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Draft Taxation Ruling

Income tax: the royalty withholding tax
implications of chartering and similar
arrangements

Preamble

Draft Taxation Rulings (DTRS) represent the preliminary, though
considered, views of the Australian Taxation Office. DTRs may not be
relied on by taxation officers, taxpayers and practitioners. Itisonly
final Taxation Rulings that represent authoritative statements by the
Australian Taxation Office of its stance on the particular matters
covered in the Ruling.

What this Ruling is about

Class of person/arrangement
1. This Ruling applies to non-residents who:

@ charter industrial, commercial or scientific (ICS)
equipment such as ships and aircraft (the arrangement
under which such equipment is chartered is called a
charterparty);

(b)  lease other ICS equipment on adry or wet basis
to residents of Australia

2. This Ruling also applies in those situations involving
permanent establishments (PE) where:

(@  Thecharterparty or lease is between two residents of
Australiaand the royalty income is attributable to a PE
outside Australia of the recipient of the royalty income
(paragraph 128B(2C)(a) and sub-paragraph (b)(i)
ITAA 1936).

(b)  The charterparty or lease is between two non-residents
and the royalty is an expense attributable to a PE of the
payer of theroyalty in Australia
(paragraph 128B(2B)(a) and subparagraph (b)(ii)
ITAA 1936).

(¢)  AnAustralian resident charters or leasesthe ICS
equipment to a non-resident and the payment is, income
attributable to a PE of the resident in a country outside
Australia, and, an outgoing of the non-resident
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attributable to aPE in Australia
(paragraph 128B(2C)(a) and sub-paragraph (b)(ii)).

3. The arrangements to which this Ruling applies are more
particularly described as:

. a demise charterparty where, for example, aship is
chartered without the captain and crew (also known as
abareboat or dry charterparty or dry lease);

. atime charterparty where, for example, ashipis
chartered with captain and crew (also known as a wet
charterparty or wet lease);

. avoyage charterparty where the charterer is also the
shipper;

. asimple lease of ICS equipment, for example, a crane
or motor vehicle (also known asadry lease or dry
hire); and

. alease of 1CS equipment which comes with an

operator, for example, a crane with an operator and a
motor vehicle with adriver (also known as awet lease
or wet hire).

I ssues Discussed in the Ruling

4. This Ruling considers the liability to royalty withholding tax
(RWT) arising under the Income Tax Assessment Act 1997

(‘ITAA 1997') and the Income Tax Assessment Act 1936

(‘I'TAA 1936') of the class of personsto whom this Ruling appliesin
respect of payments made for the chartering or leasing of ICS
equipment. As charterparties normally involve the chartering of ships
for the carriage of goods by sea, the Ruling will in the main discuss
the tax issues in this context. Aircraft chartering and dry and wet
leases of other ICS equipment are in the main similar to ship
chartering (for instance adry lease is the equivalent to a bareboat
charterparty and awet lease to atime charterparty). Therefore, subject
to variations to fit the circumstances of each case, the principles
discussed in the context of ship chartering also apply to aircraft
chartering and leases of other ICS equipment.

5. This Ruling considers the question of whether a payment
under a charterparty or lease of other ICS equipment constitutes a
‘royalty’ (aterm defined in subsection 995-1(1) (ITAA 1997)) being a
payment for the ‘use of, or the right to use’ equipment. Relevant to
this question is also the subsidiary question as to whether the payment,
or part of the payment, isfor rendering services and thus falls outside
the definition of ‘royalty’.



Draft Taxation Ruling

TR 2002/D11

FOI status. draft only - for comment Page 3 of 36

6. This Ruling is not concerned with the effect of the Ships and
aircraft Articles or itsinteraction with the Royalty Articlesin
Australia’ s Double Tax Agreements (DTAS).

Background

Liability for royalty withholding tax

7. RWT isaliability arising under subsections 128B(2B),
128B(2C) and 128B(5A) (ITAA 1936) to pay income tax on royalty
income.

8. Theterm ‘royalty’ is defined in subsection 995-1(1)
(ITAA 1997). Under this subsection ‘royalty’ has the meaning given
by subsection 6(1) (ITAA 1936).

0. Subsection 6(1)(ITAA 1936) defines ‘royalty’ or ‘royalties’ in
so far asisrelevant to this Ruling as follows:

“royalty” or “royalties’ includes any amount paid or
credited, however described or computed, and whether the
payment or credit is periodical or not, to the extent to which it
ispaid or credited, as the case may be, as consideration for -

(b) the use of, or the right to use, any industrial, commercial or
scientific equipment;

(d) the supply of any assistance that is ancillary and subsidiary
to, and is furnished as a means of enabling the application or
enjoyment of,.............. any such equipment as is mentioned

in paragraph (b).........

10.  Theprincipal issue arising with respect to charterpartiesis
whether the arrangement between the shipowner and the charterer isa
contract for services (e.g., a contract for the carriage of goods) or a
contract for the use of, or the right to use, the vessal. In the former
case the payments will be for services and not royalties. In the latter
case the payments will be royalties as defined for tax purposes.

11. A related issue is whether payments under atime charter can
be apportioned or dissected into payments that are royalty payments
and payments for the services provided by the captain and crew. If the
answer isin the positive, the further question that arises is whether the
latter payments also fall within paragraph 6(1)(d) (ITAA 1936) of the
definition of ‘royalty’.
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Shipping trade practice

12.  Thetransportation of goodsis, generally speaking, arranged by
the exporter or importer of goods (shippers) depending on whether
the saleismade on f.o.b., c.i.f. or other bases. The nature of the
contractual arrangements entered into for the carriage of goods by sea
(which are generally referred to as contracts of affreightment - COA)
are to alarge extent influenced by the nature and size of the cargo to
be carried. A shipper of asmall quantity of goodsislikely to reserve
space on aliner ship which isin the business of carrying goods for
severa shippers between advertised routes around the world (liner
services). Here, the contract for the carriage of goods by seais
between the shipowner and shipper and is primafacie governed by a
Bill of Lading ordinarily issued by the master of the ship to the
shipper.

13. By contrast, a shipper of alarge quantity of goods may require
the entire carrying capacity of a ship to carry its goods to a particular
destination. In this case the contract of carriageislikely to be
governed by avoyage charterparty between the shipper and
shipowner.

14, Shipowners do not always directly undertake to carry the
goods of shippers on their vessel. They may simply charter their
vessels to another party (the charterer) who will then enter into a
COA with the shipper. As between the shipowner and the charterer
their rights and obligations will be governed by the form of contract
known in the trade as a charter party. In this context, the arrangement
entered into between shipowner and charterer may be atime
charterparty or ademise charterparty.

15.  The main distinctions between the various COA referred to
above may be summarised as follows:

Liner services- The shipowner is providing a cargo carrying
service with the bill of lading being prima facie evidence of
the contract of carriage. (See paragraphs 38-44).

Voyage charter party — The shipowner undertakes to carry the
charterer’s cargo (the charterer also being the shipper) between
specific points. The contract of carriage in this case isthe
charterparty with the bill of lading being a mere receipt and a
document of title. (See paragraphs 45-51).

Demise charterparty — The shipowner transfers to the
charterer for a period of time not only the possession but also
the navigation of the ship. The services of the master and crew
may or may not be added to a demise charterparty. Where the
ship comes without a master and crew it is called a bar eboat
charterparty. The charterer will then engage it’s own master
and crew to manage and navigate the ship. The demise
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charterer may then use the ship for liner services or sub-charter
the ship under atime charterparty or voyage charterparty to
others. (See paragraphs 52-54).

Time charterparty — Like a demise charterparty, the
shipowner is placing his ship for an agreed time at the disposal
of the charterer who is free to employ it for its own purposes
within the permitted contractual limits of the charterparty.
Unlike a demise charterparty, atime charterparty involves a
division of the ship’s management. The charterer controls the
commercia function of the ship and is therefore responsible
for the expenses of such activities. The shipowner retains
possession of the ship through the control it has over the
master and crew who remain in the employment of the
shipowner. The shipowner is responsible for the navigation of
the ship through the master and crew. In aimost all cases, the
charterer uses the ship to engage in the business of carriage of
goods by sea, by making further COA under bills of lading or
voyage charterparties with third parties. (See paragraphs
55-70).

16. A further differenceisin the characterisation of the amount
payable under each COA. With a demise and time charterparty ‘hire’
is payable according to the amount of time the vessel is placed at the
disposal of the charterer. ‘Hire’ isthe price paid for the use of the
vessel. With liner services and voyage charterparty ‘freight’ is payable
for carriage of the cargo. This difference is also reflected in the way
the two amounts are calcul ated. (See paragraphs 71-82).

17. Not al COA fall neatly within the four classical arrangements
discussed above. In modern shipping practice, there are a variety of
commercial arrangements that often make it difficult to identify the
nature of the arrangement and who the carrier is. A ship may be the
subject of severa charterpartiesin achain. The form of charterparties
may include a variety of hybrids such as atrip charter, a consecutive
voyage charter and the long-term freighting contract.

18.  Theobject of this Ruling isto determine the character of
payments made by a charterer to a shipowner or by a sub-charterer to
acharterer and so on under the three classical charterparty
arrangements. This entails an understanding of the relationship that
exists between a shipowner and charterer or sub-charterer and
charterer and the nature and purpose of the charterparty.

19.  ThisRuling is not concerned with the contractual relationship
that may exist between the shipper of goods and the shipowner, the
charterer or the sub-charterer where the contract of carriage involves a
time charterparty. Special rules have developed under both common
law and under international conventions known as the Hague Rules
1924, the Hague/Visy Rules 1968 and the Hamburg Rules 1978 which
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govern the rights and obligations of the carrier and the shipper. These
Rules have been adopted by major maritime and cargo owning
countries. Some of these Rules are entrenched in legislation. The
relevant Statute in Australiais the Carriage of Goods by Sea Act 1991
(Cth).

20.  TheHague and Hague/Visy Rules generally apply to contracts
of carriage of goods by sea covered by abill of lading. The Hamburg
Rules have awider application and generally apply to all contracts of
carriage of goods by sea. Astime charterparties normally contain a
clause empowering the master of the ship or its agent to issue bills of
lading on behalf of the shipowner it is often found that the shipowner
iIsone of the carriers for the purposes of these Rules and also under
common law.

21.  These Rulesdo not apply to charterparties. In other words, the
relationship that exists between shipowner and charterer under a
charterparty is not affected. They simply determine the rights and
obligations as between carrier and shipper but not between shipowner
and charterer.

22.  With one exception, discussed in paragraphs 136-138, the
above Rules and the application of the common law that determine the
rights and obligations between shipper and carrier, have no relevance
to the issues covered by this Ruling.

Ruling

23.  Payments made under a demise charter party (see

paragraph 15) and dry lease of other ICS equipment will be subject to
RWT (see paragraph 15). Demise charter parties are tantamount to the
lease of equipment and clearly fall within the definition of ‘royalty’ as
they meet the criteria of the payment being for the use of, or the right
to use the ship. (See paragraphs 52-54).

24.  Payments under atime charterparty and wet lease of other ICS
equipment will also be subject to RWT (see paragraph 15). The
essence of these paymentsis for the use of, or theright to use the ship
or the other equipment (see paragraphs 55-82).

25.  Totheextent that part of a payment made under atime
charterparty and wet lease can be apportioned or dissected as being
referable to the services performed by the captain and crew or
operator/driver, such part will nonetheless be subject to RWT under
paragraph 6(1)(d) (ITAA 1936) of the definition of royalty. (See
paragraphs 121-135).

26.  Payments under a voyage charterparty are not considered to be
royalties. (See paragraphs 45-51).
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Date of effect

27.  ThisRuling appliesto royalties derived by a non-resident
during the 1993-1994 year of income and subsequent years of income
of the non-resident. This Ruling does not apply to equipment royalties
paid under apre-18 August 1992 contract. This Ruling aso does not
apply to the extent that it conflicts with the terms of settlement of a
dispute agreed to before the date of issue of the Ruling (see
paragraphs 21 and 22 of Taxation Ruling TR 92/20).

Explanations

Liability to pay RWT

28.  Theliability to pay RWT isfound in subsection 128B(5A)
(ITAA 1936) which provides that RWT is payable on the gross
amount of the royalty at the rate declared by Parliament. That rateis
currently 30% tax on the gross amount of royalty reduced to 10%
under most of Australia sSDTAS.

29. By subsection 128B(2B) (ITAA 1936), RWT appliesto
income that consists of aroyalty derived by a non-resident and:

@ Is paid to the non-resident by aresident of Australia.
No RWT applies where the royalty paid by the resident
IS an outgoing incurred in carrying on businessin a
foreign country at or through a PE of theresident in
that country (paragraph 128B(2B)(a) and
subparagraph (b)(i)).

(b) Is paid to the non-resident by another non-resident and
the royalty paid is an outgoing incurred by the second
non-resident in carrying on businessin Australia at or
through a PE in Australia (paragraph 128B(2B)(a) and
subparagraph (b)(ii)).

30.  Theliability for RWT isfurther extended under subsection
128B(2C) (ITAA 1936) to two other situationswhereaPE is
involved, namely:

@ Where aroyalty ispaid by an Australian resident to
another Australian resident and the royalty incomeis
derived by the second mentioned Australian resident in
carrying on business at or through a PE in a country
outside Australia. No RWT appliesif the royalty paid
by the first mentioned Australian resident is an
outgoing wholly incurred by that resident in carrying
on business at or through a PE in a country outside
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Australia (paragraph 128B(2C)(a) and
sub-paragraph (b)(i));

(b)  Wherearoyalty ispaid to an Australian resident by a
non-resident and:

(1) the royalty income isincome of theresident in
carrying on business at or through aPE in a
country outside Australia; and

(i)  theroyalty isan outgoing of the non-resident in
carrying on business at or through a PE in
Australia (paragraph.128B(2C)(a) and
sub-paragraph (b)(ii)).*
31.  Thecrucia aspect of the definition of royalty contained in
subsection 6(1) (ITAA 1936), (see paragraph 9), in the context of
charterparties is whether payments made under a demise, time or
voyage charterparty can be said to be amounts paid or credited as
consideration for:

. the use of, or the right to use, the ship; or

. the supply of any assistance that is ancillary and
subsidiary to, and is furnished as a means of enabling
the application or enjoyment of the ship.

32.  The contradistinction to the payment being for the ‘ use of, or
theright to use’ the equipment and hence aroyalty is that the payment
is for services rendered. The distinction between royalties and
payments for services rendered is considered in Taxation Ruling

I'T 2660 but only in the context of payments for the supply of
know-how.

33.  Paragraph 25 of IT 2660 states:

‘Payments for services rendered and work done are not
royalties unless the services are ancillary to, or part and parcel
of, enabling relevant technology, information, know-how,
copyright, machinery or equipment to be transferred or used.
Whether the payment isaroyalty payment or a payment
for services dependson the nature and purpose of the
arrangement giving rise to the payment. Only those
payments which are for the use of, or the right to use, property
or aright belonging to another person are “royalties’ within
the definition’ (emphasis added).

34.  Other aspects of the paragraph 6(1)(b) (ITAA 1936) definition
of ‘royalty’ such asthe question of what constitutes ‘industrial,

L RWT is not payable where a DTA applies and subsection 17A(4) of the
International Tax Agreements Act 1953 operates to exclude aroyalty from
section 128B.
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commercial or scientific equipment’ have been considered in Taxation
Rulings IT 2660 and TR 98/21. These Rulings conclude that, in the
context of the tax definition of the term ‘royalties’, the word
‘equipment’ does not have a narrow meaning and would include such
things as machinery, apparatus, ships and aircraft (see paragraphs 18
of IT 2660 and paragraphs 33-38 of TR 98/21).

35.  Thefunction and nature of charterparties and the meaning
attributed to terms like *use’ or ‘the right to use’ by case law and in
the treaty context of the Royalty Article will demonstrate that
payments under demise and time charterparties fall within the
definition of ‘royalty’. On the other hand, payments under a voyage
charterparty and for liner services will be for the carriage of goods and
constitute payments for services and not royalties.

Shipping law and practice

36. A brief introduction to shipping trade practiceisgivenin
paragraphs 12-22 of this Ruling. A more detailed examination of this
practice and the law governing shipping trade follows. In particul ar,
this part considers the nature of the various contractual arrangements
that shippers, shipowners and charterers enter into, the legal and
commercial relationship between the parties and the difference
between payments for the hire/letting of aship (‘hire’) and ‘freight’
payments for the carriage of goods.

37. Note however that, because of the complexity of contractual
arrangements that exist in the shipping trade, it is difficult to lay down
hard and fast rules as to whether an arrangement falls within a
particular class of charterparty. The circumstances and terms of the
documents may differ in different cases and must therefore be
carefully considered.

The bill of lading contract of carriage

38.  Thehill of lading is one of the main documents evidencing the
contract of carriage of goods by sea between shipper and carrier. The
contract itself is made when the shipper books space on the carrier’s
ship, long before the goods are actually delivered to the ship for
carriage. The contract is reduced to writing when the bill of lading is
issued. The bill of lading is then, prima facie, evidence of the terms of
the contract.?

39.  Thehill of lading serves two other purposes - it isareceipt for
the goods shipped and is also a negotiable document of title to the
goods shipped. A COA may also be contained in or evidenced by

2 The“Ardennes’ (1950) 84 LI L Rep 340; [1951] 1 K.B. 55 (C.A.)
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other documents of title such as a seawaybill or mate’s receipt which
are also receipts for the goods shipped but not negotiable documents
(see Article 1 (b) Carriage of Goods by Sea Act 1991).

40.  Thehbill of lading is normally issued by the master of the ship
engaged in liner servicesto the shipper at the time the goods are put
on board the ship. The fee paid by the shipper for the carriage of
goods under abill of lading iscalled ‘freight’.

41.  Thepayment of ‘freight’ by the shipper to the carrier is clearly
apayment for the carriage of goods and therefore a payment for
services and not aroyalty payment.

42.  Thelarge variety of commercial transactions in modern
shipping practice can make the identification of the carrier difficult.
Thisis particularly so where the ship is the subject matter of several
charterparties. While special rules exist to govern the rights and
obligations of the carrier and shipper (see paragraph 19) the
identification of the carrier broadly remains a question to be
determined according to the facts and circumstances of each particular
case.

43. Wherethe bill of lading evidences the contract of carriage and
the bill isashipowner’s bill (i.e., one issued by the master on behalf
of the shipowner), the contract of carriage at law is between the
shipowner and the shippers. Where the bill of lading is a charterer’s
bill (i.e., oneissued by the master on behalf of the charterer) the
contract of carriage is between the charterer and the shippers.

44, In the context of the subject matter of this Ruling, the ‘freight’
paid by a shipper to acarrier will not be aroyalty. However, the
contract of carriage may not be evidenced by abill of lading but rather
by the charterparty document itself. If the charterparty is the contract
of carriage between a shipper and a carrier, the fee paid under the
charterparty islikely to be a payment for services. One situation where
thisarisesisin the case of avoyage charterparty.

Voyage charterparty®

45, Under avoyage charterparty the ship is chartered for a specific
voyage (e.g., Melbourne to London). It is usually used as a contract of
carriage where alarge quantity of cargo, requiring the entire carrying
capacity of ship, is carried between designated ports. The ship may be
chartered for the voyage directly from the shipowner or sub-chartered
from another charterer. The charterer or sub-charterer is also the
shipper under avoyage charterparty.

3 Shipping Law, by Martin Davies and Anthony Dickey, second edition, LBC
Information Services 1995, chapter 10; Carriage Of Goods By Sea, by John F
Wilson, third edition, Chapters 1 & 3.
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46.  When the charterer ships goods under a voyage charterparty, a
bill of lading is still usually issued when the goods are shipped on
board the chartered ship. In these circumstances, there are two
documents which appear to regulate the relationship between the
charterer and the shipowner — the voyage charterparty and the bill of
lading. Which of these two documents evidences the contract of
carriage is again a question of fact depending on the documents and
circumstances of each case.

47. By way of general principles, in the case where the charterer is
also the shipper of the goods, the bill of lading acts only as a receipt
for, and a document of title to, the goods. The contract of carriage
between the charterer-shipper and the shipowner-carrier is the voyage
charterparty.*

48. In contragt, if atime charterer entersinto avoyage
sub-charterparty, and if the shipowner issues a bill of lading to the
voyage sub-charterer on shipment of the goods, the bill of lading does
act as evidence of a contract of carriage between the shipowner and
the voyage sub-charterer.” If the time charterer were to issue a bill of
lading in its own name to the voyage sub-charterer, the contract of
carriage between these two parties would be the voyage
sub-charterparty and not the bill of lading. Note that the relationship
between the shipowner and time charterer will, in both cases, still be
governed by the time charterparty.

49.  Another basic characteristic of avoyage charterparty, in
contrast to atime charterparty, isthat ‘freight’ is payable under the
former, whereas ‘hire' is payable under the latter® (see distinction in
paragraphs 71-82).

50. In the case where the charterer is also the shipper

(see paragraph 47 above), the charterer’ s payment to the shipowner
for the carriage of its goods under the voyage charterparty will be in
the nature of ‘freight’ and not aroyalty. In the case where the shipper
is the voyage sub-charterer (see paragraph 48 above) the payments
made to the time charterer under the voyage sub-charterparty will also
be in the nature of ‘freight’ and not royalty.

51. Based on the above, payments under atime charterparty to a
shipowner are in the nature of ‘hire’ and not ‘freight’. Secondly,
because of the existence of two separate rel ationships — shipowner and
time charterer, and shipowner as carrier of the goods of the voyage
sub-charterparty - the shipowner may appear to be entitled to two lots
of payments, the ‘hire’ payable under the time charterparty and the

* Rodoconachi Sons & Co v. Milburn Brothers (1886) 18 Q.B.D 67 and The Ship
“ Socofl Sream” v. CMC (Australia) Pty Ltd [2001] FCA 961.

® Hi-Fert Pty Ltd v. Kiukiang Maritime Carriers Inc (2000) 173 ALR 263

€ Skibs Snefonn v. Kawasaki Kisen Kaisha (The Berge Tasta) [1975] 1 Lloyd's Rep.
422 at 424
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‘freight’ payable under the bill of lading issued to the voyage
sub-charterer. This point is further considered in paragraphs 136-138
below.

Demise charterparty’

52.  Most shipping textbooks and case authorities describe a
demise charterparty, as alease of the ship by the owner to the
charterer for an agreed period of time, in exchange for periodic
payments of ‘hire’ .2

53. A charterparty by demise is one where the charterer obtains
possession and control of the ship. The general test to determine this,
i to see ‘whose servants the master and crew are’.” It has been said
that if the control of master and crew in the navigation of the ship
passes to the charterer he has possession and, generally speaking, the
master and crew will be regarded as the servants of the person who
has the power of appointing and dismissing them.™

54, In these circumstances, the payments clearly fall within the
definition of ‘royalty’, being amounts paid as consideration for the
‘use of, or theright to use’ the ship.

Time charterparty™

55. Caution is called for when reading earlier authorities where,
the nature of and the character of payments under, a time charterparty
have been considered. One reason for thisis that some of the maritime
law cases are concerned with maritime cargo claims rather than the
relationship between a shipowner and time charterer. Secondly, a
change occurred over time in the use of the word *freight’ in the
shipping trade (see paragraphs 71-82 below). Thirdly, there are few
maritime cases dealing directly with the question of whether atime
charterparty is a contract for services, or a contract for the use of the
ship. Finally, except with regard to aircraft (see paragraphs 104-109

’ See references under notes 3 supra and 11 below.

8 e.g. Scrutton on Charterparties and Bills of Lading (note 11 below) states at page
59 ‘A charter by demise operates as a lease of the ship itself, to which the
services of the master and crew may or may not be superadded’ .

° Australasian United Seam Navigation Co Ltd v. The Shipping Control Board
(1945) 71 CLR 508 per Latham CJ at 521. Baumwoll Manufactur von Carl
Scheibler v. Furness [1893] AC 8

19 See Australasian United Steam Navigation Co Ltd case at 521-522, note 9 supra.

" Carriage of Goods by Sea, supra, note 3, chapter 4; Shipping Law, supra, note 3,
chapters 10 & 13; Time Charters, by Michael Wilford, Terence Coghlin and John
D Kimball. fourth edition, 1995, Lloyd’s of London Press Ltd; Australian
Maritime Law, by MWD White, The Federation Press 1991, chapter 5; Carver’s
Carriage by Sea, thirteenth edition by Raoul Colinvaux, London Stevens & Sons
1982, chapter 5 sub-chapter 6; Scrutton on Charterparties and Bills of Lading,
twentieth edition, London Sweet & Maxwell 1996, sections 1V and XVI
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below) the nature of atime charterparty asto whether it is one of ‘use’
or ‘services has not been considered previously in ataxation context.

56. In the main, judicial comments on the nature of atime
charterparty are by way of obiter dicta. The descriptions givento a
time charterparty, in particular, are often general and confusing to say
the least. Some of the more recent case authorities spell out the
economic substance of atime charterparty and give a better
description of its nature and purpose and the character of payments
made.

57. It may be appropriate to begin with the description given to a
time charterparty by Lord Bingham of the House of Lordsin the case
of Whistler International Limited v Kawasaki Kisen Kaisha Limited."”
At page 641 His Lordship states:

‘A time charterparty such as the present represents a complex
commercia bargain between owner and charterer. The owner
undertakes for the period of the charter to make his vessel
available to serve the commercia purposes of the charterer. To
this end the hull, machinery and equipment of the vessel are to
be in athoroughly efficient state, the capacity and fuel
consumption of the vessel are specified and the vessel isto be
ready to receive the charterer’ sintended cargo. The owner
undertakes these obligations in consideration of the charterer’s
undertaking to pay for the hire of the vessel at an agreed rate.

Thecharterer agreesto pay hirefor the vessel because he
wantsto make use of it. Crucial to the bargain, for him, are
the terms which require the master to prosecute his voyages
with the utmost despatch, which provide that the master
(although appointed by the owner) shall be under the orders
and directions of the charterer as regards employment and
which require the charterer to furnish the master from time to
time with al requisite instructions and sailing directions.

The complexity of atime charterparty derives partly from the
fact that ownership and possession of the vessel, which remain
in the owner, are separated from use of the vessel, whichis
granted to the charterer, and partly from the peculiar

characteristics and hazards of carriage by sea......... The
owners are to remain responsible for the navigation of the
" (Emphasis added).

58. In the same case, L ord Hobhouse also recognised that the
employment of avessel and its navigation reflected different aspects
of the operation of the vessel. ‘ Employment’ embraces the economic
aspect- the exploitation of the earning potential of the vessal.

2 \Whistler International Limited v. Kawasaki Kisen Kaisha Limited, [2000] 1 AC
638
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‘Navigation’ embraces matters of seamanship. A voyage charter is
different to atime charter because under the former it is the owner
who is using the vessel to trade for his own account. He decides and
controls how he will exploit the earning capacity of the vessel, what
trades he will compete, what cargoes he will carry. He bears the full
commercial risk and expense and enjoys the full benefit of the
earnings of the vessel.

59.  Onthe other hand, under atime charter the owner still hasto
bear the expense of maintaining the ship and the crew. He till carries
the risk of marine accidents and has to insure his interest in the vessel
appropriately. But, in return for the payment of hire, he transfers the
right to exploit the earning capacity of the vessel to the time charterer.
His Lordship goes on to say that where the charter isfor a period of
time rather than a voyage, and the remuneration is calcul ated
according to the time used rather than the service performed, the risk
of delay is primarily on the charterer. The shipowner’ sright to
remuneration is unaffected.

60.  InThe“Nanfri” '3 the House of Lords also described the nature
and purpose of atime charterparty as being a contract for the use of
the ship to enable the charterer to carry on histrade. And, as early as
1918 the House of Lords had in Fred Drughorn Ltd v.
Rederiaktiebolaget Trans-Atlantic** described a charterparty as
‘...primafacieit isacontract for the hiring or use of the vessel’.

61.  Justice Toohey of the High Court of Australiain Laemthong
International Lines Co Ltd v. BPS Shipping described charterparties
by quoting from what is said in Carver’s Carriage By Sea'® namely:

“Most commonly........ charterparties are made for the purpose
of securing to the charterer the use merely of the ship on a
particular voyage or series of voyages. He does not desire to
interfere with the manner in which she is to be navigated, nor
is the shipowner willing to part with his control over her
....Contracts in which the possession of the ship is handed over
to the charterer are very much less frequent. But they are at
times made. A recent dictum that ‘a demise charterparty has
long been obsolete’ isnot true. Occasionally charterparties are

'3 Federal Commerce And Navigation Ltd v. Molena Alpha Inc. (The “ Nanfri”)
[1979] 1 Lloyd's Rep 201 (HL), per Lord Wilberforce and Lord Fraser at pages
206 and 210 respectively.

4 Fred Drughorn Ltd v Rederiaktiebolaget Trans-Atlantic, [1919] AC 203 at 207
per Viscount Haldane.

> aemthong International Lines Co Ltd v. BPS Shipping, (1997) 190 CLR 181 at p.
192

16 Carver’s Carriage by Sea, 13" edition (1982), vol 1 at 410-411. Thejoint
judgment of Gaudron, Gummow and Kirby JJ make similar reference and also to
pages 416-417.
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made in such doubtful shapesthat it is difficult to tell whether,
in fact, the possession does or does not pass to the charterer.”

62.  Shipping law cases have not always been consistent in the way
they describe the purpose and nature of atime charterparty. Thisis
the reason for the note of caution in paragraph 55 above. There are a
number of cases where the nature and purpose of atime charterparty is
described as being a contract by the shipowner to render services by
his servants and crew.

63. A casewhich isoften cited for that proposition is the opinion
expressed by MacKinnon L.J. in Sea and Land Securitiesv.
Dickinson'” where he states at pages 69-70:

‘A time charterparty is, in fact, a misleading document,
because the real nature of what is undertaken by the shipowner
is disguised by the use of language dating from a century or
more ago, which was appropriate to a contract of a different
character then in use. At that time atime charterparty (now
known as a demise charterparty) was an agreement under
which possession of the ship was handed by the shipowner to
the charterer for the latter to put his servants and crew in her
and sail her for his own benefit. A demise charterparty has
long been obsolete. The modern form of time charterparty is,
in essence, one by which the shipowner agrees with the time
charterer that during a certain named period he will render
services by his servants and crew to carry the goods which are
put on board his ship by the time charterer. But certain phrases
which survive in the printed form now used are only pertinent
to the older form of demise charterparty. Such phrases, in the
charterparty now before the court, are: “the owners agree to
let,” and “the charterers agree to hire” the steamer. There was
no “letti ng” or “hiring” of this steamer.

..The ship at al timeswasin the
possess on of the Shl powners and they simply undertook to do
services with their crew in carrying the goods of the charterers.
As| ventured to suggest quite early in the argument, between
the old and the modern form of contract thereis all the
difference between the contract which a man makes when he
hires a boat in which to row himself about and the contract he
makes with a boatman that he shall take him for arow.’

64.  The above passage may be seen as providing an alternative
view to the subject matter of thisruling. But, it is clearly not
consistent with the current understanding and economic substance of a
time charterparty as discussed in the House of Lords and the High
Court of Australia cases mentioned above. The fact that the modern
printed forms of the various charterparties continue to speak in terms

7 Sea and Land Securities v. Dickinson [1942] 2 K .B. 65.
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of ‘hire’, ‘letting’ and ‘freight’ as the case requires reflect the current
custom in the shipping trade. The different character of ‘hire’ and
‘freight’ paymentsis afurther indicator that atime charter isa
contract for the use of a ship.

65.  Other casesrefer to atime charterparty as a contract for the
services of a ship, master and crew or one where the shipowner
places the ship, master and crew at the disposal of the charterer.’®
Still in other cases atime charterparty is described in the same case
and sometimes by the same judge interchangeably as ‘a contract for
services' and as a‘contract for the use of’ a ship.*® For instance, Lord
Hobhouse in Whistler International, above, after clearly stating that
the owner transfers to the time charterer the right to exploit the
earning capacity of the vessel, later on in adifferent context states that
atime charter is not a contract of carriage but describes it as a contract
for the provision of the service of a crewed vessel.

66.  Thequestion arisesthat, if the contract of carriage for goods
by seais represented by the bill of lading or by the voyage
charterparty what is the nature of services alegedly provided under a
time charterparty? The services provided in the nature of the carriage
of goods are under the bill of lading and voyage charterparty. Except
for the navigation of the ship by the master and crew, no other
services can be identified under atime charterparty.

67. It could be argued that where cases describe atime
charterparty as a‘ contract for the services of aship’ or ‘the placement
of aship at the disposal of the charterer’ what isreally said is that the
ship is made available to the charterer for his use.

68.  Lega textbooks on the subject are also not consistent in the
way they describe the purpose and nature of a time charterparty. For
instance, Carriage of Goods by Sea, Shipping Law,?® Australian
Maritime Law”* and Carver’s Carriage by Sea (see paragraph 61
above) tend to describe the purpose and nature of atime charterparty
as contracts for the use or the hiring of the ship.

69.  Onthe other hand, Time Charters, and Scrutton on
Charterparties and Bills of Lading® describe atime charter asa
contract for the provision of services. However, Time Charters at page
536 states that under American law a charterer’ s interest under atime
charter is regarded simply as a contract for the use of the vessal giving
the time charterer no proprietary interest in the ship.

18 |talian State Railways v. Mavrogordatos [1919] 2 K.B. 305; Tankerexpress A/Sv.
Compagnie Financiere Belge Des Petroles SA. [1949] A.C. 76.

9 Australasian United Steam Navigation case, supra, note 9.

0 Supra, note 3, at pages 4 & 86; and at page 166 respectively.

%! Supra, note 11, at pages 111 & 126.

%2 Supra, note 11 at page 530 and at p.59 respectively.
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70.  One shipping case where the issue as to whether the
engagement of a ship was a contract for services, or a contract for the
use of the ship, arose in The Queen of the South.? In this case, motor
boats, suitably manned, were used to moor and unmoor the ship,
Queen of the South and to convey her crew between the ship and the
shore. The case arose in the context of an action in rem against the
Queen of the South which was only available if the claim arose out of
an agreement relating to the carriage of goodsin a ship or to the ‘use
or hire’ of a ship. The boats were by definition regarded as ships.
Brandon J. held that the engagement of the boats was an agreement
for the ‘use or hire’ of the boats and not an agreement relating to the
rendering of services. He conceived that there might be an agreement
for servicesin a case where there was only some incidental and minor
use of a ship.

Character of payments under charterparties - distinction between
‘freight’ and ‘hire’

71.  While descriptions given by case authorities on the nature and
purposes of atime charterparty are unclear, the characterisation given

by case authorities and others to payments made thereunder give a
better indication.

72. Recent shipping law cases make it clear that *hire’ is different
to ‘freight’. Thereis also general consensus amongst legal textbook
writers on the subject that *hire' isdifferent to ‘freight’. Ordinary and
commercial dictionaries make the distinction.

73.  Thenatureof ‘hire’ and ‘freight’ was considered carefully by
Lord Denning M.R. in The ‘Nanfri’.** In this case the ship Nanfri was
time chartered by the owners to the charterer who had sub-chartered it
to third party shippers. The time charterparty provided for the
payment of ‘hire’ calculated at $5 per ton deadweight per calendar
month. The time charterer deducted certain amounts from the ‘ hire’
payable due to time lost caused by the slow steaming of the ship. The
owners objected and threatened to withdraw the charterer’ s authority
to sign bills of lading as agents of the owners unless certain conditions
were met.

% Corps v. Owners of the Paddle Steamer Queen of the South (The Queen of the
South) [1968] P 449, [1968] 1 All ER 1163. Note: The Queen of the South isone
case in aline of authorities which decided that charterparties fell within the
expression ‘use or hire' of aship appearing in English Acts concerned with the
jurisdiction of certain courts (see: The Alina (1880) 5 Ex.D. 227; R. v. Judge of the
City of London Court (1883) 12 QBD 115; The Conoco Britannia [1972] 2 QB
453; The Eschersheim [1976] 1 WLR 430; Gatoil International Inc. v. Arkwright-
Boston Manufacturers Mutual Insurance Co. [1985] AC 255; The Antonis P.
Lemos1 AC 711.

# Federal Commerce And Navigation Ltd v. Molena Alpha Inc. (The “ Nanfri”)
[1978] 2 Lloyd'sRep 132 (C.A.)
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74.  The charterer treated the owner’ s threat as a repudiation of the
charterparty and terminated it. The issues before the court were
whether the time charterer had a right to make the deductions (aright
to equitable set-off) and whether the charterer had validly terminated
the charterparty. Under a settled rule of law ‘freight’ is payablein full
without deduction. The question that arose was whether the rule of
law also applied to ‘hire'.

75.  Inthe course of determining that question Lord Denning M.R.
said at page 139:

‘At one time it was common to describe the sums payable
under atime charter-party as “freight”. Such description isto
be found used by judges and text book writers of great
distinction. But in modern times a change has come about. The
payments due under a time charter are usually now described
as“hire” and those under a voyage charter as“freight”. This
change of language corresponds, | believe, to arecognition that
the two things are different. “ Freight” is payable for

carrying a quantity of cargo from one place to another.
“Hire” ispayablefor theright to use a vessel for a specified
period of time, irrespective of whether the charterer
choosesto useit for carrying cargo or laysit up, out of use.
Every time charter contains clauses which are quite
inappropriate to a voyage charter, such as the off-hire clause
and the withdrawal clause.” (Emphasis added).

76.  The case went on appeal to the House of Lords only on the
‘termination’ issue and was decided in the charterer’ s favour.
Nevertheless, the House of Lords described the nature and purpose of
time charters as being for the use of the ship (see paragraph 60 above).

77. A more recent case on the distinction between ‘hire’ and
