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Abstract— This study proposes a freight variation insurance system through scenario analysis. In the shipping industry, the 
earnings of freight, which is a major resource of liquid capital, always influence on the shipping management. Shipping 
companies want the actual freight to be unchangeable in the market. But the freight rate of the shipping liners affected by 
various factors like quantity of goods transported, always changes in the actual market. The freight variation insurance, in 
which the insurer undertakes to indemnify or withdraws the difference between the standard freight and the actual freight, will 
surely cover the risk of steep freight rate variation in the shipping liner market. This insurance system will function as a new 
method to aid shipping companies. The freight variation insurance system is expected to cover the risk of fluctuating freight 
rate in the shipping liner market. That is, when the actual freight rate of the current shipping liner market decreases below the 
standard freight rate fixed in a contract of insurance, the insurer will compensate for freight loss, whereas the insurer will 
withdraw the difference from the insured (shipping companies) when the actual freight rate of the current shipping liner market 
increases above the standard freight rate. 
 
Index Terms— Freight Variation Insurance System, Shipping Companies, Shipping Liner Market.  
 
I. INTRODUCTION 
 
In recent years, there was a great worldwide crisis in 
the shipping industry due to dramatic decrease of 
quantity of goods transported, which was derived from 
the sub-prime mortgage in the United States.  Most 
shipping companies have faced with great business 
depressions and a number of shipping companies have 
become bankrupt.  Many a Korean shipping company 
also has gone into bankruptcy. Thus, the Korean 
government has adopted diverse policies to stabilize 
and to encourage the shipping industry. The aims of 
the policies were to provide liquid capital for shipping 
companies, to reduce tax burdens, to buy the idle ships 
from shipping companies, and to adjust the 
governmental red tapes, etc. Yet, the policies 
promoted by the Korean government don’t include 
support through an insurance system. 
The purpose of this research is to devise a freight 
variation insurance system which will help stabilize 
Korean shipping industry.  The freight variation 
insurance system is expected to cover the risk of 
fluctuating freight rate in the shipping liner market. 
That is, when the actual freight rate of the current 
shipping liner market decreases below the standard 
freight rate fixed in a contract of insurance, the insurer 
will compensate for freight loss, whereas the insurer 
will withdraw the difference from the insured 
(shipping companies) when the actual freight rate of 
the current shipping liner market increases above the 
standard freight rate. 
 
II. RESEARCH BACKGROUND 
 
There has always been a structural problem of supply 
and demand in the shipping industry. As shown in Fig. 
1, the quantity of goods transported increases in 
prosperous times, which, in turn, makes shipping 
companies retain many vessels. During recession, 

however, this surplus vessels cause decrease of the 
actual freight rate in the shipping liner market. 
Accordingly, many shipping companies will have to 
confront economic depression and serious deficiency 
of liquid capital, and will end up disposing of idle 
ships at a dumping price. Then, another prosperous 
times appearing, many shipping companies purchase 
new ships due to the increase of the quantity of goods 
transported, which in turn cause companies to compete 
each other to secure more freight. Therefore, the 
shipping companies are always to face a structural 
dilemma concerned with the surplus of ship' space. 

 
Fig. 1: Bad Cycle of Shipping Industry 

 
Recently there appeared an unprecedented 
phenomenon in the shipping industry. In the past, the 
shipping industry cycle influenced mainly by the 
worldwide quantity of goods transported was a regular 
up and down shape as in Fig.1. So, a probability in the 
shipping industry can be estimated according to the 
cycle (A) in Fig.2. However, the recent crisis in the 
shipping industry was appeared along with worldwide 
financing crisis, economic slump, Chinese effect, 
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steep decrease of goods quantity, withdrawal of hot 
money, shipping companies' bankruptcy and charter 
chain (Ha & Han, 2009). Accordingly, besides the 
quantity of goods transported, many factors came to 
affect the shipping industry cycle, such as Chinese 
effect, hot money, and charter chain, etc.  Hence, the 
previous regular cycle type has changed into an 
irregular and unpredictable cycle type as (B) or (C) in 
Fig.2 (Yeo & Koo, 2010). 

 
Fig. 2: Irregular Cycle of Shipping Industry 

 
There has not been any insurance system to aid the 
shipping industry in Korea. Whenever the crisis came 
out in the shipping industry, the main support policies 
which had repeatedly been adopted were the tax 
reduction, the liquid capital supply, the removal of 
various red tapes, and the compulsory merger of 
shipping companies. Yet, the result fell short of our 
expectations. Now, it is necessary to develop a new 
support policy like an insurance system. 
The risk of freight rate variation is a kind of 
speculative risk, which is defined as a situation in 
which either profit or loss is possible. Business 
ventures and investment decisions are examples of the 
situations involving a speculative risk (Treischmann et 
al., 2005). Recently various insurance systems to 
cover speculative risks are being developed, such as 
the crop casualty insurance, the storm and flood 
damage insurance, the fish-raising casualty insurance, 
the export and overseas investment insurance.  
In terms of hardware, Korea is now one of the largest 
countries in the shipping industry: shipbuilding 
capability of Korea is ranked first and Korean ship 
capacity fifth in the world. As for the aspect of 
software, it is necessary to develop such shipping 
software systems as the ship financing, the ship 
management, the shipping intermediation, and the 
freight stabilization. 
 
III. FUNDAMENTAL PRINCIPLE OF LINER 
FREIGHT VARIATION INSURANCE 
 
A. Standard Freight and Actual Freight 
The freight rate variation insurance covers freight rate 
variation risks in the liner shipping market. A contract 
of the freight rate variation insurance is defined to be a 
contract whereby the insurer undertakes to indemnify 
the insured, in manner and to the extent thereby 
agreed, against freight losses, or to take out the freight 
benefits. The freight loss or the freight benefit refers to 
the difference between the standard freight and the 
actual freight. The standard freight means the freight 
fixed in a contract of insurance between the insurer 

and the assured, and varies depending on the route and 
the time. It is classified into two types, as shown in 
Fig. 3 and Fig. 4: the former is a straight type which is 
fixed within a period, and the latter is a snake type 
which varies within a band. The straight type will be 
useful while the shipping liner freight remains steady. 
The small or medium shipping companies which are 
usually deficient in liquid capital can select this type. 
The snake type is more sophisticated. Its band width is 
decided in a contract of insurance and, thus, will be 
different from contract to contract. This type will be 
very useful when the shipping liner freight is expected 
to be steeply variable in the market. This type is 
desirable for the large shipping companies since they 
have ample liquid capital and can make use of other 
methods, such as the freight forward transaction and 
hedging, to relieve the shock from steep freight rate 
variation in the market. 

 

Fig. 3: Straight Type 
 

Fig. 4: Snake Type 
 
The actual freight refers to the freight made by 
demand and supply in the actual shipping liner market. 
It varies depending upon the route and the time. The 
actual freights for the last 20 years will be used as data 
to induce the standard freight rate. Fig. 5 shows the 
variation of actual freight in Korean ocean liner 
market for the last 5 years. The width of freight rate 
variation – from about 800$/TEU to nearly 
1,200$/TEU - was very steep. Such a range of freight 
plays a role to cause uncertainty in shipping 
management. The freight rate considered desirable is 
either about 1,000$/TEU(the straight type) or from 
900$/TEU to 1,100$/TEU(the snake type). 

 

Fig. 5: Ocean Liner Freight Variation(2010-14) : Unit $/TEU 

http://iraj.in


International Journal of Management and Applied Science, ISSN: 2394-7926                                       Volume-3, Issue-9, Sep.-2017 
http://iraj.in 

One Thought of Freight Liner Insurance System 
 

63 

B. Basic Principle of Indemnity 
When the actual freight decreases below the standard 
freight fixed in an insurance contract, the insurer 
indemnifies the loss of freight, while the insurer takes 
the difference of freight from the insured when the 
actual freight increases above the standard. Hence, the 
shipping companies can secure the fixed freight, and 
the insurance system will relieve the effect of the steep 
variation of freight in the market.  
For example, suppose that the standard freight was 
fixed at 1,000$/TEU in the contract of insurance, and 
the actual freight is 800$/TEU. Then, the insurer pay 
the insured the claims amount 200$/TEU and the 
insured (shipping companies) can always secure the 
freight 1,000$/TEU. If the actual freight is 
1,200$/TEU, then the insurer will take 200$/TEU 
from the assured. If the assured contract with the snake 
type of standard freight whose width is within 
900$/TEU and 1,100$/TEU, the actual freight is 
800$/TEU, then the insurer pay the insured the claims 
amount only 100$/TEU. If the actual freight is 
1,200$/TEU, then the insurer will take 100$/TEU 
from the assured. 
 

 

Fig. 6: Indemnity Principle under Straight Type 
 
The insurer will either indemnify or withdraw the 
average amount of difference during an insurance 
period. The insurance period, which is chosen by the 
insured, will range from 3 months, 6 months, and 9 
months to one year. The insurer and the insured agree 
on whether the standard freight will be straightly fixed 
or will vary within the band during the insurance 
period. The width of the band is also decided in the 
contract. At the end of the insurance period, the insurer 
calculates an average of the actual freight which is 
variable actually. 
 

 

Fig. 7: Indemnity Principle under Snake Type 

C. Insurer and Insured  
To operate the freight rate variation insurance 
necessitates for the insurer to secure fund since the 
insurance is supposed to be a public insurance, not a 
private profit-making insurance, to stabilize the 
shipping industry. Generally speaking, there is a 
principle of the insurance equation which means the 
total income must be equal to the total payments for an 
insurance business in the long run. The outgo includes 
expenses and incurred losses, and the income includes 
interest earnings, other incomes and premium.  The 
premium will be the largest portion of the income. As 
for the public insurance, however, the governmental 
funds will be the largest portion of the income.  
The insurer of the freight rate variation insurance must 
be the Korean government since the aim of this 
insurance is to cover the risk of freight rate variation in 
the liner shipping market. Yet, there are other agencies 
which can carry out the Government insurance service 
as follows: Korea Trade Insurance Corporation (the 
new name of Export Insurance Corporation), Korean 
Production and Indemnity Club, Private Insurers, and 
Exclusive Insurer of Freight Variation Insurance. The 
assured of this insurance can be Korean shipping 
companies, which make a contract of insurance by the 
unit of container (TEU). In Korea, there are now over 
150 shipping companies.  
 
IV. EFFECT AND SIDE-EFFECT OF LINER 
FREIGHT VARIATION INSURANCE 
 
The main effects of freight rate variation insurance are 
as follows: 
1) Shipping companies can always secure nearly 
unchangeable freight. Even if the actual freight 
decreases in the market, they can be indemnified by 
the Insurer. Therefore, shipping companies can 
minimize shocks from freight decreasing. 

 
2) Shipping companies can secure relatively abundant 
liquid capital. In the shipping market, there are three 
main resources of liquid capital - the freight earnings, 
the shipping financing and the proceeds from sale of 
ships. Now the indemnity money from the Insurer is 
listed among the resource of liquid capital. 
3) Shipping companies can make a quiet night sleep. 
That is to say, they can make a steady and effective 
management to secure stable freight earnings and 
abundant liquid capital.  
4) To develop the freight variation insurance system 
can bring out such shipping knowledge as the freight 
index for expecting future freight rate, the forward 
index of freight rate, the premium rate etc.  
The main side-effects of freight variation insurance 
are as follows: 
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1) The likelihood is that an adverse of selection will 
occur. Adverse selection, sometimes called 
anti-selection, describes the process whereby those 
companies which are more than likely to experience 
loss try to purchase their insurance at average rates 
that do not truly reflect the above average cost of their 
exposure (Dorfman, 2007). If the insured expects the 
freight decrease in the shipping market, they will make 
a contract of insurance actively. In contrast, if they 
expect the freight increase in the shipping market, they 
will be reluctant to make a contract of insurance.  
2) This insurance system which is not profit-making 
business necessitates securing funds. 
3) There may be a criticism that it is an unfair policy 
for the Korean government to directly support 
shipping companies. 
 
CONCLUSIONS 
 
In the shipping industry, the earnings of freight, which 
is a major resource of liquid capital, always influence 
on the shipping management. Shipping companies 
want the actual freight to be unchangeable in the 
market.  But the freight rate of the shipping liners 

affected by various factors like quantity of goods 
transported, always changes in the actual market.  
The freight variation insurance, in which the insurer 
undertakes to indemnify or withdraws the difference 
between the standard freight and the actual freight, 
will surely cover the risk of steep freight rate variation 
in the shipping liner market. This insurance system 
will function as a new method to aid shipping 
companies. 
 
REFERENCES 
 
[1]     Dorfman M. S. (2013), Introduction to Risk Management and 

Insurance (10th ed.), Pearson Prentice Hall. 
[2]     Ha, Y. S. & Han, J. K. (2009), “Policy measures of Sustainable 

growth for Shipping Industry”, The Journal of Shipping and 
Logistics, Korean Academy of Shipping and Logistics, 
pp.1007-1025. 

[3]     Rejda, G. E. (2010), Principle of Risk Management and 
Insurance (11th ed.), Addison-Wesley. 

[4]    Treischmann, J. S. Hoyt, R. & Sommer, D. (2005), Risk 
Management and Insurance (12th ed.), Thomson. 

[5]    Yeo, H. J. & Koo, J. S. (2010), “Introduction of a Shipping 
Insurance as a Stabilizer of Shipping Industry”, The Journal of 
Shipping and Logistics, Korean Academy of Shipping and 
Logistics, pp.171-189.  

 
 
 
 

 

http://iraj.in

