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1     INTRODUCTION 

 

1.1 Purpose 
The main purpose of this thesis is to view the pre-delivery financing for construction of 

newbuildings from free different perspectives – buyer1, its financing bank and builder2 (with its 

financing bank) - and subsequently discuss a few legal problems connected with the financing 

security issues which can arise between the parties. Those problems to be discussed are following: 

• mortgage of ships under construction; 

• mortgage of hull; 

• shipbuilding contract as a mortgage asset; 

• assignment of the benefit of the shipbuilding contract; 

• conflict between buyer and builder’s mortgage; 

• contract price of the vessel; 

• insurance of the construction; 

• efficiency of refund guarantee. 

 

However, when writing about legal aspects of pre-delivery financing, it is impossible to neglect the 

economic and even technical aspects and to some extent commercial side of the issue. Financing of 

new vessels is based on financial risk assessment and to leave this part outside would not do justice 

to this work. 

 

 

1.2 Background and scope 
For the shipbuilding market, the financing issue constitutes the main cornerstone – it is a starting 

point for every newbuilding. Generally, financing of new vessels can be divided into two phases, 

 
1 Buyer is a company which orders the vessel and classified as buyer under the shipbuilding contract. 
2 Builder is the shipyard, which is responsible for the building and delivery. The builder is also a seller, since the 

shipbuilding contract is usually classified as a contract of sale. 
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pre-delivery finance and post-delivery finance. However, there is no clear-cut division between 

those phases and often the last phase is mere prolongation of the former one. Nevertheless, in 

cases, where the financing prior to respectively after delivery and acceptance of the vessel is 

obtained from different lenders, the usual procedure is to separate those two phases. When it 

concerns legal aspects of the shipbuilding financing, such as shipbuilding contract, its registration 

and mortgaging such division plays a significant role. The builder, who usually is a contractual 

owner of the vessel until delivery, bears the risk of loss or damage prior to delivery and acceptance 

thereof. It affects the buyer’s positions as a potential owner of the future vessel and as a borrower 

in relation to the bank financing the buyer’s purchase of newbuilding. 

  

There is no set way for financing a ship and there is often more than one type of finance that is 

suitable. During the last 40 years debt finance by means of commercial bank loans has been the 

dominant source of capital used for newbuildings in particular, owing to its high grade of 

flexibility for the parties involved. It allows the borrower to retain full ownership of the financed 

ship and obtain financing at the same time.3 

 

Thus the scope of this thesis intends to cover the pre-delivery financing by means of commercial 

bank loans. Some reference will be made to the post-delivery financing procedure but the topic as 

such will be left outside the scope of this work. 

 

 

1.3 Structure of thesis 
In order to facilitate the examination of the topic, the structure of the thesis follows the general 

structure of a shipbuilding financing procedure, starting with the obtaining of financing and ending 

with delivery of the vessel.  

 

Chapters II and III deal with different models of financing available for the buyer and illustrates 

how the building process is connected to the financing.  

 
3 Goldrein (1998) p.278 
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Chapter IV discusses the relationship between the buyer and the bank financing the newbuilding, 

by discussing loan agreement and term sheet.  

 

Chapters V and VI concentrate the discussion on the security arrangements and their legal 

advantages respectively disadvantages for the buyer and its financing bank.  

 

Chapter VII brings up the shipbuilding contract and look at it in the light of the respective risks the 

financing bank and the shipyard have to face and the security arrangements, which are aimed to 

reduce those risks. 

 

The final chapter contains concluding remarks. 

 

 

1.4 Legal sources 
The literature available on the financing of ships has a tendency to bring up the financing side in a 

much greater extent than the legal. Furthermore, the legal issues discussed there often concern 

”second-hand” purchase of vessel and therefore, important legal points for discussion of pre-

delivery risks are left outside. The amount of case law is limited because the most of the problems 

on pre-delivery phase the parties attempt to decide by means of negotiations. 

 

Subsequently, the primer informative and legal sources of this work are the documents which are 

frequently used by the parties and legal statutes. The documents to be examined below are 

shipbuilding contract, term sheet, loan agreement, mortgage deed, refund guarantee, etc. Another 

important source is personal communication with laywers and bankers working with ship 

financing. Their experience and skills constitute an inestimable contribution to this thesis. 

 

Since there is not room to deal with a lot of details here and there is a need for exemplifying, in 

order to make the understanding of the problems clearer, Norwegian Standard Form Shipbuilding 
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Contract 2000 will be used as the main contractual basis for the discussion. However, some other 

standard shipbuilding contracts may be briefly touched upon.  
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2     MAIN FEATURES OF SHIP FINANCING 

 

2.1 Financing and security 
Any consideration of newbuilding is closely connected with the issues of obtaining financing and 

providing a security for it. Almost every shipbuilding order requires additional finance, due to its 

capital intensive feature. A potential buyer – even a well-established company with continuous and 

stable cashflow - will often not be able to take liquidity out of the company´s turnover in order to 

pay for the newbuilding, because it can be very expensive for the company to take out such a high 

amount of money instead of using it for new profitable investments. Subsequently, to acquire 

financing for a new vessel the buyer will turn to a bank and ask for a loan. The builder might also 

need a financial assistance from its own bank in case of refund guarantee4 and other transactions 

related to the shipbuilding process. 

 

Under the pre-delivery phase there is no vessel and the only ground for providing financing and 

foreseeing the economic life of the vessel-to-be and future incomes is the shipbuilding contract 

followed by drawings. The capital costs of a ship and the choice of financing are the crucial factors 

for success of the project. A huge part of the financing procedure is based on assumptions and 

future premises concerning the new building. This fact makes pre-delivery phase extremely risky 

as well as for the buyer and its financing bank as for the builder. Another risk factor is created by 

the amount of different agreements and documents enclosed to them that both the builder and the 

buyer have to sign.  

 

The significant questions are who bears the risk and who has the right to the ship in case of the 

other party’s default. The answers on these questions are decisive for the financing bank, which 

will provide the shipbuilding loan for the buyer. The reason is that the ship under construction 

might be used as a security for the bank loan.5 The key issue here is the credit risk – the buyer’s 

 
4 Cf. 6 below 
5 Cf. 5 below 
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ability to meet all its financial obligations during the loan period by providing sufficient security 

for the bank. In order to reduce the level of financial risk, the banks are reluctant to provide a loan 

in case the vessel constitutes the last order in the shipyard’s orderbook. The reason is that the 

payments instalments to be paid under the building process might be used to cover previous orders. 

It can result in the yard becoming insolvent and the vessel to be either unfinished or delayed. 

 

Today, in the middle of financial crisis, when few yards remain unaffected, shipyards in Turkey, 

China, South Korea and other countries have their orderbooks overloaded with orders at low 

prices. New orders reported fell from 22.2 million cgt6  in the last quarter 2007, and 12.3 million 

cgt in the last quarter 2008, to just over 1 million cgt in each of the last quarter of 2008 and the 

first quarter of 2009. It constitutes a fall of around 90 % from its peak.7 Smaller yards cannot stand 

the competitive market and go bankrupt. Others try to avoid such cardinal solution by finding 

another ways out. Yards demand additional payment from buyers on the basis that they are 

threatened with the bankruptcy and thus might be unable to complete the orders.8 At the same time 

there are situations where buyers are not able to purchase the ordered vessels due to insolvency or 

even bankruptcy. Subsequently, the need of sufficient security “package” seems to be even more 

important than usual.  

 

 

2.2 Commercial bank loans 
Commercial bank loans – accounting for up to 70 % of the market - constitute the most common 

way of debt financing of ships and shipping companies. The usual practice for structuring the loan 

is to establish a “one ship company” for each vessel financed and, if possible, assign the first 

 
6 Compensated gross ton. Measure of shipbuilding output based on the gross tonnage of the ship multiplied by a cgt 

coefficient reflecting its work content. See Stopford, p.xxii 
7 Organisation for Economic Co-operation and Development: Fall in shipbuilding set to continue for some time, says 

OECD Council Working Party on Shipbuilding (URL: 

http://www.oecd.org/document/16/0,3343,en_2649_34211_43319760_1_1_1_1,00.html) 
8 Nordisk Skibsrederforening: Nordisk Medlemsblad (2009) p.6144 (URL: 

http://www.nordisk.no/arch/_img/9079384.pdf ) 

http://www.oecd.org/document/16/0,3343,en_2649_34211_43319760_1_1_1_1,00.html
http://www.nordisk.no/arch/_img/9079384.pdf
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mortgage on the vessel under construction to the lender as security. Borrowing against individual 

ships can be inconvenient for large shipping companies because any change in the fleet involves a 

time-consuming loan transaction. Therefore, such companies will often choose to borrow as 

company, using their company guarantee as security.9 

 

There are about twenty different banks offering loans in the shipping sector. For loans larger than 

$25-50 million the usual practice it to spread the risk by sharing the loan amongst a syndication of 

several banks. There is a lead bank which establishes the relationship with the borrower and 

organizes a syndicate of banks to provide the loan by contacting the other banks. In practice, the 

lead arranger stands for largest part of the percentage share of the loan amount, but it can also vary 

depending on the size of the loan. For example, Norwegian DnB NOR often takes a leading role in 

syndicated shipping loans. In 2008 the percentage share of the bank in syndication market 

amounted to about 10 %, while Nordea provided for 9,9 %. SEB’s part constituted only 2,2 %.10 

The construction enables to split large parts of high risk loans into small packages that are 

distributed between many banks. At the same time, it gives banks without expertise in shipping 

loans to participate in the business under the guidance of an experienced lead bank.11 

 

However, syndicated loans can be difficult to manage, especially if the borrower defaults or runs 

into other difficulties. The lead bank and management group may have difficulties in controlling a 

diverse group of participating banks, many of whom lack any kind of knowledge about the 

shipping market and its peculiarities. 

 

 

2.3 Traditional financing models 
For a buyer wishing to finance purchase of a new construction by debt financing, there are two 

traditional finance models available – buyer’s credit and builder’s credit – and there is also a 

 
9 Goldrein (1998) pp.269 et seq. 
10 Private communication 
11 Goldrein (1998) p.271 
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governmental guarantee, so called working capital loan. The choice of financing model can affect 

the choice of security required by the creditor. In case of the buyer’s credit, for example, the 

financing bank might require assignment of the benefit of the shipbuilding contract12 or mortgage 

over the vessel under construction13. Since only the owner under the contract can mortgage the 

vessel, the buyer might try to negotiate with the builder to be registered as owner in the building 

contract. In low market, as we have seen under the recent year, when many shipyards have crossed 

the default line, the builder might agree to register the buyer as shipowner in the contract, if the 

latter offers a good price for the deal. However, by doing so the builder runs a risk to lose its rights 

in the vessel to the buyer’s financing bank in case of the buyer’s default.14  

 

 

2.3.1 Governmental Guarantee 
In some countries there are systems whereby the government guarantees funds raised by the yards 

in order to build the ship. The guarantee recipient is normally the financing bank. It is often a part 

of government-funded subsidy programme aimed at assisting local shipbuilders. It can be 

illustrated by an example. A Norwegian buyer orders a vessel at a local shipyard. It gets a 

governmental credit guarantee covering part of the loan taken up at a bank for financing the 

construction costs, a working capital loan. GIEK,15 in Norway may do this covering up to 50%16 

of the loan from the bank to the yard. The rest has to be financed by the yard and the buyer’s 

financing bank. The risk can be diminished by other means of security the buyer might provide, 

e.g. cash deposits, refund guarantees and assignment of the benefit of the shipbuilding contract.17 

 

 
12 Cf. 6 below 
13 Cf. 5 below 
14 Cf. 7.2.5 below 
15 The central governmental agency responsible for furnishing guarantees and insurance of export credits. The 

Institute's primary function is to promote export of Norwegian goods and services and Norwegian investment abroad 

(URL: www.giek.no) 
16 Usually such credit guarantee constitutes 80 % but Norway has an exception of 50 %. 
17 Cf. 6 below 

http://www.giek.no/
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Usually, the purchase consists of about four instalments per 20 % each over the duration of the 

contract and the final 20 % are paid upon delivery. However, there are some restrictions in this 

respect. 

 

Due to the economic downturn some governments have extended credit guarantees to both yards 

and ship buyers. The aim is to prevent bankruptcies among enterprises unable to overcome the 

combined effects of tightening capital and liquidity and a collapsing orderbook. However, there is 

a risk that such governmental interventions can give an undesirable effect as well as in the 

shipping sector as in the trade market as such.18 

 

 

2.3.2 Buyer’s credit 
The buyer obtains financing through a bank, which pays for the ship either in full upon delivery or, 

what is more common, by pre-delivery instalments, the so called “stage payments”. Normally, 

there are a few banks participating in the financing procedure because the risk is significant. It can 

be achieved by a usual collaboration between financing banks, where they have pro rata liability in 

relation to the share of the loan each of them provided. Alternatively, it can be syndication with a 

lead bank as the buyer’s bank.19 

 

The pattern of the payments is negotiable but the terms are constructed so that the buyer is 

expected to pay for the ship in full upon delivery.20 The number and size of the instalments are 

determined by and tailored to the shipbuilding process, which is shown in the table below. 

Generally, the bank requires buyer to finance about 20-30 % of the vessel from the buyer’s own 

equity. Thus the buyer, as a rule, makes first payment upon the signing shipbuilding contract. Then 

the yard can start the work and purchase the materials required for that. The payment from the 
 

18 Organisation for Economic Co-operation and Development: Fall in shipbuilding set to continue for some time, says 

OECD Council Working Party on Shipbuilding  

(URL: http://www.oecd.org/document/16/0,3343,en_2649_34211_43319760_1_1_1_1,00.html) 
19 Cf. 2.2 above 
20 Cf. 7.2.2 below 

http://www.oecd.org/document/16/0,3343,en_2649_34211_43319760_1_1_1_1,00.html


buyer can be in a form of earnings of other ships the buyer owns or direct investment made by 

close friends or family members. The rest of financing –70-80 % - is provided by the financing 

bank against security. The last payment will usually be made upon delivery.21  

 

 

 

Exhibit 1 

Shipbuilding contract payment terms (Buyer’s credit): 

Signing of Contract 15 % 

Cutting of first steel plate 15 % 

Beginning of keel laying 10 % 

Launching 10 % 

Delivery 50 % 

 100 % 
Source: Report by Mr. Kevin Dingly from Dingli&Dingli Law Firm/Malta “Ship mortgages in the context of the 

financing of newbuildings” at International Shipbrokers & Shipowners Conferens 2007 (URL: 

http://www.novo.tmbss.ru/novo/2007/reports/10e.pdf) 

 

 

 

2.3.3 Seller’s credit 
If shipbuilder provides a seller’s credit, the buyer will normally be expected to finance the first 5-

20 % of the contract price from his own resources. The terms of the yard financing may be set out 

in the shipbuilding contract itself or may be included in a separate credit agreement, and will 

determine terms of repayment of the credit over a set period of time, usually at half-yearly 

intervals. As any other commercial lender, the shipbuilder – commonly it will be the shipbuilder’s 

bank - will require a security from the buyer for the repayment of the loan. There are several 

possible ways to provide such a kind of security. The builder may take a mortgage over the ship. 

                                                 
21 Harwood, pp.47 et seq. See also Goldrein (1998) p.274 
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Alternatively, the yard may require a bank guarantee of the buyer’s obligation to be issued in the 

yard’s favour by the buyer’s bank. Sometimes, prior to the issuance of such a guarantee, the 

buyer’s bank will upon the yard’s request issue a Commitment Letter when the building contract is 

signed, in order to commit the future guarantee.22  

 

Furthermore, the yard may require a bank guarantee of future instalments of the purchase price. 

Yard will often require buyer to issue a series of Promissory Notes (negotiable) and the buyer’s 

bank to be a guarantor of payment of Promissory Notes, when they fall due. These security 

documents might put the bank in a vulnerable position, unless the buyer has other assets available 

to be provided as security. If the buyer goes bankrupt, the financing bank will still have to pay the 

instalments according to the guarantee.  

 

 

Exhibit 2 

Shipbuilding contract payment terms (Builder’s credit): 

Signing of Contract 5 % 

6 months after contract 4 % 

Beginning of keel laying 4 % 

Launching 4 % 

Delivery 3 % 

Post-Delivery (Yard Credit) 80 % 

 100 % 
Source: see Exhibit 1. 

 

 

However, the seller’s credit has become less popular due to a number of factors, such as the 

increasing number of banks willing to provide newbuilding finance, the greater flexibility of 

lending banks, the decreasing willingness of governments and commercial banks to provide funds 

                                                 
22 Harwood, pp.47-49 
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to enable builders to provide credit, and, undoubtedly, low US dollar interest rates which made the 

generally fixed-rate government subsidized programmes unattractive.23 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
23 Harwood, p.49 
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3     SHIPBUILDING PRODUCTION AND COSTS 

 

For the better understanding of the shipbuilding finance and its mechanisms, it is necessary to 

inquire into the technical part of the issue – the production process of a ship. As a rule, financing 

schedule is tailored to the production process by making payment instalments from the buyer or his 

financing bank match the costs and financial risks the shipyard must bear.  

 

Normally, a ship will be built by sections, what involves several thousand separate purchase 

orders. First, the shipyard prepares an outline with design, cost estimates, building strategy and 

production plans. If the buyer approves it and sings the shipbuilding contract, the outline will be 

developed in greater details into working drawings and parts lists. Practically, on that stage design, 

quality and preliminary price of the future ship are decided. The shipyard has to make sure that all 

the orders are delivered in time because the production process is directly depending on the 

material supply.24 Thus any delay in delivery of any order may cause delay in the delivery of the 

ship under the shipbuilding contract. A substantive delay, e.g. 270 days or more, gives the buyer 

right to cancel the contact.25 It also means that the builder must have a certain amount of capital to 

purchase the orders. It can be achieved by mortgaging of the construction, provided the builder is 

registered as owner in the shipbuilding contract.26 

 

Since to build a ship can take between 12 months and 5 years, depending on the ship size and the 

length of the orderbook held by the shipbuilder, the final price may differ from the originally 

agreed.27 Generally, there are free main factors that can affect the cost of an ordered vessel: 

• steel stands for about 13 %; 

• the main engine constitutes 16 % and other material make 25-35 %; 

• labour costs stand for about 40-50 %. 
 

24 Stopford (2009) pp.640 et seq. 
25 Cf. Ship 2000, Article IV (1) 
26 Cf. 7.2.5 below 
27 Stopford, p.639 



14 

 

                                                

 

Discrepancy in labour costs and material costs results in shipyards facing competitive pressures in 

the market. Normally, all the additional costs will be presented by the builder in the last instalment 

the buyer has to pay upon delivery of the vessel. If the number is too high, the buyer might 

question it and delivery as a result will be postponed.28 The negotiations in such case might take 

several months. Under this period the buyer (and probably the builder) has to pay interest rate to its 

financing bank for the provided loan. If the contract is registered in the ship register it might 

prevent the builder to sell the vessel to another purchaser.29 

 

However, each yard tries to find its own solution how to survive in the competitive market and 

keep the costs down. For example, some Japanese shipyards have developed bulk carrier designs 

which are heavily engineered to facilitate the production process and in that way reduce man-

hours. In contrast, the Italian shipyards have solved the problem by focusing on the cruise market 

and mastering the skills needed to bring together the production of the hull with the very different 

task of outfitting the ship as a seagoing hotel and leisure centre. The most of the Norwegian 

shipyards order hull abroad, where the labour costs are much lower and then towage the hull to the 

particular shipyard.30 

 

 

 

 

 

 

 

 

 

 
 

28 Cf. 7.2.1 and 7.2.2 
29 Cf. 5.3 below 
30 Stopford, p.647 
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4     TERM SHEET AND FINANCIAL SECURITY ISSUES  

 

Prior to signing a shipbuilding contract with the shipyard, the buyer will normally negotiate and 

lay down a financing scheme with its financing bank. During the pre-contractual negotiations with 

the builder, the buyer will, as a rule, present the scheme for the yard. If the yard or its bank does 

not have any particular objections on that matter, the buyer enters into a loan agreement with its 

financing bank.31  

 

 

4.1 Term sheet and its legal status 
When a buyer negotiates with the lending bank concerning obtaining finance for a new 

construction, the key document is a term sheet32. This document is normally drafted by the bank in 

response to a financing request. After document has been agreed with the buyer, the bank will 

submit it to its credit committee, and after the committee’s approval, will issue a committed term 

sheet. By signing this committed term sheet, the buyer agrees to undertake costs incurred 

(especially legal costs) and both parties agree to complete the transaction outlined in the document. 

Thus a term sheet can, on one hand constitute a part of pre-contractual negotiations between the 

bank and the buyer and become replaced by a loan agreement made on the basis of the term sheet. 

On the other hand, it can be considered as an offer - after the credit bank committee has approved 

it - which the buyer accepts by signing the document.33  

 

The term sheet stipulates the purpose the loan will be given for and conditions for obtaining the 

loan. By signing the document the buyer agrees to the conditions stipulated therein. The term sheet 

is subsequently an expression of the buyer’s intention to fulfill the mentioned conditions. The 
 

31 In practice either the buyer or the builder will engage a shipbroker who will coordinate the negotiation process and 

help the parties to achieve a sufficient result. In such case the shipbroker is not a party under the shipbuilding contract 

but an independent agent on behalf of one of the parties. Cf. Meland (2006) p.26 
32 Annex 1 
33 Harwood, p.79 
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document can, therefore, be interpreted as a guarantee given by the buyer in return for the 

approved financing. If the latter fails to fulfill its obligations according to the terms sheet, the loan 

might not be provided or the conditions might be sharpened. 

 

In the term sheet the security arrangements for the loan will be identified as a part of the 

conditions. If the loan embraces both pre-delivery and post delivery phases, a clear distinction will 

be made between the security arrangements under the building period and after-delivery period. 

The highest possible loan amount and currency will be agreed. Typically, a loan will constitute a 

fixed sum corresponding to a maximum percentage of ship market value. It has impact on the total 

value the vessel will be mortgage for.34 This implies a certain element of risk on the buyer, who 

may have to provide additional equity to fund the vessel on delivery, if the values have fallen.35 

Since, there is no vessel at the time of signing the term sheet, the risk is even higher because the 

market value of the ship is a matter of speculation based on risk analysis criteria and material and 

labour costs.36 However, the risk level will be decreasing in compliance with the building process 

course. The closer the process to the delivery phase, the lower the risk level.  

 

It should be emphasized that form and structure of the document will vary from bank to bank and 

there is thus no universal form of the term sheet. Although many institutions use standard clauses, 

but all terms are tailored to the deal. A copy of the document will frequently be attached to the 

bank’s credit documentation and will constitute the basis for internal approval. In addition, any 

deviation from the approved terms will generally result in a need of a new approval.37 Thus the 

content in the term sheet is of high importance because it draws up a frame for the buyer’s 

financial capacity. It has effect on the buyer’s negotiations with the shipyard, where a vessel is to 

be ordered, and consequently, has impact on the payment schedule and contractual price of the 

ship.38 

 
34 Cf. 5.4 below 
35 Harwood, p. 81 
36 Cf. 3 above 
37 Harwood, pp.78-80 
38 Cf. 7.2.1 below 
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Further, the parties’ obligations – in particular the debtor’s (buyer) obligations - and the 

consequences of not complying with the terms of the agreement will be included in the loan 

agreement based on the term sheet. A breach on the part of the debtor will entitle the creditor to 

demand additional security for the loan, to require a down payment of the loan or even immediate 

payment of the total amount outstanding.39  

 

 

4.2 Risk assessment and choice of security 
Loan as such is mere an evidence of debt in a future conflict. An effective enforcement of 

repayment of the loan is usually achieved by security the debtor has provided to the creditor. When 

it concerns shipbuilding market, the security issue is rendered difficult by the capital intensity, 

vulnerability and volatility. Banks committed to ship financing often base their lending on their 

personal knowledge of the industry and relationship with owners based on many year’s co-

operation. By providing a loan, the financing bank runs a certain economic and commercial risk, 

which has to be covered by means of security arrangements from the buyer’s side.  

 

It is hardly possible to obtain a loan from a bank without providing a sufficient security for it. This 

is one of the main principles the banking world is based on. By taking a loan and signing a loan 

agreement the buyer (debtor) enters into a legal relationship with the bank (creditor). The bank 

undertakes to perform payment installments to a particular shipyard according to the payment 

terms under the shipbuilding contract - between the buyer and a shipyard - which may also be 

appointed in the term sheet or the loan agreement. By providing security for the loan the buyer 

gives the bank a guarantee for fulfilling the undertakings under the loan agreement which also 

secures the bank’s position in case of the buyer’s default. Thus security is an unconditional 

element of the loan structure.  

 

 
39 Annex 1 
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Prior to deciding what kind of security will be satisfactory for the requested loan amount, the bank 

will perform a risk assessment. Inevitably, there is always a certain level of risk presented in every 

ship financing transaction. The bank evaluates whether this level is acceptable in relation to the 

loan amount, the security provided and the market situation. 

 

Every bank has its own analytical department which makes that kind of evaluation by means of a 

special risk assessment program. Such a program is a unique product that could have been created 

by the bank’s own specialists or bought from external sources.40 However, there are also 

international general standards created by The Bank of International Settlements (BIS), based in 

Basel, Switzerland, that banks have to follow when working with risk assessments. These 

standards are called “Basel Accords” and constitute agreements between the world’s principal 

central banks on the capital requirements for banks.41 

 

There are a few types of security which are commonly used to secure newbuilding loans. Mortgage 

is the most controversial and at the same time effective security arrangement. Assignment of the 

benefit of the shipbuilding contract is also widely used for securing shipbuilding loans. There are 

also other types of security arrangements such as guarantee and indemnity, security over 

borrower’s bank accounts and share charges and pledges.42 However, there is no room to discuss 

all mentioned security arrangements within the frame of this thesis. Therefore, the discussion 

below43 will be limited to mortgage and assignment of the benefits of shipbuilding contract. 

 

Security can be provided for the loan as an entire security “package”, consisting of different types 

of security or different security arrangements can be set up for each payment instalment in 

particular. This is a subject of negotiation between the borrower and the bank, where the terms and 

method of payment in the shipbuilding contract will be taken into consideration.44  

 
40 Private communication 
41 Harwood, pp.85 et seq. 
42 Harwood, pp.241 et.seq 
43 See 5 and 6 below 
44 Cf. 7 below 
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Nevertheless, it is significant to understand that security is a “secondary” guarantee for the loan. 

The bank will not provide a loan to a buyer, which is not able to pay but can secure the loan. The 

reason is that the bank’s intention is to earn money and not to file a law suit trying to enforce the 

drawdown of the loan by means of the provided security when the buyer is insolvent. It is an 

expensive and time-consuming procedure. Therefore, in the first place the bank will look at the 

vessel and shipbuilding contract and evaluate whether it may give sufficient profit in future. Of 

importance is also the buyer’s current business activity with its cash flow, which shows whether 

the buyer will be able to pay interest rate instalments to the bank when due. Such estimation is also 

a part of the risk assessment program and often based on the complex of different factors, e.g. the 

market situation, underlying charter parties and the vessel’s future earning capacity based on the 

drawings and other available data.45 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
45 Harwood, p.79 
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5     PRE-DELIVERY SHIP MORTGAGE 

 

5.1 Introduction 
Ship mortgage constitutes a significant security tool for the banks committed to ship financing. 

The fundamental rule in the most jurisdictions is that mortgage over a vessel can be taken only 

after the vessel has been entered into a ship register. Therefore, the mortgage will be determined 

by the legal system appropriate to the jurisdiction in which the vessel is registered.46 To take 

mortgage over a vessel under construction is a distinctive right, which is depending on availability 

of a special shipbuilding register in a particular jurisdiction. Otherwise, a construction must fulfill 

legal requirements for a ship in order to be registered in a usual ship registry. It is obviously an 

impossibility on the building stage before the vessel is completed and launched.47 It means that the 

owner under the shipbuilding contract is deprived the possibility to utilize the value of the vessel 

as an asset for obtaining financing till the construction will fulfill the requirements for 

classification as a ship.  

 

However, the jurisdictions, where mortgage of vessels under construction is available48, diligently 

use this type of security in ship financing transactions. Both buyers and shipyards utilize vessels 

under construction as a security for loans. The reason is the legal features of the ship mortgage 

which considered general for most countries’ legislations, namely:  

• it gives the creditor (mortgagee) in rem49 rights against the mortgaged vessel (that is, 

rights against the vessel itself and not just personal rights against the registered owner 

(mortgagor));  

• it gives the mortgagee priority over unsecured creditors of the shipowner; 

 
46 Cf. Harwood, pp.127-128 
47 Norwegian Maritime Code §§ 11-12 and Bull/Falkanger/Brautset (2007) pp.43-46 
48 There are only few countries that ratified International Convention Relating to Registration of Rights in Respect of 

Vessels Under Construction, 1967, e.g. Norway, Greece, Croatia, Sweden, and Syrian Arab Republic. 
49 The term means that the lender has rights directly against the vessel. Schelin/Tiberg (2008), p.13. See also 

Bull/Falkanger/Brautset, p.118 
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• it enables the mortgagee to take a possession of the ship in the event of the registered 

mortgagor’s default; and  

• it allows the mortgagee to sell the ship to realize the funds to satisfy its debt.50 

 

Generally, the mortgage is divided into two types. The first one is statutory mortgage, which is 

made out in a form prescribed by law and typical for the countries with English law systems, e.g. 

Bahamas, Bermuda, Cyprus, Malta, Cyprus, Hong Kong, Singapore, etc. The second type is called 

preferred mortgage. It does not take any prescribed form but is a subject to certain mandatory 

requirements (e.g. amount of mortgage, maturity date), thereby the parties are allowed to stipulate 

their own form of mortgage or use an adopted standard form.51 

 

 

5.2 English Law 
Under English Law, a mortgage can only be taken over a registered ship. To be eligible for the 

registration, a ship must “be used in navigation”52 and, as a precondition to registration, a 

builder’s certificate must be produced53. Furthermore, there are particular set forms of registered 

ship mortgage prescribed by law as for the statutory mortgage.54  

 

Consequently, the buyer has to obtain security elsewhere, for example, by mortgaging other 

vessels existing in its fleet. Alternatively, the owner can try to register the construction under 

another jurisdiction, which has a shipbuilding registry. The question is then whether the financing 

bank will accept such registration and mortgage as a satisfactory guarantee for the provided loan. It 

will, in the first place, depend on the priority rules for registered mortgage rights in the particular 

 
50 Harwood, p.125 
51 Annex 2 and 3 
52 Merchant Shipping Act 1995, § 313 (1). Cf. UN Convention on Conditions for Registration of Ships, 1986 (not yet 

in force): “ship” means any self-propelled sea going vessel used in international seaborne trade for the transport of 

goods, passengers, or both with the exception of vessels less than 500 GRT. 
53 The Merchant Shipping (Registration of Ships) Regulations 1993, regulation 28. Cf. 7.2.8 below 
54 Cf. regulation 57 
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country. The bank has to be sure that in case of the owner’s default their claim will have priority 

over the owner’s other mortgagees. It important to underline that only registered right will give the 

described protection in case of default on the part of the mortgagor. However, in case of the 

mortgagor’s default, the right might first have to be accepted by the bankruptcy estate.55 

Therefore, prior to accepting a mortgage registered abroad, the financing bank should obtain legal 

advice from local lawyers in the country of registr

 

 

5.3 Norwegian Law 
Norwegian Law has a different approach. Vessels under construction in Norway and contracts for 

the construction of ships in Norway can upon application be registered in a separate chapter of the 

Ship Register (The Shipbuilding Register). Such request can be made by the owner in the case of 

the ship under construction and by the purchaser in the case of a building contract.56 The 

precondition for such registration is that the overall length of the vessel to be constructed is 10 

metres or more.57 If a vessel under construction or the shipbuilding contract is registered in the 

Shipbuilding Register, a mortgage can be registered over that vessel and regulations for ordinary 

mortgage registration will apply correspondingly.58 The original mortgage document, together 

with a copy has to be sent to the register and the fees have to be paid in advance of the 

registration.59 The document will be registered in the daily journal with a note of date and minute 

of receipt and entered in t

 

There are two different registers, The Norwegian Ordinary Register (NOR) and Norwegian 

International Register (NIS). A ship fulfilling the nationality requirements stated in The Norwegian 
 

55 Cf. 5.4.1 
56 NMC, § 31(1) 
57 § 31(2) 
58 § 41second par.(3) 
59 In 2009 the fee for registration of a new mortgage is NOK 1.750, both in NOR and NIS (URL: http://www.nis-

nor.no/NIS/Gebyr.aspx)   
60 Falkanger, Credit based upon security in ships, p.52 

http://www.nis-nor.no/NIS/Gebyr.aspx
http://www.nis-nor.no/NIS/Gebyr.aspx
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Maritime Code (NMC) must be registered in one of those two registers unless she is registered in 

the register of a foreign country.61 After the registration the vessel is entitle to a building number, 

e.g. “421”, that is also an identification number. 

 

When it concerns registration of the vessels under construction, there are three registration 

alternatives according to the registration form62 for NIS/NOR, namely: 

• ship under construction; 

• contract for building of ship; and 

• ship to be built (in Norway) by Norwegian shipyards for its own account. 

 

The first two alternatives have given rise to a legal discussion, pointing out two questions: 

1. Does the registration of the shipbuilding in the Ship Register (Shipbuiling Register) 

protect the buyer’s right in the vessel automatically? 

2. Does the registration of a vessel under construction (not the contract) give the buyer 

protection of its right in the vessel? 

 

Shipbuilding contract 

 The MNC in § 31 expressly states that “when a contract is entered in the Register, registration 

thereof also protects the rights of the purchaser in respect of the ship as from the commencement 

of its construction”. Subsequently, it can be interpreted as the registration of the shipbuilding 

contract, which has to be enclosed to the registration form, will automatically protect the buyer’s 

rights in the ship, in spite of whether the buyer is registered as owner or not. Thus, if the builder, as 

a contractual owner, mortgages the vessel to its financing bank, the buyer’s right will be protected. 

Furthermore, the builder cannot sell the newbuilding to third parties. 

 

According to Mr. Øystein Meland, one of the leading maritime lawyers in Norway, the mere fact 

that the shipbuilding contract is signed by both the builder and the buyer, does not protect the 

 
61 NMC § 1 first paragraph 
62 Annex 4 
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buyer’s right in the vessel in case of the builder’s default. The contract has to be registered in the 

Ship Register to give the buyer legal protection of its right.63 In other words, his standpoint 

supports the interpretation above. Moreover, in the so called Bomek-case64 was inter alia stated 

that in case of the builder’s default, the buyer cannot obtain legal protection of its right in the ship 

without registration in the shipbuilding register. 

 

In contrast, there are other legal opinions, according to which the registration of the shipbuilding 

contract must be done separately and consequently, should be seen as a distinctive legal procedure, 

which does not affect the registration procedure as such. Therefore, legal protection for the part of 

the buyer will only be obtained provided that the buyer is registered as owner in the shipbuilding 

contract and, as a consequence, in the Register.65 

 

The legitimacy of the second standpoint should be questioned here, because the registration form 

for NIS/NOR presents these two registration opportunities as equal alternatives. It corresponds 

with the wording of § 31, which the registration form expressly refers to. Furthermore, the 

standpoint conflicts with § 31, since the provision does not use the term “owner” but the 

“purchaser”. It is also contrary to the common practice in the industry, where the builder is usually 

registered as owner under the shipbuilding contract up to delivery and acceptance of the vessel. 

Subsequently, the buyer will be in a risky situation, if the builder goes bankrupt and there is a 

mortgage taken over the vessel. The payment instalments, made by the buyer’s financing bank 

under the terms of the shipbuilding contract, might be lost.66 If the installments have not been 

registered – what can be achieved by registration of the contract - they will not be protected in 

relation to the estate. As a result, the buyer will have to pay again before he can be entitled to the 

ship delivered by the estate.67 Subsequently, a possible refund guarantee might not provide 

 
63 Meland, pp.74 et seq. 
64 ND 1982.264 NCC and the NMC § 41 
65 Private source 
66 Cf. 7.2.2 
67 Bull/Falkanger/Brautset (2007) p.100 
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sufficient protection if the builder has mortgaged the vessel to his financing bank.68 By giving the 

buyer opportunity to request registration of the shipbuilding contract, the legislator expressly stated 

that the buyer’s right is protected. To interpret the wording of § 31 differently, seems illogical and 

irrational in relation to the existing law. 

 

 

Vessel under construction 

The NMC does not give a clear answer on the question whether the registration of a vessel gives 

the buyer similar legal protection of its right. However, § 31 says “when a contract is entered in 

the Register” without mentioning registration of vessel as such. In the registration form, there is 

also a clear distinction between registration of the vessel and registration of the shipbuilding 

contract. When a vessel is registered upon the builder’s request and the builder is the owner 

according to the shipbuilding contract, the builder will be noted as the title holder in the 

registration form.69 The shipbuilding contract is not to be enclosed to the registration form. Thus 

the buyer’s right in the vessel is not registered and, as a result, not protected.70 Consequently, the 

only way for the buyer to obtain legal protection for its right in the ship in such case is to be 

registered as owner under the building contract, which will also be reflected in the ship register. 

 

 

5.3.1 Right to mortgage 
The buyer will be in a position to encumber the newbuilding provided the buyer is registered as 

owner under the shipbuilding contract. Such registration gives the buyer and its financing bank 

protection against third parties, the shipyard’s creditors.71 If the builder is a registered owner, then 

the buyer will not be able to mortgage the construction.72 Furthermore, the buyer’s financing bank 

will not be able to obtain an execution lien in the newbuilding in case of the builder’s default but 
 

68 Cf. 7.2.3 
69 Annex 4 
70The NMC § 41. Cf. ND 1982.264 NCC 
71 The Norwegian Mortgage Act § 3-11 fourth paragrath 
72 Cf. 7.2.5 below 
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will have to seek security in the buyer’s right according to the shipbuilding contract. The starting 

point for further discussion below is the buyer as a registered owner. 

 

 

5.4 Standard forms of mortgage deed 
There is no set form prescribed by law but there are some general requirements concerning the 

contents of the mortgage deed stated in The Mortgage and Lien Act and The NMC. It is stated 

there that the mortgage document must identify the mortgagor, the mortgagee and the mortgaged 

construction. The mortgage deed must also state the maximum amount of the mortgaged debt, 

indicated in Norwegian Kroner or any foreign currency that is customarily quoted in Norway.73 

Thereby, a “maximum amount” is not necessarily a real debt but it shows that the ship is secured 

for a fixed amount. It also follows from a general principle of mortgage law that the mortgage has 

to comprise the mortgagor’s total interest in the security object. Therefore, the registered owner of 

a vessel cannot mortgage e.g. 70 % of his interest but has to mortgage the vessel up to the total 

value.74 

 

However, there is a standard ship mortgage deed form, prepared by the Norwegian commercial 

banks, which is customarily used in the field.75 The form fulfills the main requirements stated in 

the law and is applicable on both completed vessels and vessels under construction. Some banks 

use their own forms of ship mortgage deed, e.g. DnB NOR Bank ASA (DnB),76 which are similar 

to the standard form.  

 

The security object – vessel under construction – is identified in the forms by the building number, 

signal letters, name of main shipyard, building year and the register the vessel or the shipbuilding 

contract has been entered into. Other builders, e.g. the yard where the hull is produced, can be 

entered into the register as well. Further it is stated what existing and future parts and 
 

73 The Norwegian Mortgage Act § 1-4 first paragraph 
74 § 1-3 paragraph three and § 2-1 paragraph two. See also Falkanger, pp. 44-45 regarding part mortgage 
75 Annex 2 
76 Annex 3 
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appurtenances of the ship the mortgage agreement comprises. In this respect, references are made 

to § 45 and § 43 of the NMC. Thus any further details, concerning materials and equipment 

included in the mortgage, have to be specified in the document. If there are no further 

specifications in the document, the mortgage also attaches to materials brought to the shipyard site, 

e.g. steel plates. However, the materials should be distinctly marked or otherwise identified for 

incorporation in the ship, main engine or a section. The mortgage will cease to attach to any 

materials or equipment which are sold or removed from the yard unless the purchaser new or ought 

to have known that the sale was unauthorized according to the terms of the mortgage.77 This 

extends the range of protection the buyer and its financing bank can get for the mortgaged asset. 

 

The mortgagor is also obliged to take out insurance as required at any time by the mortgagee.78 

The full value of the mortgage must be covered. As a rule, the mortgagee will require to be co-

insured79 under the insurance policy in order to secure its interest by obtaining insurance cover 

direct from the insurance company in case of damage or total loss of the mortgaged construction. 

Furthermore, the mortgagee has to take an active role in the insurance process by approving the 

insurance terms, choice of currency, brokers and underwriters. The mortgagee has even right to 

obtain insurance cover if the mortgagor fails to fulfill its obligations at this point. By doing so, the 

mortgagee secures his future recourse claim.80 The required insurance contract is to be attached to 

the mortgage deed. All insurance sums for the ship constitute a part of the mortgage itself and can 

thus be considered as an additional mandatory security for the credit arrangement.  

 

Moreover, the mortgagor is under obligation to provide specified information to the mortgagee 

regarding its financial status. The mortgagee has “at any time” and “at the expense of the 

 
77 NMC § 43 second paragraph 
78 Cf. 7.2.6. See Annex 3, DnB’s form under ”CONDITIONS” Clause 2 and the standard form under “The mortgagor 

undertakes”, (b) 
79 However, under the NMIP § 7-1 the mortgagee will be co-insured automatically.  
80 E.g. the Mortgage Act § 1-5 (d) contains a presumption in favour of the mortgagee when he has paid the premium 

for the fire insurance and other customary property insurance for the owner. 
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mortgagor” the right to inspect the vessel and conduct its evaluation. Thus if the value is materially 

diminished the mortgagee is entitled to demand “extraordinary repayment of the debt”.81 

 

 

5.4.1 Registration and priority 
Under “Agreed priority” in the standard form it is stated that the mortgage has right of priority 

advancement. This means that the mortgagee has a better priority position.82 For the mortgagee 

(financing bank) it is, nevertheless significant to realize that effect of registration of a mortgage 

will be much stricter in case of bankruptcy of the mortgagor (buyer). The question is whether the 

mortgage will be respected by the bankruptcy estate. The NMC provides a main rule that in order 

to be protected against bankruptcy, a voluntarily established right – which comprises the mortgage 

– must have been entered in the register journal no later than the day before the commencement of 

such bankruptcy proceedings.83 Acquisitions of rights that are registered rights rank in priority 

before those that are not registered.84 Thus a mortgage signed in May 2009 but not registered will 

rank after a mortgage registered in July 2009. However, there are a few exceptions to this rule and 

one of them is to be discussed here.  

 

An older right ranks prior to a newer right if the latter is voluntarily acquired and the acquiring 

party new or ought to have known about the earlier right at the time when its right was entered in 

the journal.85 The exception might appear redundant in relation to vessels under construction, 

because mortgage, as a rule, will be registered in connection with the registration in the ship 

 
81 See clause 4 in DnB’s form and letter a in the standard form 
82 NMC §§ 23 to 27. In DnB’s form it is also stipulated that the mortgage has a right of succession as and when claims 

of equal or prior rank are paid off or redeemed. Usually, when the debt is paid and the registered mortgage is deleted 

from the register, the mortgages with lower priority will take the place. Thus payment of the debt does not create “a 

free space” which the owner can dispose of or his creditors can attach if there are more encumbrances registered on the 

vessel. Generally, it does not directly concern newbuildings. For more detailed information, see Falkanger, p.54 
83 See § 25 
84 See § 23(1), (2) 
85 See § 31 third paragrath and § 24 first paragraph. Cf. § 41 
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register. Nevertheless, it is worth paying attention to the rule, since it embraces non-registered 

rights. So, if the registered owner signed a mortgage without following registration and its 

financing bank new or ought to have known about it at the time of registration of the current 

mortgage but failed to control it, it can give rise to a significant problem in case of the owner’s 

default. A holder of the non-registered mortgage can thereby get priority for its claim and the bank 

will be forced to seek legal protection for its investment on other basis. 

 

 

5.4.2 Negative pledge 
The mortgage deed forms are also provided with a clause concerning negative pledge. This kind of 

pledge implies that the vessel may not be sold or further encumbered without the mortgagee’s 

(financing bank) consent unless especially agreed. A note will be made in the register concerning 

negative pledge, what will protect the financing bank against claims based on so called second 

priority mortgages which otherwise could be registered after the current mortgage document has 

been entered in the register. 

 

 

5.4.3 Enforcement of the mortgage 
The forms contain also provisions concerning enforcement of the mortgage by forced sale or by 

taking possession of the ship in order to receive the repayment of the debt.86 In cases with vessels 

under construction, the buyer as a registered owner may sell the mortgaged construction but this, 

however, does not free the latter from his personal liability as against the financing bank.87 In 

practice, the vessel will be sold “free of encumbrances” which will be achieved through an 

agreement between the buyer and its financing bank that the debt is to be paid now. Consequently, 

the mortgage can be removed from the register with the written consent of the holder of the right – 

the bank.88  

 
86 The Norwegian Enforcement Act. See e.g. Clause 6 in DnB’s form 
87 The Mortgage Act § 1-11 and Clause 5 in DnB’s form 
88 NMC § 32 (5) and § 29. Cf. § 32 (1), (2) and (3) 
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The bank is put in the situation where it does not have any other choice but to take over the vessel. 

After giving the consent, it loses its security for the debt. If the buyer has not provided any other 

substantial guarantee, the bank runs a risk to suffer an economic loss. The buyer is not able to pay 

the debt till the vessel is sold. Thus, in order to take control over the process, the bank will usually 

take over the uncompleted vessel, pay the contractual instalments and upon delivery sell it to a new 

buyer. In case of an auspicious market situation, it can be a profitable deal for the bank. After 

taking over the vessel, the bank must be cautious and register its right immediately in order to 

avoid any priority conflicts with the buyer’s other mortgagees, whose rights were registered 

earlier.89 

 

 

5.5 Hull mortgage under the NMC 
Recently, important changes in The Norwegian Maritime Code have been carried out regarding 

registration of hull mortgages for hulls delivered from a foreign yard. The proposal was prepared 

by the Norwegian Ministry of Trade and Industry.90 The changes are to be effective at 1 July 2009. 

 

 

5.5.1 Current legislation 
According to the statistics, presented by The Ministry in the proposal, of total 280 vessels built in 

the Norwegian shipyards in 2007, 219 had their hulls imported from foreign shipyards in the Baltic 

States, Poland, Kina, Portugal, Turkey, Ukraine and Sweden. The value of a medium-sized hull is 

about NOK 30-50 million. Thus the hulls built abroad need to be transported to Norway for the 

final installation. Under current Norwegian legislation an imported hull can, only upon delivery to 

Norway, be registered in the Shipbuilding Register and after that it can be mortgaged.91 Further, 

 
89 Cf. 5.4.1. See also RG 2003.514 NCA 
90 Ot.prp.nr.85 (2008-2009). See also Innst.O.nr.91(2008-2009) 
91 NMC §§ 31 and 43 
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there is no requirement to present any documentation that shows that the hull is removed from the 

foreign register – if there is any - and free from encumbrances.92  

 

All these circumstances create an inconvenient and risky, from economic point of view, situation 

for the Norwegian buyer and its financing bank. Until arrival to Norway the hull can be registered 

in the building country’s Shipbuilding Register – if there is any – and the bank finds itself in a 

situation where it has to accept mortgage registered in that Register as a sufficient security. During 

towage, which may take up to several weeks, the hull can, however, be removed from the Register 

– in accordance with the national legislation - after it left the country of registration.  The question 

is whether the mortgage registered in the building country has any legal effect after the registration 

has been deleted and until the hull is registered in Norway upon arrival.93 If the hull becomes 

damage under towage or if the main builder – a Norwegian shipyard – goes bankrupt, the buyer 

might be uncovered for the loss. As a result, the financing bank loses its financial security for the 

provided shipbuilding credit. The situation also forces the financing bank to increase its 

requirements on the financial security the buyer has to place at the bank’s disposal till the hull is 

delivered and registered in Norway. As a consequence, all this factors affect the shipbuilding 

industry by making it more risky and thus more costly. 

 

 

5.5.2 New amendments  
Proposed amended Section 31, first paragraph, first and second sentence: 

‘Vessel under construction in [Norway] may, upon request be registered in a separate department 

of the Ship Register (Shipbuilding register). Such registration of vessel will include, hull, large hull 

 
92 This fact enables to avoid some private international law issues connected to legislation regarding registration of 

ships. See § 13, 3rd paragraph, cf. § 31, 3rd paragraph. As regards new buildings (ships) from a foreign country that 

are about to be registered directly in the NOR/NIS, ownership and deletion certificates from foreign ship building 

register still need to be documented in accordance with The NMC § 13, cf. § 15. Cf. 5.4.2 below 
93 Meland, pp.175-176 
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sections or main engine built by foreign yard outside [Norway] if delivery from the foreign yard 

has to be taken place.’94 

 

Thus the proposed amendment will enable registration of hulls built by foreign shipyards from the 

time of delivery of the hull from the foreign shipyard. 

 

Proposed amended Section 43, first paragraph: 

‘Unless otherwise agreed, the vessel mortgage against a vessel built or to be built in Norway will 

include main engine for the vessel and large hull sections if the main engine or sections are built 

at, or delivered to the main yard’s area. If built by another yard in Norway, it may be agreed that 

it shall be included in the mortgage. This shall also apply if the hull, large hull sections or main 

engine are built at a foreign yard, and delivery from the foreign yard has taken place.’95 

 

Consequently, registration of hull will also include large hull sections and the main engine from 

time of delivery from the foreign shipyard. The same can thus be included in the vessel mortgage 

from this time (if separate agreement is entered into).  

 

However, according to the practice established at some Norwegian banks, mortgage is registered 

over the hull as such and does not embrace hull sections or main engine. The reason is that the 

procedure concerns to be expensive and time-consuming and also difficult to accomplish in 

practice.96 It implies that if the hull built abroad contains the main engine and large sections during 

towage to Norway, the latter parts might not constitute a proper security asset for the financing 

bank. It can be either the builder’s bank or the buyer’s bank, depending on how the payment 

 
94 Translation is taken from Wikborg Rein’s Newsletter of 9 June 2009  

(URL: http://www.wr.no/no/infosenter/artikler/newsletter-from-wikborg-reins-banking-and-finance-group.html/1956). 

For Norwegian version, see Ot.prp.nr.85 
95 See note 98 above 
96 The Norwegian Savings Banks Association:  Høring – Rettsvern for pant i skrog under slep by 18.12.2008 (URL: 

http://www.sparebankforeningen.no/index.gan?id=16414&subid=0) 

http://www.wr.no/no/infosenter/artikler/newsletter-from-wikborg-reins-banking-and-finance-group.html/1956
http://www.sparebankforeningen.no/index.gan?id=16414&subid=0
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instalments are arranged under the shipbuilding contract.97 The result is that the builder or the 

buyer has to provide additional security for the payment in respect of the hull sections and main 

engine. This fact may also conduce to higher premiums under the Builder’s risk insurance. 

 

Since neither the current legislation nor the new one require any documentation that shows that the 

hull is removed from the foreign register and free from encumbrances98, the question is whether it 

might give rise to priority conflicts between the foreign shipyard’s creditors and the Norwegian 

yard that ordered the hull.  

 

When ordering a hull, the yard enters into a contract agreement with the builder. The agreement 

form is similar to a shipbuilding contract. It usually contains provisions concerning documentation 

that should be placed at the buyer’s [Norwegian shipyard] disposal upon delivery. Normally, 

protocol of delivery, signed by both parties, and “Bill of Sale” or “Builder’s certificate” will be 

issued.99 The contract always contains a requirement to deliver the hull free of encumbrances. It 

usually implies that the builder does not have any further rights to the hull. A “Certificate of 

absence of debt” or a note in the “Bill of Sale”, concerning possession of the title to the hull, might 

be also demanded by the buyers financing bank. In practice, the bank will, in order to protect itself 

against possible priority conflicts, wish to obtain documentation, conforming that the hull is 

removed from the foreign register and free from encumbrances. Such documentation must often be 

executed under seal and witnessed. It is the buyer’s responsibility to control the legitimacy of such 

documentation. Contractual delivery also presupposes that the buyer takes physical possession 

over the hull.100 

 

Nevertheless, obtaining the required documentation from the relevant register in the building 

country might be time-consuming. As a result, the major building process might take longer time. 

 
97 Cf. 3 and 7.2.2 
98 Cf. 5.4.1 above 
99 Cf. 7.2.8 below 
100 The Norwegian Savings Banks Association:  Høring – Rettsvern for pant i skrog under slep by 18.12.2008 (URL: 

http://www.sparebankforeningen.no/index.gan?id=16414&subid=0) 

http://www.sparebankforeningen.no/index.gan?id=16414&subid=0
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It means that the builder’s risk insurance will need to be prolonged, interest rates to the financing 

bank need to be paid for fewer amount of months than the Norwegian yard originally expected. All 

this factors can affect the final contract price for the buyer of the vessel.101 The question here is 

whether the described increased costs are proportionate in relation to the banks’ requirement of the 

documentation. If the answer is no, then there is a clear indication of a need for more changes. 

However, this discussion falls outside the scope of this work. 

 

Although, the discussion shows that there are some unsolved issues left, these amendments 

constitute an important step forward in the Norwegian shipbuilding industry. They enable 

establishment of financial security for the hull under the towage period. It will stimulate banks and 

other financial institutes to be willing to finance shipbuilding projects on competition-based 

conditions by giving them secured, by means of mortgage, priority against other creditors of the 

mortgagor (third parties) in the case of the Norwegian yard’s default. It can in its turn result in 

decreasing interest rates for shipbuilding credits and increasing shipbuilding orders for Norwegian 

yards. Indirectly, it will also affect foreign shipyards which produce hulls for Norwegian yards by 

increasing amount of hull orders. Probably, Norwegian example will stimulate other countries to 

adapt their rules to the existing needs of the domestic and, consequently, to some extent 

international shipbuilding market. 

 

 

 

 

 

 

 

 

 

 

 
101 Cf. 7.2.1 and 7.2.2 below. See also 3 above 
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6     ASSIGNMENT OF THE BENEFIT OF THE BUILDING CONTRACT102 

 

Assignment of the benefit of the building contract constitutes another type of security tool that the 

buyer might use for the shipbuilding loan. It will give the financing bank, in the event of the 

buyer’s default, opportunity to fulfill the building process, take delivery, and then sell the vessel in 

order to cover the outstanding debt. In the first place, this security arrangement is of importance 

when the buyer is not a contractual owner of the vessel and thus cannot mortgage it. Secondly, it 

plays a significant role in situations where the same bank has also taken the long-term financing 

after delivery. 

 

Nevertheless, this type of security is not entirely satisfactory. First of all, the assignment itself does 

not make the bank liable for the buyer’s unpaid instalments of the contract price. However, in the 

event of buyer’s failure to pay, the bank will have little option but to continue to pay those 

instalments from its own resources to complete the construction of the vessel. The bank may be 

able to negotiate a price reduction with the builder but it will still be binding itself to the ongoing 

commitment. The result is almost unpredictable, since the bank will have to rely on the market for 

the type of the vessel concerned and in the end it may not be able to sell the vessel for a sufficient 

amount to satisfy the outstanding debt. 

 

The second disadvantage is that after the buyer’s default the cooperation with the builder is likely 

to be limited or non-existent. The lender will thus have to take over all administrative and 

operational work connected to the construction, what normally is supervised by the buyer and its 

representatives. It creates problems because normally the bank will not have sufficient technical 

expertise to supervise the construction and will have to engage – and pay for – outside advisers. 

The reasonable solution for the bank in such a situation is to find a third party prepared to take 

over the contract – to sell the contract. However, it cannot be performed without the consent from 

 
102 Harwood, pp.49-51 
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the shipyard.103 In practice, the yard will give its consent unless it has received a better offer from 

somewhere else. 

 

Due to its weakness, the assignment of the shipbuilding contract is usually completed by another 

form of security available to a bank during the construction period, assignment of refund 

guarantees.104 By assigning the shipbuilding contract to the financing bank, the buyer 

automatically assigns its rights under this contract to the bank. It implies that if the builder has to 

secure the contractual instalments paid by the buyer by means of refund guarantee, the buyer’s 

bank will have right to the payment according to such guarantee. Nevertheless, the financing bank 

position will be secured provided that the guarantee is directly issued in the buyer’s bank favour or 

it is expressly stated in the guarantee that the buyer’s bank is the beneficiary. 

 

It seems that this security arrangement cannot be used as an independent tool but has to be 

completed by other security arrangements. Generally, the assignment puts the bank in the same 

position as the buyer under the shipbuilding contract in question of benefits. In reality, there is no 

real benefit up to the moment the vessel is delivered. Prior to that moment, payment instalments 

still need to be paid and secured. Although, it is the buyer’s obligation to pay the instalments, the 

bank pays them. If the bank stops making payments, the delivery might never take place or be 

considerably delayed and furthermore, the shipbuilding contract might, as a result, be terminated 

by the builder. In other words, there is no material security as such for the part of the financing 

bank. 

 

 

 

 

 

 

 
103 Cf. Ship 2000, Article XIII 
104 Cf. 7.2.4 below 
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7     SHIPBUILDING CONTRACT 

 

7.1 Shipbuilding contracts     

In general, shipbuilding contracts are standard contract forms made and agreed by either 

shipbuilder’s associations or shipyards. One major drawback of such contracts can be the fact that 

shipowner’s were left outside the negotiation process, which resulted in the contracts being too 

“yard friendly”. The European yard standard (AWES form) is, for example, considere to be one of 

such contracts and therefore, it is rarely used. The Shipbuilders' Association of Japan Form (SAJ 

form) is the most common standard shipbuilding contract which has been widely accepted and 

used by shipyards all over the world. 105 The Baltic and International Maritime Council (BIMCO) 

has recently – in 2008 - issued a completely new standard shipbuilding contract, ”Newbuildcon”. 

Generally, the shipbuilding contract, as negotiated between the parties, will regualte such issues as 

terms of payment, registration, title and risk, delivery, and proper law and jurisdiction.  

 

 

7.2 The Standard Form Norwegian Shipbuilding Contract 2000 
The Standard Form Norwegian Shipbuilding Contract 2000106 (Ship 2000) is a first Norwegian 

standard shipbuilding contract written in English. It constitutes “an agreed document”, as it has 

been negotiated and agreed between the Norwegian Shipowners' Association on the one side and 

the Norwegian Shipbuilders' Sales and Marketing Organization and the Norwegian Shipbuilders' 

Association on the other side. As a product of negotiations between the relevant associations, Ship 

2000 is considered to be the most balanced contract amongst other standard shipbuilding contracts. 

The Contract is diligently used within Norway as well as outside its borders.107 

 

 
105 See for more information about AWES and SAJ forms Curtis, The Law of Shipbuilding Contracts (2002) 
106 Annex 5 
107 Bull/Falkanger/Brautset (2007), p.84 
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Ship 2000 is the final document which constitutes a contract of sale between two parties – 

“Builder” and “Buyer” - which are identified under “Preamble”. The main obligations of both 

parties are also clearly stated in the “Preamble” as following: 

“In consideration of the mutual covenants herein contained, the Builder agrees to design, build, 

launch, equip, complete, sell and deliver to the Buyer at the Builder’s shipyard the “Vessel” as 

hereinafter described; and the Buyer agrees to purchase the “Vessel”, take delivery and pay for it; 

all in accordance with the terms hereinafter set forth.” 

 

Practically, all the following articles in the Contract contain detailed specification of the parties’ 

main obligations. Further, references are made to additional documents incorporated into the 

contract, such as drawings, specifications and certificates,108 what makes the structure follow 

English contract traditions.109 

 

The standard governing law is Norwegian law – with arbitration in Norway – since the Norwegian 

shipbuilding contract is a Norwegian document per se. However, the contract is aimed to be used 

as an international standard contract. It has even been quality checked by UK-qualified lawyers. 

Thus, if both parties acknowledge, English law or any other country’s law may also be used as the 

governing law.110 

 

 

7.2.1 Contract price 
Article III (1) regulates the “original contract price” – the price agreed at the time of signing the 

contract – which is determined by the technical and practical conditions agreed between builder 

and buyer prior to the signing of contract. Generally, the final price will differ from the original 

contract price and thereby, might give rise to disputes. However, the terms of the contract set forth 

a frame within which the original contract price is to be adjusted.  

 
108 Article I definition of ”Contract” and also Article II (5) 
109 Meland, p.33 
110 Aricle XIX and Meland, pp.223-224 
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When the buyer makes inquiry to a particular shipyard concerning ordering a new ship, the builder 

bases its offer on the specifications provided by the buyer or made by the yard especially for the 

buyer. Specifications can be classified as a package of documents which constitute a part of the 

contract and are aimed namely to give:  

• a detailed description of the ship, her machinery and equipment;  

• the materials and methods to be used and qualification requirements for the latter;  

• classification standards for the ship and certificate requirements for the subcontractors; 

• public requirements of the Flag State and international conventions, e.g. SOLAS and 

IMO rules.111 

 

Those specifications can later be upgraded in accordance with the buyer’s request. It is stipulated 

in the contract that the final contract price will be determined by modifications and changes in the 

Specifications, provided that the parties will “first agree to possible adjustment in Contract 

Price”. Furthermore, it is also stated that such agreement has to be effected “either by way of 

exchanges of letters duly signed by authorized representatives of the parties, or by signed change 

order form”, which will constitute the necessary amendments to the Contract. In practice, the 

builder will send a variation request to the buyer about particular changes the latter has earlier 

requested. Upon the buyer’s reply, the request becomes a variation order and thus considered as a 

part of the contract. Consequently, the frame of the room for price adjustment is determined by the 

Specifications. As long as the ship corresponds to the detailed descriptions made in the 

Specifications, all the costs the yard has to bear in this connection will be included in the contract 

price. At the same time, it does not give the yard a right to demand extra payment for making the 

ship correspond to the contractual description, since it is not to be considered as any change or 

modification but mere a performance of existing contractual obligations.112 In contrast, if the 

shipyard refuses to perform the work without an agreement to treat it as an extra, it runs the risk of 

a substantial damage award for non performance being awarded against it, if it turns out it was 

 
111 Meland, pp.42-44 
112 Article VI 
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wrong in treating the work as an extra.  Accordingly, from a shipyard’s perspective, it is important 

to have a clause in its contract which allows disputes over whether or not an item is an extra, to be 

resolved by way of arbitration after completion of the project.113 However, this does not give any 

solution to the problem of price determination as such concerning modifications and changes. 

 

A rule to the calculations of the contract price - as a result of the variation order – is given under 

Article VI. Such calculations have to be done “in accordance with unit prices (inclusive of 

administration costs) or budget prices if those are available”, otherwise “the builder’s customary 

price for such work” will be used as a starting point.114  

 

Nevertheless, it might be difficult for a shipyard to estimate the price of certain parts of the ship 

and its equipment and give the buyer more or less concrete price offer in advance. There are a few 

different reasons behind it; e.g. the buyer requests special equipment to be installed which the yard 

has never ordered before; it can be a part of the ship that has to be manufactured and the yard has 

to make a research among different producers before giving the final price for it.115  

 

What obstructs the problem even more is the absence of escalation clause in Ship 2000. Today, 

however, it is a normal practice in the shipbuilding market in contrast to other types of offshore 

standard contracts. Therefore, payment for modifications and changes is to be made upon delivery 

and acceptance of the vessel, namely, in the last instalment.116 Subsequently, the shipyard has to 

finance all the agreed modifications and changes by itself and afterwards place the calculations at 
 

113 Caldwell (2006) (URL: http://www.admiraltylaw.com/fisheries/Papers/ship_building_contracts.htm) 
114 Article VI (1), last sentence 
115 Meland, pp.58-59 
116 Article III (3) (f). The solution resembles SAJ’s solution (Article II(3) (d)) and differs from the procedure under 

AWES, where the buyer pays 50 % of the price for modification on the date the parties agreed the price for the work 

and the rest - 50 % -  is paid upon delivery (Article 7(d) (II)). 

Article III (3) (f) in Ship 2000 also regulates decrease of the contract price due to adjustments stipulated under Article 

IV, such as late delivery and deficiency in fuel consumption. For more information see Ship 2000 Article IV and 

Meland, pp.73-89 

 

http://www.admiraltylaw.com/fisheries/Papers/ship_building_contracts.htm
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the buyer’s disposal and include the costs in the price. Has the buyer any protection under the 

contract in case the contract price has resulted in a higher amount than the buyer had a reasonable 

ground to expect? Are there any remedies available for the buyer? 

 

If the modifications, which caused the increase of the contract price, have been performed with the 

buyer’s consent and in accordance with all the specifications, the buyer will often have no other 

choice than to pay the price given by the builder in the last instalment. The principal rule is that the 

builder has a retention right on the vessel until full payment has been made in accordance with the 

agreed payment terms.117 However, the buyer may pay the demanded amount but require the 

builder to provide a bank guarantee or other security satisfactory for the disputed amount. The 

builder cannot in such case refuse to deliver the vessel. It can also go the opposite way, where the 

buyer takes delivery against payment of the undisputed amount and issues a bank guarantee or 

other satisfactory security for the outstanding amount. Such security issued by any of the parties 

will terminate automatically unless the other party has brought legal action within 3 months from 

date of issue of the security.118  

 

 

7.2.2 Payment instalments 
When it comes to the payment instalments, the contract is drawn up so that the parties themselves 

settle the structure of the purchase schedule spread over the duration of the contract. As known, the 

building plan will be decisive in that situation. First payment is to be made at the time of signing of 

the contract and can vary from 5 % up to 50 %, depending on the other terms of the contract, the 

buyer’s and the builder’s agreements with their respective financing institutes and following 

agreements with sub-contractors.119  

 

 
117 Ship 2000, Article III, sub-clause (4) 
118 Sub-clause (5) 
119 Harwood, pp.60-62 
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There is, further, no requirement for the buyer to supply the builder with guarantee for payment of 

the contractual instalments.120 It involves an economic risk on the part of the builder, especially 

when the buyer is a new established company without strong financial base, and the largest part of 

the contract price is to be paid upon delivery of the vessel. However, the contract contains a 

requirement for the buyer to provide”all information necessary to enable the builder to reasonably 

satisfy himself that the buyer has financial arrangements or recources to pay the instalments when 

due”.121  

 

Thus the builder can at any time – before or after the contract is signed – request neccessary 

information from the buyer. The question which automatically needs to be raised here is what 

happens if the buyer fails to provide the information within a reasonable time. There is no 

unambiguous answer on this question, because it is not regulated within the frame of the Ship 

2000. Possible solution on the part of the builder might be to stop fulfilling its own contractual 

obligations till the required information has been provided unless the buyer has placed a sufficient 

security at the builder’s disposal.122  

 

Another alternative for the builder is to argue an anticipated breach of the contract from the 

buyer’s part. As the buyer has not placed the required information at the builder’s disposal, there is 

a risk that the buyer will not fulfill its main contractual obligation – to pay for the vessel. On that 

stage the builder will need to go outside the frame of the contract and search legal guidance in the 

 
120 The situation is similar in e.g. SAJ Form and Korean Standard Contracts. Cf. AWES Form Article 7(b), where the 

situation is different and ”bank guarantees for the different instalments have to be provided by the PURCHASER 

[buyer]  before the active date of the Contract”. See also BIMCO’s Newbuildcon, Box 19 (a) in Part I which refers to 

Cl.14(a) and (b) in Part II and obliges the buyer ”after the signing of this Contract, deliver to the Builder an irrevocable 

and unconditional guarantee” – in the form stipulated in the Annex to the Contract - in order ”to secure the buyer’s 

obligation to pay the instalments of the Contract Price”. 
121 Article III (3), third par  
122 Article XII (2)(b) third par 
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background law.123 Meanwhile, the builder might already have had to bear some costs in 

connection with the newbuilding that he included in the future payment instalments.   

 

In case of cancellation of the contract, the builder will not receive any furhter payment he would 

otherwise be entitled to under the contract. Therefore, the builder must consider what he wants to 

achieve in such situation, whether it is a cancellation of the contract or a resumed co-operation 

between the parties. A good negotiation strategy might be a first step for finding a compromise.  

The builder can also consider alternative security arrangements such as letters of credit124 or 

comfort letters125. 

 

 

7.2.3 Refund guarantee 
In contrast to the unsecured position of the builder, the buyer is entitled to receive security for its 

payment instalments in the form of refund guarantee or other satisfactory security, issued by the 

builder’s bank. In general, this form of security is very often required by both the buyer and his 

financier. The refund guarantee will secure the repayment obligation of the builder, including 

interest, if the contract is lawfully cancelled or the builder becomes insolvent. However, in order to 

have legal effect as a repayment guarantee issued in connection with shipbuilding contract, a 

refund guarantee must be signed by the issuing bank’s employees with full authority. This is one of 

the fundamental conditions what is clearly illustrated by a case law under the following chapter.126 

 

There are no officially accepted forms of the refund guarantee, therefore, prior to accepting the 

form offered by the yard, the buyer should ensure that the form of the refund guarantee and the 

identity of the guarantor will be accepted by the financing bank. The exact wording of a refund 

guarantee is a matter of negotiation between the parties. The issuing bank might have its own form 

of such guarantee – “Letter of Guarantee” but the final guarantee form will, as a rule, need to be 
 

123 Meland, pp.63-64. Cf. Article XII (3) 
124 Goldrein (2008), pp.264 et seq. 
125 Goldrein (2008), pp.267 et seq. 
126 Cf.7.2.4 
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agreed by all the parties concerned in order to correspond to the requirements of the shipbuilding 

contract.127 

 

Where the vessel is built on the basis of the buyer’s credit terms, it is also important for the buyer 

to ensure that the building contract and refund guarantee are freely assignable. Otherwise it can 

cause difficulties in putting together an eligible security package during the construction period. 

The buyer will not be able to assign the guarantee or the shipbuilding contract to the financing 

bank, and they thus will not have any value as a security. The validity period should have an 

automatic extension in the event of the builder’s default or other complications, e.g. litigation. 

Otherwise, the financing bank runs a risk to be uncovered for the instalments paid to the yard. Last 

but not least, buyers and their financiers will need to ensure that payments can be made abroad by 

refund guarantors and all requisite consents, licences and approvals are obtained. 

 

 

7.2.4 Authority of the guarantor 
The last year decision in Sea Emerald S.A. v Prominvestbank [2008] EWHC 1979 illustrates the 

importance of full and proper authority of the person or persons signing the document. One of the 

legal issues namely was whether the bank could be held liable on the basis of the refund guarantee 

signed by one of its employees – the head of a regional branch of the bank. 

 

In this case the buyer was a Panamanian company that was part of a group of companies (the 

"Group") with extensive shipping interests and a fleet of about 80 vessels. The shipyard was 

placed in Ukraine. In the 1990s, the Group entered several contracts with the yard, ordering a total 

of 19 ships for over US$200 million. Each ship was the subject of a separate shipbuilding contract, 

entered into by a different company in the Group that was intended to own and operate the ship. 

All the contracts contained a provision obliging the yard to provide a refund guarantee to the 

purchasing company. 

 
127 Goldrein (2008) pp. 262-263 for general discussion on preparation of fiancilal guarantees in respect of ship 

financing 
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The contract that gave rise to the dispute was for the construction and purchase of a refrigerated 

cargo vessel. The contract was governed by English law and was a subject of English arbitration. 

Further, the contract provided for the yard to furnish a refund guarantee to be issued by the yard’s 

bank, ”the State Commercial Industrial Bank, - Nikolaev Branch” within 30 days from the signing 

of the contract. In case the yard failed to provide the guarantee in question, the buyer had the 

option to declair the contract null and void. It was also stated that ”the furnishing of this Guarantee 

is to form an integral part of this Contract”. 

 

The guarantee was issued and signed by S, head of the Nikolaev regional branch of the bank, and 

the General Director of the yard. The document provided that in consideration of the payment of 

the instalments under the shipbuilding contract, the Nikolaev brunch of the bank would ”at the 

request of the Builder, hereby irrevocably and unconditionally guaranteethe payment to you [the 

buyer] by the Builder” the total maximum amount of US$9.9 million or any amount to be paid to 

the yard as the instalments under the contract. The bank’s liability under the guarantee was 

”limited to the total sum of the instalments or any lesser amount mutually agreed” between the 

buyer and the yard and actually paid by the buyer. The guarantee was stated to be governed by 

English law. 

 

The bank subsequently extended substantial amounts of credit to the yard, including credit for the 

purpose of building the vessels for the Group. Later on, S left the bank but the bank continued to 

provide loans to the yard for building of the vessels. Eventually, the yard found itself in a difficult 

financial situation and went into receivership. As a result, the ship connected to this particular 

contract was not completed or delivered. The buyer resigned the contract and set up a claim against 

the bank under the refund guarantee. The bank argued the guarantee was a fraud and sought to 

have it declared invalid and thus not binding. 

 

The Commercial Court [England and Wales High Court] found that the buyer was not able to 

claim under the refund guarantee because the bank had not given the head of the regional branch 

actual or apparent authority - which the parties agreed was governed by Ukranian law - to issue the 
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guarantee128, and had not ratified129 it. The bank’s Articles of Association contained a provision 

empowering the latter “to effect settlements connected with clients’ export and import operations 

in foreign currencies in the form of documentary letter of credit, collection of payments or bank 

transfer, and in other formats used in international banking practice. Mr. Justice Andrew Smith 

interpreted the expression as being restricted to letters of credit, collection of payments and bank 

transfers. A refund guarantee was not a method of making payment but a collateral contractual 

commitment. The provision was, therefore, not considered to be broad enough to expressly or 

impliedly empower the head of department to issue a refund guarantee. Furthermore, it was not 

usual for departments of the bank to issue guarantees of any kind at the relevant time. Neither was 

it within the scope of the usual authority for a head of department to enter into a contingent 

commitment as large as that given by the refund guarantee without the bank giving authority to do 

so. The buyer also failed to establish that the bank had ratified the guarantee by showing that it was 

adopted by the Chairman of the bank, or by its management board.130 The claim was dismissed 

and the buyer had to bear all the costs by its ow

 

After studying all the details of the case, the court’s decision might seem too strict for the part of 

the buyer. It can have a negative effect for refund guarantee as a security tool, the confidence of 

such guarantee might become undermined amongst shipowners. However, the conclusion that can 

be drawn out of the court decision is not only the significance of ensuring that refund guarantees 

are signed with proper authority, but also a necessity of undertaking a careful review of the issuing 

bank’s Memorandum and Articles of Association. It is also important to consider obtaining a 

consultation from a corporate lawyer in the relevant country before accepting a refund guarantee. 

Moreover, the wording of a refund guarantee should be properly examined. It can be constructed in 

the way that the guarantee will only cover the instalments due under the shipbuilding contract in 

respect of the progress in the building process. Thus it will not extend to advance payments of such 

instalments when the latter are not contractually due. If the buyer makes an advance payment, it 

 
128 Fragments 62-99 in the case 
129 Fragments 100-105 in the case 
130 Fragments 67 et seq. in the case 
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will in such case be unsecured in the event of termination unless the buyer negotiates the refund 

guarantee to comprise such payment. 

 

 

7.2.5 Ownership and registration 
The starting point under Ship 2000 is that the builder has ownership over the vessel under 

construction. In accordance with Article XI (1) “the builder shall become the owner of the vessel 

upon delivery and acceptance thereof”. It gives the builder, as a contractual owner, a right to 

mortgage the vessel in question and its materials as a security for the construction financing. The 

buyer in its turn will be interested to utilize the value of the shipbuilding contract as a part of its 

financing scheme under the construction period. The most effective way of doing it is to mortgage 

the shipbuilding contract. However, it gives rise to several legal issues: 

• whether it is legally possible to mortgage a shipbuilding contract; 

• whether the shipbuilding contract has any value; 

• whether it constitutes sufficient and enforceable security for the financing party. 

 

Norwegian Law 

Under § 1-2 of the Mortgage (and Lien) Act, statutory authority is required to mortgage an asset. 

For shipbuilding contracts statutory authority is established in § 3-3. Further, § 1-3 requires the 

asset to be transferable. This implies that the buyer must be entitled to sell the shipbuilding 

contract in order to mortgage it. Article XIII of Ship 2000 entitles the buyer to assign contract to a 

third party, under consideration that the builder has given its consent in writing. Such consent 

should not be unreasonably withheld. Consequently, a shipbuilding contract based on this form can 

be mortgaged. 

 

A shipbuilding contract for the construction of ships in Norway can upon application from the 

buyer be entered in a separate chapter of the Ship Register (The Shipbuilding Register). Such 
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registration automatically includes the rights of the buyer in respect of the ship “as from the 

commencement of its construction”.131 

 

Shipbuilding contract as mortgaged asset 

A fundamental principle under English and Norwegian law is that the mortgagee has the same 

rights and obligations in relation to the mortgaged asset as the mortgagor if the security is 

enforced. Thus the mortgagee has right to take delivery of the vessel against payment of the 

outstanding instalments under the shipbuilding contract. However, since the mortgaged asset 

consists of the buyer’s right under the contract and not the vessel under construction, the 

mortgaged shipbuilding contract as such will have little value if it is breached by the buyer. In 

other words, the mortgagee will not be able to remedy the breach as he would be in case the 

mortgage was taken over the vessel, e.g. by forced sale. 

 

Priority conflict between buyer and builder’s mortgage 

If the builder mortgages the vessel and its material as a security for financing of the construction, 

such mortgage should be cancelled and deleted from the register at the latest on delivery and 

acceptance.132 It might cause a priority problem between the builder and the buyer’s mortgagee, if 

the builder has not paid the entire mortgage loan and the outstanding instalments under the 

shipbuilding contract are not sufficient to cover the rest of the builder’s mortgage loan. In practice, 

the buyer will, however, register the shipbuilding contract in the register before the builder is able 

to mortgage the vessel. It means that the buyer’s right to take delivery of the vessel will take 

priority over the rights of the builder’s mortgagee in the described situation, according to the 

principle of ‘first come first served’ under § 23 of the NMC. However, the situation with 

mortgaging of shipbuilding contracts is unclear for today and thus should be taken with caution. In 

order to protect its right and secure the delivery of the vessel, the buyer can demand to limit the 

builder’s right to mortgage the vessel to the purchase price by amending the contract form 

accordingly. 

 
131 The NMC § 31 
132 Article VIII (1)  
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Builder’s default 

In the event the builder is declared bankrupt, the bankruptcy estate of the latter has the right to 

assume the rights and obligations of the builder under the shipbuilding contract.133 However, the 

insolvent estate is not obliged to do so. If the insolvent estate decides not to accede to the contract, 

the buyer is entitled to cancel the contract and receive the sums already paid in accordance with the 

refund guarantee.134 

 

The buyer will be entitled to the vessel in its existing state at the time the builder is declared 

bankrupt on condition that the buyer possesses the title to the vessel during construction according 

to the shipbuilding contract. Furthermore, the buyer must also have registered the same right in the 

shipbuilding registry. On the contrary, if the builder possesses the title – as in Ship 2000 – the 

buyer’s right to take a possession of the vessel is not secured to the same extend. However, in 

practice this should be feasible, subject to the payment of an amount equal to the value of the 

vessel minus prepaid instalments. 

 

A possible way avoid this situation would be to make amendments in the shipbuilding contract so 

that the buyer is entitled to take possession of the vessel in case of the builder’s default. 

 

Buyer’s default 

In case of the buyer’s default, the bankruptcy estate and the buyer’s mortgagee may agree to sell 

the shipbuilding contract privately or to let the mortgagee assume the responsibilities and 

obligations under the contract. However, such agreement will be invalid if entered into before the 

buyer is in breach of the loan agreement. If such agreement is not achieved, the mortgagee may 

make a formal request to the execution and enforcement commissioner either to force the sale of 

the shipbuilding contract or transfer it to the mortgagee. 

 

 

 
133 the Norwegian Creditors Seizure Act, § 7-3 
134 Article XII (1), cf. 7.2.3 
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7.2.6 Risk and Insurance 
As the contractual owner of the vessel under construction, the builder bears the risk of loss or 

damage to the vessel until delivery and acceptance.135 The builder is thus obliged to obtain 

building insurance (which is to include the buyer’s supplies136) “with underwrites acceptable to the 

buyer on customary “All Risk” terms”137, which comprises necessary fire and transport insurance 

of material and equipment which the builder procures from subcontractors. It does not, however, 

comprise the builder’s guarantee rectifications and repairs.138 The insured amount should as a 

minimum cover the total sum of the instalments paid by the buyer according to the shipbuilding 

contract including the interest thereon and the value of the buyer’s supplies. By paying extra 

insurance premiums, the buyer may also obtain an increased insurance protection which would 

also cover the rebuilding value at any time.139  

 

Ships under construction in Norway can be insured in accordance with the provisions of Chapter 

19 of the Norwegian Marine Insurance Plan of 1996 (NMIP). The buyer will be co-insured 

automatically thereto.140 Ships under construction at foreign shipyards can also be insured on the 

basis of the NMIP-conditions. In such situation it is of importance that the information concerning 

the buyer to be co-insured under the shipbuilding contract and his right to recover under the 

shipbuilding contract – in case of total loss - direct from the insurance company an amount equal 

to the instalments paid together with interest are included in the insurance policy.141 It shows that 

the interest of both the builder and the buyer are taking into consideration. 

 
 

135 Article XI (2)(a). Devision of liability between the buyer and the builder is regulated under Articl V (5) 
136 With respect to the buyer’s supplies, it should be emphasized that those are covered by the insurance after arrival to 

the yard. It means that prior to delivery to the yard, the buyer bears responsibility for its supplies and if necessary, 

should obtain its own insurance cover. See Meland (2006) p.177. Cf. § 19-9 and § 10-1 subparagraph 2 
137 The NMIP § 19-1 and § 2-8, ”all risks principle”, i.e. the insurance covers all risks that are not specially excluded. 

Cf. § 2-9 ”named perils principle”. See also Wilhelmsen/Bull (2007) pp. 80-81 
138 Cf. Article X 
139 Article XI (2) (b) subparagraph 3 
140 The NMIP § 19-3 and § 8-1 and Article XI (2) (c) (i) 
141 Meland, pp.176-177 
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Underinsurance 

Article XI contains detailed regulations on insurance cover payment divisions between the buyer 

and the builder in case of damage or total loss which are in accordance with the NMIP. However, 

the NMIP does not regulate the issue of how the total loss insurance cover would be divided 

between the builder’s mortgagee and the buyer under consideration the vessel under construction is 

underinsured. In the Commentary142 to § 19-3 of the NMIP it is stated that under such 

circumstances the buyer will have right to claim directly from the insurer. The Commentary also 

makes a reference to Chapter 7 of the NMIP, according to which the mortgagee’s interest will 

automatically be co-insured under the builder’s insurance. At the same time the Commentary does 

not make any special reference to § 7-4, which, in the event of total loss, gives the mortgagee’s 

interests priority over other assured parties’ interests.  

 

If the buyer has not received a refund guarantee for its payment instalments from the builder and 

the vessel, which has been mortgaged to and thereupon registered on the builder’s financing bank, 

becomes a total loss, there can be a difficult situation. As the ship was underinsured, the insurance 

cover will not suffice to satisfy both the mortgagee’s claim on the one hand and the buyer’s claim 

on the other hand.  

 

The starting point is that the mortgagee has the same rights in relation to the mortgaged asset as the 

mortgagor. The buyer’s right to obtain insurance cover directly from the insurance company is 

secured under the shipbuilding contract. Thus the buyer’s claim has priority over the mortgagee’s. 

However, the buyer might have given its consent for the builder to mortgage the vessel,143 what 

can be interpreted in the way as the buyer has accepted the priority of the mortgagee’s interest in 

the vessel over its own. Consequently, the buyer will run a risk to lose his insurance cover partly or 

in total.  

 

 
142 Commentary to Norwegian Marine Insurance Plan 1996 Version 2002 
143 Article XI (1) subparagraph 2, second sentence 



52 

 

                                                

The described situation illustrates one more possible conflict between buyer and builder’s 

mortgage, which is actually quite similar to the conflict described above under Section 5.4. In 

order to prevent such situation and to protect its interests, the buyer should, when giving its 

consent for mortgage, make an additional clause in the contract, which would give his contractual 

rights priority over the mortgagee’s interests.144 Another way is to search solution within the frame 

of the ordinary rules on underinsurance and make a pro-rata reduction between those different 

interests engaged. 

 

 

7.2.7 An example on bankruptcy of shipyard 
The case described below questions inter alia the legal status of the term sheet . It also shows how 

the financing banks create and adopt their strategy to such critical, from financial point of view, 

situations in order to protect their interest by renegotiating the contract with the buyers and making 

them interested in entering into new, probably less profitable, agreements.  

 

Solstad Offshore ASA (SOFF) had entered into an agreement with Karmsund Maritime AS 

(KMS), owner of the Karmsund shipyard in western Norway, concerning a construction of a large 

anchor-handling vessel by the Karmsund shipyard with cost price around NOK 500 mill. As a 

result of the financial crisis the yard experienced cost overruns and was unable to obtain financing 

for further operations. It resulted in considerable delay in SOFF’s shipbuilding order and the yard 

was not able to stand by their contractual obligations.  

 

A few attempts had been taken in order to renegotiate the contract, loan agreement and security 

arrangements. At the beginning of 2009 KMSs and Sparebank 1 SR Bank negotiated and signed a 

new term sheet concerning guarantees the bank would provide for subcontractors in order to 

facilitate the restructure of the shipyard. According to a clause in the term sheet, KMS was obliged 

to provide security to reduce the financial risk the bank was exposed to. The bank interpreted it as 

a clear intention on the part of KMS to provide the mentioned security and started subsequently 

 
144 Meland, pp.177-178 
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fulfilling its obligations under the term sheet prior to signing of the main agreement. However, this 

clause was not included in the contract draft presented later by KMS. The question which was 

raised is how the clause should be interpreted – whether KMS was obliged to provide security 

according to the terms of the term sheet or not.  

 

However, in March 2009 the Karmsund shipyard was filed for bankruptcy and taken over by the 

bankruptcy estate. On the basis of the builder’s default SOFF cancelled the shipbuilding contract. 

At that moment, the hull of the vessel was completed up to about 60 % and refund guarantees had 

been issued by the yard’s financing bank (Sparebank 1 SR Bank) to the buyer (SOFF) for the paid 

contractual instalments. Question concerning protection of the buyer’s right under the shipbuilding 

contract came up as a result of the legal discussion whether the contract had been registered in the 

Shipbuilding Register or the vessel as such. However, the rights of the buyer secured by the refund 

guarantee were assumed by the bankruptcy estate.  

 

SOFF entered into a new agreement with Skrog 30 AS, owned by Sparebank 1 SR Bank in co-

operation with GIEK, for the purchase of the ordered vessel. According to the new agreement, the 

vessel is to be commissioned at Ulstein Verft and delivered in the completed state at the end of 

March 2010 at a cost of NOK 680 million.  

 

Moreover, a new contract has been entered for the financing of the vessel with Sparebank 1 SR-

Bank as agents. The financing will constitute about 90 % of the vessel’s cost price and will at 

drawdown consist of two loans of respectively 80 % and 10 % (top financing) of the final contract 

price.145  

 

The situation raises a question whether the term sheet should be interpreted as a reflection of the 

parties’ intentions and thus enforce obligations of the parties signed the document or should it be 

seen as a part of pre-contractual negotiations without any binding effect for the parties. Answer 

should be based on the circumstances in each particular case interpreted in the light of the 

 
145 URL: http://www.solstad.no/frontpage/agreement-on-new-build-article262-6.html  

http://www.solstad.no/frontpage/agreement-on-new-build-article262-6.html
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background law. Another question concerns registration of the buyer’s rights according to the 

contract. In this case the buyer’s right was secured by the refund guarantee and the bankruptcy 

estate was not insolvent. All this led to the acceptance of the right by the estate.  

 

 

7.2.8 Delivery – ”Closing” 
The delivery date under Ship 2000 is to be strictly stipulated by the parties without any ”grace 

period”.146 It implies that the builder is obliged to deliver the ship on the specified date and by 

failing to do so, he is in breach of the contract. The builder and the buyer concurrently ussue and 

sign a Protocol of Delivery and Acceptance, which identifies the legal and physical delivery of the 

vessel. Thus it implies that the builder has delivered the vessel in accordance with the shipbuilding 

contract and the buyer has accepted the delivered vessel in accordance with the contract.147 

 

The form of the protocol the parties will decide themselves. The document is also of importance 

for the buyer’s financing bank, because the last payment instalment is usually made against issuing 

and signing of the protocol. However, in the standard form it is stated that the protocol is to be 

delivered provided that the buyer has fulfilled all of its obligations under the shipbuilding contract. 

Subsequently, the last payment must have already been made when the document is delivered by 

the parties. Sometimes, the last payment can also be secured by a letter of credit issued in favour of 

the builder or its fiancing bank. In practice, the last payment is inserted in a separate bank account 

prior to the delivery procedure and released upon issuing of the protocol by the parties. The 

protocol is further sent to the shipbuilding registry for registration of the title on the buyer. 

Normally, the refund guarantees have reference to the delivery protocol and become void upon 

signing of the document by the parties.148 

 

 
146 Article VIII (1). Cf. SAJ Form Article II (1) (a) and AWES Form Article 6 (c) 
147 Article VIII (2) and Meland, p.131 
148 Meland pp.131-133 
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Amongst the list of documents to be delivered to the buyer together with the Protocol of Delivery 

and Acceptance, there is the Builder’s ceritificate including all certificates for the vessel. The 

certificate is required for registration of the vessel as a newbuild vessel in the ship register.149 Bill 

of Sale or other relevant document should be issued in order to certify that the title of the vessel 

passes to the buyer.150 As a result of the possession of the ownership, the buyer shall take 

possession of the vessel immediately upon delivery and acceptance thereof and shall remove the 

vessel from the premises of the builder within three days.151 

 

Consequently, the delivery can be classified as a closing procedure for the pre-delivery financing 

phase. After the ship has been delivered and registered in the ship register as a ship, it will 

constitute a new asset which can be used as a security for the already existed loan or for obtaining 

a new financing. On this stage the buyer must obtain a new insurance cover to secure the asset 

because the builder’s insurance expires upon delivery and acceptance.152 As a rule, the vessel will 

be chartered on a charter party and the chartering agreement might be used as a security for further 

financing. 

 

 

 

 

 

 

 

 

 

 

 
 

149 Meland, pp.135-136 and Article VIII (3) (e)  
150 Article VIII (3) (h) 
151 Article VIII (5) 
152 Article XI (2) and the NMIP § 19-2 
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8 CONCLUDING REMARKS 

 

The analysis of the issues presented in the introduction shows that all the above mentioned parties 

are exposed to financial and legal risks during the shipbuilding process. This risk is a natural part 

of pre-delivery ship financing transactions with respect to volatility and vulnerability of the 

shipbuilding market which is dependent upon fluctuations and rising steel prices. It is, however, 

impossible to eliminate such risks but it is possible to control them by keeping at an acceptable 

level. 

 

The buyer has opportunity to protect himself by registering the building contract in a shipbuilding 

register or acquiring the ownership to the vessel under the contract. The prime security of the 

builder is its ownership under the building contract. The financing bank’s security “package” is 

determined by the buyer’s available assets and the legislation of the country of registration. 

 

However, neither the clauses of the shipbuilding contract nor the discussed security arrangements 

provide sufficient protection for the counter party in case the buyer or the builder is in financial 

distress. The bank ends up in the most vulnerable position in such situation and has to look for 

solution that would protect the investments made into the vessel. Therefore, it is important to have 

a good negotiations strategy that can bring the parties to the round table in order to find an optimal 

solution which would be more or less satisfactory for all involved. It can be a renegotiation of 

conditions in the shipbuilding contract, e.g. price reduction or delayed delivery, or restructuring of 

security package due to increased financial risk. In certain situations the negotiations may result in 

cancellation and choice of a new shipyard, as in the case with the Karmsund shipyard. 

 

When loan agreement and security arrangement documents do not bound by any statutory forms, 

this provides the parties with the opportunity to tailor those to the deal and thereby steer and 

control the shipbuilding process. This flexibility is a shield against fluctuations of the market but 

unfortunately not a sword. It deprives the ship financing legal transparency and predictability. 

Consequently, when starting a shipbuilding project the buyer, the bank and the shipyard should be 
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aware of unexpected financial and legal risks that can arise before the ship is delivered. This 

awareness should be balanced by the security arrangements creating a financial base for the 

shipbuilding order, and strengthened by the shipbuilding contract identifying the legal frame of the 

deal. 
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ANNEX 

The following documents, in chronological order, have been analysed in this 

thesis: 
 

Term Sheet (Annex1) 

Ship Mortgage – Norwegian standard form (Annex 2) 

Ship Mortgage Deed, DnB NOR and Mortgage Declaration, DnB NOR (Annex 3) 

Notification to the Norwegian Shipbuilding Register (Annex 4) 

Standard Form Shipbuilding Contract 2000 (Annex 5) 

 











































(SIDE 2 AV  2 SIDER) 

 

Name 

      
Org.no Personal Id.No. (11 digits) Phone  Fax 

TO BE REGISTERED AS OWNER/ 
TITLE HOLDER 

                        
E-mail 

       
    Name 

      
Org.no Personal Id.No. (11 digits) Phone  Fax 

NAME OF PARTY PLACING THE 
ORDER 

                        
E-mail 

       

OTHER 

Name 

      
Address 

BODY WITHOUT ORG.NO 

      
E-mail 

       

SIGNATURE 

It is hereby confirmed that the ship/ device under construction or the contract for construction in Norway has not 
been registered/ will not be registered in the Norwegian Shipbuilding Register with another shipyard. 

For the yard For the party placing the order 
Place and date Place and date 

            

Binding signature pursuant to the Certificate of Company Registration 
- to be repeated in capital letters - 

Binding signature pursuant to the Certificate of Company Registration 
- to be repeated in capital letters - 

            

 

KR-0013E 
 






























































	Thesis Financing_author.pdf
	Annexes
	ANNEX
	Annexes%20final[1].pdf


