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Credit risk is defined as the probability that a debtor may not be able to pay interest or repay the principal according to the terms specified in a credit agreement. There are several reasons that banks may face credit risks when they offer a loan to shipowners. The reasons include volatility of a vessel’s income, fluctuation in the vessels’ market value, mobility of assets, lack of transparency of business structure, asymmetry of information, moral hazards and adverse selections.

Volatility of a vessel’s income


The shipping industry is exposed to fluctuating and unpredictable market conditions and frequently experiences wild differences in revenues and assets values. The shipping market’s unpredictable cycle is one of the factors leading to volatility. For instance, the major reason why vessels’ income is volatile is due to over-ordering of ships that results in excessive supplies of vessels. This will in turn cause substantial decrease in freight/hire that may not be sufficient to meet the loan repayment. Bankers are used to handling volatility problems concerning ship lending by combining volatility with medium to long term lending at relatively high risk.
Fluctuations in the market value of vessels
The value of vessels can vary significantly depending on the supply and demand chain referred to in the above paragraph. During volatile market conditions, ship prices fluctuate at a wide huge. Shipowners with a large number of high-value vessels subject to a high level of mortgage with variable interest rates are particularly vulnerable to such wild fluctuation. 
When the shipping market is in a downturn, market price of vessels would usually fall that could be as low as to their scrap value. This would result in the drop of the value of banks’ securities. In other words, banks could face the risk of not even recovering the principal amount of loan from shipowner borrowers. In such circumstances, lenders would usually try to explore the possibility of seeking the borrowers to  inject cash so as to make up the difference in the prevailing market value of a mortgaged property and the outstanding loan due to the lender so as to minimise the banks’ own financial risk. 

Mobility of assets

There are many different types and specifications of ships. Further, the trading areas of ships also expose shipowners to different degrees of risks. For instance, if a ship is scheduled to a port that is subject to high risk of being declared as a war zone, such ship would be exposed to high level of insurance premium or even out of insurance cover. As a result, prudent bankers often set out in the Default Clause that in the event the security, in this context, the ship, trades beyond the geographical limits set out in shipowners’ application for loan, prior consent will have to be obtained from the lending bank; otherwise, the lending bank may be entitled to exercise the right to call for early repayment of the loan rather than in accordance with the repayment schedule. 
Lack of transparency of business structure

Most ships are owned through a single-ship company.  This kind of company is often registered off-shore without the requirement for disclosing the identity of the registered share-holders, let alone the beneficial share-holders.  In such circumstances, leading bankers will often require a separate guarantee from an individual or an entity to undertake the repayment of loan. Further, prudent banks will also ask for an Assignment of Insurance Proceeds such that if a ship becomes a total loss, all the insurance proceeds from the hull underwriters and sometimes the P&I Clubs will be assigned to the lending banks.
Asymmetry of information

Information asymmetry is present in the shipping finance market. Shipowners who wish to obtain ship finance naturally know their financial strength, the vessels’ physical conditions and her potential earnings far better than the lender. Banks are financial services providers. They usually consider loans based upon documentation presented to them from shipowners borrowers. As a result, bankers largely rely on shipowners integrity in terms of providing documentation in respect of such shipowners’ financial strength and the ship yards’ or classification societies’ certificates in respect of a vessel’s physical conditions. Given that vessels’ value, particularly sea-going vessel’s relatively substantial value, bankers will have to carry out their own due diligence in verifying documentation submitted by borrowers so as to minimise any risks that may arise from shipowners’ misrepresentation, be it deliberately or negligently made. 
Moral hazards 

Shipowners may deceive bankers such as revising some clauses in charterparties presented to banks as regards the potential income that a vessel may yield. For instance, shipowners may submit a charterparty that include clauses not in the charterparty entered into with a charter. For instance, shipowners may add a clause that alters the running expenses of the vessel. As also set out in the above paragraph, shipowners may make an untrue statement in respect of their financial strengths and transfer income from mortgaged vessels to other companies. Thus, banks may face increased credit risks of shipowners not being able to repay the loans due to these kinds of moral hazards.

Adverse selections
Adverse selections may arise due to a number of reasons, such as bankers’ insufficient expertise in ship finance, failure to carry out proper due diligence on the documentation submitted by the borrowers, and imprudent decisions made under time constraints in an attempt to secure a borrower’s application often at an interest rate relatively higher  than the prevailing market rates. 
In Summary

Most ship finance banks are very experienced lenders in ship finance and are well versed in what documentation is necessary to determine an application for ship finance. Therefore, the above credit risks are relatively low to these kinds of experienced ship finance bankers. However, when the financial markets are flooded with high cash liquidity, some banks without extensive experience in ship finance are also keen to offer loan to shipowners in view of the often attractive interest margins.  This kind of banks are particularly vulnerable to the credit risks identified above. 
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