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FOREWORD 

This is the second  Occasional Paper produced for  the  Bureau of 
Transport Economi  cs  under its  current Research Fe1 lowshiD.  Scheme. 
The Fellwships are offered  to qualified and experienced penple in the 
public  or  private  sector  or  in  academic i nsti  tuti ons who are 
interested i n  undertaking  a period of research  on  a specific  issue or 
issues  falling within  the Bureau's general charter. 

Dr J. E. Davies,  Department of Econmics, Acadia  University,  Nova 
Scotia undertook  the  study  presented i n  thi S Paper  during 198.5. 

The analysis  undertaken i n  the  study  and the  conclusions drawn are 
entirely the views of the  author  and do not  necessarily reflect the 
position or views  of the  Federal Bureau of  Transport  Economics. 

A. J . SHAW 
Assi stant  Director 

Economic  Assessment Branch 

Bureau of Transport  Economics 
Canberra 
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SUMMARY 

This study analyses the  efficiency  of the  Australian  liner shipping 
industry by using the recently  developed  theory of contestable 
markets.  The  selection  of  problem  area  was  motivated by the 
importance and topicality of the  subject.  Its importance is reflected 
i n  the fact  that  over half of  Australia's  ocean borne  trade is carried 
by the liner sector.  Its  topicality  flows  from both the global issues 
of legi sl ative  initiatives,  increased Do1 i tical i nterference, 
technological  and  organisational  changes  and  overtonnaai ng and  from 
the si ngularly  Austral i an concerns of service dependabi 1 i ty , shore- 
based costs,  trade union influence,  the  attitudes of shippers and  the 
role of the ANL. 

The  choice of analytic  technique was based on the  relative nove1t.y and 
promise  shown by contestable  market theor-y and by the  controversial 
and unconvincing  results achieved by more traditional  methods. In 
this respect,  the reasons why the industry is so seemingly difficult 
to  analyse and i S therefore  conducive to controversy  were identified 
in order to isolate  those  areas of concern  where  the new  theory should 
be  able  to make  a  contribution.  These  reasons  included: 

. the  difficulty of supply management  relative  to manufacturi nq 
because of an inability to  utilise  inventories; 

. a lack of an explicit  market  for assured access to liner 
services; 

. the  canrmnali ty of service  costs; 

. the i nfluence  of exogenous  conditions on sustainable load factors 
and therefore  efficiency; 

. the  difficulty of establishing necessar-y  and sufficient 
conditions  for  workable  competition;  and 

. the wide variety of di fferent  pressure  groups  with  a legi timate 
interest in liner  shipping. 

An  cutline of the theory revealed that it is explicitly constructed  to 
analyse  the strength of competition and economic efficiency in the 
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presence of multi-product outputs, econmi es of scale and  capital 
intensive methods of production.  It thus appears ideally  suited to 
application to liner shipping. The theory has recently attracted 
consi  derable cri  ti  ci sm, a1 though analysis of  such  cri ti  ci sm i ndi cated 
that it served more to circumscribe the  manner in which it may 
legitimately be employed than  to undermine its logical integrity. 

The theory shows that canpetitive discipline wil 1 be strong and 
markets will perform  efficiently  when three conditions are fulfilled, 
namely when a1 1 firms  are similarly  placed with  respect to access to 
technology and customers and  in terms of the regulations under  which 
they operate,  when sunk, non-recoverable costs are minimal  and when 
new fi  rlns can ensure for themselves a temporary period of stable 
profitability by being able to negotiate  contracts  with shippers. 
These conditions were observed to be present in most Australian liner 
trades. At the  same time, however, certain situations were identified 
which may  potenti a1 ly detract from  this. These situations included: 

. the mnership by conference  lines  of 'termi nal facilities; 

. the  necessity  of specialised vessels  on some trades; 

. trade union favouritism; and 

These  impediments to efficient performance, however, were shown to  be 
either localised in extent or else to be current1.y  of  minimal 
practical consequence because of overtonnaging i n  the industry. 

Contestable market analysis was also used to analyse the pricing 
policies which conferences traditionally have wactised. It was shown 
that although the revealed structure of most Australian liner trades 
was not monopolistic, the common  cost problem imposed pricing 
constrai nts  simi  lar  to that of  natural monopoly  and  has  resulted in 
the adoption of a value of service rate structure  that  is economically 
efficient. 

In consequence of  the favourable pricing  and cmpetitive performance 
suggested by the theory's application, no  acti ve regulation of the 
industry or of conferences  was implied. Instead it was suggested that 
policy  be structured about the principle of subjecting conferences  to 
maximal regulation by the market. 

Market  regulation, the  theory suggests, will be greatest and most 
benefici a1 when  the pool  of  potential entrants is large and when  the 
three conditions required for efficiency are in place. As Australia 
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Summary 

has no control over the former - this being determined primarily hv 
the  global forces of  supply  and  demand - the key  task of poli  cv is to 
enhance the degree to which the other conditions can be  realised. In 
this respect the aforementioned impediments m y  be minimised by: 

. ensuring non-di scrilni natory access to  terminal facilities; 

. encouraging shipper and consumer groups to actively prosecute 
their particular tradi  ng i nterests; and 

. employing diplomatic means to address political impediments 
issuing from the policies of both foreign governments and 
domestic trade uni ons. 

Additionally it may be prudent to monitor conferences' agreements and 
behaviour since under conditions of chronic shortages of shipping 
capacity they would be strategically placed to command considerable 
market power. As such shortages do not seem likely i n  the foreseeable 
future, stronger  measures such as are embodied i n  the 1984 US Shippi  ng 
Act appear neither necessary nor desirable. 

xi i i 



CHAPTER 1 INTRODUCTION 

Looking back on  the  first half of the 1980s decade, it is  evident  that 
the  pattern of innovation,  change  and  uncertainty  that  characterised 
liner  shipping i n  the 1970' S has  been  peroetuated  and  even 
accentuated.  On  the  technical si de, the  prior  development  of 
containerisation  has  spawned  further  innovation i n  the  establishment 
of combined,  multimodal  and  round  the  world  services. In terms of 
political  developments,  more  than a decade  of  effort  have  seen  the 
enactment  of both the  UNCTAD  Code of Conduct  for  Liner  Conferences  and 
the 1984 US Shipping  Act. Addi  tional ly the  lonq  talked  of 
clarification  of  the  standing of liner  conferences vis a vis the EEC's 
Competition  Rules  has  been  absorbed  into  a  more  general  pursuit of a 
'Common  Shipping  Policy'  while  various  soverei gn states, i ncl udi n q  
Australia and Canada have begun  independently  to  re-examine  the leqal 
position of shippi ng conferences i n  respect of the appl i cation  of 
their  domestic  restrictive  practices 1 egi sl ation.  Furthermore,  the 
earlier  developments of the  expansion of national  lines  amonqst 
developing  countries and the  maritime aggrandi  sement ambi tions of 
others  have  showed  little  sign  of  slackening. And to  add  to  the 
confusion,  the  operating  milieu  of  the  industry  has  become 
increasingly  constrained by the global problems  of  overtonnagi nq and 
recessi on. 1 

I n  the  specific  context  of  the  Australian  trades,  the  above woblems 
have  been  especially  pronounced.  More  particularly,  non-conference 
shipping,  stimulated  no  doubt by global overtonnaging,  has  expanded to 
a  degree  unprecedented i n  recent  Australian  history. Thi s, in  turn, 
has put  pressure on the  extension of pan-Australian  freight  rates and 
on  the  financial  viability of the  ANL  and  certain  other  lonq 
established  conference  carriers.  These devel opments,  coupled  with 
defensive  responses  involving  trade union  influence,  have  led  shippers 
to question  the  validity  of  traditional  shipping  arrangements,the 
adequacy of government  policy  and  the  role of the  national  line  and 
wharfside unions. 

1. For an analysis of these  issues  see  OECD (1982,  1983 and 1984). 
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Given  this  combination  of  particular  national  problems  and 
i nternati onal developments,  it  came  as  no  surprise  when i n September 
1984 the  Hon Mr  Peter Morri S, the federal Minister  for  Transport, 
announced  the  instigation of a  wide  ranging  review of Australia' S 
overseas  shipping  arrangements  focusing  particularly  on  the 
effectiveness  of  Australia's  regulation of the  industry i n  
facilitating  efficient  comnercial  services  (Minister  for  Transport 
1984a). To  this  end,  a  Task  Force  comprisi ng representatives  from 
shippers,  the  shipping  industry,  the  trade  union  movement and academia 
was  expressly  commissioned  to  examine  the i ndustr.y and  submit 
recommendations to the  Minister  (Minister  for  Transport  1984b).  To 
assist i n  the  process,  the  Federal  Bureau  of  Transport  Economics  was 
charged  with  undertaking  a  cmplementary  study  aimed  at  gathering 
factual i nformati on which  would  faci l i  tate an economic  evaluation  of 
structure,  conduct and performance i n  the  industry by the  Task  Force. 

Against  a  background of such  exhaustive  scrutiny,  it  may  appear  that 
the  scope  of  an  additional , separate  study of the  industry  would be 
somewhat  limited.  It  is  hoped,  however,  that  the  analysis  presented 
i n  this  document will  neither be irrelevant  nor  duplicative  of 
existing  efforts. In an attempt  to  secure  this  end,  the  present  study 
will  focus  largely  on  applying  to  the  analysi S of  the  industry  a 
relatively  new  conceptual model - the  theory of contestable  markets - 
which  promises  to  be  very  useful i n  isolating  structural  and 
behavoural  condi ti ons  appropriate  for  efficient  performance i n  the 
industry,  and i n  obverse  though  methodological ly like  manner, a1 so 
those  conditions  which may be positively  detrimental  to  economic 
'welfare. In keeping  with  the  environmental  flux  of.  the  subject 
industry,  this  theory  is  appropriately  novel  and  also  highly 
contentious  and  therefore  it  is hoped that  its  treatment  here  will 
serve  to  complement any explicit  applications  or  allusions  to  its 
re1 evance i n  the studi es  of  the  Task  Force  or  the submi ssions  tendered 
to it. 

THE SCOPE OF THE STUDY 

'In  terms  of  structure,  the  study i s divided  into  seven  chapters. 
Chapter 2 will address  the  institutional  setting by establishing  an 
Australian  perspective' on the  liner  shipping  industry.  More 
specifically,  the  shipping  implications  of  Australia's  trading 
:patterns and  relationships will be  outlined  together  with  the 
organisation  and  development of the  industry  and  the  evolution of 
governmental  policy  applied  thereto. 

2 



Chapter l 

The object of Chapter 3 will  be to try and explain why  the industry is 
seemingly so difficult to analyse and  why its investigation has 
traditionally  produced  such  diverse  and  often  contradictory 
conclusions especi a1  ly in terms of its economic performance. To this 
end, the differences between shipping and  t-ypical manufacturing 
industry will be outlined and a1 so the  particular  analytical 
difficulties  posed by the  industry's  multi-product  nature and 
consequenti a1 complex cost i nterrel ati onshi p. Additional 1 v, the 
problem of isolating necessary and sufficient conditions for effective 
or workable competition in the industry will  be addressed as  will the 
contentious issue of identifying the nature of the public interest in 
liner shipping and the implications this has for normative analvsis. 

Chapter 4 of  the  study seeks to survey  and summrise the  theorv of 
contestable markets. Attention will focus primarily on the kev issue 
of the theory' S treatment of  the nature and strength of competition in 
modern industry through the valuable i nsi ghts it affords into multi - 
product cost interrelationship and the stability of pricing equilibria 
will also be analysed. 

In Chapter 5, the theory  will  directly ue applied to the Australian 
liner shipping industry. The extent to which the conditions required 
for contestability are in practice satisfied wil 1 be assessed as will 
the nature and consequence of any  actual or potential impediments 
thereto. The theory  will  also be used to investigate the pricing 
policies adopted by liner conferences and a1 so the economic rationale 
of such organisations. 

Chapter 6 will address the theory's policy implications, esnecially i n  
terms of the effects on shippers of the identified degree of market 
contestability and  the appropriate response to this of sovernment. 
Additionally, the compatability of these policy implications with 
traditional Australi an practice and with the provisions of the USA' S 
1984 Shipping  Act will be investigated. 

By way of conclusion, Chapter 7 will  briefly summarise the  study  and 
focus attention on  the  principal conclusions reached especi a1 ly in 
relation to the  adequacy of existing Australian legislation and policy 
in securing an efficient liner industry i n  the light of the i nsi ghts 
provided by the nw theory. 

3 



CHAPTER 2 AN AUSTRALIAN  PERSPECTIVE ON THE  LINER  SHIPPING  INDUSTRY 

INTRODUCTION 

The  desired goal of any application of economic  theory to real world 
issues  is an improved  understanding of the  relevant  economic 
processes,  constraints and opportunities, an understanding that may i n 
turn  form the basis  of  policies to mai ntain or  improve  economic 
performance. A necessary prerequisite  for  the  attainment  of such  an 
end  is a proper  appreciation of the  physical  and  institutional 
conditions  that  constrain and mould  economic behaviour. To this end, 
the  present chapter  seeks to outline the  principa', conditions  that 
shape the  role of liner shipping in Australia.  More  specifically,  the 
relationship between  shipping  and trade and  the organisation of the 
Australian  liner shipping  industry  will be s u m r i  sed i n  order  to 
establish a  foundation  for  the  study's  subsequent  structure - conduct 
- performance based  analysi S and to also highlight any perceived areas 
of concern or inefficiency  that  necessarily will  be a  part of such 
analysis. Firstly,  however, it will  be instructive very  briefly to 
summarise  generally  the  nature of international shipping and in 
particular the liner sector. 

OCEAN  SHIPPING AND THE  LINER  SECTOR 

It is customary  to classify the ocean shipping  industry, on the basis 
of mode or  operation, into  two components - the liner and  the non- 
liner sector.  The latter  consists primarily  of  tankers, dry bulk 
carriers  and speci a1 ist product carriers,  a division  based on 
functional specialisation. In  each case the canmon  ancestor is the 
general  purpose tramp,  a vessel which by now  has  virtually disappeared 
from modern cmmerce. But like the ol d  tramp,  the  modern  non-liner 
operator  serves  exclusively  or  almost  exclusively  the  transport  needs 
of  a  single  larger  shipper, namely the vessel Owner  in the case of 
industrial carriers moving  their  own  produce  (such  as BHP on the 
coastal trades or the  multi-national oil canpanies on international 
routes) or  more commonly, the vessel charters. Invariably  the  cargoes 
of such shippers  are  voluminous and of relatively lovr unit value. No 
fixed  schedules  are adhered  to  as  the vessel 'S itinerary  is simply a 
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function of the particular trading needs of the part,y currently 
chartering it. Generally in the non-liner  sector, buyers  and se1 lers 
are numerous and market  intelligence  is very  high with transactions 
being effected by specialist brokers within formal market places  such 
as the Baltic Exchange. Freight  rates  are determined by the immdi ate 
interplay of  supply  and  demand  and  the market approaches closely to 
the  requirements of perfect competition. 

In the liner sector both  mode  of operation and market structure  are 
singularly different. Concerning the former,  scheduled,  common- 
carrier type services are  supplied  on fixed geographical trades, the 
target  market being not a single shipper but  the relatively high 
valued cargoes of  the  often  many hundreds of small shippers trading 
over the route i n  question. There has  admittedly been some recent 
erosion of the  operational distinction between the two sectors with 
some  tradi  tional l i  ner  cargoes nm movi  ng i n suffici ent volume to 
appeal to the charter market  and, from the opposite end, some 
specialist bulk operators having  begun  to combine their operations 
with scheduled liner  services. In large measure,  however, the two 
markets  are still separate requiring very di fferent  levels  of service 
and  vessel types. 

With respect to market structure, sellers in the liner  sector  are 
generally few in number and rather than compete independently many 
choose to limit their competition through  forming conferences. A 
conference is essentially a selling cartel structured about an 
agreement that limits the  mutual competition  of  member  lines, 
primarily by fixing common freight rates. It also may  cal-l for the 
rationalisation of sailing schedules and ports of call and sometimes 
for the pooling of cargo and revenue (Marx 1953). Currently there are 
some 350 conferences operating worldwide - which m a n s  that  most  of 
the world's deep sea trades are covered by them - and some have been 
i n  continuous or near continuous operation  for over a century, ranking 
them,  thereby, amongst the ol dest  and longest survivi nq of a1 1 
cartel S. 

The  nature and scope of disclosed conference agreements vary  greatly 
in response to different trading,  competitive  and, above all, 
political conditions. Indeed, in  consequence of the latter it is 
customary to distinguish two  principal  types of conferences, namely 
open  conferences  which  operate in  and out of the  United States (US) 
and whose agreements are circumscribed by that  country' S domestic 
legislation and regulatory policy, and  closed conferences, operating 
e1 sewhere,  whose  agreements  are  relatively  unconstrained  by 
legislative processes.  The former  represent the weakest t.yyDe of 
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Chapter 2 

conference agreement as US policy dictates that  entry  to the cartel 
cannot be restricted to qualified apDli cant lines. Pooling and 
rationali sation are also not allmed. Agreements, are thereby 
confined essentially to the fixing of a common freight tariff (Zerby 
1984). 

The closed conference,  in contrast, is able to limit membership, 
rationalise sai l i  ngs  and  pool revenue and/or cargo subject to the 
agreement  of its membership. It is thus potential l y  and  normally i n  
practice a much tighter form  of agreement and where pooling is used it 
has been described as the most anti-competitive form of cartel 
agreement  possible  (Bennathan 8 Halters 1969b). Australian 
conferences, other than those operating to or from the US, are closed 
and some have used  pooling in the past and on occasion still  do 
(Deaki n & Seward 1972, 68; Stubbs 1983, 35). 

It is important to note that even though a conference ma,y  be closed, 
the trade on which it operates may nevertheless stil 1 be open to 
entry. Indeed, on many of the world's trades closed conferences have 
to coexist and compete with non-conference or independent operators. 
The extent, then, to which a trade is  open  to new entry is a function 
not simply of the existence of conferences and  any first mover 
advantages they may enjoy but also of the presence of firstly, any 
barriers to entry intrinsic to the business and secondly, and of much 
greater  importance,  the  presence of any governmental  entry 
restrictions such  as cargo reservation. 

If domestic, on-shore businesses attempted to negotiate conference 
type agreements they would, i n  virtually all western countries, 
automatically fa1 1 foul  of national competition laws. Such laws, 
however, have not normally been applied to the liner shipping industry 
for three reasons. First, the industry i s  international and therefore 
the enforcement of  national legislation would inevi tably 1 ead  to 
conflicts of jurisdiction and problems of i nternational  comi  ty,  as  has 
been the case in the US (Maechling 1977). Second, governments have 
consistently judged conferences useful for promoting the health of 
both international trade and  national merchant marines (Marx 1953, 
Committee of Inquiry into Shipping 1970). In particular conferences 
have been seen to have a role in maintaining stable, high qualitv 
transport services thereby provi  ding ensured access to world markets 
for the country's exporters and importers. Additionally, conferences 
have been perceived to foster the development of a heal thy, modern 
merchant fleet, an attribute often regarded as vi  tal to a  country's 
wider national interests through, for example, its ability to provide 
l c g i  stical support to the  armed forces. Such was the case recently in 
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the  Falklands' War.  Third, it  is  not  clear  amongst  econmi  sts  whether 
the  conference  system  is  necessarily  detrimental  to  economic  welfare. 
Some  argue  that  it  has  substantial  positive  merit i n  the  service 
quality  and  rationalisation  of  supply  it  potentially  allows 
(Department  of  Transport 1978, Committee  of  Inquiry  into  Shipping 
1970). It is a1 so claimed  that  the  alternative - open  competi  tion - 
is unworkable  and  destructive  (Agman 1976). Some  economists have 
argued  that  the  industry is essentially  competitive  (Gardner 197.5) 
while  others  argue  the  opposite,  that  conferences  are  an  unnecessary 
and  economically  inefficient  restraint  on  trade  (Bennathan & Walters 
1972, Cassidy 1981a). 

The  proximate  purpose of this study i s  to cast  some new light  on  this 
1 ast i ssue. 

AUSTRALIAN TRADE AND ITS SHIPPING REQUIREMENTS 

The  function of merchant  shipping  is, of course,  to  service  the 
overseas  trading  requirements  of  the nation. In this  respect,  the 
volume  of  Australia's total trade  in  current  dollar  terms  is  shown i n  
Table 2.1 and as  can be  seen  the  combined  value of imports and exports 
exceeds $A47 bi 1 lion. Perhaps  more  indicative  than an absolute 
measure of the  significance of trade  to  the  Australian  econany is to 
compare  the  value of its  exports  to  its  Gross  Domestic  Product  (GDP) 
i n  order  to  get  a  measure of the  country' S trade  dependence.  As  is 
a1 so shown i n  the  table,  nearly 13 per  cent of the  country' S GDP  is 
attributable  to  its  exports  activities.  Most of these  exports, 
moreover,  consist of the  primary  products  with  which  the  country  is so 
we1 1 endowed  and  this i n  turn  has a1 lcwed  the  importation of the 
diversity  of  manufactures  that  has  contributed  to  making  the 
Australian  standard of living  amongst the  highest i n  the  world. 

In the  servicing of this  relatively very high  volume  of  trade,  sea 

TABLE 2.1 AUSTRALIA'S TOTAL OVERSEAS TRADE AND ITS RELATIONSHIP TO 
GROSS  DOMESTIC  PRODUCT, 1983-84 

Value ($m) Total as per 
A i  r  Sea  Total  cent of GDP 

Imports 
Exports 

4 171 19  369 23  540 12.56 
2 073 22 018 24  091 12.85 

Source Australian  Bureau  of  Statistics ( 1985). 
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transport plays by far the dominant  role , accounting for some  91.4 
per cent of the  value  of exports and 82.3 per cent of the  value of of 
imports moved i n  the 1983-84 year as  is  evident frcm Table 2.1. The 
composition of ocean  borne trade by shipging  sector is  shown i n  Table 
2.2.  As can be  seen the liner  sector  is  comparatively tiny in terms 
of the tonnage of cargo  lifted,  amounting  to just 5.16  per cent of the 
total , a  consequence primarily of the country's massive bulk exports. 
However, i n  terms of value, liner  cargoes amounted  to  no  less than 
52.2 per cent of total exports and imports. This  disproportionate 
financial significance stems  from  the  much higher unit  values of the 
goods shipped:  whereas the average value of a  tonne  of 1 iner cargo in 
1983-84  was $1 805, that for bulk cargo  was just $178. 

Concentrating now solely  on the liner  sector, it is evident  that the 
inbound and outbound trades  are substantially imbalanced in terms of 
value. This primrily i S a  reflection of  the commodity  composition of 
the  two flows,  the outward trades  consisting  substantially of 
re1 atively low valued  primary products, i n  particular meat and wool , 
while  the  inward  trades  comprise largely high  valued  manufactures. 
Thus the average 1983-84 value of a  tonne of exports,  from  Table 2.2, 
was $1 335  while  that of imported  liner cargo  was $2 326. What the 
table  does  not  show,  however, is that the  inbound and outbound trades 
are  also substantially imbalanced  in terms of cargo  volume. Thus 
although the  tonnage of exports exceeds that of imports, capacity on 
the inward  trades has  traditionally been much  more strained than  on 
the outward. This i S because  of the ligh-t, voluminous  nature of  many 
of the imported goods  and  the  need  on some trades  for using some 
capacity to  reposition empty reefer  boxes, these  not  always  being 
suitable  for holding manufactures.  Together  these factors have 
resulted in some  inward trades  'bulking  out'  whereas  under the  much 
rarer circumstances when  capacity constraints have been felt on 
outward trades,  the problem  typically has  been  one of 'weighting  out' 
as a  result of  the  relatively  dense  nature of the principal meat  and 
wool  exports. 

Concerning  the principal sources and destinations of imports and 
exports  respectively, some six  geographic areas dominate as revealed 
i n  Table 2.3. These regions  collectively  account  for 92 per  cent  of 
all Australia's  imports and 82 per cent of its exports. With the 
exception of South  East  Asia a1 1 these  markets  are located at a 
considerable  geographic  distance  from  Australia's  main  ports, 
particularly so the  daninant  markets of  Europe, Japan and North 
America.  With respect to  the relative  significance of  Australian 
trade to these  dominant  markets it is noteworthv that a1 though the 
country is  one of the  world's  largest  exporters by  vol ume - a 
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TABLE 2.2 AUSTRALIA'S OCEAN-BORNE TRADE BY L I N E R  A N D  NON-LINER TYPES, 1983-84 

Liner  Non-liner  Total 
Weight  Value  weight  Vatue  Weight  Vatue 

f tonnes) f$'OOO) f t onnes ) f$'OOO) (tonnes) ($'OOOl 

U 
CO 

Imports 5 682  541  13  219  747  16  885 438 6 149 115 22 567 978 19 368 851 
Exports  6 316 530  8  429  552 203  519  240  13  588 032 209 835  769 22 017 585 

Total 11 999  071 21 649 299  220 404 678 19 737 147 m 4133 747  41 386 446 

Source ABS ( 1985). 



Chapter 2 

consequence of its massive  outward  bulk trade - bv value  Australian 
goods are nevertheless  proportionately  an i nsi  qnifi cant part of the 
total imports  of its principal trading partners. Thus, as shown in 
Table 2.4, the total  value of exports,  including liner and  hulk cargo 
- from Australia and  New  Zeal  and  canbined - constitute a  tiny fraction 
of the total imports of these countries and of course if one were able 
to separate out Australian liner  cargo, the proportion would be lower 
sti 1 1 ,  especi a1 ly for Japan. 

TABLE 2.3 LINER  CARGO MOVEMENTS NITH AUSTRALIA'S PRINCIPAL 
TRADING  PARTNERS 1983-84 

Trade urea 

Imports Exports 
?er Per 

Value  cent of Value  cent of 
I h) tot a1 ($m) tot a1 

Europe 
East Asia 
Japan 
North Arneri ca 
East  Coast 
North Arneri ca 
West  Coast 
South East Asia 

3 862 29.2 2 144 25.4 
1 513 11.4 7 26 8.6 
3 109 23.5 1 784 21.1 

1 695  12.5 92 7 11.0 

1 390 10.5 49 5 5.9 
667 5 .o 869 10.3 

Total 92.4  82.4 

TABLE 2.4 THE SIGNIFICANCE  OF  AUSTRALIAN AMD 
NEW ZEALAND TRADE  TO THE EEC, US 
AND JAPAN, 1980 

Per cent of imports by value 
originating ir, Australia 

Country and New Zealand 

E EC 
USA 
J  apa n 

0.53 
1 .l 
4.3 

~~ ~ 

Source Uni  ted Nations (1981 1 . 
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To  conclude  this  section,  it  is  important to note  that  international 
trade is clearly very important  to  the  health of the  Australian 
economy,  accounting  for some 12.85 per  cent  of  its GDP. And of the 
country's total ocean  borne  trade,  liner  cargoes  figure  prominent1.y 
canprising  more  than 52 per  cent by value.  Dependable,  efficient and 
low  cost  liner  services  would  thus  seem an obvious  prerequisite  for 
the  maintenance  of  this  situation.  However, it should  be  realised 
that  from  a global perspective  the  Australian  liner  trades  could be 
categorised  as i solated and thin and therefore  their appeal to the 
commercial  shipowner,  relative  to  other  trades, ma.y be somewhat 
limi ted. Perhaps  indicative  of  this  is  the  fact  that  none of the 
round-the-worl  d  services  currently  in  operation call directly  to 
Australia  (OECD  1984, 21). 

AN  OVERVIEW OF THE  AUSTRALIAN  LINER  SHIPPING  INDUSTRY 

As  noted  previously,  liner  services  to  and  from  Australia  are 
principal ly provided  under  the  auspices  of  the  closed  conference 
system. The  first  such  Australian  conference  was  established on the 
inward UK route i n  1884  though  an agrement  on the  outward  trade was 
not  fixed  until  1909,  a  consequence  of  the  substantial  tramp 
canpeti  tion  attracted by the  country' S primary  product  exports.  From 
the  onset  government  attitudes  vacillated  considerably  over  the 
desirability  of  the  system.  Thus  the  1906  Industries  Preservation 
Act,  drawing  strongly on the model of the IJS Sherman  Act,  was  to 
outlaw  deferred  rebates,  at  least i n  the  outward  trades,  a  provision 
subsequently  reversed by an amendment  in 1930. This  last  move  was 
part  of  a  government-sponsored  attempt  at  trade rational isation on the 
Australi  a/UK  and  Europe  trade,  a  measure  effected  through  the 
formation  of  the  Australian  Overseas  Transport  Association  (AOTA) . 
This body  was  essenti a1 ly a  forum  within  which  the  conferences  could 
negotiate  with  a  shipper body (the  then  Export  Overseas  Transport 
Committee)  over such  matters  as  freight  rates  and  conditions  of 
service. The  establishment  of  AOTA  was i n  many  ways  a  landmark as  it 
saw  the  official  sanctioning of the  closed  conference  system - this 
being  judged  the  appropriate  vehicle  for  rationalisation - and 
secondly,  it  committed  against  the  strengthened  conferences  the 
countervailing  power of a  shippers'  association. 

Since  that  time  the  dominant policy  position of successive  governments 
has  been  predicated  upon  this 'conference-enfranchising bilateral 
monopoly  solution' - to  use  Cassidy's  much  quoted  description  (Cassi  dy 
1981a) - despite  the  modernisation  of  legislation. In respect  of 
legislative  developments,  the  passage of the  Trade  Practices  Act i n 
1965  served  to  replace  the  old  Industries  Preservation  Act a1 though  it 
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embraced a similar philosophy in seeking to preserve canpeti tion in 
Australian trade and commerce to the extent required b.y the public 
interest. Many conference agreements, of cwrse, would normally have 
questionable legal standing in this respect and therefore perceiving 
liner shipping to be a speci a1 case, the government in 1966 explicitly 
exempted outward cargo conference agreements from the Act and thus, i n  
effect, the earlier AOTA provisions were extended frcm the UK-Europe 
trade to cover all outward trades. 

More speci  fical ly , the exemptions provi  ded  to outward conferences 
under the controversial Part X of the Trade Practices Act, as 
currently amended, allw them to engage in the  fixing or regulation of 
freight rates; giving to a withholding from shippers speci a1 rates, 
privileges or advantages; the pooling  of earnings, losses or traffic; 
the a1 locati  on  of ports or restri  ction or other regulation of the 
number and character of sailings between- ports; and the restriction or 
other regulation of the volume or character of goods  to be carried. 
Such legi slative blessing served to confirm the earlier qovernment 
view that closed conferences are i n  the public interest. 

It should be emphasised, however, that  Part X did not confer ccmplete 
licence on conferences. In return for the general  sancti  oni  na  of 
their customary practices, they were required to file a1 1 agreements 
with the Clerk of Shipping Agreements - an office established by the 
Act. The Govenor General may subsequently disapprove them if there 
was not due regard to the need  for services to be efficient, 
economical  and adequate. Add tional ly the Act required an undertaking 
of shipowners to negotiate with a designated shipper body, which, 
since 1972, has been the Australian Shippers Council. 

A particular public interest was  not explicitly identified i n Part X. 
However, implicitly it is clearly the country's trading interests 
which are seen to be served by rationalised, efficient and economical 
shipping services, the  agent for whose provision is viewed as the 
closed conference modulated by formal , united shipper consul tation. 

The above legislative provisions and philosophy have  remained intact 
to the present though an attempt was made i n  1977 to slightly amend 
the Act in the light of both technological  and  organi ration chanaes 
wrought by the container revolution and legislative and  policy changes 
abroad. The Grigor Report which advocated such chanaes, was not 
however acted upon. 

With respect to containerisation, its adoption i n  Australia, as i n  
trades elsewhere, was marked by considerable structural change. In 
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particular  the capital requirements  of the  new technology and  the 
greater economies of scale  its  operation allowed  precipitated a 
rationali sation and concentration of i ndustri a1 structure.  Thi S was 
reflected in the formation of consortia such as  Overseas  Containers 
Ltd (OCL). - canprising P&O, Ocean  Steamship CO Ltd,  Furness Withy  and 
Commonwealth  Shipping CO Ltd - and  Associated  Container  Transport Ltd 
(ACT(A)/ANL) consisting of Blue  Star, Ben Line,  Ellermans  Lines, TIlJ 
Harri  son and  Port Lines and the  Australian National Line - consortia 
which  on most Australi an trades  came to command  a  dominant  market 
position. This is  illustrated i n  Table 2.5 which shows  the capaci tv 
of the operators serving on the Europe-Australasia trade.  As can be 
seen, the  two  principal consortia of  OCL and ACT(A) collectively 
accounted for some 62.7 per  cent of the capacity on the  route. 

In addition  to  stimulating  corporate  concentration,  the new technoloqv 
a1 so demanded a restructuring of service  itineraries  as the reduced 
number of larger  container vessels could not economically call at  as 
many ports  as  the  fleets  of  smaller  vessels thev replaced. The 
sol uti  on adopted  was  to centralise  container  movements in three 
principal ports - Sydney, Me1 bourne, Fremantle  (and to a  lesser  extent 
Brisbane) and  develop feeder  services  to  these  centres from the 
catchment  areas of ports  no  longer  having  direct  service. 
Additionally, so as not to  penalise  shippers i n  the outport  areas,  the 
cost  of feeder  movements to the  central points  was to  be met by the 

TABLE 2.5 CAPACITY SHARES OF THE  OPERATORS  SERVING ON THE  EUROPE- 
AUSTRALASIA  FULLY CELLULAR  MARKET 

Share of total  Cumulative 
Shipping  tine  capacity  percentage 

OCL 
ACT(A) 
Nedll oyd Li nes 
Hapag L1 oyd 
L1 oyd Trei sti no 
Shipping Corp of New Zealand 
Compagni e  Generale  Maritime 
0 the rs 

36.4 
26.3 
9.2 
8.5 
5.9 
5.7 
4.7 
3.4 

36.4 
62.7 
71.8 
50.3 
86.2 
91.9 
96.6 
100 .O 

Note Australia and  New Zealand are served jointly by the conference 
i n  the  inward  trades  but  separately on the outward  trade. 

Source Fossey, J. and Pearson, R. (1983, 5). 
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conferences. This  latter development further served to maintain and 
consoli  date the conferences' policy of charging 'pan-Australia' 
freight  rates - a tradi.tiona1 practice pressured on the conferences h.y 
shipper interests and State governments under which, in the interest 
of regional equity, a1 1 shippers, irrespective of geoaraphic location, 
are charged the same rate on shipments to any common destination. 

So far discussion has omitted any consideration of  the siqnificance of 
non-conference shipping in Australian trade. While the market 
position of conferences is clearly dminant on virtual ly a1 1 trades, 
non-conference shipping is nevertheless Dresent on most and its  impact 
has undoubtedly been increasing of late primarily i n  consequence of 
global overtonnagi ng. The relative position of conference versus non- 
conference shipping on Australia's principal trades is shown in Table 
2.6 and Table 2.7. As  can  be seen, on the major trades specified the 
conferences' market share is more than 80 per cent on both inbound and 
outbound trades. Interestingly the conferences' share on those trades 
is consistently higher by value  than by volume. This indicates that 
non-conference lines, far  from 'creaming' the high  valued trade - a 
sin of which they are perennially accused - in point of fact are 
carrying relatively more low paying cargo  than are the conferences. 
Indeed, whereas the average value of a  tonne of conference  cargo on 
the inbound and outbound trades was $2 605 and $1 479 respectively in 
the 1983-84 year the corresponding figures for non-conference cargo 
were $1 647 and $928 .l 

The situation on the minor trades, however, is somewhat different, at 
least on the outward trades, as here the non-conference share bv value 
is higher than by weight and at 45 per cent, it is relatively high 
indeed. It thus appears that non-conference shipoi  ng makes its 
presence felt by a canbination of market-niching i n  the  outward minor 
trades and elsewhere through the more general pursuit of lower rated 
cargo. Possible explanations for this latter strategy may  be that 
either it may  be perceived likely to induce 1 ess of a comDetiti ve 
response from the conferences than would pursuit of the high rated 
cargo, or else much  of  high  rated cargo, for example meat, may not be 
available for immediate canpetition being locked u p  i n  to contractual 
arrangements wi th conference carriers. 

The general nature of the non-conference lines servinu Australi a are 
very diverse i n  terms of  both size and ownership. Large, commercially 

~~~ ~~ 

1. Figures computed from ABS ( 1985). 
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TABLE 2.6 CONFERENCE,  NON-CONFERENCE  AND  AUSTRALIAN  FLAG  SHARES OF AUSTRALIA'S OUTWARD LINER TRADFS R Y  VALllE 
AND TONNAGE, 1983-84 

(per  cent) 

Trade  area 

By value By tonnage 
Australian  Austratian 

Ion- flag  share Non- .flag share 
Conference  conference of total Conference  conference of totat 

~~~ ~~ ~~ ~~~ ~~ 

Europe  and  North  Mediterranean 78  22 4 81 19 3 
Philippines,  Hong  Kong  and 
Taiwan 77 23  20  69  31  17 
Japan 94 6 13  81  19 8 
South  Korea 84 16  31 80 20 28 
West  Coast of North  America 87 13 11 84 16  11 
East  Coast of North  America 86 14 9 53  47 a 6 
Middle  East  Gulf 96 4 0 97 3 n 
South  East  Asia 82 18 15 74  26  14 
New Zeal and 36  64  27  34  66 26 
Papua  New  Guinea  and  Solomons 77  23 0 67  33 n 
Minor  trades 55  45 3 60 ao 3 
Major  trades total 81 19  12  75 25 10 

a. This  figure is high  because of shipments of high-density  mineral  sands i n  con-bulk shiDs. 

Sources BTE (1986). BTE  estimates. 



TABLE 2.7 CONFERENCE,  NON-CONFERENCE AND AUSTRALIAN  FLAG SHARES OF A!JSTRALIA'S  INWARD  LINER, TRADES R Y  VALIIE 
AND TONNAGE,  1983-84 

(per  cent) 

By value By tonnage 
Australian  Australian 

Non- flag share Non- fZag share 
Trade  area  Conference  conference of total  Conference  conference 0.f total 

Europe  and North Mediterranean 77 23 7 77 23 5 
Philippines,  Hong  Kong and 
Taiwan 71 29 21 74 76 17 
Japan 93 7 16 88 12 15 
South Korea 79 21 34 83 17 31 
West  Coast of North America 79 21 7 70 30 9 
East  Coast of North  America 85 15 5 85 15 5 
Middle East Gulf l00 0 0 100 D 0 
South  East  Asia 82  18 18 83 17 19 
New Zealand 41 59 31 23 77 20 
Papua New Guinea and Solanons 74 26 1 m 31 il 
Minor  trades 42 58 2 23 77 S 
Major  trades total 80 20  13 78 22 12 

Sources BTE  (1986). BTE estimates. 
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orientated lines  with  conference  and/or  non-conference  services on 
routes  elsewhere are  present  such  as  ABC Container  Lines  and Nedl lovd 
on the East  Coast of North America trade and Zim  with  non-conference 
services on  no  less  than  seven  Australian  trades.  Eastern  bloc 
shipping too i S present in the  Poli  sh Ocean  Line operating  to  Europe 
and the  Red Sea  and  FESCO  trading  around  the Nestern  Pacific rim. 
Likewise the  national lines  of some developing  countries such  as  the 
Shipping  Corporation of  India  and the  Algerian National Line  are 
present on some routes. In addition, several trades  contain an 
assortment of  very  small operators with service patterns  and schedules 
seemingly calculated to  avoid conflict  with  conference operators. The 
overall competitive  consequence of non-conference  shippinq is at 
present  a  matter of considerable  debate and therefore  a  fuller 
discussion will  be reserved for  Chapter 5. 

Another  matter of concern i n  the  contemporary  Australian shinoi nq 
scene  relates to  the matter of  national  participation.  At the  moment 
National  flag participation in overseas  liner shipoing is confined to 
ANL which  is owned by the Commonwealth  Government.  The ANL has been 
i n  operation  since  1956  when  an  Act  of  Parliament  established  the 
Australian  Coastal Shipping  Commission  that  was  charged with operatinq 
a commercia2 shipping  enterprise i n  competition  with  private 
shipowners. Trading under  the business name of Australian National 
Line,  the Commi ssion's early operations were confined to  coastal 
services, though in  1969  it entered  the overseas  liner  trades on the 
Japan  route and since  then  has also entered the UK-Europe, N e w  
Zealand, North  America  and South  East Asia  trades. In addition  to 
liner and  coastal trade, the current  activities of  the ANL  include 
overseas bulk shipping and it is also the countr.v's largest terminal 
operator.  On  the  shipping side, its fleet, as of June  30th  1954, 
comprised '33 vessels of some 1 174 144 dwt, of which 10 were  engaged 
i n  liner  trades, 15 in bulk trades and the  remainder  in  domestic 
services. Collectively  its  operations  employed  a  workforce of 3657  of 
which 2104  were seagoing  personnel , and i t also  generated revenues in 
the same year approaching $570 million (ANL 1984). 

Concerning  the  position of the ANL  relative to other  liner,  carriers 
serving  Australia,  its physical presence is significant. As shown in 
Tables 2.6 and 2.7, it carried no less than 12 per  cent by value  and 
10 per cent by volume of  all outward liner  cargo and 13 per cent and 
12  per  cent  respectively  for  inward  cargo.  Perhaps  more 
significantly, ANL is  the largest  single line engaged  in Australian 
trade,  lifting m r e  by both weight and  value than any other company. 

Of its  various  activities it is those  relating  to  the  overseas  liner 
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sector that illustrate best its apparent role.? The ostensible 
purpose of the ANL here is  to assist i n  the development of more 
efficient general cargo services. 'rlhile  stil 1 adhering to its basic 
mandate of operating on a singularly comrnerci  a1  basi s, the presence of 
the ANL has been perceived to contribute towards this ob.jective 
through having positive effects on four different fronts. Fi rstly, 
and most importantly; it provides the Government  with  a lever canahle 
of influencing conference behaviour. In all its trades it operates 
purposely as a  conference  member and as such it shoul c! be able 
directly to influence conference operations in support of Australian 
trading interests both through  the deliberate pressure of neqotiation 
or else by itself meeting special shipping needs not ful lv met by a 
conference. Secondly , it m y  provide the Government wi ttl a  window on 
the conferences through affording the  opDortuni tv of a  closer i nsioht 
into costs and methods of operation. This, of cwrse, should provide 
the i ntel l i  gence required for  any determination of the necessi tv of 
the direct or indirect pressure li  sted above or  of anv stronqer 
medicine such as legislative chanae. Thirdly, the existence of the 
ANL may induce commercial shipowners to improve their services in 
trades where it is not present rather than  risk its entr.y. Fourthly, 
and finally,  the competitive pressure exerted bv 4NL may hopefullv 
encourage the adoption by rival lines of innovations and modern cost 
saving techniques (Departmnt of Transport 1973,  Chapter 7). 

Whether or  not ANL  is in  a position successfully to fulfil these 
functions is a matter of  debate. A particular di Fficu1t.y i s  that it 
is demonstrably .a high cost carrier, being obliged to hi re Australian 
crews at high Australian manning scales, paid at relative1.y expensive 
Australian wage rates and  being subject to a fiscal envi ronment that 
amongst OECD countries has tradi  tional ly been by far the Worst i n  
terms of its influence on shipping profitability (Gardner, Goss and 
Marlow  1984, 161). In consequence of thi S and the p01 i tical 
imperative of serving unprofitable routes, its fi nanci a1 oerformance 
has been less than impressive and as of 30 June 19% the 4VL was 
technically bankrupt with an accumulated 1 oss of 3129.5 rni 1 lion that 
exceeded its capi tal by 53.7 mil  lion. Yi thout successive capital 
injections i n 1983 and 1985 that total  led some 5160 rnil lion it i s  
doubtful whether it could have remained i n  operation ('douse of 
Representati ves , Hansard 16 May 1985 1. 

As a result of this cost background, certain Doli  tical imDositions in 

2. Accordi ng to Trace (1981, 401, the exact role of the AhlL h a s  
never been precisely defined by the Government. 
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terns  of  service  patterns and a  continuing comrni W e n t  to operate 
colnmerci a1 ly,  it has been questioned  whether  the ANL is  really  in  a 
position to substantially  influence  conference  behaviour,  particularly 
with  regard  to  freight  rates  (Hunter 1967, Trace 1981). 

Recently,  however,  the  commercial  effectiveness of the  ANL  has 
substanti a1 ly improved. Fol lowi ng the  publication of the  Crawford 
Report i n  1982, it  is now a1 lmed  for tax purposes to write  off n w  
vessels  over  five  years  and  with  provisions  for  a 20 per cent 
depreciation a1 lawance  in  the  year  prior to commissionins,  this 
reduces  to  four  years  after  commissioning. As such  the  fiscal 
envi r o m e n t  i n  Australia  is n m  similar  to  that of other  OECn 
countries.  Additionally,  the ANL has  recently  withdrawn  from  several 
unprofitable  routes  such  as  the  'beer  run'  to  Darwin3  and  the  North 
American  trades. In consequence,  it  was i n  1983-84 able to  show  a 
modest  operating  profit of $3.3 mil lion  in  and  with  receot  capital 
injections  serving to reduce  its  debt  pavments,  it  appears  likely  that 
this  trend wi 1 1  conti nue. But agai nst  this  it  should  be  noted  that 
its  Australian  complement  have  left  ANL  more  vulnerable  to  labour 
disputes  than  foreign  crewed  lines  to  the  extent  that i n  1983-84 no 
less  than 287 ship  operating days were 1 ost to industri a1 action, at  a 
cost  of $7.08 million,  a  figure  twice  that  of  its  operating  profit  for 
the  year  (House of Representatives,  Hansard 17 May 1985,  2627). 

Despite  ,the  labour  issue,  which  is  probably ANL's biggest  single 
problem,  improved financial performance i n  conjunction  with  its 
physical  size  means  that ANL has  a  presence  which  the  conferences 
cannot ignore. 

To date, di scussian on the  Australian  shipping  scene i n  this study has 
focused  simply  on  the  ship-operating  side.  However, as is  evident  in 
the  role  accorded  shipper  consultation i n  official policy,  especially 
the desi gnation  under  Part X of the  Trade  Practices  Act of the 
Australian  Shippers'  Council  (ASC)  as  the  official  shippers' bod-y, the 
shippers'  too  have  a  major say i n  the  determi  nation  of  the  conditions 
of  service,  most  obviously i n  'the outward  trades.  The  stated 
objectives of the ASC are  specified  in  its  annual  reports  and  include 
the  over-riding  concern  of  securing  efficient,  economical  and  adequate 
outward  liner  cargo  shipping  services  for  its  members  and  the 
associated  need  for  ensuring  the  maximal  cooperation bebeen  ShipDer 
and  producer  interests  in  their  negotiations  with  shipowners.  The 

3. On this  subsidised  trade 95-98 per  cent  of  the  outward  cargo  was 
beer  (House of Representatives,  Hansard 16 May 1985,  2618). 
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membership of the ASC, as of June 1984, consisted of 25 exoorter 
bodies - principally the main producers - a1 though i n  rate and service 
negotiations the ASC does not act on behalf of all of these unless 
especi a1 ly i nstructed to  do so. It is perhaps the greatest si nqle 
weakness of the ASC that some of the largest  Drodacer qroups, 
including meat, wool and metals and minerals have contracted out of 
its negotiations in favour of  individual ly caning to terms with the 
conferences. Consequently it has  been estimated that the residual 
cargo left for  ASC representation amounts to just one-fifth of the 
total freight bill (Stubbs  1983, 104). Given this and some inevitable 
divergence of particular interest  amongst those groups it does 
represent, the effectiveness of the ASC  as a cohesive and Dowerful 
countervailing force to the conferences has recently been questioned 
(Cassi dy 1981b).  Whi le these problems are often he1 d to be  general to 
shippers councils,  a specific additional difficulty of the ASC has 
been chronic underfundi ng (Department of Transport 1978, 79) and with 
a staff  complement  of  seven it does  appear  that  its abili tv, 
especially i n  terms of  legal  and accounting expertise, must be 
somewhat 1 i mi ted . 

So far discussion of the shippers' side has focused solelv on the 
circumstances surrounding the outward trades, where both individual 
producer boards and the ASC are engaged i n  formal negotiations with 
the conferences. On the inward trades, there has been no provision 
for such institutionalised di  a1 ogue. Thi S does not necessarily mean 
that Australian importers are relatively disadvantaged4, as  on the 
inward trades freight forwarders have a  significant  Dresence and 
frequently 'play off' agai  nst each other conference and non-conference 
lines.5  On the outward trades the role of freight forwarders is 
generally limited given the small  range  of commoditi es exported and 
the  dominant role the producer boards play in the determination of 
their conditions of shipment. An exception to this rule, however, is 
the outward trade to N e w  Zealand,  where  diverse  manufactures figure 
predominantly. Here the scope for  freight forwarding activit:! is much 
greater and the opportunities for it have been correspndinvly filled 
(BTE 1980, Chapter 9). 

4. 

5. 

Cassidy (1981b), however, contends that importers are relatively 
disadvantaged and that the goverrment has consistently ignored 
import  rates4 eviden,tly perceiving them  to confer fortui tous1.v 

industry. 
some extra natural protection on domestic import competing 

It is noteworthy that the practice of Australian importers - 
inherited from the colonial era - of buying substanti a1 ly on 
f.o.b. terms means  that domestic freight forwarders, rather than 
their overseas counterparts, are instrumental in negotiati np the 
conditions  of shipment on the inward trades. 
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Turning now to matters  of policy and shipper perceptions of  conference 
performance, there appears of late to have been a substantial 
weakening of  support by the ASC for the closed  conference system. 
Thus a  1983 study was able to conclude , 'There are some complaints  (by 
shippers) about specific conference services. .. , however they do not 
amount to an indictment of  the  system as a whole and there is not 
widespread or strong pressure  for  its overthrw' (Stubbs 1983, 121). 
However in its  1984 annual report the ASC clearly indicates  that it 
finds unconvincing the' notion incarnate in government policy that the 
closed conference is the  best means of maintaining shipping services 
and indeed included in its  report  is a list of  no less  than 16 
recommendations  for  policy  and  legislative  change  which  if 
imp1 emented woul d substanti a1 ly increase government regulation of 
conferences and facilitate shippers i n  the use of non-conference 
services.  It  is  not  clear,  however,  whether  this view is 
representative of shippers generally, given the domination of the ASC 
by the principal producer bodies,  especial ly as recent research h,y the 
BTE suggests that in the  main Australian shippers judge  service 
quality  and dependability very highly and perceive that  conferences 
are  more able than independents to provide this quality particularly 
as  it re1 ates to frequency (BTE 1985). 

The final element requi ring attention in this overview of the 
Australian shipping scene re1 ates to the shore-based side of container 
operations. In particular the cost, organisation and ownership of 
terminal  facilities have all of  late  shown  themselves  to  he 
contentious issues. With respect firstly to costs,  it is a  common 
presumption  that shore-based costs assume progressively diminishing 
si  gni  fi cance as trade length increases, since proportionately more 
costs  would  be incurred at sea, other things being  equal. In the 
Australian context, however, other things appear not to have been 
equal as despite the length  of the trade routes, shore-based costs 
constitute  about one-third of the total liner shipping  freight bill 
(ASC  1984) Relatively, Australian port productivit~y is reported to 
be amongst, the worst in the  industrial world, with working rates for 
container terminals substantial ly below those of other developed or 
newly i ndustri a1 i sed  countri es, and container handli  ng charges whi  ch 
rank amongst the highest in the world  (Stubbs 1983, 186-1881. 

This problem appears to have several different sources. Poor 

6. For some commodities, such  as wool,  shore-based  costs are reported 

Europe run ? W E  1984 , 5). 
to  be as hi h as 70 per cent of the door-to-door costs, as  on the 
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management of port facilities and  of the coordination of land and sea 
transport is undoubtedly contributory (BTE 1984, 329). The principal 
cause, however, has traditionally been cited as labour problems which 
have served to create two distinct types of  difficu1t.y. Fi rstl.v, 
whereas  containeri  sation  demanded  of  the  workforce  increased 
flexibility and the possession of a wider range of skills, demarcation 
lines between different unions o n  the waterfront have both Prevepted 
this and have further increased costs and inefficiency through 
precipitating work stoppages as a result of inter-union disputes. 
Indicative of the potential  for this is the fact  that no less than 15 
separate unions are involved on  the waterfront and indeed it has been 
estimated that  27 per cent of all strikes have flowed from i nter-union 
arguments (Stubbs 1983, 199-201). Secondly, the exercise of union 
power by the Waterside Workers' Federation i n  particular, aooears a1 so 
to have contributed to  high operational costs. In this reswct, while 
it did admittedly oversee a two-thirds droo i n  membership following 
containerisation, it simultaneously evidently manaaed  to appropriate 
for its residual membership in higher wages many  of the productivi tv 
improvements afforded by the nw technology. Indicative of this has 
been the very rapid rise in the average weekly earni nqs of watersi de 
workers  since containerisation; thus  whereas in  1971-72 this was at 
the same level  as the all-industri es average for male employees, bv 
1982-83 they exceeded it by some S120 per week (BTE 1954, 323). 

Contributing to the above problems have been the principal shipping 
lines which own the main terminals. Fearing industrial action they 
historically have weakly conceded to union demands, apparently bei na 
content to operate o n  a  cost-plus basis, passing on anv increased 
costs to the customer, rather than bargaining stronglv or striving for 
efficiency improvements. What ultimately has allwed this  is a lack 
of effective competition between ports, as the maritime unions have a 
fortuitous monopoly i n  handling virtual ly all foreign trade which has 
no alternative - modest air shipments aside - other than to ao throuah 
union control led ports. This is very different to  the situation in 
Europe and North America where competition between the ports  of 
different  countries effectively prevents both local or national 
inefficiency and a1 so the ability to  pass  on  to the customer anv 
unnecessary cost increases. 

Over and above their influence in port costs, union influence is 
important i n  that they have espoused a poliy of pressuri nq for 
increased Australian flag participation in ocean shipoina. A recent 
indication of the potenti a1 consequences of this was the ban imposed 
by the unions in March 1983 on non-conference lines i n  the East  Asia 
and Japan/Korean trades and  also on cross traders in the Australia-IIS 
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trade fol lcwing AWL' S laying up of the AustruZiun Enterprise. This 
particular event led  to  the infamous ANSCON  Accords  whereby to  regain 
union approval  the non-conference  lines reported1.v entered into  an 
agreement with  the conference  stipulating  that thqy  were to refrain 
from charging  less  than 90 per cent of the conference  freight  rates 
(Trace 1984). The  idea, of course, was that as  ANL is  always a 
conference  member, anything that  improves the conference' S performance 
will also simultaneously  strengthen  ANL's abili t.y to  operate in a 
comwrci a1  ly vi able fashion. 

These Accords  particularly  annoyed the ASC which  saw in them a 
sweetheart  relationship between the unions and the conferences  that 
was singularly prejudicial to  its i nterests7,  a perception  which  no 
doubt  has  contributed  to  its  recent  anti-conference sentiments. In 
the back  of its mind  is  no  doubt the possibility of the  trans-Tasman 
trade writ large.  On this  trade,  the  maritime  unions of both 
countries have  for  some  time had a po1ic.y  of banning  foreign crews 
which i n  effect  reserves the trade  for  Australian and N e w  Zealand 
crewed  vessels. In consequence,  shippers  are precluded  from taking 
advantage of the  considerable  transit  capacity avail able on cross 
trading vessels plying the  Tasman as  part of a  longer voyage  and are 
additionally di sadvantaged by the considerable  cost  inefficiency 
experienced due  to  the lack  of competitive  checks this bi laterali sm 
imposes upon  the  national carriers  (BTE 1980, especially  Chapters 4 
and 7). 

A s  a final observation on land-side  operations, it  was noted above 
that in the main,  container  terminals are  owned by the  principal 
shipping  lines. The potential consequences of this have of late 
become issues of some contention, with allegations  that  ownership  in 
i tself  may confer an element  of monopoly  power and that it is 
conducive to dubious commercial practices such  as transfer pricing and 
di scrini  natory treatment of  other lines using the  equipment esaecially 
on  the  basis  of conference affiliation (BTE 1984, 34). 

CONCLUDING  COMMENTS 

This chapter  has endeavoured to summarise  the  Australian  liner 
shipping  industry so as  to focus attention on the principal problem 
areas perceived to be present by actors therein.  Initial 1.y it was 

7. The ASC estimates the Accords  cost  Australjan  exporters $20 
million  in  increased  freight  costs  in  the fl rst year of the1 r 
operation  (ASC  1984, 27). 
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shown that the  health of the  Australi an economy is very dependent on 
ocean  borne i nternational  trade  of  which some 52 per cent by value  is 
carried by liner operators. The total value of liner  carqo imDorted 
and exported i n  1983-84 amounted to $21 649 million  a  fiqure which  is 
38 times the  total 1984 earning of the ANL.  Evidently 4ustralia is a 
shipper  rather than a shipowning  country. This does not,  however, 
mean  that  shipowning i S unimportant, for geographic i solatian and the 
fact that its principal  primary  product exports  face  competition i n  
the  world  market  from many  other  sources,  renders of cruci a1 
importance  dependable and  economical transportation. It must be 
remembered,  however,  that in aggregate Austral i a' S liner  carpoes 
constitute only a very  small proportion of the international  business 
of  its principal trading partners. This, coupled  with  qeoqraphic 
isolation,  raises questions as  to whether the  dependable economic 
liner  services so crucial  to the econmic health of the  cwntr.y can be 
taken  for  granted. Other than the ANL and a  few  foreign  state lines 
of  questionable  motivation,  the  country's liner services have i n  the 
main  been  provided by commercial , forei  gn-based companies, worki n q  
together in conference  cartels  whose  agreements have been exempted 
from domestic  restrictive practices legislation.  It is  hard1 v 
surprising,  then, that the users of such services have consistently 
expressed  concern  over  their  provision.  The  track  record  of 
conferences,  however,  shows  that at least  with  resDect to service 
quality their  performance has  been difficult to fault  (Stubbs 1983, 
114). 

It i S against  this backgrand  that evaluations  must  be  made of the 
doubts  expressed by the ASC over  the continuing need for  conferences, 
the problems emphasised by conferences  relating  to destabili  sinq  non- 
commercial  competition, the  role  of ANL i n  liner  trades,  the 
consequence of union power and the  general determinants of efficiency 
in the  industry.  Traditionally  economists  have  attempted to formalise 
and discipline  their  analyses of such issues b.y applying standard 
conceptual models  suggestive of likely corporate behaviour  and 
associ  ated economic perfonnance.  Indeed Chapter 5 and 6 of this str1d.y 
seek  to do just that. In the context of liner  shipping,  however  one 
must be particularly  careful in perfoni ng such an exercise as its 
techni cal , i nsti  tuti  onal and busi ness characteri sti CS are suffi ci ently 
different from typical manufacturing or service  industries as to 
render very difficult the standard apDli cation of  formal economic 
models. This, i n  turn,  canpounds the difficulty of effective nolicy 
formation. The  reasons  for  this - which clearly  circumscribe  the 
precision of positive and normative  industrial  analysi S - wil 1 form 
the substance of the  following chapter. 
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CHAPTER 3 PROBLEM AREAS IN  THE  ECONOMIC  ANALYSIS OF LINER  SHIPPING 

Given the importance of  international trade to the Australian economv 
- as discussed in the previous chapter - and the significance of liner 
shipping in the servicing of the high  valued  portion  of this trade, an 
efficient liner industry is an obvious necessitv. 

Evaluating the performance of the industry so as to establish current 
levels of efficiency is unfortunately a difficult and contentious 
task.  At the best of times economists frequently disagree over the 
welfare  consequences of various  industrial practices - a  disasreement 
that supports a thriving industry in anti-trust law and economics - 
but in few areas  is the di sagreement so patent, so nolarised and so 
enduring as in the case of liner shipping. It seems that since the 
time of the Royal Commission of  Inquiry into Shioping Rings in 1909, 
when the committee  felt compel  led  to  issue  Majori tv and Yinori  tv 
reports, the profession has  been unable to make IJP its mind  on the 
basic  question of the social effects  of  the  industry's  overt 
cartelisation. At present, then, we have groups judging conferences 
to be tight monopolies. (Department of  Justice 1977 1, others oercei ve 
them the hapless servants of economic forces (Gardner 19781, others, 
more  pragmatically,  see  them  as a potential evil that  ought 
nevertheless to  be endured i n  the interests of service and political 
imperatives (Marx 19531, while others, seemingly unable to make UD 
their minds, appear  content to sit  on the fence (Stubbs 1983). 

It is not the purpose of  this chapter to resolve these diswtes. 
Rather what wil 1 be attempted here is a presentation of  some of the 
particular conditions which make the economic analysis of the industry 
singularly difficult and which therefore serve to support the above 
controversy. More specifically, the operational differences between 
liner  shipping and typical manufacturing,  the  problems and 
implications of its cost structure for pricing,' the difficulty of 
evaluating the nature of its  cmpetitive environment and  identif.ving 
where exactly the public interest lies i n  liner shipping, will  all  be 
addressed. In this way it is hoped to clarify the debate and enable a 
more complete evaluation of  the conflicting arguments while at the 
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same  time  isolating  the  key  areas  where  contestable  market  theory may 
hopefully  shed  some  new ll'ght. 

SOME  DIFFERENCES  BETWEEN  LINER  SHIPPING  AND  MANUFACTURING 

I n  terms  of  its  operational  characteristics,  liner  shipping  is 
different  from  most  manufacturing  industries in that  its  output  cannot 
be stored  or  adjusted  rapidly. 

Concerning  the  storage  problem,  the ph.ysica1 output  produced by liner 
companies,  namely  transportation  services,  cannot be put  into 
inventory,  if  unsold,  for  later  resale to  the  market.  The  revenue 
potential of shipping  space is thus  irretrievably  lost,  if  unsold, 
unlike  that of a normal  manufactured g0od.l This si tuati on,  in  turn , 
has the follwing  implications.  Firstly,  marketinq  experiments  become 
much  more  risky  than  for  manufacturing:  thus if the  latter  were  to 
experiment  with  a  price  increase  which  proved  unsuccessful,  the  unsold 
merchandise  could  later be resold  at  an  appropriately  reduced  price 
with  consequently  relatively  little  long  term loss. This  clearly 
would  not be possible  for  the  liner  operator  who  would  therefore  find 
it much more costly  to  alienate  the  market  if  only  temporarily.  More 
generally,  the  costs i n  the  form  of  irretrievably 1 ost  revenue  of  even 
a  temporary'loss  of  custom m a n  that  stable  patronage  is  of  relatively 
greater  importance  to  the  shipowner  than  the  manufacturer  and 
therefore  the  former  is  likely  to be more  risk  averse. 

Secondly,  the  possibility  of  a  voyage  commencing  with  unsold  space  may 
induce of the  ship  operator  extraordinary  measures to attract  custom 
which  may  include  rebating  or  other  immediate  attempts  to  steal 
customers  from  rivals  (Ellsworth 1979). Over  the  longer  term,  the 
persistent  existence  of  unused  space  is  likely  to  encourage  strategic 
policies  of  cargo  attraction  that may include  pricing  incentives to 
non-tradi ti onal commodi  ties  and  market devel opment i ni  ti ati ves . 

The  significance  of the  above  factors is  that they indicate  reasons 
why the  industry  may  have  developed  the  practices of loyalty  ties, 
conference  agreements and rate  differentiations  other  than  the 
calculated  restraint of trade,  though  if  you  can  get  away  with  it  the 
latter  too  is  obviously  contributory  to  the  particular  interests  of 
profit  seeking  firms.  The  possibilities  for  this,  however,  are  a 

1. An  exception  to  this  rule,  however,  is  the  newspaper  industry : 
nobody  wants to buy  yesterday' S papers. 
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function of the industry's wider canpetitive environment, which will 
be addressed subsequently. 

Turning now  to the flexibility of production, it apnears t!lat 
manufacturing industries are  better able to accommodate variations in 
the pattern  of  demand than are shipping canpanies. The abili tv to 
stockpile output, as discussed above, contributes to this as addi nq to 
or withdrawing from inventories  when demand i S UneXDeCted1,d 1 cw or 
high permits the maintenance of a stead.y  level  of outDut and a 
consequential constant utili sation of plant while simultaneouslv 
satisfying market demand. For the liner operator, however, saleable 
output is only what  can currently be purchased, that  is current 
demand, and changes in this of necessity imply changes i n  capacity 
uti1 i sation with consequential di rect  changes on production costs. 

With respect to the general ability of producers to change the 
physical volume of available output, the manufacturer has advantaqes 
additional  to those conferred by his inventory capabilitv. I n  
particular, through more intensive utilisation of his given fixed 
factors and the employment of more variable inputs, output can  readil v 
be expanded i n  the short run. Similarly, output can nonal ly readily 
be reduced by slowing the production line with a consequenti a1 savi no 
on variable costs.' In liner shipping however, such short-run chanses 
are  much more difficult to effect because the need to provi  de a 
demanded frequency of service limits  the immediate elastici tv of 
supply. In particular, capacity redllctions are very difficult to 
introduce to the  marke.t  as  these nonal ly require the withdrawal of 
individual vessels and  this in turn will  usual1.v reduce the suDpli ed 
frequency of service. Consequently, whereas i n  manufacturing a 
reduction i n  the volume of output will have no effect on the quali  tv 
of the cmmodi ty produced, i n  liner shipping cutnut reductions will 
simultaneously reduce the quality of the service movi ded and 
therefore may tarnish user perceptions of the carrier concerned 
(Jansson 1974) , especially if it means addi  ng to the users' inventory 
costs. 

The inability of carriers immediately to chanqe the  physical  volume  of 
output supplied when coupled with the need to supply its target market 
with a demonstratable service poses  additional difficulties i n  the 

~ ~~ 

2. It should be noted that manufacturing. firms typical1  incornorate 
into their plant a calculated capability for flexibye production 
runs so as  to facilitate the accommodation of  demand variabilitv 
(see for example Koutsoyiannis 1979, 1141. 
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output dimension. Concerning service,  what the customer ultimatelv 
wishes is for his cargo to  be moved  when  he requires it to be moved. 
Now the aggregate voluw of shipping space demanded is  prone to 
cyclical,  secular and  random variation, a variation  which  the carrier 
must be able to accommodate, to 'maintain  customer  goodwill,  even 
though  supply  is characterised by i nflexi bi l i  t.y. Operationally, this 
means  that the  need to supply a quali t,y service  requires  a volume of 
capacity sufficient to cope with expected variability of cargo 
offerings and thi S i n  turn translates into a  quantum  of normally 
supplied capacity i n  excess of average requi rements. More proper1 y, 
this  excess should be termed 'contingency' or 'reserve' capaci tv as 
far from being  unnecessary or  superfluous,  it may  be the  only 
practical way by which  the carrier can accommodate unexpected peaks in 
demand. Additionally, such capacity may  be deliberately supplied so 
as to  mi  nimi  se container handling and repositioning when the carqo mix 
and  trade pattern are  complex. 

Carrying such reserve capacity,  however,  imposes addi  tional costs 
since unit costs normally vary inversely with 1 oad factors  (see 
below). The carrier,  then, in deciding if  or  what amount  of reserve 
capacity is required will have to balance the costs of h01 di nq 
ordinarily idle  capacity, the ability and costs of chartering 
additional tonnage to  meet peak requirements, the price and service 
combinations the market wil 1 accept and the  costs and implications of 
any  such strategy on the  return  leg  of its  route and on its general 
competitive position in the markets and routes it serves. This is a 
consi  derably more complex undertaking than  the  output/i nvent0r.y 
decisions  of  a typical manufacturing firm. 

The above arguments have still further implications. In particular 
the possibility that  carriers may require  as a legitimate business 
strategy a margin of reserve capacity makes it difficult a priori to 
assess if and  to what extent any  unused space  on a particular route is 
really superfluous rather than a service imperative, especially i n  the 
light of  possibly  varying conditions on different voyage  leqs. 3 
Compounding this identification problem is the fact that the liner 
i ndustry currently di splays  certain characteristi CS whi  ch undoubtedly 
generate  a propensi ty towards g1  obal excess capacity. An inflated 
world ship building industry and  the recent entry into shippi ng of 
many  national lines c w l d  be cited as political sources of excess 

~ ~~ ~ 

3. More emphatically, modest reserve capacity  on the  heavy  leq  of a 
voyage route may translate into very substantial excess capacity 
on the lean leg. 
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shipping capacity. The increased productivity of new generation 
container ships and the indivisibility of the investments thev 
represent are li kewi se contributory factors. These condi tions, 
however, would not be a problem  if 01 d, technologically obsolete or 
more generally surplus tonnage could be scraoped at an appronriate 
rate. But this is just not the  case. In liner shipping, the new  does 
not necessarily replace the old as the  technical supriority of the 
former does not necessarily imply economic superiority over the 
latter. Vessels are long-lived assets and with their capital costs, 
who1 ly or largely written off,  and crewed with  cheao third worl d 
labour, 01 d, technologically dated tonnage may remain cmpetitive ldi th 
the most modern and sophisticated of vessels (UNCTAD 1975). 

I n  being  of such  a nature,  shipping i s again  different  from 
manufacturing. There is  no way, for example, that open hearth 
furnaces can compete  with integrated basic oxygen steel making, and 
even if it could, with  suitably cheap thi  rd world labour, the 
combination would be impossible to attain given the immobility of the 
capital i n place. The new, then, does ki 1 l off the ol d. 

The long-lived nature of vessels also means that even under the most 
utopian of competitive conditions, there is no guarantee that surnl us 
tonnage could be eliminated by the market place a1 one. Under such 
conditions, competition would obviously be intense and  many firms ma.y 
not survive.  But  the sale of the assets of the liquidated provides 
opportunities for cheap entry by others and therefore the physical 
capaci ty of the industry may not  decline to a level  approori ate to the 
conditions of  demand  simply through corporate extincti  ons. Remember 
also that the capacitylservice trade-off means  that irresnective of 
market structure, it is intrinsically difficult to reduce capaci tv 
through fleet reductions by existing or surviving firms. 

In terms of the analytical consequences of the above, one is faced 
with the di fficulties of firstly measuring the extent of any excess 
capacity, given  the  need  to distinguish excess from reserve, and 
secondly the problem of assessing to what extent an.y w a s w e d  excess 
capacity is a function of, for example, conference organisation - as 
many believe4 - rather than exogenous enviromntal conditions. 
Additionally, on the normative si de, there is a major problem i n 
determining a priori the consequences for available capaci tv and 
service frequency of a regime of open competi ti on.  In particular, 

4. For example, see Cassidy (1981a). 
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appeals to text book theory or to the  example of other  industries  seem 
rather  unconvincing as a  guide  given  the  juxtaposition of a  unique 
political environment and the  service  imperatives of scheduled 
transportati on. 

THE  PROBLEMS  OF  IDENTIFYING  APPROPRIATE  COST/PRICE  RELATIONSHIPS IN 
LINER  SHIPPING 

For the  everyday  consumer,  prices  which  are  'fair' or 'just'  should be 
related  and  preferably equal to  costs.  For  the  economist  too,  the 
relationship  is inlportant since  in  the  absence of externalities  a 
price equal to margi nal cost  can be shown  to  maximise  economic  welfare 
(see  for  example  Bator 1957). In the context of liner  shiDping - and 
for  that  matter  many  other  capital  intensive  industries - the 
relationship  is  not  quite so clear  cut  as  their  operations  have 
certain  characteristics  that  arguably  mitigate agai nst both  the 
possibility  and  desirability  of  cost-based  prices.  In  this  respect  it 
is  possible  to  isolate  three  separate  problem  areas  relating  to 
insurance  externalities,  cost and utilisation  relationships, and the 
common  cost  problem. 

Insurance  externalities may arise  if the market is unable  to  fully 
isolate,  and  accordingly  price,  the  separate  utilities  conferred by 
long-tern1 services. In this  respect,  the k i n d  of service  provided b,y 
conferences  is  typically  long-term  in  nature  and as such it  shares 
SOIW of  the  characteristics  of  a  telephone  service in that  the 
potential  user  has  immediate  access  to  it  whether  he  needs  it  or  not. 
Now for  the  'insurance  value'  of  access to  the  phone  service  the 
potenti a1 user  pays i n  the  form of the  fixed  rental  price  but  the 
potential  shipper, i n  contrast,  faces simi 1 ar  security  of  service hut 
pays  only  when  he  actually  utilises it. From  the  carrier's noi nt of 
view  thi S means  that  some of the  costs  of hi S 1 ong-term  service  are 
independent  of  use  and  therefore  the  charges  for  use  must  include 
payment  for  both  direct  costs and the  independent  service casts. 
Operationally,  this  means  that  for  a  long-term  service  to  be 
financial ly vi able  the  prices  charged  must  be  sufficient  to  recover 
both direct  user  costs  and  the  insurance  costs  consequential  on 
supplying  access to  the  service.  And  as,  unlike  telephones,  there  is 
no way of recovering  insurance  or  access  costs  from  potential  users, 
i t  is  actual  users  that  must  bear  the full costs. 

Consequently i n  liner  shipping  where  private  operators  endeavour  to 
supply  a  long  term  service,  financi a1 viability  requires  prices  that 
i n  effect  result i n  actual  users  cross  subsidising  potential  users, 
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or, expressed in more practical language,  in  frequent 1lset-s Cross 
subsi di si  ng casual  users. 

To a  certain  extent the market  does  compensate  for demanded quali tv 
differences i n  that  itineraries and frequencies are  usually tailored 
to the needs of the  principal customers and such customers may also 
receive  lower  charges i n  consequence of loyalty  ties  or perhaps 
time/volume contracts. The principal difficulty,  however, re1 ates to 
the  problem of pricing  over  the  business cycle, i n  particular, of 
attempting  to recoup  losses  consequent on maintaining  services  when 
demand  was low through appropriate prices levied on users when  demand 
was high. The  difficulty  here is that  not all operators  are  lonq-term 
suppliers. Some entrants may supply just short-term  services and  may 
arrive only when demand is high  and as such may have  no previous 
1 osses to recoup.  In consequence, they  may  be i n  a  favoured  position 
to undercut  the 1 ong-term operators and jeopardi se their  viabili tv. 
In essence,  then,  there is a potenti a1 confli ct between  the services 
of long-term  operators - whose prices must include premia  for both use 
and access - and  the short-term hit  and  run carriers  whose prices  need 
recover only user costs. This  conflict, i n  turn, may be attributable 
to  a  failure  of  the  market  to  completely  accommodate  service 
di fferences,  particularly as it re1 ates  to  the pricing  of  ensured 
access  to  liner  services  (Davies 1985). 

The  analytic  objective of the  above discussion was not to lay out 
another apology for  loyalty ties  but  simply  to  point out  that  there is 
more to a liner service than carrying  cargo from A to B at a sinale 
instance i n  time. The added  dimension of continuity necessarily  has a 
cost  component  that somehow must  be priced. This,  however, is not, 
easily or  unambiguously accomplished i n  a  common  carrier type  setti nq 
where many different  customers have undwbtedly different  service 
needs  and  as i n  the case  of attempting  to  charge for  the  benefits  of a 
public good,  there is always the incentive to underestimate true 
received benefits and I free-ri de' on  the service levels  demanded by 
shippers  whose  needs demonstrably  are  long-term. 5 

Turning now to the re1 ationshi p between unit  costs and capaci ty 

5. Bennathan and Walters  (1969a) argue that these difficulties  could 
be oyercome by the establishment of a  futures  market  for  liner 
services. Whilst  this possibly could WO& for  certain  large 
ship  ers,  it does  not overcome the  problem of others free  riding 
on  tReir  backs and neither  does it seem practical to accanpli  sh in 
a  setting of many  relatively small  shi pers  with  differing service 
needs each  of  whom may be too sma e 1 to negotiate  individual 
servi ce provi  si ons. 
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utilisation, it is instructive initially to  tre at 
homogeneous single product - TEUs. Holding this 

shipping space  as a 
assumption,  it is 

generally accepted that  for all  but the most complex of container 
trades, unit costs fall continuously as capacity utilisation increases 
(El lsworth 1979, Davi es 1983). The essential reason for  this  is that 
the  majority of costs  ,incurred i n  supplying a liner service are fixed, 
i n  consequence of its capi  tal intensiveness and  the constant, 
comrni tted nature of its operations which  means  that items such as  fuel 
and labour - ordinarily classified as variable - become  fixed too i n  
the short-run. Indeed  the  only variable costs incurred are those 
associated with cargo handling costs - costs which are usually 
constapt per unit - and  when containers have to be moved while full or 
not, for  repositioning, some of these too  could be classified as 
variable (Ell sworth 1979). Consequently, the kind of cost  structure 
which emerges  is such as illustrated in Figure 3.1,  which  shows  the 
re1  ati onship between  unit costs and  load factors for an individual 
vessel. 

Figure 3.1 The  relationship  between  unit  costs  and 
load factors  for  a  single vessel 
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The implications of thi S cost structure are  as follows. Firstly, unit 
costs are very sensitive to the degree of capacity utilisation, bei nq 
mi  nimi  sed at full capacity. Secondly, average variable or marginal 
costs are less than average total costs at all uti 1 isati on levels less 
than 100 per  cent full. The degree to which they are less, however, 
depends on the load factors achieved: at high  load factors, with  much 
cargo being carried and therefore substantial total carpo-related 
costs being incurred, total variable costs will necessarily constitute 
a large proportion of  total costs and therefore, as the di aqram shows, 
the difference between average total and average variable costs will 
decline as utili sation increases. 

Given this cost structure and the role  played by 1 oad factors, it  is 
an interesting analytic exercise to relate short-run, individual 
vessel, costs to a long-run situation where the fleet can be  adjusted. 
In this respect, the overwhelming weight of research shows that liner 
shipping is subject to constant returns to scale6, which means that in 
the long-run capacity adjustments will  be made b.y a firm addi  no to or 
withdraNi ng from its fleet vessels of a generally constant size. 
Against this background the costs of  a hypothetical fleet of three 
ships are i l l  ustrated in Figure 3.2. The problem, however, is to 
relate them so as to construct a single, constant cost, long-run 
average cost curve. If all ships operated consistent1.v at full 
capacity then the 1 ong-run costs of operating the fleet  would clearly 
be LRAC = LRMC 100 per  cent. This, however, is impossible under the 
practical operating conditions of scheduled transportation. If the 
fleet operated, more realistically, on average at 70 per cent 1 oad 
factors, the unit costs incurred would be LRAC = LRMC 70 per  cent. 7 
Consequently, even though  the  industr-y may exhibit  constant costs, 
LRMC - the yardstick for soci a1 ly efficient pricing - is nevertheless 
not  a fixed  datum  but a variable whose level is influenced by average 
sustainable load  factor. As a pricing guide, then, reference to 
marginal costs is insufficient in liner shipping, consideration tno 
must be made of  the  possible  level  of average 1 oad factors under 
optimal realisable conditions, a level which will  be influenced b,y the 
service frequenci es offered, capaci  ty i ndi vi si bi 1 i ti es, the possible 
need for reserve capacity, lean leg  and heavy leg considerations, 
pricing policies and the  local effects of global over-tonnagina. 

The above statements have been made on  the basis of assuming that the 

6. Cassidy (1981a, 161) cites  a full page  of articles all confirming 

7. Gardner (1978) uses a LRAC curve similar in  construction to  this. 
thi S. 

35 



BTE OccasionaZ Paper 7
8
 

36 



Chapter 3 

output of the liner industry is a single product, namely homoqeneous 
TEUs. Although this abstraction is useful in that it focuses 
attention on  the importance of 1 oad factors, its use beyond that  is 
nevertheless 1 imi ted as liner shipping is more i n  the  nature of a 
multi-product undertaking. In particular, the  industrv supplies 
services to often hundreds of shippers many of whom mav have cargoes 
with di ffering physical characteristics and handling requirements and 
for whom the marginal evaluation of the service i n  place may varv 
greatly. This  creates added di fficulties for cost-based  pricing since 
the great majority of the total incurred costs are conlmn to the 
service, being independent of specific cargo liftings. In contrast, 
cargo-related  costs,  irrespective of the  time  period  under 
consideration, are re1 atively  small especially, as noted above, in a 
time of over-tonnaging. This i n  turn creates difficulties i n  respect 
of the appropriate allocation of common, overhead costs to the 
separate cargoes uti 1 i si ng the servi ce. 

The above problems are further compounded when  one considers the 
backhaul  of a liner route. If the forehaul  and  backhaul were 
completely i n balance no problem would arise as  each could be costed 
and  priced separately. If the backhauls were empty - likewise thew 
would be no problem: the  backhaul is a necessary input to the forehaul 
and therefore its costs must be fully borne by the forehaul  carqo.  On 
many liner trades, an intermedi  ate situation is encountered with  one 
relatively heavy  leg  and  the other relatively thin. As such, the 
situation is similar in nature to the case of joint production (as in 
the farni li  ar meat and  hides  case1 in that the costs of uroduction are 
clearly common to both goods or services while the revenue potential 
of each  is independent of the other. Given thi S, how should they  be 
priced? Cassidy (1981a, 101) suggests that cunpetitive peak-load 
pricing is in order though  this approach is questionable as the peak- 
load pricing problem is inore comrmnly understood to arise i n  markets 
where for  a given service demand displays a certain periodi ci ty. And 
just as most diners would agree that hides and steak are not the same, 
neither are forehauls and backhauls and therefore are they appropriate 
for analysis by way of peak-load pricing models. 

In essence, the backhaul, even  when its underuti lisation is minimised 
through deliberate triangular sail i ngs, is part of a system of 
services a carrier will simultaneously attempt to market, the costs of 
which are all interrelated and in a large measure, cmmon as opposed 
to being specific to any particular cargo on  any particular voyage 
1 eg. 

Finally, costing i n  the industry is additionally canplicated b-y the 
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fact that  different  lines may have di fferent  cost  structures and cost 
levels. As noted previously, vessels of different technological 
vintages can remain i n  canpetition i n  consequence  of differing 
manning, fiscal  and  regulatory possibilities available under the 
international environment and this, in turn, may influence  cost 
structures and  possibly 1 eve1 s. Moreover, vessels of  qual i tati  vely 
different  technologies my also compete in overlapping markets. The 
fully cell ular vessel, the combined bul k/contai  ner carrier, ai rcraft, 
and on some routes, land carriers, may a1 1 simultaneously be i n  
competition. The  costs of each,  however, may  be substantially 
different in both structure and level. Finally,  costs may di ffer 
between operators in consequence of their specialisation i n  different 
target markets. In particular, where sailing patterns  overlaD the 
backhaul  of one carrier may coincide with  the  forehaul of another: 
consequently, the same cargo may  be judged as beinq  required to 
contribute only perhaps to  the  marginal costs of the former but to the 
full cost  of the 1 atter. 

Against  this  background, costing  and the relationship between  costs 
and prices are clearly difficult to isolate in both principle and 
practice. The favoured resolution adopted by conferences has been to 
downplay  the uncertain cost si  de i n  the setting of their prices and 
instead to adopt value of service pri  ci  ng8: that is to assess the 
price levied  on  each cargo and its consequential contribution to 
overheads and profit on the  basis  of its ability to pa,y (for example 
see Bryan 1974, Schneerson 1976, Evans 1977). The outcome has 
been  the familiar differentiated rate tariff under  which different 
commdi ties with di fferent unit values and different  transport 
a1 ternatives are usually  each quoted a different rate. 

For the academic researcher and policy maker alike, the above costing 
issues raise the following problems. Firstly, given the nature of the 
service  provided, the endogenous operational and the  exogenous 
institutional factors influencing average load factors and the 
commonali ty of the  system costs  of the service, it is very difficult 
to  assess  the real costs  incurred i n  carrying  any  particular 
commodity, or to establish shadcw prices  for an ideal or efficient 
service which may  be  used  to evaluate the reasonableness of any 
particular freight rate. Secondly, it is very difficult to assess the 

8. It  should not be supposed, however,  that  costs  are canpletely 
ignored as several studies have shown stowage factor - a  cost 
element - to  be a significant explanatory factor in liner pricinq 
(see for example Schneerson 1976 1. 
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welfare consequences of the  value of service pricing policies 
conferences evidently have adopted. Does it result in cross- 
subsidi saton and if so does this necessarily mean that some shippers 
are being unfairly discriminated against? Finally, there is the 
problem of comparing the total revenues produced by thi S tyne of 
pricing with the total costs incurred. Given the complex cost 
structure sustained i n  supplying a liner service and the cmplex 
freight tariff employed - a complexity, remember which  is  based  on 
different precepts - is there any reason to expect that market forces 
would lead towards a normal profit equilibrium, or, in contrast, is 
the si tuation not symptomatic of mnopoli stic price di scrimi nation? 

THE  DIFFICULTY OF ESTABLISHING  NECESSARY  AND  SUFFICIENT  CONDITIONS  FOR 
EFFECTIVE  COMPETITION 

The possibility of shipper abuse, of sustaining chronic inefficienc,y 
or of earnings protracted above normal profits are all contingent on 
the possession of, market power. The assessment of market Dorfonance 
demands an evaluation of the extent of market power yet as noted in 
the introduction to this chapter, such evaluations have  evoked an 
extreme range of  views. Essentially, this is because the measuring of 
market power is  not unambiguous and therefore its extent usual ly has 
to be inferred indirectly. This, in turn, invites the oossi bi l i  ty 
of considerable subjective interpretation. The following section will 
elaborate on the nature and consequences of  this. 

Under the  optimal econanic performance ideally realised b,v perfectly 
competitive industries, firms are without economic power.  Each  is so 
small  and part of a population so nuwrous that, either individually 
or through any likely association, none is i n  a position materially to 
influence the price of the product or service sold, the fate of any 
particular rival , or any other parameters of the industri a1 and market 
environment. The relationship bebeen firms  will be one of  atonli stic 
competition - a relationship enforced by the large numbers structure - 
and this behavioural relationship will in turn induce of firms optimal 
economic performance. 

As the number of firms i n  the industry becomes fewer, and as its 
structure changes through 01 i gopoly towards monopol y, behaviour and 
performance admit of other possibilities. In particular the qrwth 
in fi  rm size that necessarily accompanies such structural chanaes 
allaws the possibility that a single firm may be able to damage, or 
kill off, current rivals while the reduced number of firms, together 
with the realisation that they  may as likely be a victim as a 
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perpetrator  of  corporate  murder,  facilitates  collusion.  This  power 
over  the  competitive  process  becomes, i n  turn, a  power  over  the 
consumer. 

The  technology  of  large  scale  production  renders  such  structural 
changes  inevitable i n  much  modern  business  though  whether  or  not  the 
kind of behaviour envi sioned  above i S equally as inevi table  is  not so 
clear cut. Admittedly  its  possibility  may be measured  using  various 
indices  of  concentration  though  these do not  broach  the i s u e  of 
actual  behaviour.  Thus,  a  moderate  concentration  ratio  might 
conceivably  coincide  with  a general pursuit by all concerned  of a 
quiet  life  while  a  much  higher  figure ma.y be compatible  with  a 
corporate  giant  being  challenged by a  small,  innovative,  aggressive 
and  expanding  opponent.  And  it is the  latter  case  where  competition 
is likely to  be strongest. In addition,  the actual measurement  of 
industrial  concentration  is  not  without  controversy. An industry is a 
classification of firms and several  bases for  classification  may  be 
identified:  most  frequently  'similarity  of  products'  is  the  criterion 
used  though  this may  grossly  underestimate  the  number of potenti a1 
competitors avai lable i n  situations  where  the  technology  of  production 
could  allaw  firms  currently  serving  other  markets to readily  adapt and 
enter  the  market i n  question  (Lee 1983; Koutsoyianni S 1979, Chapter 1) 
or  where  foreign  firms  could  readily  enter  the  domestic  market. 

A recognition of these  difficulties led to  the  development i n  the 
1940s of  the  concept of 'workable  competition'  (Clark 1940). In 
essence,  this  concept  recognised  that  it  is  market  performance  which 
ultimately i S of  importance and that  this  performance  in  turn  may  be 
i nfl uenced  as  much by specific  technoloqi cal and  institutional 
conditions  as by abstract  structural or behavioural  factors.  Rut 
since  it is recognised  that  industries  may vary greatly i n  terms of 
the  performance  that i S technological ly or institutional  ly  possible 
amidst  their  varying  market  conditions,  it  becomes  very  difficult  to 
defi ne general ly what  constitutes  workably  competitive  performance. 
And  this  was  the  basic  problem  with  workable  competition as a 
normative  standard:  rather  than  establishing  an  objective  guide, i t  
relegated  the  judgement  of  what  is  workable  to  the  eye of the 
beholder  (see  for example,  Sosnick 1985). 

I n  terms  of  liner  shipping  this  process  is  illustrated  in  the  problem 
of  trying  to  assess how much  independent  competition  is  needed  to  keep 
conferences honest.  Would a 5 per  cent  or  a 50 per  cent  share  of  the 
trade  be  sufficient  or  would  the  mere  presence  of any  outside 
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competition  be  potentially  detrimental to Performance  throuqh 
i nhi bi ti ng the tightest possible rational i sati on? The i nvocati  on of 
industry specific performance factors similarly renders debate on the 
potenti a1 consequences of banning conferences ripe  for sub.jecti  ve 
assessment. 

Compounding the difficulty of assessing the performance conseauences 
of actual conference/non-conference market shares is the problem of 
determining the competitive effects of n e w  entry or potential entrv. 
On its own it is impossible to judge, for example, whether a sinqle 
instance of entry should be interpreted as a testament to competition 
or else, when contrasted against some unspecified larger number, as 
evidence  of the general difficulty of n e w  entry and therefore as 
confirmation of the monopoly power  of conferences. Thus, some 
analysts have  argued that for the  entry of independents I .  ..to create 
a serious restraint on conference monopoly power there would have to 
be an inexhaustible supply  of willing, well financed entrants.. ..l , 
(Department of Justice 1977, 74-75) while other researchers, i n  
contrast, have asserted that I.. . .even if  there is only one firm in an 
industry it is  still oligopolistic, provided that the threat of 
potential entry exists.' (Gardner 1978, 199). 

In essence, all the above difficulties are symptomatic of the general 
problem of assessing the competitive environment and the consequential 
possibilities for customer abuse in an ol i gopolistic setting. There 
are, unfortunately, no easy answers since the problems recounted above 
render the estimation of such more i n  the nature of  an  essay i n  
persuasion than a task for simple measurement. Market shares 
admittedly are important but so too are the corporate practices and 
Competitive strategies currently employed, the conditions and rate of 
entry, technical changes, the bargaining power of customers and 
suppliers, profit levels and investment policies, and  any oolitical 
constraints interfering with the competitive forces, the nature  and 
importance of which all require judgement and interpretation as much 
as commensurati on. 

Fortunately, the necessary judgement  can be facilitated through  the 
applications of an appropriate  conceptual model to focus  and 
discipline the analysis and to isolate the si tuational consequence of 
the above parameters. And in determining what is aDpropriate, 
economic methodology provides some guidance through emphasisinu the 
predictive power of the model (the customary Friedman perceDti on) 
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and/or the realism of its  assumptions  (Blaug 1980) , though  the scope 
for subjective assessment is never completely eliminated. 9 

NORMATIVE  ANALYSIS  AND  THE  IDENTIFICATION  OF THE PUBLIC  INTEREST 

If positive analysis suggests  the  presence  of efficiency failings, it 
carries  with it normative implications in t e n s  of the prescription of 
remedial measures to overcome such failings. The, codification of 
appropriate remedi a1 policy presupposes,  however, a prior 
identification of the  public interest which  the  policy itself is 
trying to protect. In  liner shipping - as in most  other industries - 
there is  no  unique concept of public i nterest. Instead there exists 
a variety of  different  interest  groups  amonqst whom there is  no 
necessary consensus of particular interests. Thus, the suppliers of 
shipping services - the company shareholders - may see their 
particular interests served b,y greater profits while the users, the 
shippers, may identify their interests  with low freight  rates and 
efficient services. In addition,  workers may have a leqitimate 
interest to  promote i n  the  form  of  high  wages and favourable 
conditions of employment. Finally, the state itself may i denti f.y a 
wider national interest such as trade securit,y, or the  need for 
earning foreign exchange or  the desirability of  being able to  supply 
logi  stical support to the  armed forces in the event of any security 
emergency. 

The existence  of such disparate  interest  groups  renders normative 
evaluations of industry performance difficult since quite obvi ously 
the particular viewpoints  of some groups  is necessarily or potentially 
i n  conflict. Thus  a conclusion of monopolistic profiteering hy 
conferences  would be judged undesirable by shippers and ultimate 
consumers though at the same time this may  be favourably received by 
shareholders, by labour and possibly by certain  government  officials 
if profits are seen  to contribute to a healthy merchant fleet which, 
i n  turn, i S regarded as vi tal  to the country' S security interests. 
Sensible policy  thus  demands that the particular interests of the 

9. To illustrate, those who may judge  a single observed instance of 
entry a testament to competition ma,y regard an open model 
appropriate whilst others perceiving it to  confi the ,general 
difficulty of entry may infer  that  it  suggests  a closed model 
to be a  better  abstraction.  This  problem is  especial1.y 
ronounced if the predictions of  a model are  difficult to test 

!,cause of problems in the measurement or avai  labi 1 i t,y of the 
requi si te data. This is certainly true i.n liner shipping where, 
as noted in the text above, cost analysis renders estimates of 
efficiency very difficult and where  data shortages are  a perennial 
probl  em. 
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different groups be initially set out i n  order of priority or he 
appropriately weighted. Without such  an explicit ordering there can 
be no way  of assessing the effectiveness of the  policy i n  p1 ace. 
Inevitably, this demands that some groups are accorded nreater 
importance and more favourable treatment than others. 

It would be wrong, however, to overestimate the potential  for conflict 
between different groups for in many ways it  is less in  liner 
shippi  ng,or  general transport, than for other industries, esneci a1 1 v 
i n  relation to the interests of shippers and shipowners. As the 
Gri gor Report (Department of Transport 1978) emphasised, shioowners 
can only make profits if they have carqo to  carry and this i n  trrrrl 
demands a sensitivity  to  the  commercial  needs of shippers. 
Addi  tional ly, as the costs of  unused space are so high in liner 
shipping, in consequence of the inventory problem, pricing customers 
out of their markets, even temporarily, is very  costlv to the 
shipowner. The fortunes of  both groups are clearly interdependent 
though at the same time the mdmisatim of the interests of either 
one is unlikely simultaneously to maximise the interests of the 
other. 

I n  sum,  then, it  is evident that i n  liner shipping, the ~11h1ic 
interest comprises a set of differing particular i nterests some of 
which are actually or potentially in conflict. As the interests of 
all groups cannot simultaneously be maximised normative anal.vsi s 
demands the framing of an explicit soci a1 welfare function or 
weighting of the interests of  each  group. This, however, has rarely 
been done. Customarily, the economist accords greatest weight to the 
interests of the consumer though in liner shipainq political , 
diplmatic and  national defence considerations are arguably of greater 
importance than in most other industrial sectors. Yith  greater scoDe 
for the legitimate prosecution of varying interests, normative 
analysis i n  liner shipping is  as much subject to debate as its 
positive counterpart. The inevitability of  personal judqement is 
again instrumental here as the framing of an appropriate welfare 
function  is  something  that  plainly  does  not  lend  itself to a 
mechanistic approach. This, however, does  not mean the task sho!Jl d 
not be attempted, i n  contrast, it  must  if policy i S to  be given any 
di recti on. 

CONCLUDING COMMENTS 

This  chapter has endeavoured to provide some reasons why the  econmic 
analysis of liner shipping is an extremely difficult task  and 
therefore  why it supports such a range of different conclusions. !v 
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the interests  of  'rigour' or the need to argue a firm case, such 
difficulties are often  ignored or downplayed in importance,  yet if 
analysi S is meaningfully to  progress they must  be addressed. Some of 
the issues, i n  particular the normative considerations discussed 1 ast, 
are perhaps better handled by the politician than by the economist. 
However, the economic consequences of current or prospective policy 
together with the costing problems, the  assessment  of the competitive 
environment of the industry and the implications of its  singular 
economic characteristics all lie clearly within the province of the 
economist. It is hoped that the subsequent application of contestable 
market theory  will  be  able to cast some new light  on certain of these 
i ssues. 
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CHAPTER 4 A SUMMARY OF THE  THEORY OF CONTESTABLE  MARKETS 

The theory of contestable markets is a  set of ideas and  analvti cal 
techniques whose object is the positive analysis and nomative 
appraisal  of modern, mu1  ti -product, imperfectly competi ti  ve  fi rms and 
markets. In disparate sources man.y of the  constitueflt innovations of 
the theory have been around for s o w  time but it was not unti 1 1952 
that they were codified and systematically integrated into a  coherent 
work  (Baumol , Panzar and Willig 1982). In that same .year they were 
popularised and given a hard  se1 1 to the Drofession by Baumol i n  his 
controversi a1 Presi denti a1 Address  to  the  American  Economi cs 
Association (Baumol  1982a). In response to  the  se1 f-conqratul atorv 
tone of that address, the ignoring of antecedent contri huti ons and 
some exaggerated claims for its generality and nolicy relevance, the 
theory has been i n  receipt recently of considerable criticism. 
Consequently,  while some of  the components of the  theory  have been 
accepted by the profession virtually without reservation others are 
the subject of continuing debate. 

In view of such a backgrcund, it wil 1 be the  purpose of this  chapter 
to review the principal themes of the theory of contestable markets 
and then to relate them to recent criticism i n  order to indicate the 
current measure of acceptance they command within the profession. 
With  respect  to  its principal themes and innovations,  these 
essentially are  three in  number - the contestability criterion as 
means of assessing the nature, potency and the behavioural and 
structural  consequences  of  market  forces,  cost  analysis i n  a 
multiproduct setting, and finally, the morphology and stability of 
market equi 1 i bri  a. 

COMPETITION  AND THE CONTESTABILITY  CRITERION 

Although it has implications for the dynamics 'of the competition 
between exi sting firms, the contestahili ty concept has been  cast in 
terms of a 1 imit-pri cing setting against which the nature of entry 
barriers plays a  dominant role. In this respect, the contribution of 
the concept can be understood best as a reaction agai nst established 
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ideas i n  the fi  e1 d. This, i n  combination  with the over-riding 
importance of assessing the nature of competition i n  the liner 
shipping debate, suggests  an initial statement  of the  traditional vi ew 
may  be in order to provide some perspective agai nst which to view the 
approach taken by the contestability concept. 

Conceptual  antecedents 

As noted in the previous chapter, traditionally i n  economics the 
strength of competition has  been perceived to be a function of 
numbers. As the quantity of firms in an industr,y i S reduced from the 
'large numbers' of perfect competition, the disciplining power  of 
market  forces is seen  progressively to diminish, as not only are  the 
number  of 'actual competitors reduced - something which in itself may 
facilitate  collusion - but simultaneously barriers to  new entrv 
competition will increase in rnagni tude. The logic of this latter 
assertion,  however, depends on a prior  conception of both a new 
entrant and a barrier to entry. In this respect,  Joe Bain has played 
an instrumental role in defining both. For him an entrant  was a new, 
independent, legal identity that brings to the industry new  physical 
productive capacity that previously did not exi st; as such the entrant 
is not only  new in the sense of  being  new to the business but also  in 
terms of being newly established (Bain  1965, 5). Thus  Bain defined 
out of  his analysis  cross entry  and conglomerate entry and one  is  left 
with the picture of the representative entrant  as being small, 
financially weak, lacking collateral or  accumulations of profit and 
being unfamiliar  with the  business. For such  firms the absolute or 
money costs of entry  are  likely  to be  high indeed. 

Sirni 1 arly Bain conceived an  entry barrier to arise from ' . . ..the 
advantages of established se1 lers in an industry over potential 
entrant  sellers, these advantages being reflected in the extent to 
which established se1 lers can persistently raise their prices above 
the competitive level without attracting new  firms  to enter  the 
industry' (Bain 1965, 3). The significance of  his definition is that 
again it focuses on  the absolute costs of  entry  and indeed he 
speci fi  cal ly i sol  ated absolute cost advantages a1 ong with product 
differentiation and economi es  of scale as individual entr,y barriers. 
All of these indicate the  money costs of entry to be higher the larger 
the required scale of  entry  and thus one may infer  that the p0tenc.y of 
new  entry competition will diminish whenever the technology of 
production requires fewer, larger firms. 

Barriers to entry, in  addition to retarding the  rate of  actual new 
entry, will also diminish the power of  market  forces by diluting the 
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strength of potential competition. Attitudes to the nature and 
consequence of potenti a1 competi ti on have varied  substanti a1 1 y over 
the last 80 years. At the turn of the century its possible impact in 
disciplining even highly concentrated industries was  noted by J .B. 
Clark  (1912). Concern with potential competition faded, however, wi th 
the development of the  neoclassical models of perfect and imperfect 
competition and monopoly which only take cognizance of actual entry. 
It was rediscovered, however, i n  1939 by Hall and Hitch (1939) and 
subsequently by Andrews (1949) and Rain (14491, with the latter 
usually  being credited with first incorporating it into a formal  model 
of price determi  nation. But subsequent writers were to cast doubt o n  
its potency. Thus Stigler (1968) contended that it is impossible to 
gauge  the strength of potential competition without recourse to the 
rate of  actual  new  entry  and therefore the former in itself becomes 
obsolete as  an explanatory variable. Others, such  as Gaskins (1971) 
and Kamien and  Schwartz (1971) calculated that even  if  potenti a1 
competition was a reality, a large firm or cartel would not normally 
price to deter it i n  toto; rather it would seek to maximise short-run 
profits regardless of the effect this may  have in turning  potential 
competi tors into actual competitors, the  idea  being that the present 
value of the consequential  declining profit stream starting from its 
i ni ti a1 high  level would exceed the 1 ower but constant profits of an 
entry detering strategy. 

Although  there  has  thus  been  no  general  consensus as to  the 
significance of potential competition, the concept found a home in the 
celebrated limi t pricing model S of Sylos-Labi ni (1962) and  Modi a1 i ani 
(1958) which are important i n  the emphasis they palce on economies of 
scale as an  entry  barrier.  Essential iy their thesis is  that the 
technology of large scale production which  brings about ol i gopol istic 
or monopolistic structures renders the incremental output of an 
entrant operating at minimum efficient scale so large that when added 
to existing industry production it may cause the market price to  be 
depressed, possibly  below unit costs. In fact the incumbents, 
recognising this, will explicitly adjust their wn wtput so as to 
make this possibility an inevitable reality. Potential entrants, 
seeing such behaviour, stay out thereby leaving the incumbents free to 
enjoy supernormal profits. An important exception to this general 
rule was supplied by Demsetz (1968) who showed that even under a 
licensed natural monopoly, a case where scale economies are most 
pronounced, potential  entry has the power to force the incumbent to 
pri ce competi ti vely  provi  ded that peri  odi  cal ly the  monopoly  franchi  se 
is put out to tender. This, however, was seen largely as a curiosity 
of relevance only in the speci a1 circumstances of franchise auctions 
(Wil li amson 1976). 
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In sum,  then,  traditional  attitudes  to  competition  have  generally 
regarded  its  strength  to be an inverse  function of the  scale  of 
production:  the  larger  the  scale  of  output  efficient  production 
requires,  the  fewer will be the  number  of  firms  and  therefore  actual 
canpetitors i n  the  resulting  industrial  structure,  the  less  potent 
wi 1 1  be potenti a1 competition  and  the  greater will be the  absolute 
cost  of  entry  thus  minimising  the  incidence  of  Bain-t~ype actual new 
entry. 

There  was,  admittedly,  some  reaction i n  the  profession  against  these 
basic  perceptions. I n  particular,  cross  entry by existing  firms 
diversifying  or  integrating  vertically  into  other  markets  cast  doubt 
on  the  consequence of absolute  money  costs as an  entry  barrier. 
Likewise  the  possibility  of  multi-product  production  questioned  the 
effect of scale  barriers  since  it a1 lowed  not  the  entire  but  just  a 
fraction of a  firm's total productive  capacity  to be channel led into a 
new  product  for  a  new  market  (Brunner 1961 1. But it  was  left  to  the 
contestability  principle  to  fully  develop  the  nature  and  implications 
of these  doubts. 

The contestabi 1 i ty  pri  nci p1 e - competition without ri sk 
Drawing on the  financial  implications  of  cross  entry,  the  idea  of 
contestability  focuses  on the risks of entry  and it shows  that  risks 
are  not  necessarily  a  function of the  magnitude  of  any  investment  but 
rather  are  determined by the  possibility  of  gettinq  your  money back if 
things go wrong  after  entry.  Now  if  an  entrant  perceives  that  he  may 
leave  the  industry,  if  conditions so warrant,  without  impediment and 
has the  ability  to  recoup on departure  any  costs  (normal  depreciation 
aside),  irrespective  of  their  amount,  incurred i n  consequence of his 
initial  entry,  he will judge  himself  to be i n  a  riskless,  'no-lose' 
situation. Addi tional ly , if  one  couples  this  with  a technical abili ty 
to  compete,  there  exists  a  perfect  recipe  for  potential  competition 
decisively  to di sci pli ne the  behaviour  and  performance  of  incumbent 
fi rms. 

The  costs  of exi t and  the abil i ty to  compete  are  thus  seen to be  the 
key factors i nfluenci ng the  strength  of  new  entry  competition. 
Concerning  the  former,  the  theory  shows  that  it  is the significance of 
sunk costs  in  the  requisite  investment  that  determines  the  costs of 
exit. If  capital is geographically  fixed, if  it  is  use-specific and 
durable,  sunk  costs will be high  and exit  difficult  and  costly  because 
its  immbili ty limits  resale  opportlmi  ties,  its speci fici t.y limits 
a1 ternative  uses  and  its  durability  means  that  the  investment my take 
years to be fully  depreciated. In contrast, i f  the  capital  employed 
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is reusable,  saleable,  rentable  or  mobile, sunk costs will be 1 M and 
exit  consequently relatively costless and  easy. Thus the  risks of 
entry - the  difficulty of recouping one's investment - are  seen 
directly  to correlate with  the significance of  sunk costs. 

It should be  noted here  that  there is no necessary correlation bebveen 
economies of scale and  sunk  costs. It is quite possible for 
technologies admi  tting of substantial econmi es of scale to qi ve rise 
to very few sunk costs which i n  turn means that the  notion of 
contestabili ty is not bound to any particular industri a1 structure 
(Bailey 1981). The presence of  a high proportion  of fixed  costs in an 
industry's  cost structure  likewise  does  not necessarily  imply the 
presence of significant sunk costs (Bauml, Panzar & Willip 1982, 
288-90). By identifying  these  distinctions Bauml 'S team was able to 
sever the connection between economies of scale  or capital intensive 
methods of production and the risks and consequential real costs of 
entry. 

Turning nw to the determinants  of the  ability of entrants to compete, 
two factors  are of importance here. Firstly,  entrant and  incumbent, 
must be symmetrically  placed, that  is, thev must have  equal access to 
the appropriate  technology of production, they must be subject  to the 
same regulations and  the market  must perceive  them to  produce  outputs 
of similar  quality.  Secondly,  incumbent  firms  must not be able to 
prevent entry  through responsive pricing. In this  respect,  even if 
the  risks of entry are  zero an entrant may nevertheless sti 1 1  find it 
impossible profitably to enter  a market  if the existing  firms  can 
immediately  respond by adjusting their  prices  to  match or  undercut 
him. If such behaviour is anticipated,  zero  profits  would alwa.ys be 
the expected  net payoff of entry and therefore  irrespective of the 
incumbents'  current prices and profits, entry  would be pointless and 
therefore as a  competitive  force, of no consequence. 

The ability of entrants to compete successfully thus demands some 
mechanism  to 1 imi t  the opportuni t.y of incumbents to enqage i n  
responsive pricing. This condition, which  has come to be known as the 
'price sustai  nabi l i  ty condition' , can  be realised in either of two 
ways. Firstly, if incumbents  were only able to change  their orices 
more  slowly  than their  customers could respond to  price differences, 
an  opportunity is presented for  a firm to  enter, to undercut the 
incumbents, steal their customers and  make a positive  profit until 
such  time as the incumbents  are able to change  their prices. A second 
possibility is that prior  to entry,  the  entrant  secures  a  contract 
with  customers so as to guarantee him fixed  prices and a  positive 
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profit over the duration of the contract period. During this period 
retaliatory action on the part of incumbents is obviously precluded. 

In sum, then, the ability to canpete without risk that underlies the 
contestability principle requires the fulfilment of three conditions; 
an absence of  sunk costs, a symmtrical positioning of entrant and 
incumbent  and  price sustai nabi l i  ty. The  consequences of the 
fulfilment of these conditions are as follows. As in perfect 
competi ti on, potenti a1 entrants are able to evaluate the profi  tabi l i  t,v 
of entry on the basis of the incumbents' exi stina Drices. If these 
a1 low the slightest positive profit, over even a temporary period, 
entry will be  induced until that  profit  onportunity  has  heen 
e1 imi nated. Remember if there is  money  to be made not to enter woul d 
be illogical. And given that neither the ability to compete nor the 
presence of sunk costs necessarily correlate with either scale 
economies  or  capital  intensiveness,  these  findings wil 1 hold 
irrespective of the i ndustri a1 structure demanded by the technology in 
p1 ace. 

The performance implications of the above conditions are as follws. 
Firstly, it is evident that the  only profits which  can be earned in 
the long-run are normal profits: the possibili ty of entr,y precludes 
anything e1 se. Secondly, the  only  way a firm can maintain its market 
position is to make profitable entry impossible. And this, i n  turn, 
will require of it two  things. Initially, it will have to sell the 
demanded output at a price no higher than unit costs  of production, 
for given perfect contestability any prices that generate positive 
economic profi ts would automatically induce entry. In addition, the 
incumbent will have to  produce  the demanded output at the lowest 
possible cost  as any inefficiency would imply positive profits for 
more  cost  conscious  competitors,  something  which  again  would 
automatically induce entry. Indeed, and to extrapolate this latter 
argument, perfect contestability makes impossible inefficiency of anv 
kind. For the firm, this means that its plant must  be of the optimum 
size and utilised with optimum efficiency and likewise there must be 
no X-i nef fici  ency . The impossi bil i ty of i nef fici  ency  a1 so means that 
contestability is incompatible with corporate objectives such  as 
revenue inaximi sation,, grwth maximi sation, satisficing etc, to  the 
extent that these imply departures from ,the normal profit, optimally 
efficient price and output configuration. 

Thirdly, the very same forces that discipline the behaviour of firms 
a1 so serve  more general ly to  shape  the  pattern of i ndus tri a1 
organisation. In particular the impossibility of inefficiency means 
that in perfectly contestable markets  a stable industrial structure 
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has to  be the most efficient possible structure and that structure, 
moreover, must arise from the free play  of market forces. Thus 
allocative inefficiency becanes impossible because the  need  of firms 
to minimise costs when coupled with the forces of entry and exit 
would deny survival to the inefficient structure just as they  woul rl to 
the inefficient firm. And by symmetry  no organisatiou or co-operative 
arrangements among firms can be maintained unless they possess some 
survival val ue and  promote i n  some  positive way general cost 
efficiency. Indeed, the existence of  any such arrangements mav have 
been mandated by the market environment. 

Together the above performance attributes amount to a situation the 
same, or almost the same, as  is achieved under perfect competition. 
What secures this result, however, i S not a spci fic structure but ;1 

much more general ability to compete without risk. 

If all this sounds like something f r m  Dr Pangloss, it should be 
emphasised that perfect contestability, as discussed above, like 
perfect competition, i S an ideal  and as such carries with it no 
presupposition of necessary existence. Its re1 evance and  operational 
use are predicated upon  the possibility of beina able to judae the 
degree to which the actual characteristics of  an industry a1 low 
canpetition without risk. Thi S, in turn, nermi ts an evaluation of 
the extent to  which the actual performance parameters of industrial 
equilibrium  are  likely to deviate  from  those of oerfect 
contestability. 

THE  MULTI-PRODUCT COST ANALYSIS  EMPLOYED IN THE THEORY 

The impossibility of inefficiency and the consequential need  of firms 
to minimise costs  is clearly one of the most striking implications of 
a perfectly contestable market. Traditionally i n  economic analvsi s 
cost efficiency i S analysed through reference to the  level  of a  firm' S 
average costs. This i n  turn  is i nfl uenced by the size of the fi rm's 
chosen plant and the consequential degree to which it affords the 
realisation of economies of scale, as  we1 1 as by the uti 1 i sati on of 
that  chosen plant. 

In the  new theory, however, the distinction between scale and 
utilisation or between long-run and short-run costs, is  shown not to 
be so clear cut as  it is demonstrated that the extent of capaci tv 
uti1 isation  can  often  strongly  influence  the  degree of scale 
econani es. The nature of scale econani es, in turn, i S shown to  be 
much more complex i n  mu1 ti-product production than i n  the traditional 
case when only one output is produced.  Essential ly, this  is because 
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the concept  of (1 ong-run)  average  costs  that  is  traditional ly used to 
assess  returns  to  scale  ceases  to  have  any real meaning  when  the 
quantity of output,  the  denominator of the  calculation,  is  an 
assortment of different  goods.  To  overcome  this  limitation  three 
separate  measures  of  scale  economy  are  identified  which  when  used  in 
combination  with  orthodox  (long-run)  marginal  cost,  permit  an 
effective  analysis  of  efficiency  and  industrial  equilibrium. 

The fi rst  new measure i S ray average  cost which  measures  the  costs 
generated by adjusting  the  output  of  a  constant  mix of products.  On 
its  own  it is of re1  ati vely little  importance  since  product  mixes 
rarely  remain  constant  as  output  changes  (Bailey and Freidlaender 
1982). Its  function  is  primarily  to  assist i n  the  analysis of a 
pricing  equilibrium. 

Of much  greater  consequence  is  the  measure of product  specific  returns 
to scale. This  addresses  the  changes  in  the  unit  costs  consequent  on 
adjusting  the  output of single  product,  when  the  production of all 
other  goods  is  held  constant.  The  significance of the  measure  lies  in 
its  influence  on  industri a1 structure.  Thus  if  the  production  of  a 
good  displays  conti  nuous  product  specific  economies of scale  then  that 
product  line  would  have to be  monopolised if the  costs  of  supolying 
the  market  are  to be minimised.  Associated  with  this  structural 
mandate  is  a  pricing  constraint  similar  to  that  of  other  monopoly 
situations,  namely  that  under  product  specific  economies  of  scale 
marginal cost  pricing  will  not  be  financially vi able  because  the  cost 
of each  additional  unit will be less  than  the  average  cost of the 
entire  product  line,  when  that  product  line i S itself  viewed  as  an 
i ncrement  to  the  firm' S other  outputs. 

Despite  its  importance i n  the  analysi s of the  determinants of 
industrial  structure,  the  measure  of  product  specific  economies  of 
scale i S i n  some  ways  weak  in  that  its  computation i S based  on  ceteris 
paribus  changes i n  the  output of one  product  only. As such  it  cannot 
fully embrace  the  behaviour of costs  consequential  on  the  simultaneous 
adjustment of two  or  more  separate  outputs.  Fortunately,  however, 
these re1 ationships  can be captured by the  concept of economies  of 
scope. 

Economies of scope, the  third  measure  of  scale  econmy,  are  said  to 
exist  when  a si ngle fi  rm can  produce  a  given level of output  of  each 
product  line  more  cheaply  than  can a combination of separate  firms, 
each  producing  a  single  product  at  the  given  output  level.  In  other 
words,  in  terms of the  costs  of the  simultaneous  production of a  set 
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Of products, economies of scope  imply that the whole is less than  the 
sum  of its parts. 

Concerning  their origin, economies of scope  arise  principally f r m  the 
joint  utilisation of  inputs. This can occur when outputs  are  produced 
jointly, or, more  importantly,  when the indivisible  costs of fixed 
factors  or  common overhead facilities can be spread by extending  the 
product 1 i ne. 

It should  be noted that the existence of strong econmies  of scope cao 
be sufficient to confer overall  scale economies on an  entire  product 
set even if there  are  constant or some degree of decreasing  oroduct 
specific  returns  to  scale on individual  products  (Bailey  and 
Friedlaender 1982). To illustrate,  if  capacity  was norrnal1.y 
underuti lised, substantial economies of scope must be present since 
the  provision of separate  Droduction  facilities  would  require a (more 
costly)  duplication of capacity. Moreover, the existence of unused 
capacity  would a1 so mean  econani  es could be reaped by oroducing 
additional quantities of specific  product  types (that is, product 
specific economies) or  a larger  quantum of  the current product mix 
(that is  ray economies) since it would allow the further spreadinq -f 
total (common) costs. Thus if unused capacity normally exists, it 
will serve to shape the  nature  and extent of multi-product  economies 
of scale and therefore have  potential implications  for the  oricing 
equilibrium of an industry. 

An important  side  effect of the canplex  nature of  scale economies in 
multi-product production concerns the  determination of necessary and 
sufficient condi tions  for natural monopoly. Continuous econmi  es of 
scale  are  no longer enough  because of the  different  types of scale 
economy that  can be  defined in multi-product cost functions, because 
of  the  necessi ty of taking cognisance of cost complementari ti  es and 
finally because the  new theory also  has shown that natural  monoDo1.y 
may  be compatible with  certain  types of decreasi no returns to scale 
( B P W  1982, 30). In multi-product  production,  then,  there  is no sincrle 
unique set of  necessary and sufficient  conditions for  the existence of 
the  structure: in contrast there  are a  variety of cost combinations 
that may  bring it about.  Because  of this  a much wider definition  of 
natural monopoly is required i n  a  multi-product  context  than simnle 
reference  to  economies of scale  and  to  this  end contestable  market 
theory  teaches  that  it  is subadditivity of costs that  is  the 
appropriate  concept to be used in the formal definition of natural 
monopoly. 

Essentially, subadditivi ty m a n s  that the cost  of producing a  given 
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set of products at each  and  every combination of output and at each 
and  every  level  of output relevant to the pertaining conditions of 
demand i S less  if  done by one firm than if done by two  or more. It is 
thus similar i n  nature  to economies of scope except  that there is no 
presumption in the latter than  the constituent  cost  cmplementarities 
reign over each  and  every output level. 

MARKET  EQUILIBRIA  AND  THEIR  STABILITY 

The complex array of cost  concepts described above is needed to 
identify industrial structures in a multi-product setting. The 
pri  ci  ng equi l i  bri a of those structures, once i dentifi ed, are much more 
simply analysed,  however,  since unlike in orthodox theory where each 
principal structural type is associated with a different price and 
output equilibrium,  under  conditions of perfect contestability only 
two types of equilibrium are possible. These  are the  natural  monopoly 
equilibrium and that which is  common to  all other structures. Both 
types  of equilibrium, moreover, share many common elements such  as 
zero profits, x-efficiency, a1 locative efficiency and an absence of 
cross subsidies. The difference between the two  types hinges on the 
actual prices  that are charged. 

With  respect to structures  other  than  monopoly,  the firm  will  have  no 
discretion over price: as in perfect competition all  fi rms must 
charge  a price equal to (l ong-run) marginal cost. The rational e of 
this, however, is  not  now a marginalistic calculus for maximum profit 
but rather the strategic need  to prevent the materialisation of 
potenti a1 competition. For given the way  marginal cost  is  defined, it 
can be shown  that prices either above or below  marginal cost can 
always allow profitable entry by other firms (Raumol 1982a). If they 
wish to remain in business incumbent firms  have  no choice  other than 
to price each of their outputs at marginal cost. As this is 
sufficient to render profitable entry impossible,  a stable equilibrium 
will  be the  result. 

Turning n w  to  natural monopoly,  its di stingui  shing feature i S the 
subaddi ti vi ty of its  cost function. The pricing mandates of the 
conditions which promote, this bring about those characteristics of a 
contestable equilibrium that are unique to the monopoly structure. In 
particular, marginal cost  pricing,  as in the  traditional single 
product case, will not be  fi  nanci  a1 ly viable  in a mu1 ti -product 
natural  monopoly. Given  this  situation,  the next best pricing 
a1 ternati ve from society's point of view would be for the  firm to 
charge Ramsey optimal prices,  that is, prices which are so structured 
that the relative deviation  of  price from marginal cost is the same 
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for a1 1 goods and i S also inversely proportional  to e1 astici ty of 
demand  (Baumol & Bradford 1970). Now Raumol et a1 have shown that  a 
natural  monopoli st may  well spontaneously do thi S as  it may be the 
easiest way for it to discern a  set of prices that quarantees entry 
deterence (Baumol , Panzar & Nil  lig 1982, 208-217). Thus  whereas i n  
non-monopoly markets a  first best, Pareto optimal  pricing solution is 
guaranteed by the forces of contestability, the very  same forces mav 
yield  a second best sol  uti on in the natural monopoly context. 

Not all natural monoplies, however, potenti a1 ly result in s~rcll a 
desirable  outcome  for  under  certain  circumstances  no pri cins 
equilibrium may be sustainable. In particular if market demand 
requires the incumbent to produce in a region of decreasing returns to 
scale, or  if demand is  grming so as to make it desirable for the 
incumbent to construct  a plant capable of accommodating over tiw the 
graving market, the incumbent, even if operating wi  th maximal 
efficiency and charging normal profit prices, ma.y nevertheless still 
be vulnerable to  wasteful  and duplicative entry (Baumol,  Panzar & 
Willig 1982 , 30 and Chapter 13). 

The significance of these conditions i S that i n  their presence there 
is no guarantee that the existing industrial structure is the most 
efficient structure even if the market is otherwise perfectly 
contestable. Moreover, in the absence of government intervention it 
may  be that the only  way the efficient structure could be achieved and 
maintained is if  the incumbent were to employ tactics such  as 
predatory pricing or the threat of predatory  pricing - express1.y 
designed to kill off  actual and to deter potenti a1 cmpeti ti on. 

SOME CRITICISMS OF THE THEORY AND CONCLUDING  COMMENTS 

Of the principle innovations offered by the the0r.y  of contestable 
markets, the multi-product cost analysis has had the least contentious 
reception by the discipline. Primarily, this is because it represents 
simply a method of measurement rather than a theoretical construct 
with associated and very strong normative impli cati ons. The cost 
analysis was also fully developed, we1 1 argued and much needed  and 
therefore it has  been adopted by the mai  nstrearn  of the profession 
virtually  without  reservation. In contrast,  the  concept of 
contestability, and its implications for market equi libria, have been 
the  target of considerable criticism especially, in tens of  realirm, 
robustness and generality. 

With  respect  to  market equili hria, it should  he  noted  that 
contestability  theory  does  not  render  obsolete  or irrelevant, 
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traditional formulations because  the equilibrium conditions described 
here  are generated by perfectly contestable markets. In the reality 
of life,  where  markets  are invariably less than perfect1.v contestable, 
reaction functions, conjectural variations and the other concepts 
traditionally used  to analyse  oligopoly equilibrium all  bec cane 
acceptable though of course  it is  the degree of contestability which 
determines how acceptable and relevant such  possibili  ties  may  be. As 
for  the idea of  an unsustainable equilibrium, this has recently been 
attacked on the basis that the conditions necessary for  it  are not 
typical  of modern industry and that even  if it does exist  it  is not 
likely to be an either/or, that is, a sustainable/unsustainable 
distinction but  more  probably a matter of degree, with the problem 
confined  to  certain  specific  products  and  being  of  uncertain 
quanti  tati ve consequence  (Shepherd 1982). 

Turning  now  to  the  more  important  debate  on  the  concept of 
contestability, Wil liam Brock (1983) has expressed criticism on the 
grounds that the price sustainabili ty requirement i S too nnreali stic. 
In particular, he judges the requirement that incumbents be sluggish 
relative to the responses of customers and entrants  implausible 
especially given that their livelihood necessarily depends on rapid 
reaction. While thi S seems reasonable, it should be  noted that price 
sustainabili ty can also be realised if entrants are in a Dosi tion to 
negotiate contracts  with  customers, something which is a plausible 
possi bi 1 i ty . 

Others using purely theoretical  logic  have  argued that the distinction 
made by Baumol et a1 between sunk costs, fixed costs and economies of 
scale is  not quite so clear cut as in some circumstances all three may 
be positively related (Wei tzman 1983,  Shepherd 1984). Moreoever, it 
has been suggested that the exi stence of a very minor amount  of sunk 
costs, or more generally, a very minor deviation from the requirements 
of perfect contestability may bring about  large  departures from its 
optimal welfare results (Schwartz & Reynolds 1983).  Baumol et a1 , 
however, have  generally  been able successfully to refute these 
cri  ti  ci sins and show that they are relevant only in ver.y unrealistic 
and contrived circumstances  (Baumol,  Panzar 8 Wil  lig  1983). 

Perhaps  the  strongest criticism of contestability has  been by Shepherd 
(1984). He argues that  it ignores relations between existing firms 
which he presumes  to be normally  of  much  greater  competitive 
consequence than is new entry  and that the idea itself is of  little 
practical relevance since it lacks any  empi ri  cal support. Shepherd's 
first  criticism  however, is really unfounded for  what ultimately 
shapes the dynami  cs of the  internal competition between incumbents 



within a  market, and determines the propensity of existing firms ta 
compete though new product development, advertising, promotion or 
di stribution strategies, pricing or  with any other  vehicle of rmdern 
corporate warfare, is surely the ability to compete and the risks of 
the strategy, conditions which again are determined with reference to 
the si  gnifi cance of the three contestabi l i  t,y condi ti ons. 

Concerning the lack of empirical support for the contestahilitv 
criterion, research i n  this  area  has only recently started hut a1read.y 
it has given new insights into domestic  air (Bailey and Panzar 1981) 
and rail  (Wi nston 1981) in the US and financial markets i n  the UK and 
US (Davies and Davies 1984).  And under some circumstances, liner 
shipping could possibly come reasonably close to the ideal state, as 
will be shown in the fol lwing chapter. Lastly, it shot11 d he 
remembered that perfect contestability is just an  ideal - a normative 
standard - and as  such it does not require that an-yywhere its 
conditions should strictly and totally be fulfilled. After all, just 
because human beings are rarely three  feet tal 1 ,  it does not mean that 
a yardstick is  an inappropriate device for measuring their hei qht. 

As a final criticism of the concept of contestahili tv, it was noted 
earlier that any positive profit opportunity will always induce entry 
since  as an  entrant is technically able to compete and can do so 
without risk, not to enter would be illogical . Adherence to this 
view, however, even though it i S re1 evant only to the limi  tin? 
condition, requi res a particular  prior phi 1 osophi cal posi ti on 
concerning  the  availability of ootential  entrants  which  are 
automatically to fill profitable market openings, even those requiring 
large investment. I n  this regard, Bauml 'S position is quite clear as 
he states: 

Given the opportunity for profit and  the absence of entry 
and exit costs, the world will prove full of  potential 
entrants.  They  are  likely  to  come  from  unexpected 
directions,  from  other  industries  or  other  countries 
financed by conglomerates or by other unexpected sources 
(Baumol 1982b). 

In asserting this, Baumol i S implicitly assuming that entrants - that 
enterprise - is  not a scarce  resource  and  therefore he is 
contradicting one of  the most basic tenets of economic theory. This 
observation, however, is not intended to be nihilistic but rather to 
emphasise the importance in the  practical application of the theory 
of analysing not just the extent of the actual satisfaction of the 
three contestability conditions but also the  broader environmental 
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conditions  that may influence the magnitude of the available pool of 
potenti a1 competitors. 

In the light  of the  above  criticism,  what  is  the  current  standing of 
the  contestability  criterion?  Although  it  seems  clear  that  the 
concept  is  not so revolutionary  and  path  breaki'ng  as  the  authors 
originally  claimed  and will not  necessarily  'transform  the  field' 
(Bauml , Panzar 8 Wil lig 1982, Preface)  it  is  nonetheless  a  major 
contribution. A l l  the  criticisms  listed  are  either  conditional  or 
conjectural  and  when  one  matches  this  with  the  fact  that  most  of  the 
cri tics  nonetheless  simultaneously  praise  its i ntel  lectual 
contribution and when  one  also  notes the assimilation of the  concept 
into  the  general  vocabulary of the  discipline,  it is evident  that 
contestability i S here to stay. It does not, however,  render  the 
tradi ti onal theoreti cal arsenal  of the i ndustri a1 organisation 
economist  obsolete,  it  merely  supplements  it  with  a new device 
specialising i n  the  possible  sources  and  performance  implications  of 
the  ability  to  compete and the  risks  of  competition,  and,  as will  be 
shown  later,  its  policy  advice  tends  to  accord  favourably  with  current 
sentiments  on  the  desirability  of  deregulation and the  efficiency  of 
1 ai ssez-fai re. 
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CHAPTER 5 THE  APPLICATION OF CONTESTABLE  MARKET  THEORY  TO  THE  LINER 
SHIPPING  INDUSTRY 

If  the  theory of contestable  markets  is  to  make any lasting 
contribution to the economic analysis of liner ship?inq it should be 
able to shed some nw light on the principal econmic problems 
identified i n  Chapter 3. In particular it should be able to address 
the competitive environment of the industry i n  such a wav as to a1 l c w  
a meaningful assessment of the likely performance it generates, it 
should be  able  to explain the relationshiR between costs, prices and 
profit levels and finally it should be able to say something about 
whether or not shipping conferences and their practices have a 
legitimate role to p1  ay in the servicing of overseas liner trade. 
Moreover, unless the exercise be purely academic in the widest sense, 
the application of the theory should a1 so be suggestive of Doli  cv 
implications capable of addressing the specific oroblem areas in 
Australian liner shipping - at least to the extent that they possess 
an identifiable (economic) efficiency component capable of remedy 
through the market mechanism. Treatment of this last policv issue 
will be reserved for the fol lcwing chaRter i n  order that attention 
here may be focused purely on the positive aspects of the theorv' S 
application. 

LINER  SHIPPING  AND THE CONTESTABILITY  CONDITIONS 

For  a market to be perfectly contestable, for it to afford the 
possibility of  competition  without risk, three conditions must be 
realised. As seen previously, entrant and incumbent (or more 
generally, all firms) must be symtrically placed, sunk costs must he 
absent and the price sustainability condition must be satisfied. 
Additionally, although not specified by Baumol et al, it is also 
necessary that  the wider market environment includes a pool of 
potential entrants large enough to a1 lw actual  entr.y i n  the event of 
the appearance of any positive profit opportuni t.y. Each of these 
conditions will now  be re1 ated to the ci rcumstances  of  liner 
shipping. 
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THE SYmETRICAL POSITIONING OF ENTRANT AND INCUMBENT 

This  condition  requires  that all firms,  whether  existing  or 
prospective, have equal access to the technology of production, are 
subject to  the same regulations or  non-market  constraints and are 
perceived by the market to produce  outputs  of similar qualit~v or in 
other ways to have equal access to customers. 

Equal access to technology 

This  condition appears to be satisfied in the liner shipping industry 
as the market for  new or used  vessels  is a world market to which a1 1 
firms can equally make purchases. Moreover, given the current 
overcapacity i n  the world ship building i ndustr.y and the consequential 
competition between yards  this  has  engendered,  the  idea  that any 
particular prospective buyer could be denied access or be otherwise 
unfavourably treated is difficult to entertain. In addition, as 
discussed i n  Chapter 3, competition between different technoloqies  and 
bebeen different vintages of technology is possible in liner shipping 
and this, of course, renders access to the means to compete easier 
stil 1 as it rules  out the  already  unlikely possibility of any group or 
i nterest corneri ng the market on appropriate technology. 

Regulations and non-market  constraints 

With respect to regulations and non-market  constraints,  the picture is 
complex  as a variety  of  different  influences may  actually or 
potentially circumscribe the operations of carriers. The most 
important of these constraints  relate to maritime promotion policies, 
nati  onal  ly specific servi  ce  ob1 i gati ons, the existence of national , 
state-owned lines, and  final ly trade union favouritism. 

Maritime  promotion  policies 
Maritime  promotion  policies  come  in  four  distinct  varieties: 
construction or i nvestment fi nanci  ng  subsi di es, fi  scal preferences , 
direct operating subsidies and carqo reservation. The potential 
effects of each on contestability vary considerably. Construction 
subsidies,  are really an implicit form  of  shipping subsid.y since  it  is 
the shipyard which  is  ,usually  the targeted beneficiary ' (OECD 1983 , 
4). While such undoubtedly will influence the a1 location of resources 
in both the ship building and ship operating industries, i n  itself  it 
is unlikely to impede the contestability of  the latter  since  it 
benefi  ts  equal  ly a17 shipowners. 

Fiscal assistance  canprises  a body of  implicit subsidies which works 
through  the  tax  system  to improve the  post  tax profitability of any 
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shipping investment. Thus, depreciation allowances, investment urants 
or allowances and similar measures can be used to write off wholly or 
i n  part the tax liability on profi ts or to defer it to the futlrre 
thereby reducing its discounted present value (Gardner and Richardson 
1973). Measures such as these are the most comm3nl.v  ernoloved f o m  of 
maritime promotion policy, being used by most OECD countries and raany 
non-tradi tional mritime nations (Maritime 4chinistration 1933). 
Australia, however, has been a traditional exception to this rtule. In 
consequence, it has had the dubious distinction of oossessing oossiblv 
the worst fiscal environment of  all industrial countries for shiooinu 
investments (see Gardner, Goss and Marlow l!?&?). The introduction of 
new provisions for depreciation following the Crawford Reoort of 1981 
has, however, renedi ed the situation and the Australi an envi ronvent is 
not now dissimilar to the norm elsewhere. 

Of the various maritime promotion policies employed by OECO countries, 
direct operating subsidies are by far the biggest potential impediment 
to contestability. Under both construction subsidies and  fiscal 
incentives the maximum subsidy available is physically limited bv the 
nature of the assistance, the cmplete purchase of a vessel (which 
rarely if ever happens) or zero taxes on  profits  beinu the upper 
limit.  And neither condition i S sufficient in  itself to ensure 
corporate survival. Open  ended operating subsidies, i n  contrast, can 
guarantee survival since as any canmercial losses are nade good f r m  
the public treasury, the recipient is rendered immune to competi ti  ve 
forces and is thereby dissimilarly and favourable positioned relative 
to  commerci a1 rival S. In practice, however, the consequences of 
operating subsi di es  are much 1 ess drama tic as the [IS and  Sgai n are the 
only western industrial countries to  extend  them on i nternati  onal 
routes (Maritime Administration 19833). Their nagnitude, moreover, is 
relatively small . And in the case of the US, whi  ch in do1 lar t erm is 
easily the  largest subsidiser (see for example, Amricar; Sh.ipper, 
January 19781, the subsidy  is  expl i ci tly an operati ng differenti a1 ' 
subsidy, calculated to be sufficient simply  to  bridge  the gap bebeen 
American and foreign operating costs. Finally, because the conditions 
needed to quali fy for  it are so onerous, many US flag lines do not 
even bother to apply (Jantscher 1975). 

With respect to their total impact on contestability, both  fiscal 
preferences and operating subsidies appear to constitute prima facie 
violations of the symmtrical treatment condition since they are 
extended by individual nations not to all shipping but simply to those 
vessels registered under the national flag. In a global context, 
however, the practical significance of such violation is not likely to 
be  great since, as noted previously, a1 1 the principal maritime 
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nations  extend  some  such  assistance to their  shipping and i n  larqe 
measure  they  offset  each  other  leaving all firms  thereb,y  equally 
positioned  (Bohte 1978). Indeed, as the  OECD  puts it: 

Subsidies  and fiscal  benefits  are  granted  to  balance  certain 
real or  assumed  cost  disadvantages and  thereby  improve  the 
competi ti veness of a national  fleet i n  order  to  achieve  a 
bal ance  of equali ty of  chances  with  other  nations'  fleets 
(OECD 1983 , 74). 

The  necessity  of  intervening i n  the  market i n  order  to  maintain 
between  different  flag  lines equal opportunities  to  compete  stems 
principally  from  the  juxtaposition  of  a  political  perception  that 
possessing  a  national  flag  fleet  is  in  the  national  interest,  and  an 
institutional  setting  under  which  private  shipowners,  to mi nimi se 
costs,  are  able  to  register  their  fleets  under  flags of convenience. 
To the  extent  that  the  nature  and  amount  of  OECD  assistance  secures 
the  objective  of  providing  equality  of  competitive  opportunities,  it 
will  not  materially  jeopardise  the  contestability of the  liner 
shipping  industry,  although  it  will  of  course  distort  the 
international di vi sion of 1 abour  produced by the market. 

Turning  now  to  cargo  reservation  this,  whether  unilaterally, 
bilaterally or multilaterally  administered,  is a much  more  serious 
impediment as it directly  prevents  or limi ts  non-national  competition 
and therefore  necessarily w i l l  violate  the  'symmetrical  positioning  of 
a1 1 fi rmsl requi rement of contestabi l i  ty. Between  OECD  countries, 
where  flows  the  vast  majority  of  the  world's  liner  cargoes,  cargo 
reservation  is  not  a  significant  problem,  being  contrary  to  the  OECD 
Code  of  Liberalisation.  It  could,  however,  becane  an  incipient 
problem  for  Australia  given  its  increasing  trade  with  South  East  Asian 
countries  most  of  whom  are  supporters  of  the  UNCTAD  Code  and 
additionally  perceive  the  practice  to  be  a  legitimate  form  of  maritime 
promotion.  Moreover,  if  the  cargo  sharing  provi  sions  of  the  UNCTAD 
Code  are  applied  generally  to  liner  shipping  rather  than  simply  to 
conference  shipping,  it  is also possible  that  it may  influence 
i ndi rectly  the  contestabi l i  ty of  trades  between  non-si  gnatori es or 
beaJeen  countries  applying  the  Brussells  Package.  This  could  arise 
from  the  effects i nsti  tuti onalised  cargo  reservati  on ma,y have i n  
segmenting  the  world  liner  market and limiting vessel movements and 
service  flexibility  which  together  may  constrain  the  size  of  the pool 
of potential competitors from which any open  trade  can draw.  Such 
possibli  ties,  however,  are  merely  conjecture  at  the  moment  and  serve 
simply to re-'emphasise  the  fact  that  cargo  reservation  is  one  of  the 
greatest  threats  to  contestabi 1 i ty and  commerci a1 competi ti on a1 i ke . 
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NationaZZy  specific  service obligations 
Nationally  specific ob1 i gati ons may  potenti a1 ly constrai n 
contestability by putting  national  flag lines  at a rli sadvantaqe 
relative  to  other shipping  lines. Examples would include  requlations 
that require national  flag lines to purchase vessels i n  national 
shipyards,  or, more importantly, which require that  only  national 
seamen  can be employed.  Such  crewing regulations  are  important 
because wage  costs  are the  only element in operating costs which  vary 
significantly  internationally (UNCTAD 1979). At present several 0ET.D 
countries, such  as the US, Portugal , Turkey and Italy (OECO 1983, 69) 
possess such legislation  while in others such as  Australia and the UK, 
union pressure  accomplishes virtually the  same thi na. For Australian 
flag shipping, that  is, the ANL,  this  obligation i s  Darticularly 
onerous as the  combination of pay rates, manning  scales  and  union 
imposed  restrictive practices  are  claimed to render  Australian crew 
costs  amongst  the highest in the world (House of Rewesentatives 
Hansard, May 16 1985, 2619-2620). To a certain  extent the shipowner 
i n  most high labour  cost OECD countries can minimise  the labour cost 
di sadvantage  through either flagging out or e1 se bv i nvestinq i rl 
labour  saving  technology. In the case of the  ANL,  however,  the former 
is  not an option  while union pressure appears so far to have  rendered 
the  latter difficult to  accomplish. 

The practice of conferences and some  independent 1 i nes of of ferinq 
pan-Australian  rates may a1 so be perceived as a  condition  which 
discriminates  against them relative to most non-conference  operators 
who  are  not so constrained.  This,  however, would constitute  a 
potential violation of the  symmetrical  posi  tionina condition only to 
the extent  that the  practice  was  imposed by shipper bodies singularly 
on a  subset  of  carriers  rather than  being a voluntarilv  adopted 
service  feature. In  some  cases the practice is  an imposition, such  as 
with the  Australi an Meat and Livestock Corporation, though it is not  a 
discriminatory imposition  in that all designated  carriers are  subject 
to it. Elsewhere,  the practice is primarily a quid pro  quo nesotiated 
with shippers  in return  for  cargo centralisation and therefore again 
it  is not really in the nature of the  discriminatory obligatinn 
required for  a violation of the  symmetrical  positioning condition. 

Nationat tines 
The  presence of national,  statebacked  lines will constitute  a  case of 
differenti a1 treatment since  state lines will not  normally be  sub.ject 
to the  same cmmrcial pressure as privately wned carriers. 
Indicative of this is  the fact  that in  June 1984 ANL was  technical1 v 
bankrupt,  having an accumulated loss  exceeding its caDi tal  a1 though it 
has nevertheless been able to continue in operation thanks  to capital 
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injections  which  over the  period  from 1983-85 amounted  to $160 million 
(see  Chapter 2). Also  noteworthy  are  the  facts  that ANL is the 
largest  single  company  serving  Australia's  liner  trades and that  on 
many  routes  the  principal  non-conference  competition  comes  from 
foreign  statebacked lines. It appears,  then,  that  the  significant 
presence of statebacked  shipping  is  a  major  potential  impediment  to 
market  contestability. In practice,  the  degree of such violation  will 
be a  function of the  relative  presence of state vis a vis  commerci a1 
(including  conference)  shipping  on  the  individual  rautes  concerned  and 
the  extent  to  which  the  former  abide by normal  commercial  methods  of 
operation. 

Trade  union  favouritism 
Trade  union  favouritism  appears to be  a  category  of  violation  unique 
to  Australia. It  arises  -essentially  from  the  explicit  objective of 
the  Australian  trade  union  movement  of  encouraging  national  flag 
participation  and  becomes  extended  to an implicit  support  for  the 
conference  system by virtue  of  ANL  being  on a1 1 its  routes  a 
conference  member. In the  case  of  the  ANSCON  Accords of 1983, this 
support  resulted i n  a  boycott by shore-side  labour of non-conference 
vessels  because  they  were  judged  to  have  damaged  the  viability of 
ANL's  service  on  that route.  Undoubtedly,  the  unions  are i n  a  strong 
position  to i nfl uence  shipping  operations  and  it  is  not  confined  to 
cargo  handling  as  it  has  been  reported  recently  that  attempts have 
been made by the  Seamen' S Union to  coerce  foreign  owned  ships  into 
using  Australian  crews  operating  at  Australian  manning  levels and that 
the  Federated  Ship  Painters'  and  Dockers'  Union  have  reportedly  forced 
unnecessary  repairs  on  ships,  to  the  extent  of  precipitating 
diplomatic  protests  (House  of  Representatives  Hansard, 16 May 1985, 
2616). How  much of an  impediment to contestability  these  actions  pose 
wi 1 1  be i nfl uenced b.y the  degree to which  they  are  exercised  in  a 
partial manner and i n  their  perceived  frequency and consequence. 
Perceptions  are  important  here  because  union  imposed  delays  and  costs 
influence  the  risks  of  entry  and  the  perceived  likelihood of their 
occurrence i n  turn is bound  to  influence  judgements  about  entry,  exit 
or  service  changes.  While  the  actual  occurrence  of  union 
mi sdemeanours  may be relatively i nfrequent,  perceptions  of thei r 
likelihood  and  consequence,  as  reflected i n  their  prominence i n  the 
press  and  in  statements  'made  to  the  author,  indicate  that  the  problem 
i S beli eved to be  much  greater. 

Equal access to customers 

Contestabili ty requires  that a1 1 firms,  whether long establi shed or 
newly  entered,  have equal access  to  customers so as to  allow  buyers 
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the freedom to choose the least  cost supplier capable of meeting their 
needs. This, of course, presupposes an ability on the part of buyers 
to shift from one source of supply to another i n  response to 
competitive initiatives by producers. This ability to shift need not 
be instantaneous, at least not for a1 1 buyers, since the reauirements 
of price sustainability may indeed mitigate against it (see below). 
Rather, what is important is that ultimately it is inevitable so that 
the  efficient  supplier will be rewarded  through appropriate1.y 
increased custom and  profit. For this situation to hold, suaoliers 
must be perceived by the market to produce outputs of similar cruali  ty 
as opposed to being prejudice by anv i l l  informed or irrational 
customer support for specific (incumbent) firms and there mlust  a1 so be 
i n  place no physical impediment to prevent the inevitable, rational 
and informed selection by customers of the efficient supplier. 

The market perception condition manifestly was develoDed on the 
assumption that all firms produce a homogeneous output. In liner 
shipping, however, it is evident  that  outputs are not homogeneous as 
very major differences exist i n  the qual i ty  of services provided by 
different participants, especial ly i n  terms of frequencies and long- 
run dependability. Consequently, as John Zerby notes, i n  order to 
reduce a1 1 to a commn denominator against which the market can 
rationally pass judgement, it is necessary to recast the theoretical 
argument in terms of a situation in which 'no advantaqes which  remain 
uncompensated by the rmrket are perceived' (Zerby 1984, 9s emphasi S 
original). In this respect, it  is difficult to imgine how any 
shipper  or  group of shippers  could  maintain an irrational or 
uninformed preference for specific carriers qiven that they are 
businessmen out to make profits. Moreover with the ASC, individual 
producer bodies and freight forwarders, administrative machinery is i n  
place which is expressly designed to assist in the maki no of  rational 
and informed choices. 

Turning nw to the  issue of contraints which may prevent the rational 
choices of shippers, policies such  as cargo preference legislation - 
whose general consequence has been di scussed previously - fa1 1 within 
this category. Debatable, loyalty contracts too  may be  of this 
nature. Debatably is used because on the one hand their Dresence 
means that entrants may  not immediately be able to win contracted 
shippers unless they are prepared  to offer  a rate sufficient to 
recompense shippers for any penalties incurred in consequence of a 
breach of their contract. To that extent, entrant and incumbent  would 
not be competing on  symmetrical terms (Trace 1984, 8). Agai nst thi S, 
however, it should be  noted that as a result of the  general world-wide 
growth  of non-conference shipping, the use  of loyalty contracts by 
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conferences  has  been i n  decline  (Cotton 1984) primarily  because i n  
such a  setting  they  are  difficult  to  enforce.  Indeed,  none of the 
individuals  interviewed i n  connection  with thi S study could  cite  a 
single  instance  where  one had  been  enforced i n  the  Australian  trades 
within  the  last  decade.  Additionally,  none of the  non-conference 
lines  interviewed  regarded  them as significant  obstacles. It also 
should  be  noted  that  even  if  loyalty  contracts  are  successful  in 
temporarily  removi ng from  competition  certain  categori es of cargo, 
this i n  itself  is  not  necessarily  a  constraint  on  market 
contestabi l i  ty as  such  contracts  are  typically of short  duration - one 
year  being  the norm - and some  can  be  avoided  with  appropriate notice. 
With  sufficient  notice  and  at  the  time of renegotiation,  competition, 
then, becmes  a possibli ty. Moreover, by potentially or  actually 
locking u p  a  portion of the  market,  loyalty  contracts  are  little 
different  fran time/volurne contracts  of  affreightment  which may 
contribute  positively  to  contestabi l i  ty  by facilitating  its  price 
sustainabili ty requirement,  as  will be shown belw. 

There i s, however, an important  difference  between  loyal t.y and  service 
contracts in that the  former  cover all shippers'  cargo  rather  than, 
say, a  specified n i  nimum  tonnage. As such the.y do limit  shippers' 
choices  more  than the latter to the extent  that they are  enforceable. 
This  clearly  has  implications  for  policy  but  as will be shown i n  the 
fol luding  chapter,  such  implications shoul d also  embrace  consideration 
of the  feasibility of a1 ternative  contractual  arrangements  and  the 
requirements  of  long  term  service  provision. 

Some conclusions on the  symnetrical  positioning  condition 
The principal  factors  influencing  the  achievement of this  condition 
have  been  identified  as  access to technology,  access to customers and 
a  diverse  category of non-market  constrai  nts i ncl udi  ng subsi di es, 
cargo  reservation,  nationally  specific  obligations,  national  lines  and 
trade union  favouritism.  Concerning  both techno1og.y and  customers, 
the  symmetrical  treatment  requirement  appears  reasonably  to  be 
satisfied,  the  nature of the  market  currently  allowing  no  significant 
or  ,lasting  departure  from either.  The  non-market  constraints, i n  
contrast,  are of mlJCh more  uncertain  consequence.  Admittedly, 
competition  between  private OECO flag  vessels  is  likely to be 
symmetrical as the  assistance  they  extend  is  largely  self-cancel l i  ng. 
The  potential  effects  of  cargo  reservation  and national lines  is 
greater, a1 though  their  consequences  are 1ikel.y to vary  from  trade to 
trade.  It  is  also  easy  to  overstate  their  impact b y  ignoring  the  fact 
that  Australia's  trade  in  the  main is still  carried by private 
carriers.  Nevertheless,  the  presence  of  both  conditions,  with 
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national lines  being  currently  the  over-ridi ng concern,  does 
constitute an  unequivocal impediment to contestability. As for trade 
union pressure, its quantitative consequence too i S uncertain though 
union activities of  late have by no means enhanced contestabi l i  tv: 
indeed, by arguably adding to the perceived risks of entr.y thev have 
in all likelihood inhibited it. 

THE ABSENCE OF SUNK COSTS CONDITION 

As noted i n  Chapter 4, it is the exi stence of  sunk costs which is the 
principal determinant of the risks  of  any investment. It was also 
shown that  there is no necessary correlation between fixed costs or 
scale economies and sunk costs. Rather what minimises the magnitude 
of the latter is the extent to which the requisite investment is 
reusable, movable, saleable, rentable or can otherwise be wound UP 
without cost, conditions which toaether make  entry  'cost1essl.y 
reversible'. In liner shipping it is possible to isolate three 
principle factors which influence the degree to which these conditions 
can be realised, namely  the  nature of capital requirements, the role 
of terminal facilities and finally goodwill. 

Capital  requi  rements  in  liner  shipping 

I n  terms of the seaward side  of its operations, there appears to be 
general consensus  that sunk costs in liner shipping are not high (see 
for example Trace 1984, Zerby 1984, Davies 1984). Ships are amongst 
the most mobile of a1 1 capi  tal equipment and therefore vessel costs 
are not specific to or sunk into any particular trade. Mobility, 
then, facilitates reuse. The possibilities for reuse have also 
contributed to a well developed second-hand market and  this further 
adds to the ease with which an investment in  any particular trade or 
within the industry as a whole may be wound up. 

The consequential ease  of exit afforded bv the nature of shippin4 
investments becomes still greater when  one considers the husi ness 
environment within which liner companies operate. In the first place 
whereas i n  the  days  of  break-bul k services  the  physical 
characteristics of vessels in terms, for example, of swed, reefer 
space or the ratio of bale  to deadweight capacity were often tai lored 
to the  needs of specific routes thus inhibiting movement, resal e or 
leasing, the near global standardisation of equipment that accompanied 
the container revolution has rendered these constraints irrelevant. 
Equipment currently on  the market can  be used  virtually anywhere 
(Conlon and Zerby 1983). Secondly, entry into the industry does not 
necessarily demand the prior purchase of equipment and thi S, i n  turn, 
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makes  exit  still  easier.  Vessels,  containers and other  equipment  may 
be chartered  or  leased  and i ndeed some compani es acquire  almost a1 1 
their  assets  through  the rental 'market. As a  case i n  point,  the 
Australian  company K/Asi a  Pacific  charters all its  vessels. 

It  is  also  an  increasing  practise  for  some  companies to subcontract 
the  physical  production of liner  services  through  entering  the  market 
as  a Non-Vessel  Operating  Carrier  (NVOC)  chartering  space  on  the 
vessels of regular  liner  companies.  For  such  companies  the  costs of 
exit may be  reduced  still  further. 

I n  contrast  to  the  above  picture,  it  should  be noted that  if  a 
specific  trade  is of such nature as to  require servi ci ng  by tailor- 
made  specialised  ships,  ease  of  exit may be  hindered. In this 
respect,  while  the  size  and  general  TEU  capacity of most  vessels 
serving  Australia' S trade  is by no  means unique, the  reefer  capacity 
provided  is  often  substantially  greater  than  would be appropriate  for 
most  trades  elsewhere.  This has two implications.  Firstly,  to  enter 
the  principal  reefer  trades  a  conversion  cost  to  install  appropriate 
capacity will need  be  incurred  and this  conversion cost, or part  of 
it, may thus be sunk.  Secondly,  commensurate  with  reefer  capacity  is 
the need for an appropriate  suite of reefer  containers  which,  while in 
itself  not  constituting  a sunk cost,  containers being  moveable, 
saleable  and  rentable,  may  nevertheless  impose  specific  service 
obligations on the  carrier  in  the form of container reposi ti oni nq. 
This  would  not be a  problem i f  reefer  containers  were  as  flexible  as 
the  non-reefer i n  the  carriage of other  goods,  though  as  they can be 
used only to  ship  soft  goods  and i n  any case  face  considerahle  shipner 
prejudice,  the  majority  have  to  return  empty.  This of course  limits 
the  flexi bi l i  ty of  operations and therefore i n  conjunction  with 
capacity i ns'tal lation  costs  may  add  to  the  risks of entering  certain 
Australian  trades,  thereby  inhibiting  contestability. 

Tenni nal faci 1 i ti es and  vertical i ntegration 
In contrast  to  the  consensus on the  extent of sunk  costs on the 
seaward  side  of  liner  operations,  there i S considerable di sagreement 
amongst  economists as  to  the  consequence of shore-based  activities. 
I n  particular  while  it i.s generally  acknowledged  that sunk costs  are 
high, Trace (1984) and  Zerby (1984) disagree  considerably  over  whether 
under  Australi an conditions  this i n  itself  constitutes  a  necessary 
source of monopoly power. The  argument,  moreover,  has a1 so included 
debate  over  the general consequences  on  contestability  of vertical 
integration  and  the legi timacy of separating  for  individual  treatment 
the  sea  leg  of  a  total-  transport  package  (Zerby 1985). Consequently 
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it will be necessary to analyse  the competitive  imDlications of both 
terminal  faci l i  ti es  and  vertical integration i nto them  and beyond,  the 
latter becoming increasingly  important  with the  global  trend  towards 
mu1  ti -modal  servi ce provi si  on. 

Wharf facilities may create  an  impediment to contestabilitv for two 
reasons. First, in the provision of terminal facilities sunk costs 
are very significant  as the equipment i S mostly  geographically  fixed 
and  has  no alternative uses. Second, if the faci l i  ti  es themsel  ves are 
owned by a  certain shipping  line, or group  of  lines, it may be 
possible  for  them  to deny access  to  other  users or offer access  at 
differential  conditions. If so the  symmetrical treatment  condition 
would be violated. 

The sunk cost  issue i S a problem only if lines have permanent or 
exclusive  access to  shore-based facilities.  If the costs are  borne by 
the government or port authority or if it  is mandated that the.y are 
shared i n  a non-di  scriminatory manner, they  will not constitute  a 
source  of monopoly  power  (Bailey 1981). In Australia, many of the 
principal  terminal facilities are  owned by conference lines  and  are 
sited on land  leased from  port  authorities,  the typical lease  beinr sf 
16-25 years  (Trace 1984, 19). If this  was all there was to the story, 
then  unequivocal ly contestabi 1 i ty i n   l i  ner shi oDi  ng woul d 
substantially be impaired  since access to  terminal  faci l i  ti  es is 
essential for the operation of  any shipping  service. Rut against this 
it should be noted that  conference  lines do not have exclusive  access 
to terminals  as c m m n  user facilities exi st in both Sydnev and 
Melbourne. Moreover,  while the  port authorities i n  Australia  have not 
yet framed any explicit  set of by-laws to guarantee equal access to 
faci l i  ti es,  they  are  nevertheless  in a position to prevent any overt 
abuse of  the terminal operators' position by being able at any time to 
terminate  the operator's  lease, if  any conditions specified in the 
leasing  agreements  are not fulfilled. 

Additionally, it should be noted that substantial excess  capacity 
currently exi sts in terminal facilities in Austral i a  with the result 
that  far from seeking to  deny access  to new users, the  terminal 
operating  companies  are actively canvassing for business. Indeed, it 
has  been  reported that to encourage additional use  by non-conference 
lines, some  terminal  operating cmpanies owned by conference  lines 
have  offered  rates  below those  charged to  their own ships:  such is 
currently  the  case  with Zim and the A N L  terminal in F3otsn.y Ray. Yore 
generally, none of the non-conference lines i nterviewed by the author 
had  any difficulty i n  obtaining access to  termi  nal facilities.  Thus 
the discrimination  argument appears  also  not to  be a  significant 
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problem  under  current  trading  conditions  which have created  a  buyers' 
market. 

It  should  further be noted that  in  a  buyers'  market  where  many  of  the 
terminal  facilities i n  place  have  been  built by conference  lines,  the 
non-conference  operators  are i n  a  relatively  favourable  position  as 
they  are  able  to  make  use of the  facilities  without  incurring  the 
(sunk)  costs  and  risks  consequent 00 their initial  provision.  At  the 
same  time,  however,  it may a1 so imply  that the,y  do not  necessarily 
have  the  same  degree  of  commitment to Australian  trades  as  those  lines 
which  have  invested i n  expensive  terminal  facilities. 

Although  terminal facilities  appear  at  present not  to contribute  a 
significant  impediment  to  contestability,  this  conclusion  should be 
interpreted  with  caution.  Its  validity  is  contingent  upon  current 
trading  curcumstances  which may not  persist forever. Consequently, if 
circumstances  change  it may be  appropriate to implement  a  policy  to 
ensure  the mai ntenance of contestability,  as will be discussed i n  the 
fol  lowi ng chapter. 

Turning  now  to  the  more general  issue  of  vertical  integration,  this  as 
noted  previously,  is  becoming of increasing  importance with the 
development  of  door-to-door  services.  At  present,  it is comparatively 
unexplored  territory i n  economi cs though  such  work as has been done 
suggests  that  it  is  not  clear  that  as  a general principle  vertical 
integration  involving  a  company  operating i n  a  contestable  market 
moving  into  one  which  is  distinctly  less  than  contestable,  or  vice 
versa will of  necessity  bring  about  an  increase  in  market  power  in  the 
downstream  market  (Tye 1984 and  Baumol 1984). Moreover,  while  it  is 
i n  many trades  becoming  increasingly  irrelevant  to  separate  individual 
activities in door-to-door  services,  the  process  if  anything  increases 
rather  than  retards  transport  options  for  shippers  through  encouragi  nq 
the  development  of  freight  forwarders,  NVOCs o r  other  brokers  who  are 
able  to  exert  a  considerable  competitive i nfluence on conference 
carriers  (Gratwick  and  Kirby 1984). 

Goodwill as a sunk cost 
A  cost  which  may  be  irrecoverable  on  exit  is  that  associated  with  the 
nurturing  of  goodwi 1 1 .  Customer  loyalty, busi ness  connecti  ons  and 
cargo  soliciting  networks by their  very  nature  cannot  be  transplanted 
on withdrawal.  These  facets of the  business,  moreover,  seem  to  have 
assumed  increasing  importance  of  late  along  with  the  tendency  of 
shippers  to  become  more  'service  conscious'  (Pearson 1980; Brooks 
1984). Under some conditions,  however,  the  loss  of  goodwill  may  not 
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be inescapable. If, for example, the entire exi  tinq firm were to  be 
sold  off or taken over by a new interest wishing to enter the trade, 
the cost  of goodwill ma.y be recovered on exi t. Sigil  arlv i f  the 
departing carrier had made extensive use of NVOCs, freight forwarders 
or other specialist  cargo soliciting agencies, the cost of aoodwill 
may  be rather small if present at a1 1 . Thus as to  the  general exit 
inhibiting significance of goodwill it is difficult to make an.y firm a 
priori assessment; it likely depends on the specific circumstances 
of the carrier concerned. 

In the context  of  Australia's outward trades, the marketinq costs of a 
new carrier may be relatively small because i n  contrast to a situation 
where shippers are numerous, diverse and unorganised and where 
advertising costs would likely  be high, the producer boards a n d  
shipper's council here render the market much more easv and therefore 
less costly to approach. Devel opi  ng goodwill , therefore, may require 
less  of  a  commitment in Australia than in many less organised trades. 

Some conclusions on sunk costs 
F r m  the foregoing, it appears reasonable to conclude that sunk costs 
generally are not a major obstacle to Contestability i n  Australia's 
liner trades. The capital and  general institutional condi tions apwar 
to render them low indeed. Terminal facilities are an imortant 
exception though  these were shown not to  be a source of  monopoly power 
under present conditions. Likewise, some vessels ma.y have a higher 
degree of specialisation in certain Australian trades than  is  the norm 
elsewhere and, while this  may  add  to  sunk costs, it is difficult to 
conceive that the  sunk costs of reconversion are sufficiently 
prohibitive in themselves to render the market i ntri  nsi  cal l v  non- 
contestable. Although  the consequence of  aoodwil 1 is more uncertain, 
the existence of means to minimise it coupled with the organisation of 
Australia's trades suggests that it is unlikely to be a siqnificant 
obstacle to contestability. 

THE  PRICE  SUSTAINABILITY  CONDITION 

Price sustainabili ty requires that exi sting firms are able to chanqe 
their prices only relatively slowly compared with the response of 
customers or else that entrants  are i n a position to neaotiate 
contracts with customers prior to entry. Concerning the former, 
conferences are not  noted for the  speed or flexibili t.y of their rate 
setting procedures primarily because the need  for consensus amongst 
member lines mitigates against this. In Australian trades, Drice 
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adjustment may be further delayed because of  the  need for 'head 
office' approval from overseas. 

The negotiation of  contracts  is normal  commercial practice  in the 
liner industry. Such contracts may  be either official explicit 
arrangements,  as are championed by the ABC  Line and h.y certain 
shippers such  as the Australian Meat and Livestock Corporation,  or 
they  may  be looser and less formal in nature. It should be remembered 
that in liner shipping the  only  way  an entrant can  obtai n carqo is by 
negotiation with a shipper  or  shipper's representative. This normally 
results i n  either an implicit time/volume contract by which the 
shipper  agrees to  give his  cargo  subject to a price and service 
commitment by the carrier or else a  firmer legally hi ndi  ng agreement 
(Davi es 1985). 

The 1 oyal  ty contracts offered by conferences  are  similar i n  nature to 
the above except  that they are designed  to  give security to the 
incumbents  rather than entrants. As such  they  may  be interpreted 
partly  as  an attempt to secure sustainable prices  given the problems 
described in Chapter 3 of pricing over the  trade cycle. This 
situation,  however, illustrates that contractual arrangements may  be a 
double-edged sword. The possibility of their negotiation may 
faci 1 i tate contestabi 1 i ty through mi nimisi  ng the ri sks  of  entrants. 
aut the existence of concluded contracts,  whether by conference  or 
non-conference lines, creates a new entry barrier through effectively 
locking u p  a part of  the market from further  competition (5aumol , 
Panzar & Willig 1982, 291). This clearly has  policy implications i n  
respect  of the socially optimum  length  of  contract required to balance 
the two opposi  ng forces. As  such it will  be readdressed in the 
fol lwing chapter. For the moment, however, it siwul d he  noted that 
most loyalty contracts are of reasonably short duration, a year beino 
the  norm and in a buyer's market, the possibility that shippers would 
wi 1 l i  ngly commit themselves to excessively long contracts a1 so seems 
remote. This, coupled with slow price responses on the part  of 
conferences, suggests that the  price  sustai  nabi li  ty condition may  be 
reasonably sati sfi  ed. 

THE MAGNITUDE OF THE POOL OF POTENTIAL  ENTRANTS 

If every profitable market opening is  to induce actual entry - as  is 
implied by the concept of a perfectly contestable  market - an 
appropriately sized pool of  potential entrants is required, as 
demonstrated previously. In this  respect,  liner shipping appears 
uniquely favoured. The mobility  of vessels means that any particular 
trade may  be able to attract entrants from a multi  tude of other routes 
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having i n  place physically appropriate tonnage. And when there a1 so 
exists a situation of global oversupply, with firms consequentlv on 
the  lookout for any potentially profitable ooeninq i n  which to aonlv 
their vessel s, it appears likely that the pool  of  potential entrants 
from which any specific Australian trade can draw is very large. 

Admittedly,  geographic  isolation  and the 1 imited  size of the 
Australian  market may make  Australian  trades  relatively  less 
attractive than  the  heavy trades of the northern hemisphere. However, 
it is doubtful whether thi S could  confer  under  nresent  circumstances 
anything of a local monopoly, especi a1 ly given the hi qh degree of 
market intelligence afforded b.y shipping institutions and the trade 
press. Additionally, it could be argued that some carriers may  be 
particularly attracted to Australian trades as their very length 
enables the possibility of an extended period of empl ovment. 

It seems, then, that the pool of potential canpetitors in liner 
shipping is everything that is requi  red for a high degree of market 
contestabi 1 i ty . 

TESTING FOR CONTESTABILITY:  THE  EMPIRICAL  EVIDENCE 

A1 though  any assessment of a market's contestabi l i  tv requires an 
analysis of the degree to which the necessary condi  tions can be 
realised, such  as was presented above (Baumol , Panzar R Nil l i  g 1982, 
4691, thi S in i tsel f i S real ly i nsuffici ent because some of the 
analysis  embodied  more  subjective  judgement  than  was  perhaps 
desirable. This was particularly the case with regards to the 
' symmetrical posi  ti  oni ng' condi ti on. To assess contestabi l i  tv, then, 
it is also important to check for  the exi stence of  anv  ohysical 
conditions likely to be encountered in the presence of a high1 v 
contestable market. In this respect the rate and impact of entry and 
exit, profit levels and  price trends may all  be indicative. 

Concerning entry and exit, Bauml  et a1 claim that this, when 
historically frequent, is the most obvious indicator of contestability 
(Bauml, Panzar & Willig 1982, 466). Elsewhere, however, Raum! 
asserts that an absence of  entry  does not itself imly that a market 
is not highly contestable for it may be the result of ccmpetitive, 
entry forestalling pricing (Baumol 1982a, 14). It aoDears, then, that 
a history of  frequent entry  and exit  is a sufficient but not a 
necessary demonstration of contestability. In this respect, earlier 
WO& by the author  (Davies 1984) shows that  Canadian trades have 
recently experienced a very  high turnover of lines. Trace (1984, 16- 
171, however, notes that such a head count of lines ma.y be a 
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Ini sleading  indicator  of  contestabli  ty  because  it  ignores  the 
quantitative  impact of entry. In addition,  at  a  disaggregated  level 
some  trades had not  experienced  such  a  history  implying,  he  reasoned, 
that  contestabi l i  ty may  vary  between  trades. 

With  respect to the  first  criticism,  more  recent  work b.y the  author 
(Davi  es 1985) has  shown  that on many  Canadian  trades  the  quantitative 
impact  of  entry  has  been very  subtantial , with very  large  scale  entry 
being  present i n  addition  to  the  hit  and  run  type  entry  often  thought 
characteristic  of  contestable  market.  Concerning  the  latter 
cri ti  ci sm, as noted  above  and  as  recently  emphasised by Zerby (1985) , 
an  absence of entry i n  itself  cannot  be  used  to  support  a  conclusion 
that  a Inarket is  non-contestable. 

Turning  now  to  the  Australian  experience,  Trace (198434) has  produced 
tables - tables  which  he  acknowledges  to be just fi rst  approximations 
- showing  entry  and  exit  with  respect  to  conferences and outsiders. 
He  noted  that  the  rate of entr,y and  exit  and  the  extent of non- 
conference  competition varied  considerably  between  trade areas. 
Industry  spokesmen,  however,  have  criticised  the  accuracy of these 
tables and  have  produced  some  additional  information  showing  much 
greater  corporate  turnover.  The  trades  with  the  most  comprehensive 
information have their hi story of entry  and  exit  detailed i n  Tables 
5 .l and 5.2. As can be seen, i n  the  case of the  ANSCON  route,  the 
period 1970 to 1984 witnessed  some 19 entries and nine  exits,  while 
for  the  same  period  the  West  Coast  of  North  America  route  experienced 
16 entries  and 14 exi sts. Because of the longer  period  of  observation 
on the  latter  route  one  can  also'  clearly  see  that  the  amount  of  entry 
and exit  has  increased  dramatically  since 1970 and thi S conclusion 
seeins to  support  statements  from  both  shipowners  and  shippers  that 
competitive  pressures i n  Austral i an trades  have  general ly increased 
markedly  during  this  period.  Putting  the  above  information  together, 
it  seems  that  as  with  the  Canadi  an  experience,  the  principal 
Australian  trades  have  recently  attracted  considerable  new  entry  while 
the  rate  on  some  trades,  the  smaller  especially,  has  often  been 
considerably  less.  Unfortunately,  it  is  not  possible  to  add  to  this 
anything  directly  relating  to  the  quantitative  impact  of  new  entry  as 
the  data  used i n  the  Canadian  case  are  not  available  for  Australian 
trades. 

However, by looking at profitability  and  freight  rate  trends,  one  can 
i nfer  somethi ng of  the  recent  impact of new  entry  competition. 

Concerning  profitability,  figures to be  meaningful  should  ideally  be 
available  on  a  trade b,y trade basis. This,  however,  is  not  generally 
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the case with the result that published profitability figures  for 
liner companies normally aggregate earnings from different trades and 
also  sometimes from bulk and  non-shi  pping  sources. This 
notwithstanding, the picture which over the .years  has emerged from the 
general  financi a1 performance of specialist 1 iner colnoanies i S that 
profitability in the industry is low, and normally consistently lower 
than for manufacturing industry (Committee of Inquiry into Shiooina 
1970, Sletmo & Williams 1981, Heaver 1982). This, of course, is what 
one  would expect in a highly contestable market: With reswct to the 
profi  tabi l i  ty of Australian operations, because of the agareqati on 
problem figures are available only for ANL which, as noted t)reviouslv, 
would be bankrupt without government assistance. Indi rectlv, however, 
it may be possible to infer  that  profits are currently lw in 
Australian trades as for  several years the  principal conference lines 
have been putting off decisions to renew their fleets. Such behaviour 
is hardly indicative of current or anticipated sluccessful wofit 
performance. 

TABLE 5.1 ENTRY AND EXIT OF LINER SERVICES ON THE ~11STRALIAN 
NORTHBOUND CONFERENCE ROUTE, 1970 TO 1984 

Entrants Depurtures 

Orient Overseas Contai ner Line 
Yangmi  ng Marine  Transport Corporation 
Cho 'fang Shipping 
Dong Young Shipping 
Ilwoo Marine Company Pty Ltd 
Far  East  Shipping Company 
Zim Israeli Navigation Company 
Hong Kong Islands Line 
Simsmetal 
Bulkfridge 
Jebsen 
Gearbul k 
E.A.C. Line 
China Ocean Steamship Company 
Sin Wah Container  Line 
Enterprise Container  Line 
Eagle Contai ner Li ne 
Eternal Line 
Tasman  Overseas  line 

Flinders Shipping CO Ltd 
Australi a Nest Pacific Line 
Sulkfridge 
Sin Wah Container Line 
Salen 
Enterori se Container  Line 
Eagle Contai ner Li  ne 
Eternal Line 
Tasman  Overseas  Line 
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TABLE 5.2 ENTRY AND EXIT ON SHIPPING SERVICE BETWEEN WEST COAST NORTH 
AMERICA AND AUSTRALIA 

Commenced  Terminated  Type of service 

PAD Line 

Oceanic (iqatson) 

Canadian Australian 
Line 
Paci fi c  Shipowners 
( W  .R. Carpenter) 
P & O  

Col umbus 

1885 

1910 

1921 

1926 

1931 

1947 

1960 

1961 

Japan  Line 1968 
Paci  fic Far  East Line 19  70 

Karlander 1970 

Orient  Overseas 
Reefer Express Lines 
Mardi  na Line 
At1 antrafi k 
Blue  Star 
Farrell Lines 
Canadian Transport 

ACE Line 
Lloyd Brazileiro 

1970 
19  71 
1973 
19  73 
1974 
1975 
1976 

1976 
19  76 

1960 

1967 

" 

1970 

1953 

1961 

? 

" 

1970 
1975 

" 

1972 
19  72 
1974 
19  74 
1974 
1981 
1979 

1978 
1976 

Round trip passenger/ 
cargo 
Round trip -passenger/ 
cargo 
Round trio cargo. 
Thence round trip 
ro/ro ( 1971 1 
Round trip 
passenger/cargo 
Round trip cargo 
Round trip passenger/ 
cargo 
Round trip passenger/ 
cargo 
Passenger, some 
reefer cargo 
Round trip reefer/ 
general. Thence 
round trip container 
( 1973) 
Southbound onlv 
Round trip cargo. 
Thence round trip 
1 ash 
Various type vessels 
initial ly southbound 
only, thence part 
round trip, nw 
southbound only 
Southbound general 
Reefer northbound 
Reefer northbound 
Reefer northbound 
Reefer northbound 
Lash round trio 
Lumber and general 
southbound only 
Container round trip 
Northbound 
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TABLE 5.2 (Cont.) ENTRY AND EXIT ON SHIPPING  SERVICE RETdEEN WEST 
COAST NORTH AMERICA AND AUSTRALIA 

Operator  Commenced  Terminated  Type o,f seruice 

FESCO 

Forest  Lines 

Hyundai 

ANZCL 
H.K. Island line 

1977 1980 5 container vessels 
southbound only 

southbound only 

southbound only 

1983 1983 Lumber and  general 

1984 " Lumber 5 container 

1994 " Container round trip 
1984 " Container southbcund 

only 

Note Occasional services southbound were attemoted by 9etla S.S. 
Co., Jebsen, Furness i4ith.v and Weyhauser. 

With respect to freight rates, recent  data canpil ed by the  Rureau of 
Transport Economics (BTE 1985) show that since the mid 1970s there 
have been major real reductions - sometimes one-third or more - in  
rates for Australia's principal export commodities on most routes. 
The only  real exception to this picture is the trade to Inrli a, where 
freight rates have remained relatively static. It should be noted 
that this trade is essentially closed, being  reserved for the  state- 
owned Shipping Corporation of India b,y the government of that 
country. 

In summary, then, the empirical information  that is available shows 
that the rate of entry and exit has  been  high  on the major Australian 
trades since the  early  1970s. Profitabili ty i n  the  industry  worl chide 
is generally regarded as  being low and the current investment policies 
of liner  companies serving Australia appear to reflect this. Finally, 
freight rates have displayed major reductions since the mid-1970s. 
When one couples these  findings with previous conclusions about the 
reasonable satisfaction of  the contestabi li  t.y conditions, it appears 
that overall,  Australia's liner trades have to be categorised as beinq 
very contestable or competitive at present. On this both Trace and 
Zerby agree. It is a1 so agreed that the depree of contestabili t.y i S 
likely to  vary  between trades, with Zerby' S (1985) observation that it 
i S impeded whenever the trade reoui res speci ali sed  vessels or, more 
importantly, when governments introduce fl aa preference poli ci es or 
other distortions being the key explanatory factor here. Where  Zerbv 
and Trace disagree, however, is over the generality of the results. 
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Thus  while Zerby (1984) judges  that with a few  trade  sDeci  fic 
qualifications the industry is inherently contestable,  Trace is  of the 
opinion that  it  is primarily the present conditions of excess supply 
in both shipping and terminal facilities that bring about the current 
high degree of contestability observed on most Australian trades; it 
is thus a speci a1 case rather than a normal condition. 

Thi S di sagreement  on generality may,  however, be resolved by notinq 
that perfect contestability requires not simply compliance with the 
three contestabili t,y conditions developed by Baumol et a1 but also the 
presence of the  extra condition suggested by the author of an 
appropriately sized pool of potential competitors. Thus  while  on 
commercially orientated trades it  appears, as  Zerby suggests, that the 
cost and institutional conditions are of such nature  that Baumol et 
a1 'S three conditions will normally be spontaneously approached, the 
performance results expected  from this rmy nevertheless not be 
realised when  the  supply of either potenti a1 ly available shippi  ng 
space  or terminal facilities is strained. And the evidence of freight 
rates, the incidence of non-conference competition and terminal 
practices (Zerb.y 1982) suggests  that i n  Australian trades  this may 
have  been  the case throughout the 1960s. 

It appears, then,  that the high degree  of  contestability currently 
witnessed  on  many  of  Australia's  trades is a  function  of  two 
circumstances,  the  satisfaction  of  the  traditional  three 
contestabi l i  ty conditions that may  be automatic in the operation of 
cotmrci a1 l i  ner shipping and also the large size of the pool of 
potential competitors that flows from global oversupply in shinping 
which, i n  turn,  is  able  freely  to  enter  Australian  trades  in 
consequence of chronic overcapaci ty i n terminal  faci li  ti es. 

INDUSTRIAL  STRUCTURE  AND  THE  PRICING  EQUILIBRIUM 

It was noted in Chapter 4 that  only  two  types  of market structure  are 
relevant  for pricing i n  contestable  markets, namely  natural monopoly 
and everything else. A head count reveals that on  virtual1.y a1 1 
Australian trades two or  more  lines  are  present and when one matches 
this with  the finding reported in Chapter 3 that liner shippi  nq 
appears subject to constant returns to scale, it seems reasonable to 
conclude that the industry is not naturally monopolistic. As a 
qualification, however, it should be noted that the above scale 
economy conclusion  was based  on  an assumption of single product 
production whereas contestable market  analysis shows the nature of 
economies of scale to  be  more complex when output is multi-product. 
Particularly important in this  respect  is the demonstration that 
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strong economies of scope may be sufficient to confer overall scale 
economies on a product set normally subject either to constant Droduct 
specific returns to scale or constant ray average costs. 4nd 
remember, the existence of normally unused capacity will qenerate 
significant scope economies and liner ShiDDincJ is of  course subject to 
global overcapacity. Indeed for such reasons it has been arqued by 
Taplin (1982) that the existence of conferences may  he a reflection of 
a tendency towards natural monopoly, a tendency driven b.y economies of 
scope. This in turn, has resulted in the adoption by conferences of 
rnonopolistic,  Ramsey  optimal  type  pricing as a means of defending 
themselves against entry. 

As the  measurement of the multi-product cost concepts necessary to 
confirm the Taplin hypothesis is extremely difficult, one cannot 
easily judge which view i S correct. Fortunately, however, it will be 
shown that this does not really matter for in the circumstances of 
liner  shipping it is  the  common  cost  problem  rather  than any 
structural mandate which is  the  principal determinant of rate setting 
procedures. To illustrate let us take the  more difficult case and 
assume that the seemingly highly contestable Australian liner trades 
are of the 'other than monopoly' type. 

In perfectly contestable markets, non-monopoly firms have no choice 
other than to price each product sold at the level  of its individual 
(1 ong-run) marginal cost, as seen in the previ  ous chapter. This 
immediately raises the problem of how to reconcile the observed, 
manifestly di scrimi  natory rate structure of conferences with  marginal 
cost pricing  and the concomitant absence of intra-tariff cross 
subsi  disati  on this necessarily will entail . Zerby and Conlon ( 1983) 
have recently attempted to resolve this paradox by studying the 
structure of liner freight rates on the basis of hedonic pri  ci no 
equations that explicitly ascribe to  each cargo type 'implicit 
marginal  costs'  which  are  estimated  to be generated b.y their 
i ndividual product characteristics and service reqllirements. m e n  
these 'implicit marginal costs' are compared with  actual freisht 
rates, the extent of cross subsidi sation is much less than when 
computed by conventional  means  having a single  marginal  cost 
benchmark. 

While  no  doubt  different  commodities  with  different  stowage 
characteristics and densities and possibly  different  service 
requi rements can potential ly impose upon carriers di fferi ng margi  nal 
costs one must be careful  not to push the logic too far.  After all 
given that most of a liner operator's total costs  are common costs, 
even i n  the 1 or?g-run,  any cargo  specific  costs  must consi st 
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principal ly of cargo handling costs, which i n  the container  aqe,  are 
unl i kely to di ffer between  commodi ti es  substanti a1 ly. 

A perhaps more plausible explanation arises out of  pricing constraints 
imposed b.y the  presence of common costs themselves, costs which i n  
relative magnitude  are far more  significant than any cargo specific 
costs.  Now  when  producers  in  an  industry  are  burdened  with 
substantial common  costs  a situation closely resembling increasing 
returns to scale is created (Damus 1981). And just as the latter 
condition renders marginal cost pricing financially unvi able since at 
all output levels tnargi nal cost is less than average cost, so too does 
the fonner  since identifiable incremental costs will  of necessity be 
less  than  any measure of average 'costs which would have to include  a 
premium for  common overheads. Setting prices equal  to the cargo 
specific (or marginal 1 costs generated by each service supplied would 
thus force firms to incur losses. 

The basic problem facing carriers,  then, is to discern a set of prices 
that both covers cargo specific costs and appropriately distributes 
cotnmon overhead  costs.  From  the  carriers'  point  of  view  the 
appropriate policy  would be one which maximised the  net profit 
contribution of  each  commodi ty or, expressed di fferently, which 
maximised each commodity's contribution to common overhead costs. In 
an unconstrained profit setting this  would obviously occur  when each 
service is  priced  such that marginal cost (MC) = marginal revenue (MR) 
and assuming MC to  be similar among commodities,  this  would imply that 
prices are  a direct function  of MR or an inverse function of 
e1  asti  ci  ty  of demand. 

Frcm society's point of view,  the  appropriate pricing  policy would be 
one  which a1 lowed  the carrier to break-even but  which  invol ved the 
least possible sacrifice on the part  of shippers, something achieved 
when the excess of rates over MC is i n  some inverse proportion to 
elastici ties of demand so as minimally to distort the  pattern  of 

1. The proof of this is as fol lows: 
to  maxini se profits MRi = MCi , 
Now  MRi = Pi (l-l/Ei') . . Pi (l-l/Ei 1 = MC1 at the profit 
maximi si  ng output 1 eve1 S. 

Rearranging we ,get pi - = 

This means that in  an unconstrained profit setting the relative 
deviation  of  price  from  marginal  cost wil 1 be  inversely 
proportional  to  price elasticity of  demand. 

Pi Ei 
- 
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demand that would have been forthcorni  ng if a  first best, P = MC, 
pricing  policy could have been adopted. The appropriate proportion 
would be whatever is necessary to allow the unsubsidi sed operation of 
c.arriers at the break-even level. This pricing  policy is, of course, 
the Ramsey rule for second best Pareto optimal  prices. 2 

The policy  which is optimal for the carrier is evidently very similar 
to that which is  best  for society, the only  difference being that a 
break-even constraint is izcorporated ir, tke latter. However, 
assuming the liner shipping market to be  high1.y contestable, a similar 
constraint  would be imposed by mrket forces upon  carriers. Thus it 
appears that the pursuit of profit - the objective of the carrier - 
may lead to the adoption of Ramsey optinal prices - the objective of 
society - a notion similar to  the 'weak invisible hand theorem' of 
Baunnl et a1 (1982, 208-217). 

It seems, then, that we have a plausible way of reconciling the 
seemingly non-monopoly structure of the liner industry with its 
apparently monopolistic type pricing oolicy. The presence of 
substantial common costs prevents  marginal cost pricing as it imposes 
financial constraints similar to those of the traditional  natural 
monopoly  problem. Carriers respond with  value of service pri cinp 
which causes  freight  rates to  vary inversely with the strength, or 
elasticity, of  demand. This, i n  conjunction with their high1.y 
contestable market environment, leads to the adoDtion of Ramsev 
optimal pri ces. 

This combination  of  factors,  moreover,  serves  to  explain  the 
relationship between  the total revenues earned from  value of service 
pricing  and the total costs  incurred, the problem  of which was 
broached i n  Chapter 3. Value  of service pricing or ' chargi  ng what the 
market will bear' i S adopted because it i S the profit maximi  sinp 
strategy, yet what the market will bear for  a conference is itself a 
function of the threshold of entry. In a highly contestable market, 
this threshold is  such  as  to ensure that revenues and costs must be 

2. Mathematically, the  Ramsey rule for second best Pareto optimal 
pricing can be expressed as: 

Pi -MCi = l + ~  1 
" 

Pi X Ei, 
where X approximates  the  social disuti7it.y consequent  on 
allowing an extra dollar's profit to the firm.  Its function is 
to ensure that  a break-even constraint is imposed upon the firm. 
(See Baumol & Bradford 1970). 
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equal if entry i S to be  deterred,  leaving  thereby on1.v normal  profit. 
Additionally,  this  implies  that  prices  necessarily will reflect  the 
cost  of  alternative  service  provision  or  the  opportunity  costs  of  the 
service  to  the  shipper. 

There are,  however,  a  few  complicating  factors  which  should  be  noted 
at  this  point. In particular,  the  fact  that  not all potenti a1 
entrants  offer  similar  quality  services  or  have  similar  cost  levels 
means  that  Ramsey  prices i n  themselves,  are  not  necessarily  sustainable 
(that  is they  may  not  simultaneously  deter  entry  and  cover  the 
incumbents'  cost).  The  activities of the  cream  skimmer  or  the  state 
backed  line  may  sometimes  cause  the  Ramsey  structure to decay as  their 
competi ti  ve effects may be concentrated i n  particular  submarkets-hi gh 
rated or high  volume  cargo especi a1 ly-rather  than  being m r e  evenly 
spread  across  the  cargo  and  service  spectrum  where  the  advantages of a 
conference,  especially  in  terms of frequency  offerings  and  port 
coverage  are  most i n  evidence.  And by involving  a potential  departure 
from  an  optimal  rate  structure,  the,  existence of such a  decaved  or 
compressed  rate  structure may be prejudici a1 to social  welfare. 3" 

ON THE ROLE OF CONFERENCES  IN  CONTESTABLE  MARKETS 

So far  analysis has  concentrated  principally on the  contestabili t~y 
of liner  trades and on an  explanation  of  the  pricing  structure  adopted 
by conferences. No mention,  however,  has been made of the  rationale 
of  conference  organisation. In this  respect  it  was  noted i n  the 
previous  chapter  that  the  process of natural  selection  imposed by the 
discipline of contestable  markets  means  that  no  firm,  no  industrial 
structure  and  no  co-operative  arrangement  amongst  firms  could  endure 
unless  it  conferred  some  survival  value  and did something  positive  to 
promote  general cost  efficiency. In view of this  it  could be argued 
that  the  presence  of  conferences  on  most  of  the  world's  deep-sea 
trades  and  their  longevity is revealed evi dence of some  intrinsic 
economic  advantage i n  such  organisation.  At  the  same  time,  however, 
one  could  reason  that  the  above  would  hold  only  if  liner  trades  had 
remained  continuously  highly  contestable,  for  if they had not, then 
current  cartel isati on may simply  be  a  legacy of an earlier  offensive 
pursuit  of  monopoly  profits  that  was  possible  under  previous  trading 
conditions.  But  which  view is most 1 ikely  to be correct? 

3. This  was  also  a principal  conclusion  of  SleJmo  and  Williams 
(19811, although  their  insights  were  cast i n  terms of pre- 
contestabi l i  ty concepts. 
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Historically it  is evident that conferences first evolved not in 
tight markets conducive to profi  teeri  ng but under conditions of 
chronic overcapacity similar to those at present (Royal Cmmi ssion on 
Shippi ng Ri ngs 1909 , Marx 1953, Deaki n & Seward 1973). The i ni ti  a1 
impetus was clearly the pursuit of survival, a defensive rather than 
offensive response. And  a1 though successive periods of acute 
overcapacity have frequently strained conference oraani sation thev 
often have rebounded with renewed vigour after having readjusted to 
the new conditions. Indeed like any organisation they m.y become 
rigid and inflexible over time and fail to adjust to changing 
circumstances unless forced to by radical  upheaval. Now it could be 
argued that current pressures are qualitatively different from the 
old,  with changing technology, combined and  rcund the world services, 
multi modalism and political intervention being  much m r e  difficult to 
accommodate than previous chal  lenges. 

It seems unlikely, however, that the pressures will result in a 
canpl ete demi se of the  system because it i S evi dent that it  does of  fer 
some important economic advantages. On any Australian trade, for 
example,  no  independent  could  match  the  frequency  and 
comprehensi veness  of the servi ces offered by conferences. Admittedly, 
on some trades all the independents combined may technically be able 
to  match the conference's service though  the  practical implementation 
of this possibility would require some form of co-operative non- 
conference conference. 

In terms of costs, co-operative arrangements, ceteris paribus, should 
a1 so have advantages over i ndependent competition through a1  lowi ng 
more effective service rationalisation and the better exploi tations of 
indivisi bi l i  ti es and scope economies which a larger scale of operation 
permits (Agman  1976, Gilman et a1 1977, Sletmo R Yilliams 1981, 
Taplin  1982, Davies 1983 and 1984  and Trace 1984). 

It seems, then, that conferences originated for defensive purposes and 
have endured because they allow the realisation of certain service and 
cost  advantages.  At  the  same  time,  however,  their  collusive 
arrangements have offensive possibilities in times of capaci  tv 
shortages. N o w  in addition to the obvious policy implications of this 
- which will be discussed further in the following chaDter - another 
question is also raised. Since it  is the 1 arge scal e of operations 
which  allows  the  service  and  rationalisation  advantages of 
conferences, why  has this not been achieved through concentration 
rather than col 1 usi on, especially as in tight markets it is better to 
have sole possession of monopoly profits rather than simply a  share 
there-of? 
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It can be hypothesised  that  if  an  individual  firm  is  of  sufficient 
size  to  mount  individual ly a  conference  type  operation on a  specific 
route - as  many  liner  companies  are - it  nevertheless  may  find it  more 
advantageous  to a1 locate  their  vessels  between  routes  rather  to 
concentrate  them  on  one  particular trade. Although  it  has  been  argued 
that  business  risks i n  liner  shipping will normally be low  because  the 
market  is  highly  contestable,  some  risk  must  nevertheless  be  present 
because  no  market  in  reality  can be perfectly  contestable.  This  risk, 
however,  may  be  further  reduced  through  trade  diversification. 
Expressed  alternatively,  trade  diversification  may  allow  the  more 
effective  accommodation  of  cyclical  and  secular  chanqes i n  trade 
patterns  than  would  periodic  complete  or  partial  corporate  migrations 
between  trades  with the  concani  tant  necessary  commitment  each  time  of 
some sunk costs, if  only  to  cover  trade  development  costs.  This ma.y 
permit  a  better  long-run  rate of return  than  would  a  policy  of local 
monopolisation. 

I n  sum,  then,  it  seems  reasonable  to  argue  that  the  advantages 
inherent i n  , both  conference  organisation  and  trade  diversification 
have  resulted  in  them  being se1 ected by market  forces  as  surviving, 
enduring  practices i n  the  liner  shipping  industry. 

CONCLUDING  COMMENTS 

It  appears  that  the  Australian  liner  trades  as  a  whole  can  reasonably 
be classified as highly  contestable.  The  necessary  conditions 
identified by Bauml  et a1 of s.ymm2trical treatment,  an  absence  of 
sunk  costs  and  price  sustainabi l i  ty seem  to be approached  closely. 
The  behaviour  of  the  industry i n  terms  of  entry  and  exit,  financi a1 
performance  and  price  trends is 1 i kewi se  supportive of thi s. No 
market,  however,  is  perfectly  contestable  and  the  extent  of  trade 
diversification  practised by companies  indicates  that  there  must be 
present  some  risks and sunk costs  sufficient,  at  least,  to  be  worth 
seeki ng del i berately  to mi nimi se. Additionally,  the  aggregate 
contestability  conclusions  may  mask  variations  between  trades  with 
contestability  being  reduced i n  circumstances  not so much  where  there 
has  been  an  historical  absence of entry  and  exit  but  where  specialised 
vessels  are  essential  or  where  political  factors  or  trade.  union 
influence  may  violate  the  symmetrical  treatment  requirement. 

It was  argued  that  the  nature  and  institutions of the  liner  shipping 
industry  are  such  that  on  commercial  trades  the  above  contestability 
conditions  are likely  to be automatically  approached. But this  in 
itself  does  not  guarantee  the  normally  implied  favourable  econmic 
performance  because  it  was  shown  that  this  requires  a  fourth  condition 
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- an appropriately sized  pool of potential cmpetitors. While 
currently in place, this condition is something that cannot be taken 
for granted. Similarly, while excess terminal  capaci tv m a n s  that 
Australia Is trades are currently open to this pool of potenti  a1 
competitors, this too cannot be assumed as automatic as  the  sunk costs 
inherent in terminal operations and the nature of their ownership are 
both potential sources  of monopoly power, though sources which  plainlv 
cannot be put to use under present circumstances. 

With a few  quali fications, the general conclusion i S that in the main, 
Australia's trades are very contestable and therefore carriers, 
whether conference or non-conference, will be forced to operate 
efficiently to the advantage of the country's shippers. 

It was also shown that, while the revealed structure of Australian 
trades is not normally naturally monopolistic, the common cost oroblem 
imposes pricing contraints similar to those  associ  ated with natural 
monopoly. This in turn  has forced conferences to adopt Ramsev prices 
which likewise are i n  the interests of shippers. Such prices, 
however, may not a1 ways be sustainable as non-conference comoetition, 
instead of influencing all  demand elasticities similarlv, may be felt 
on certain commodities or services only, as  when cream skimming is 
practiced. This may bring about an undesirable cmoression of the 
rate structure. 

Final ly, i t was noted that the exi stence and 1 ongevi  tv of the 
conference system suggest that it must have some efficiencv value. 
This  is primarily attributable to the service frequency it is capable 
of supplying, the improved utilisation rates that rationalisation 
should allow and its ability to exploit econmi es of scoDe m r e  
effectively that could a group  of competing firms. 



CHAPTER 6 NORMATIVE  ANALYSIS  AND  THE  POLICY  IMPLICATIONS OF 
CONTESTABLE  MARKET  THEORY 

It was noted i n  Chapter 3 that normative analysi S i n  liner shipoing i S 
particularly complex as the number of different qrouas with a 
legitimate interest i n  its operation is relatively larse and these 
interests may involve political and diplomatic dimensions in addition 
to  the customary econmic.  This qualification nobithstandina, it was 
noted i n  Chapter 2 that Australia is primari1.y a shipper as opoosed to 
a shipowning nation; relative to trading its shipping activities are 
insignificant. In consequence of this and of the manifest importance 
of trade to the Australian economy, the nonative analysis attempted 
here will  be predicated upon  the explicit assumption that the national 
interest should be identified with  the consumrs  of  liner services 
rather than with the producers, with organised labour or with  anv 
other group. To this end the policy implications of contestable 
market analysis will  be presented as they relate and contribute to the 
particular interests  of consumers. Although it involves tresnassing 
outside the limited area of competence of the economist, the analysis 
will not, however, be left here because it  is quite clear  that the 
problems of trade security and  national  flag particioation are 
important and  topical in themselves and  do indeed impact  on shinner 
interests. Consequently the implications of the theory for consumers 
wil 1 eventual ly be modified i n  order  to  embrace  these  other 
consi  derati ons. 

ON THE  INTERESTS OF THE  CONSUMERS OF LINER  SHIPPING  SERVICES 

The consumers of liner shipping services are, of course, the shioaers 
with cargo to move, the importers and exporters. It is not, however, 
always the case that the party which happens to pay the freight is the 
effective consumer for  it is possible that the freight cost m a v  be 
passed on to another group. For example, an Australian exporter 
se1 ling cif obviously pays the shipping company the  freight rate it 
charges for moving his  goods. However, if  he could i nflate his 
se1 li ng price by the full amount of that freight, it would  be the 
foreign importer, not him who ultimately bears the full cost of 
shipment and  may therefore be said to be the effective consumer of the 
shi ppi ng service. 
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Identifying the  incidence of freight  costs  is clearly important  for  if 
it was always the foreign importer or foreign exporter, then freight 
costs  would be irrelevant to the particular interests  of  Australian 
traders and therefore attention could be focused  fully on other 
matters such as trade  quality or securit.y. Unfortunately, however, 
the reverse seems to  apply for as Cassidy (1981a) has convincingly 
shown the relevant elastici  ties of demand  and supply are such that on 
the  outward trades it is the Australian exporter who is forced to pay 
the lion's  share of freight  costs  while on the inward trades the 
Australian importer too  bears the principal incidence.' In 
consequence,  freight rates and their minimisation,  are particularly 
important to Australian shippers. 

At this point it i S important to note  that the interests  of a1 1 
shippers need  not be identical. For some shippers freight rates may 
be crucial,  for  others, especial ly those shipping very  high valued 
goods for  which interest costs are high, speed ma.y  be of greatest 
consequence,  'while  for others frequency or dependability may  be 
considered paramount. And  given that  service quality  and low prices 
will  be  inversely related and given that i n  liner shipping all may be 
obliged to  use similar  services , there  is  considerable scope for 
conflict between  the interests of shippers. Toward the serving of 
whose interests should consumer orientated policy therefore be 
principally targeted? The answer to this requires a further value 
judgement. To this end, all shippers, for analytical convenience, 
wi 1 1  be divided i nto  two categories, the I regular', with  conti nuous 
tradi  ng obligations and for whom service quali ty is  almost  as 
important as price, and  the I sporadic I ,  with i ntermi tent tradi np needs 
and for  whom price, not service, is the domi nant factor. N o w  as  it 
can  be reasonably argued that the  health of the economy is more 
dependent  on the regular rather  than the sporadic type shippers, 
consumer  interest wi 1 1  primarily be identified with the regular 
shippers, though where this is obviously strongly at variance  with the 
needs of the sporadic, policies appropriate for the pursuit of their 
needs will  be identified. 

2 

1. It should also be noted that the relatively inelastic supply and 
elastic demand on the outward trades and vice  versa on the  inward 
trades that secures this Australian incidence, a1 so mean that 
Australia will be the  principal  benftficiary of  thelindirect 

2. This obli ation stems  from the fact that the carryin capacity of 
benefits of trade, namely producers and consumers surplus. 

a modern yi ner service may  be  very large while the voyume  of carqo 
offered by the typical liner  user  is normal1.y  very  much  smaller. 
Any  given service will therefore necessarily have to accommodate 
the  cargo  and  particular  service  needs  of many different 
shippers . 

88 



Chapter 6 

CONTESTABILITY  THEORY  AND THE 'REGULAR'  SHIPPER 

While the quality of service offered by some independent lines has 
improved considerably of late, it is nevertheless evident that service 
features such as frequency, dependability, range of coverage and speed 
are normally better supplied by conference agreements. In fact  it 
has been expressly argued that a principal purpose of conferences is 
to enable the systematic provision of such service aualities (see 
Principal Australian Conferences 1984). As such, one can infer that 
their  target  market i s the 'regular'  shipper wi th whom we have 
identified the public interest. How effective, then, have the 
conferences been i n  serving the needs of these shippers? 

In the previous chapter it was argued that i n  the mai r~ Australia' S 
liner trades currently appear to  be highly contestable. It follws 
therefore  that  the  services  provided by conferences  must be 
economical ly efficient i n  terms of the a1 location of resources, cost 
effectiveness and the structure and level of prices charged. It  also 
follows that  if they  fail  to supply a service which could be 
economically supplied, entry should take olace. in  this respect it 
appears that the cargo centralisation policies adooted by conferences 
after containerisation did leave unexpl oi ted niches i n  the market and 
some of the new entry that so markedly increased i n  the 1970s could be 
interpreted as a response to thi s. 

It seems then that, i n  tens of service and price, the interests of 
the regular shippers are currently being met and should conti  nue to be 
met provided that Australian trades remain contestable and that 
current pri ces are sustainable. 

With respect to the  need of the 'sporadic' shipwrs for barqain 
basement pri ces,  current  levels of contestabi 1 i tv with thei r 
consequential effects  on  market coverage and rate structures and 
levels shoul d 1 i kewi se appropri  ately  acconnmodate  thei r i nterests. 

It should be noted that the above does not imply that a1 1 of 
Australia's trades will be operating with  optimal efficiency to the 
maximum benefit  of each and every shipper because that would be a 
property only of perfectty contestable markets, whereas liner trades, 
though in the main being very contestable, are necessarily less than 
perfect. What the above does  mean  is that the level of economic 
performance evoked by the market place alone will be sufficient to 
safeguard the interests of  the great majori ty of regular and sporadic 
shippers and therefore render wholesal e  goverrment intervention both 
unnecessary and undesirable. This conclusion is basically i n  keeping 
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wi th the fol lowing  two  part  test devi sed by Joskow and  Klevorick 
( 1979 1 to  evaluate  the desi rabi 1 i ty of  government  requlati  on: 

Step 1 : 

Step 2 : 

I n  advocating 
however,  two 

Examine  the  mrket's  contestability.  If  it 
satisfies  the  criteria  of  contestability, 
interference  with  the  market  mechanism  should  be 
ruled out. 

Even  if  the  contestabil i t.y criteria  are  violated, 
proposals  for  intervention  should be approved 
only on the basis  of  an  evaluation  of  costs and 
benefits. 

this general  policy of  non-intervention,  there are, 
important  qualifications  that  may  in some measure 

distract  from  it.  Firstly, it  was  noted  previously  that  the  degree  of 
contestability  may  vary  between  trades. If it can be established  that 
on any particular  trade  the  contestability  conditions  are  demonstrably 
and  substantially  violated  and  that  market  performance  is  manifestly 
poor,  specifical ly targeted remedi a1 intervention  may  be  appropriate, 
subject  to  'the  benefit/cost  test  described  above  and  also  the 
practical  and di plmatic feasibili ty of  the  exercise.  Secondly,  and 
of greater  importance, a1 though  Australia' S liner  trades  appear  in  the 
main to be currentZy highly contestable  there  is  no  guarantee  that 
this  situation a1 ways wi 1 1  endure,  as  seen i n  the  previous  chapter. 
Indeed  evidence of freight  rate  trends,  the  statements  of  shippers and 
even  the  candid  admission of conferences  themselves  suggest  quite 
clearly  that i n  previous  years,  such  as  the 1970s, 
had  allowed  lines  to  extract  considerable  rents  and 
of  shippers. 

It  seems  reasonable,  then,  to  argue  that  government 
legi tilnate and  necessary  role  to p1 ay i n  mai  ntai ni ng 
those  trades  where  the  market  is  obviously  working 

market  conditions 
ignore  the  wishes 

may  indeed  have  a 
contestabi l i  ty on 
- which  currently 

is most - and  also i n  more  actively  enhancing  contestability  on  those 
trades'  where  it  is not  and where  improvements  are  possible  and 
practicable.  Now  policies  to  maintain  and  policies  actively  to 
enhance  contestability  are  not  necessarily  different i n  kind  since 
both. will turn on consideration of similar  issues;  the  difference is 
primarily  one  of  the  degree  to  which  that  consideration  is 
prosecuted.  With  respect  to  the  issues,  these  are  the  conditions 
w h i c h  actually  or  potentially  impede  the  realisation  of  the 
requirements of contestability.  The  nature of these  impediments  and 
the  possibilities  for  their  mitigation  are  discussed  belw. 
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PROMOTING THE S Y m T R I C A L  TREATMENT CONDITION 

As discussed i n  Chapter 5, the principal impediments relating to this 
condition are subsidi sation, cargo reservation and the exi stence of 
statebacked  lines. So too may be terminal  facilities,  union 
favouritism and loyalty ties though these wil 1 be discussed under 
different categories below.  With respect to the former, ooliticallv 
induced impediments,  no country individually is in a position to 
remedy them. Even multilaterally, the simple solution of eliminati n q  
all maritime promotion policies is doubtlessly impractical. Vhat nay, 
however, be a practical objective for multilateral consideration is 
the avoidance of some of the more grossly di sruotive of policies such 
as operating subsidies over and above levels necessary to enable equal 
opportunities to compete and, more importantly, cargo reservation. In 
this respect, the EEC's 'Brussel 'S Package' relating to the IJNCTAP 
Code has been an important development and accession to it is 
something that Australia could perhaps consi der if  only  to  possibly 
help contain the spread of cargo reservation, while simultaneously 
offering a gesture of support for Third World  shiapi ng  policv. 
Against this, however, or possibly facilitating it, it seems that the 
Code is becoming increasingly irrelevant i n  the context of recent 
organisational changes in the industry, in oarticular the development 
of multimodal and round-the-world services both  of which  can render 
the idea of cargo sharing nonsensical. 

With respect to statebacked shipping, Australia faces somethi nq of a 
policy  dilemma. In the case of its own  fleet, while the privatisation 
of ANL  may  be judged to enhance the contestability of the trades in 
which it operates, trades which, remember, are a! ready  high1.v 
contestable, this may be achieved only at the cost of 1 osing the 
ability to achieve  other  objectives  like  trade  security and 
governmental influence on conferences which may contribute to the 
country' S wider national i nterests. Simi 1 arly , whil e the potenti a1 
for predatory incursions by foreign state lines may be checked bv the 
adoption of  legi sl ation simi 1 ar to the US 1978 Ocean Shippi nq .4ct, the 
presence of ANL  may render such a move both  hypocritical i n  apDearance 
and difficult to enforce i n  practice. Specifically,  the imposi  tion of 
any  remedial action may invite retaliatory measures against AFIL 
irrespective of the merits of the case. At the  same time, moreover, 
it could be argued that the mere existence of ANL renders such 
legi sl ation irrelevant as its presence may  facili tate reciprocal 
i ntergovernmental arrangements and di p1 omati c resoluti  ons whi ch, for 
an economically small country, may be  as effective as legi slative 
decree. 
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As a final observation, it should again  be emphasised that maritime 
promotion  policies  and state fleets are political impediments to 
contestability and therefore require political solutions. Such 
solutions,  moreover, could be better achieved by the intergovernmental 
efforts  rather  than by unilateral action because  of  the greater 
strength that lies in numbers and because of the i nternational 
character of  the  industry  which in itself limits the possibilities  of 
uni 1 ateral  sol  uti ons . 

MINIMISING THE INCIDENCE OF SUNK  COSTS 

The principal sources of  sunk costs identified i n  the liner industry 
i n  Australia relate to  termi nal facilities, the development  of 
goodwill and services requiring specialised vessels. The problem with 
terminal facilities  is  that the  principal operating companies  are 
owned by the major shipping lines whose access to them i n  some cases 
may  potential ly be near exclusive, given  that the leases  of the 1 and 
on which  they are sited are typically  long  term.  Admitted1 v ,  there 
are  checks in place which may limit the extent to which the parent 
shipping lines may abuse their position, these being the possibility 
that the port authority may cancel their  leases, the power that the 
harbour master has in being able to direct a vessel  to  any  berth and 
existence of common  user berths in Sydney and Me1  bourne.  Although 
these checks appear adequate under current circumstances of chronic 
terminal excess  capacity, they  may not i n  themselves be sufficient to 
ensure free entry  if  supply  were  to  become strained. Additional 
measures may also be required. In this respect,  an  incarnate  set  of 
by-laws governing port  authority operations and which serves to ensure 
equal access to  terminal facilities,  arrangements to permit the easy 
transfer or sale of leases, or the  actual ownership of the terminal 
facilities  themselves by the port authorities are all policy  options. 

With respect to the  last option,  it should be noted that one of the 
main reasons behind the  current pattern of  terminal ownership  was that 
in the early 1970s not  enough common user facilities existed and 
therefore, individual lines became  obliged to control their own. 
Consequently,  while  it may  be desirable to see some extension of the 
common  user  concept and the  development  of  more  independent 
stevedori ng companies, obligatory divestment by lines of their 
terminal  facilities  appears  inequitable.  Continuinp  private 
ownership,  moreover, is  not in itself a problem  provided that the 
other  measures  noted, or any similar arrangements, are simultaneously 
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in effect so as to safeguard universal and  non di scrimi natorv access 
to  terminal facilities. 

In addition to the ownership of  sunk cost investments, terminal 
operations are also important in terms of  both the favouri ti srr) shown 
by the waterside  workers to ANL and its  conference brethren and the 
inefficiency, i ndustri a1 disputes and consequenti a1 costs that have 
flcwed f r m  their actions. Although the c m m n  root of these Droblems 
- trade union  power  and organisation - is primarily a political 
problem, it appears eminently suited to an econmic solution, namely 
exposing union behaviour to the discipline of the market. The 
designation of private, non-union ports would provide a cmoetitive 
a1 ternati ve to uni  oni  sed  faci l i  ti  es and hence encoura(re waterside 
workers to respond to the needs of both shipper and shinowner and 
generally improve their efficiency. Such a move is obviously 
extremely  difficult to implement  although  the  state of Dort 
productivity coupled with  the dependence of  the economy on trade 
appear sufficient to warrant operational improvements. 

Turning now to goodwill, the costs incurred in its develooment and 
maintenance may be irrecoverable  on exi t because 1 ocal cargo 
soliciting arrangements and contracts, by their nature, cannot easily 
be transferred.  If,  however,  these  arrangements  could be 
subcontracted to specialist brokers there may  be no  such 1 oss on 
exi t. In thi S way, new entry  may be further facilitated through the 
establishment of  an obvious and direct channel  by which the entrant 
can negotiate for cargo. Independent  freight forwarders, the 
Australian Shippers' Council and the principal commodity groups are 
a1 1 strategically positioned to perform such brokerage functions and 
therefore the health and  vitality of these i nsti  tuti ons may di rectl Y 
contribute to the contestability of the liner shippi no industry. 

With respect to the potential impediment to contestabi l i  ty issui nq 
fran the need for specialised equipment for some cmmodi ties, reefer 
cargoes in particular, although the problem3 is intrinsic to the 
necessary technology, policy can nevertheless ameliorate it in the 

3. It should be emphasised that the 'problem'  here i S more 
hypothetical than actual, as evidenced in recent freight rate 
trends and  the fact  that there has been no shortage of 1 1  nes 

Corporation (see AMLC 19J5). 
seeking desi gnation b the  Australian  Meat a n d  Fi vestock 
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following  ways. Firstly, a strong shippers' council or canmodi ty 
group Inay  be i n  a position  to exert  sufficient countervai li ng power to 
offset any competitive advantage the incumbents may Secondly, 
given the volume of reefer cargo currently moving, the  exporters  are 
in a position  to  openly solicit the services of carriers and i n  this 
respect they  may encourage cmpeti tion  for their business throuqh 
appropriate contractual incentives, as wi 1 1  be shown below. 

PROMOTING THE PRICE  SUSTAINABILITY  CONDITION 

The price  sustai nabi l i  ty requirement of contestabi li  t.v demands either 
s l w  price responses  of  incumbents relative to consumers  or the 
possi bi l i  ty that entrants ma.y negotiate service contracts with 
custorners. Of these conditions only the latter lends itself to 
policy initiatives since i't is  not feasible to prevent or  artificially 
del  ay  the price responses of  exi sting firms to changing market 
circurnstances. Time and/or  volume contracts  or any similar such 
arrangements beween shipowners and shippers would  appear,  then, 
worthy of encouragement, subject, however,  to two qualifications. 

Firstly,  the duration of any explicit contractual arrangements should 
be limited lest the facilitation of contestability it ma,y allow 
becomes transformed into a substantial  obstacle. In this  respect  as 
entry  and exit appear to be relatively easy and therefore ri skless the 
contract required to reward entrants need be appropriately short. 
Current contractual practices appear spontaneously to m e t  this 
condition  for as noted in Chapter 5, the normal duration of conference 
1 oyal ty contracts is one year. In certain specialised trades, e9 
reefer trades, where contestability may be 1 ower and the risk of entrv 
higher, correspondingly longer contractual periods ma,y  be required if 
the trades are to  be sufficiently attractive to entrants, though again 
this currently seems to be the case as the typical  desi gnation period 
offered by the Australian Meat and Livestock Corporation  runs  for 
three years. 

It appears, then,  that policy initiatives  could improve little on 
current  market practice in terms of achieving the socially appropriate 
lengths of contract required for  price sustainabili ty. 

4. Similarly, i n  trades where contestabili ty m y  be reduced  because 
of  political interference, the ASC has  an important  role 1 n 
seekin to ensure that exploitation of shipper interests  does  not 
take place, or  at least bringing the attention of the government 
to the problem since they are  better placed to seek  remedial 
measures. 
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Secondly, it is possible that the primary product nature of the 
country's  principal  liner  exports  renders  exclusive  patronage 
contracts more appropriate than time/volume contracts for some 
shippers. This is because the supply of some such products is 
intrinsically volatile and therefore it is difficult for the shi p w r  
to give firm guarantees of minimum cargo volumes. Consequently, if a 
guaranteed service is provided for less than guaranteed shipments of 
cargo it may  be reasonable for the lines to  demand  of these shippers 
exclusive  patronage. A s  noted i n  the  previous  chapter,  such 
arrangements may  be more restrictive than time/volume contracts over 
the duration of the  stipulated contract though at the  same  time thqv 
avoid for the shipper the possible liability for liquidated damacles 
normally associated with an inability to fulfil the tens of a 
standard time/volume agreement. In  the context of Australian trade, 
both types of contracts may thus have a legi timate olace. 

THE POLICY IMPLICATIONS OF CONFERENCE  AGREEMENTS 

So far consideration of  policies  to maintain or enhance contestability 
has addressed primarily the environmental, technical  and ccmmrcial 
conditions of the liner industry as a whole and it has not explici tl v 
touched on the consequences of the specific arrangements made by 
conferences. Conference agreements represent for normative purDoses a 
similar situation to concentration achieved  through corporate prcwth 
or merger. Thus instead of  several  small lines atomistically 
competing, the trade becomes dminated by one f i m  under concentration 
or by a group of firms behaving  as one under a conference. There are, 
admittedly, some di fferences as canpeti tion under the latter is never 
completely eliminated though at the same time it is  often claimed that 
it becanes mi  sdi rected into soci a1 l y  inefficient avenues such  as 
service competition (Cassidy 198la). The problem presented by 
conferences, then, is to ascertain both  the performance consequences 
of concentration and market domination and also the extent of any 
inefficiencies fostered by cartel agreements and practices. 

As noted previously, the Australian liner trades in the main are 
currently highly contestable. This means that concentration and 
market domination, where it occurs, is not a problem for, i n  the 
worl ds of  Bauml, Panzar and Wil lig (1982, 466): 

... we have concluded that if  any industry is structurally 
contestable and is behaving accordingly.. .then that industry 
is  best 1 eft  to  its  own  devices  with no government 
interferences even if it is composed of a very m 1 1  number 
of firms, (emphasis ori gi nal . 
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Silnil arly,  as noted in Chapter 4, perfect  contestability precludes x- 
inefficiency  or  inefficiency  of any  kind.  The  degree  of 
contestabil i ty experienced on  Australi  an trades should therefore a1  1a.y 
any fears of  cartel arrangements fostering general cost inefficiency. 

Consequently,  the theory suggests  that  there is nothing to  be aained 
from  banning conferences. Such a move may indeed he counter- 
productive since their  agreements may  be  necessar,y to achieve the 
service quali ty variables di scussed above. The rationalisation 
potential  they a1  low  may additionally serve to  maximi  se 1 oad factors, 
the cost  consequences of which were described in Chapter 3. The 
survival  of conferences  for  over  a centur.v, moreover,  could be 
interpreted as evidence that some such  benefits are being realised 
through cooperation. 

A1 lwing conferences to  exi sty  however,  does  not  mean a1 lowinq  them to 
operate  with  complete  licence. As noted i n  Chapter 5, while 
conference  agreements origi  nated and  have  endured because of their 
defensi ve qualities, they simultaneously have considerable offensive 
possibilities  when the market is  tight. Consequently a continuing 
surveillance of their strategic behaviour would be prudent as would 
monitoring of the  environmental conditions which circumscribe the 
degree to  which  the contestability conditions can  be realised and 
which therefore  create the circumstances  under  which  conferences  could 
abuse thei r posi  ti  on. 

THE  POLICY  IMPLICATIONS OF UNSUSTAINABLE  PRICING  EQUILIBRIA 

It was mentioned in Chapter 4 that contestable market analysis has 
speculated that under some circumstances an efficient firm may not 
simultaneously be able to cover its  costs and  deter  entry without 
recourse to strategic counter  measures  (eg predatory pricing) or 
governmental assistance. This possi bi l i  ty essenti a1 ly arises when  the 
entrant is i n  an advantaged position  with  respect to incumbents. In 
the  case  of liner shipping, cream skimming and political interference 
,are the principal  potential sources5 of  such  advantage. 

Concerning political interference, statebacked lines are clearly i n  a 
favoured posi  ti  on compared to si ngularly  commerci a1 enterprises  and 
therefore their presence may render unsustainable any  normal profit 

5. Davi es (1985) however, develops some seven potential sources of 
unsustainability, though  he notes that the consequences of most 
are questionable. 
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equilibrium established by the  latter. In terms of an approDriate 
policy response, two issues need  consi  deration. Fi rstly, as noted 
earlier,  the  incidence of transport  costs fa1 1s primari1.y on 
Australian traders. This simultaneously means that Australian traders 
will be the  principal beneficiaries of any subsidy extended to 
national lines so from their immediate point of view it may be  useflll 
to Ne1 come with  open arms  the state trading fleets of the world. 
Secondly, it could be argued that for the Zong term interests of the 
country as a  whole, it  is better that trade be serviced bv crnrwrcial 
carriers disciplined by the market place. As such, this view sugaests 
that private carriers may  need some protection from state tradina 
fleets if the latter’s incursions and behaviour reached a point  from 
where they  significantly  threatened  the  former’s  commercial 
viability. This, however, carries with it the attendant policy 
dilemma in  respect of state fleets described previously. Fortunately, 
neither the behaviour nor extent of state shipping appears currently 
to  be such as to substantially jeopardise the survival of commercial 
shipping. The problem is fortunately m r e  hypothetical  than actual. 
Like  the  conference problem, the situation appears to warrant 
monitoring rather than direct action. 

With respect to cream skimmi ng, it has often been  argued by conference 
lines that the activities of certain non-conference operators, even if 
they be wholly commrcial ventures, can nevertheless jeopardise the 
viability of their services. This is particularly the case if the 
operator concerned concentrates his service on a limited ranqe of 
ports  or cargoes and selectively undercuts the conference tariff. In 
this way the conference, being forced to cut its rates in  the areas 
where it competes head to  head  with that outsider, may  not he in a 
position to earn sufficient revenue to cover the costs of its more 
comprehensive service targeted at the wider market. It thus may  he 
compelled to reduce its service quality to a level similar to that of 
its competitors.6 At the same  time, responding to such incursions mav 
compress the rate structure and  lead  to a departure from the Ramsey 
optimal prices it may otherwise have  adopted. Neither outcome wil 1 
necessarily be i n  the best interests of the majority of its ’ reaular’ 
shippers. 

6. These points were emphatically raised with the author by ANL 
spokesmen. It should be  noted that although creatnskimming is 
normally associated with an outsider undercutting a conference’s 
higher rated cargo, Chapter 2 showed that on most Australian 
trades non-conference lines appeared to concentrate more on the 
lower rated cargo. This  could still be canpatible with cream 
skimmin behaviour, however, if the cream of a trade consisted of 
high V O ~ U ~ ,  as opposed to high rated, cargo. 
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It was  noted i n  Chapter 4 that  such  unsustainability, if  it  does 
occur,  is  likely  to be  of uncertain  quantitative  consequence. As such 
i t  does  not  appear on the basi S of avail able  information to be a  type 
of  problem  demanding  a  formal  policy  remedy.  And  given  the pri vi leqed 
position of conference  cartels,  the  canpeti tive  check  posed by market 
niches  could be judged as bei  ng of greater  positive  benefit  than  any 
theoretical  effects of detriment  to  pricing  structure  or  service 
quality,  especially as loyalty  contracts  or  similar  arrangements  may 
minimise  the  incidence of such incursions.  At  the  same  time,  however, 
it  could be argued  that it is  precisely  this  type of pressure  which 
has put pan-Australi an rates  under  strain.  This may we1 1 be  true 
because  in  a  contestable  market  the  kind of cross  subsidy  between 
ports  that  pan-Australian  rates  entail  cannot  be  sustained.  If so, 
the  process  is  really  one  of  market  adjustment  which  in  itself  is  not 
intrinsically  undesirable i n  terms  of  the  efficiency  requirements  of 
the  economy  as  a  whole. 7 

ANL  AND  THE  WIDER  NATIONAL  INTEREST 

It  has  been  argued  throughout  that  when  a  market  is  contestable 
commercial  forces wi 1 1  be sufficient  to  safeguard  the  interests of 
consumers.  As  Australia's  liner  trades  generally  a  pear  highly 
contestable  and  show  every  sign of remaining  that  way , government 
participation  in  shipping - in  the  form  of  the ANL - may  apDear 
unnecessary  if  not  counterproductive.  This  is  particularly so if the 
ANL i s  to operate i n  a1 1 circumstances  on  a  solely c m m r c i a l  basis  as 
then  it  would be no  different  to  any  other  private  carrier. 

1 

I n  shipping,  however,  consumers  are  not  the only qroup  with  a 

~~ ~~ ~~ ~ ~~~~ 

7. Of course  the demi  se  of pan-Australi  an  rates,  should it occur, 
will be prejudici a1 to  the  interests of those  shippers  trading 
through  remote  outports  who  previously  were i n  receipt  of  cross- 
subsidy. If it is judged  that  these  groups  should  receive 
preferential  treatment,  then  arguably  that  is  a  job  for  an 
explicit  governmental  regional  policy  rather  than  an ad hoc 

8. I n  Chapter 5 it  was argued that the  liner  industry w i l l  noFa!ly 
private  cross-subsidy. 

automati  cal  ly  sati  sfy  Baumol  et a1 ' s three  contestabi 1 1  ty 
conditions so therefore  the key determinant of contestable 
performance will be .suppl * when  this is strained,  economic  rent 
can  be  earned and  con&rence abuses  can  occur  without  the 
induction of corrective  entry,  though,  when  oversupply  occurs, 
contestable  performance  will be forthcmin . In this  respect, 
despite  chronic  overcapacity,  the  world ?i ner  fleet  is sti 1 1  
ex anding (OECD 1984, Table 161, world  shipbuilding  capacity 
1 iRewi  se  is i n  surplus, and with  the  development of round  the 
world  services  it  appears  that  there  is  no  foreseeable  general 
shortage  of  shipping  space  for  Australia' S trade. 
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legitimte interest to prosecute. Indeed, it is possible to identifv 
a wider  national  interest  that will additionally  embrace  the 
desirability of being able to observe and influence conference 
decision making, the long term need  of ensuring security i n  the 
servicing of  trade which is particularly important  given the isolated 
and thin nature of some Australian trades, the diplomatic desi  rahili  ty 
of being able to observe and influence intergovernmental shipping 
arrangements  and  thereby  counter  any Doli tical impediments to 
contestability , and  the  potential mil i tary need of suoolyi np 
logistical support to the  armed  forces. For reasons such  as these, 
some of which clearly transcend mere economic rationality, it may be 
in  the  best  interests of the  country  to  possess a government 
controlled fleet. This, however, raises the  additional question of 
what size of fleet is appropriate to secure these ends. In this 
respect, ANL, as noted in  Chapter 2, i S the 1 argest single carrier 
presently serving Australian trade and as  such  is arguably m r e  than 
large  enough to serve any foreseeable political or  military 
contingency. In  view  of this, the present policy of seeking to 
improve and consolidate the performance of its  current operations, as 
opposed to enlarging their scope, appears reasonable, as its current 
size cwpled with improved c m m r c i  a1 viability m a n s  that the wider 
national objectives may be secured without its presence markedly 
jeopardising market contestability. 

THE ROLE OF THE AUSTRALIAN SHIPPERS' COUNCIL 

As  has  been noted previously, the ASC suffers from the problem of 
being financi a1 ly weak, of representing less than one fifth of export 
cargoes in rate negotiations and  of  being  dominated by the principal 
producer boards  in matters of policy.  Now when such difficulties are 
coupled with the finding that market forces alone appear currently 
sufficient  to  safeguard  the  interests  of  shippers,  one  can 
legitimately question whether the ASC any longer has a purposeful 
function to fulfil i n  the Australi  an shipping scene. 

The answer, however, is unequivocally yes! Contestability, as seen i rl 
the previous chapter, may  vary between trades and where it m.v 
demonstrably be diminished i n  consequence, say, of  capital  specifi ci  ty 
or union activities, etc, strong negotiations with conference or 
independent lines become a priority as  may the dissemi nation of market 
intelligence and the active solicitation of new lines if incumbents 
are generally failing to meet shippers' needs. Just as ANL may have 
an important function in neutralising trade specific political 
impediments to contestability, the ASC, then, may  be invaluable i n  
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cmbatting  economic  or essential ly non-poli tical trade  specific 
contrai nts. 9 

This,  however,  does  not  mean  that  the ASC could  not  benefit  fran 
improvement as clearly  the  above  duties  could be more  effectively 
performed with  greater  cohesiveness and an  improved fi nanci a1 abili ty 
to  purchase  appropriate  accounting  and  leqal  counsel.  These 
difficulties  aside,  its  ability  to  focus  on and  help  remedy particlrlar 
trading  problems  which  may be too  specific  for  broad  based 
governmental  policy to effectively  address  means  that  it  is  an 
institution  worthy  of  encouragement. 

A SYNOPSIS OF POLICY  RECOMMNDATIONS  AND  THEIR  COMPATIBILITY  WITH  PART 
X OF THE  TRADE  PRACTICES  ACT AND THE 1984 US SHIPPING  ACT 

Following  the  conclusions  reached  in  Chapter 5 that  Australia's  liner 
trades  are i n  the  main highly  contestable, it  appears  that i n  terms  of 
serving  the  interests of shippers,  the  workings of the  market  are 
currently  more  effective  and  more  desirable  than  would  be 
administration by the  government. No general  prohibition  or 
regulation  of  conference  agreements  was  therefore  proposed  as  the 
system  itself  is  potentially  advantageous i n  terms of both  efficiency 
and service  quality  and  therefore  its actual  form is  best  left to 
determination by commercial  imperatives  rather  than by decree. 
Instead,  it  was  suggested  that  effective  monitoring of conference 
behaviour  and  a  policy of maintaining  or  enhancing  the  environmental 
conditions  that  influence  the  degree  to  which  the  contestability 
conditions can be realised,  was  appropriate. In this  respect, 
diplomatic  efforts  and  reciprocal  governmental  shipping  agreements 
could be directed  at  minimising  the  consequence of an.y trade  specific 
politically  induced  impediments  to  contestability  while  the ASC, 
freight  forwarders  and  the  producer  bodies  are  important i n  their 
ability  to  counter any  non-political  constraints.  On  the  port  side, 
it  was  suggested  that  port  authorities be more  active i n  promoti ng 
common  user  terminals  and i n  developing  by-laws  and  leasing 
arrangements  to  ensure  universal , non-discriminatory  access  to 
terminal  facilities.  Additional  ly,  it  was  noted  that  the 
establishment  of  private  non-union  ports  may  combat  both  the 
inefficiency  and  favouritism  fostered by the  waterside  workers. 
Finally,  it  was  noted  that  contractual  practices  are  important  in 
securing  contestability and that  time/volume  contracts  should be 

9. Freight  forwarders and the  producer  bodies may  also  be  important 
i n  this  respect. 
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encouraged where appropriate to shippers' needs. Conference 1 cyaltv 
contracts, having a role in facilitating  comprehensive long term 
service  provision i n  the face of uncertain cargo  shipments and i n  
possibly  minimising any undesirable  effects of creamskimming 
competition, were likewise judged  a canmerci a1  lv  leqi  tirnate and not 
unduly  anticompeti  tive  practice  and  one  which  would in any  case be 
subject to monitoring. 

The  measures advocated  above  are not  out of line wi  th either the 
philosophy or practice of  Part X of the  Trade Practices Act. The 
Act's basic  framework exempts  conference  agreements from  domestic 
restrictive practice  legislation  and instead  requires  that the.y  be 
filed. It also makes formal negotiating procedures  with  shippers 
mandatory (see Chapter 2). All this accords  favourably with the  above 
position.  The monitoring of conference  agreements,  however, may he 
better accomplished if  they were  made public  and subject  therefore  to 
shipper scrutiny rather than by the  current  practice of  having them 
solely accessible  to  the Clerk  of Shipping  Agreements and  designated 
officers  within  the  Department  of  Transport.  Where  current 
legislation does  appear  to  have a  weakness is i n  its  addressing  simoly 
the 'blue-water'  side of  shipping procedures  whilst  multi-modalism 'Id 
related  organisational  changes  suggest  that  a  wider view  may be 
appropriate, i n  particular  one  that simultaneously addresses  wharfside 
issues. 

With  respect to US legi  sl ation, it aopears that  with the Dassage  of 
the 1984 US Shipping Act, it has  moved  much closer to traditional 
Australian  ractice in terms of both  general orientation and swcific 
provi  sions." In  doing so it  is not substantial ly at variance  with 
the  policy implications of  this study,  at  least with respect  to 
general principles. The Act reaffirms Congressional support  for the 
conference system by consi  derably  broadeni ng i ts  anti trust immuni t.v, 
permitting  and  enccuragi ng the  formation of shipoers'  associations and 
making consultation with conferences mandatory  upon the  request of the 
former. Finally it emphasi  ses the  need for a rni nimum of governmental 
intervention  and regulatory costs and the associated  desirability  of 
market  regulation of conferences. 

The basic framework of the new legislation,  however, i s  similar to 
that of the 1916 Act. In particular,  conferences  must still be ooen 
and most of the  previously  proscribed practices such  as  fighting ships 

10. The provi sions  of the 1984 US Shipping Act and their developrnent 
are  comprehensively  reviewed i n  F n  edmann  and  Devierno (1984). 
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and  deferred  rebates  are stil 1 prohibited  only  now dual rate  contracts 
have  been  added  to  the list. Moreover, all conference  agreements  must 
stil 1 be  filed with and approved by the Federal  Maritime  Commi  ssion 
(FMC) though  now  there is a new  general  standard  for  the  review  of 
these  agreements  which is much more  favourable to conferences. In 
this  respect,  agreements may be approved  even  if  they  substantially 
reduce  competition to  the  material  detriment  of  shippers  provided 
there  are  offsetting  benefits  such  as  minimisi ng rate  instability  or 
overcapacity.  The new general standard,  then,  gives  much  less  weight 
to  anti  trust  principles  and  allows  greater  scope  for  service 
rational i sation. 

To  encourage  regulation by the  market,  the new Act  also  contains 
certain ' shipper  provi si ons' . Statutory  recognition  has  been 
accorded  to  shippers'  associations  and  to  service  or  time/volume 
contracts  which  American  shippers like. These  contracts  take  the 
p1 ace of the  outlawed dual rate  system.  Additional ly , to  encourage 
the  flexibility of conferences so as to  respond  to  shippers'  needs, 
conference  agreements  are  required  to  provide  a  right  of  independent 
action,  whereby  with  ten  days'  notice,  conference  members  unilaterally 
can  introduce  service  or  non-contract  rate  charges. 

Finally,  to  address  the  competitive  consequences  of  carriers 
controlled by foreign  governments,  the  new  Act  continues  without 
change  the  provisions of the 1978 Ocean  Shipping Act. 

While  the US Act  moves  towards  the  regulation by the  market  advocated 
here  and  followed  in  traditional  Australian  policy,  it  nevertheless 
stil 1 significantly  circumscribes  the  nature  of  conference 
organisation, by mandating  that  they be open, by the  extent of the 
regulation  contained  in  the legi slation  and by the  procedures  and 
policy by which  the  FMC will have  to  implement  it. I n  comparison  with 
the  practice  of  other  OECD  countries formal  regulation,  though 
reduced, will still be considerable  and  arguably  more  than  is 
necessary  given  the  current  contestable  nature  of  the  world's 
commercially  orientated  trades.  At  the  same  time,  however,  it  remains 
to  be seen  how  the  Act  will  be  enforced,  the  FMC  having  yet  to 
finalise  the  guidelines by which  to  implement it. 

With  respect  to  some of its principal  specific provi sions, the 
replacement of service  or  time/volume  contracts  for  loyalty  contracts 
may  be  appropriate  under  the US trading  situation  though i n  the  case 
of Australia,  where  supply  is  volatile  and  where  neither  shippers  nor 
shipowners  appear  accustomed  to the possibility  of  being  penalised  for 
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non-performance,  it may be  more  appropriate to have  them as 
a1 ternati ve options avai lable for negotiation. Concerni nq the 
provi sion for independent action, while tales of  conference inertia 
and inflexibility suggest that some such measure may not be completely 
inappropriate  here,  it  could  also be argued  that  the form of 
conference agreement is best determined by si nqularlv commercial 
considerations, for provided markets remain contestable a failure to 
respond to the reasonable needs of shippers will not go unpunished. 
Similarly,  the continuing requirement that  conferences r m a i ?   m e n  is 
of uncertain merit since such arrangements have long been known to 
perform less we1 l than closed conferences, especi a1  ly in t e n s  of 
rationalisation opportunities (Sletmo and !Jilliams (19811 review the 
evidence for this) , while the greater potential for customer abuse 
inherent i n  the  latter  is a1 ready  constrained by market 
contestabi 1 i ty . 

In sum, then, it appears that  given the highly contestable nature 0-F 
Australia's liner trades, US style regulation may  still prove somewhat 
excessive. Monitoring conference behaviour and performance and 
enhancing the environmental condi ti ons that i nfl uence contestabi li  ty, 
especi a1 ly i n  relation to port operations and specific problem trades, 
appear sufficient at present.  But in the event that the global  supDl v 
of shipping were to becane tight and market performance consequently 
demonstrably less than contestable, m r e  active regulation in the 
style of the 1984 US Act may be a possible consideration. The 
likelihood of this, however, is remote given that enduring shortaqes 
of supply appear unlikely to transpire in the forseeable future. 
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CHAPTER 7 CONCLUDING REMARKS 

The  combination of a  relatively ~ 1 x 1 1 1  population, a  huqe  ?otential for 
primary  product  production  and an uncertain comparative advantaoe i n  
manufacturing has rendered  international trade vital to the health  and 
.development of the Australian economy. In  the servi ci nq of its 
trading needs ocean shipping plays clearly the dmi nant role, carrvino 
by value some 87 per cent of the total.  And  of ocean borne trade,  the 
liner sector  carries just  over half b y  value. This dependence, in 
conjunction with the fact that the principal  Australian  liner exports 
face stiff  canpetition fran other sources of supply in world  markets 
indicates the  extent to which the national interest depends on an 
efficient  liner  shipping  industry.  Geographic  isolation,  the 
relatively thin nature of many  Australian trades  and cartel  aqreerlents 
between carriers have, however, perenni a1 ly raised Questions about 
whether the required  efficiency levels are being  attained. These 
fears, mreover, have  recently been ccmpounded by the global rrohlems 
over overtonnaging,  increasing  political  interference  and 
technological and organisational  changes i n  the  industrv. 
Additionally, the uniquely  Australian issues of shorebased costs, 
trade  union influence, the organisation of shipoers and the role  and 
financing  of the national line have added to the concern over both the 
current  performance  of the industry and the  anorooriateness of 
exi  sti  ng p01 i cy. 

Although  clearly urgent, the positive  and  normative  analysi S of the 
industry has  proved  both difficult and controversi a1 . A number of 
factors greatly complicate the  study of the industry such as: 

. the differences  between liner shipping and typical  manufacturinq 
in terms of the fl exi  bil i ty of production  and the abil i t.y to 
uti l i  se i nventori es in supply management; 

. the difficulties of establishing 'fair' price/cost relationshi os 
gi ven i nsurance externali ti es; 

. the  preponderance of canmn costs in  its operations; 

. the backhaul  problem and  the  influence of exogenous factors on 
sustainable load factors; 
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. the  recurring  problem  of  identifying  necessary  and  sufficient 
condi ti ons  for  workable  competition;  and 

. the exi stence of a  wide  variety  of di fferent  groups  with  an 
interest  in  liner  shipping, an interest  which may legitimately 
embrace political and diplomatic  considerations i n  addition to 
economic  matters. 

Given  this  background  of  a  manifest  need  for  effective  analysis and 
the  presence  of  conditions  which  have  rendered  traditional  efforts 
conflicting  .and  sometimes  unconvincing,  an  attempt  was  made to apply 
the  relatively  new  and  controversial  theory of contestable  markets  to 
the  Australian  liner  shipping  industry. In the  main,  the  conditions 
required  for  contestability  were  observed  to  a  reasonably  high 
degree:  sunk  costs  were normally low,  contractual  practices  were  such 
as  to  satisfy  the  requirements  of  price  sustainabi l i  ty, firms  were 
general ly similarly  positioned  with  respect  to  access to technoloqy 
and  customers,  and  the pool of potential entrants  was  appropriately 
large. Admi ttedly,  some  potential  impediments to contestabili tv were 
isolated i n  the  form  of  ownership  of  terminal  facilities,  the  greater 
requirement  of  reefer capaci ty i n Australi  a  than i n  trades e1 sewhere, 
trade  union  favouritism,  the  existence of national  lines  and  other 
poli tical interference.  Such  potential  impediments,  however,  were 
shown to be either  trade  specific  in  extent  or  else of minimal 
consequence  under  current  trading condi  tions.  The  conclusion  that 
Australia's  liner  trades  are genera229 highly  contestable  was 
supported by the revealed  behaviour of the industry; i n  particular  the 
rate  of  entry  and  exit  was  seen  to be high  on  the  major  trades  and  its 
disciplining  effect  appeared  decisive,  as  evidenced  in  the 
acknowledged  low  profitability  of  the  industry,  the  investment 
behaviour  of  established  lines  serving  Australia and freight  rate 
trends.  It  was,  however,  noted  that  this  overall  conclusion  on  the 
extent  of  contestability  was  contingent  upon  current  trading 
conditions - conditions  which  embody  an  abundance  of  potential 
competitors  that may  quickly  beccme  actual  competitors - and  as  such 
it  could  not  be  taken  for  granted. 

It  was  also  shown  that  the  evidently  monopolistic  type  pricing 
structure  of  conference  lines  could be reconci  led  with  their  seemi  ngly 
non-monopoli  stic  industrial  structure b.y noting  that  the c c m m n  cost 
problem  imposes  a  pricing  constraint  similar  to  that of natural 
monopoly - namely  the  financial  loss  inherent i n  marginal  cost 
pricing.  Conferences,  however,  respond  with  value of service  pricing 
which i n  conjunction  with  their highly contestable  market  environment, 
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leads to the spontaneous adoption of second best Ramsey  optimal 
pri ces. 

The normative and policy implications of the theory's application were 
developed on the assumption that the country's national interest 
should be primarily identified with  that of its shiopers. In this 
respect, the finding that Australia's trades are  generally hiqhlv 
contestable indicates that shi pprs ' i nterests are current1 y beinq 
served by the market since carriers will  be forced to operate 
efficiently and  to pass  the benefi ts of that efficiency o n  to 
shippers. The presence of conferences does  not materially detract 
fran this conclusion as the extent of non-conference cmpetition, the 
threshold of entry and the magnitude of the pool of potential entrants 
currently available effectively removes the market Dower normally 
associated with  such organisation. Moreover, the existence and 
survival of the conference system suggest  that it must have  some cost 
advantages, advantages which market conditions will again force it  to 
pass on to shippers. Consequently, the banning or  the active 
regulation of conferences would currently serve no useful purpose. 
Instead it was suggested that policy should be orientated around the 
principle of subjecting conferences and other carriers to maximal 
regulation by the market. 

Contestability theory teaches that market regulation will be areatest 
and most beneficial  when the pool of potenti a1 entrants is larqe and 
when the three contestability conditions are satisfied. Australia 
obviously has no control over the former. The key  task  of  policy is 
therefore to maintain or enhance the degree to which the other 
conditions can be realised. In this respect, scope exists for 
minimising the consequences of the impediments to contestabilitv 
listed previously. Concerning port operations, an extension of common 
user berths and the development by port authorities of a  set of by- 
laws  ensuri ng uni versa1 non-di  scrimi  natory  access  to termi nal 
facilities is a possibili t.y. Additionally, strona, informed and 
active shipper associations including freight forwarders, producer 
bodies and the Australi  an Shippers' Council would he  useful i n  
combating any local impediments to contestability issuing from 
specific  capital requi rements  or  other non-poli tical sources. 
Finally, diplomatic means may  be  used to address political impediments 
arising fran the policies or behaviour of both foreign governments and 
of domestic trade unions. The presence of ANL may indeed facilitate 
the fonner since it could be  used as a lever to help effect reciorocal 
governmental shipping arrangements. 

l07 



BTE Occasional  Paper 78 

Although the active regulation of conferences appeared neither 
necessary  nor desirable it was advocated nevertheless that it would be 
prudent to monitor their  behaviour and agreements since under 
conditions of chronic shortages of shipping space, the  potential for 
shipper abuse i S considerably greater under  conference  orqanisation 
than would be the case under a regime of independent competition. The 
likelihood of this and therefore of the desirability of stronqer 
lnedi  ci  ne such  as  is  embodied in the 1984 US Shipping  4ct  seems, 
however, remote since it is di fficult to conceive of any condi tions 
that could bring about chronic  and enduring shortages of shipping 
space in the foreseeable future. 

It is interesting to  note that in the main,  the policy implications  of 
the  theory of contestable markets as applied  to  liner shipping are 
l i  ttle di fferent fran traditional Australian practice. Primarily, 
this is because  the  theory  simply offers a new rationalisation of 
condi  tions, particularly potenti a1 competition, whose consequences 
have  long  been  suspected. This does  not mean, however, that i n  
maritime  economics the  theory is  redundant  for  what  it  does 
effectively accomplish is  an explanation of the circumstances which 
influence  the degree of discipZine exerted by market forces i n  a 
si  tuati  on  of market concentration, mu1  ti -product  production, economi es 
of  scale and capital intensive methods of  production. Indeed, bv 
expressly addressing these conditions which are so obviously present 
i n  liner  shipping, the  theory appears eminently suited for inclusion 
in the theoretical  arsenal of the maritime economist and  policy maker 
a1 i ke. 
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