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EXECUTIVE SUMMARY

The European Commission and European Parliament are currently working on establish-
ing a pan-European covered bond framework in order to harmonize the heterogeneous 
landscape of national covered bond frameworks.

A key innovation under discussion is a differential treatment of covered bonds as basis 
for risk-weighted assets and capital ratio calculations. The current proposal suggests 
three classes of covered bonds. First, the so-called premium covered bonds, second, 
regular covered bonds, and third, European Secured Notes (ESN). These three types 
also have an impact on the future discussion on the eligibility of distinct asset classes 
for preferential treatment in Article 129 of the Capital Requirements Regulation (CRR). 
Only premium covered bonds, which under current legislation allow public loans, real 
estate mortgage loans, and loans backed by ship mortgages as cover assets, are  
considered for preferential treatment.

Ship financing has had its image tarnished as a result of the challenges ship lending has 
created for a few German banks. However, it is important to highlight that the lending 
activity that created the problems for German banks was not in accordance with the 
sound principles underpinning the issuance of ship covered bonds.

In this paper, we argue that there are several good reasons not to change the long-
standing legislation on ship covered bonds, which is similar to mortgages. In par- 
ticular, there are the following arguments in favor of keeping ships within the pre-
ferred treatment of Article 129 CRR:

 • Ship covered bonds have a zero default track record. The established frameworks 
in the respective countries have shown their prudence and strength even during the 
recent shipping crises. There were no defaults on ship covered bonds. As a result, 
capital market participants regard the quality of ship covered bonds—and ultimate-
ly of the asset pool—as more or less similar to that of real estate covered bonds. 

 • Ship covered bonds are an established instrument. In the two largest European 
covered bond markets, Germany and Denmark, ship covered bonds and real estate 
covered bonds belong to the traditional refinancing landscape. In Denmark, the 
issuance of ship covered bonds essentially reaches back to 1961, and ship covered 
bonds have been considered equal to mortgage bonds and have been similarly 
regulated. In Germany, ship covered bonds were established in 2005. 
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 • There is no market distortion in the common market’s transport industry from 
granting ship covered bonds preferential treatment. Ships receive adequate treat-
ment reflecting their risk profile. Moreover, transport industries such as trains, 
ships, and airplanes do not compete against each other because they are not 
usually suitable substitutes, making market distortion unlikely.

 • Ship valuation for the cover pool is transparent and effortless. It is based on 
observed market values of comparable vessels depending on a few specifications, 
such as type, size, and age. Internationally active shipbrokers record vessel sale 
transactions and ensure the worldwide transparency on the secondhand vessel 
market.

 • Ship repossessing is reliable thanks to international legal and procedural stan-
dards. In addition, positioning systems enable the worldwide identification of 
vessels at any time at any place. The geographic mobility together with the bank’s 
authority to give directions allows the ship to be moved to a preferred legal 
system.

 • The secondhand vessel market is sufficiently liquid and ships could be sold within 
a reasonable time through the cycle. The liquidity of the vessel market turned out 
to be above that of most real estate markets during the crisis.

 • Increased use of ship covered bonds by banks could also be an instrument to 
improve financial stability in Europe where more than €200 billion in ship loans are 
outstanding. Adhering to the covered bond lending criteria could help avoid another 
scenario as recently experienced by some German banks.

 • The shipping industry is crucially important for the EU. Shipping is an enabler for 
international trade and thus serves as a cornerstone for other industries. In 2015, 
the shipping industry contributed around 2.1 million jobs and €140 billion of 
induced GDP to the European economy. 
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 • China’s industry policy endangers jobs in Europe’s shipping industry by subsidi- 
zing its own shipping industry via cheap funding for shipyards and aggressive 
financing conditions for shipowners. With the financing of ships shifting towards 
Asia and especially China, qualified jobs will follow, as it is important to any 
industry to have good relations to the financing market. China will be tempted to 
use its power in the ship financing market to exercise an industry policy in favor of 
domestic players. To face this global competition, the ship covered bond is a 
suitable instrument for promoting the ship industry—and the ship financing indus-
try—in all EU countries.

To sum up, we see three key reasons why ships should maintain their status as eligible 
assets for covered bonds and receive preferential treatment pursuant to Article 129 of 
the CRR. First, ships are high-quality long term assets, that can be repossessed 
globally, and current preferential treatment is appropriate in light of their low un-
derlying risk. Second, ship covered bonds have an excellent record of accomplish-
ment and proved to be resilient in a major crisis. Third, excluding ship covered 
bonds from CRR preferential treatment would limit the potential of the ship finan- 
cing industry in the EU and ultimately weaken Europe’s shipping industry, impacting 
direct and indirect employment negatively.

Furthermore, we see no market distortion in the common market’s transport in- 
dustry from granting ship covered bonds preferential treatment. Trains, trucks, and 
airplanes are not real substitutes for ships, making market distortion unlikely. In the 
few cases where there is an overlap in intra-European cargo transport, the EU is pro-
moting shipping as a sustainable and more environmentally friendly mode of transport 
to lessen the load on Europe’s strained road system. 

Based on our analysis, we recommend that ship covered bonds continue to be con-
sidered “premium covered bonds,” with eligibility for preferred capital treatment 
under Article 129 CRR.
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1 Introduction

 
Covered bonds are bonds issued by a bank or mortgage institution and are subject by 
law to special public supervision designed to protect bond holders. Proceeds deriving 
from the issue of these bonds must be invested in conformity with the law in assets 
which, during the whole period of the validity of the bonds, are capable of covering 
claims attached to the bonds and which, in the event of the failure of the issuer, 
would be used on a priority basis for the reimbursement of the principal and payment 
of the accrued interest (Basel Committee on Banking Supervision, 2014).

In 2015, during the process of the EU’s action plan to build a capital market union in 
the EU, the European Commission reviewed the established frameworks and regula-
tions on covered bonds. As the European framework relied on principle-based regula-
tion, the actual implementation was incumbent on member nations’ discretion. This 
has led to a heterogeneous landscape of national frameworks in the member states. 
Consequently, the EU started an initiative later in 2015 to harmonize this heteroge-
neous covered bond market via a pan-European covered bond framework. 

The EBA, ECB, and the European Parliament have published various reports on their 
views of the future of a harmonized covered bond framework (please see chapter 3.2 
for details). In addition, industry associations and other stakeholders have submitted 
their opinions addressing the harmonization effort. After those initial discussions and a 
subsequent consultation phase, the next step ahead is a draft directive and regulation, 
expected in early 2018, which the European Council and European Parliament need to 
sign. 

One point of the discussions is the eligibility of asset classes, used as collateral in the 
bonds’ cover pools, for preferential capital regulatory treatment. Precisely, the pref-
erential treatment of distinct asset classes is defined in Article 129(4) and (5) of the 
Capital Requirements Regulation (CRR) and the eligibility of qualified assets in Article 
129(1). Preferential capital treatment of low-risk assets is beneficial for financial insti-
tutions, requiring them to hold an appropriate amount of equity reflecting the risk of 
the assets and thus lowering their cost of equity. In current reports by the European 
Commission, European Parliament, EBA, and the ECBC there are diverging opinions as 
to which assets should qualify as eligible according to CRR 129(1). They do agree that 
public loans and real estate mortgages qualify as eligible assets for preferential capital 
treatment and SME loans do not.

Other asset classes however, are met with opposing views. The EBA discussed the eligi-
bility of aircraft loans and considered them ineligible (EBA, 2014). Regarding shipping 
loans, there are also different views, and it has been suggested that further analyses 
of their eligibility should be carried out.

So far, no evidence-based analysis has been presented in the reports mentioning the 
eligibility of shipping loans secured by maritime liens as qualified assets for the cover 
pool. Based on the previous reports and varying opinions, we see the necessity to dis-
cuss the eligibility of ship covered bonds for preferential capital treatment in detail 
and in the wider shipping industry context.
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The remaining structure of the report is as follows:

In chapter 2 we introduce the EU shipping industry. We highlight the industry’s impor-
tance for the EU, elaborate on the importance of the financing function within the 
shipping value chain, and provide an overview of the shipping segment’s crises and 
their root causes.

In chapter 3 we discuss covered bonds in general, focusing on the product’s safety 
mechanism, the current harmonization process and the eligibility for preferential capi-
tal treatment.

In chapter 4 we discuss the ship covered bonds market’s dynamics and historical per-
formance. We focus on relevant criteria that allow a judgement of the quality of the 
asset class. Last, we compare CRR eligible cover pool assets by selected attributes.

After a detailed view on ship covered bonds we touch in chapter 5 on the level playing 
field for the European shipping industry before we show in chapter 6 that ship covered 
bonds, if used more widely, may actually have a positive impact on financial stability 
in Europe. 
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2 The EU Shipping Industry

 
In this chapter, we first discuss the importance of the shipping industry for the Europe-
an Union. Second, we briefly explain the shipping industry’s key stakeholders and the 
role of financial institutions in financing their operations. Finally, we discuss the ship-
ping crisis and its root causes, also focusing on what went wrong in the few banks that 
have suffered in recent years due to their shipping exposure.

2.1 Importance for the EU
As stated by the European Commission, shipping is a crucial industry for the EU, as it 
expands the supply chain of logistics companies and secures EU countries’ import and 
export business (European Commission, 2015). According to Reuters, 90% of world 
trade is transported by sea (REUTERS, 2016). Moreover, shipping facilitates 90% of the 
EU’s external trade and 40% of trade in the EU (ECB, 2017). In addition, over 400 mil-
lion passengers use European ports (European Commission, 2017), spending money in 
the respective countries. Shipping is also an enabler for other industries that are high-
ly dependent on sea transport and is thus of strategic importance for the EU—now and 
in the future. Two aspects that illustrate the industry’s importance are its contribution 
to the European economy in terms of GDP and its contribution to the EU labor market. 
There are several reports, for example from Oxford Economics, SEO Amsterdam Eco-
nomics, and the European Commission that underpin these two aspects.

GDP Contribution
The shipping industry had an overall GDP contribution of €140 billion in 2015 (Oxford 
Economics, 2017). This combines a direct GDP contribution of €54 billion, an indirect 
contribution of an additional €57 billion, and an induced contribution of €29 billion. 
That totals €140 billion, which is more than the GDP of Hungary (approximately US$122 
billion in 2015) with a population of 9.8 million.

Direct effects derive from value creation in the shipping industry itself (e.g., freight 
transport or passenger services). Indirect effects include shipping-related value cre-
ation in connected industries such as financial services and insurance. Induced effects 
comprise value creation derived from the private spending of shipping employees in in-
dustries such as housing.
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EU Labor Market
The shipping industry contributed 2.1 million jobs to the EU labor market in 2015 (Ox-
ford Economics, 2017). This combines a direct contribution of 640,000, an indirect 
contribution of additional 980,000, and an induced contribution of 477,000. The ma-
jority of the directly employed workforce (374,000) works in freight transport, fol-
lowed by 191,000 in passenger transport. By comparison, the aircraft industry directly 
offers 1.7 million jobs (SEO Amsterdam Economics, 2016) and the railway industry di-
rectly provides 577,000 jobs (European Commission, 2015). Of particular note is the 
fact that the shipping industry’s job profiles vary widely from highly qualified to rather 
low qualified manual labor profiles. Considering the amount of manual labor required, 
there are limited options for shifting these jobs to other industries.
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Source: Oxford Economics, 2017.
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2.2 Importance of Financing for Key Shipping Stakeholders
Bank financing plays a major role for the various stakeholders in the shipping industry 
due to its asset-intensive nature. Shipyards construct the vessels and additionally pro-
vide maintenance services. Their key financing needs are for capital expenditures, for 
raw material, and for vessel construction. Ship operators and shipowners manage the 
vessels in their various business models. In addition to their operations, they also need 
to finance vessel purchases and cargo. Ports and terminals provide the required infra-
structure for vessels and serve as an interface to land transport. Exhibit 3 shows the 
key stakeholders and their major financing needs.

Banks give loans to the different stakeholders to finance their operations and capital 
expenditures. Ship financing covers all financial affairs that relate to vessels’ financing 
(highlighted in yellow). In particular, this applies to prefinancing vessel construction 
and ship operators’ vessel purchases. Next to deposits from private sources, banks is-
sue refinancing instruments such as covered bonds, unsecured bonds, or as-
set-backed securities to investors such as pension funds, trusts, or central banks (e.g., 
covered bond purchases in quantitative easing programs) in order to generate funding 
for their own operations. Please see chapter 3.1 for further details on the refinancing 
instruments.

2.3 Shipping Segment Crises and Their Root Causes
The shipping market has gone through some difficult periods. However, it is important 
to differentiate between the various segments of the shipping market when we talk 
about the recent crisis in shipping in 2008 and the years that followed. A view of the 
distinct segments shows that there was no single, overall shipping crisis but rather cri-
ses in some of the shipping-market segments at different times. This subchapter (1) 
provides insights on the root causes, (2) provides an overview of the historical devel-
opment of the ship industry’s key performance indicators, and (3) gives an overview of 
the role of financial institutions in the shipping segments’ crises.

Key shipping stakeholders and their financing needs

Banks

Ship Operators/OwnersShipyards Ports and Terminals
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Vessel purchases•
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Exhibit 3.
Source: BCG illustration.
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Root Causes of the Shipping Segment Crises
The shipping industry serves the global economy by enabling energy, intermediate 
products, and goods to be made available on a local level when needed. Consequently, 
the industry is dependent on global trade, but more importantly, on the underlying 
forces driving global trade. First, we discuss global issues that have affected shipping 
segments’ performance before having a brief look at some of the major segments indi-
vidually. 

The root causes for the crises in many of the major shipping segments can in broad 
terms be traced back to when China entered the World Trade Organization (WTO) in 
2001. This marked the beginning of an unprecedented shipping boom, or commodity 
boom, lasting until 2008 when the financial crisis curbed growth in large parts of the 
global economy. 

Up until 2001, developed countries had been accountable for generating the majority 
of global economic growth and seaborne trade, which kept the shipping markets rela-
tively stable. However, China’s integration into the world economy boosted globaliza-
tion and global trade significantly, much beyond general expectations. A large and 
cheap workforce enticed many Western businesses to outsource production to China, 
which elongated supply chains and created a seemingly insatiable demand for raw ma-
terials and fossil fuels. As a result, GDP growth was very resource-intensive during that 
period, making it highly correlated with seaborne trade—seaborne trade grew much 
more strongly than global GDP in that time frame. China was the main driver of sea-
borne growth, and from 2000 to 2008, its demand for seaborne imports grew by an an-
nual average rate of 17%, compared to 1.5% in North America, Europe, and Japan. 

The world fleet could not keep up with demand growth, given the long lead time from 
placing an order to delivery, and freight rates and ship prices, especially those of sec-
ondhand vessels, increased markedly. To accommodate the growing demand, shipyard 
capacity expanded rapidly, especially in China. The amount of new orders for ships still 
grew significantly, growing to more than 50% of the fleet in 2008.

  

Growth rates—global seaborne trade versus GDP China
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Exhibit 4.
Source: Bloomberg, 2017; IHS Global Insight, 2017.
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When the financial crisis hit in 2008, the shipping markets experienced a dramatic cor-
rection in freight rates and ship prices. The economic slowdown in the West stifled 
consumer spending and thereby also demand for Chinese manufactured products and 
seaborne trade in general.

The slower growth in demand was not reflected in the number of orders, and a large 
number of new vessels poured into the fleet in the following years. Overcapacity be-
gan to build up in many shipping segments, which kept freight rates and ship prices 
low. On top of that, the large expansion of shipyard capacity encouraged shipowners to 
continue ordering more vessels at low prices, prolonging the overcapacity issues in 
some segments. The situation was exacerbated by the long average lifetime of vessels, 
and thus, low replacement rate, which hindered a short-term fleet adjustment in 
counterbalancing the slowdown in demand. Nevertheless, the industry started to scrap 
vessels prematurely to reduce the overcapacity, which improved the market balance 
but also increased the pressure on secondhand prices temporarily.

Many shipping segments are still dealing with the repercussions of the shipping boom, 
but the industry is moving back towards the long-term mean. 

Demand and overcapacity issues affected the major shipping segments at different 
points in time, highlighting the natural diversification in the shipping market, since 
each segment has its own distinct drivers that steer demand. The number of vessels 
per segment in exhibit 5 shows how diverse the shipping market is.

 
To exemplify the diversity of drivers of the segments, some of the major segments are 
listed here.

 • Tanker: Demand is influenced by the demand for oil and locations for oil explora-
tion and refining. Oil price development also has a direct influence on consumption 
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Exhibit 5.
Source: IHS Maritime World Register of Ships, 2017; Clarkson Research Database, 2017.
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 • Bulk carrier: Key drivers of the dry-bulk segment include the demand for iron ore 
and coal. The demand for commodities is linked to macroeconomic trends and 
changes in consumption patterns (e.g., renewable energy versus coal).

 • Off shore: Demand is linked to the price of oil, which in turn determines the 
attractiveness and growth of off shore oil exploration compared to other, cheaper 
methods of oil and energy production.

 • Container: The driver is the demand for transported freight, for example electron-
ic goods for private consumers or machinery for business customers.

Overview of Key Performance Indicators of the Shipping Industry
The following exhibit shows the development of earnings across tankers, bulkers, con-
tainer ships, and gas carriers from 1990 to 2017 (known as the ClarkSea Index).

What becomes obvious is that during the boom phase 2002-2008, the huge demand 
more than doubled voyage freight rates compared to historical levels. Comparing the 
average before and after the crisis, the rates in the last 7–8 years (average of 11,800 
in 2009–2017) were close to the historical average prior to the boom phase (average of 
12,800 in 1990–2002). Looking at the voyage freight rates, the crisis was actually a cor-
rection back to the long-term average after the very steep increase between 2002 and 
2008.

Looking at the vessel prices as shown in the graph below gives the same picture. Simi-
larly, there was a steep increase between 2002 and 2008 followed by a correction back 
to the long-term average afterwards. In summary, in terms of charter rates and ves-
sel prices, the shipping market has returned to its long-term average.
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Exhibit 6.
Note: Earnings are calculated based on voyage freight rates. Voyage freight rates are not adjusted for inflation, nor do they 
reflect the impact of technological advantages over time. However, we assume that both factors are contrary to each other and 
partly balance each other out.
Source: Clarkson Research Database, 2017.
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How Some Financial Institutions Were Affected by the Shipping 
Crises

Several aspects related to the business conduct of financial institutions in the financ-
ing of vessels during the boom phase increased the vulnerability of the institutions in 
question and raised doubts about the eligibility of ships.

 • Leverage that was too high as a result of an underestimation of risk: Banks 
fi nanced many loans with too much leverage due to inaccurate risk assessment 
during the shipping boom phase. One of the reasons for this was the failure of 
traditional, model-based risk management mechanisms. Those mechanisms rely on 
historical data and thus on the subjective selection of an adequate time series. 
Since the last shipping crisis in the 1980s, some models using the time series of the 
last 10–15 years only considered the boom phase between 2002 and 2008. Risk 
assessments were thus overoptimistic and resulted in relaxed credit conditions for 
shipowners, such as low equity requirements.

 • Inadequate use of Kommanditgesellschaften (KGs): KG structures were used in 
Germany and were initially an excellent system for infusing private money into the 
market. During the years before the fi nancial crisis of 2008, there were many banks 
fi nancing loans to KGs during the construction phase of new ships. Those KGs mainly 
belonged to private individuals that took advantage of tax incentives by investing in 
those KGs. When the market heated up, banks often provided loans far beyond an 
LTV of 60% and de facto pre-fi nanced the equity of the KG funds. The lending terms 
did not conform to the guidelines for ship covered bonds and the loans were not 
fi nanced by ship covered bonds (and thus not placed in separate cover pools) but 
rather formed part of the bank’s normal loan books. When the fi nancial crisis 
started, it was no longer possible to raise the equity portion of the KG and banks 
got stuck with the vessels, with some still in the yard. This was eff ectively the end 
of the KG system in shipping, and the high exposure on individual loans caused by 
100% LTV fi nancing is what ultimately destabilized the fi nancial health of some 
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However, we assume that both factors are contrary to each other and partly balance each other out.
Source: Clarkson Research Database, 2017.
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German ship financiers. Additionally, the low equity buy-in of operators, diverging 
opinions, and complicated internal structures hindered the business-steering and 
remediation processes because many private individuals were part of those KGs.

 • Imbalanced funding structure: Unlike as required in connection with the issuance 
of covered bonds, the refinancing of many banks was short-term while lending was 
long-term due to the long lifetime of ships. This imbalance was used to maximize 
net interest margin, but also exposed banks to severe refinancing and liquidity risks 
as a side effect.

Role of Ship Covered Bonds in the Crises
Records show that no covered bonds with ships as an underlying cover asset default-
ed during and after the economic crisis. Moreover, new issuances continued in spite of 
the crisis. For further elaboration on the performance and potential stabilizing role of 
covered bonds during the crisis, please see chapters 3.1 and 4.3.
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3 Covered Bond Safety Mechanism and Harmonization 
   in the EU

 
In this chapter we explain the covered bond instrument and, in particular, its safety 
mechanisms. We provide a summary of the current harmonization process before we 
summarize the status quo on the discussions about asset classes’ eligibility for prefer-
ential capital treatment.

3.1 The Covered Bonds Instrument and Its Safety Mechanisms
The covered bond instrument is a refinancing instrument. Banks provide financing in 
the form of loans and receive refinancing, inter alia, by issuing debt instruments such 
as covered bonds.

In general, most investors in covered bonds are pension funds, trusts, central banks, or 
other financial institutions. A common characteristic of this investor group is their in-
vestment strategy. They usually follow a long-term, conservative buy-and-hold strategy 
and thus choose instruments with long maturities and stable returns. Covered bonds 
address exactly these demands.

Even though the situation has been volatile in recent times, as witnessed by three ma-
jor financial crises (the real estate subprime crisis in 2008, bank crisis 2009–10, and 
European sovereign debt crisis 2010–12), no issuer has ever defaulted on any type of 
covered bond (neither for public, nor real estate nor ships). It is noteworthy that sev-
eral banks received state support during the crisis. However, no satisfactory conclusion 
can be drawn in retrospect as to whether covered bonds would have defaulted without 
state intervention at an issuer level. 

To assess the risk for investors, covered bonds receive ratings by credit rating agencies 
like Standard & Poor’s, Moody’s, or Fitch. In general, independent of the rating agency, 
covered bond ratings are a function of the issuer’s credit risk assessment (rating 
floor) and an uplift based on the evaluation of the underlying cover pool quality. The 
quality of the cover pool depends to some extent on the level of insolvency remoteness 
and the level of structural mismatches (term structure, currency, and interest rate 
structure).

Investor
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Loans to borrower 
(asset-backed)

Cover pool
(covered bond's

underlying assets) 

First protection layer

Second protection layer

Third protection layer

Exhibit 8.
Source: BCG Illustration.
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What differentiates covered bonds from other refinancing instruments is dual re-
course, a highly effective security mechanism protecting investors. In case of default 
on covered bonds, bondholders have three claims: First, against the issuer of the loan, 
second against its borrowers, and third, as a last resort, against the cover asset pool 
(see exhibit 8). 

The covered bond is different from other common refinancing instruments, such as 
mortgage-backed securities (MBS) or unsecured bonds. Exhibit 9 illustrates their pro-
tection layers. The covered bond instrument provides the best combination of all 
three protection layers.

The first protection layer is issuer liability. For the covered bond, the issuer is liable 
for 100% of the security’s nominal face value—the same holds true for the issuer of un-
secured bonds. In contrast, issuers of MBSs are only liable for their stake of the equity 
tranche of the structured instrument, which is usually 3–5% of the security’s nominal 
face value.

The second protection layer is borrower liability. For the covered bond and MBS, the 
borrower is liable for 100% of the nominal value. By comparison, the secondary protec-
tion layer is not applicable to the unsecured bond.

The third protection layer is collateral or cover pool. For covered bonds, collateral is 
assessed within prescribed, prudent frameworks. In contrast, eligibility and valuation 
of MBS collateral follows general—nonbinding—market standards. Investors consequent-
ly have a more difficult time assessing the substance and quality of MBS collateral than 
that of covered bonds. For unsecured bonds, the third protection layer is not applica-
ble.

In case the issuer of a covered bond becomes insolvent, the cover pool gets frozen, 
and cash flows (repayment, interest) generated by the loans in the cover pool are allo-
cated directly to covered bondholders to satisfy their claims (principal and interest of 
the bond).
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Safety mechanisms in 
% of nominal value 

100%

Unsecured bondCovered bond

100%100%

> 100%
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167%

100%
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Mortgage-backed security 

0%

Safety mechanisms of refinancing instruments in comparison Illustrative

Exhibit 9.
Source: BCG illustration.
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In summary, investors in covered bonds benefit from a unique three-layer security 
mechanism. The third protection layer (cover pool), covers the face value of covered 
bonds by more than 160%.

3.2 Overview of Covered Bond Harmonization in the EU
As described previously, the EU intends to develop a pan-European covered bond 
framework to harmonize the heterogeneous covered bond market. Exhibit 10 shows 
stakeholders’ reports over time. 

In 2014, the EBA published a first report about the preferential treatment of covered 
bonds. In regard to ship covered bonds, the latest report by Richard Kemmish et al. 
from the European Commission suggests undertaking a review of the eligibility of 
ships, standing in contrast to other views, which suggest that ships should not qualify 
for preferential treatment. The next step is a Draft Directive, which is expected for 
early 2018 and that the European Council and European Parliament need to sign. 

3.3 Overview of the Eligibility for Preferential Capital  
      Treatment
For covered bonds, the current capital charge requirements according to the CRR dif-
ferentiate between asset classes in the cover pool to reflect their underlying risk pro-
file adequately—the so-called preferential capital treatment. As of today, loans se-
cured by commercial real estate property, loans secured by maritime liens, and 
loans secured by central governments, the ESCB central banks, public sector enti-
ties, regional governments, or local authorities benefit from the preferential treat-
ment. 

The CRR is one of the two legal acts of the new Capital Requirements Directives (CRD 
IV) established in 2013. Its purpose is to ensure that banks have funds in sufficient 
quality and quantity to cope with credit risk, market risk, operational risk and settle-
ment risk (European Union, 2013). The CRR is key to ensuring the stability of the finan-
cial system and increasing resilience to market turmoil and crisis.

2014 2015 2016 2017

EBA report:
Opinion of the European Banking 
Authority on the preferential 
treatment of covered bonds

Jul DecJan Mar

Apr

Sep

EBA: European Banking Authority EC: European Commission ECBC: European Covered Bond CouncilEP: European Parliament

EC consultation document: 
Covered Bonds in the 
European Union

EBA report: 
Recommendations on 
Harmonization of Covered 
Bond Frameworks in the EU

EP by Bernd Lucke: 
Draft report: Towards a 
Pan-European Covered Bonds 
Framework

ECBC: 
Response to the European 
Commission's Consultation Paper on 
Covered Bonds in the European Union

EC by Richard Kemmish et al.: 
Covered Bonds in the European 
Union: Harmonization of Legal 
Frameworks and Market Behaviors

Exhibit 10.
Note: The response of vdp, the German Pfandbrief Association, was largely integrated in ECBC response.
Source: EBA, EC, ECBC, EP.
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The CRR prescribes that banks must reserve their own funds (capital charge) for any 
risk they incur (e.g., credit risk, market risk). Capital charges depend on factors such 
as risk weights, which reflect the risk level of an investment in specific instruments. 
To adequately reflect the safety mechanism (dual recourse, cover pool), ship covered 
bonds benefit from lower risk weights compared to similar senior unsecured bonds.

In the aforementioned papers, the differentiated capital charges for asset classes of 
the cover pool were an important part of the discussions. The quotations below ex-
press the different stakeholders’ opinions and highlight some of the criteria that de-
fine the eligibility of assets for the preferential treatment of covered bonds in the 
opinion of the respective author. Examples mentioned include good historical perfor-
mance, the long-lasting nature of the asset, easy valuation, and assured reposses-
sion of the underlying assets (Richard Kemmish et al., 2017); (Bernd Lucke, 2017).

EBA Report (2014)
Based on the qualitative and quantitative evidence included within this report the EBA 
considers that it would not be appropriate to include loans secured by aircraft liens 
among the underlying asset classes eligible for the risk weight preferential treatment 
provided for in Article 129 of the CRR [emphasis added].

European Commission Consultation Document (2015)
Having regard to the EBA’s analysis and recommendation on this matter, the Commis-
sion does not intend to make any proposals at this juncture to amend Article 129 of 
the CRR in order to include aircraft loans as eligible assets. The Commission, however, 
intends to seek feedback from stakeholders on the appropriate treatment for securi-
ties backed by loans that fund non-financial activities (which would include not only 
aircraft but also ship and SME loans) [emphasis added].

ECBC Response to the EC Consultation Paper (01/2016)
With regards to existing regulatory treatment, we note that CRR Art 129 (g) allows as 
eligible collateral for covered bonds with preferential risk-weighting loans secured by 
maritime liens on ships up to the difference between 60% of the value of the pledged 
ship and the value of any prior maritime liens. A removal of the preferential 
risk-weighting could have negative consequences for this asset class.

EBA Report on Harmonization of Covered Bonds (12/2016)
With regard to cover assets, in line with the conclusions from the 2014 EBA report, the 
EBA recommends that the scope of the cover assets should not be widened. Further-
more, the EBA considers that loans to small- and medium-sized enterprises (SMEs), in-
frastructure loans and loans to additional non-public debtors should not be considered 
as eligible cover assets for preferential treatment, and further impact analysis should 
be conducted on the eligibility of ship loans as eligible cover assets  
[emphasis added].
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Bernd Lucke, rapporteur to the European Parliament (03/2017)
The success of CBs can be pinned down to essentially two factors: 

(1) economically, to the existence of collateral in the form of high quality assets of a 
long-lasting nature which are easily valued and repossessed, i. e. mostly mortgages 
and government bonds 

(2) institutionally, to the existence of a legal and supervisory framework which guaran-
tees dual recourse for the investor, the segregation of the cover pool and special pub-
lic supervision. […]

The EBA is also sceptical towards movable assets such as ships (and aircrafts), which, if 
moved out of the EU, may be difficult to repossess. […]

Therefore, your rapporteur proposes a European directive which clearly defines and 
distinguishes two types of assets: Covered Bonds (CBs) and European Secured Notes 
(ESNs). Common to both types of securities would be the principles of a legal and su-
pervisory framework (2). The label “covered bond” would be used if and only if the se-
curities also satisfy (1) and, hence, only CBs would be able to qualify for preferential 
regulatory treatment. To avoid unnecessary disruptions in smoothly working CB mar-
kets, your rapporteur further suggests to define CBs building closely on Article 129 
of the CRR1. […] [emphasis added]

European Commission by Richard Kemmish et al. (04/2017)
It has been proposed variously [by stakeholders] that the underlying assets should have 
an appraisable value, that security over a physical asset should exist and be legally en-
forceable, the ability to repossess an asset and that the assets should be long-term. 
Based on these criteria, it could be argued that ships and aircraft are more appropri-
ate asset classes for inclusion in the eligibility criteria than loans to SMEs. […] 

It was pointed out that ship mortgages have long been eligible assets without differen-
tiation from bonds backed by real estate mortgages in both national and EU legisla-
tion. There is a long track record of ship covered bonds maintaining a high credit 
standing and substantial historic[al] evidence suggesting that the actual credit quality 
is comparable with that of other eligible asset classes. Therefore, on the principle that 
any changes to existing legislation should be evidence based, it was suggested that 
there was no case currently to exclude the asset class [emphasis added]. […]

[Conclusions] The definition of assets eligible for prudential treatment is an ongoing 
discussion and, over time, asset classes that are not currently eligible for prudential 
treatment may have established a sufficient track record that would justify it. […] Fol-
lowing EBA comments regarding ships, we suggest it undertakes a review of the eligi-
bility of this asset class similar to its analysis of certain asset classes in 2014 [empha-
sis added].

 

1. This limits cover pool assets to mortgages, public loans or assets with state guarantees. Deviating slightly from the CRR, 
ships should not qualify for CBs.
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So far, there is no prevailing opinion whether ships should be maintained as eligible 
cover pool assets of CRR compliant covered bonds. Concerns refer especially to the ef-
fectiveness of repossessing in case of asset liquidation, the valuation of ships, and the 
potential market distortion caused by the preferential treatment. On the other hand, 
the record of accomplishment of ship covered bonds suggests a credit quality similar 
to covered bonds with other eligible asset classes in the cover pool.
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4 The Ship Covered Bond

 
Chapter 4 focuses in-depth on covered bonds secured by maritime liens, so-called ship 
covered bonds. We provide an overview of the regulatory frameworks and the market 
and its performance. We discuss the key criteria for assessing the cover pool eligibility 
of ships and compare the qualities of CRR-eligible cover pool asset classes.

4.1 Regulatory Frameworks for Ship Covered Bonds
Currently, six national frameworks list ships as eligible cover assets for covered 
bonds. They are Germany, Denmark, Greece, Cyprus, the Netherlands, and Luxem-
bourg (ECBC, 2016). 

Since Germany and Denmark are the largest ship covered bond markets by number of 
issuances and volume, we focus on these two markets and their national frameworks in 
the further discussion. Both countries show strong national legal frameworks for cov-
ered bonds. 

In Denmark, the issuance of ship covered bonds reaches back to 1961 (referred to as 
gilt-edged bonds before the Covered Bond Act came into force). A preferential status 
of ship covered bonds with a risk weight of 10% was implemented in Denmark in accor-
dance with UCITS. Later, the Danish act on covered bonds, following the introduction 
of CRD III on a European level, came into force in 2007. Before this act, national regu-
lation was in place. 

In Germany, the Pfandbrief Act has been regulating the use of covered bonds and the 
eligible cover assets since 2005 with several amendments in 2009 onwards, such as the 
introduction of aircrafts as eligible cover assets.

The example of Germany and Denmark shows the long-standing history of ship covered 
bonds in the European Union. 

4.2 The Ship Covered Bond Market and Investor Landscape
As of August 30, 2017, ship covered bonds with a volume of €6.5 billion were outstand-
ing in the EU (see exhibit 11). The majority of these bonds (€4.6 billion) were issued 
by Danish Ship Finance while the remainder comes from five German banks (predomi-
nantly DVB Bank SE and HSH Nordbank AG). 
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In general, most investors in covered bonds are pension funds, trusts, central banks, or 
other financial institutions. This is also the case for ship covered bonds as outlined in 
exhibit 12 for the example of Denmark. 

In Denmark, conservative investors (mainly pension funds and trusts) have traditionally 
held large shares of outstanding ship covered bonds. They increased their relative and 
absolute share in outstanding ship covered bonds from about 40% in January 2009 to 
roughly 65% in April 2017 (Danish Statistic Office, 2017). This large share of conserva-
tive investors illustrates that ship covered bonds enjoy a high reputation when used in 
accordance with prudent regulation—investors perceive them as a long-term, low-risk 
instrument.

Outstanding ship covered bonds by issuer domicile

DK GER

In B€

4.6, Danish Ship Finance

Bremer Landesbank, 0.1

DVB Bank SE, 0.7

NordLB, 0.1

0.0, Commerzbank AG

1.1, HSH Nordbank AG

4.6

1.9

71%

29%

Exhibit 11.
Note: ECBC discloses a lower volume than Bloomberg since ECBC considers only ECBC-labeled bonds; total outstanding 
volume of covered bonds in Bloomberg might be understated, since no issuance volume is disclosed for 100 bonds.
Source: Bloomberg, 2017; Issuer data.

Ship covered bond investor distribution in Denmark
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Exhibit 12.
Source: Statistics Denmark, 2017.
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The near disappearance of private investors in Denmark (employees, pensioners, etc.) 
was caused by a change in the Danish tax legislation (January 27, 2010). The previous 
tax incentive for coupon income was changed and investments in interest bearing in-
struments such as covered bonds were made less attractive for private investors.

Ship covered bonds are an attractive instrument for long-term oriented investors (buy 
and hold strategy) with a total return strategy. Thus, the main investors in covered 
bonds are trusts, pension funds, and central banks.

4.3 Ship Covered Bond Performance
The performance of ship covered bonds is similar to covered bonds with other underly-
ing assets. Despite the ongoing shipping crisis, none of the issuing banks has defaulted 
on their ship covered bonds. 

The following chart compares the credit spreads of various ship covered bonds with 
credit spreads of real estate covered bonds. Credit spreads (hereafter “spreads”) have 
been derived by subtracting term- and currency-specific mid-swap yields from yield to 
maturities of the bonds in order to neutralize the inherited liquidity spreads.

The trading volume of Danish ship covered bonds is rather low and the investor base 
relatively limited at 20–30 institutional investors. The average face values of ship cov-
ered bonds issued are around €350 million. To cater to the low trading volume, ship 
covered bonds are issued in tabs with an average size of €20 million.

Consequently, price data are relatively volatile. In the last 24 months, all spreads of 
ship covered bonds decreased significantly and the majority of spreads range from  
0 bp to 40 bp. Real estate covered bonds exhibit a similar development. Spreads of 
real estate covered bonds of the same issuer, such as HSH, are at a comparable level 
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Exhibit 13.
Note: Credit spreads derived by yield to maturity minus term-specific mid-swap yields. Credit spreads represent the average 
of selected outstanding covered bonds issued by respective banks. Data gaps in the time series of yield to maturity were 
averaged out. 
Source: Bloomberg, 2017; BCG analysis.
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like ship covered bonds, despite significant rating differences. There are no material 
differences between spreads of ship and real estate covered bonds issued by banks 
that have been subject to regulatory interventions versus those without regulatory  
intervention. Additionally, spreads of so-called Jumbo-Pfandbriefe (covered bonds  
with an issuance volume above €500 million) and ship covered bonds also show no  
significant difference.

As a result, capital market participants regard the quality of ship covered bonds—and 
ultimately of the asset pool—similar to real estate covered bonds.

Covered Bond Rating Methodology
The rating methodology of ship covered bonds is closely in-line with the methodology 
of covered bonds with real estate cover pools. Currently however, none of the leading 
rating agencies applies a dedicated methodology assessing the cover pool of ship cov-
ered bonds. The current application of existing covered bond rating methodologies re-
sults in an inconsistent consideration of cover assets’ (ships) value when assigning rat-
ings to ship covered bonds. Thus, the rating uplift of ship covered bond ratings is very 
limited and primarily driven by general aspects, in other words, the existing covered 
bond framework or insolvency remoteness of the cover pool, which are not connected 
to the assets’ quality strictly speaking.

Rating Migration of Covered Bond Ratings Versus Issuer Ratings
Exhibit 14 shows that ratings of covered bonds remained at very high levels even 
during recent crises. 
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Exhibit 14.
Note: In the following, the term “issuer rating” is used for Moody’s long-term senior unsecured rating (local currency) and 
S&P’s long-term issuer credit rating..
Source: Bloomberg, 2017; Moody's, 2017; S&P, 2017; BCG analysis.
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In general, real estate covered bond ratings move largely in-line with a change in the 
issuer rating. In HSH’s case the distance between both ratings is between 6 and 7 
notches. HSH’s real estate covered bond ratings strongly benefit from the consider-
ation of the cover pool. On the other hand, the uplift of ship covered bond ratings is 
rather limited and ranges between one and two notches due to the lack of a dedicated 
methodology assessing the cover pool of ship covered bonds. The upgrade of ship cov-
ered bonds in Q4 2014 was primarily driven by the regulatory changes in favor of cov-
ered bond investors (i.e., insolvency remoteness of cover pool assets). This improved 
the uplift of the ship covered bond rating from one to two notches. An initial rating of 
a Danish issuer (Danish Ship Finance) and its ship covered bonds resulted in the same 
moderate distance (2 notches) and has remained stable since. 

Rating Uplifts of Ship versus Real Estate Covered Bonds
The exhibit below, illustrates the uplift of covered bond ratings compared to the re-
spective issuer rating in different countries. The horizontal axis shows the rating of 
the issuing bank, the vertical axis the rating of the issued covered bond. The distance 
to the diagonal line equals the uplift. For the two ship covered bonds, this uplifts are 
marked with a red arrow.

Real estate covered bonds consistently benefit from strong uplifts and achieve often 
high ratings at the country-specific covered bond ceiling. Even real estate covered 
bonds from non-investment grade issuers are rated at the country-specific covered 
bond ceiling and benefit from an uplift of six to eight notches.

Ship covered bonds are far off the country ceiling. As described above, the uplifts are 
primarily driven by the existing covered bond framework. The ship cover pool as such 
is not adequately taken into consideration, limiting the uplift significantly. To support 
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Note: Moody's ratings mapped to S&P scale.
Source: Moody's, 2017; S&P, 2017; BCG analysis.
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ship covered bonds, an adequate reflection of the ship cover pool and its assets in the 
rating methodologies should be considered. Rating disadvantages of ship covered 
bonds may result in unjustified risk classification and thus to higher risk weights (capi-
tal charges) and potentially higher liquidity requirements, according to the liquidity 
coverage framework. The latter fact may even become amplified, if the requirements 
for high-quality liquid assets are tightened. Currently, a minimum rating of A- is re-
quired for covered bonds to qualify for level 2A.

In summary, ship covered bonds have a zero default track record. The established 
frameworks in the respective countries have shown their prudence and strength even 
during the recent shipping crises. In spite of this excellent performance, the ratings of 
ship covered bonds benefit far less from the cover pool than ratings of real estate cov-
ered bonds. However, the spread analysis indicates that investors perceive the quality 
of ship covered bonds to be similar to that of real estate covered bonds.

4.4 Ship Asset Pool Composition
As described in chapter 3.1, covered bonds are secured bonds that are backed by an 
underlying, insolvency-remote, dynamic cover pool of assets. In the case of ship cov-
ered bonds, the cover pool usually contains a portfolio of eligible ship loans to end 
borrowers such as shipowners. Vessels or ships under construction secure these loans. 
The cover pool is dynamic, which means delinquent loans have to be replaced by other 
quality loans, or if the cover pool volume is insufficient, the pool has to be replenished 
with new loans. To ensure a stable cover pool in terms of value and quality, ship loans 
in the pool must meet certain eligibility criteria, most prominently:

 • LTV of no more than 60%: The relation between an eligible loan and the market 
value of the financed vessel shall not exceed 60% based on the market value in 
Denmark and 60% of the ship mortgage lending value in Germany.  In other words, 
there must be a collateral buffer of 67% on top of the loan value.

 • The maximum age of the financed vessel is 20 years in Germany. If this criterion is 
not met, the respective loan in the cover pool has to be replaced. In Denmark, 
vessel age is not restricted since it is the age that drives the valuation.

 • Insurance coverage: Similar to real estate, all financed vessels have to be insured 
sufficiently.

Next to the abovementioned criteria, the cover pool must meet structural require-
ments to manage risks stemming from asset-liability mismatches, such as interest rate 
and currency risks. These risks also apply to other covered bonds and are thus not dis-
cussed in detail in this paper.

In general, issuers of covered bonds are required at least semiannually to publish data 
on the cover pool to ensure transparency for market participants. In addition, the 
covered bond label created by ECBC provides transparency and supports sector-wide 
standardization. The ECBC label is also applicable to ship covered bonds. Thus, ship 
covered bonds belong to the most transparent financial instruments in the market.
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Excess Coverage of the Cover Pool
Since especially the shipping portfolios in Germany suffered after 2007, we focus on 
the excess coverage—the value of assets in the cover pool on top of the regulatory val-
ue required—in Germany over time and compare it with real estate (exhibit 16). 

The ship cover pools have showed an average excess coverage of 41% over the past 
seven years, exceeding the regulatory minimum requirements by far. Furthermore, the 
average excess coverage of ship covered bonds was nine percentage points higher than 
for real estate.

Pool Diversification via Different Ship Segments
What is more, ship cover pools can be rather diversified and contain different vessel 
segments (e.g., tanker, container, bulker) that underlie different economic dynamics 
and are less correlated despite being in the same sector. Thus, overall diversification 
effects again contribute to an intrinsic stability of the ship cover pool.

The exhibit below shows a weak to moderate correlation between the secondhand ves-
sel prices across the different ship segments. This enables issuers to build up a diversi-
fied cover pool which is less vulnerable to price fluctuations in specific segments.
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Exhibit 16.
Source: German and Danish covered bond framework; vdp, 2017; BCG analysis.

The Boston Consulting Group   27



 
Regulation on asset valuation and cover pool composition ensures sufficient coverage 
of covered bonds’ face value. Ship covered bonds exhibited higher coverage through-
out the cycle than real estate covered bonds. Ships as an asset class enable an ade-
quate level of diversification of assets in the cover pool.

4.5 Ship Asset Valuation
Easy, reliable, and fast asset valuation is important for covered bond investors in order 
to assess the value of the underlying cover pool. Simplicity is key for keeping transpar-
ency on covered bonds high. Investors need to understand what coverage they can rely 
on in case the issuer defaults.

In this chapter, we describe the mark-to-market valuation method used for the cover 
pool and briefly touch on the differences to the so-called long-term asset value ap-
proach (LTAV). In the second part, we explain how market values behaved during the 
shipping crisis and draw a comparison to the real estate sector.

Cover Pool Evaluation via Mark-to-Market
Generally, the value of the cover pool represents the sum of the single asset values. 
In the case of ship covered bonds, the cover pool contains of loans which are secured 
by ships that are appraised according to the market value approach.

The market value is commonly defined as the estimated amount for which a ship could 
be sold on the date of valuation by a willing seller to a willing buyer in an arm’s length 
transaction after an appropriate marketing period in which the parties each act knowl-
edgeably, prudently, and without compulsion.
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Source: Secondhand vessel prices from Clarkson Research database; DSF analysis.
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In practice, market values are derived by the observed prices of comparable vessel 
sale transactions. Identifying appropriate prices is relatively easy. First, the shipping 
market is highly transparent and well covered by internationally active ship brokerage 
firms, and global vessel sales transactions are recorded. Second, the high technical 
standardization (type, capacity, age, and condition) generally makes ships very compa-
rable. 

For the purpose of judging the sufficiency of the cover pool to protect investors at a 
specific time, observable market values are most suitable and required by regulation. 

Another valuation method for noncovered bonds that gained traction in Germany the 
years following the financial crisis is the LTAV method. It represents the present value 
of future cash flows a ship generates and relies heavily on future expectations for the 
development of charter rates, operational expenditures, and vessel utilization. The 
underlying assumptions drive the valuation outcome and leave much room for discre-
tion (expert opinion). Consequently, the LTAV approach is suitable for assessing invest-
ment opportunities and for setting a value on assets in the shipowner’s balance sheet 
on a going concern basis but not for evaluating the assets in the cover pool.

Vessel Price Development
The chart below shows the correlation between macroeconomic development, charter 
rates, and ultimately the vessel price indices.

As mentioned in chapter 2.3, China caused an unprecedented shipping and commodity 
boom, lasting until the financial crisis in Q4 2008. During the boom phase, demand for 
cargo capacity was so urgently needed that prices of secondhand vessels (ready-to-
use) exceeded newbuilding prices.
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Source: Clarkson Research Database, 2017; IHS Global Insights, 2017; Bloomberg, 2017; BCG analysis.
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Parallels with Real Estate Sector
Drawing parallels to the real estate market paints a similar picture of high asset price 
volatility. 

After a boom in 2006–2007, home prices sharply declined in the US and EU. The recov-
ery in the real estate sector has been strongly fueled by ultralow interest rates, and, 
to a certain extent, relaxed credit conditions. While US home prices are back to their 
precrisis record high, house prices in the EU show a heterogeneous picture. Real estate 
prices in countries like Spain and Italy remain below their precrisis levels.

One important factor that mitigates the volatility of ship values is that ship loans are 
repaid quickly, usually over 15 years for a newbuilding. These repayments reduce the 
risk or the exposure to price volatility relatively quickly. For real estate, repayments 
do not usually exist; if they do, they are much lower due to the longer lifetime of the 
asset.

Ship values based on observed market values are transparent and valuation relatively 
effortless due to the high comparability of ships. High asset price volatility, as ob-
served in the shipping crisis, is not only a shipping market phenomenon and also occurs 
in other markets, especially real estate. 

4.6 Ship Asset Repossession
Only in case both the issuer of the ship covered bond and the owner (borrower) of the 
ship default might the investor (cover pool administrator) be at risk of not being able 
to repossess ships. Whether conducted by the issuer during normal operations or by 
the cover pool administrator, reliable repossessing procedures are key to securing the 
bondholders’ investment. 

Price development of ships and real estate in the US and EU
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Exhibit 19.
Source: Clarkson Research Database, 2017; Shiller House Price Index, 2017; Eurostat, 2017; IHS Global Insights, 2017; 
Bloomberg, 2017; BCG analysis.
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The two key elements for an effective repossession are (1) an applicable and suffi-
ciently reliable legal framework with documented ownership in terms of the mortgage 
lien and (2) procedures and service providers to support in the repossessing process.

Applicable and Sufficiently Reliable Legal Framework 
International law in shipping started to evolve in the 16th century with the principle 
that any nation has the right to use the sea for seafaring trade (cf. Hugo Grotius: Mare 
liberum, 1609). Since then, the sea has been considered international territory. The UK 
implemented the first ship registry, analogous to the land registry, to document owner-
ship of merchant vessels (Merchant Shipping Act, 1854) and other European states in-
troduced comparable ship registries in the following years. Like the land register, the 
ship register documents (a) ownership, (b) the rights of others, such as pre-emptive 
right conditions, prenotifications, and (c) information about debt, in terms of the right 
of pledge (mortgage deeds and liens). 

Given that the sea is international territory, each merchant vessel needs to be flagged 
with the state where the vessel is registered. Consequently, the vessels are subject to 
the law of that particular state, especially concerning technical, safety, and environ-
mental matters. It is important to emphasize that vessel operations and vessel financ-
ing are usually subject to different jurisdictions. This means that creditors require that 
the financed ship bear the flag of a reliable flag state, so that they can effectively en-
force their rights if needed. Creditors have their own short list of such reliable flag 
states. Interestingly, more than a quarter of worldwide vessels is registered in states 
that might not stand for reliability at first sight, such as Liberia. In Liberia’s case, the 
ship registry is managed by a private law firm headquartered near Washington, D.C., 
that enjoys an excellent reputation in the maritime and financial industries. So one 
cannot always come to the right conclusion regarding the reliability of the flag state 
without a closer breakdown. Overall, the international legal frameworks and industry 
practices are highly standardized and creditors can effectively enforce their rights. In 
addition to the sound underlying legal framework, creditor protection and enforce-
ment are supported by modern technology. The position of each vessel can be tracked 
worldwide at any time. Thus, it is hardly imaginable that vessels simply disappear. 

Procedures and Service Providers to Support the Repossessing 
Process
Should a loan become nonperforming, the bank (creditor) can exercise its rights over 
the mortgage and repossess the vessel. Although ships are moveable assets, they can 
easily be arrested as soon as they arrive at a harbor. However, repossessing is not even 
necessary in most cases, as it is in the common interest of the shipowner and the bank 
to see if the shipowner can first be restructured financially, and if not, to keep the 
vessel in operation and then conduct a voluntary sale at the prevailing market price. 
This is common industry practice and has proven to be more effective than repossess-
ing and liquidating the vessel. Vessel owners have no interest in leaving a ship idle at a 
harbor, since, in addition to incurring financing costs, further costs arise, such as dock 
dues, crew costs, and bunker costs. 

In rare cases in which a ship needs to be repossessed and liquidated, banks deploy ex-
ternal experts such as lawyers who are specialized in the jurisdictions of the flag state 
and legal framework of the financing contracts (English law is very widely used). More-
over, shipbrokers can arrange the vessel sale to other carriers. According to expert 
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statements, this repossession and liquidation process has proven effective in the past, 
and vessels can be liquidated within four to six weeks, including transaction adminis-
tration. It can take longer in cases where the ship needs to first arrive at its final des-
tination as when transporting freight or passengers.

Thanks to international agreements and documented ownerships and mortgages, ships 
can be repossessed effectively. Repossessing as such is more the exception than the 
rule, however, since shipowners/borrowers and banks tend to restructure the exposure 
or go through a voluntary sale rather than arrest the vessel. Additionally, loan con-
tracts usually allow banks to take action on the vessel operations in case the borrower 
defaults. In such cases, banks can authorize vessel brokers to increase ship utilization, 
for example.

4.7 Ship Asset Liquidity 
Without a doubt, a sufficient level of market liquidity of the cover pool assets, in this 
case the vessels, is important for effective creditor protection in the third layer in 
case of joint default by the issuer and borrower. Asset liquidity depends on market dy-
namics (historical market development) and general preconditions (market transparen-
cy and asset comparability). In this chapter we briefly explain the development of the 
vessel market liquidity followed by a comparison of the liquidity in the vessel and real 
estate market.

Development of Vessel Market Liquidity
Under normal market conditions, the liquidity of secondhand vessels is usually not an 
issue. For an assessment of the liquidity level under stressed conditions, it is import-
ant to analyze the resilience of market liquidity in terms of the number of transactions 
for vessels sales dependent on the vessel prices.  

Vessel sales indices and number of secondhand vessels sold since 2002
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Exhibit 20.
Note: Time charter rate indexed: (i) Bulker to January 1985, (ii) Container to October 1998, (iii) Tanker to December 2000.
Source: Clarkson Research Database, 2017; BCG analysis.
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Despite the record high prices in the boom period, the number of vessel sales transac-
tions was high. As outlined in chapter 2.3, the supply of cargo capacity in the boom 
period was too low to meet the demand and carriers desperately acquired additional 
capacity (vessels).

After a short and severe drop in vessel sales transactions and ship prices at the end of 
2008 (42 vessel sale transactions a month), the number of vessel sales transactions 
quickly returned to its precrisis level, however at a lower price point.

In the years that ensued, liquidity remained stable and recently started to improve. In 
2017, liquidity remained far above its long-term average of 122 vessel sales per month, 
while the price level started to converge with its long-term average.

The average liquidity (or vessel turnover) in relative terms between 2002 and 2017 was 
5%. It is relevant to include scrapping, which improves vessel turnover to 7%. Vessel 
turnover is measured as the relationship between vessels sold (and scrapped) relative 
to the whole fleet measured in deadweight tonnage (dwt). The 5–7% figure proves that 
the vessel market is quite liquid.

Liquidity in Ship Market and Real Estate Market
It is difficult to get comparable data on relative liquidity for the real estate market. 
The number of transactions and the population for real estate are difficult to match 
due to different data sources and methods used. Additionally, real estate markets are 
highly heterogeneous due to their local characteristics. An average liquidity in relative 
terms of 7% for any real estate market (like for ships) would imply that every real es-
tate property is sold on average once every 14 years. This might be the case for metro-
politan areas, but the population of real estate properties as a whole will hardly reach 
either the 7% or even the 5% mark, if only true sales transactions are considered.

One area with some reliable long-term data available is the number of real estate 
transactions in the US—one of the most efficient and liquid real estate markets world-
wide. What makes this so interesting is that both markets went through a severe crisis 
starting at around 2007. Exhibit 21 shows the number of sales for both markets be-
tween 2002 and 2017. It reveals that it took much longer for the real estate market to 
reach the long-term average after the decline than for the ship market.
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In summary, the secondhand vessel markets remained sufficiently liquid throughout 
the economic cycles and the current price level is converging with its long-term aver-
age. Even though there was a huge plunge in vessel prices, periods of low market li-
quidity were limited to only a few months. The relative liquidity, with an average of 
5–7% shows the importance of the secondhand vessel market for the shipping industry. 
The secondhand vessel market does not perform worse than real estate in terms of li-
quidity during the crisis and recovery thereafter.

4.8 Comparison of CRR Eligible Cover Pool Asset Classes
Currently public loans, real estate, and ships are eligible for preferential capital treat-
ment according to the CRR. Since there are discussions about whether ships are still 
eligible for inclusion in Article 129 of the CRR, we compare the asset classes included 
so far. In other words, we compare ships with real estate and use public loans as a 
benchmark for both.

For a structured comparison, we use five attributes and rank the asset classes by their 
relative strength in those dimensions. Exhibit 22 summarizes the five key characteris-
tics relevant for protecting investors in different long-term asset classes. 
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Exhibit 21.
Source: Clarkson Research Database, 2017; Statista, 2017, BCG analysis.
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An effective valuation depends on the comparability of the assets. Public loans are 
the most comparable asset class and thus the valuation is very straightforward. Given 
the high standardization of ships, their valuation can be easily done by comparing 
worldwide vessel sales transaction prices of the respective ship types. Real estate on 
the other hand is far less standardized and its valuation is highly driven by geographi-
cal location, requiring dedicated expertise in the local situation and market.

In terms of liquidity, the vessel market has proven to be sufficiently liquid in the long 
run. The key advantage of ships is that they are traded globally, while liquidity levels 
of real estate markets depend mainly on local conditions. 

Like real estate, ships can, to a certain extent, be converted into different types for 
alternative use. For instance, a small crude oil tanker can be converted into a product 
tanker, and an offshore oil supply ship can service the offshore wind industry. An ad-
vantage ships offer over real estate is their movability, allowing for global use in alter-
native locations. On the other extreme are public loans with no existing alternative 
use.

A key strength of all long-term assets listed above is the clear registration of owner-
ship and mortgages at internationally accepted registries. This makes rights over the 
asset pool effective and legally enforceable.

Thanks to effective legal frameworks and international agreements, ships can be re-
possessed as efficiently as real estate. Unlike real estate, movable assets usually have 
one direct owner; that makes segregation and liquidation relatively easy due to few 
stakeholder interests within the ownership circle. By contrast, real estate ownership is 
often shared by many parties (persons, legal entities), which can negatively influence 
the liquidation process due to competing interests.

Ships can be regarded as a suitable asset class for the cover pool in most dimensions. 
Through cycles, ship covered bonds and their asset pools have proven to be a secure 
and stable instrument.

Long-term
asset classes

Effective 
valuation Liquidity Alternative use

Ownership
registration

Repossessing
and segregation

Assessment of asset classes below based on BCG expert opinions; no in-depth analysis conducted

Commercial ships

Real estate

Public loans NA

High investor protection Low investor protection

Exhibit 22.
Source: BCG expert opinion.
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5 Level Playing Field for the European Shipping  
 Industry 

 
In this chapter we are going to discuss the impact of the preferential regulatory 
capital treatment on the market and in particular if there is any impact on the level 
playing field among industries in the European Union. First, we discuss a potential 
competitive distortion by granting preferential treatment to distinct asset classes in 
the EU. Second, we discuss the impact of European actions regarding the shipping 
industry from an international perspective.

To start, the preferential treatment of the shipping industry is neither an unfair nor a 
privileged treatment of a single asset class (ships versus real estate) or industry (ship-
ping versus railway). The current treatment in the CRR applies adequate capital 
charges that reflect the lower risk of some asset classes in comparison to others. 
Hence, it is not a privilege but rather appropriate treatment of distinct risk profiles.

Even if one still saw it as a privilege, the full spectrum of other means of direct or in-
direct public support for an industry needs to be taken into account, not just the 
lower capital charges. 

The railway industry, for instance, has great relevance for national and European 
transportation policy. The European railway industry is largely state-owned. Creditors 
thus implicitly assume a de facto state guarantee. National governments regularly off-
setting deficits of railway companies, even though there might not be a legal obliga-
tion in the formal sense, affirm this view. Thus the railway industry benefits from 
cheap funding. 

Road freight logistics such as trucks can use state-subsidized infrastructure for their 
operations. It is questionable whether motorway tolls and other vehicle-related taxes 
are sufficient to cover the costs road freight cause, like road damage or environmental 
impact. Also in the few cases in intra-European cargo transport where trucks could be 
replaced by ships, the EU promotes shipping (short sea shipping, inland waterway) as 
an important, more efficient, and environmentally friendly part of the EU supply 
chain.

The aircraft industry benefits from low or no taxes on kerosene, among other things, 
so carriers receive an indirect subsidy of their cost structure. Beyond that, aircraft 
companies, like railway companies, are often heavily state-influenced. 

Those three examples show that state intervention and privileged treatment of indus-
tries is manifold. In order to maintain the competitive balance between industries, 
one should focus on the big picture, taking all the relevant aspects into account.

In addition to the aforementioned aspects of direct and indirect aid, there can only be 
a competitive distortion in case those industries are real competitors. In our opinion, 
there is no pronounced competition between the shipping, railway, and aircraft in-
dustry. The different means of transport do not serve as direct substitutes of each 
other. 

For the European shipping industry, the real competition is ship operators outside of 
Europe, particularly in Asia. Asia is an especially serious competitor, since states 
tend to subsidize their local shipping industry, particularly when it comes to carri-
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ers and shipyards. Research from Harvard economists shows for instance that the Chi-
nese government intervened in the shipping industry and reduced shipyard costs by 13–
20%, leading to a global shift in production towards China (Kalouptsidi, 2017). China 
also recently extended its subsidized ship-scrapping program to the end of 2017. Each 
gross ton replaced continues to be subsidized with around US$241 (Maritime Insight, 
2017). Another aspect is that Chinese leasing companies have aggressively entered the 
ship financing market with preferable terms providing an attractive funding source for 
the industry (Marine Money, 2017). To our knowledge, there are no comparable mea-
sures in place in the EU nor are any planned. However, the EU does support initiatives 
and concepts to improve the transport system in Europe with regard to sustainabili-
ty and efficiency, such as the Motorways of the Sea concept to bring relief to the 
overextended European road system. But this is an intra-EU initiative promoting ship-
ping in the intra-European cargo transport to get more trucks off the road and has no 
impact on the increased competition from China.

It must therefore be the goal to ensure a competitive basis for the European shipping 
industry in order to remain competitive on a global level and retain the industry’s 
jobs, transport capacity, and economic contribution in the EU. Because no state money 
will be used to avoid unfair, privileged treatment, an effective use of private money, 
ensuring competitive financing conditions via well-proven, stabilizing financial prod-
ucts such as covered bonds that reflect the inherent risk of ship covered bonds, is ad-
visable. 
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6 Potential Implications and OutlooK

This chapter discusses direct and indirect implications for the shipping industry if ship 
covered bonds were no longer CRR-eligible. Finally, recommendations are made con-
cerning the EU-wide harmonization process to foster ship covered bonds as a financial 
instrument in order to ensure funding for banks and ultimately reliable access to fi-
nancing of borrowers.

Banks investing in non-CRR-compliant ship covered bonds are subject to higher capital 
charges, resulting in higher return requirements, and thus higher funding costs for the 
asset class, making European ship lenders using ship covered bonds less competitive 
particularly compared to Asian competitors. The following example illustrates how 
banks benefit from lower risk weights and ultimately reduced capital charge for hold-
ing CRR-compliant covered bonds.

Moreover, the CRR has a leading role within the regulatory framework and amendments 
are often reflected by other financial regulations, for example solvency for insurance 
or liquidity risk management for banks. 

The Danish and German frameworks for ship covered bonds have an excellent track re-
cord. They are based on a long history of zero defaults throughout the cycles and even 
in the crisis. We currently see no reason to exclude ships as an eligible asset class in 
the CRR. On the contrary, ship covered bonds might be suitable for jurisdictions other 
than Denmark or Germany in the shipping or ship financing industry. CRR-compliant 
ship covered bonds enable banks to attract reasonably priced, long-term funding to fi-
nance their shipping activities. This increases financial stability without using public 
subsidies. The potential for ship covered bonds in Europe is considerable, with more 
than €200 billion in ship loans on European banks’ balance sheets.

Example: capital charge for ship covered bond

Capital charge
simplified

Exposure
Risk weight

(here for credit 
quality step 2¹) 

CET 1 target  = X X

CRR-eligible €10 million€260K
(equiv. 2.6%)

€650K
(equiv. 6.5%)

20%

50%
Non-CRR-

eligible

13%X

X

X

X

=

= €10 million 13%

2.5×

Exhibit 23.
1. According to CRR, external long-term ratings are mapped to six credit quality steps. A credit quality step of 2 equals a single 
A rating by Moody's, Fitch, and S&P.
Source: BCG illustration.
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Abbreviations 

CB Covered Bonds

CRR Capital Requirements Regulation (EU) No 575/2013

DSF Danish Ship Finance

dwt Deadweight tonnage

EBA European Banking Authority

EC European Commission

ECB European Central Bank

ECBC European Covered Bond Council

EP European Parliament

EU European Union

ESCB European System of Central Banks

ESN European Secured Notes

Et al et alii

Etc. et cetera

GDP Gross domestic product

KG Kommanditgesellschaft

LTAV Long term asset value

LTV Loan to Value

MBS Mortgage-backed security

RE Real estate

SCB Ship covered bond

SME Small and medium-sized enterprises

US United States

vdp Verband deutscher Pfandbriefbanken

WTO World Trade Organization
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