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ABSTRACT: Certificates of Financial Responsibility (COFRs) have 
become one of the major issues facing the international shipping indus-
try. This paper reviews the origins of the COFR impasse, assesses the 
alternatives presented to date, and outlines the characteristics of a possi-
ble new solution. Implications for shipowners are drawn as well. 

Of course the train wreck can be averted. The question is how the 
impasse will be resolved and who will be part of the solution. There are 
certainly major implications for world maritime interests. 

This paper addresses the Certificate of Financial Responsibility 
(COFR) issue—how it came to pass, what the options are, what it 
means to oil and shipping companies, and how the crisis might be 
resolved. The COFR situation continues to evolve, and the presenta-
tion at the 1995 International Oil Spill Conference will further update 
this paper, written shortly after the U.S. Coast Guard released the 
Interim Final Rule (IFR). 

Origins of the impasse 

The Oil Pollution Act of 1990 (OPA 90) requires vessel owners and 
operators to demonstrate financial responsibility up to the act's lia-
bility limits for vessels operating in United States waters. The U.S. 
Coast Guard published a Notice of Proposed Rulemaking (NPRM) on 
September 26, 1991, specifying the methods by which evidence of 
financial responsibility could be furnished. Following a lengthy com-
ment period, the IFR appeared on July 1, 1994, making technical 
changes, but without accepting the central request of many shipowners 
and oil companies that the NPRM be modified to allow existing Protec-
tion and Indemnity (P&I) insurance to continue to serve as the basis of 
financial responsibility. 

P&I clubs, long-established and mostly London-based mutual asso-
ciations of shipowners, have traditionally provided this evidence up to 
the liability limits of previous U.S. laws. COFRs issued under the 
terms of the Federal Water Pollution Control Act (FWPCA) are cur-
rently in force for more than 14,000 ships, based on P&I insurance. The 
clubs provided the required guarantee because the FWPCA exposed 
them only to claims by the U.S. government for cleanup costs, the 
limits were much lower than under OPA 90, and the clubs anticipated 
that the United States would become party to international conven-
tions governing liability and compensation for marine oil pollution— 
which has not come to pass. 

The clubs now refuse to issue evidence for the new OPA 90 COFRs 
for several reasons: 

• Concerns about the expanded scope and magnitude of liability 
under OPA 90, 

• Subjection to direct action by claimants under the act, 
• Inability to rely on normal policy defenses, 

• Potential to jeopardize their reinsurance contract, and 
• Precedent that could be applied by other nations. 
In short, the clubs do not perceive that providing the evidence of 

financial responsibility under OPA 90 is a risk consistent with the 
scheme of international mutualization they have operated under dur-
ing the past century and a half. This is a serious problem, since P&I 
insurance is currently used as COFR evidence by most of the world's 
deepwater fleet, including more than 90 percent of oil tankers. 

P&I cover. The P&I clubs continue, meanwhile, to supply indem-
nity cover for vessel pollution liability in the United States and world-
wide. The levels provided are well in excess of the liability imposed on 
even the largest tankers. Most shipowners currently carry $700 million 
in pollution cover and some have bought even more. Cover from $30 
million up to $500 million per spill incident is reinsured by the Interna-
tional Group of P&I Clubs, through Thomas R. Miller, on the London 
market (Figure 1). Excess cover is also available. 

Liability limits. In contrast, OPA 90 establishes liability limits of 
$1,200 per gross ton (with a minimum of $10 million) for tank vessels 
and $600 per gross ton for other vessels (Figure 2). In addition, the 
Coast Guard addresses in its regulation the need for a $300 per gross 
ton security arising under the Comprehensive Environmental Re-
sponse, Compensation, and Liability Act (CERCLA), which is added 
to the above amounts. This means, for example, that a 100,000 gross 
ton crude oil tanker incurs liability of $150 million; a products tanker of 
20,000 gross tons can limit its liability to $30 million; and a 10,000 gross 
ton freighter would be limited to $9 million. The shipowner or operator 
is liable for cleanup costs, third-party damages, and natural resource 
damages up to this limit. (Although the shipowner's right to limitation 
can be broken fairly easily, an insurer's liability is fixed at these limits.) 

Methods. OPA 90 offers six methods to establish financial respon-
sibility. 

• Insurance—historically the preferred method 
• Surety bonds—specialized method currently used by fewer than 

500 vessels 
• Letters of credit—not used so far 
• Guarantees—a charterer, for example, might guarantee vessels it 

hires 
• Self-insurance—onerous standards are impossible to meet for 

most shipping companies 
• Other evidence—not spelled out 

Of these, all but letters of credit are acceptable under the IFR, singly or 
in combination. 

The train wreck. The problem arises because P&I insurers will not 
allow their policies to be used as evidence of financial responsibility 
under the new COFR regulation, and no broad-based alternative 
currently exists. Repeated statements by the P&I clubs suggest they 
will not change their view. The Coast Guard has also stated that the 
IFR is effective and must be met by the dates established. Despite a 
recent hearing by Congressman Tauzin, it appears unlikely that Con-
gress will step in to modify the act in such a way as to allow P&I 
insurance to satisfy the COFR requirement. 
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Figure 1. P&l pollution cover 

The new COFR requirement comes into effect on several dates: for 
tankers, on December 28,1994; for tank barges, July 1,1995; and for 
other vessels, upon existing COFR expiration, over the three years 
from December 28, 1994. 

The importance of resolving this issue cannot be overestimated. 
Analysis of oil supply patterns indicates that about two-thirds of vessel 
operators cannot presently meet the new COFR requirement. As a 
result, some 43 percent of the nation's oil supply would be shut off if a 
broadly-available alternative is not found. More than 260,000 jobs in 
the oil and marine industries would be jeopardized and consumers 
affected by price increases of more than 170 percent in the short term 
and by widespread supply shortages. Further impacts would be felt due 
to similar disruptions in the supply of essential dry cargo imports and 
U.S. access to export markets. In short, a sharp reduction in the gross 
national product and dramatic rise in the unemployment rate would 
certainly result from such a drastic curtailment of U.S. oceanborne 
trade—this is the COFR "train wreck" widely discussed in maritime 
circles. 

Innovative alternatives must be found if the U.S.-trading fleet is to 
continue operating. 

Alternatives 

Major shifts in policy by the Coast Guard, Congress, or P&I clubs 
could obviously defuse the situation and render new solutions unneces-
sary. Relying on such fortuitous events appears unreasonable and even 
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Figure 2. Financial responsibility limits 

foolhardy at present, however, given the public pronouncements by all 
parties concerned. Shipowners and their charterers are thus urged to 
focus on the alternatives potentially available. 

Alternatives are considered as follows. First, those already publicly 
proposed: insurance (Shoreline Mutual, First Line, Mandatory Excess 
Insurance Facility—MEIF); surety bonds; self-insurance; and finan-
cial guaranties. Finally, the concept of an industry-controlled U.S. 
marine pollution guaranty facility is explored. 

Insurance 

Shoreline Mutual. Shoreline Mutual was recently created as a profit-
making entity based in Bermuda. Shoreline proposes to provide up to 
$300 million cover plus the COFR guaranty. A $300 million bond 
offering through Swiss Bank Corporation is planned, to be retired in 
five years once sufficient reserves are built up. Reinsurance will be 
subscribed "by leading companies," but these have not been identi-
fied. Premiums are high, ranging from about $0.25 to $1.00 per dead-
weight ton (dwt) per voyage for tankers and a $5,000 annual maximum 
for nontankers. For example, on 20 annual voyages at $1.00 per dwt, a 
tanker owner would pay $40 per gross ton (gt) versus the present $5.80 
per gt maximum annual P&I U.S. voyage surcharge. Both the avail-
ability of reinsurance and reinstatement after a limits loss, as well as 
the high cost (which will not necessarily be offset by corresponding 
P&I reductions), cause concerns about the ability of Shoreline Mutual 
to provide an effective and economical solution. 

First Line. First Line is a specialist insurance company being set up 
by Lloyd's broker, Nicholson Leslie BankAssure and Johnson & Hig-
gins in New York. Cover will be provided for third-party liabilities up 
to OPA 90 limits, with claimants as beneficiaries, to avoid problems 
with P&I clubs' double insurance rule. Capitalization would be 
through a $100 million financial offering. Amounts above a 5 percent 
retention would be reinsured in world markets. This solution also relies 
on reinsurance. Rates have not been published. 

It is doubtful whether sufficient and stable reinsurance can be at-
tracted to the OPA 90 COFR risk by either Shoreline Mutual or First 
Line. The International Group Agreement (IGA), through which the 
P&I clubs place the world's largest reinsurance contract, already draws 
from reinsurance capacity worldwide. This capacity does not wish to be 
involved in OPA 90's direct action requirement and has been stretched 
to cover the clubs' requirements. A recent survey by a leading insur-
ance broker indicates that substantial alternative reinsurance capacity 
does not appear to exist. 

MEIF. The Mandatory Excess Insurance Facility has been pro-
posed by shipping interests, notably associations of Greek and Nor-
wegian shipowners. The concept is to establish a new layer of insurance 
bringing total cover to $2 billion, paid for by a levy on shipping, that 
would be in excess of P&I pollution cover in U.S. waters. COFRs 
would also be issued. The MEIF would be established as a "govern-
ment-sponsored enterprise" so it could issue favorably rated bonds to 
provide the initial capitalization. This approach—involving major 
legislation in the solution—is innovative, but was not accepted by the 
Coast Guard as a possible near-term answer to the COFR issue. 

Surety bonds. Surety bonds are not well suited to the requirements 
of OPA 90, although they have been used in certain cases to handle the 
much lower limits under FWPCA. The problem with surety bonds is 
that they are mainly available only to financially very strong com-
panies, and even then, are costly and would be extremely complex. 
Companies that are not strongly capitalized, which includes the vast 
majority of the world's tanker and bulker operators, will be unable to 
qualify for surety bonds. 

Of the 300 to 400 companies qualified by the U.S. Treasury to write 
federal bonds, most have very limited capacity, often no more than 
$500,000 to $2 million. Only about 15 to 20 of these companies could 
reasonably be considered as capable of participating in this business. 

Surety bonds will never be appropriate for most shipowners because 
the bonding company (generally a subsidiary of an insurance com-
pany) requires one-for-one security against the bond. Most shipowners 
have already pledged their vessels against mortgage financing. Fur-
ther, most tanker operators are domiciled overseas. The bonding 
company will require funds in the United States subject to U.S. 
jurisdiction. This will require shipowners to obtain very costly letters of 
credit from their banks, possibly calling for offsetting funds on balance 
in the bank, and a confirming letter of credit from a U.S. bank. 
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While surety bonds may be a useful tool for a handful of well-
capitalized shipowners, and particularly for the operators of smaller 
dry cargo ships (with more modest financial requirements), surety 
bonds do not represent a viable solution for most vessel operators. 

Self-insurance. Self-insurance is available only to a minority of ship-
owners. This is due to the extremely demanding nature of the Coast 
Guard's regulatory test for self-insurance and to the thinly capitalized 
nature of much of the shipping industry. 

The IFR requires both working capital and net worth equal to or 
greater than the financial responsibility amount for the largest vessel in 
the applicant's fleet. Further, working capital and net worth are calcu-
lated on the basis of assets located only in the United States, set against 
liabilities located anywhere in the world. Since most vessel operators 
are domiciled outside the United States and maintain few if any assets 
in this country, it is not possible for them to meet the test. Certain U.S. 
flag shipowners may be able to self-insure, with U.S. based assets, in 
view of the Coast Guard's willingness to waive the working capital 
requirements for "good, strong" companies. But the net worth of 
many shipowners is also far less than the amounts required to self-
insure a large tanker. The hurdle under the OPA 90 liability limits is ten 
times as high as under FWPCA, when CERCLA is considered as well. 

An analysis of shipping company financial data and vessel sizes 
indicates that over 85 percent of tanker operators carrying U.S. oil 
imports will be unable to self-insure. This estimate is conservative and 
the situation could be even worse, since most large companies split 
their vessels into several fleets, thereby calling for even higher financial 
responsibility amounts. 

The result is that only large oil companies, certain well-financed 
U.S. flag operators, and some operators of small vessels will be able to 
self-insure. The costs to these companies of creating and administering 
special subsidiaries that can evidence the required balance sheet is such 
that even they may not choose this option. 

Financial guaranties. Financial guarantors must meet the same 
standards as self-insurers. If the guarantor covers more than one fleet 
of vessels, the guarantor must have working capital and net worth 
equal to the cumulative total amount of financial responsibility. This 
requirement makes it unlikely that financial guaranties will prove 
widely applicable. 

A charterer, for example, might wish to guarantee the vessels of 
independent tanker operators that it routinely hires. The guarantor 
must then demonstrate working capital and net worth at least sufficient 
to handle the largest vessel in each owner's fleet. Since most charterers 
work with a number of independent operators, the cumulative amount 
of working capital and net worth, again subject to the onerous "U.S. 
assets" but "worldwide liabilities" test, is staggering. Even the largest 
oil companies are unlikely to be able or willing to take on this role. 

User-controlled facility. None of the alternatives discussed above is 
likely to provide a broadly applicable solution to the COFR impasse. 
This view leads to consideration of what might be crafted to fill the gap 
between existing P&I cover and the requirements of the new COFR 
regulation. 

A user-controlled COFR facility represents an intriguing possible 
solution to the financial responsibility problem. This facility would 
offer three key attributes. It would provide an attractive and broadly 
available solution for shipowners, work with existing P&I cover rather 
than compete against it, and offer a positive return to industry investors. 

The concept involves several major elements. 
• OPA 90 COFR "guarantee" accepting direct action and limited 

defenses 
• OPA 90 liability limits according to ship size and type 
• Capitalization by industry participants and facility users 
• Use of "call" capital or other means to limit cash outlays 
• Premium accumulation used to replace initial capital 
• Loans to shipowners to pay claimants to avoid clubs' double-

insurance rule 

• Payment only if P&I and CRISTAL! do not fully satisfy OPA 90 
COFR liability 

• Reduction of potential outlay dollar-for-dollar as shipowner pays 
costs and claims 

The capital required and risk incurred by such a facility are limited 
by the fact that P&I clubs will cover oil spill costs and damages in nearly 
all cases. In a normal spill, for example, the P&I club is fully involved, 
with the shipowner, in the cleanup effort and in settling claims. The 
unusual circumstances likely to require payment by the facility are 
essentially related to policy defenses by the club. If the member is not 
in good standing, or another defense can be advanced by the club, the 
facility might have to settle claims and then seek to recover from the 
member or his P&I club. The facility is thus likely to pay claims only in 
rare circumstances, since P&I has failed to pay in only one or two cases 
out of the many thousands of oil spills in U.S. waters during the past 
two decades. 

The beauty of such an approach is that it is efficient and cost-
effective. It acknowledges the existing P&I cover and seeks only to add 
the direct action and limited defenses features that the P&I clubs will 
not provide. By operating as a user-controlled facility, furthermore, 
the profits otherwise paid to a third party (such as Shoreline Mutual) 
are greatly reduced or eliminated. 

Initial estimates suggest that the premiums for such a facility would 
be relatively modest and substantially lower than those of the other 
alternatives advanced thus far. Capital requirements are considerable 
but manageable and reinsurance is not contemplated. 

Further details need to be developed; it is hoped that this concept 
can be fully described by the time of the 1995 Oil Spill Conference. 

Conclusions 

Several implications of the COFR crisis for the shipping industry are 
already clear. 

• The problem will not go away. The Coast Guard's resolve in this 
matter and the P&I clubs' position both appear unshakable. The 
time for action is now. 

• The COFR regulation is likely to accentuate the sea change al-
ready well underway in the shipping industry, further favoring 
safety and quality in vessel operations. 

• Additional cost will undoubtedly result for shipowners. There is a 
risk in accepting direct action and restricting defenses that will 
have to be paid for at some market rate. 

• Administrative complexity will increase. It is likely that new enti-
ties will be created to provide the required guarantees, entities 
separate from the existing P&I structure. 

• Stakes are being raised another notch for U.S.-trading vessels. 
Not all operators will choose to continue trading to a jurisdiction 
so fraught with marine environmental and legal risk. 

At the same time, there is hope that innovative new alternatives will 
come to fruition during the remaining months of 1994. Certain clarify-
ing changes could be made by the Coast Guard to the IFR to support 
such solutions. Industry must also develop a consensus as to what 
solution it wishes to see succeed, since most options advanced will 
require a critical mass of supporters to fully mature. The period up to 
December 28, 1994, thus promises to be a very exciting time for the 
international shipping community. 

1. CRISTAL—Contract Regarding an Interim Supplement to Tanker 
Liability for Oil Pollution 
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