£y S ERNSTNY
International Liner
Cargo Shipping: A
Review of Part X of the
Trade Practices Act 1974 | Inquiry Report

Report No. 9
15 September 1999




[0 Commonwealth of Australia 1999

ISBN 174037030 9

This work is subject to copyright. Apart from any use as permitted under the
Copyright Act 1968, the work may be reproduced in whole or in part for study or
training purposes, subject to the inclusion of an acknowledgment of the source.
Reproduction for commercial use or sale requires prior written permission from
Ausinfo. Requests and inquiries concerning reproduction and rights should be
addressed to the Manager, Legisative Services, Ausinfo, GPO Box 1920, Canberra,
ACT, 2601.

Publications Inquiries:
Media and Publications
Productivity Commission
Locked Bag 2

Collins Street East
Melbourne VIC 8003

Tel: (03) 9653 2244
Fax: (03) 9653 2303
Email:  maps@pc.gov.au

General Inquiries:
Tel: (03) 9653 2100 or (02) 6240 3200

An appropriate citation for this paper is:

Productivity Commission 1999, International Liner Cargo Shipping: A Review of
Part X of the Trade Practices Act 1974, Report no. 9, Auslnfo, Canberra.

The Productivity Commission

The Productivity Commission, an independent Commonwealth agency, is the
Government’s principal review and advisory body on microeconomic policy |and

regulation. It conducts public inquiries and research into a broad range of ecopomic
and social issues affecting the welfare of Australians.

The Commission’s independence is underpinned by an Act of Parliament. Its
processes and outputs are open to public scrutiny and are driven by concern [for the
wellbeing of the community as a whole.

Information on the Productivity Commission, its publications and its current work
program can be found on the World Wide Web at www.pc.gov.au or by contacting
Media and Publications on (03) 9653 2244.




Melbourne Office

Level 28, 35 Collins Street
Melbourne VIC 3000

Locked Bag 2 Collins Street East
Melbourne VIC 8003

Telephone 03 9653 2100
Facsimile 03 9653 2199

Canberra Office
Telephone 02 6240 3200

PRODUCTLVITY
Y COMMISSION

15 September 1999

The Honourable Rod Kemp MP
Assistant Treasurer

Parliament House
CANBERRA ACT 2600

Dear Assistant Treasurer

In accordance with Section 11 of the Productivity Commission Act 1998, we have pleasure
in submitting to you the report on the inquiry into International Liner Cargo Shipping: A
Review of Part X of the Trade Practices Act 1974.

Yourssincerely

Dr Neil Byron Dr Robin Stewardson
Presiding Commissioner Associate Commissioner



Terms of reference

I, ROD KEMP, Assistant Treasurer, pursuant to Parts2 and 3 of the Productivity
Commission Act 1998 and in accordance with the Government's Legislation Review
Schedule, refer Part X of tHeade Practices Act 1974 and associated regulations to the
Productivity Commission for inquiry and report within six months of receipt of this
reference. The Commission is to hold hearings for the purpose of the inquiry.

Background

2. Part X of theTrade Practices Act 1974 is the regulatory regime for international
liner cargo shipping operations in Australia. It describes the conditions under which
international liner cargo shipping operators are permitted to form conferences to provide
joint liner shipping services for Australian exporters and importers.

Scope of Inquiry

3.  The Commission is to report on the appropriate arrangements for regulation of
international cargo shipping services, taking into account the following objectives:

a) legislation/regulation should be retained only if the benefits to the
community as a whole outweigh the costs; and if the objectives of the
legislation/regulation cannot be achieved more efficiently through other
means, including non-legislative approaches;

b) regard should be had to the effects on: the access of Australian exporters
to competitively priced international liner cargo shipping services that are
of adequate frequency and reliability; public welfare and equity; economic
and regional development; consumer interests; the competitiveness of
business including small business; and efficient resource allocation; and

c) the Government's commitment to accelerate and strengthen the
micro-economic reform process, including through improving the
competitiveness of markets, particularly those which provide
infrastructure services, in order to improve Australia’s economic
performance and living standards.

4. In making assessments in relation to matters in paragraph (3), the Commission is
to have regard to the analytical requirements for regulation assessment by the
Commonwealth, including those set out in the Competition Principles Agreement. The
report of the Commission should:

TERMSOF \%
REFERENCE



a) identify the rationale for Part X, quantifying issues as far as reasonably
practical;

b) assesswhether Part X satisfies the rationale identified in (a);
c) identify if, and to what extent, Part X restricts competition;

d) identify relevant aternatives to Part X, including the authorisation
processes in Part V11 of the Trade Practices Act 1974 and non-legislative
approaches, and the extent to which these would achieve the rationae
identified in (a);

e) anayse and, as far as reasonably practical, quantify the benefits, costs,
impacts (including with respect to predictability of outcome on the
standards of shipping services provided), and cost effectiveness of Part X
and the alternatives identified in (d);

f) identify the liner cargo shipping regimes of Australia’s major trading
partners and determine the compatibility of the alternatives identified in
(d), and Part X, with those regimes;

g) identify the different groups likely to be affected by PartX and
alternatives identified in (d);

h) list the individuals and groups consulted during the review and outline
their views;

i) determine a preferred option for regulation, if any, in light of objectives
set out in paragraph (3); and

j) examine possible mechanisms for increasing the overall efficiency of
Part X.

5. Inundertaking this review, the Commission is to advertise nationally, consult with
key interest groups and affected parties, and publish a report.

6. The Government will consider the Commission’s recommendations and its response
will be announced as soon as possible after the receipt of the Commission’s report.

ROD KEMP
12 MARCH 1999
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Abbreviations and explanations

Abbreviations

AAA
AAX
ABC
ABS
ACA
ACCC
ACCI
ACCLA
ACS
ACT
AELA
ANLCL
ANSCON
ANZDL
ANZECS
AOTA
APL

APSA

Australia—Asia Alliance Container Consortium
Asia—Australia Express Container Consortium
ABC Container Line

Australian Bureau of Statistics

Australian Consumers’ Association

Australian Competition and Consumer Commission
Australian Chamber of Commerce and Industry
Australia—Canada Container Line Association
Australian Customs Service

Australian Competition Tribunal

Australia to Europe Liner Association

ANL Container Line

Australia Northbound Shipping Conference
Australia—New Zealand Direct Line

Australia—New Zealand-Europe Container Service
Australia Oversea Transport Association

APL Lines

Australian Peak Shippers’ Association

ABBREVIATIONS AND
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ASA
ATPR
AUSCLA
BAF
BTCE
BTE
CAF
CGM
cif
CMA
CP
CPA
DCN
DTRS
EDI
fob
FMC
GATS
H&M

IAC

ICSD
IMTL

Xl ABBREVIATIONS AND
EXPLANATIONS

Australia—South Asia Container Consortium
Australian Trade Practices Report
Australia—United States Container Line Association
Bunker adjustment factor

Bureau of Transport and Communications Economics
Bureau of Transport Economics

Currency adjustment factor

Compagnie Generale Maritime

Cost insurance freight

Compagnie Maritime D’Affretement

CP Ships

Competition Principles Agreement

Daily Commercial News

Department of Transport and Regional Services
Electronic data interchange

Free on board

Federal Maritime Commission (United States)
General Agreement on Trade in Services

Hull and machinery

Industries Assistance Commission

Industry Commission

International Cargo Statistics Database

International Marine Transport Line



LCSA
LLDCN
LSS
MISC
MSC
MTC
NACON
NCP
NEC
NEM
NOL
NVOCC
OECD
PC

pers. comm.

P&l

P&O
PSA
PSC
R&M
ro-ro
TEU

TFG

Liner Cargo Shipping Authority

Lloyd’s List Daily Commercial News

Liner Shipping Services

Malaysia International Shipping Corporation
Mediterranean Shipping Company
Maritime Transport Committee (United States)
North American Conference

National Competition Policy

National Electricity Code

National Electricity Market

Neptune Orient Lines Ltd

Non-vessel operating common carrier

Organisation for Economic Cooperation and Development

Productivity Commission
Personal communication

Protection and indemnity

The Peninsular and Oriental Steam Navigation Company

Prices Surveillance Authority
Port service charges
Repair and maintenance
Roll-on roll-off (vessel)
Twenty foot equivalent unit

Trade Facilitation Group

ABBREVIATIONS AND

EXPLANATIONS



THC

TPA

TPC
trans.

sub.
UASC
UNCTAD

WTO

Explanations

Billion

Findings

Recommendations

XIV  ABBREVIATIONSAND

EXPLANATIONS

Terminal handling charge

Trade Practices Act 1974

Trade Practices Commission

Transcript

Submission

United Arab Shipping Company

United Nations Conference on Trade and Devel opment

World Trade Organisation

The convention used for abillion is athousand million (109).
Findings in the body of the report are paragraphs high-
lighted using italics, asthisis.

Recommendations in the body of the report are high-
lighted using bold italics with an outside border, as this
IS.



Glossary

Australian flag
shipping operator

Accord

Bunker
adjustment factor
(BAF)

Carrier

Cartel

Comity

Conference

An operator who is an Australian citizen or a body
corporate incorporated by or under Commonwealth, State
or Territory Law who provides shipping services,
employing a ship that isregistered in Australia.

An agreement or arrangement between conference and
non-conference carriers on a trade route, resulting from
discussions on matters of mutual interest such as capacity
and freight rates.

An adjustment in freight rates for fluctuations in bunker
(fuel) prices.

shipping line

An association of competitors that, by agreement, limits
the degree of competition that would otherwise prevail in
the buying or selling of goods or services by members of
the cartel.

The courtesy by which a nation allows another’s laws to
be recognised within its territory.

Defined in Part X as an unincorporated association of two
Or more ocean carriers carrying on two or more businesses
each of which includes, or is proposed to include, the
provision of liner cargo shipping services. Conferences
may either be ‘open’ or ‘closed’.

open conference — involves a legal entitlement for any
line to become a conference member, subject to that
shipping line satisfying conference requirements.

closed conference — where the entry of new shipping
lines must be approved by existing conference members.

GLOSSARY XV



Consortium

Currency
adjustment factor
(CAF)

Designated peak
shipper body

Designated
secondary shipper
body

Discussion
agreement

Extra-territorial

Intermodal

Landbridging

Liner service

NVOCC

XVI  GLOSSARY

A joint venture by members of a conference signifying a
higher degree of cooperation in service arrangements such
as the sharing of vessels under a shipping pool.

Factor applied to freight rates to adjust for fluctuations in
the exchange rate(s).

An association representing the interests of Australian
exporters generally for the purposes of negotiations under
Part X of the Trade Practices Act 1974, and so designated
by the Minister.

The association, designated by the Minister for the
purpose of negotiations under Part X, representing the
interests of all or any of the following:

» Australian shippersin a particular trade;

» Australian shippers of particular kinds of goods,

» shippersin aparticular part of Australia;

» producers of goods of a kind exported, or proposed to
be exported, from Australia.

An agreement between conference and non-conference
lines to reach a non-binding consensus over, for example,
the charging of common freight rates and a variety of
service arrangements.

Outside Australia’s territorial jurisdiction.

Transport involving transfer between two or more modes

to exploit the comparative advantages of each mode.

The movement of containerised cargo between sea ports
by road and rail rather than sea, thus enabling more

efficient utilisation of containerships.

A service prearranged on a particular trade route.

non-vessel operating common carrier (term used in the US

Shipping Act of 1984).



Port service
charge

Reefer
Ro-ro

Shipper

Stevedoring

Twenty foot
equivalent unit
(TEU)

Terminal handling
charge (THC)

Transhipment

A land-based charge for statutory port costs that is passed
on to the shipper by the shipping line.

refrigerated container
roll-on roll-off vessel

The party on whose account goods are consigned (a
shipper can be an importer or an exporter, but the ‘shipper
body’ provisions in Part X relate solely to exporters).

The loading and unloading of ships’ cargoes. Generally,

stevedoring of container vessels is carried out at a
container terminal but general cargo wharves may be
used.

The standard ISO container measures 20 feet by 8 feet by
8 feet.

Container port charge levied by container lines for the
service of moving a container from a ship to a position
within the container terminal, enabling clearance from the
port.

Transfer of cargo from one ship to another at an
intermediate port between the port of origin and port of
destination.

GLOSSARY XVl



Key messages

As an importer of liner cargo shipping services, Australia’s national interest is
served by obtaining liner shipping services that meet shippers’ diverse needs at the
lowest-possible price.

Because transport costs and service levels directly affect their competitiveness,
Australian exporters and importers have a direct interest in obtaining the
best-possible deal from foreign liner carriers. Thus pursuit of their self interest in
relation to liner shipping also serves the national interest.

Conferences — groupings of liner carriers which coordinate services on individual
trade routes — can be an efficient way of meeting an important part of shippers’
diverse demands (in terms of frequency, reliability etc). But any form of market
cooperation increases the potential for market power.

The tension between the benefits and potential costs of conference arrangements
has led to special treatment of conferences worldwide. Part X of the TPA is an
industry-specific, legislated industry code which exempts conferences from some
general provisions of the TPA, provided they meet certain obligations to Australian
exporters and they do not misuse any market power. Exporters also are allowed to
form collective buying groups to enhance their negotiating power, backed up by
regulatory intervention as they see fit.

The current regulatory approach has promoted the national interest because Part X
allows the efficiencies of conference arrangements while letting competition from
non-conference lines and the countervailing power of Australian exporters constrain
their potential market power.

Repeal of Part X in favour of a potentially more interventionist approach under the
general (authorisation) provisions in Part VII of the TPA, is unlikely to deliver greater
net national benefits. Scope for successful intervention appears limited and,
moreover, the general provisions of the TPA are likely to involve greater
administrative and compliance costs than Part X.

While a Part X-type outcome for regulation of liner shipping could, in principle, be
replicated under Part VIl (especially if block authorisation were allowed) or under a
special notification procedure, there can be no certainty that these alternatives
would, in practice, meet the criteria as well as Part X does. Nor could they be
introduced at negligible transitional cost.

The ultimate test for any regulation or legislation is whether it promotes the national
interest and does so more efficiently than alternatives. Part X passes this test.

Xvill
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Overview

The Commonwealth Government has asked the Productivity
Commission to review Part X of the Trade Practices Act
1974 (TPA) and report on the appropriate arrangements for
regulation of international liner cargo shipping services.
Part X describes the conditions under which international
liner shipping operators are permitted to cooperate as

Thisinquiry concerns
regulation of
international liner
cargo shipping ...

‘conferences’ to provide coordinated shipping services to

Australian exporters and importers.

This inquiry stems from the Commonwealth, State andit stems from the
Territory Governments agreement of April 1995 — tiNational Competition
Competition Principles Agreement (CPA) under the NationalPolicy legislative
Competition Policy. Under the CPA, Commonwealth araliew program.
State Governments agreed to review all legislation which

restricts competition, by the year 2000.

In making its assessment, the Commission is required to Régulation should be

into account three objectives:

(@ legidation/regulation should be retained only if the
benefits to the community as a whole outweigh the
costs; and if the objectives ... cannot be achievece
efficiently by other meansefnphasis added)];

retained only if the
benefits exceed the
costs and there is no
better option.

(b)  regard should be had to the effects on: the access of
Australian  exporters to  competitively priced
international liner cargo shipping services that are of
adequate frequency and reliability; public welfare and
equity; economic and regional development; consumer
interests; the competitiveness of business including

small business; and efficient resource allocation; and

(c) the Government’'s commitment to accelerate and
strengthen the micro-economic reform process,
including through the competitiveness of markets,
particularly those which provide infrastructure

services ...

OVERVIEW XIX



Shipping is essential

for Australia’s

international trade.

Liner ships mainly
carry containerised
cargo and provide
regular, scheduled

services.

Liner conferences
carry more than half
of Australia’s liner
cargo by value.

Australia is not
located on major
east—west shipping
routes and its liner
trade volumes are

small by world
standards ...

XX

OVERVIEW

Background

International shipping is an essential intermediate service
input for Australia’s merchandise trade. Around 79 per cent
of merchandise exports and 71 per cent of merchandise
imports (by value) were transported by sea in 1997-98.

Liner services are provided by container (including
refrigerated container), roll-on roll-off (ro-ro) and
conventional and multi-purpose ships, which operate regular,
scheduled services to set timetables. In 1997-98, liner
services carried 4 per cent of the volume and 48 per cent of
the value of Australia’s seaborne exports, and 23 per cent of
the volume and 74 per cent of the value of Australia’s
seaborne imports. Bulk shipping services carried the
remainder.

Conferences, or groupings of liner shipping operators which

coordinate services, account for more than half of liner

services on major global routes. It is estimated that in the
mid-1990s, conferences accounted for around 60 per cent of
total global liner capacity. On Australian trades, conferences
currently carry more than 50 per cent of liner exports and

more than 60 per cent of liner imports by value. However,

conference shares in terms of both the volume and value of
liner cargoes have fallen since the early 1980s.

Non-conference operators providing direct or transhipment
services (that is, where containers change ships at an
intermediate port) serve the remainder of the market.

Australian liner trades are described as ‘long’ and ‘thin’, a

product of Australia’s relative isolation and the size of its

economy. Australia is not located on the major round-the-
world or northern hemisphere east—west trade routes — its
major trade routes run north—south. Ranked 15th in the world
in terms of container movements, the Australian coastal and
international liner trade amounted to 2.74 million twenty foot

container equivalents (TEU) or only 1.67 per cent of the

estimated world container cargo for 1997.



Figure 1 Trends in Australian liner trade2
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Figure 2 Conference shares of the value of
Australia’s liner exports: key trades
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... while differences
between imports and
exports create
imbalances in
container
requirements.

International liner
shipping is
experiencing rapid
change ...

... competition has
intensified.

XXI OVERVIEW

Australia’s major liner exports are commodities (meat,

cereals and dairy products), whereas imports are largely
manufactured goods (machinery, vehicles and chemicals).
Many export cargoes require refrigeration, whereas imports
generally do not. Not only do export tonnages exceed import
tonnages, but Australia’s exports tend to be heavier per unit
of volume than its imports. These differences create
imbalances in container requirements between inward and
outward legs.

Major trade partners for Australian liner exports and imports
are East Asia, Europe, Japan and North Asia, New Zealand,
North America, and South-East Asia.

Trends in liner shipping markets

Global and Australian liner shipping markets have changed
significantly since Part X was last reviewed in 1993,
continuing a process of change initiated by containerisation
in the 1960s. In line with many other industries, liner
shipping is becoming more concentrated via mergers and
acquisitions, while average vessel size continues to grow as
carriers attempt to capture scale economies. Rationalisation
is being driven by technological change and intense
competition in most trades which has seen freight rates fall
significantly in real terms and profitability decline.

The trend towards greater industry concentration via mergers
and acquisitions does not appear to have reduced
competition. On the contrary, it appears the expansion of
global shipping companies has increased competition on
individual routes — Asian lines have entered the North

Atlantic trade, east—west lines are entering north—south
markets and the feeder services of large carriers (especially
transhippers) are competing with traditional regional lines.

Thus conferences compete with each other, with

transhipment operators, and with independent direct
operators.



Australia’s national interest

Australia relies ailmost entirely on foreign shipping lines for Australiarelieson
international liner cargo shipping services — liner carfyoeign liner services.
shipping therefore is an essential imported service.

In general, a reduction in the (inward or outward) cost Laiver shipping costs
liner shipping to Australia for a given quality of service, otcrease national
improved service for a given cost, will increase Australiammome and promote
national income. This is achieved by reducing the costthafnational
imports to Australian consumers and users of importainterest ...

inputs, and by making Australian exports more competitive

in world markets.

Exporters benefit directly from lower (effective) shipping. and Australian
costs in terms of the price they receive for their expashéppers broadly
and/or increased export sales. Importers are able to sell mgmesent the national
goods at lower prices to Australian customers. Thereforeitierest.

interests of Australian shippers (that is, exporters and

importers) in obtaining more efficient shipping services

broadly coincide with the national interest and, at least in this

context, serve as a good proxy for that community-wide

interest.

It is difficult to conceive of a situation, in practice, where
Australian exporters and importers will not have an interest
in obtaining a better deal from liner carriers, or where pursuit
of that interest will not translate into national gains.

Role of shipping conferences

Liner shipping is characterised by a range of economies @f-cost provision of
scale and scope suggesting that low-cost supply is likelyirter shipping is likely
require some form of industry integration and hentenvolve industry
concentration or cooperation. In principle, this could bencentration ...
achieved by a relatively small number of large global

operators.

OVERVIEW XX



... and conferences

have been the

preferred form of
cooperation for more
than a century.

Conferences can
promote low-cost
supply of regular
shipping services ...

XXIV

OVERVIEW

However, in practice, conferences have been the preferred
form of integration in liner shipping markets for over
100 years. Conferences provide a looser form of cooperation
than a merged company and usually are trade specific (and
may even be limited to one direction on each route). They
may engage in joint price setting, capacity rationalisation,
revenue and/or cost pooling arrangements, discriminatory
pricing structures, and customer loyalty agreements.

In contrast to bulk shipping where each vessel carries one
commodity on a charter basis, demand for liner shipping is
diverse. The costs of coordinating these diverse demands
virtualy rule out ship chartering as an efficient form of
service delivery. On the other hand, the supply of regular,
scheduled liner services provides a means of reducing
transactions costs so that shippers with diverse demands are
able to access liner shipping services.

Lower costs of provision of such services require the various
economies of scae and scope to be captured. A single
shipping line may be loath to commit several large vessels
(and incur correspondingly large fixed costs) in order to
provide a comprehensive, regular, scheduled service where
demand is uncertain and where that uncertainty is
exacerbated by the possibility of rivals encroaching on the
trade.

Cooperation with potential rivals offers a way of reducing
uncertainty, although not eliminating it as liner shipping is
contestable. A lower risk premium will mean that larger
ships can be utilised and filled to optimal capacity (thus
capturing economies of vessel size), while a large conference
fleet may generate additional economies while providing the
coordinated, frequent scheduling valued by shippers. In this
way, conferences can provide an efficient mode of service
delivery.



Box 1 What is a liner shipping conference?

In conventional usage, a ‘conference’ is an unincorporated association between two or
more companies coordinating services on a specific trade route (either return or
one-way). Members seek to rationalise their shipping schedules, arrange the vessel
capacity deployed on that route, and to set a common price to charge their customers
(‘shippers”) as a device to coordinate services and minimise commercial risks. They
may pool their revenues and costs. They may be ‘open’ (any shipping line can join or
leave the conference at short notice) or ‘closed’ (membership is by invitation only).

Under Part X of the TPA, a conference is defined as any two or more companies
offering shipping services. This therefore includes, in addition to the customary use of
the term, consortia, alliances, slot charters, non-vessel operating common carriers
(NVOCCs) and discussion agreements (in which the conference and one or more
non-conference lines discuss (but do not enter binding agreements on) schedules, port
coverage, prices and capacity management).

Not only do all major trading countries permit conferences to operate in carrying
cargoes to and from their ports, but each has a system of blanket exemption or
immunity from its national competition or anti-monopoly legislation.

At the same time, however, conference structures (like a
company merger) may give shipping operators a degree of
market power.

The key to the impact of conferences in practice is whether
they face effective competition or, at least, potential effective
competition. Given such competition, conferences will be
constrained to charge prices that do not yield excess profits
and to operate efficiently over the long run.

Conferences and competition

By definition, conferences constrain competition between
member lines. But it is highly unlikely that, if conferences
(and other cooperative arrangements which are covered by
Part X) were prohibited, equivalent levels of (coordinated)
service would (or could) be provided by al former
conference members operating individually on each trade. It
is more likely that, if conferences were proscribed, carriers
would merge, thus internalising the conference, or that some
lines currently operating within a conference would exit the
trade, allowing remaining providers to expand and take a

... but may give
conference members
market power.

The key is whether
conferences face
effective competition.

The alternative to
conferences is not
perfect competition
but other forms of
cooperation.
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larger share of the trade. In other words, the economics of
liner shipping are such that there will be market cooperation
and concentration in some form in order to provide the
service currently provided by conferences.

In assessing the extent of competition, the Commission has
examined arange of indicators.

Conference shares Conference shares of mgor inward and outward trades have
have declined over declined over the 1990s, though some trades and
the 1990s ... commodities have moved against this trend. Conferences

carried 64 per cent of Australia’s liner imports by value in
1997-98 (compared with 73 per cent in 1989-90) and
56 per cent of liner exports by value in 1997-98 (compared
with 73 per cent in 1989-90). On very thin trades (for
example, East India—Australia) conference shares currently
exceed 70 per cent but have exhibited considerable volatility
from year to year.

... reflecting the Overall, however, there is no trade route into or out of

increase in choice  Australia in which a conference has a monopoly or close to a

available to shippers. monopoly — in other words, shippers always have a choice
(see figure 3 which illustrates available liner services on the
Australia—Europe trade). Increasing trade shares for non-
conference operators reflect an improvement in the quality of
non-conference services. This improvement has been driven
by the emergence of several large global operators in the
1980s and 1990s which provide direct or transhipment
services to Australia, usually (though not invariably)
choosing to operate outside the conference system — for
example, Evergreen Lines, Maersk, COSCO, Hanjin, Fesco
and MSC. This development appears consistent with a
market that is dynamic and competitive.

Entries and exits on  There are other indicators that suggest that Australia’s liner

Australian trades also trades are contestable and subject to competitive forces.

suggest freedom of There have been numerous entries and exits on Australian

entry ... trades during the 1990s, though mergers and takeovers
appear to account for major changes in carrier line-up. The
comparatively poor profitability of many liner carriers, both
on Australian trades and globally, including conference
members, also is not suggestive of excess profits.
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Figure 3 Australia—Europe trade: services available
in 1999
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Commercial incentives applying to potential new entrants ... and conference
apply equally to individual conference members. Demand by members also

large shippers for individual service contracts has reduced compete against each
the practice of common rate setting, though common rates other.

continue to apply for some types of cargo.

The potential for conferences to exercise market power also Australian exporters
appears to have been constrained to some degree by also have been able to
countervailing power exercised by Australian exporters. For exert some

example, evidence from shippers suggests that scope for negotiating clout.
collective rate negotiation, and the requirements for shipping

operators to negotiate minimum service levels and provide

information to shippers, have bolstered their negotiating

position. At the same time, individua large shippers

increasingly appear to be negotiating directly with shipping

linesto their mutual advantage.
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Freight rates have
continued to fall
steadily over the

1990s ...

Freight rates for conference and non-conference liner
shipping services on most major Australian trade routes have
declined steadily and significantly in nominal and real terms
since the early 1990s, continuing a trend evident since the
late 1970s. Many participants in this inquiry claimed that
freight rates are historicaly low on major trade routes (see
figure 4). While freight rate movements do not of themselves
indicate the state of market competition, it appears that
aggressive competition has been adriving force.

... while service levels Participants also have claimed that service levelsto Australia
overall have
improved.

Competition in liner
shipping markets is

intense, with
conferences providingthat conferences are subject to effective competition from

one of a number of

service types.

XXV

OVERVIEW

have improved in recent years. Evidence gathered by the
Commission relating to service reliability, capacity,
frequency, port coverage and transit times generally supports
this assessment.

While the quality of service provided by non-conference
operators has improved since the 1993 Brazil Review,
conferences as a whole continue to offer a better quality
service than individual non-conference lines in terms of their
overal frequency of services, reefer and dry capacity and
port coverage. The difference between conference and non-
conference freight rates has narrowed, though conference
services typically continue to attract a premium reflecting the
higher level of service provided.

While these and other indicators examined by the
Commission are partial and therefore imperfect, the range of
evidence available to the Commission consistently suggests

independent operators. Australian shippers claim that they
enjoy a wide range of choice regarding service levels and
prices, with conferences, on the whole, providing higher
quality services. The shipping market in this respect is like
many others where a range of differentiated services and
goodsis available from avariety of production units.



Figure 4 Trends in freight rates in key northbound
trades
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Appropriate regulation

Although market forces appear to have ensured good
outcomes for Australian shippers, there are two main reasons
for regulation of conferences. First, severa conference
practices constitute prima facie breaches of Part1V of the
TPA. Therefore, if conferences are to operate at all, they
require some form of exemption or authorisation. Second,
and more fundamentally, as an importer of liner shipping

Regulation may

promote Australia’s

countervailing
power ...

services, it is In Australia’s interests to exercise
countervailing power appropriately. This may be facilitated

by legislation or regulation.

The ultimate objective of any regulation must be to enhance
the national interest. For this inquiry the national interest is
congruent with the interest of Australian shippers in

obtaining appropriate quality service at the best-possible
price.

OVERVIEW
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... and thus help
ensure benefits of
conferences are
passed on.

Good regulation will
not impede
competition, will be
compatible with
overseas regulation
and promote
commercial
outcomes ...

... and be able to
adapt to future
developments.
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If it is accepted that conferences and other cooperative
structures which characterise liner shipping services can
promote efficiency and service levels, an appropriate
regulatory regime will be one that allows such arrangements
but which, at the same time, ensures that the efficiency gains
and lower costs made possible by such arrangements are
shared with Australian shippers and, through them, the
Australian public.

To this end, and drawing on the terms of reference for this
inquiry and accepted guidelines for good regulation, the
Commission considers that a desirable regulatory regime
will:

- dlow a variety of market arrangements that generate
efficient outcomes for Australian shippers;

- minimise adverse impacts on competition;

. promote Australia’s bargaining power and provide
effective constraints against abuses of market power by
conferences;

- involve minimal regulation to achieve desired outcomes;

- be compatible with international regulatory regimes (that
is, be workable and enforceable);

- promote predictable outcomes for Australian shippers (in
the sense of predictable standards of shipping services
provided); and

. involve low compliance and administration costs, and be
transparent and flexible.

An appropriate regulatory regime also will need to be able to
adapt to future developments in international liner shipping
markets — including the possibility of a reduction in
competition — and introduction of new technologies.



Some participants suggested that the decision regarding
appropriate regulation should take into account possible
developments in the WTO regarding international rules for
liner shipping. However, a global framework is unlikely to
be agreed in the next few years and, consequently, the
Commission does not consider that the choice of regulatory
arrangement should be based on possible developments in
the WTO.

Regulatory options

There are two major aternative approaches to regulation of Part X or Part VII of
international liner shipping — that currently embodied fine TPA are the two
Part X of the TPA, and application of the general provisiangjor regulatory

of the TPA, including Part VIl authorisation provisions.  options,

Other options include an industry-specific notification
procedure, block authorisation or an industry code.

Part X

Part X allows individual shipping firms to enter intBart X exemptsliner
cooperative arrangements that otherwise would contravesméerences from
certain sections of the TPA. To this end, Part X providese provisions of the
registered liner cargo shipping conference agreements (e ...

broadly defined) with exemptions from section 45 and, with

the exception of third-line forcing, section 47 of the TPA.

These exemptions allow conferences to set joint freight rates,

pool earnings and costs, rationalise capacity and restrict new

entrants to the agreement (but not the market). Loyalty

agreements with customers also are permitted.

Though the exemptions from the TPA allow shipping lines.tobut does not
enter into conferences and similar arrangements (whiompel formation of
prima facie restrict competition), it does not compel them tonferences or

do so. Nor does it constrain liner carriers from entering thetect them from
market and operating outside the conference, as is the easenal competition.
for most other legislation deemed to restrict competition. In

this sense, Part X could be described as taking a permissive

stance towardproduction of liner shipping services.
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Part X attemptsto
ensure that Australian
shippers benefit from

cost savings of
conferences by
bolstering their

negotiating power.

Part X does not

contain an explicit
public interest test but
the public interest is
upheld by shippers.
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However, Part X does not take a permissive approach to the
effects of cooperative arrangements on Australian exporters.
Indeed, the overriding objective of Part X is to promote the
interests of Australian exporters (and thus the national
interest). Specifically, Part X attempts to promote the
negotiating strength (countervailing power) of Australian
exporters by:

allowing (but not requiring) them to form buying groups
and requiring outward conferences to negotiate with and
to provide information to these groups;

providing for ACCC investigations of breaches of Part X
by shipping lines (with scope for full or partial
deregistration of conference agreements); and

not exempting liner shipping operators from application
of section46 of the TPA (which prohibits misuse of
market power).

While Part X does not contain an explicit ‘public interest’
test, in effect, the public interest is monitored and promoted
by exporters who have a vested interest in ensuring they
obtain the best-possible outcomes. Exporters can request
intervention by the regulators — the Minister and the ACCC
— at any time they consider that conferences have breached
their obligations under Part X, including the requirement that
shipping services are ‘economic and efficient’. The ACCC
also can take independent action under section 46 of the TPA
but it has never exercised this option. It also should be noted
that Part X has been subject to regular formal scrutiny to
assess whether it serves the national interest — in addition to
the current public inquiry, it has been reviewed in 1977,
1986 and 1993.



Part VII

The general provisions of the TPA prohibit certain actions Under the general
such as joint price-setting. If Part X were repealed, the provisionsof the TPA,
general provisions of the TPA would apply to liner shipping. conferenceswould be
Conferences and other cooperative arrangements in liner illegal unless
shipping would need to be authorised under Part VII, amost authorised ...
certainly on a case-by-case basis, and demonstrate, ex ante,

that they would operate in the ‘public interest’. To satisfy the

ACCC that the public interest would be served, it is possible

that conferences would be required to give price or other

undertakings (to negotiate with shippers, for example). Whileconferences would
authorisation usually is given for a set period, it can Hwve to demonstrate
revoked if the ACCC considers that circumstances haeepublic benefits on
changed ‘materially’. a case-by-case basis.

Other options

Notification as it currently operates is a procedure that alla®tier options include
notification to the ACCC of conduct that may breaciotification and an
section 47 of the TPA. Notification provides immunity fromdustry code.
prosecution unless the ACCC decides to review and revoke

the notification. To accommodate liner shipping conferences,

the TPA would require industry-specific amendment to

extend the range of notifiable conduct. In practice, a

notification procedure could follow either the Part X or the

case-by-case authorisation models.

An industry code might operate in a similar fashion to Part X
but probably would be subject to (possibly block)

authorisation under Part VIl. An authorised industry code
also might codify behaviour to a greater extent than Part X.
As with a notification procedure, block authorisation would

require amendment of the TPA which could be industry-
specific or available to industry generally.
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Part Xisatailored
regulatory regime
which has promoted
shippers’ interests ...

... though it has been
criticised for being
too permissive.
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The Commission’s assessment

In assessing the regulatory regime most likely to deliver the
best outcomes for Australians generally and shippers
specifically, the Commission has taken into account a
number of factors relevant to liner shipping (see box 2).

The regulatory approach embodied in Part X is taillored to
these market characteristics. Part X essentially operates as an
industry code, where the market operates relatively free of
day-to-day, third-party intervention. Regulators take action
in the event that Australian shippers are dissatisfied with the
behaviour or performance of conferences. Evidence available
to the Commission suggests that this approach has been
successful, promoting commercial relationships and dispute
resolution and facilitating good service and price outcomes
for Australian exporters. Moreover, it has done so at
comparatively low administrative cost and has not caused
international jurisdictional conflicts.

That said, however, Part X has been criticised by some
participants because it does not impose an explicit ‘public
interest’ test, its range of sanctions against market power is
limited to full or partial deregistration of the conference,
importers do not receive the same rights as exporters, and the
scope of some of the exemptions from the TPA is not
precise. A general criticism is that Part X may be too
permissive in relation to the formation and conduct of
conferences and discussion agreements and that application
of the general provisions of the TPA could produce better
price and quality outcomes for Australian exporters and
importers.

The Commission has explored in some detaill how
authorisation and other options might operate with respect to
liner shipping but any discussion necessarily is hypothetical.



Box 2 Features of liner shipping

« Shippers’ interests in relation to shipping services coincide with the public interest
and shippers as profit-maximisers generally will have a strong incentive to obtain
the best-possible service for the lowest-possible price (failure to do so typically will
mean lower sales and/or producer prices);

- Australia relies almost entirely on foreign liner services. If participation in the
Australian shipping market became relatively costly, foreign carriers (whose assets
are highly mobile) could reduce their commitment to Australian trades or even
discontinue the conference service;

» Evidence of substantial production economies in liner shipping coupled with the
need for regular, coordinated services suggests that cooperation in some form
would characterise the industry even if conferences were proscribed,;

+ Consistent evidence of effective competition in liner shipping markets and low
barriers to entry in liner trades suggest that market forces provide, and will continue
to provide, effective regulation of conference market power; and

« All countries with which Australia trades currently not only allow the formation of
conferences but also provide general, automatic exemptions from competition law.
There is no indication that this situation will change in the foreseeable future.

As noted above, a key difference between Part X and Part Vil islikelyto
authorisation (Part VII) is that the authorisation mechanism involve more direct
provides greater scope for direct third-party intervention on intervention than
‘public interest’ grounds. Some participants regard this aBaat X ...

major advantage of authorisation. The Commission agrees

that promotion of the public interest is paramount. But is

third-party intervention likely to enhance that interest? If

competitive forces in liner shipping trades were weak, the

case for stricter regulation would be strengthened.

However, given the degree of market competition (andbut such
market contestability) and the fact that the public intergsérvention may not
coincides with the interest of shippers, it is not clear thatnecessary or
scope for discretionary third-party intervention is necessdegirable in this

or even desirable. The national interest is vigilanthdustry where the
represented by the shippers themselves, coupled wisthof market failure
apparently effective self-regulation by the market. Thppears low.
suggestion that precisely because there is intense

competition, conferences could be removed at little cost, is

not accepted by the Commission. If conferences survive
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Though Part VII
couldworkina
similar way to Part X,
their approaches are
fundamentally
different.

Part VII hasthe
advantage of
uniformity, but this
should not be
considered anend in
itself.
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competition they must be producing a valued service
efficiently.

There also are serious doubts as to whether Australia could
enforce its competition laws in the event that authorisation
were not granted. Administrative and compliance costs also
would appear to be significantly higher under authorisation.

It isfeasible that the authorisation process could functionin a
similar manner to Part X. Protection of shippers could be
achieved by authorising agreements between shipping lines
subject to conditions (such as negotiating minimum service
levels with a shipper body, and providing advance notice of
changes in price and service levels). Carriers also could opt
to give the ACCC undertakings regarding protection for
shippers. Indeed, the Commission is of the view that, were
Part X to be repealed, eventually a Part X-type regime (that
is, conditional industry-wide block exemption) would re-
emerge. The transitional process could be uncertain,
protracted and costly, however, and probably would require
legidlative amendment to allow block authorisation. Indeed,
the approach of Part X appears antithetical to the approach of
Part VI asthe latter currently operates.

The Commission notes the argument that liner shipping
should not be treated differently from other Australian
industries. The Commission is not persuaded by this
argument principally because:

international liner shipping is an imported service for
Australia. If Australia, as a comparatively small user of
international  liner  shipping, were to impose
comparatively onerous regulatory requirements on (some
of) these imports, reducing the profitability of Australian
trades relative to other trades, service levels could
decline. Doubtless other forms of service would expand
to fill the gap in the market, but it is difficult to see why
this would promote the national interest if conferences
had been providing a service valued by shippers and
providing that service efficiently;



- while it is desirable that no industry or sector of the
economy is given specia favours which may result in
resource misalocation, inefficiency or undesirable
income transfers, virtually all liner shipping to and from
Australia is provided by foreign carriers who use very
few Australian resources. The maor potential for
resource misalocation is if Australian shippers cannot
access adequate quality liner shipping at competitive
rates, and

- uniformity of regulation is not an end in itself — the
ultimate objective must be a regulatory regime which best
serves the national interest.

Moreover, and of overriding importance in this case, the
Commission’s terms of reference direct that the legislation
should be retained if, having passed the test of benefits
outweighing costs, its object cannot be achieved more
efficiently by other means.

The Commission also has considered other options includbtiger options also
notification, a block authorisation and an industry code. Witbuld involve greater
notification, or with an industry code (unless it had bloakcertainty and
authorisation), there would be an additional level wénsitional costs.
uncertainty — that is, the uncertainty of not knowing

whether, in practice, it would be administered in a manner

similar to Part X, or similar to Part VII authorisation. In the

event of the latter type of application, the advantages and
disadvantages of a PartVIl authorisation, as already

discussed, would apply.

Even if the Part X-type approach could be replicated in an
industry code or notification procedure, at the very least
transitional costs would be incurred for no apparent gain.
Moreover, liner shipping, in effect, would continue to receive
the special treatment that most proponents of change regard
as a major reason for repealing Part X.
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Part X applies
competition
principles, albeit in
an unusual way.

On balance Part X is
likely to produce
better outcomes for
Australian shippers
than other options...

... but its operation
could be improved at
the margin.
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Unlike other legidation deemed to restrict competition,

Part X does not give liner conferences a protected monopoly.
Rather it applies competition principles in an unusua way,

albeit a way designed to ensure that the interests of
Australian shippers, and the community overal, are
protected. The Commission’s conclusion as to appropriate
regulation for this industry is based on an assessment of the
past and present operation of liner shipping markets and also
how they are likely to develop.

For these reasons, on balance, the Commission considers that
the regulatory approach encapsulated in Part X is likely to
produce better outcomes for Australian shippers, and hence
consumers and the community at large, than Part VII of the
TPA, or available alternatives, and do so more efficiently.

That said, the operation of Part X could be improved
somewhat, by amendments which clarify the scope of the
exemptions from the TPA with regard to land-based
activities and which extend the range of sanctions available
to the Minister in the event of a breach of an undertaking by
a conference. The Commission has set out the appropriate
amendments in its recommendations.



Recommendations and findings

The Commission has been asked to report on appropriate regulation for
international liner cargo shipping taking into account, inter alia, the objective
that regulation/legislation should be retained only if the benefits exceed the costs
to the community and if alternatives cannot achieve the objectives of the
regulation/legislation more efficiently.

The Commission concludes that, given competition and market contestability, the
benefits to Australian shippers (and hence the community overall) of allowing
conferences and other cooperative arrangements to operate exceed any COsts.

Moreover, given the fact that the interests of Australian shippers are aligned with
the national interest, and that they will vigilantly represent their interests, the
Commission considers that regulation of conferences under Part X is appropriate.

In particular, Part X:

involves minimal — but adequate — regulation and promotes commercial
relationships and commercial dispute resolution;

is neutral with respect to market arrangements and has not hindered efficie nt
market outcomes or hindered competitive forces in liner shipping markets;

has supported the negotiating position of Australian shippers and assisted in
providing them with predictable service outcomes;

is compatible with international regulatory regimes; and
is low cost.

Repeal of Part X and its replacement by the general provisions of the TPA ‘as
they currently stand and as they have been applied) is unlikely to prodtce
outcomes as good or better than Part X, or do so more efficiently. While the
Commission accepts that, in principle, a Part X-type approach could be appl ed
within the general provisions of the TPA, this may require industry-specifc
legislation (a notification procedure) or possibly general amendment of the TFA
(block authorisation). However, inevitably uncertainty would remain as to
whether these options would be implemented in the manner of the regulation
which the Commission assesses is appropriate, as embodied in Part X.

RECOMMENDATIONS  XXXIX
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The Commission therefore concludes that the alternatives would not achieve the
objectives of the legidation more efficiently than the current legidation.
Accordingly, Part X should be retained.

The Commission also recommends that the situation be re-examined in 2005 to
ascertain whether the conclusions of this review are substantially altered as a
result of technological or institutional changes in the international liner shipping
market.

Other recommendations

In addition, the Commission considers that operation of Part X could be improved
by the following amendments:

RECOMMENDATION 8.1A

Clarify that the exemption relating to rate setting extends to land-based charges

that normally form part of a ‘terminal-to-terminal’ shipping contract (that is, one
that includes not only the ‘blue water’ component but also the sorting and stacking
of containers within a container terminal). The Commission favours widening the
definition of terminal from the present ‘within the limits of the wharf as under the
Customs Act 1901’ to include terminals located within the metropolitan area of port
cities.

RECOMMENDATION 8.1B

Confirm existing practice allowing members of shipping conferences to negotiate
collectively with stevedores.

RECOMMENDATION 8.2

Delete sections 10.14.2 and 10.22.2 which allow the fixing of door-to-door freight
rates for outward and inward liner conferences respectively, recognising that the
deletion of these sections will make it necessary for insertion of a clause in
sections 10.14.1 and 10.22.1 permitting conferences to set terminal-to-terminal
rates.

RECOMMENDATION 8.3

Repeal section 10.05 which prohibits price discrimination in certain circumstances.
The Commission considers that the price discrimination provisions of Part X serve
no useful purpose and indeed are potentially harmful if they discourage efficient
price discrimination. In addition they would be extremely difficult to implement.

XL RECOMMENDATIONS
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RECOMMENDATION 8.4

Add a ‘national interest’ test, similar to that in section 10.67, to apply to eny
determination by the Minister in relation to sections 10.45(a)(v) and 10.53. "his
amendment would ensure that shippers’ interests were taken into account explicitly
in a Ministerial determination as to whether a conference or non-conference ca rier
with substantial market power was misusing market power in order to hinde' an
efficient Australian carrier.

RECOMMENDATION 8.5

Provide for more effective and flexible enforcement of undertakings. The provisions
of section 87C of the TPA could serve as a useful model.

Findings

The Commission also examined a range of other issues relating to Part X on which
it decided not to recommend amendments to the current legislation:

FINDING 8.1

The issue of whether or not terminal handling charges should be itemised
separately in the freight charge is a matter for negotiation between shippers and
carriers rather one to be determined within the ambit of Part X.

FINDING 8.2

While accepting the principle that inward shippers should be able to organise in
order to exert countervailing power, the Commission considers that imposing
registration requirements and obligations on inward conferences equivalent to
those imposed on outward conferences would impose some costs, and possibly lead
to significant jurisdictional problems, for little benefit. However, the Commission
does not consider that importers should be precluded from forming a collective
buyer group to negotiate Australian THCs if a cost-effective mechanism can be
devised.

RECOMMENDATIONS XLI
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FINDING 8.3

Discussion agreements should not be treated differently from other forms of
cooperation among carriers. The Commission has not been able to identify clear
benefits to offset the costs and difficulties (including problems of definition) that
would be created by not allowing discussion agreements the exemptions currently
provided under Part X. Safeguards exist to protect shippers against any exploitive
practices under discussion agreements.

FINDING 8.4

The current Part X approach, which permits (but does not require) carriers to form
closed conferences, offers efficiency gains through the employment of larger vessels
and cooperative vessel scheduling. The Commission considers that sufficient
competitive pressures exist (notably through internal competitive pressures, the
operation of non-conference carriers, the threat of entry, the operation of
transhipment carriers, and the countervailing power of shippers) to negate any
potential monopoly power of closed conferences.

FINDING 8.5

Divison9 (which relates to declaration of a non-conference carrier with
substantial market power) should be retained because, if used judiciously, it does
not appear to impose costs on shippers, while offering them additional defences
against misuse of market power by any carrier which might come to dominate a
particular trade.

FINDING 8.6

The processes for registering conference agreements and variations to these
agreements provide important transparency benefits and should be retained.
Measures to expedite the registration process are matters for negotiation between
shippers and conferences, not for regulation.

FINDING 8.7

Funding for APSA should come from the beneficiaries of its activities, namely
Australian shippers.

FINDING 8.8

Regulations governing international liner shipping should be retained in the TPA
rather than transferred to a separate shipping Act.

XLl RECOMMENDATIONS
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1 Introduction

This chapter provides background to this inquiry and the major issues dealt with in
the report. It aso outlines how the Commission has approached its task.

1.1 Australia’s liner cargo shipping task

Australia’s demand for shipping services is a derived demand, stemming from
domestic demand for imports and foreign demand for Australian exports.
International shipping therefore is an essential intermediate service input for
Australia’s exports and imports.

Around 79 per cent of merchandise exports and 71 per cent of merchandise imports
(by value) were transported by sea in 1997-98. Liner services are provided by
container (including refrigerated container), roll-on roll-off (ro-ro), conventional
and multi-purpose vessels, and provide regular, scheduled services to set timetables.
Liners tend to carry relatively high value/low volume cargoes (see table 1.1), though
they may carry relatively low value bulky cargoes as ballast. In 1997-98, liner
vessels carried 4 per cent of the volume and 48 per cent of the value of Australia’s
seaborne exports, and 23 per cent of the volume and 74 per cent of the value of
Australia’s seaborne imports. Remaining Australian seaborne trade consists of
commodities shipped by bulk carriers (for example, grains and minerals) and
tankers.

Within the liner trades, shipping conferences (groupings of liner shipping operators

— see section 1.2 below) tend to carry more valuable cargoes than non-conference
vessels (see table 1.1). Though conferences remain important, currently carrying
more than 50 per cent of liner exports by value and more than 60 per cent of liner
imports, conference shares of both the volume and value of liner trade have fallen
since the early 1980s.
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Table 1.1 Australian sea freight, 1997-98

Australian exports Australian imports

By value $ billion % oftotal % ofliner  $billion % oftotal % of liner
by sea  shipping by sea shipping

Total carried by sea 69.6 - - 64.1 - -

Bulk shipping 36.1 52 - 16.8 26 -

Liner shipping 335 48 - 47.3 74 -
— Conference 18.8 27 56 30.1 47 64
— Non-conference 14.8 21 44 17.3 27 36
By weight million % of total % of liner million % of total ~ % of liner
tonnes by sea shipping tonnes by sea shipping

Total carried by sea 427.1 - - 51.7 - -

Bulk shipping 408.8 96 - 39.6 77 -

Liner shipping 18.2 4.3 - 121 23 -
— Conference 8.1 1.9 45 6.5 13 54
— Non-conference 10.1 24 55 55 11 46

Source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

1.2 Liner shipping conferences

The principal reason for regulating international liner shipping is the industry’s
propensity to form ‘conference$’.Conferences are groupings of liner shipping
operators which coordinate the supply of shipping services. Currently there are
approximately 300 conferences operating worldwide. Each conference tends to limit
its activities to one leg of a particular route or trade between two or more countries.
Most conferences have fewer than ten members, although some have as many as
fifty. Some shipping companies choose to join conferences on all or most of the
routes in which they operate. Other companies choose to operate independently in
all or most trades.

There is a range of views regarding the rationale for, and effect of, shipping
conferences. As outlined in chapter 3 and appendix B, conferences may enhance
efficiency by allowing carriers to capture economies of scale and scope which in
turn allow them to provide low-cost, reliable, regular, scheduled services to
shippers. On the other hand, conference behaviour may be consistent with the
actions of producer cartels and, as such, facilitate monopolistic or oligopolistic
practices and pricing. In practice, conferences may display desirable and undesirable
characteristics simultaneously.

1 Shipping generally is subject to international regulatory codes on matters such as safety and
pollution. Conference arrangements, however, exist only for (scheduled) liner shipping.
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This tension between the potential benefits and costs of shipping conferences has
motivated the special regulatory arrangements which typically apply to conferences
worldwide. Thus most countries allow conferences to operate but attempt either to
regulate conference behaviour directly (for example, the United States requires
conferences to be ‘open’ to the entry and exit of members) and/or indirectly, by
promoting the interests of domestic shippers. Australia exempts liner shipping
conferences from the application of some provisions of Thade Practices

Act 1974 (TPA) while, at the same time, imposing certain obligations on
conferences to negotiate minimum service levels as well as provide information to
Australian shippers. Australian shippers also are allowed to form buying coalitions.
It is this special treatment of international liner shipping within the general
Australian competition laws which has prompted this inquiry.

1.3 Background to the current inquiry

The Commonwealth Government has asked the Productivity Commission to review
Part X of the TPA and to report on the appropriate arrangements for regulation of
international liner cargo shipping services.

This inquiry stems from the Commonwealth, State and Territory Governments’
agreement of April 1995 to extend competition policy — the National Competition
Policy. One of the agreements implementing National Competition Policy reforms,
the Competition Principles Agreement (CPA), establishes guiding principles for
reviewing legislation that restricts competition (see box 1.1). The terms of reference
for this inquiry are drawn from these principles.

There have been three reviews of Part X — in 1977 (the ‘Grigor’ Report), 1986 and
1993. Recommendations of the industry taskforBegiew of Australia’s Overseas
Liner Shipping Legislatioin 1986 formed the basis for amendments enacted in the

Trade Practices (International Liner Cargo Shipping) Amendment Act. IB&9
changes were designed to encourage a more competitive environment whilst
permitting exporters and importers continued access to liner conference shipping
services.

To this end, the 1989 modifications to Part X:

reduced the scope of the exemptions conference agreements could obtain from
Part IV of the TPA;

introduced public registration of outward conference agreements,

introduced a 30-day notice period for variations to services and freight rates for
outward trades;
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required negotiation of minimum service levels with shippers in outward trades;
and

provided Part 1V exemptions for the designated peak shipper body.

Box 1.1 Legislation review requirements

Under the CPA all Australian governments agreed to review and, where appropriate,
reform existing legislation that restricts competition by 31 December 2000.

The Commonwealth Government released its review timetable in June 1996. The
Legislation Review Schedule nominated 98 separate reviews, and foreshadowed,
amongst others, the review of Part X.

In announcing the Review Schedule, the Commonwealth Government also outlined a
number of requirements for reviews. In particular, the Government stipulated that each
review is to be approached according to clause 5(1) of the CPA which states that:

The guiding principle is that legislation (including Acts, enactments and Ordinances or
regulations) should not restrict competition unless it can be demonstrated that:

a) the benefits of the restriction to the community as a whole outweigh the costs; and
b) the objectives of the legislation can only be achieved by restricting competition.

The CPA also outlines how reviews should be conducted (clause 5(9)). Specifically, a
review should:

. clarify the objectives of the legislation;

+ identify the nature of the restriction on competition;

« analyse the effect of the restriction on competition and on the economy generally;
+ assess and balance the costs and benefits of the restriction; and

« consider alternative means for achieving the same result including non-legislative
approaches.

The terms of reference for this inquiry are drawn from these broad requirements.

Source: PC (1998c).

An independent review of Part X, known as the Brazil Review, was conducted

in 1993. This review recommended that Part X be retained in amended form. The
proposed amendments were designed to strengthen the protection of exporters (that
IS, users of outward shipping services), and importers where feasible, and to provide
acommercially-oriented procedure to deal with disputes. However, no changes were
made to the regulatory regime in response to this review.

As aready noted, the current review forms part of the scheduled legidlative review

process. Many of the issues covered in previous reports have been re-examined with
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a view to assessing whether circumstances have changed, or are likely to change,
such as to warrant modification of the current regulatory approach to the industry.

1.4  Scope of this inquiry and the Commission’s
approach

The terms of reference stipulate that the legislation (Part X) should be retained only
if the benefits to the community as a whole outweigh the costs and if the objectives
of the legislation cannot be achieved more efficiently through other means, including
non-legidlative approaches. Accordingly, the Commission has applied this test when
making its final assessment.

In assessing costs and benefits, the Commission was asked to take into account
severa objectives, including access of Australian exporters to competitively-priced
international liner cargo shipping services that are of adequate frequency and
reliability, public welfare and equity, economic and regional development, the
competitiveness of business including small business, consumer interests and
efficient resource allocation. In conducting the inquiry, as well as referring to the
general policy guidelines in the Productivity Commission Act 1998 (see chapter 3,
box 3.2), the Commission also was required to have regard to the analytica
requirements for regulation assessment by the Commonwealth, including those set
out in the CPA (box 1.1).

In most legislative reviews under the CPA, the arrangements under review involve a
clear restriction on competition. The current inquiry is somewhat unusual in that it
reviews an exemption (Part X) to general competition law alowing individual
shipping firms to enter into cooperative arrangements that otherwise would
contravene that law (unless specifically authorised). Though the exemption alows
shipping lines to enter into conferences and similar arrangements (which reduce
competition between members) it does not require them to do so. Nor does it
explicitly constrain market entry, as is the case for most other legislation deemed to
restrict competition.

In this sense, Part X could be described as taking a comparatively permissive stance
towards market structure. However, Part X also puts in place several mechanisms
designed to ensure that cost savings generated by conferences are shared with
Australian shippers.

The Commission’s approach in this inquiry has been to:

develop principles for regulation of liner shipping operations, based on: an
assessment of the public interest; the role of shipping conferences in service
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delivery and their potential beneficia and harmful effects; an appreciation of the
nature of liner shipping (especially that it is an international industry); and the
fact that Australiarelies almost entirely on foreign liner shipping services,

assess market outcomes under current regulatory arrangements, and how Part X
has contributed to those outcomes, with a view to establishing strengths and
weaknesses of the current approach;

identify and assess possible alternative mechanisms, most importantly, repeal of
Part X and reversion to the general provisions of the TPA, including the Part V11
authorisation provisions; and

recommend the regulatory approach which, on balance, best serves the public
interest (and which does so most efficiently).

Report structure

Developments in global and Australian liner shipping markets since the 1993 Brazil
Review are outlined in chapter 2. Principles for assessing the various regulatory
options are developed in chapter 3. Current regulatory arrangements in Australia and
overseas are presented in chapter 4. Chapter 5 contains an evaluation of the quality

and competitiveness of liner shipping to and from Australia. The effectiveness of

Part X is considered in chapter 6. Major regulatory aternatives to Part X are
assessed in chapter 7, while possible modifications to the existing Part X are
canvassed in chapter 8. The Commission’s overall assessment is presented in
chapter 9.

1.5 Conduct of the inquiry

The terms of reference for this inquiry were received on 12 March 1999. The
inquiry was to be completed within six months — that is, by 12 September 1999.

As required by the terms of reference, and in line with normal Commission inquiry
procedures, the Commission encouraged maximum public participation. Soon after
receipt of the terms of reference, advertisements were placed in the national and
specialist industry press and a circular was sent to a range of individuals and
organisations thought likely to have an interest in the inquiry. An issues paper was
released in late March to assist participants in preparing their submissions.

The Commission held informal discussions with organisations, companies and
individuals to seek information and to discuss the characteristics of international
liner cargo shipping. A list of those visited by the Commission is set out in
appendix A.
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Twenty-five submissions were received in response to the issues paper (see
appendix A). All non-confidential submissions (or non-confidential parts of
submissions) were made available on the internet, at Commission and State libraries
and from Expo Photo Bition copy centres.

Due to the tight timeframe for the inquiry the Commission released an interim
position paper for comment rather than a full draft report. This paper was released
on 29 June 1999 and circulated to all interested parties. Fifteen supplementary
submissions were received in response to the position paper.

Public hearings were advertised in the national and specialist industry press and held
in Sydney on 28 July 1999 and in Melbourne on 29 July 1999. Transcripts of the
hearings and all non-confidential supplementary submissions (or non-confidential
parts of submissions) were made available on the internet, at Commission and State
libraries and from Expo Photo Bition copy centres.

Appendix A provides a list of participants at public hearings, submissions and a
summary of participants’ views.

Associate Professor Keith Trace of Monash University and Ms Frances Hanks of the
University of Melbourne were engaged to assist with technical and legal aspects of
the inquiry.

Dr Neil Byron was Presiding Commissioner for this inquiry. Dr Robin Stewardson
was Associate Commissioner.
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2 Trendsinliner shipping

Significant changes have occurred in liner shipping markets since the 1993 Brazil
Review. Mgjor trends and developments in the global liner shipping market as well
as developments in Australian liner trades are discussed in this chapter. Most of the
global trends are mirrored in the Australian context, although the Australian market
differs from the international market in several significant ways.

2.1 Global liner shipping market

World seaborne trade recorded its twelfth consecutive annual increase in 1997,
reaching a new record high of 4.95 billion tonnes (UNCTAD 1998, p. xiii). Of this
total, approximately one third was general cargo, of which about haf (that is,
825 million tonnes) was containerised liner cargo. The rate of containerisation of
general cargo, and the proportion shipped by liners, is expected to grow to
65—75 per cent by the second decade of the next century. (Hoffmann 1998)

The number of containers shipped globally also has increased steadily in recent
years (see table 2.1). In 1997, the number of containers shipped was 163.7 million
twenty foot equivalent units (TEU).

Table 2.1 World container traffic, 1984 to 1997

Year  Container traffic Percentage Year Container traffic Percentage
(million TEU&) increase (million TEU) increase
1984 52.7 15.7 1991 93.6 9.3
1985 55.8 5.8 1992 102.9 9.9
1986 59.4 6.5 1993 113.2 10.0
1987 67.3 13.3 1994 128.3 13.3
1988 73.8 9.7 1995 137.2 6.9
1989 78.5 6.4 1996 147.3 7.4
1990 85.6 9.0 1997 163.7 111

& An 8 foot by 8 foot by 20 foot container is 1 TEU.

Sources: Containerisation International Yearbook (various issues, quoted in LSS, sub. 10, p. 8); DTRS
(sub. 3, p. 6).

The majority of cargo shipped by liners is traded between the northern hemisphere
industrialised regions of Europe, North America and East Asia — the so-called
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east—west trades. East—west trades account for around 45 per cent of world liner
traffic — north—south trades make up almost 22 per cent and intra-regional trade the
remaining 33 per cent. (Hoffmann 1998)

Conferences account for the majority of liner shipping capacity on major global
routes. It is estimated that in the mid-1990s conferences accounted for
approximately 60 per cent of total liner shipping capacity. This share has fallen
markedly since the mid-1970s. For example, at the end of the 1970s the conference
share of the Europe—Far-East trade was around 85 per cent compared to 57 per cent
in 1990 and around 60 per cent currently. (Meyrick & Associates, sub. 5, p. 16)

Independent carriers have improved their quality of service and now some of the
largest container lines operate outside the conference system. Maersk and
Evergreen, the world’s two largest container shipping lines, operate independently
on most trade routes. Several other large container lines — COSCO, Hanijin,
Hyundai, Mediterranean Shipping Company (MSC), United Arab Shipping
Company (UASC), Yangming and Zim Israel — have built their businesses, and in
general continue to operate internationally, as independent carriers. (Meyrick &
Associates, sub. 5, p. 18)

Trends in the global liner shipping market

Liner shipping, like other industries, is evolving into a more complex and integrated
international industry. Some liner shipping firms are seeking global status through
bigger ships, larger fleets and expanded services or through mergers or strategic
alliances with other liner shipping firms. (BTCE 1995b, p. 7)

Increased vessel size

The size of container vessels has increased dramatically since the late 1960s and
early 1970s (see table 2.2). Whereas the capacity of early container ships was less
than 1000 TEU, by 1997 vessels of greater than 4000 TEU capacity accounted for

15 per cent of the world container fleet and orders for vessels with a capacity greater

than 4500 TEU comprised almost 60 per cent of container ship orders in that year.
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Table 2.2 Growth in the size of ships in the world container fleet

Year Class or type Capacity (TEU)
1964-19674 First generation 1 000
1967-1972 Second generation 1500
1972-1984 Third generation 3000
1984-1995 Fourth generation 4 500
1995—present Fifth generation (post-Panamax) 6 000

a First generation vessels were first introduced in the Australian market in the late 1960s.
Sources: Trace (1998b, p. 11); Hoffmann (1998, figure 1).

Two factors contributing to the increase in the size of container ships are the

increase in worldwide demand for liner shipping and the existence of economies of

vessel size — see box 2.1 for a discussion of the latter. As yet, neither diseconomies
of vessel size nor constraints on the use of large vessels, such as the inadequacy of
land-based infrastructure to handle ships over a certain size and the cost of widening
and deepening channels to accommodate larger vessels, have deterred the trend to
larger tonnage (Trace 1998b, p. 11).

Box 2.1 Economies of vessel size

Economies of vessel size exist when the unit costs of operating a ship decrease as the
size of the vessel increases. Economies of vessel size are present in each of the three
major components of ship costs — capital costs, crew costs and fuel costs.

In capital costs, economies are driven primarily by the physical fact that as the size of
a vessel increases the ratio of the surface area of the hull to its volume, and hence the
guantity of steel required per unit of volume, declines. There are also significant scale
economies in other capital components including the costs of engines, crew
accommodation, information technology and navigational equipment.

With respect to crew costs, there is little variation in crew numbers as the size of liner
vessels varies. The relationship between fuel costs and vessel size is such that fuel
consumption tends to increase less than proportionally, implying the cost of fuel per
unit of cargo carried tends to fall.

Meyrick & Associates (sub.5, p.7, based on figures from Jansson and
Shneerson 1985) estimates that for every 10 per cent increase in vessel size, unit
costs fall by about 3—4 per cent.

The above economies of vessel size all point in the same direction — a trend toward
increasingly larger ships in the container shipping industry.

Source: Meyrick & Associates (sub. 5).
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Increased capacity

The trend to larger ships has been accompanied by strong growth in available liner
capacity. Most trade routes have been oversupplied with ships since the 1970s.
According to Trace (1998b, p.5), the OECD estimated excess capacityl of

35 per cent in the Trans-Pacific trade and 40 per cent in the Europe—Far-East trade
in 1985, and the situation worsened during the global recession of the early 1990s.

Excess capacity in liner shipping is a result of a number of factors, including,
somewhat counter-intuitively, increased competition in the liner shipping industry.
Increased competition appears to have led to a quest by carriers for lower costs,
which in turn has led to more and bigger ships.

Excess capacity also is due to the provision by governments in some parts of the
world, such as South Korea, of shipbuilding subsidies, vessel operating subsidies,
special taxation provisions relating to investment in shipping and special taxation

treatment for ship operators (LSS, sub. 10, p. 4). Subsidies have the effect of
increasing the supply of ships relative to demand, such that at any given level of
freight rates more ships are chasing a given volume of cargo (Trace 1998b, p. 6).

Further contributing to the problem of excess capacity in the supply of liner ships
are the low scrapping rates in the industry. The Department of Transport and
Regional Services (sub. 3, p. 6) states that in 1996 the rate of scrapping of ships was
only 0.5 per cent of total capacity.

Changes in concentration

The trend to larger ships has been accompanied by a clear tendency toward
consolidation of carriers in liner shipping (see table 2.3) in an attempt to capture
economies of scale and scope.

The increase in global concentration has been achieved via a relatively large number
of mergers of shipping lines in recent yearndowever, despite the mergers and

1 At the macro level, excess capacity exists when the carrying capabilities of the global liner
fleet exceed the volumes of cargoes shipped. At the micro or trade level, excess capacity exists
when vessels operate at relatively low levels of capacity utilisation. Liner shipping operators
run regular services along a predetermined route and vessels sail according to a prearranged
schedule whether or not they have full cargoes. Thus, it would not be expected for liner vessels
to operate at or close to 100 per cent of capacity.

2 Recent mergers, takeovers and shareholding agreements include: the purchase of Sea-Land by
Maersk; the acquisition of APL by NOL; the merger between P& O and Nedlloyd; the purchase
of CGM by CMA; the acquisition of Lykes and Ivaran Lines by CP Ships; the purchase of Blue
Star by P& O Nedlloyd; and the mgjority shareholding of Hanjin Shipping Company in DSR

12 INTERNATIONAL

[a"2"TV



increase in concentration, no single line controls more than 6 per cent of the world’s
total container capacity. The top 20 carriers account for only about half of world
liner vessel capacity. (Hoffmann 1998; Mercer 1999, p. I-1)

Table 2.3 Twenty largest carriers’ share of total liner shipping
capacity, 1986 to 1998

Year Share of total liner shipping capacity
1986 35 per cent
1990 39 per cent
1992 42 per cent
1993 44 per cent
1994 46 per cent
1998 53 per cent

Sources: BTCE (1995a, pp. 10-11); Trace (1998b, p. 8); Meyrick & Associates (sub. 5, p. 9).

Besides mergers, the industry has experienced a complex pattern of aliance
formation and dissolution.3 Strategic alliances offer carriers an opportunity to:
aggregate cargo volumes; increase service frequencies, improve asset utilisation
through the sharing of vessels, terminals, equipment and containers; and employ
their collective financia strength for long-term asset procurement and replacement.
(Hoffmann 1998)

In general, however, aliances have been characterised by frequent breakdowns,
mainly as a result of mergers between lines belonging to different aliances.
Although alliances will probably continue to exist for some time, in the long run
they may be superseded by outright mergers. Most industry observers expect more
consolidation in the future. (Trace 1998b, p. 9; Hoffmann 1998)

Growth in round-the-world, pendulum and transhipment services

Prior to the introduction of containerisation in the late 1960s most carriers operated
‘out-and-back’ shipping services between ports in two or more countries.
Opportunities for different types of service have emerged as a result of the increase
in the scale of cargo flows between the three major northern hemisphere trade
regions of North America, Europe and East Asia.

Senator Line (Hanjin itself was formed through the merger of Hanjin and the Korea Shipping
Corporation) (Hoffmann 1998).

3 Alliances covering the world’s three major trades routes (trans-Pacific, trans-Atlantic, Europe—
Asia) include the Grand Alliance (NYK, Hapag-Lloyd, MISC, OOCL, P&O Nedlloyd), the
New World Alliance (Hyundai Merchant Marine, MOL, American President Lines) and the
United Alliance (Hanjin, Cho Yang, DSR-Senator, United Arab Shipping Co.) (LSS, sub. 10,

p. 7).
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‘Round-the-world’ services now link the three major trade regions with vessels
continually circling the globe in an eastbound or westbound direction. ‘Pendulum’
services typically operate from the east coast of North America via Europe and Asia
to the west coast of North America, returning via the same route. Round-the-world
and pendulum operators compete with out-and-back services provided by carriers
specialising in the Europe—Far-East, trans-Pacific or trans-Atlantic trades.
(Trace 1998a, p. 3, 1998Db, p. 12)

There also has been a significant increase in transhipment services, whereby cargo is
transported via regional ‘hub’ ports. Hub ports connect mainline east—west trade
routes to destinations off the mainline routes, such as Australia, via feeder shipping
or landbridging (overland transport). The emerging pattern of feeder services to
mainline routes is analogous to the ‘hub-and-spoke’ networks of airline services
which evolved following the deregulation of US domestic aviation. (Trace 1998b,
pp. 12-13)

As part of the development of a hub-and-spoke network in international liner
shipping it appears a number of ‘super hubs’ are emerging. The changing pattern of
port calls by vessels in the Europe-Far-East trade suggests that Singapore,
Hong Kong and Kaohsiung (Taiwan) are strengthening their competitive positions
with respect to other hubs in the Asian region. There also has been strong growth in
recent years in container movements through the port of Shanghai. (Trace 1998b,
p. 13; Hoffmann 1998)

The trend favouring transhipment in liner shipping can be expected to continue.
Whilst early transhipment services proved unreliable and were characterised by
longer transit times than direct services, transhipment services increasingly offer a
reliable and cost effective alternative to direct services. Whilst direct services
usually are quicker than transhipment services, transit times vary between
transhipment operators, and in some cases transhipment services can offer shorter
transit times than direct services. For example, on the Australia—Europe trade the
transhipment operator AAA consortium offers a 30-day transit time between
Melbourne and the United Kingdom. In comparison, the fastest direct service
between Melbourne and the United Kingdom is 31 days (LLDCN, 28 May 1999,
p. 10).

Increased competition in north—south trades

Until the late 1980s, most liner services from northern hemisphere ports to Latin
America, Africa or Australia/New Zealand were provided by lines specialising in
direct north—south services. Recently, major east—west carriers have entered the
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north—south trades, typically by way of feeder (transhipment) services linking with
their round-the-world or pendulum services at major northern hemisphere hub ports.

The expansion of major east—west carriers into north—south and regional markets
has been a result of the need to fill increasingly larger ships employed in mainline
east—west trades, the cascading of older, medium-sized ships into secondary markets
and a desire to establish global shipping networks (Hoffmann 1998; Trace 1998Db,
p. 14).

Growth of multimodal operators and freight forwarders

To meet the increasing demands of global manufacturers (and to seek a better
financial return) more carriers are offering multimodal and door-to-door transport
services rather than just sea carriage (BTCE 1995a, p. 8).

Competing against carriers in offering multimodal and door-to-door services are an
increasing number of freight forwarders. Freight forwarders book and pay for blocks
of container slots, at a discount from carriers, for some or all sailings of liner
vessels, and sell these spaces on to shippers. Though forwarders compete with
carriers for customers, they offer carriers a stable cargo base. In the United States
and Great Britain one third of all liner cargo is handled by freight forwarders and in
Germany the figure is more than three quarters. (Hoffmann 1998; John Zerby,
sub. 7, p. 9)

Low freight rates

For a number of years shippers have enjoyed relatively low (and often falling in
nominal and real terms) freight rates. Meyrick & Associates stated:

According to UNCTAD (1998), average container freight rates to and from Europe fell,

in nominal terms, by around 10% between 1991 and 1999. This European-based index

does not include rates on the trans-Pacific routes ... and those on intra-Asian routes,
both of which have been hit particularly hard by recent events in Asia. The average
worldwide decline in freight rates is therefore likely to be somewhat larger than the
UNCTAD index suggests. (sub. 5, p. 51)

Table 2.4 shows published liner conference freight rates, in nomina values, for
three maor trades from 1988 to 1995. Published freight rates do not reflect
accurately actual rates paid, which often are significantly lower. It also should be
noted that nominal rates do not take account of inflation.
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Table 2.4 Published conference freight rates, nominal values, 1988 to
1995 ($US per TEU)

Year Europe-Far-East  Trans-Atlantic (westbound) Trans-Pacific (westbound)
1988 3263 2841 1157
1989 3254 2 884 1473
1990 3266 3121 1498
1991 2788 3321 1 506
1992 2785 3277 1657
1993 2724 3052 1614
1994 2737 2913 1419
1995 2675 2958 1640

Source: Trace (1998b, p. 6, taken from OECD Maritime Transport, based on data supplied by Lloyd’s
Shipping Economist).

The main reasons for decreasing real freight rates, apart from short-term demand
fluctuations, appear to be technological progress, economies of vessel size, excess
capacity and increased competition.

Low profitability

The levels of profitability achieved for a selection of liner shipping companies in
1997 are shown in table 2.5.

Table 2.5 Financial results for a cross-section of liner shipping
companies, 1997 (per cent)

Company Gross profit margin@ Return on investment?
MISC 19.94 9.22
Wilhelmsen Lines 15.98 na
Maersk Line 13.58 13.38
CP Ships 9.89 10.98
Mitsui OSK 5.64 3.66
Evergreen Marine Corp Ltd 5.46 3.20
Yangming Marine Transport Corp 5.25 4.44
Hanjin Shipping 4.95 2.88
Sea-Land Services 4.64 7.18
Nippon Yusen Kaisha 4.28 3.18
P&O Nedlloyd 2.17 2.00

& Gross profit margin is operating profit as a percentage of total revenue. b Return on investment is operating
profit as a percentage of assets. na Data not available.

Source: Fossey (1998a, in Meyrick & Associates, sub. 5, p. 52).

On the whole, profitability is low and has been so for many years (see
Drewry Shipping Consultants 1993; Mercer 1999; and Meyrick & Associates,
sub. 5). For example, arecent US study (Mercer 1999) concluded that:
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. in general, ocean carriers have returned less value to shareholders than other
transportation modes and have underperformed US equity benchmarks such as the
S&P 500 and DJTA (Dow Jones Transportation Average). (p. I-2)

Generdly, the view is that profitability of liner carriers is poor because of intense
competition rather than lack of efficiency.

Low profits may be a force driving carriers toward strategies involving alliances,
mergers and building larger ships in an effort to capture economies of scale and
scope. P& O Nedlloyd stated:

It is no secret that financial results of all container liner shipping companies are, and
have been for a considerable number of years, mostly unsatisfactory to modest at best.
... This lack of profitability has led to a significant degree of consolidation in the
industry in recent years. (sub. 6, p. 1)

South-East Asian economic downturn

Participants to this inquiry have suggested that the South-East Asian economic
downturn, which began in late 1997, has slowed growth in trade, exacerbating the
problem of excess capacity in global liner shipping and contributing to the situation

of low freight rates. Furthermore, the Asian ‘crisis’ resulted in massive exchange
rate depreciation, which discouraged imports and encouraged exports. This has
caused particular problems of excess capacity on inward Asian trades.

Implications for competition

The picture emerging is of a global liner shipping industry experiencing significant,
and in some cases rapid, change. Thus far, the trend towards greater industry
concentration via mergers and acquisitions does not appear to have reduced
competition. On the contrary, it appears the expansion of global shipping companies
has increased competition on individual routes — Asian lines have entered the
North Atlantic trade, east—west lines are entering north—south markets and the
feeder services of large carriers are competing with traditional regional lines.
(Hoffmann 1998)

Similarly, growth in alternative types of liner shipping service, notably transhipment
services, and the growing role of freight forwarders has placed increasing
competitive pressure on carriers. To a minor extent potential competition in
transporting general cargo exists in the form of alternative modes of transport such
as air transport and tramp shipping (LSS, sub. 10, p. 7).
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Many of the factors driving change in liner shipping appear to be long-term rather
than transitory and are having profound effects on Australian liner trades.

2.2 Australian liner shipping market

Shipping is the major mode of transport for Australia’s exports and imports. In
1997-98, 79 per cent of Australia’s $87.7 billion worth of merchandise exports, and
71 per cent of Australia’'s $90.7 billion worth of merchandise imports, were
transported by sea (ACS 1999, p. 19; ICSD 1999). Many of Australia’s major
exports and imports are bulky or dense, and sea transport is the only viable mode of
transport.

The majority of Australia’s exports and imports (coal, iron ore, wheat, petroleum
and fertiliser) are shipped by bulk carriers or tankers. In 1997-98, the liner trades
accounted for only 4.3 per cent and 23 per cent of the weight of Australia’s seaborne
exports and imports respectively. The liner trades are far more significant in value
terms, because liners tend to carry higher value cargoes. In 1997-98 liners accounted
for 48 per cent and 74 per cent of the value of Australia’s seaborne exports and
imports respectively (ICSD 1999).

The weight and nominal value of Australian liner exports and imports have
increased significantly over the last decade (see figure 2.1). Liner exports have
increased from 11.4 million tonnes (worth $24.2 billion) in 1994-95 to 18.2 million
tonnes (worth $33.5 billion) in 1997-98. Liner imports have increased from
9.5 million tonnes (worth $36.1 billion) in 1994-95 to 12.1 million tonnes (worth
$47.3 billion) in 1997-98.

Detailed data describing Australia’s sea freight task are presented in appendix C.
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Figure 2.1  Australian liner exports and imports by weight and value,
1988-89 to 1997-98 (million tonnes and $billion)a
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a A series break exists in mid-1994 therefore data before 1994-95 cannot be compared in absolute terms with
data from 1994-95 onward.

Data source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

Major trade routes

Australian liner trades have been described as ‘long’ and ‘thin’, a product of
Australia’s relative isolation and the size of its economy. Australia is not located on
the major round-the-world or east—west trade routes — its major trade routes run
north—south. Furthermore, while Australia ranked irbthe world in terms of the
number of container movements in 1997, the Australian coastal and liner trade of
2.74 million TEU accounted for only 1.67 per cent of the estimated world total in
that year (Containerisation International 1999, p. 8).

Major trade partners for Australian liner exports and imports are East Asia, Europe,
Japan and North Asia, New Zealand, North America, and South-East Adiie

total Australian liner trade is thin by world standards, cargo flows on several major
routes are substantial, for example the Japan and North Asia, New Zealand, East
Asia and South-East Asia routes. Import and export cargo tonnages on major trade
routes in 1997-98 are presented in table 2.6.

4 A list of countries comprising the trade areas in this chapter is presented in appendix C.
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Table 2.6 Cargo on major Australian liner trade routes, 1997-98 (tonnes)

Trade route Exports Imports Ratio of exports

to imports
Japan and North Asia 4181 550 1193513 3.5
South-East Asia 3584 569 1817 367 2.0
East Asia 3554 003 1588433 2.2
Europe 1621187 2 955 052 0.6
North America 1302 940 2124 893 0.6
New Zealand 1226 090 1296 379 1.0
Total 18 231 552 12 076 149 15

Source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

In 1997-98 the total weight of liner exports was around 50 per cent higher than the
total weight of imports. Since 1994-95 the weight of exports has exceeded the
weight of imports on the Japan and North Asia, New Zealand, South-East Asia and
East Asia trade routes, while for Europe and North America the weight of imports
has exceeded the weight of exports.

Due to the fact that Australia’'s exports are denser cargoes than its imports, and
vessel deadweight limitations, a relatively large number of empty containers are
carried on outward journeys compared to inward journeys. Australia’s dense export
cargoes also affect the use of forty foot containers, since the weight of a forty foot
container filled with dense cargo can exceed the capacity of cargo handling
equipment. This, combined with Australia’s geographical position at the end of

north—south trade routes, the fact that, in contrast to import cargoes, a relatively high
proportion of Australia’s exports require refrigerated shipping capacity, and the

seasonality of some major export cargoes, makes Australia’s liner shipping

requirements very complex to manage.

In line with global trends, conference shares of Australian liner exports and imports
for major trade routes have declined overall in recent years, although shares on some
trades have run counter to the trend (see figures 2.2 and 2.3). Conference shares of
exports have declined on the South-East Asia, East Asia, Europe, and Japan and
North Asia routes, while conference shares of imports on the South-East Asia,
East Asia, Europe and North American routes also have declined. In 1997-98
conferences carried 45 per cent of the weight and 56 per cent of the value of liner
export cargoes, and 54 per cent of the weight and 64 per cent of the value of liner
import cargoes. These shares suggest conference vessels tend to carry somewhat
more valuable cargo than non-conference vessels.
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Figure 2.2

trade regions, 1989-90 to 1997-98
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Data source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

Figure 2.3  Conference share of the weight of liner imports for selected
trade regions, 1989-90 to 1997-98
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Data source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).
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Major liner cargoes

Australia’s major liner export and import cargoes (listed in table 2.7) tend to have
different characteristics and shipping requirements. Exports tend to be commodities
(such as meat, cereals and dairy products) whereas imports are largely manufactured
goods (such as machinery, vehicles and chemicals). In contrast to many export
cargoes, import cargoes generally do not require refrigeration. Australia’s exports
also tend to comprise more dense cargoes than its imports.

Table 2.7 Conference share of major liner export and import commodity
groups by weight, 1997-98 (per cent)

Exports Share  Imports Share
Meat and meat preparations 74  Paper, paperboard and articles of paper 50
Iron and steel 29 Chemicals 59
Vegetables and fruit 51 Machinery 58
Dairy products and birds eggs 63 Non-metallic mineral manufactures, nes& 58
Feeding stuff for animals 63 Miscellaneous manufactured articles 62
Chemicals 41  Iron and steel 25
Aluminium and aluminium alloys 28 Cork and wood 47
Cereals and cereal preparations 39 Vegetables and fruit 64
Wool, sheep and lambs 64 Textile yarn, fabrics and made-up articles 72
Machinery 62 Road vehicles and transport equipment 66
Road vehicles and transport equipment 65 Manufactures of metals, nes? 66
Cotton 63 Articles of apparel and clothing accessories 39

& Not elsewhere specified.
Source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

The high proportion of refrigerated container slots required to carry Australia’s
exports of meat, dairy products and other refrigerated cargoes significantly increases
vessel and container capital and operating costs. It also increases the need to carry
empty refrigerated containers to Australia, since many of Australia’s imports cannot
be carried in refrigerated containers. Empty dry containers must then be carried from
Australia for subsequent use in other trades. These problems exacerbate those
caused by the trade volume imbalance on a number of major Australian trade routes.

Conferences have a greater share of trade (judging by weight) than independent
operators in some major liner export commodities, such as meat, road vehicles and
transport equipment, dairy products, animal feedstuffs, wool, machinery and cotton.
For a number of other export commodities — including aluminium, iron and steel,
chemicals and cereals — non-conference vessels dominate. These non-conference
operators are often niche operators, specialising in the carriage of particular
commodities or serving particular regional ports. For example, BHP Transport has
carried large volumes of iron and steel on its own fleet.
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Shipping capacity

As a result of Australia’s relatively thin trade volumes, vessels employed in the
Australian trades typically are much smaller than vessels in the major east—west
trades (vessel sizes in mainline northern hemisphere trades are discussed in
section 2.1). While costs may be reduced, the employment of significantly larger
vessels generally reduces service frequency and thereby could disadvantage
Australian shippers. Nevertheless, in line with global trends, there has been a move
to employ larger vessels in some Australian trades — primarily, though not
exclusively, as a result of the ‘cascading’ of vessels formerly employed in mainline
northern hemisphere trades (see table 2.8).

Table 2.8 Average conference and non-conference vessel capacities on
major Australian trade routes, 1993 and 1998 (TEU)2

Trade route 1993 1998

Conference Non-conference Conference  Non-conference
Europe 2021 1074 2284 1405
North-East Asia 1585 1158 1849 1521
South-East AsiaP 1169 1189 1170 2117
North America® 1178 na 1252 1 366

& vessel capacities are optimum capacities and do not take into account deadweight limitations and the fact
that some of this capacity may be used for cargo from other countries. b Significant changes have occurred in
this market over the period, with an increase in transhipment through South-East Asia, and replacement of
the conference with a discussion agreement (along with a significant change in membership). ¢ Data for
North America are 1999 data. na Data not available.

Sources: Liner Shipping Services (sub. 10, att. C, pp. 12-51); DTRS Liner Service Sheets.

Total liner capacity servicing Australia is determined by vessel capacity and
frequency of service. Average monthly liner shipping capacities for major
Australian trade routes in 1993 and 1998 are summarised in table 2.9. Average
monthly capacity has increased significantly on the Europe, North-East Asia and
South-East Asia routes.

Table 2.9 Average monthly capacities for major Australian trade routes,
1993 and 1998 (TEU)

Trade route 1993 1998

dry reefer total dry reefer total
Europe 34 885 7 150 42 035 56 383 12 244 68 627
North-East Asia 39 763 7 007 46 770 67 474 9621 77 095
South-East Asia 31 499 4 604 36 103 44 710 8 046 52 756
North America2 na na na 27 844 8323 36 167

a Data for North America are 1999 data. na Data not available.
Sources: Liner Shipping Services (sub. 10, att. C, pp. 12-51); DTRS Liner Service Sheets.
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Conference shares of average monthly capacity are presented in table 2.10.
Conference shares of total average monthly capacity have remained relatively
constant on the European and Asian routes, while conference shares of average
monthly reefer capacity have declined on these routes.

Table 2.10 Conference share of average monthly capacity for major
Australian trade routes, 1993 and 1998 (per cent)

Trade route 1993 1998

dry reefer total dry reefer total
Europe 35 71 41 36 39 37
North-East Asia 30 54 34 29 45 31
South-East Asia@ 51 83 55 56 63 57
North Americab na na na 36 64 43

@ The conference operating in this route in 1993 was replaced by a discussion agreement in 1997.
Membership of the discussion agreement is significantly different to the conference. b Data for North America
are 1999 data. na Data not available.

Sources: Liner Shipping Services (sub. 10, att. C, pp. 12-51); DTRS Liner Service Sheets.

Detalled data on shipping capacity in the Australian market are presented in
appendix D.

Transhipment and landbridging

In the past, cargoes often were carried from country of origin to country of
destination on a direct service. Today, many Australian shippers have a choice
between a direct service and transhipment via a hub port such as Singapore.
Transhipment services to and from Australia generally are provided by
non-conference lines. In the past, transhipment frequently resulted in alower quality
service to Australian shippers, compared to the service provided by direct shipping
services, due to longer transit times and the possibility of cargo being damaged
during transhipment. Today, however, the quality of transhipment services often is
comparable to that of direct services.

The use of significantly larger (and lower cost per unit of cargo carried) vessels on
mainline east—west routes than on Australian routes, coupled with overcapacity and
greater intensity of competition on northern hemisphere routes, has made
transhipment via Asian ports a viable alternative to direct shipping services.

Estimates of the level of transhipment of Australian cargoes are available from
several sources. For example, around 10 percent of containers between
Australia/New Zealand and the US west coast are reported to be transhipped
(LLDCN, 16 July 1999, p. 10), and almost 30 per cent of the southbound Europe—

24 INTERNATIONAL

[a"2"TV



Australia trade is reportedly transhipped through Asian ports (LLDCN,

28 May 1999, p. 1). Liner Shipping Services estimates that around 15 per cent of the
southbound Europe—Australia trade is transhipped, while transhipment on the
northbound trade to Europe via South-East Asia is currently about 10 per cent of the
total trade (sub. 10, att. C, p. 1).

Official estimates of the level of transhipment of Australian cargoes are available
from the International Cargo Statistics database provided by the Bureau of Transport
Economics (BTE). While these estimates suggest that the level of transhipment has
increased, they are lower in absolute terms than industry estimates of transhipment.
The difference between BTE and industry estimates may be partly reconciled by the
fact that the level of transhipment of Australian cargoes has reportedly increased
significantly in recent years (data from the BTE is available only up to 1997-98).
There is also an issue of definition of transhipment which may partly explain the
differences (see page 26). Furthermore, the inclusion of significant volumes of
charter cargo from regional ports (which would not be transhipped) as liner cargo in
the BTE database could result in the percentage of liner cargo transhipped appearing
lower than industry estimates.

Nevertheless, data from the International Cargo Statistics database suggests that
over the past decade the proportion of Australian export cargoes transhipped
through South-East Asian and African ports has increased significantly, albeit from
a low base (see table 2.11). Transhipment of export cargoes through East Asian,
Japanese and North Asian and North American ports also has increased. Over the
same period, transhipment of exports through European ports has decreased.

Table 2.11  Shares of total weight of Australian liner exports and imports
which were transhipped, by region of transhipment, 1989-90
and 1997-98 (per cent)

Country/region of transhipment Exports Imports
1989-90 1997-98 1989-90 1997-98

Africa 0.01 0.25 0.12 0.08
East Asia 0.16 0.26 0.29 0.36
Europe 0.22 0.10 0.32 0.42
Japan & North Asia 0.12 0.28 0.15 0.19
North America 0.05 0.15 0.22 0.23
Red Sea & Mediterranean Middle East 0.25 0.01 0.01 0.01
South-East Asia 0.13 1.82 0.07 1.59
Total 2.53 2.98 2.27 3.32

Source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).
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Thereisasimilar pattern for Australian imports, with strong growth in transhipment
through South-East Asian ports. Moderate growth in transhipment of import cargoes
through East Asia, Europe and Japan and North Asia also has occurred.

Given Australia’s geographical location, it is not surprising that Singapore has
increased significantly in importance as a major transhipment port for Australian
cargo over the past few years. Transhipment of exports and imports through this
region increased 14-fold and 23-fold respectively between 1989-90 and 1997-98. In
1997-98 transhipment of Australian exports and imports through South-East Asia
were in the order of 332 and 192 kilotonnes respectively (ICSD 1999).

Transhipment of Australian imports and exports by region of origin and destination
are presented in table 2.12.

Table 2.12  Shares of total weight of Australian liner exports and imports
transhipped, by region of destination/origin, 1989-90 and
1997-98 (per cent)

Country/region of destination/origin Exports Imports
1989-90 1997-98 1989-90 1997-98

East Asia 0.6 3.5 1.6 2.4
Europe 1.0 4.7 1.5 3.4
India 2.1 10.4 135 6.2
Japan & North Asia 1.6 2.6 2.2 3.5
North America 1.2 4.8 7.0 9.7
Red Sea & Mediterranean Middle East 1.2 32.7 28.4 3.9
South-East Asia 0.8 0.3 0.3 0.7
Total 2.53 2.98 2.27 3.32

Source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

It should be noted that the transhipment data presented in tables 2.11 and 2.12
include only cargo that is transhipped in a different trade region to its region of
origin or destination. For example, export cargoes bound for Europe which are
transhipped in South-East Asia are included in the transhipment data presented here.
However, export cargo destined for Europe that is transhipped in Europe is not
included, nor is import cargo from East Asia that is transhipped in Easb Asia.
available data do not differentiate between transhipment and landbridging. Data on
transhipment and landbridging within trade regions therefore have been excluded
from the data presented here in an attempt to identify transhipment services

5 This is in contrast to transhipment data presented in Brazil et al (1993), which include all
transhipped cargoes, including those transhipped in the region of origin or destination. Data
consistent with the data presented in Brazil et al (1993) are presented in appendix C, and are
an upper bound to officia statistics on the total level of transhipment of Australian cargoes.
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competing with direct services on Australia’s major trade routes. The data presented
thus represent a lower bound to the total level of transhipment of Australian cargoes.
Nonetheless, they confirm increased competition to direct services.

Landbridging is the transporting of cargo by rail or road to or from an exporting or
importing port. Australia’s unique geography, whereby most major cities are located
on a coastline that is easily circumnavigated, generally means that when transporting
cargo within Australia there are not major differences in distance and time, and
sometimes cost, between sea, road or rail transport. However, Australia’s large
geographical size and relatively small population mean it is not always cost effective
for container ships to provide services to all ports. Thus, landbridging may be
utilised where there is insufficient cargo to make it worthwhile for a vessel to call at

a particular port or when a vessel has been delayed and owners wish to maintain a
vessel's pre-arranged schedule and hence bypass an advertised port of call.

On the other hand, in the United States the lack of a continuous coastline generally
means, when transporting goods between east and west coasts, the route is shorter
and hence it is more timely and cost effective to ship goods by road or rail rather
than by sea via the Panama Canal. Furthermore, many major US cities lie inland and
hence it is necessary that a significant part of containerised cargo is landbridged.

There appears to have been little change in the weight of Australian liner exports
and imports landbridged over the past dedatle1997-98, the total percentage of
Australian exports and imports landbridged (by weight) was 12.9 per cent and
5.1 per cent respectively. The shares of liner exports and imports landbridged by
each Australian state in 1997-98 are shown in figure 2.4. Compared to cargoes from
other states, a higher percentage of Queensland, South Australian and Tasmanian
cargoes are landbridged, which could suggest these states are less well serviced by
liner vessels. The relatively high percentage of exports from NSW that are
landbridged may reflect the fact that Melbourne is closer than Sydney to regions of
southern NSW.

Over the last decade, most landbridged imports were shipped through NSW and
Victorian ports, while the majority of landbridged exports were shipped through
Victorian ports (ICSD 1999).

Detailed data on transhipment and landbridging of Australian export and import
cargoes are presented in appendix C.

6 Landbridging data presented here assumes landbridging occurs when the port of loading or
unloading isin a different state to the state of origin or destination.
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Figure 2.4  Shares of weight of Australian liner exports and imports
landbridged, by state, 1997-982
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Data source: Bureau of Transport Economics, International Cargo Statistics Database (accessed April 1999).

Supply of liner services and freight rates

Southbound (import) rates on the Europe, South-East Asia and North Asia trades
have declined more than northbound (export) rates since 1989 (see figures2.5
and 2.6). This is likely to be due at least in part to the trade imbalance in Asia,
which means Australian exports are competing with increased volumes of Asian
exports on northbound routes (except for exports to South-East Asia which are
complementary). Australian imports seem to experience less competition for
capacity from imports bound for Asia on southbound trade routes.

Further freight rates data are presented in the case studies of major Australian liner
trades in chapter 5 and in appendix D.
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Figure 2.5 Index of nominal freight rates in selected Australian
northbound trades, 1989 to 19982
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& |ndices for Europe, SE Asia and Japan/Korea are based on estimates of actual terminal-to-terminal rates in
Australian dollars, averaged over all reefer and dry cargoes. Index for North America is for bulk pack meat in
cartons. Base year for North America is 1993.

Data source: Liner Shipping Services (sub. 10, p. 12-13).

Figure 2.6  Index of nominal freight rates in selected Australian
southbound trades, 1989 to 19982
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8 Based on estimates of actual terminal-to-terminal rates in US dollars, averaged over all reefer and dry
cargoes.

Data source: Liner Shipping Services (sub. 10, p. 12).
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3 Assessing regulation

The principal purpose of thisinquiry isto report on the appropriate arrangements for
regulation of international liner cargo shipping services. The ultimate objective of
any regulatory regime should be to enhance national welfare. In order to assess the
various regulatory options for international liner cargo shipping, including Part X, it
is necessary to identify where the nationa interest lies and what arrangements in
liner shipping markets are likely to promote that interest. The next step is to identify
those features of a regulatory regime that might facilitate such an outcome. These
issues are addressed below.

3.1 Identifying the national interest

Australiarelies aimost entirely on foreign shipping lines for international liner cargo
shipping services — liner cargo shipping therefore is an imported service input. As
explained in appendix B, liner shipping costs act in much the same way as a tax on
imports and exports, with the cost incidence a function of relative demand and
supply elasticities. Unlike taxes, however, shipping is an essential input to
Australia’s international trade.

In general, as discussed in appendix B, a reduction in the (inward and outward) cost
of liner shipping to Australia for a given quality of service, or improved service for

a given cost, will promote Australian economic well-being by reducing the cost of
imports to Australian consumers and users of importable inputs, and by making
Australian exports more competitive in world markets. this way, a reduction in
shipping costs or improved service promotes Australia’s international trade and thus
enhances Australia’s overall economic welfare.

Nonetheless, not all members of the community would gain. From the perspective of
import-competing producers, including Australian flag liner shipping operators, a
reduction in shipping rates is analogous with a reduction in tariffs. Although
national economic welfare generally would increase, local producers of competing
goods would then face increased competition from cheaper imports — the natural

1 g shipping costs fell worldwide, Australia’s relative competitive position may not change (this
woulc depend on Australia’s shipping costs as a proportion of export costs relative to other
countries), though Australia would still benefit from increased global trade.
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protection afforded some local producers by distance will diminish. The extent to
which individual producers are affected will depend on the net effect of shipping
rate reductions on their input costs versus any effect on the price of their output.

Some may consider that this detrimental outcome for some import-competing
producers weakens the case for lower cost or better quality shipping on inward
trades. However, national welfare gains would be reduced if lower shipping rates
were limited to outward trades. Unnecessarily high inward shipping rates will harm
the export sector by keeping intermediate input prices higher than they otherwise
would be and harm consumers by keeping import prices unnecessarily high.

Thus, though not all members of the Australian community will gain, the national
interest is best served by efficient and competitively-priced outward and inward
shipping services which directly promote the interests of Australian exporters and
intermediate users and final consumers of importable goods.

Australian shippers and the national interest

Australian shippers (exporters and importers) generally have a clear interest in
obtaining high quality shipping services at the lowest possible price. Reliable,
low-cost shipping services can give exporters and importers a competitive edge in
foreign and domestic markets respectively. Even if the shipper is a foreign-owned
intermediary (for example, a multinational trader), provided there is competition
between export traders and competition in markets for importables, lower shipping
costs will be passed on to domestic export producers and domestic consumers of
imports.

The Law Council of Australia disagreed with this assessment (trans., p. 69)
suggesting that exporters may have little interest in negotiating better arrangements
and rates with shipping lines if they (exporters) merely can pass on costs to foreign
buyers. It is correct that if demand for Australian exports were completely inelastic,
any shipping cost increases could be passed on to foreign consumers without
affecting the quantity of exports sold or the price received for them by Australian
producers. In other words, in this highly improbable situation,2 higher (or, indeed,
lower) shipping costs would not affect Australia’s national welfare and, indeed, it

2 | this were the case, it would imply that Australian exporters could charge any amount they
chose for their exports or that an export tax levied at an infinite rate should be levied. If
Australian exports were restricted artificially by a quota, rather than inelastic demand, there
would be an upper limit to the price that could be charged. In this case, lower freight rates
directly increase exporters’ returns and thus exporters have an incentive to pursue freight rate
reductions.
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would make little sense for Australian shippers to waste effort and resources trying
to obtain lower freight rates.

In reality, however, Australian exporters face intense competition in world markets
and, indeed, generally are regarded as price takers. In this environment, a saving in
shipping costs will trandate into a higher producer price for Australian producers
and/or increased exports (see appendix B, section B.2). At worst, the cost saving
will be shared between Australian producers and foreign buyers. Thus exporters
generally will have a very strong incentive to negotiate appropriate quality shipping
at the lowest possible price. Typicaly importers also operate in competitive markets
and face similar incentives.3

Thus, if Australian shippers seek to maximise profits, there is a broad coincidence
between shippers’ interests and the national interest in relation to international liner
shipping outcomes. In other words, shippers’ interests in relation to international
liner shipping act as a close proxy for the public interest.

3.2 Role of conferences

It follows from the discussion in section 3.1 that the main objective of any
regulatory arrangement for international liner cargo shipping services clearly should
be to promote efficient, adequate, reliable and competitively-priced international
liner shipping services to and from Australia. A threshold issue in this inquiry is to
establish what market arrangements are most likely to achieve this outcome and, in
particular, whether under any circumstances liner shipping conferences are likely to
promote such an outcome.

In contrast to bulk shipping, where each vessel carries one commodity on a charter
basis, demand for liner shipping is diverse in terms of cargo size and type as well as
aspects of service. The costs of coordinating these diverse demands virtually rules
out ship chartering as an efficient form of service deli¢e®n the other hand, the
supply of regular, scheduled liner services provides a means of reducing

3 Aswith export markets, if the Australian market were restricted by quota, importers (and/or
foreign exporters) would still have an incentive to obtain lower shipping costs. If Australian
importers held the quota, lower-priced, foreign-supplied shipping would increase national
welfare. However, the benefit is unlikely to be passed on to Australian consumers because the
domestic priceisfixed by the quota.

4 Fre ght forwarders consolidate cargoes to some degree and it is likely that computerisation will
further reduce transactions costs of coordinating shippers’ demands. However, it is unlikely
that liner services will be replaced by charter operations.

ASSESSING 33
REGULATION



transactions costs so that shippers with diverse demands are able to access liner
shipping services.

Liner shipping conferences and other cooperative arrangements such as consortia,
can provide a mechanism for efficient delivery of scheduled, direct shipping
services on a particular trade route. Lower costs of provision of such services
require the various economies of scale and scope, which characterise liner shipping,
to be captured. This might suggest that the service on each trade would be offered
by one or two large operators. However, a single shipping line may be loath to
commit several large vessels (and incur correspondingly large fixed costs) in order
to provide a comprehensive, regular, scheduled service where demand is uncertain
(and subject to large swings as the result of exchange rate movements) and where
that uncertainty is exacerbated by the possibility of rivals encroaching on the trade.

Cooperation with potential rivals offers an alternative way of reducing demand
uncertainty. A lower risk premium will mean that larger ships can be utilised and
filled to optima capacity (thus capturing economies of scale), while a large
conference fleet may generate additional economies (especially in terms of reducing
container costs) and provide the coordinated scheduling valued by shippers.
Importantly, conferences allow individual carriers to operate a global network, thus
spreading trade risk and alowing them to capture associated economies (for
example, by facilitating improved container logistics). In this sense, conferences
may promote more efficient supply of liner services than a large operator on an
individual trade (also see box 3.1 and appendix B). Clearly, however, they are not
the only viable organisational structure, particularly with the emergence of ‘mega-
carriers’ and rapid transhipment.

Because they involve cooperation, conference arrangements also can deliver market
dominance to conference participants (just as company mergers might lead to
market dominance). The extent to which such market power can be exercised will
depend on the incentives for, and ability of, conference members to take
independent action (that is, cheat), the extent of competition, or potential
competition, from shipping operators outside the conference as well as the
countervailing bargaining power of users of liner services.

5 While competition may reduce potential cost savings of conferences (by reducing their market
and scale of operation), it will reduce scope for the exercise of market power and
‘x-inefficiency’ within the conference.
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Box 3.1 Role of conferences

The supply of regular, scheduled liner services provides a means of reducing
transactions costs so that shippers with diverse demands are able to access (and
afford) adequate liner shipping services.

Liner shipping is characterised by a range of economies of scale and scope which
suggest that low cost supply of coordinated services is likely to require some form
of industry integration.

Conferences provide for a looser form of cooperation than a single company or joint
venture and typically are route specific (even limited to one direction on each route).
They may engage in joint price setting, capacity rationalisation, revenue and/or cost
pooling arrangements, discriminatory pricing structures, and forms of customer
loyalty agreement.

Much of the behaviour of conferences appears consistent with classical cartel or
monopoly behaviour. However, alternative models have been developed to take
account of the fact that liner shipping operators do not appear to earn monopoly
profits. For example, ‘open cartel models suggest that monopoly profits are
dissipated in a process of excessive service competition between conference
members and creation of excess capacity.

Though many practices of conferences seem consistent with cartel behaviour, there
may be alternative explanations. For example, apparent price discrimination (with
some prices exceeding marginal cost) may be an efficient means of recovering
high, joint fixed costs.

Traditionally it has been argued that industry cooperation is necessary to ensure
market stability. By reducing the risk associated with supplying large vessels to a
trade, conferences may facilitate use of vessels and promote operations of optimal
size, thus providing the regular services shippers demand, at low cost.

The key to the impact of conferences in practice is whether they face effective
competition or, at least potential competition from outside the conference (even
though they reduce competition among members). In other words, to what degree
are they constrained to charge competitive prices and to operate efficiently?

The extent of market contestability and thus the intensity of competitive forces
ultimately must be a matter for empirical investigation. Nonetheless, the fact that
conferences are common in liner shipping and that they have persisted for over a
century despite massive market expansion, technological change (especially
containerisation) and the absence of significant barriers to entry suggests that they
are not just monopoly cartels. Indeed, in the absence of regulatory barriers to entry,
any entry restrictions must derive from the incumbency advantage of conferences
themselves. In other words, any market power of conferences must derive from the
cost savings they generate. If this is the case, elimination of conferences in a bid to
remove market power inevitably will incur an efficiency cost.
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If it is accepted that conferences can play a potentially useful role in service delivery

— and most participants in this inquiry appear to agree on this point — it follows
that an appropriate regulatory regime is one that can identify such beneficial
arrangements and help to ensure that benefits are achieved and shared with
Australian shippers, whilst minimising the potential to exploit monopoly power, to
the detriment of Australian shippers. Conversely, a regime with the objective of
thwarting such arrangements, while possibly weakening any market power of
shipping lines, is likely to eliminate a source of potential benefit to Australian
shippers and the community overall.

3.3 Evaluation criteria

In assessing the advantages and disadvantages of Part X and alternative regulatory
regimes, the Commission has been guided by the terms of reference, the
Productivity Commission Act 1998 (see box 3.2) and the broad regulation review
principles established by the Commonwealth Government together with the criteria
of the Competition Principles Agreement (see chapter 1, box 1.1). These various
criteria may not always be fully compatible and trade-offs sometimes will be
necessary.

Drawing on these various guidelines and recognising the characteristics of liner
shipping markets, the Commission considers that relevant criteria for assessing the
various options include:

minimising adverse effects on competition. As a general rule, competition will
generate lower prices and better services for consumers. Nonetheless, care must
be taken in defining and assessing competition. Under Gbmpetition
Principles Agreement (CPA), all legislation that restricts competition is required

to be removed unless it can be demonstrated that the benefits of the restriction
outweigh the costs and that restriction of competition is necessary to achieve the
objectives of the legislation. Shipping conferences may be defended on the
grounds that, while they limit competition between conference members, the
result may be more stable and efficient service provision because they allow
shipping operators to achieve a range of production economies. Nor is it clear
that conferences necessarily limit competition — for example, the alternative to a
conference may be a trade falling into the hands of one or two operators,
especially on thin trades. In addition, the extent of competition in the industry
may not be measured adequately by producer numbers. In particular, the degree
of market contestability is a critical factor in assessing the level of competition in
the market, as is the definition of the extent of the market itself. These issues are
central to this inquiry and are discussed in chapter 6, section 6.2;

36 INTERNATIONAL

[a"2"TV



Box 3.2 Section 2.8 of the PC Act: general policy guidelines for the
Commission

In the performance of its functions, the Commission must have regard to the need:

(a) to improve the overall economic performance of the economy through higher
productivity in the public and private sectors in order to achieve higher living
standards for all members of the Australian community; and

(b) to reduce regulation of industry (including regulation by the States, Territories
and local government) where this is consistent with the social and economic
goals of the Commonwealth Government; and

(c) to encourage the development and growth of Australian industries that are
efficient in their use of resources, enterprising, innovative and internationally
competitive; and

(d) to facilitate adjustment to structural changes in the economy and the avoidance
of social and economic hardships arising from those changes; and

(e) to recognise the interests of industries, employees, consumers and the
community, likely to be affected by measures proposed by the Commission;
and

(f) toincrease employment, including in regional areas; and
(g) to promote regional development; and

(h) to recognise the progress made by Australia’s trading partners in reducing both
tariff and non-tariff barriers; and

() to ensure that industry develops in a way that is ecologically sustainable; and

() for Australia to meet its international obligations and commitments.

. consistency with Australia’s economic power and legal jurisdiciitws inquiry
raises issues concerning the extent of Australia’s jurisdiction over foreign service
providers and Australia’s commercial powers over international business
operations (see appendix B for a discussion of countervailing power). Any
regulatory approach must recognise these constraints — in other words, it must
be workable and enforceable in a manner that promotes Australia’s interests;

. compatibility with international regulatory regimes. The terms of reference
require the Commission to take into account the interface of the various
regulatory options with international regulatory regimes and international
agreements;

- minimal regulation. Underlying Commonwealth guidelines, guidelines in the
Productivity Commission Act (see box 3.2), and the terms of reference for this
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inquiry, is a general presumption that regulation should be applied only where it
clearly can be demonstrated that such intervention would be preferable to market
outcomes. An interesting issue in this inquiry is whether an exemption from
competition law (Part X), albeit a conditional exemption, which allows private
operators to enter into various arrangements at their discretion, involves more or
less regulation than the application of national competition law, which might
prevent them from making such arrangements;

predictability. The terms of reference ask the Commission to assess the
‘predictability of outcome on standards of shipping services provided’ under
each regulatory option considered;

flexibility to adapt to changing circumstances. Commonwealth guidelines for

good regulation suggest that regulation that promotes broad outcomes rather than
prescribing means of achieving those outcomes may be less likely to interfere
with market innovation and development; and

low administrative and compliance costs; transparency; and regular reviews.
Commonwealth guidelinesuggest that these features should be taken into
account when assessing various regulatory options.

These criteria provide broad guidelines only — it is highly unlikely that any
regulatory approach will fulfil all requirements. Nonetheless, they provide a useful
and consistent checklist against which to assess relevant options for regulating
international liner cargo shipping services and liner conferences in particular.

Some participants to this inquiry (see ACCC, sub. DR36 and Department of the
Treasury, sub. DR35) argue that the paramount objective in this inquiry should be to
ensure consistent application of domestic competition laws. For example, the
Department of the Treasury states that:

... the first concern is to seek liner shipping regulation which complies with the
domestic competition framework. (sub. DR35, p. 18)

The Commission does not agree that uniform application of domestic competition
laws should be the principal objective of regulation of international liner shipping.
As stipulated in the terms of reference to this inquiry (which are based on CPA
principles), the ultimate objective must be a regulatory regime which best serves the
national interest.

The terms of reference also require the Commission to take into account
compatibility of Australian regulation with international regulation. Of course,
uniform application of domestic competition law may be desirable if it enhances
outcomes for Australian shippers. This possibility is explored in chapter 7.
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The Commision also is required to have regard to the effect of regulatory options on
economic and regional development and the competitiveness of business including
small business.
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4  Current regulation of international
liner shipping

This chapter briefly examines recent reviews of Australian regulation of shipping
conferences, considers the current state of regulation in Australia and the rationale
for this approach, outlines competition law applying to shipping in severa maor
overseas economies and, finally, discusses relevant international agreements.

4.1 Regulation of conferences in Australia

The earliest conferences were formed in the years immediately after the opening of
the Suez Canal in 1869. The opening of the canal significantly reduced the length
and time of the voyage from Europe to Asia, creating substantial excess capacity in
shipping markets. Excess capacity not only led to intense competition, rate cutting
and an erosion of profit margins, but to unpredictable sailing schedules as owners
kept vessels on berth in an attempt to gain additional cargo.

The UK—-Calcutta Conference, established in 1875, is generally considered the first
successful conference agreement. Thereafter, shipping conferences were introduced
on all major trade routes, including those linking Australia with Europe, North
America, Asia and New Zealand. At times, notably in the 1950s and 1960s,
conferences appear to hapessessed some degree of market power in Australian
trades. However, since the introduction of containerisation in the 1960s, liner
shipping has undergone significant technological and organisational changes.
Amongst these was a change in the institutional and competitive structure of liner
shipping, effectively eroding the market power of conferences, coupled with a
reduction in the market share held by conferences in Australian liner trades.

Over the last 20 years, there have been three major reviews of competition
regulation for liner shipping in Australia, only one of which resulted in legislative
changes being passed (see box 4.1). Common themes running through these
inquiries have been a recognition of the potential cost-saving and service benefits to
Australian shippers from conferences, the need to promote countervailing power of
shippers, a desire to encourage commercial resolution of issues where possible,
some extension of the powers of shippers on inward trades (to the extent considered
feasible) and continued provisions for protection to Australian flag shipping
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(provided that it was efficient). Both the 1986 and 1993 inquiries favoured separate
bodies being established to oversee liner shipping regulation.

Box 4.1 Recent reviews of Part X

There has been a long history of Commonwealth regulation providing shipping
conferences with conditional exemption from competition legislation. This continued
when the Trade Practices Act (TPA) was introduced in 1965, with overseas liner
shipping excluded as a special case until new provisions (Part XA) were inserted in
1966. These allowed exemptions from all of the competition rules in Part IV of the TPA
for all registered conference agreements, in return for undertakings to enter into
negotiations and provide information to the designated shipper body. Conference
agreements could be disallowed if conferences or their members failed to comply with
an undertaking or appoint a local agent, or if they failed to have due regard for the
need for services to be efficient, economical and adequate, or if they hindered the
entry of an Australian flag carrier. In 1972 the Australian Shippers’ Council was formed
as the designated shipper body under the TPA. It was divided into ten groups for each
regional conference. Previously there had been separate shipper bodies for each
conference. The Council ceased operation in 1989 after Commonwealth Government
funding was withdrawn. The newly established Australian Peak Shippers Association
became the designated peak shipper body in 1990.

While Part X was not changed significantly until 1989, the extension of the TPA in
1974 to cover a wider range of anti-competitive practices effectively meant that the
exemption granted to conferences became more extensive.

In 1977 the Minister for Transport established a departmental study group to review
overseas cargo shipping legislation. This review (Grigor Report) observed a number of
weaknesses in the legislative backing for shippers in their negotiations with
conferences, but no amendments were made to Part X.

In 1984 the Commonwealth Government established an Industry Task Force to review
overseas liner shipping and its regulation. The Task Force (which reported in 1986)
recommended a separate Shipping Act granting continued allowance of cooperative
agreements between carriers but with stronger pro-competitive safeguards on
agreements, prohibition of predatory and discriminatory practices and establishment of
a Shipping Industry Tribunal to consider conference agreements and complaints made
about them.

(Continued next page)

42 INTERNATIONAL

[a"2"TV



Box 4.1 (Continued)

This report provided the basis for amendments to Part X in 1989, providing greater
regulatory oversight of carriers while improving the bargaining power of shippers. To
the extent that the regulatory regime is able to influence behaviour and outcomes,
these changes generally improved the relative negotiating position of shippers. The
exemption of conferences from Part IV was limited to sections 45 and 47. In particular
the misuse of market power provisions (section 46) became applicable to inward and
outward conferences. In addition price discrimination by conferences between similarly
placed exporters was prohibited. Complementing these changes, shippers were given
powers to require conferences to negotiate minimum service levels (in addition to the
traditional terms and conditions for shipping).

In 1993 the Commonwealth Government commissioned a further inquiry into Part X
(Brazil Review), in particular to examine how well the regulation had achieved its
objectives and the possibility of removal or modification to Part X exemptions for
carriers (for example, banning of pooling, extension of provisions to inward shipping).
The Brazil Review recommendations included retention of Part X with a series of
proposed amendments particularly with a view to enhancing shippers’ positions. In
particular it argued that the provisions available to shippers be extended to importers,
that the Commonwealth Government provide funding to a peak shipper body and that
the Minister have powers to refer accords and discussion agreements to a proposed
Liner Cargo Shipping Authority. The review recommended establishment of the Liner
Cargo Shipping Authority to resolve disputes between carriers and shippers and take
over the role of competition regulator under Part X.

While Part X was retained, the Government did not implement any of the other
recommendations and the 1989 provisions remain in force.

Source: Brazil et al (1993); DoT (1986).

4.2 Objectives and key provisions of Part X

The underlying objectives of the current Part X are akin to those in earlier
Australian competition regulation applying to liner shipping and those underlying
similar legidation overseas. Governments are seeking to establish a regulatory
regime which captures the cost economies and enhanced service possibilities
provided by conferences, while preventing abuse of the potential increase in market
power given to carriers by allowing explicit price, service and capacity agreements
between them. If successful, such a regime would see cost savings and service
improvements passed on to shippers. It is important to recognise that for many
Australian shippers, quality and reliability of service may be considerably more
important than modest savings in ocean freight rates.
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In addition to this objective focussed on efficiency, Part X also aims to foster stable
access to outward shipping in al states and territories and to prevent conferences or
carriers with market power from unreasonably limiting participation of efficient
Australian flag shipping in outward trades. In drafting Part X, successive
governments also have been mindful to avoid conflicts with overseas competition
policy regimes for shipping.

In pursuing these objectives, Part X gives carriers (on both inward and outward
routes) limited exemption from trade practices laws which could otherwise severely
limit their ability to form conferences, discussion agreements and other forms of
cooperation. These exemptions enable carriers to cooperate in the provision of
shipping services and discuss and reach agreements on capacity, services and prices
that they offer jointly.

In return for these limited exemptions, Part X imposes certain information
requirements on outward conferences and gives rights and powers to shipper bodies

aimed at improving their countervailing power and limiting conference carriers’
ability to exploit any additional market power that Part X may have given them. In
addition, investigatory roles are provided for the Australian Competition and
Consumer Commission (ACCC) and, to a lesser extent, the Australian Competition
Tribunal (ACT). Delegated representatives of the Minister for Transport (‘the
Minister’) have rights to receive certain information from conferences and to attend
negotiations between shippers and conferences. The Minister has the power to make
orders regarding the registration of conference agreements considered to be in
breach of part X requirements and against any outward carriers breaking certain
provisions of Part X. Some of the key provisions of Part X are outlined below in
more detail.

Objectives

The three specific principal objects (all relating to outward shipping) prescribed in
Part X are:

to ensure that Australian exporters have continued access to outward liner cargo
shipping services of adequate frequency and reliability at freight rates that are
internationally competitive;

to promote conditions in the international liner cargo shipping industry that
encourage stable access to export markets for exporters in all States and
Territories; and

to ensure that efficient Australian flag shipping is not unreasonably hindered
from normal commercial participation in any outward liner cargo shipping trade.
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Exemptions

The Act provides registered liner cargo shipping conference agreements with
exemptions from section45 (arrangements restricting dealings or affecting
competition) and, with the exception of third-line forcing, section 47 (exclusive
dealing) of the TPA. These exemptions only relate to certain activities under a
conference agreement, such as fixing freight rates, pooling of earnings, losses and
traffic, restriction of cargo quantities carried and restriction of new entrants to the
agreement. Loyalty agreements also are specifically given these exemptions,
although a shipper has the option to remove this exemption in relation to its own
dealings with conferences. Other provisions of the conference agreement will also
be exempt if they are necessary for its effective operation and are of overall benefit
to Australian exporters. Inward shipping services are provided with a blanket
exemption from sections 45 and 47, with the exception of third-line forcing.

Since 1989, conferences have not been exempt from the operation of section 46
(misuse of market power). No actions have been brought against shipping lines
under this section.1

Part X defines conferences very broadly as an unincorporated association of two or
more ocean carriers carrying on two or more businesses each of which includes, or
is proposed to include, the provision of liner cargo shipping services. This approach
restricts legal arguments about what forms of cooperation constitute a conference
under Part X. Carriers therefore have registered many different agreements, such as
consortia and joint service agreements under Part X. The shipping industry would
not consider such arrangements to be conferences in the traditional sense.

Shippers’ rights

Shippers (through shipper bodies) are given certain rights in dealing with
conferences, which they could not generally expect to obtain in norma commercial
negotiations. Allowing carriers to form conferences that may otherwise be illegal

enables these requirements to be imposed as a quid pro quo — if conferences do not

wish to meet the requirements they would then come under the ambit of the general
provisions of the TPA. In addition, division 9 places certain requirements on non-
conference operators found by the ACT to possess substantial market power on an

1 jtis possible that the mere threat of section 46 might have been sufficient to deter abuses of
market power, although the strong competition evident in Australian shipping markets in
recent yearsis unlikely to have provided any significant market power for carriers.
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outward trade route,2 to negotiate with designated shipper bodies. These operators
remain subject to all provisions of the TPA. Hence for operators in this category, the
existence of Part X potentially increases the extent of regulation faced. These
provisions are discussed further below and in chapter 8.

In anumber of ways, there is an attempt to provide countervailing power to outward
shippers in their dealings with conferences. Part X gives shippers the right to
cooperate in negotiating with shipping conferences. The Minister may declare an
association a designated peak shipper body if it represents the genera interests of
shippers on outward liner cargo trades. Currently the designated peak body is the
Australian Peak Shippers Association (APSA). If required by the peak shipper body,
conferences must negotiate concerning minimum levels of shipping services to be
provided (s.10.29). Similarly, section 10.41 requires conference members to
negotiate with a designated shipper body on ‘negotiable’ shipping arrangements
such as freight rates, frequency of sailings and ports of call.

An association representing the interests of shippers in particular products or trades,
or from a particular region, may be declared by the Minister as a ‘designated
secondary shipper body'. Currently twelve such secondary bodies are registered.
While they do not have the automatic right to require conferences to negotiate with
them, the Registrar of Liner Shipping may grant this privilege for particular
agreements. In practice, APSA often has delegated its negotiating rights to
secondary shipper bodies.

Secondary shipper bodies are given the right to require both conference members,
and non-conference lines with substantial market power, to negotiate on freight
rates, terms and conditions of carriage and levels of service. They are given
exemption from sections 45 and 47 for the purposes of negotiating with carriers and
entering into loyalty agreements with them. Ciritically, there is no requirement for
negotiations to be successful, hence shippers are not provided with a power of veto.
But as noted below, shippers (including shipper bodies) may complain to the
Minister if they believe that the outcome of negotiations, or the content or operation
of a conference agreement, breaches Part X. Shippers and shipper bodies have
similar rights with respect to breaches committed by individual carriers with
substantial market power.

Part X also gives shippers the right to obtain from conference carriers information
reasonably necessary for negotiations. It also allows an authorised officer of the
Department of Transport to attend negotiations between conferences and shippers
and to present suggestions which conferences are obliged to consider, but need not

2 A carier may agree, without an ACT report, to the Minister registering it as having substantial
market power under division 9.
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accept. Conferences and carriers found to have substantial market power are
required to give at least 30 days notice to the relevant shipper bodies, of changesin
matters such as freight rates or service levels. This provides the opportunity for
shippers to activate the negotiation process and gives them some time to adjust their
own operations.

Further, section 10.06 requires agreements between outward conferences and
shippers to provide expressly for questions arising under the agreement to be
determined in Australia under Australian law, unless otherwise agreed by the parties
and the Minister. This provision gives protection to shippers from having
unfavourable jurisdictions imposed upon them in dealing with their contracts with
carriers. Further, all ocean carriers must be represented in Australia by a registered
agent for the purposes of the Act.

The extent to which the above provisions have delivered some additional
negotiating advantage or additiona market power to Australian shippers is
discussed further in chapter 5.

The penalty provisions of Part X (discussed below) potentially offer some additional
support to shippers in negotiations and ongoing dealings with conferences and could
allow action against a conference for matters such as excessive pricing or failure to
provide adequate services.3

Investigations and penalties for conferences

At the request of the Minister, or of a party affected by the operation of a registered
conference agreement, the ACCC may investigate whether a conference agreement
contravenes either the minimum registration requirements contained in
sections 10.06 to 10.08, or the other obligations of Part X. These include failure to
negotiate with designated shipper bodies and failing to have due regard for the need
for shipping services to be efficient and economical and of reasonable capacity and
frequency to meet shippers’ needs. The ACCC reports to the Minister who has the
power to decide what action, if any, to take. Except in special circumstances, the
Minister can act only after having received and considered the Commission’s report.

The possible penalties for conference carriers found by an ACCC investigation to
have breached their obligations under Part X are partial or total deregistration of the

3 Dick (1983) argued that the proposed introduction of a similar efficiency sanction in Part XA
in 1966, was important in instigating the 1966 rationalisation (in consultation with the
Department of Trade) of the conference to the United Kingdom and Europe, leading to a small
fall in rates.
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conference agreement concerned (section 10.44), hence rendering that agreement (or
parts of it) liable to al provisions of the TPA.

However, there is considerable opportunity for possible breaches to be resolved by
conferences agreeing to provide appropriate undertakings regarding the actions
concerned. The Minister can make orders against a conference under section 10.44
only if consultations have been undertaken with the conference members. Thisisin
line with the philosophy underlying Part X to allow, as far as possible, outcomes to
be determined by commercial negotiations rather than regulatory intervention and
penalties. In addition, it reflects the perceived importance of conferences in
delivering shipping services and hence the desire to avoid deregistration. Chapter 8
considers the issue of possible changesto penalties for breaches of Part X.

Inward shipping

While giving inward shipping conferences the same limited competition law
exemptions as conferences on export trades, Part X provides no offsetting power for
Australian importers. This appears to reflect a desire to avoid conflict with
regulatory regimes of other countries. In addition, conference and shipping
agreements for inward trades traditionally have been made overseas between foreign
exporters and carriers, thus giving only a small role to Australian importers and
raising uncertainties about jurisdictional, enforcement and investigatory matters.

Thus, under Part X, Australian importers are not given the legidative right to
negotiate collectively with carriers. In the import trades, the extent of legidative
counterbalancing of any conference market power at present is left implicitly to the
operation of competition legislation in the source country (as well as market forces).
As with outward shipping, section 46 applies to inward conferences, although
jurisdiction and enforcement may be more difficult. The case for giving Australian
importers greater rights under Part X is considered in chapter 8.

Other provisions

In at least two ways Part X contributes to the goal of encouraging stable access to
export markets for all states and territories. First, because conferences are likely to
be able to provide more frequent and comprehensive services, they may be better
placed to service smaller states and thinner trades than independent lines.4 Hence
allowing conferences to form, requiring them to specify minimum service levels and

4 |n the case of some regiona ports, however, exports may be limited to a few, seasonal
commodities. In these circumstances, it is possible that niche operators will provide irregular,
essentially chartered, services rather than conferences providing a scheduled liner service.
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providing shippers the right to negotiate with conferences on a collective basis, may
assist smaller states. Secondly, the Minister may cancel all or part of a conference
agreement registered under Part X if the conference fails to provide the capacity and
frequency of service reasonably required by shippers.

Part X also contains provisions for the Minister to deregister conference agreements,
or make orders against non-conference carriers with substantial market power,
which prevent or hinder efficient Australian flag shipping operators from engaging
reasonably in outward liner cargo shipping. These provisions are discussed further
in chapter 8.

Division 11 of Part X allows the Minister to order carriers (conference or other) on
outward liner services, not to engage in a particular (unfair) pricing practice, if the
relevant prices are less than those rates actually charged on the trades concerned by
carriers not enjoying non-commercial advantages given by a government. Such
pricing has to be of such a magnitude and recurring nature that it inhibits efficient
and economical services being provided at a capacity and frequency reasonably
required by shippers and also must be contrary to the national interest. In
determining the national interest for division 11, section 10.67 draws particular
notice to the needs of Australian exporters for adequate and competitive shipping
services and the extent to which their competitors have access to the benefits of the
pricing practices being examined. These provisions are discussed further in
chapter 8.

The 1986 Industry Task Force (DoT 1986, pp. 111-114) recommended provisions

of this nature and they were introduced as part of the 1989 amendments to Part X.
They appear largely to reflect concerns about the possible impact of subsidised
state-owned shipping lines on the competitiveness of Australian flag shipping and
on the stability of scheduled liner conference services.

Under section 10.05, all outwards carriers are prohibited from discriminating

between shippers requiring similar services, if such discrimination is likely to cause
substantial lessening of competition in a market. Discrimination based on cost
differences due to different origins or destinations, or types or quantities of cargo, is
allowed. Similarly, price differences due to the carrier's capacity or the time at

which the service is required are also allowed. These issues are examined in
chapter 8.

Part X does not include a number of provisions contained in some overseas shipping
regulation. It does not require publication of agreements with shippers, nor does it

ban loyalty agreements or require conferences to be open. These sorts of provisions,
though ostensibly in shippers’ interests, might in some instances operate to lessen

CURRENT 49

N W BT o TN



the benefits of establishing conferences and stifle potential competition between
conference members.

4.3 Rationale for current regulation

As noted in section 4.2, the provisions of Part X represent a delicate balance
between allowing carriers to cooperate in order to achieve scale and scope
economies, while facilitating countervailing shipper power via negotiation and
information rights. Particularly on relatively thin trades, achievement of the desired
frequency and quality of service may require either cooperation between a number
of carriers or provision of services by only one or perhaps two lines. Conferences
also may generate cost savings by allowing better regional and/or global network
economies for carriers than if a similar service were provided by fewer carriers.
These issues are discussed further in chapter 3 and appendix B.

As discussed in section 4.4 below, different countries have developed a variety of
regulatory regimes for the shipping industry, based on this broad model.

Liner shipping services used by Australian exporters and importers are amost
totally foreign owned and, with the exception of port and stevedoring operations
within Australia, utilise foreign resources ailmost exclusively. Hence, of themselves,
cost savings generated by conferences provide no benefit to the Australian economy,
while the potential for uncompetitive pricing may have increased by allowing ship
owners to cooperate. In the extreme, if conferences provide carriers with
substantially increased market power they could result in prices increasing despite
costs being lowered. Only if cost savings are trandated into lower freight rates
and/or better service for shippers will the Australian economy gain from the cost
advantages of conferences.

Hence if the competitive freight rate objectives of Part X are to be achieved, it is
crucial that offsetting forces exist to channel some or al of the cost savings into
lower shipping charges. These may be the existing market power of shippers,
competition from carriers outside the conference, competition from within the
conference (for example, conference lines undercutting each other) or provisionsin
Part X which operate to improve the operations of any of these factors. If
competition within conferences and between conferences and non-conference lines
were guaranteed to generate efficient market outcomes, cost savings could be
expected to be passed on to Australian shippers and the efficiency objectives of
Part X would need no special mechanisms to achieve these benefits for Australia.
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However, Part X takes the approach that providing the special privileges to
Australian shippers noted above in section 4.2, will further increase the likelihood of
achieving beneficial outcomes from allowing conferences.

Part X also explicitly seeks to promote access to international liner shipping for
exports from all states and territories. This objective relates to perceptions of
fairness or equity between regions and potentially involves both uniform rates and
access to services. Uniform pan-Australian freight rates were a common feature of
liner cargo shipping for many years, although Part X has never imposed them on the
shipping industry. However, as with other industries where competition has
increased, Australia-wide rates now are far less prevalent in shipping. Availability
of frequent and regular services is the other part of this objective and is of
fundamental importance to regional exporters.

Part X further aims to defend the position of efficient Australian flag shipping
against unreasonable behaviour of conferences or independent carriers with
substantial market power. Traditionally, such provisions have either reflected
concern that foreign dominated cartels may discriminate unfairly against efficient
Australian carriers, or have aimed to provide an information source on international
shipping costs, presumably to assist Australian shippers in negotiations with
conferences or to maintain conference rates at efficient levels. The significant fall in
the role of Australian flag shipping in recent years has reduced the relevance of
these objectives.

The difficulty of such subsidiary rationales for Part X is the possible conflict with
the primary aim for services of the quality that shippers require at internationally
competitive freight rates. If Australian flag shipping is not cost competitive with
overseas carriers, any efforts to enshrine its place in conferences will tend to lead to
the maintenance of excessive freight rates and/or losses for the Australian flag
carrier. Similarly, any attempt to coerce conferences to adhere to uniform rates or
increase service levels for smaller or outlying ports must generate higher charges or
poorer service for other shippers.

4.4 International regulation

Block exemptions to competition rules for international liner shipping, similar to
Part X, are provided by a number of mgjor trading economies. In most of these
countries exemptions are subject to certain conditions and may