American marine interest “upon the same basis as that of
England.” Cong. Globe, 31" Cong., 2d Session 332 (1851) at 713; cited in Donovan, “The Origins of
Limitation” supra note 4 at 1015.

213 Shavell, Foundations of Economic Analysis, supra note 19 at 258 in note 2.
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$1,000. When the investor in our earlier example can protect itself against the yearly
one percent risk of $100,000 liability by purchasing insurance with $1,000, it will not
hesitate to invest $100,000 in the factory when its annual profit is $2,000 and will not
take excessive precaution by spending more than $1,000. Thus when full lability
insurance is available, there is no need for limitation of liability in order to encourage

the investor to invest in the factory or in the shipping business.

Shipowners in fact have virtually unlimited coverage against most of their legal
liabilities. The International Group of P&I Clubs, which cover more than 90 percent of
the world tonnage,>'® provides coverage up to US$5.4 billion per incident.?'” There has
been no incident in the group’s history requiring coverage even above the reinsurance
level, which is now $2 billion.'® This rebuts the shipowners’ argument that there would
be shortage of insurance if liability is unlimited. Capacity shortage for insurance may be
true only in the case of liability for nuclear plants. Yet, some countries impose
unlimited liability for nuclear damage.?’® As for the cost of shipowners’ liability
insurance, it represents only 3.5 to 4 percent of total operating costs.”?’ Although the

cost may increase if there is no cap on liability, the reduction of accident rate due to

218 Maritime liability insurance is mainly mutual insurance provided by the shipowners’ P&I clubs. See
for an introduction Tilley, “Origin of P&I Associations”, supra note 97.

27 See the Pooling Agreement of International Group of P&I Clubs; available at:
http://www.igpandi.org/internal.php?primary nav_selected=The+Group+Agreements&secondary=The+P
ooling+Agreement (last visited: Mar. 11, 2009).

28 See ibid; see also E. Rosaeg, “The Impact of Insurance Practices on Liability Conventions,”
Legislative Approaches in Maritime Law. Proceedings from the European Colloguium on Maritime Law:
Lysebu, Oslo, Dec. 7- 8, 2001 at 21; available at
http://folk.uio.no/erikro/WWW/corrgr/insurance/Lysebu.pdf (last visited: March 11, 2009) at p. 11.

219 These countries are Switzerland, Germany, and Japan. See Trebilcock & Winter, “Nuclear Accident
Law”, supra note 206 at 221.

?20 LEG/CONF.5/C.1/SR.9 (5 Nov. 1976) in Official Records of 1976 Conference, supra note 9 at 275.
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optimal care induced by unlimited liability will most likely offset the additional cost of
insurance.??! I will discuss in detail the insurance arguments and their rebuttals in the

next part of the chapter.

b. Insurance may create under-deterrence

Full insurance protection against liability may, however, create under-deterrence.
Insured shipowners may have less incentive to take optimal care against a loss or
liability because they do not have to pay for it directly. This tendency is known as
‘moral hazard’.?*? For example, if we modify our earlier example and assume that the
factory owner can reduce the probability of $100,000 loss from one percent to one half
of a percent by spending $400 on safety measures, the spending will be optimal as the
expected liability will now be only $500 ($100,000 X 0.5%) and the net benefit is $100
(81,000 (previous expected liability) — ($500 present liability + $400 spending on
safety)). Yet, the owner may not spend $400 on safety when it has full coverage. The
insurer may, however, induce the owner to do so by offering premium reduction from
$1,000 to $500 on condition that the owner spends $400 on safety. Insurers would make
such an offer only if they can observe or verify the precautionary measures taken by the

insured.?®

22! This is also proved from the fact that insurance cost for personal injury and death claim is lower than
the cost for property claim due to fewer personal injury and death claims and their lower magnitude
despite the fact that the liability limit has always been higher in the personal injury and death claim. See
LEG/CONF.5/C.1/SR.20 (Nov. 13, 1976) in Official Records of the 1976 Liability Conference, supra
note 9 at 368-69.

22 Gee Abraham, Distributing Risk, supra note 17 at 14-15.

22 Shavell, Foundations of Economic Analysis, supra note 19 at 262; see also Abraham, Distributing
Risk, ibid at 15.
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As there are many aspects of precaution or safety measures insurers cannot observe,
insureds will not take optimal precaution when coverage is full even though such
precaution will ultimately reduce premium. This is because the reduction in premium
may not be immediate while the cost of precaution is incurred right away. Moral hazard,
when unchecked, may also lead to the ‘adverse selection’ of insurer; that is, the insurer
will attract more and more high risk-individuals leading to the breakdown of insurance

1-224

pool.”** However, insurers are able, by and large, to check the problem of moral hazard

or under-deterrence through various strategies such as partial coverage, deductibles and

225 In other words, the

differentiating premium rates based on the past loss experience.
problem of under-deterrence from having full insurance coverage is not unmanageable.
In the maritime liability insurance context, the P&I Clubs control the problem of ‘moral
hazard’ mainly by differentiating individual shipowners’ premium rates based on their
claim history, loss experience, size of the fleet and condition of the entered ships. For
example, in 1969 the individual tanker owner’s premium varied from 3 cents to 150

cents per gross ton in SKULD, one of the P&I clubs.?¢

c. Corporation: another mechanism to ameliorate the problem of over-deterrence
Like limitation of liability, the concept of corporation was introduced as a mechanism to

encourage investment in socially beneficial activities.”?’ It is, therefore, no surprise that

24 G. L. Priest, “The Current Insurance Crisis and Modern Tort Law,” (1986-87) 96 Yale L.J. 1521
[hereinafter Priest, “Insurance Crisis”}; Distributing Risk, ibid at 15.

*25 See infra chapter six on the details of these insurance mechanisms.

26 LEG/CONF.2/C.1/WP. 3 (30 Nov. 1971) in Official Records of the Conference on the Establishment
of an International Compensation Fund for Oil Pollution Damage 1971 (IMCO, London: 1978) at 242
[hereinafter Official Records of the 1971 Fund Conference).

*?7 In commenting on the US Limitation of Liability Act of 1851, Homes said, “The legislators to whom
we owe this act argued that, if a merchant embark a portion of his property upon a hazardous venture, it is
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both concepts gained legal recognition through the relevant legislation around the same
time.”® By limiting the liability of investors to the amount of their investment, the
concept of limited corporate liability encourages risk-averse people to invest. In fact,
limited corporate liability and shipowners’ limitation of liability did serve the identical
purpose in the past. For example, five people could put part of their assets into shipping
business and could limit their liability to the value of the ship. Alternatively, they could,
as they still can, form a shipping company with the only asset of the company being the

ship. In both the cases, their personal and the total exposure to liability was the same.””

As shipowners can form corporation, and most of them do so any way, there is no
longer any justification of limitation of liability on the basis of individual shipowner’s
risk aversion.”*® As corporations the liability of these shipowners is already limited to
the assets of the corporations. Limitation of liability now gives the shipowners
additional benefit to further limit the limited liability of the corporations. A shipowning
corporation may not only form one company for all its ships but one company for each
ship in the fleet. The practice of forming one-ship-company is common among
corporate shipowners to shield the liability of corporation against its other ships in case

limitation principle does not apply due to any conducts barring limitation.?*!

reasonable that his stake should be confined to what he puts at risk, - a principle similar to that on which
corporations have been so largely created in America during the last fifty years.” Holmes, Common Law,
supra note 75 at 6-7 (emphasis added).
2% 1 ord Mustill, “Ships are different — or are they?”, (1993) LMCLQ 490 at 492.
3 Limitation proceedings resemble bankruptcy proceedings in many respects. See The Liverpool (No. 2)
!1963] P. 64, [1960] 3 All ER 307, [1960] 3 WLR 597, [1960] 2 Lloyd’s Rep. 66 (CA).

** Gilmore & Black, supra note 3 at 818 and 822.
B! See M’Gonigle and Zacher, Pollution, Politics and International Law, supra note 105 at 149-150. For
conducts barring limitation see Article 4 of LLMC 1976.
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To be sure, the problem of under-deterrence also arises from the limited liability of a
corporation to its assets. The problem may be serious when a corporation can hide its
assets by forming various subsidiary companies. However, in the case of corporations
this problem may be partially restrained by minimum asset requirement or compulsory

22 Although compulsory insurance is also a

insurance before engaging in an activity.
feature of many maritime liability conventions, the insurance coverage is required only
up to the same amount as that under limitation of liability. With the availability of well-
developed liability insurance, even the justification of the limited liability for
corporation to its assets may be questioned today.”** This may explain the growing
trend towards compulsory insurance in many areas of activities usually undertaken by

corporations.**

II1. Limitation of Liability and Insurance Arguments

As indicated in the beginning of the chapter, shipowners use insurance arguments to
maintain the privilege of limitation of liability. Insurance argument has many strands.
The main two strands are the capacity of insurance market and the reasonable cost of
insurance. For example, the International Chamber of Shipping (ICS) stated in a

submission to the 1976 Limitation of Liability Conference, “...the main justification of

22 Shavell, Foundations of Economic Analysis, supra note 19 at 231-232.

% In a corporation with limited liability, the creditors of the corporation bear the risk of the corporation’s
liability exceeding its asset. Creditors are thus in a position of insurer for the corporation. On the other
hand, if liability were unlimited, the corporation would buy market insurance directly against such
liability. See P. Halpern, M. Trebilcock and S. Tumnbull, “An Economic Analysis of Limited Liability in
Corporation Law” (1980) 30 U. Toronto L. J. 117 at 126, 128-9, 138.

24 Liability insurance is compulsory in nuclear liability and oil pollution liability. For nuclear
conventions, see Convention on Third Party Liability in the Field of Nuclear Energy, 1960, 1041 UNTS
358 (with a supplementary Convention in 1963, 956 UNTS 264) [hereinafter Paris Convention],
Convention on Civil Liability for Nuclear Damage, 1963, 1063 UNTS 265, as amended by its 1997
Protocol, (1997) 36 ILM 1454 [hereinafter Vienna Convention].
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limitation of liability today is the insurability of the risk with its two elements, the
availability of cover and economic cost.”?* On the other hand, those who propose the
abolition of this principle find the widespread presence of insurance as justification for

their position.”*® We will examine here which side is more accurate in their assertions.

The first insurance argument in support of maintaining the principle of limitation is that
there would be the lack of market capacity to provide coverage if liability were
unlimited. However, the complete lack of coverage is rare and temporary no matter how
high the liability may be; such a situation may arise in reaction to a sudden and
unexpected increase in liability payouts. For example, after September 11, 2001, there
was temporary lack of coverage for terrorism related insurance.*’ Similarly, there was
the total lack of coverage for certain products in the 1980’s due to sudden increase in
court awards for product-related injuries.”*® Partial lack of coverage is what shipowners
probably mean by the lack of coverage against unlimited liability. The argument is that
a maritime liability, if unlimited or increased by a significant margin, cannot be insured

fully in the market.*’

3 LEG/CONF.5/6 (27 Sept. 1976) in Official Records of the 1976 Liability Conference, supra note 9 at
112-113.

P «“An Act [US Limitation of Liability Act] which is so vicious in its impact, unconscionable in its
results, and outmoded in an age of institutional protective insurance, if it cannot be repealed outright,
deserves only a narrow, grudging and constrictive construction.”(1959) 24 Nacca L.J. 223 at 225; cited in
Gilmore & Black, supra note 3 at 822 note 13d (emphasis added).

37 Swiss Re, Reinsurance — a systemic risk? (Swiss Re, sigma No. 5/2003) at 15 fhereinafter
Reinsurance).

28 See Priest, “Insurance Crisis”, supra note 224.

29 See generally, LEG/CONF.5/6 (27 Sept.1976) (comments of ICS) in the Official Records of the 1976
Liability Conference, supranote 9 at 112-117.
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The second line of insurance argument is the cost of insurance. The argument goes that
the cost of insurance for unlimited liability will be too heavy a burden on shipowners
even if the market has the capacity to cover such liability. A related argument is that the
limited liability entails lower insurance cost; this in turn keeps the price of goods
shipped via sea lower. On the other hand, high premium for liability insurance would
lead to an increase in freight rates and passenger fares and would cause the price of
consumer goods go up.?* It is also argued that unlimited liability or a substantial
increase in the liability limit would have a shocking effect on the insurance cost of the
low tonnage vessels of the developing countries and would lead to excessive increase in

241 Unfortunately, the argument of unreasonable insurance cost is

the transportation cost.
made most of the time without any evidence in the form of statistical data. Whenever,
there is some available data, they actually prove the opposite of the above contention.”*?
Shipowners and their representative organizations would use the arguments of capacity

and/or cost of insurance without exception whenever there is any discussion about the

abolition of limitation or about the substantial increase of liability limit.

A shipowner can incur liability either in a contractual situation (e.g., the contract of
cargo carriage) or in non-contractual situation such as pollution liability to third parties
(e.g., affected fishermen or government entities). In the context of contractual liability,
there is another strand of insurance argument; it relates to cost-efficiency, that is, who

between the two parties to the contract can insure against the losses/liabilities with

2 Ibid at 115.

2! LEG/CONF.5/C.1/SR.9 (5 Nov.1976) (comments of the Netherlands delegation), ibid at 274.

2 Eor example with regard to cost of insurance in oil pollution liability see H. Smets, “The oil spill risk:
economic assessment and compensation limit”, (1983) J. Mar. L. & Com. 23 at 31-43.
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243 Again, answering this question requires actual data on various insurance

lower cost.
costs of the both parties. Yet, data is very seldom produced either due to the lack of the
data or probably due to the vested interest of the parties possessing the data in not
revealing them. Consequently, the representatives of States attending maritime liability
conferences adopt maritime conventions without much real evidence on either the
capacity or the cost of insurance. As ship-owning nations and the third world countries
are usually opposed to any increase in the shipowners’ liability and as they outnumber
the countries proposing higher liability, the maritime liability laws remain heavily
biased in favour of shipowners. Below are some representative samples on how

insurance arguments were used to maintain limitation of liability in some specific

maritime liability conventions.

A. Insurance Arguments in Specific Maritime Liability Conventions

As mentioned at the beginning of the chapter, the common denominator of maritime
liability conventions is that they all contain the concept of limited liability. The above
insurance arguments have been made to support limitation of liability in almost every
area of maritime liability law. In this section I will discuss the provisions on limitation
of liability in some of the maritime conventions and the insurance arguments made
during the adoption of or the subsequent amendments to these conventions. I will start
with general liability convention and then will proceed with specific area-wise or

special liability conventions.

28 gee Sturley, “Changing Liability Rules” supra note 179.
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1. General Liability Conventions ***

The conventions on general limitation of liability, also known as global limitation,
apply to all liability claims except those related to salvage, oil pollution damage falling
under the CLC, nuclear damage and crew’s contracts in certain circumstance.>*> The
latest convention on general limitation of liability is the LLMC 1976. The convention
was adopted for two reasons: first, to increase the liability limit as the monetary value of
the previous 1957 Convention’s limit was much eroded due to inflation and, second, to
make the breaking of the liability limit very difficult because the earlier test of ‘fault or
privity’ of the owner under the 1957 Convention was liberally interpreted by the courts

to deprive shipowners of their right to limit liability.*®

With regard to the first objective, most of the States recognized the need for an increase
above the 1957 Convention’s limit and wanted the new limit to be “as high as the cost
of insurance and the market capacity allow”.?*’ With regard to the second objective,
article 4 of the new convention made the limitation of liability almost unbreakable.?*®

The apparent justification for this unbreakable limit was that it would create certainty in

the expected liability and certainty would lead to reduction in litigation. Reduced

244 Although there are three conventions on general liability, I will confine my discussion mainly to the
latest one i.e., LLMC 1976. The conventions are: a. 1924 Liability Convention, b. 1957 Convention, and
¢. Convention on Limitation of Liability for Maritime Claims, 1976, (1977) 16 I.L.M. 606 [hereinafter
LLMC 1976].

>4 See article 3 of LLMC 1976.

8 Griggs et al., Limitation of Liability, supra note 171 at 3.

%7 LEG/CONF.5/4 (27 Sept. 1976) and LEG/CONF.5/4 (27 Oct.1976) (New Zealand) in the Official
Records of the 1976 Liability Conference, supra note 9 at 72 and 107 respectively.

248 Canada opposed the unbreakable limit as this would diminish the incentives of shipowners to take care
especially when there is no trade-off by increasing the limit substantially. LEG/CONF.5/C.1/SR.8 (5
Nov.1976) in ibid at 269.
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litigation would in turn lower insurance costs.2*’ Insurance was thus the most important

consideration behind both objectives.

As for the limitation of liability, States agreed that just in order to restore the value of
the 1957 Convention’s limit in 1976, it was necessary for the new convention to adopt a
liability limit which is double the limit of the 1957 Convention.>*® Yet, the majority of
the States did not want the liability limit in the new convention to be more than double
the 1957 limit again on the ground of insurance cost and capacity. However, they
produced little evidence to demonstrate the actual market capacity or what would be the
reasonable cost of insurance. On the other hand, the proponents of higher liability limit
(i.e. more than double the 1957 Convention’s limit) produced some evidence, which
was not contradicted by the opponents, to show the existence of almost unlimited
capacity of liability insurance at a reasonable cost. For example, the US delegate
presented evidence that there was no shortage of capacity in the insurance market to
meet the liability insurance needs of shipowners and the insurance cost would be very
reasonable for liability limit exceeding the amount of the 1957 Convention’s limit by
more than double.® They showed that some US vessels at that time had liability
coverage in excess of $100 million at commercially acceptable rates. US delegate also

argued that doubling the 1957 Convention’s limit would simply adjust for inflation and

29 | EG/CONF.5/4 (27 Sept. 1976) (Norway); LEG/CONF.5/6 (27 Sept.1976) (International Chamber of
Shipping) in the Official Records of the 1976 Liability Conference, supra note 9 at 70-73 and 113-114
respectively.

20 | EG/CONF.5/4 (27 Sept. 1976); ibid at 76-717.

2! L EG/CONF.5/C.1/WP.32 (3 Nov.1976) (USA); ibid at 159.
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much higher limit would be required to justify the new test to break liability limit under

article 4.2%

With regard to insurance cost, Argentinean delegation produced evidence that doubling
the existing liability limit would increase the current operating cost of shipowners by
less than 0.6 to 0.8 percent. This is because insurance cost represented only 7 to 8
percent of the total operating cost of shipowners.253 Liability insurance cost was 50
percent of the total insurance cost or 3.5 to 4 percent of the operating cost. Any increase
in the liability would not entail a proportionate increase in the cost but would be at a
reduced ratio because shipowners and their insurers would have pay more than what
they paid under the 1957 Convention only in few incidents involving liability above the
existing limit. This would only raise the premium of the P&I clubs (the liability insurers
of shipowners) for their excess of loss reinsurance; reinsurance cost accounts for only
15 to 20 percent of the total liability insurance costs (i.e. 0.6 to 0.8 percent of the total

operating cost).>*

As any international convention is a compromise among States representing diverse
interests, the ultimate liability limit in the convention is more a reflection of an average
figure of various proposed limits than an amount based either on the reasonable cost of
insurance or on the capacity of the insurance market. US delegation proposed the

liability limit for personal claims to be between US$1,500 to US$1,900 per ton for the

%2 Ibid at 160.
23 | EG/CONF.5/C.1/SR.9 (5 Nov. 1976); ibid at 275.
24 Ibid,
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first 10,000 tons and thereafter US$350 to US$400 per ton. For property damage, it
proposed US$600 to US$700 for the first tier and US$100 to US$150 for the second
tier.2>> On the other hand, two shipowning nations Sweden and Norway proposed for
personal claims US$500 per ton up to 30,000 tons and US$250 per ton above 30,000
tons. As for the property claims, their proposed amount was US$300 and US$150 per
ton for the two tiers respectively.”® India proposed a three-tier system with US$300
(personal injury) and US$100 (property) per ton up to 30,000 tons, US$200 and US$75
for each additional ton above 30,000, and US$100 and US$50 for each extra ton above
70,000 tons for personal injury and property claims respectively.>>’ The limit adopted
by the Conference was: maximum liability of US$400,000 and US$200,000 to meet the
personal injury claims and the property claims respectively for any ship up to 500 tons.
For each additional ton between 501 to 30,000 tons, the limit was US$600 and US$200
respectively. From 30,001 to 70,000 tons the liability was maximum US$300 per ton for
personal injury claims and US$150 per ton for property claims and for any additional
ton above 70,000 it was US$200 and US$100 respectively.?>® Although Canada did not
propose any specific liability limit, the Canadian delegation wanted the limit as high as

possible in the light of insurance market’s capacity.*”

The above liability limit was little more than double the amount of the 1957 Convention

for ships with 30,000 tons or below and just restored the value of the 1957 Convention’s

25 LEG/CONF.5/C.1/WP.58 (8 Nov. 1976) (USA); ibid at 184.

2% | EG/CONF.5/C.1/WP.35 (3 Nov. 1976), ibid at 162-63.

27 LEG/CONF.5/C.1/SR.7 (4 Nov. 1976), ibid at 255.

8 LEG/CONF.5/C.1/WP.82 (15 Nov.1976), ibid at 203-204. The figures were initially adopted in the US
dollars and later converted to SDR (Special Drawing Right), the monetary unit of the International
Monetary Fund (IMF).

2 See LEG/CONF.5/C.1/SR. 1 (1 Nov. 1976), ibid at 210.
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limit in 1976. However, liability limit for larger ships was actually reduced from the
1957 Convention’s limit in terms of monetary value because of the new ‘tapering
system’. Under this system, the higher the tonnage of a ship the lower is the per ton
liability limit. On the other hand, there was a single per ton limit for ships of all sizes
under the 1957 Convention. In order to impose the same liability as that under the 1957
Convention in terms of value, the liability limit under the LLMC 1976 needed to be
US$600 per ton for personal injury and US$200 per ton for property claims regardless
the size of a ship.?®® However, because of the tapering system any ship above 30,000
tons would be able to limit its liability for each additional ton to half that amount (i.e.
US$300 and US$150 respectively) under the LLMC 1976.%' The tapering system thus
favours larger ships, although the danger presented by a ship does not necessarily
decrease in proportion to its tonnage increase.”®> It is worth mentioning here that the
1996 Protocol’® to the LLMC 1976 increased the above liability limit by 2.4 times.***

The Protocol came into force on May 13, 2004.26°

Higher liability limit is provided for personal claims on the ground that people suffering

from personal injuries are less likely to be insured than the owners of lost or damaged

%60 This figure is taken from the proposal of the Federal Republic of Germany, which proposed one limit
per ton regardless of the size of the ship. The figure is approximately double the 1957 Convention’s limit.
See LEG/CONF.5/C.1/SR.8 (5 Nov. 1976); ibid at 265.

26! gee the chart above.

%62 | EG/CONF.5/C.1/SR.8 (5 Nov. 1976); Official Records of the 1976 Liability Conference, supra note
9 at 265

263 See 1996 Protocol to LLMC 1976; LEG/CONF.10/DC.2 (May 2, 1996).

%4 p_ Wetterstein, “Carriage of Hazardous Cargoes by Sea — the HNS Convention”, (1996/97) 26 Ga. J.
Int’l & Comp. L. 595 at 608 note 41 [hereinafter Wetterstein, “Carriage of Hazardous Cargoes”].

265 See the status of the IMO Conventions at IMO website:
http://www.imo.org/Conventions/mainframe.asp?topic_id=247 (last accessed: March 11, 2009).
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cargo/property.”®® Thus, there are two separate limitation funds: one for property claims
and another for personal injury or death claims. However, if personal injury fund is
exhausted, the personal injury claimants can share property fund pro rata with property
claimants.”®’ The opposite arrangements were not adopted on the ground of possible

268 To elaborate, the insurance cost for personal injury fund is

increase in insurance cost.
usually less than that for property claim fund despite the fact that the liability limit is
higher in the former due to comparatively fewer personal claims.’®® If unused personal
injury fund were open for spill-over to property claim fund in the event the total
property claims exceed the limit of the property fund, it was argued that the insurance
cost of personal injury fund would increase substantially.?” This again shows that any
proposal for change in the maritime liability system with the possible consequence of

slight increase in the shipowners’ insurance costs met with opposition from the ship-

owning States.

As can be seen from the above discussion, the limits of liability were adopted not based
on the capacity of insurance market but on the consideration of shipowners’ insurance
costs. Even though shipowners’ stated reason for a lower limit was to keep the

insurance cost at a reasonable rate, their ultimate consideration appeared to be to keep

266 . EG/CONF.5/6 (27 Sept.1976) (ICS), ibid at 114; LEG/CONF.5/C.1/SR.8 (5 Nov. 1976); Official
Records of the 1976 Liability Conference, supra note 9 at 266.

%7 Article 6.2 of LLMC 1976.

268 A proposal for spill-over from unused personal claim fund to property claim fund when property
claims exceed the limit of the property fund was rejected. LEG/CONF.5/C.1/WP.76 (proposal by
Australia, Italy and Norway), Official Records of the 1976 Liability Conference, supra note 9 at 135.

28 LEG/CONF.5/C.1/SR 20 (13 Nov.1976), ibid at 368-72. This fact incidentally proves that very high or
unlimited liability will not necessarily lead to increased insurance cost if the number of liability incidents
is reduced following the increase of liability or abolition of limitation.

270 Ibid at 369.
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the cost at the lowest possible amount not at a reasonable amount. Thus, limitation of
liability is a means to cut the cost of shipping companies at the expense of other users of
the sea. A reasonable cost implies a cost not too burdensome on shipowners. To impose
a liability limit in the LLMC 1976 three/four times higher than that of the 1957
Convention would have increased the operating cost of shipowners only by .05 to 1

percent.271

2. Cargo Liability Conventions’”

Liability for cargo damage is subject to the above limitation of liability.*” It is limited
further by a package/weight limitation under cargo liability conventions.””* In other
words, even when cargo loss is within the global limitation amount, a shipowner’s
liability for such loss can be further reduced by the package/weight limitation formula
under the cargo conventions unless the cargo owner declares the full value of the
cargo.””” On the other hand, if the package/weight formula gives a higher liability limit
than the global limit, the liability would be reduced to the global limit. Cargo owners

thus face double limitations.

Despite the availability of global limitation under the LLMC 1976, shipowners oppose

any increase in the package/weight limitation in cargo conventions, ag