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Many vessels were purchased and
financed at a time when vessel values were
far higher than they are today.  
After attempts to restructure a loan have

failed, financiers often find themselves
considering enforcement at a time when
vessel prices are near historic lows.  
Consequently, the sale proceeds that the

financer can expect to receive through
enforcement are often significantly less
than the outstanding debt, whether the
vessel is sold through a court process or by
private treaty.  
At that stage, any parent company

guarantee is probably of limited value as it
is likely that the guarantor is also in
financial difficulties by the time the
guarantee is called.  
If parental support had been available

when vessel earnings were insufficient to
service the debt, the borrower probably
would not have defaulted on the loan
repayment in the first place.

Few bankers can pilot ships
It is, therefore, unsurprising that some

financiers are deciding not to sell
mortgaged vessels in the current market.  
Instead, they agree that the defaulting

borrower may "hand over the keys" in
return for a full release, with a view to
realising the value of the vessel later.  
It can take time to reach agreement, as

negotiations are often difficult and can
involve threats of Chapter 11 or similar

proceedings, but once agreed, this
consensual arrangement gives each party a
way out.  
Few financiers, however, are willing or

able to operate a vessel while they search
for better opportunities.  
There are commercial, legal and

reputational risks involved.  
Further, the financier will not want the

vessel on its balance sheet.
This is where warehousing comes into

play; in essence, this involves setting up an
external ownership structure to own a
vessel temporarily: the “warehouse." 
Depending on the financier's priorities,

warehousing is a consensual arrangement
that is worth considering alongside other
traditional enforcement options.  
Financiers optimistic about the longer-

term future can defer the sale until market
conditions improve to benefit from an
increase in price.  
For a financier preferring a shorter-term

solution, warehousing allows time to
arrange an orderly sale, which is likely to
achieve a better price compared with a "fire
sale" by private treaty or a court auction. 
The vessel, meanwhile, continues to

generate income.  
If the financier could see that the vessel

is put under better management compared
to that afforded by the defaulting borrower,
the vessel may well earn even more than it
did immediately before the warehousing.

Orphan warehouses
In setting up the warehousing structure, a

key factor for a financier will be to keep the

vessel off-balance sheet.  
While this is a matter for the auditors, as

a starting point the special purpose
company (SPC) acting as the warehouse
should be independent from the financier
in terms of ownership and management.  
Financiers typically seek to achieve this

by engaging a friendly shipping company to
set up the SPC.  
That shipping company (or its personnel)

will hold shares in the SPC and be the
SPC's legal and beneficial owner.  
As part of its maritime warehousing

services, it will also assist with the transfer
of title and possession from the defaulting
borrower and, thereafter, management and
marketing of the vessel.
Shipping companies, however, expect a

financial reward for offering maritime
warehousing services.  
Such reward can come in the form of fees

or commissions and can be substantial.  
Consequently, if the financier has an

affiliated leasing house with the expertise
to manage vessels through its preferred
ship managers, managing the vessel in-
house could be more cost-effective.  
This means that there can be good

reasons for a financier to choose not to
engage an external shipping company to
hold the shares in the SPC.  
If this is the case, it would be necessary

to set up the SPC as a standalone entity, i.e.,
an "orphan." 
The Cayman Islands has a particularly

useful structure for this, in which a
Cayman Islands professional trust company
holds shares in the orphan SPC.  
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The trust company then declares a trust
in respect of those shares.  
Among the various types of trust, the

Cayman STAR Trust – a trust to which the
Special Trusts (Alternative Regime) Law
1997 applies – proves useful for achieving
the objectives of vessel warehousing.  
This is because a STAR Trust can be

structured as a pure purpose trust.  
There is no need for there to be a

beneficiary, although there can be one if
desired, and the trust does not need to be
for charitable purposes.  
In the context of vessel warehousing, the

STAR Trust would be created for the
purpose of holding the shares in the orphan
SPC, and ensuring that the SPC acquires
the vessel, repays the loan that financed the
purchase and eventually sells the vessel.  
These would all be set out in a business

plan, which would be tailored to meet the
needs of the particular transaction and form
part of the trust deed.   

SPC is an orphan 
As the SPC is in an orphan structure, it is

not associated with any shipping company.
Its directors, therefore, will invariably be

provided by a local corporate service
company; those directors will have little
visibility of the vessel's activities.  
To satisfy themselves that they are able to

continue their appointment, the directors
would expect to receive detailed
information regarding the vessel, including
insurances, cargoes, management and
trading pattern from the ship manager. 

Management agreement
These requirements would be set out in

the management agreement.  
The management agreement would also

contain bespoke provisions under which
the SPC delegates various responsibilities
to the ship manager, including those which
are normally the owner's responsibilities. 

The SPC would also usually appoint the
ship manager as its advisors on all matters
relating to the vessel or as its sales agent. 
The rest is substantially similar to

conventional warehousing.  
Once incorporated, the SPC will

purchase the vessel from the defaulting
borrower; the purchase price would
normally correspond to the amount of the
non-performing loan or be a lesser amount,
depending on whether the financer chooses
to realise any loss at that stage. 

SPC takes out a loan 
To finance the purchase, the SPC will

borrow from the financier a new term loan
as well as a working capital facility to fund
its operations.  
It will provide standard vessel securities

to secure the repayment of the loan, and the
trustee will provide a third-party charge
over the shares in the SPC to enable the
financier to take ownership if desired.
In undertaking this transaction, the

financier is effectively loading the old debt
onto the new borrower.  
There will be an advance from the

financier to the SPC, a payment of the
purchase price by the SPC to the defaulting
borrower, and a repayment of the non-
performing loan by the defaulting borrower.
Repayment by the SPC of the new loan
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Warehousing structure with orphan company and STAR Trust

Key features  

 Takes over vessel pending market recovery 
 

 Loads old debt onto new borrower 
 

 Sells vessel when price increases 
 

 Sells vessel in orderly fashion 
 

 Earns income in the meantime 
 
 Offshore orphan structure useful if no 

external shipping company engaged 
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will be based on cash sweeps, executed as
and when there are available earnings.  
The cash sweep, however, is not the

main feature of warehousing.  
Financiers look instead to the eventual

exit from the structure, i.e., sale of the
vessel for recovery of the loan.

Tread carefully
It is important to tread carefully as any

warehousing arrangement can involve
complex issues, including: 

Shadow directorship – The financier
should avoid giving directions to the SPC. 
Loan documentation should not contain

provisions giving the financier control or
decision-making powers over the affairs of
the SPC.  
This is to avoid allegations of shadow

directorship, which is a concern in a
number of jurisdictions, and the associated
potential liabilities.  
Bear in mind that the SPC is an

independent entity: its interests are
separate from those of the financier, even
though the incorporation of the SPC
originated from the financier's initiative to
set up the warehousing structure.  
This is a unique feature of warehousing.
Balance sheet – Accounting advice is

essential to ensure that the structure is off-
balance sheet.  
For example, any revenue-sharing

arrangement should be thoroughly
reviewed by the auditors.

Maritime liens – Given that the vessel
will be transferred out of court, the
financier will have to settle all outstanding
vessel and trade liabilities before the
defaulting borrower transfers ownership to
the SPC.  
It is difficult, if not impossible, to

ascertain the extent of such liabilities.  
The defaulting borrower should be

requested to provide details of all liens and
vessel and trade liabilities known to it.  
The financier should consider requiring

the SPC to obtain maritime liens insurance
to mitigate risk.
The likelihood of liability, however, may

not justify the cost of such insurance. 
Limited recourse – Unlike a commercial

loan, the directors of the SPC will
invariably require a limited recourse clause
in the loan documentation.  
Such a clause would stipulate, among

other things, that the amount recoverable
by the financier under the loan
documentation may not exceed the
proceeds of the charged property i.e., the
vessel securities.  
That ensures that the SPC can never be

insolvent by reason of the loan advanced to
it as a warehouse.  
This is an important protection for the

directors, who would be keen to avoid
becoming director of an insolvent company.  
Financiers will accept such clauses in

warehousing transactions, although the
ambit of the limitation can be negotiated. 

Indemnities – The directors may request
that the financiers give them an indemnity
because the directors risk incurring
personal liabilities in assisting with the
warehousing transaction.  
Whether the financier will agree is a

matter of negotiation; suffice to say that if
the financier is a bank, it is unlikely that it
would be prepared to do so unless there are
special circumstances. 

Costs – Setting up, maintaining and
winding down a warehousing structure
comes with its own costs.  
This makes it more suitable as a medium-

to-long term arrangement.  
Financiers should carefully analyse the

outlook for the market before taking steps
to set up the structure, and this analysis is
key to determining whether warehousing is
the best course of action for a particular
transaction to maximise recovery.

Weighing up the options
Warehousing is not a mainstream

recovery strategy in shipping, yet it can be
a viable option for many ship financiers.  
It is time to start including it as one of

the possible exit strategies to be considered.  
With owners and financers expecting

better times ahead, and experts predicting a
bumpy recovery of the shipping market
after one of the longest downturns in the
past century, it appears as though
warehousing will remain a sensible
alternative to enforcement for a while.  
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