NOTES AND COMMENTS

COMPETITION, CONTESTABILITY,
AND THE LINER SHIPPING INDUSTRY

A Comment

By W. B. Jankowski*

In a recent article in this journal Davies (1986a) maintains that the international
liner shipping industry is one in which the a priori considerations of contestability
are satisfied. He further claims that the actual performance of the industry is
consistent with that predicted by contestability theory, and therefore that the
theory is ““an eminently relevant analytical tool and one which has some very
important implications for the policy maker”.

This note questions Davies’s findings, and suggests that market contestability
is inadequate as an industry model and a policy framework for liner shipping.

A PRIORI CONSIDERATIONS

The theory of contestable markets predicts that, if entry and exit are free and
there is a possibility of “hit-and-run” entry, the inefficiencies traditionally associ-
ated with high concentration will not arise. The potential competition will
prevent established firms from exploiting the lack of actual competition in the
industry. It should be emphasised that only when the two conditions hold simul-
taneously will the contestability results arise — freedom of entry and exit, alone,
is not sufficient (Schwartz, 1986).

Davies (1986a, p. 303) argues that the mobility of ships “allows them to be
moved from trade to trade, and the existence of an active second-hand market
means they can be disposed of relatively easily’’, and this ensures the freedom of
entry and exit. The rigidity of conference pricing and the possibility of contracts
between shippers and entrants ensure the feasibility of ‘“hit-and-run’ entry.

To examine whether liner shipping satisfies the assumptions of contestability
theory, consider first two possible situations on the asset markets: (a) there is no
excess capacity available and (b) there is excess capacity.

If there is no excess capacity, an entrant has to bid for the existing assets.
Establishing a new line is different from bulk and charter services because it
requires a fleet of vessels, the size of which will differ according to the route.
It cannot be assumed, therefore, that the effect on asset prices will always be
negligible. For example, Davies (1983) estimated the capital required to enter
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the US Far East trade at about US$373 million (1978), not including the cost
of shore-based infrastructure. It is irrelevant whether the required ships are
purchased or whether they are leased; the need to bid for the given stock of
ships must translate into higher asset costs than those incurred by the existing
carriers. This cost asymmetry, however, will result in a barrier to entry which is
inconsistent with the assumptions of the theory.

The alternative to bidding for existing assets is to have the new ships built.
In this case, however, since the building of ships cannot be done instantaneously,
“hit-and-run” entry in response to every profitable opportunity will not be
feasible, and therefore the disciplining force of potential competition will be
substantially weakened.

The second possibility is that there is excess capacity (this seems to describe
the situation in recent years). In this case, acquiring the ownership of assets is
easy, but reselling assets (given excess capacity) will become more difficult. This
in turn will impede the “run” part of “hit-and-run” entry. With “run” more
difficult, fixed costs will at least partly give rise to sunk costs (since ships have no
alternative uses); this violates the a priori conditions of contestability.

Consider now the leasing or chartering of capacity. Both entry and exit are
easy. Exit merely requires that leasing contracts or charter agreements be not
renewed. Suppose that, for now, we assume (as in Davies, 1986a, p. 303) that
the incumbent lines cannot quickly reduce their prices when challenged by a
new entrant. Adjusting prices, however, is only one of the options available to
the incumbents. The alternative is to leave the industry, and there is no reason
to assume that there is any asymmetry related to exit. That is, once the fact of
entry is known, the incumbent is free to leave the market as fast as, or even
faster than, the new entrant, since the entrant becomes committed to fullfil his
obligations towards shippers. The implications of this case, however, are very
significant; they were first identified by Schwartz and Reynolds (1983).

Consider a monopoly line (a case for which contestability should be most
relevant). In order to forestall entry, it has to set prices which will allow it to
break even, but which will not result in positive economic profits. These prices
will ensure that no entry takes place (provided that sustainable prices exist),
while the existing carrier earns zero economic profits for ever. The carrier,
however, can do better than that. Suppose he sets monopolistic prices. These
prices will eventually invite entry. Once the entry takes place, however, the
incumbent can leave the industry. This strategy is clearly superior to setting
competitive prices, as the incumbent can earn positive ecnonomic profits before
the entry takes place. The new entrant then becomes the monopolist in the
market. The same reasoning applies to him. Therefore only monopolistic prices
will prevail in this (almost) perfectly contestable market. Unless market contest-
ability theory can explain why exit should always be easier for the new liner
services than for the old ones, contestability theory will result in this counter-
intuitive and obviously false prediction.! (Low profitability in the industry has

! One can explain the low profitability of liner shipping by referring to the presence of com-
petition between conferences, competition from non-conference lines, irregular carriers and
other modes, and auxiliary hypotheses such as the presence of excess capacity. But contest-
ability theory then loses its relevance.
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been a rule, rather than an exception.) The available empirical evidence does
not reveal any asymmetry related to exit. For example, a Canadian Transport
Commission study (1984, p. 19—20) has identified 49 lines which withdrew from
Canadian trades in the period between 1977 and 1982. Of the 49 lines 20
belonged to conferences; thus, even conference membership did not seem to
impede exit. )

Furthermore, it may be incorrect as a generalisation that conferences are
always unable to adjust prices. A study conducted by the Canadian Transport
Commission (1979) revealed a number of ways in which conference members can
adjust prices in response to entry. One way of dealing with lower prices of new
entrants is to establish an emergency rate committee. Typically, the committee
is composed of the largest and the dominant members of the conference, and is
given authority to adjust rates without having to obtain approval from the remain-
ing member lines. Alternatively, the conference may temporarily declare rates on
selected commodities open, thus allowing all members to set prices at rates
needed to meet the challenge of the new competition. Also, the well documented
incidences of price wars between conferences and new lines clearly contradict
the general notion that conferences are unable to adjust prices in response to
entry (see, for example, Canadian Transport Commission (1979, 1985), and US
Department of Justice (1977)).2 ’

In addition, even the presence of contracts does not guarantee that the existing
lines will be unable to react in response to new entry. This is because some, if not
all, shippers will have an incentive to inform incumbents about entrants’ prices in
order to force the incumbents to make a lower counter-offer. The existence of
loyalty contracts between shippers and the liner conference further reduces the
likelihood that shippers will defect before trying to renegotiate rates, especially
given the possibility of losing loyalty discounts if the entry should fail, or be of a
“hit-and-run” variety. Rate renegotiations are quite common, as reported in a
survey conducted for Consumer and Corporate Affairs Canada (Ludwick, 1983).
This is not to say that entry can never take place or can always be forestalled. The
“hit-and-run” type of entry in the sense defined by the theory, however, appears
unlikely.® In the empirical part of his paper, Davies (1986a, p. 309) defines
“hit-and-run” entries as those lasting one year or less, or two years or less. The
definition of “hit-and-run” entry in contestability theory, however, is not based
on any absolute period of time. To achieve consistency, one would have to prove
that it takes between one and two years for existing lines to respond to new

2 This is not to say that there are no instances where conference rate setting has been rigid
and relatively unresponsive to new developments in shipping markets. The question is whether
or not this is a general and intrinsic characteristic of pricing in the industry.

3 “Hit-and-run” entry can, however, originate from irregular “fly-by-night” carriers (this is not
the type of entry discussed by Davies). It is well recognised in the literature that this type of
opportunistic entry could be destabilising for the industry. The liner conferences have been
exempted from anti-trust laws to prevent it. Enhancing contestability and increasing the poss-
ibility of ‘“hit-and-run” entry from irregular carriers (by disallowing loyalty contracts, for
example) is considered to be generally undesirable, and a potential threat to the viability of the
regular liner services. ‘
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entry, and the response has to include both price reduction and exit. That proof
of consistency has not been given by Davies.

In sum, the assumption of freedom of entry and exit will hold only in the
case of available excess capacity, where all the needed vessels can be rented or
chartered. Even in this most favourable case, the feasibility of ‘hit-and-run”
entry is doubtful; and, as has already been indicated, unless both conditions
hold simultaneously the contestability results are not guaranteed. Where there
is no excess capacity or where the needed ships have to be purchased, the
violations of contestability assumptions may be even greater. Thus, market
contestability assumptions describe the conditions of the liner shipping to a much
smaller degree than it is claimed by Davies, and the generalisation that “the liner
industry closely matches the requirements of the extreme, ideal, perfectly con-
testable market™ appears premature.

EMPIRICAL EVIDENCE

The empirical proof of contestability is based on the notion that a history of
frequent entry and exit is a sufficient (though not necessary) demonstration of
contestability. This interpretation (on which the empirical part of Davies’s paper
hinges) of the contestability theory is simply wrong. It is true that the authors of
the contestability theory are at least partly responsible for the confusion (Baumol
et al., 1982, p. 466) when they use the incidence of entry and exit as an indic-
ation of contestability — nowhere do they establish that this provides a sufficient
proof. This one-line “slip” is clearly inconsistent with the rest of their book and
with other articles on, and interpretations of, the theory. The very idea of con-
testability is that it is the threat of entry, not actual entry, which disciplines the
industry.* The incidence of entry is an indication of lack of contestability, not of
its existence. If new entry does take place, it implies either that the existing firms
find it more profitable to forestall it (by setting prices at which no entry is
profitable), or that no entry-forestalling prices which allow the existing firms to
break even can be found — that is, the industry suffers from unsustainability.
Davies states that unsustainability when entry originates from new lines is not a
potential problem, and his arguments appear convincing.

RELEVANCE OF THE THEORY FOR POLICY

As already indicated, liner shipping conforms to the a priori conditions of contest-
ability to a much smaller degree than is claimed in Davies’s article, and the
empirical proof, based on the incorrect interpretation of the theory of contest-
ability, is also unacceptable.

In order to assess further the relevance of market contestability theory as a
framework for designing public policies, it might be useful to identify the nature

4«1t is useful to remember that the theory does not predict a great deal of actual entry and
exit. It is the potential entry that constrains structure and price” (Spence, 1983, p. 987). On
this point also see Schwartz (1986, p. 38) and Baumol (1982b, p. 14).
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of competition in the liner shipping industry. Davies implicitly assumes that the
routes over which conferences are established define both the relevant markets
and the industry. This implicit definition of the industry, however, isinappropriate
and is inconsistent with any definitions of markets and industries available in the
current literature (see Boyer, 1984, and Sheffman and Spiller, 1985). In identify-
ing market participants, and consequently the scope of actual competition, it is
necessary to include all carriers capable of moving a given cargo between the
required points. The market participants will therefore include carriers belonging
to all conferences established over a given route, non-conference lines, irregular
operators and other modes (for example, air transport). Furthermore, the
increased ease of intermodal movements (due to containerisation) has led to the
establishment of numerous land-bridges and mini-bridges, which offers shippers
a much greater selection of routings and carriers than was available before. For
example, a shipper wishing to move goods from Toronto to Amsterdam can easily
route the goods to any of a number of ports in the US, in each of which a number
of alternative services may be found. In the traditional structure-conduct-
performance paradigm of industrial organisation, if the number of market
participants is large, competition between firms can adequately explain absence
of market power and the low profitability of the industry. The lack of substantial
entry barriers (which does not imply that entry has to be of the “hit-and-run”
type) further reduces the potential for excessive pricing. Thus, when markets are
properly defined, market contestability theory does not add much that is new to
our understanding of the industry.

Date of receipt of final typescript: June 1988

A Rejoinder

By J. E. Daviest

My 1986 paper which Jankowski criticises was derived from a larger study done
for the Canadian Transport Commission of the relevance of contestability theory
to the liner shipping industry (Davies, 1986b). In that study many of the points
raised by Jankowski were treated at length. His points are pertinent from a
singularly academic point of view, but I hope to show that they are of little
consequence in the context of the practical application of the theory.

t Department of Economics, Acadia University, Nova Scotia, Canada, and Department of
Economics, University of Queensland, Australia.
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Jankowski first questions the a priori conditions of contestability, arguing that
both supply conditions and pricing practices mitigate against their realisation in
liner markets.

On supply conditions, he notes that, if supply is globally constrained, entry will
obviously be impeded and the contestability conditions therefore violated. With
this view I heartily concur. Indeed, I have argued elsewhere that supply constraints
have in the past resulted in economic rents, and therefore in major deviations
from contestable performance — a problem especially pronounced in view of the
cartellised nature of most liner trades (Davies, 1986¢). However, the reality of
liner markets today and in the foreseeable future is one of pronounced excess
capacity.

Jankowski concedes that excess capacity makes entry and exit via chartering
options easy, but he argues that it may nevertheless retard the exit of owned
capital by making the sale of assets more difficult. While it certainly depresses
the prices of secondhand tonnage, excess capacity similarly depresses the prices
of new construction; therefore the differential in prices between new and used
equipment need not be out of line from a (hypothetical) situation of zero excess
capacity.

In analysing the entry and exit conditions of liner markets, Jankowski makes
a perhaps more important omission. He restricts his view of entry to firms which
are totally new to the business and therefore have to obtain assets from scratch.
This is certainly not the singular conception of entry held by Baumol, who, like
many oligopoly theorists, has emphasised the role of cross entry and conglomerate
entry (Baumol, 1982a, p. 20). And, in this context, the inherent mobility of ships
and global standardisation of equipment provide an ideal recipe for facilitating
the migration of capital between markets in response to varying opportunities for
profit.

With respect to pricing, Jankowski argues that responsive pricing in the form of
rate wars and “‘open rates” suggests that hit-and-run entry is unlikely. While it is
true that these phenomena occur periodically in the industry, there is also a well
established literature documenting a history of rate stability on many liner
trades.®

The common practice of contracts of affreightment may also inhibit responsive
pricing. Jankowski, however, suggests that contracts are not likely to be effective
here, since shippers may be tempted to inform conferences of overtures made by
entrants. True, but in a buyers’ market the reverse also applies: namely, the
informing of prospective entrants about conferences’ counter offers. Indeed, this
very practice is common, especially in US trades in response to the service
contract provisions of the 1984 Shipping Act (Shashikumar, 1987). It should also
be remembered that one is not just talking of the hypothetical possibility of the
use of contracts by entrants; they have been and are being used successfully in
practice, as I emphasised in my original paper. For these reasons the idea that
loyalty ties may inhibit the chances of entrants is just not valid. It should also

5 For some recent evidence of rate stability see Sletmo and Williams (1981).
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be noted that they have faded completely from many trades (Cotton, 1984), and
where they are offered they are now virtually unenforceable.®

In evaluating the relevance of the a priori conditions of contestability,
Jankowski also invokes as a negative argument the Schwartz and Reynolds (1983)
criticism initially levelled against Baumol. Baumol, however, showed it to be
operational only in very specific and contrived circumstances (Baumol, Panzar
and Willig, 1983). It is of no relevance in practical applications, since it turns on
behaviour — rolling over and instantly acquiescing in competition — which could
be construed as rational only in the games of the theoretical economist.

Turning now to the empirical assessment of market contestability, Jankowski
raises questions relating to the definition of hit-and-run entry, the interpretation
to be accorded to evidence of new entry, and the appropriate definition of a liner
market.

On the definition of hit-and-run entry, Jankowski correctly notes that strictly
theoretical purity would require it to be an entry and exit effected in a period of
time within which incumbents failed to make a response, in terms of price (or
possibility exit). In practice data are not collected in a manner which would allow
for such exact determination. It is thus impossible for any empirical evaluation to
satisfy the full and exact requirements of theory. The precise measurement of
many, if not most, economic variables is likewise impossible; therefore in virtually
all applied economics one has, of necessity, to use approximations. The data I had
were collected annually, and lines which made an appearance in one year but in
no others were taken as proxies for hit-and-run entrants. The absolute maximum
period for which these lines could have been in operation was twelve months.
Given- the tonnages carried (as explained for other reasons on page 307 of my
paper), it is likely that some could have made only one or two voyages. How
should one appropriately interpret such entry? As hit-and-stay? One can surely
reasonably judge that it is of the kind described by Baumol as hit-and-run, a
variety of competition which — under the name fly-by-night — is widely known
to be a perennial “problem” in the liner industry.”

With regard to the evidence I presented of frequent entry into the industry,
Jankowski claims that it should be interpreted as “an indication of lack of con-
testability, not of its existence”. The argument here is that in a contestable
equilibrium market forces have already reached a stable resultant, a resultant
which, by definition, is incompatible with actual entry. This, of course, is true of
any industrial equilibrium, even the perfectly competitive. From a singularly
theoretical viewpoint it is fine to analyse the properties of a completed equil-

 Ina study I recently did on the Australian liner trades — which boast some of the world’s
tightest conferences — not a single instance of any loyalty tie being enforced could be found
in the previous decade (Davies, 1986c). This is not surprising: in a buyers’ market it is irrational
for a conference (or line) to alienate shippers and jeopardise any chances it may have of
regaining their custom through enforcing the penalties associated with loyalty contracts.

7 Despite Jankowski’s claims to the contrary, I did expressly note this in my article (Davies,
19864, p. 300, n.3).
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ibrium, but in the practical analysis of actual industries the idea of equilibrium
should be properly regarded as, at best, a tendency and not an expected con-
dition.® This is especially true in the shipping industry, where demand can
quickly change, where re-equipment is a continual process and where the markets
of different types of carriers may frequently overlap.®

To argue that the existence of a process indicative of a non-equilibrium con-
dition renders invalid the analysis of markets by way of a theory which embodies
the idea of equilibrium is to argue that virtually all applied price theory is
inappropriate. Even strong critics of the theory of contestability, like Shepherd
(1984), realise this. That is why he demanded that confirmation of the contest-
ability principle in operation be sought in evidence of the processes one would
reasonably expect to see associated with highly contestable markets: frequent
entry and exit, large scale entry, low profits notwithstanding industrial structure.

In the same vein, Baumol, Panzar and Willig (1982, p. 14), the developers of
the theory, have been at pains to emphasise that a perfectly contestable market
is but an ideal, impossible to be fully met in the real world: hence it is futile to
look, in practice, for only the equilibrium conditions associated with the ideal.
Of necessity one must look for behaviour which can be reasonably associated
with the working of highly contestable markets. Hence the data I presented on
the frequency of entry and exit, the size and impact of entry and the prevalence
of hit-and-run entry.

With regard still to the interpretation of entry, it is true, as Jankowski notes,
that the threat of entry is the omnipresent competitive force in a (highly) contest-
able market. But how do you measure that threat? A prolon_ed absence of actual
entry, in the real world of less than completed equilibrium, would doubtlessly
be treated by many as a symptom of monopoly or the absence of contestability,
rather than as confirmation of contestability in operation. On the other hand,
what better way is there to gauge the reality of the threat than by the revealed
frequency with which that threat has become manifest?

The final issue raised by Jankowski is the appropriate definition of a market.
In the literature on the economics of liner shipping it has been customary to
define markets on the basis of specific geographical trade routes. An obvious
interaction exists between buyers and sellers on those trades, cartels are structured
on that basis, and prices are set and published with reference to routes. For these
reasons it is difficult to find any work specifically on liner markets which does
not do likewise. And for good reason too, since traders, nations and most eco-

8 The “vintage capital” models show that in the real world it would be remarkable for any
market to be observed at any point in time in a full, completed equilibrium. For all markets
to be in equilibrium at all times would be quite miraculous (Salter, 1966).

9 Jankowski claims I stated unsustainability — which relates to the difficulty of establishing
a stable equilibrium — not to be a problem in liner shipping. In fact unsustainability was never
mentioned in my paper, as its preoccupation was with the fluidity of market forces and not
with the possible properties of a hypothetical equilibirum condition. Elsewhere, however, I
have analysed the relevance of unsustainability in liner shipping and shown that, under certain
conditions quite commonly experienced in the industry, movements in the direction of equil-
ibrium may be inhibited (Davies, 1986b).
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nomists have an obvious interest in the structure and level of published tariffs and
the relationship of prices and revenues to costs.

Jankowski argues that non-conference lines, irregular operators, intermodal
firms and air carriers should also be included as participants in liner markets.
They normally are. In the tables presented in my original paper conference, non-
conference and irregular lines were all included. Intermodal shipments too were
included, at least with regard to the port-to-port part of their movement.!® Thus
only air transport, whose quantitative significance for most liner cargoes is small,
was completely excluded. When all such operators — major and incidental — are
included, the number of participants on most trades is still relatively small (see
my Table 3).!! In economic terms the number is further reduced by cartel agree-
ments.

Although the number of actual competitors engaged in the process of price
making will usually be relatively small at any point in time, the number of
potential competitors who could quickly move into any particular trade, if con-
ditions warrant, will be very large. This, of course, is due to the inherent mobility
of the requisite capital — ships — a principle strongly emphasised in contestability
theory.

To conclude, then, Jankowski has been “fishing for flaws'? and, in finding
that the reality of liner shipping need not faithfully replicate the extreme case of
a perfectly contestable equilibrium, judges the theory inappropriate for both
positive analysis and policy. However, if one pays due regard to the exigencies of
applied analysis and looks at the totality of evidence — concentrated structures,
low profitability, the widespread use of contracts, frequent entry and exit, hit-
and-run entry and large-scale entry — and compares this with the competitive
perspective offered by contestability theory, such criticism is difficult to sustain.
Moreover, the same totality of evidence, when matched against the expectations
of the theory in a practical setting, presents a case for the presence of markets
which, while not perfectly contestable, are nevertheless reasonably close to it.

Date of receipt of final typescript: June 1988

10 14 45 interesting that one of the factors facilitating the recent rapid expansion of intermodel
operators has been the ability to offer such services with a minimum of owned capital and sunk
costs (see Davies, 1986b).

1 The disaggregated data presented in my paper were for Canada’s largest trades, where one
would expect the number of actual competitiors to be greatest. In small trades, where the
carrying capacity of a vessel will be large in relation to cargo volumes on offer, the number
of actual competitors will be reduced accordingly.

12 yohn Zerby provides an excellent account of the methodological issues associated with the
appropriate application of contestability theory and of the lessons to be learned from attempts
at falsification (Zerby, 1988).
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