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The U.S. ocean liner shipping industry is 
subject to regulation under the Shipping 
Act. Critics allege that this Act has led tothe 
decline of the U.S. flag liner fleet, has led to 
inefficient service, and has damaged for- 
eign rela’tions. In this report, GAO exam- 
inesthese all’egations and analyzes alterna- 
tives to the current regulatory framework. 
The report finds that while the Act has led to 
inefficiencies and high costs, the U.S. flag 
finer fleet is not in the state of decline 
ascribed to it. The views of liner firms and 
their conference organizations as well as of 
shippers are presented. Although the report 
makes no recommendations, it sets forth a 
number of issues for congressional 
consideration. 
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COMPTROLLER GENERAL'S 
REPORT TO THE CHAIRMAN, 
COMMITTEE ON MERCHANT 
MARINE AND FISHECR'83!%, 
U.S. HOWE OF 
REPRESENTATIVES 

CHANGES IN F MARITIME 
REGULATION C RRASE 
EFFICIENCY A UCE COSTS 
IN THE OCEAN' RR SHIPPING 
INDUSTRY 

DIGEST ------ 

Increasing colncern about the viability of the 
United States merchant marine has led the Congress 
to oon'sfder substantial revisions to the Shipping 
Act, 1916, as amended (hereinafter referred to as 
the S'hipping Act or the Act). While valid reasons 
exist for modifying the Act, GAO does not believe 
the current condition of the general cargo liner 
segment of the U.S. merchant marine is among them. 
Certain provisions of the Act have fostered in- 
efficiencies and high costs in the ocean liner 
shipping industry and strained foreign relations, 
but the U.S. flag liner fleet has performed ade- 
quately and does-not appear to be in the state 
of decline generally ascribed to it. 

OBJECTIVES, SCOPE, 
AND METHODOLOGY 

The House Committee on Merchant Marine and Fish- 
eries requested that GAO conduct an economic anal- 
ysis of the international ocean liner shipping 
indullrktry. The two principal objectives of this 
analysis are to determine whether there is any 
valid economic rationale for revising the Shipping 
Act, and second, to assess the economic implications 
of frequently discussed modifications of the Act. 

GAO used several methodological approaches to meet 
the objectives of this report. First, GAO consulted 
Government officials and reviewed relevant documents 
and studies to ascertain the general condition of 
the U.S. flag liner fleet. Second, GAO relied on 
economic analysis to determine the effects of cur- 
rent regulation, and potential alternatives to it, 
on the international ocean liner shipping industry. 
Third, GAO supplemented this approach by surveying 
and interviewing U.S. shippers, carrier represen- 
tatives, and other affected parties. Fourth, GAO 
used statistical techniques to analyze data col- 
lected from the Maritime Administration and the 
Federal Maritime Commission (FMC). (See chapter 1.) 
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THE S$$;GPPING ACT, 1X.6, PLACES 
RE&TRICTTGH$ ON SHIPPING CONFERENCES 1 ,, ,' 
Shipping conferences are voluntary associations 
of ship ~~perators that jointly determine rates and 
levels of service on trade routes throughout the 
world. The Shipping Act allows the members of 
U.S.-based conferences to jointly determine rates, 
pool revenues, and restrict or regulate service 
levels between ports. Any agreements to do so, 
however,, must be filed with and approved by the FMC, 
which @an disapprovec any agreement that it finds 
to be unjustly discriminatory, detrimental to com- 
merce, contrary to the public interest, or in vio- 
lation of the Shipping Act. If their agreements 
are approved by the FMC, conferences are granted 
immunity from prosecution under U.S. antitrust laws. 

The Act, as amended, also requires that conference 
membership be open on equal terms to any carrier 
willing and able to provide regular liner service 
on a .U.S. foreign trade route. It restricts the 
type of excLusi.ve patronage contracts that confer- 
ences can use to foster shipper loyalty and combat 
competition from nonconference carriers. Confer- 
ences are allowed to use dual rate contracts, 
whereby shippers agreeing to ship exclusively on 
conference lines are charged l*ower rates. How- 
ever # restrictions are placed on the amount of 
discount allowable under these contracts and on 
the type and amount of any penalty that can be 
imposed on shippers violating these agreements. A 
variety of other practices are also prohibited to 
ensure that shippers are not denied access to non- 
conference carriers. 

In addition to these restrictions, the Shipping 
Act prohibits any common carrier serving the U.S. 
foreign trades from charging unjustly discrimina- 
tory or unreasonable rates. Carriers are also pro- 
hibited from charging less than their published 
tariff rates, and the FMC can disapprove any rate 
that it finds detrimental to U.S. commerce. 
(See chapter 2.) 

THE SHIPPING ACT FOSTERS 
WASTEFUL SERVICE COMPETITION 

In the ocean liner shipping industry, the demand 
for services is affected by both the rates charged 
and the 1eveL of service offered. As a result of 
the Shipping Act and its enforcement by the FMC, 
conferences covering the U.S. foreign trades are 
able to restrain price competition by jointly estab- 
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lishing co~oln tariffs to which their 
adhere. Ifgtipv&r, c&erences have not 
effectively'contra~l capacity in the U.S. foreign 
trades bscause of their inability to limit member- 
ship and the Bl$ff$oulty of obtaining FM! approval 
for agreemenfs to polo1 revenue8 or restrict the 
number of' e~aflfngjpil, Consequently, competition among 
co'nferemce mtimbers oocurs primarily by augmenting 
the level aa4!,frsquenay of service offered to ship- 
pers and not by reducing prices. This process can 
result in higher costs due to low capacity utiliza- 
tion rates (a'result of more frequent sailings with 
each carrying less cargo), and lower rates of return 
on invested capital. 

High rates charged by conferences can also induce 
nonconference operators' (also called independents) 
to enter the U.S. foreign trades. The inability 
of conferences to use more stringent types of 
exclusive patronage contracts limits their ability 
to deter the entry of these*carriers. A substan- 
tial amount of entry by price-cutting independents 
would cause rates to fall and aggravate the problem 
of excess capacity. As a result, U.S. flag confer- 
ence,members could suffer financial losses. (See 
chapter 2.) 

THE CONDITION OF THE U.S. LINER FLEET 
DOES WOT JUSTIFY A MAJOR REVISION 
OF THE SHIPPING ACT 

Taken at face value, certain statistics suggest that 
the general cargo liner portion of theU.S. merchant 
marine is in serious trouble. 
number of U.S. 

For example, the 
flag general cargo vessels declined 

from 523 in 1970 to 256 in 1980. In addition, the 
number of carriers composing the U.S. flag liner 
fleet has fallen from 19 in 1970 to 9 in 1981. 
Further, the U.S. fleet of general cargo vessels 
has fallen from second largest in the world in 
1965 to eighth largest in 1979 in terms of total 
deadweight tons. 

But recent advances in cargo handling and ship design 
technology suggest a different interpretation. 
Containerization enables fewer containerships to 
transport the same amount of cargo in the same amount 
of time as conventional vessels. Thus, rather than 
indicating distress, the decline in the number of 
U.S. flag vessels and the relative ranking of the 
U.S. flag liner fleet reflect significant changes 
in the type of ships used by U.S. flag operators 
to carry their cargo. By adopting containerization, 
a smaller number of operators and vessels can carry 
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the available cargo. The decline in the number of 
U.S. fbg carriers was also a result of other factors, 
such as diversification and changing market conditions. 

r:. I, 
Thus 8 major revisions of the S'hipping Act are not 
requireid to assure the fleet's existence. However, 
because @dvances in technology are producing even 
larger, tiori costly vessels, U.S. flag operators 
may find it increasingly difficult to replace their 
fleets in the future. To assure the continued, suc- 
cessful performance of the fleet, it may be necessary 
for U.S. carriers to form consortia. These arrange- 
ments would let U.S. flag operators pool their re- 
sources, while maintaining the benefits of interline 
competition. .(See chapter 3.) 

ENFORCING THE,SHIPPING ACT STRAINS 
INTERNATIO~NAL RELXTIONS BUT IS NOT 
BIASED AGAINST U.S. CARRIERS 

The United States is unique among maritime nations 
in the way it regulates the international ocean 
liner shipping industry. Most countries do not 
impose restrictions on the practices or organi- 
zational structures of shipping conferences. 
Shippers are generally allowed to protect their 
own interests by forming groups known as shippers' 
councils to negotiate rates and conditions of 
service with conference representatives. 

Because of differing international philosophies 
and policies regarding the maritime industry, the 
FMC's enforcement efforts have strained relation,s 
with a number of trading partners of the United 
States. As a result, the FMC has had difficulty 
in obtaining access to documents stored in foreign 
countries and U.S. flag carriers have claimed that 
enforcement of the Shipping Act is thus dispropor- 
tionately directed toward them. GAO's analysis of 
58 malpractice cases initiated by the FMC failed 
to show any evidence of an enforcement pattern 
biased against U.S. flag carriers. (See chapter 3.) 

ELIMINATING WASTEFUL SERVICE COMPETITION-- 
ALTERNATIVES TO THE PRESENT SYSTEM 

Eliminating wasteful service competition and its 
onerous effects on operators could be achieved in 
two dramatically different ways. The first method 
is to sub‘ject aI carriers serving the U.S. foreign 
trades to the full force of this country's anti- 
trust laws. Then, price competition would supplant 
wasteful service competition. Rates would be lower 
but less stable. High cost U.S. flag operators would 



be adversely affec:ted and, in the worst cir 
2 

&stances, 
could qqaese ai8 Ber&~tziarmi without ssuhstantial i'&$mses 
in thsls e~~'Lf~"i~~@u~rent~y available. P 
could bial kqereks~e~diplomatfc tensions 

This gption 
sind&it 

wo8uld fufkhir s&j&t foreign flag carri~~d&~ "' 
proseeutitin und9r U,S. antitrust laws.' The other 
method h tci ‘adopit the policy of most maritimenations 
and free thes 'conferences covering U.S. trad~“‘iauih@ 
from all regulatory and antitrust constraintsl This 
approach would permit carriers greater free@m to de- 
vise and imfileamawit methods to control capacity, elim- 
inate waatefulll service competition, and deter the 
entry of nonconference operators. In addit& it 
would relax diplomatic tensions and lower the costs 
of providing liner service. The interests of shippers 
could b'e safeguarded by forming shippers' councils. 

REACTICNWS OF CARRIERS AND 
SHIPPElW TO PRCWISED ALTERNATIVES 

The results of GAO‘s interviews with shippers sug- 
gest that if the current conference system is re- 
tained, freight rates will increase at the same 
rate as costs incurred by carriers increase. Both 
the current degree of rate stability and leveliof 
service quality would be expected to remain the 
same. Shippers believe that eliminating the car- 
riers' antitrust immunity would lead to lower but 
less stable rates. Conversely, shippers believe 
that extending antitrust immunity would result in 
higher rates than those that now exist. There was, 
however, no consensus among shippers regarding the 
level of service quality under either alternative. 

GAO also posed questions to carrier and conference 
officials, who believed that the current problems 
affecting the industry could be solved by per- 
mitting conferences to limit membership and more 
easily rationalize service. (See chapter 4.) 

MATTERS FOR CONSIDERATION 
BY THE CONGRESS 

Two broad options are available to the Congress in 
considering revisions to the Shipping Act, 1916, 
that can eliminate the inefficient form of service 
competition which presently exists on U.S. foreign 
trade routes. The first option is to withdraw the 
current level of antitrust immunity. The second 
option is to expand the antitrust exemption to allow 
carriers to control capacity more easily. 



The most sujltable choice depends upon the economic 
and diplomtiq costs and benefits associated with 
each alternative, but GAO's evaluation of the cur- 
rent ervfd'@qso &es not clearly favor one over the 
otljer,' Rqever, if,carriers are granted expynded 
antftrulst iqulllnity, GAO believes shippers shouLdI be 
provide4 with the opportunity to form shippers' 
councils8 to safeguard their interests. 

Currently there are two bills before the Congress, 
S. 1593 and'H.R, 4374, that would significantly ex- 
pand thda level of antitrust immunity. s. 1593 
contafns a provision establishing U.S. shippers' 
councils, but H.R. 4374 does not. 

The Congress should also consider changing current 
maritime regulation to enable U.S. flag liner oper- 
ators to more easily form consortia to facilitate 
financing new vessels. By making this alternative 
form of vessel acquisition readily available, U.S. 
flag carriers may be placed in a more favorable 
position compared with their foreign flag competitors. 

AGEsKy COMMENTS 

GAO received comments on a draft of this report from 
the Department of Justice (DOJ), the FMC, and the 
Department of Transportation (DOT). DOJ considered 
the report to be, overall, a "well-reasoned and factu- 
ally accurate assessment," The FMC commended GAO on 
the report and stated its own views on several issues. 
DOT agreed with the conclusion that the Shipping Act 
fosters wasteful service competition, but felt that 
the report failed to consider other important measures 
of the U.S. fleet's performance. GAO disagrees with 
DOT's contention that these measures would show the 
fleet to be in significant enough distress to justify 
a major revision of the Shipping Act. All these agen- 
cies * specific comments, and GAO's responses to them, 
are in appendixes I-III. 
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CBAPTER 1 

IWTRQDWCTION 

Firms prov%ding ragulacrly scheduled conmcm carrier liner 
service on U.S. fo~reign trsade routes are regulated by the F'ederal 
Maritime Commissio8n (FMC) under provisions of the Shipping Act, 
1916, as amended (hereinafter referred to as the Shipping Act or 
the Act). Although the regulatory provisions of this legislation 
affect carriers o'perating under foreign flags as well as those 
operating under our country's flag (known as U.S. flag carriers), 
increasing concern &out the viability of the U.S. merchant marine 
has led the Congress to consider major revisions to the Act. This 
concern stems partly from.the fact that the U.S. flag liner fleet 
has an important role as a naval auxiliary in time of war or 
national emergency. 

To facilitate their review of the Act and the FMC, the House 
Committee on Merchant Marine and Fisheries asked us to conduct an 
economic analysis of the international ocean liner shipping indus- 
try. Specifically, we were requested to consider: 

l the size, stability, and profitability of the U.S. 
flag ocean liner shipping fleet: 

l the availability and prices of ocean shipping ser- 
vices in U.S. trades: 

0 the rate of technological change: 

8 effects on U.S. trade and the balance of payments: 

8 the economic effects of current, increased, or 
diminished regulation: 

0 the consequences of increased competition that U.S. 
carriers face from state-supported foreign flag 
lines: and 

8 the effect on the U.S. liner industry of revenue 
pools and equal access agreements governing the 
movement of some cargoes between the United States 
and other countries. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

We had two principal objectives: first, to determine whether 
there is any economic justification for revising the Shipping Act, 
and second, to analyze frequently discussed revisions. We first 
used economic analysis to establish the possibly harmful effects 
Federal maritime regulation could have upon the U.S. ocean liner 
industry. We then evaluated the actual performance and financial 
health of the U.S. flag liner fleet. 



The scope of this report parallels the congressional request, 
although we havelehaborated in discussing some areas of concern 
and restricted our dis'cussion of others. We believe that, prior 
to undertaking any major revision of maritime legislation, it 
should 1318 well establfar'hed whether the U.S. flag liner fleet has 
been declining, and if r'egulation is indeed the principal cause. 
Thus, we examined Ithe effects of regulation and the status of the 
U.S. flag Pinier fleet in great detail. 

Our asllinlyska of alternatives to the current regulatory s'ys'tem 
was limited by the unavailab'ility of data on unregulated trade 
routes and the willingness and ability of those whom are inter- 
viewed to respond to certain questions we posed. When we examined 
revenue pools, data and resource availability forced us to narrow 
the scope rf our analysis to freight rates, capacity utilization, 
and profit rates. 

We used several methodological approaches to achieve the 
objectives of this report. First, we consulted with officials of 
several Government agencies, including the Maritime Administration 
and the Federal Maritime Commission, and reviewed relevant four- 
nals, Government-sponsored research, congressional hearings, 
reports by the Federal Maritime Commission (FMC) and the Maritime 
Administration (MARAD), and numerous articles published in news- 
papers and trade magazines. 

Second, we conducted interviews with shippers, carrier repre- 
sentatives, and conference officials. Our interviews with ship- 
pers were preceded by a comprehensive survey questionnaire. Third, 
to analyze the effect of revenue pools, we used economic and sta- 
tistical analysis to both specify the particular relationships to 
be estimated and interpret the results obtained. Our review was 
performed in accordance with GAO's current "Standards for Audit of 
Governmental Organizations, Programs, Activities and Functions." 

In chapter 2, we discuss the restrictions and privileges that 
the Shipping Act, and amendments incorporated in P.L. 87-346, have 
placed on international ocean liner companies operating in the U.S. 
foreign trades, and analyze their economic and diplomatic effects. 

In the next chapter, we assess the condition and performance 
of the U.S. flag liner fleet by examining (1) its dependency on 
Federal assistance, (2) its technological achievements, (3) its 
ability to carry the Nation's imports and exports, and (4) its 
absolute and relative size (in terms of the number and types of 
vessels operated, the number of companies in existence, the rela- 
tive ranking of the U.S. flag general cargo carrying fleet among 
all nations, and its market share). Chapter 3 also contains the 
results of our analysis of malpractice cases brought by the FMC 
against liner operators from 1976 to 1980. The purpose of our 
analysis was to determine the validity of allegations that FMC 
enforcement efforts have been disproportionately directed toward 
U.S. flag carriers. 
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In chapter 4, WBB dimzuss the effects of two commonly proposed 
modiffcatfotia of tha Shippdng Act: namely, reducing the antitrust 
immunity granted t;o carriers: and, to the cxmtrr?ury, expanding 
carrierla ' ant~jit~rusl:C immuns,ity. Both these wouldi eli:minate the 
problem of rasletaatleu$ service competition, but would achieve this 
goal in quite dlifferent ways. We supplement this discussion with 
the results of our interviews with shippers concerning what the 
effects of certain; alternatives to the current system would be on 
rates and service quality. We also include the results of our 
discussions with carrier and conference officials, who told us 
about the changes that they would like to see made to the Shipping 
Act. 

In chapter 5, we discuss shippers' councils. These are 
organizations that could probably serve a useful purpose if car- 
riers are granted expanded immunity from this country's antitrust 
laws. Included in the chapter is a review of the functions and 
organizational structures of shippers' councils established in 
other nations, and a review of attempts to establish these organi- 
zations in this country. 

In chapter 6, we present the results of our analysis of the 
effects of revenue pooling by carriers serving several U.S.-South 
American trade routes. This activity is likely to increase if car- 
riers are granted expanded antitrust immunity or if the United 
States accedes to the United Nations Code of Conduct for Liner 
Conferences. Because U.S. accession to this Code could require 
major changes to the Shipping Act, the Code's main provisions, 
historical background, and current status are also discussed in 
this chapter. 

Our main conclusions, matters for consideration by the 
Congress, and agency comments on a draft of this report, are pre- 
sented in chapter 7. 
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CHAPTER 2 

PROVISIQNS OF Tl$E SHIPPING ACT FOSTIIR WASTEFUL 
S~ERVXCE! CQMPBTfTIGN,'B~WCESS CAPACITY, AND 

HIGH CO$~TS~, A&D $Kl%AIN IMTE~RNATIONAL RELATIONS 

This chapter reviews the restrictio"sls and privileges that 
the Shipping Act, 1916, as amended, has placed upon international 
ocean liner companies operating in the U.S. foreign trades. We 
conclude, that the Act encourages carriers serving these trades to 
engage in wasteful service competition that leads to over-capacity 
and raises costs. Some liner operators may be financially im- 
paired in the long run as a result. In addition, enforcing the 
Act has also strained the United States' diplomatic relations with 
foreign governments. 

SHIPPING CONFERENCES SEEK TO INCREASE 
PROFITS BY LIMITING COMPETITION 

Since the late 19th century, ocean liner companies have 
formed carrier associations known as shipping conferences. One 
objective of these associations is to increase the profits real- 
ized by their members as a group. While the jurisdictions of con- 
ferences vary, they generally cover the traffic moving from one 
group of ports to another and are organized so that their terri- 
tories do not overlap. Most liner companies are members of 
several conferences, since they generally serve ports that are 
covered by more than one conference. 

At the beginning of the 20th century, the Congress began to 
investigate the activities of conferences with jurisdiction over 
U.S. ports. These conferences tried to secure higher profits for 
their memberships as a whole by establishing higher rate schedules 
to which all members were to adhere. Conferences also sought to 
control carrying capacity. Without such control, the higher con- 
ference rates would induce carriers to increase their sailings and 
fleet size, increasing costs until any additional profits that 
could otherwise have been achieved were eliminated. 

To control carrying capacity (which is a function of the 
number and size of the ships serving a particular trade route and 
the number of sailings made by each ship), these conferences 
restricted their memberships and limited the number of sailings 
made by each member. In addition, conferences sought to drive 
nonmember companies (called independents) out of business by 
using predatory practices. 

In addition to setting rates and controlling capacity, the 
conferences also had to suppress potential price competition from 
two sources-- their own members and independents--to achieve a 
lasting increase in joint profits. Latent price competition 
among conference members was typically controlled by organizing 
a revenue pool. Revenues earned by individual member companies 
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serving the same ports were pooled together and periodically dis- 
tributed among the member companies according to a predetermined 
schedule. This eliminated the incentive for conference carriers 
to secretly undercut the high conference rates and increase their 
own individual profits at the expense of those who adhered to the 
established rate schedule. 

Controlling price competition by nonconference members was 
more problematic for conferences. To prevent independents from en- 
tering a trade route and undercutting rates, conferenc'es developed 
methods to guarantee that shippers would continue to patronize 
their members even in the presence of lower-priced carriers. One 
such method was the deferred rebate. During a specified period, 
6 months for example, part of the charges paid by a shipper would 
be set aside by the conference. If the shipper continued to pa- 
tronize the conference exclusively during the next 6 months, the 
funds accumulated during the preceding 6 months would be refunded. 
This served to substantially increase the cost of switching from 
conference to nonconference carriers, since shippers risked losing 
not only the funds accumulated during the previous 6 months but 
also those being accumulated during the current period. 

Another method was to offer shippers better sailing schedu1e.s 
than those offered by independents. This was accomplished by coor- 
dinating their members' sailing schedules to prevent the bunching 
of sailings around a few peak times, thus minimizing any gaps in 
service. This coordinating activity, frequently termed rationali- 
zation, is considered by some to be the most desirable feature of 
the conference system because it allows carriers to increase ca- 
pacity utilization and reduce the costs perton of cargo carried. 
Instead of transporting a given quantity of cargo aboard two ships, 
each of which was only half-filled, conferences attempted to use 
only one ship. The other ship could then be rescheduled to sail 
at another time or transferred to another trade route. It is un- 
certain, however, to what extent the resulting savings were passed 
on to shippers in the form of lower rates or used to increase mem- 
bers' joint profits. 

A third method used by conferences to foster shipper loyalty 
was to refuse service to shippers who had used nonconference ves- 
sels in the past, even when space was available. Conferences on 
occasion also employed "fighting ships" against independents. 
These vessels, subsidized by conference members, would meet or 
undercut the lower rates charged by independents until they either 
left the trade or joined the conference. 

THE SHIPPING ACT ATTEMPTS TO PROTECT 
SHIPPERS BY REGULATING CARRIERS 

The Department of Justice brought suit against three confer- 
ences in 1911, charging them with engaging in practices and enter- 
ing into agreements which restrained trade and thus violated the 
antitrust laws. The matter was never resolved, however, because 
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these conferences dissolved prior to World War I. In 1912, partly 
because of this suit, the Congress appointed a committee, chaired 
by Congress'man Alexander, "to determine whether or not [the Con- 
gress] should recognize the agreements existing between carriers 
by water or recomend that the Sherman antitrust law be enforced 
against them and those combinations be broken up." l/ In its 
final report, issued in 1914, the Alexander CommittGe, as it came 
be to known, advooated that a balance be struck between the inter- 
ests of shippers and carriers. This recommendation became the 
basis of the Shipping Act, 1916, legislation that is the corner- 
stone of American regulatory policy in international ocean shipping. 

During its invest!igation, the Alexander Committee found that 
conferences offered shippers a number of advantages, including 
ample tonnage and efficient, frequent, and regular service. How- 
ever, the committee also believed that conferences, if left un- 
regulated, would not always act in the best interests of shippers. 
The problems identified with the unsupervised operation of con- 
ferences included "excessive" and discriminatory rates, the lack 
of published tariffs and classifications, and deferred rebates 
which placed shippers in a state of continual dependence on con- 
ference carriers. 

Partly in response to a dramatic increase in ocean freight 
rates during World War I, the Congress passed the Shipping Act in 
1916, incorporating most of the recommendations of the Alexander 
Committee. The legislation was essentially a shipper protection 
statute that attempted to aid shippers by enabling them to reap 
the benefits of conferences while avoiding their undesirable fea- 
tures. By permitting liner operators to form conferences and gain 
antitrust exemption, the Shipping Act also benefited carriers. 
However, explicit restrictions were placed on carrier practices 
and agreements as well as on the organizational structure of con- 
ferences. Section 14 of the Act, for example, prohibited carriers 
from using deferred rebates and fighting ships, and prevented 
them from retaliating against shippers for any reason by threaten- 
ing to refuse service. 

Section 15 gave carriers the ability to negotiate agreements 
that provided for the formation of conferences, pooling of reve- 
nues, rationalization of services, and joint setting of rates. 
Before any of these agreements could go into effect, however, they 
had to be submitted to and approved by the United States Shipping 
Board, a predecessor of the Federal Maritime Commission. Origi- 
nally, the Board could disapprove any agreement it found to be 
unjustly discriminatory, detrimental to commerce, or illegal under 
the Shipping Act. Subsequently, a fourth ground, "contrary to the 
public interest," was added. 2/ 

L/53 Congressional Record 8077 (1916). 

z/See FMC v. Aktiebolaget Svenska Amerika Linien (Swedish American 
Line), 390 U.S. 238 (1968). 
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Sections 16, 17, and 18 of,the Act placed restrictions on the 
carriers' ability to set rates by requiring, among other things, 
that rates be just, reasonable, and nondiscriminatory. 

ACT REVISIONS AFFECT L 
CONFERENCE OPERATIONS 

The regulatory system established by the Shipping Act, 1916, 
was extensively amended in 1961, when P.L. 87-346 was passed. 
This legislation was enacted partly in response to a 1958 Supreme 
Court decision in which exclusive patronage contracts (dual rate 
contracts) were declared illegal. These contracts, which give 
shippers discounts if they agreed to ship exclusively on confer- 
ence vessels, were devised by conferences as a replacement for the 
deferred rebate. Breach damages imposed under a dual rate con- 
tract, like those under a deferred rebate contract, were designed 
to impose costs on shippers who switched from conference members 
to independents. 

Section 14 of the Act was amended to legalize dual rate con- 
tracts, but specified several conditions that carriers believed 
considerably reduced their effectiveness. Of primary importance 
was limiting the penalties that could be imposed for violating a 
contract and limiting the exclusive patronage discount to 15 per- 
cent. 

P.L. 87-346 also amended section 15 of the Act to restrict 
the conferences' ability to control their memberships. Prior to 
being amended, the Act stated that any conference agreement could 
be disapproved if it was unjustly discriminatory or unfair between 
carriers. P.L. 87-346 explicitly permitted approval of only those 
conference agreements specifying that conference membership be 
open on equal terms to any carrier with the intention and ability 
to provide regular liner service in the trade. L/ 

P.L. 87-346 further revised the Act to state that carrier 
agreements could also be disapproved if they were found to be 
"contrary to the public interest." To implement this new crite- 
rion the FMC formulated a principle that agreements violating this 
country's antitrust laws would be approved only if carriers could 
"bring forth such facts as would demonstrate that the...rule was 
required by a serious transportation need, necessary to secure 

L/"No such agreement shall be approved ..,which fails to provide 
reasonable and equal terms and conditions for admission and re- 
admission to conference membership of other qualified carriers 
in the trade, or fails to provide that any member may withdraw 
from membership upon reasonable notice without penalty for such 
withdrawal." 46 U.S.C. 814 (1976). Such conferences are com- 
monly called 'open conferences" to distinguish them from "closed 
conferences" which have the ability to restrict their membership. 



important public benefits or in furtherance of a valid regulatory 
purpose of the shipping Act." A/ This principle, known as the 
Svenska test, has become a matter of major concern to carriers, 
who consider it to represent an unwarranted application of anti- 
trust laws to the maritime industry, and has increased the diffi- 
culty carriers face in obtaining FMC approval of their agree- 
ments. a/ 

Not all amendments to the Act have weakened the conferences 
operating in the U.S. foreign trades. The Ocean Shipping Act of 
1978 (P.L. 95-4831, for example, protects conferences from incur- 
sions by price-cutting state-controlled carriers. This legisla- 
tion, which was enacted primarily in response to the Soviet Union's 
increasing incursion into U.S. foreign trades during the 197Os, 
permits the FMC to adjudicate the reasonableness of controlled 
carrier rates and suspend their tariffs for up to 180 days. 

ECONOMIC EFFECTS OF 
THE SHIPPING ACT 

Conferences covering the U.S. foreign trades today are con- 
siderably less able to control competition among their members 
and limit competition from nonmembers than conferences did prior 
to the pad'sage of the Shipping Act. Their powers were reduced 
even further by P.L. 87-346. Conference members must receive FMC 
approval to organize revenue pools, rationalize service, and 
limit sailings, and are not permitted to limit membership. Their 
inability to use deferred rebates or more effective dual rate 
contracts has limited their ability to deter the entry of inde- 
pendent operators. As a result of these restrictions, confer- 
ences covering U.S. foreign trade routes are unable to increase 
the profits of their members as a group. 

The primary problem U.S. -based conferences have is the 
inability to effectively control capacity by limiting the number 
of members and the number of sailings made by members. The lack 
of any effective conference controls on capacity, in conjunction 
with the high rate schedules set by conferences, encourages mem- 
bers to seek increases in the amount of cargo they carry. Banned 
from competing through secretly reducing rates below posed lev- 
els 3/ to attract more traffic, members increase the level of 

&/FMC v. Aktiebolaget Svenska Amerika Linien, 390 U.S. 238, 243 
(1968). 

z/One noteworthy exception is that shipping agreements negotiated 
between governments are automatically assumed to be in the 
public interest and are not subject to the Svenska test. 

z/Among the revisions to the Act included in P.L. 87-436 was a 
provision requiring operators to adhere to posted tariffs. 
Conference agreements also generally require that members 
adhere to posted tariffs. 
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service they proivfde by increasing sailings or adding additional 
ships. This process l@ade, to chronic over-capacity and increases 
the costs' of transporting a given amount of cargo until profits 
are, at b'est, camparable tco those available from oth#er forms of 
investment. 

The fact that conference members serving the U,S. foreign 
'trades are unable to use deferred rebates, more effective dual 
rate contracts, or predatory practic'es, creates an additional 
problem. Independents operating in other trades may be 'attracted 
to the U.S. foreign trades because of the e'ase with which they can 
enter and the prevailing high conference rates, thus exacerb'ating 
the overtonnaging problem. In addition, these independents typi- 
cally offer lower rates to attract cargo. 

To combat the incursions of price-cutting independent opera- 
tors, U.S.-based conferences may either permit their members to 
reduce their rates (the right of independent action) in an attempt 
to drive the independents from the trade, or persuade them to join 
the conference. Bate wars of this type can be very costly for 
conference members as.they are forced to reduce their rates while 
providing a high level of service. This can cause some conference 
members, particularly high cost U.S. flag carriers, serious finan- 
cial problems over time. 

Even in the absence of incursions by independents, however, 
the Shipping Act would lead to a combination of high rates, high 
costs, high and wasteful service levels, and at best, a level of 
profit that adequately compensates invested capital. 

DIPLOMATIC EFFECTS OF 
THE SHIPPING ACT 

Because the United States is unique among maritime nations 
in the way it regulates the international ocean liner shipping 
industry, there are also diplomatic effects associated with the 
Shipping Act and its enforcement by the FMC. Other nations 
generally do not regulate conference activities governmentally, 
but allow shippers to form associations (known as shippers' coun- 
cils) to negotiate matters concerning rates and service levels 
directly with conference officials. Thus, international carriers 
operating on U.S. foreign trade routes may find themselves concur- 
rently under the jurisdiction of two governments having substan- 
tially different legal systems and regulatory philosophies. 

The potential for international difficulties present in the 
Act did not materialize until the early 196Os, when the FMC was 
established solely to regulate the industry, and the resources de- 
voted to enforcing the Shipping Act were substantially increased. 
Shortly thereafter, international discord arose when the FMC 
ordered several foreign flag carriers and conferences that had 
allegedly violated the Shipping Act to produce certain documents 
located outside of the United States. Foreign governments vehe- 
mently protested these orders and some European governments 
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enacted "blocking statutes" or is'sued decrees preventing the 
release of any documents requested by the FIW. 

Under thcrse conditioas, foreign flag lines could acquire, in 
,effect, partiaP immunity from the Shipping Act, since the FMC 
would not be able to obtain sufficient information to determine 
whether they were, in fact, violating the law. U.S. flag carriers, 
on the other hand, might therefore be subject to much stricter en- 
forcement by the F&K!, an allegation that we examine in the next 
chapter. The Congress hoped to alleviate this potential problem 
by passing the'shipping Act Amendments of 1979, which allowed the 
FMC to suspend the tariffs of foreign flag carriers failing to 
comply with its subpoenas or discovery orders. 



CHAPT$R 3 

U.S'. FL&G hIHER FLEET PERFORMS ADEQUATELY 
D~ES~PITE~ PFQY;I$I4$!b OF THE SHIP~PING ACT 

One major re&smd31n given for revising the Shipping Act is aon- 
tern about the condition of the U.S. flag liner fleet, Despite 
considerable Federal as'msistance, a number of factors indicate 
that the general cargo liner segment of the U.S. merchant marine 
may be in serious trouble: the number of U.S. flag general cargo 
vessels declined from 523 in 1970 to 2% in 1980;.the relative 
size of the United States' general cargo vessel fleet, (in terms 
of deadweight tons) fell from second in, the world in 1965 to 
eighth in 1979, and the number of U.S. flag liner carriers de- 
clined from 19 in 1970 to 9 in 1981. 

The evidence shows, however, that these developments are, in 
large part, attributable to the combination of a stagnant volume 
of U.S. liner cargoes and the rapid adoption of container handling 
technology by U.S. flag liner companies. Thus, it appears that 
the U.S. flag liner fleet is not in a state of general distress 
significant enough to justify a major revision of the Shipping Act. 

FEDERAL ASSISTANCE 

Without question, the performance of the U.S. flag liner 
fleet has been greatly assisted by the Federal Government. To 
promote developing and maintaining an adequate and well-balanced 
U.S. flag fleet, the Congress passed the Merchant Marine Act in 
1936. 

This legislation authorized two direct subsidy programs 
that are currently administered by the Maritime Administration 
(MARAD) within the Department of Transportation. 1/ These two 
programs are the Construction Differential Subsidy (CDS), under 
which approximately $200 million was spent during the 1979 fiscal 
year, and the Operating Differential Subsidy (ODS), under which 
about $300 million was spent during the same period. Under the 
CDS program, U.S. flag liner companies who purchase vessels for 
foreign trade built in U.S. shipyards receive a portion of the 
difference between the ship's domestic and foreign price. The 
ODS program compensates U.S. flag liner companies for the differ- 
ences between certain U.S. flag vessel input costs (essentially 
labor) and the lower input costs of competing foreign vessels 
serving the same trade routes. Currently, eight of the nine U.S. 
flag carriers participate in MARAD's ODS program. In addition to 
these two direct fiscal aids, the liner fleet also receives assist- 
ance through three cargo preference requirements that reserve 
certain cargoes for U.S. flag vessels. 

&/MARAD was transferred from the Department of Commerce to the 
Department of Transportation by P.L, 97-31 on August 6, 1981. 
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MABAD also administers a Federal loan guarantee program 
for ships purchased by U.S. flag lines from U.S. shigyards that 
effectively lowers the interest rate that these comPanies must 
Pay' 

CONTAINERIZATIOM BEVOLWTIONIZES 
TEE FLEET 

Until the mid-19'5Os, liner shipments moved exualu~sively in 
small parcels. In this conventional or breakbu,lk system, each 
piece of cargo would be handled many times on$ts way from the 
manufacturer to the overs#eas.buyer. During the late 19508, U.S. 
flag carriers introduced an alternative cargo handling Process 
that greatly reduced the number of times an individual Parcel 
had to be handled. This new'technology, cantaf'neiriiation, con- 
sisted of stowing cargo in strongly constructed standard sized 
boxes or vans, either at the manufacturer's plant or at a nearby 
consolidating station, and then shipping the entire load of car- 
go as a single unit to its ultimate destination. From the time 
the container is locked and sealed, the cargo is untouched until 
it reaches the consignee or a customs inspection station. 

The economic advantages of container shipping are substantial. 
First, extensive savings are made in packaging and claims costs. 
Second, from four to eight times more tonnage per hour can be 
loaded or unloaded from a containership than from a conventional 
breakbulk vessel. Third, because of faster loading and unloading 
times, container vessels have a much higher ratio of sea time to 
port time than conventional breakbulk vessels. Fewer ships, 
therefore, are required to transport a given amount of cargo in 
a specified period. 

Because a containerized cargo handling operation requires a 
substantial support system, and conventional breakbulk vessels 
need to be modified to accept containers or be replaced by ships 
designed specifically for this purpose, containerization has made 
it necessary for U.S. flag liner companies to acquire large 
amounts of very costly equipment. But despite these high initial 
costs, containerization has nonetheless greatly lowered the cost 
per ton of cargo transported when compared with the cost per ton 
of conventional breakbulk shipping. This cost advantage explains, 
in part, the dramatic increase in the amount of containerized 
cargoes our country has shipped since 1970. As shown by table 1, 
the percentage of U.S. containerized liner cargoes has risen from 
15.3 percent to 53.7 percent between 1970 and 1978. This table 
also shows that the total amount of U.S. commercial liner tonnage 
has not substantially or consistently increased since 1970. 

U.S. fleet size affected 

Replacing conventional cargo handling technology with 
containerization allows liner companies to reduce the number 
of vessels required to transport a given amount of cargo in a 
specified period. Thus, if U.S. flag carriers anticipate that 
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Table 1 

U.S. Containeriz,ed Liner Carqoes 

Totail 
fXXfUIt@~~i~l Commercial 

liner tonnage a/ container tonnage I$ Percentage 
(millions of t,onsr (millions of tons) containerized 

1970 50.4 7.7 15.3 
1971 44.2 8.3 18.8 
1972 44.6 12.1 27.1 
1973 51.3 17.5 34.1 
1974 51.4 20.8 40.5 
1975 44.3 21.3 48.1 
1976 49.8 25.7 51.6 
1977 47.8 27.3 57.1 
1978 54.8 29.4 53.7 

a/Excludes Department of Defense cargoes. 

b/These figures include containerized cargo transported aboard 
vessels in nonliner service and, in some cases, transported 
aboard tanker vessels. Consequently the percentages over- 
estimate the extent to which liner cargoes are containerized 
by some small amount. 

Sources: The Annual Report of the Maritime Administration for 
the Fiscal Year 1979, p. 33, Containerized Cargo 
Statistics, 1975, p. 10, and Containerized Cargo Statis- 
tics, 1978, p. 6. 

their share of this country's import and export liner tonnage 
will remain relatively constant, they will order fewer ships 
when making vessel replacement plans, leading to a decline in 
the number of U.S. flag cargo vessels over time. Table 2 shows 
that this has, in fact, occurred. As the number of U.S. flag 
general cargo vessels fell from 523 in 1970 to 256 in 1980, the 
fleet has become increasingly containerized. 

Because conventional breakbulk vessels have been replaced 
with more productive container vessels, the decline in the abso- 
lute number of U.S. flag liner ships has not adversely affected 
the fleet's cargo carrying capability. As table 3 shows, the 
average annua1.U.S. flag share of U.S. liner cargo (expressed 
either in dollar value or tonnage) actually increased from 
1966-70 to 1976-78. 

The rapid containerization of the U.S. general cargo fleet 
is also partly responsible for the decline in its relative size 
from second largest in the world in 1965 to eighth largest in 
1979. Such rankings are made on the basis of total deadweight 
tons and ignore differences in the compositional nature of var- 
ious. fleets. By 1979, the U.S. general cargo carrying fleet had 
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Table 2 

Vessel type 

Percentage Distribution of Privately 
CFkirnlaed U.S. Flag General! Cargo Vessels in 

Excess of 1,000 Gro~ss Tons 

Conventional breakbulk 
and partial container 

Full container a/ 

LASH-barge carrying 

Roll-on/Roll-off 

Total number of vessels 

June 30, June 30, June 30, 
1970 1975 1980 

83% 55% 43% 

16 35 42 

7 6 

100% 

523 

100% 

310 

100% 

256 

a-/Full containerships transport only containers. Roll-on/Roll-off 
(RO-RO) vessels differ from full containerships in that they can 
transport entire tractor trailer trucks as well as containers. 
In a Lighter Aboard Ship (LASH) system, cargo is intially loaded 
aboard barges that are then lifted onto a mother ship, which 
then transports them to their final destination. 

Source: U.S. Department of Commerce, Maritime Administration 
Vessel Inventory Report as of June 30, 1980, p. 4. 

the largest containership capacity and LASH vessel capacity in 
the world, and, by far, the lowest percentage of breakbulk capac- 
ity (24.9) of any major maritime nation. To the contrary, the 
seven nations that ranked ahead of the United States in 1979 had 
fleets that were largely composed of breakbulk vessels. Thus, 
the decline in the United States' relative ranking since 1965 re- 
flects its more rapid adoption of container technology. It is 
not an indication of distress, because these rankings do not con- 
sider the relatively higher productivity of the U.S. flag contain- 
erships, and, as a result, severely understate the fleet's true 
cargo carrying capability compared with those of other nations. 

Number of firms affected 

Containerization could also be partly responsible for the 
decline in the number of U.S. flag liner companies from 19 in 
1970 to 9 in 1981. If an efficient container service requires 
more and larger ves'sels than one company can afford, the number 
of liner companies may decline as firms with breakbulk operations 
decide not to invest in container technology and eventually merge 
or cease operation entirely. 



Table 3 

Average Annual U.S. Flag Share of 
Ocean Liner Cargoes, 

1956-78 

Avg. annual U.S. flag share 
value of value of U.S. 

Years liner cargoes liner carqoes 

--------(billions $)---e----e 

1956-60 16.5 5.9 

1961-,65 20.1 6.2 

1966-70 27.4 8.0 

1971-75 49.4 14.7 

1976-78 85.9 25.9 

U.S. flag 
Avg. annual share tans 

% tons of U.S. liner 0 
share liner cargoes cargoes eh&we 

---(million long tons)--- 

35.8 47.1 15.6 33.1 

30.8 49.1 12.8 26.1 

29.1 47.2 10.9 23.1 

29.7 47.2 12.4 26.3 

30.1 50.7 15.1 29,9 



To determine whether containerization was, in fact, an impor- 
tant causal factor affecting the number of U.S. flag firms, we 
investigated the circumstances surrounding the demise of eight 
subsidized U.S. flag carriers since 1965. The advent of contain- 
erization and the costs of its adoption was a major factor in 
three of these cases. In another case, a company's financial 
problems were at least partly caused by the selection of an inap- 
propriate type of container technology for the particular trade 
trade routes it served. Other factors, such as diversification 
efforts and uncertainty about the maritime policies of certain 
South American nations, were of major importance in the remaining 
cases. 

Our review certainly did not indicate that the U.S. flag 
fleet is in any general chronic distress attributable to the 
Shipping Act. Of the eight defunct companies considered, a 
majority offered service on only one trade route at the time 
they were either acquired by other liner companies or ceased 
operation. This suggests that, in the future, successful liner 
companies may be those that are larger, multi-route operations. 
As advances in containership technology produce even larger, 
more costly vessels, the continued successful operation of the 
fleet may require that U.S. flag companies form consortia similar 
to those formed by Japanese companies. These arrangements, in 
which capital resources are pooled, would enable U.S. operators 
to acquire the equipment needed to compete effectively against 
foreign flag consortia while still retaining the possibility of 
interline competition. 

NO EVIDENCE OF UNFAIR ENFORCEMENT 

If enforcement of the Shipping Act is disproportionately 
directed toward U.S. flag carriers, their competitive position 
relative to foreign flag lines operating on U.S. trade routes, 
and thus their economic performance, could be adversely affected. 
Because the number and magnitude of Shipping Act infractions 
actually committed by U.S. and foreign flag carriers is unknown, 
the following two assumptions were made to determine whether the 
FMC has been evenhanded in its enforcement of the Act. First, 
the fraction of all malpractices actually committed by the car- 
riers of any country is equal to the fraction of the total liner 
tonnage it transports. Second, if the FMC's enforcement activi- 
ties were unbiased, the malpractice cases brought against U.S. 
flag carriers should represent a fraction of all such cases that 
is equal to the fraction of the total liner tonnage they trans- 
ported. 

Our analysis was based on 58 rebating and malpractice cases 
initiated by the FMC against U.S. and foreign flag liner companies 
from October 1976 to June 1980. The FMC provided us with the 
following information on each case: (1) the carrier involved, (2) 
the carrier's flag, (3) the date on which the case was instituted, 
(4) the trade route(s) on which the .malpractice was alleged to have 
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occurred, (5) the period over which the malpractice was alleged to 
have occurred, and (6') its current disposition, the date on which 
the case was concludhsd, if appropriate, and the settlement, if any. 

On the basis of ~ourtwo assumptions we anticipated that, in 
the absence of any flag bias, 16 or 17 of the 58 cases would have 
been brought against U.S. flag carriers. However, only 14 cases 
were actually brought against U.S. flag carriers. Thusr the 
available evidence suggests that the Shipping Act is not being 
unevenly enforced by the FMC. 



CHAPTER 4 

ALTERNATIVEB TQ THE CURRENT CONFERENCE SYSTEM, 
AND VIEWS aF GHIPPERS 

Two major alternatives have been suggested for eliminating 
the wasteful service coimpetition resulting from the Shipping Act. 
They have differing eeo~nomic consequences for the U.SL liner in- 
dustry as well as differing implications for this country's diplo- 
matic relations with our maritime trading partners, and possibly 
the military capability of the U.S. flag liner fleet as well. 

The first alternative is to subject carriers serving the 
U.S. foreign trades to the full force of this countrv's antitrust 
laws. Thig would probably result in 
U.S. foreign trade routes and ending 
riers. Wasteful service competition 
operators adjust their prices rather 
to attract additional cargo. 

However, several arguments have been advanced against elimi- 

abolishing conferences on 
joint rate setting by car- 
would be eliminated as 
than their service levels 

nating the industry's antitrust immunity. One argument is that 
severe price competition would drive rates below average total 
cost, resulting in financial distress for many carriers. A re- 
lated argument is that if only a few companies, or perhaps only 
one, are able to survive a protracted rate war, they will even- 
tually set rates at higher levels than under the current, confer- 
ence system. A third argument is that severe rate instability 
might result, making U.S. shippers worse off. 

While none of these arguments is especially persuasive on 
economic grounds, national security and diplomatic considerations 
merit some attention. Primarily because of higher wages and 
higher staffing levels, U.S. flag liner companies are among the 
highest cost operators in the world. Thus, without the protec- 
tion afforded by high conference rates, U.S. flag carriers may 
be forced out of existence. If this happens and the U.S. flag 
liner fleet is essential to this country's national security, 
then an alternative means of supporting U.S. flag operators must 
be found. Such options as increasing maritime subsidies or in- 
creasing cargo preference requirements might be required. In 
addition, this alternative could exacerbate international ten- 
sions as a result of enforcing U.S. antitrust laws against foreign 
flag carriers. 

The second major alternative is to expand the conferences' 
antitrust immunity. The ability to more easily form revenue 
pools and limit members' sailings, in conjunction with increasing 
powers to combat the incursions of nonmember lines, would elimi- 
nate wasteful service competition. The cost of providing shippers 
with liner service would be lowered because of increased capacity 
utilization. Whether these lowered costs would be passed along 
to shippers, however, is uncertain. 
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But many of the abuses noted by thle Alexander Committee 
could reappear if some re8gulation did not exist. Perhaps self- 
regulation, in the form of shippers' councils, might be emplayed. 
These councils could nesgotiate rate and service is'lslues directly 
with conferences, and ensure that U.S. flag carriers remain viable 
conference members at current or even reduced subsidy levels. In 
addition, having ve~ssels available as a military auxiliary would 
be more certain, and U.S. maritime law would be brought into 
closer correspondence with the rest of the world, lessening 
diplomatic difficulties. 

SWIPPERS' VIEWS 

Because revising the Shipping Act could have a substantial 
impact on U.S. shippe,rs, we surveyed and interviewed them to de- 
termine what they considered to be the likely effects of various 
alternatives. Although several shipper organizations have already 
testified before the Congress regarding legislation to revise the 
Act, we nevertheles's thought it would be insightful to sample the 
attitudes and experiences of individual shippers. 

We first mailed a detailed written questionnaire to 105 ship- 
pers. Of the 45 shippers who responded, we then ,selected 22 for 
indepth interviews concerning the current conference system and 
alternatives to it. 1/ Specifically, we were interested in deter- 
mining what shippers-believed the effects would be of different 
alternatives to the current system on the level and stability of 
freight rates and the level of service provided. We also asked 
shippers how their answers to these questions would be affected 
if a U.S. shippers' council were operational. 

The current conference system 

To the question of what would happen to rates and service 
over the next few years if the current conference system remained 
unchanged, 14 of the 19 respondents projected rate increases due 
primarily to increased labor and fuel costs. Sixteen of the 21 
shippers who answered the question on service quality felt that 
it would probably remain about the same. 

I.-/This group of 22 shippers was not scientifically selected: our 
choices were based upon a number of factors. Limitations in 
our travel budget forced us to concentrate our efforts in the 
eastern half of the Nation. Therefore, the views of smaller 
shippers may not be adequately represented in our sample. In 
light of that res'triction we focused our attention on the ship- 
pers accounting for the largest percentage of this country's 
import and export trade. Some consideration was also given to 
the mix of commodities transported and the trade routes on 
which those goods were shipped. 



These shippers strongly supported the concept of shippers' 
councils. Twelve of the 19 respondents said that councils would 
have a beneficial effect on both rakes and service quality, and 
16 of the 22 shippers interviewed stated that their campanies 
would join and support financially such an organization. 

When asked to lis't the three mos't important changes needed 
in the U.S. conference system, 3 did nat answer and 9 of the 19 
respondents listed only one change* Although there was no strong 
consensus among these respondents, the most commonly cited change 
concerned the need for greater shipper involvement in rate matters. 
It is possible to conclude, therefore, that the shippers in our 
sample believe the current conference system is a perfectly viable 
one not in need of major change. 

ALternatives 

In asking shippers to determine which alternative to the 
present conferentie system would most likely lead to the highest 
and lowest rate levels, the most and least stable rate structure, 
etc., we focused on the following four alternatives: 

Open competition Conference either further weakened or 
prohibited. 

Carrier antitrust immunity eliminated. 
Joint rate making no longer Ijermitted. 

Restricted conference Carrier antitrust immunity increased. 
Membership of third flag carriers limited. 
Forming cargo pools and rationalizing 

service available. 

Closed conference Extensive antitrust immunity for confer- 
ence carriers available. 

Operators have a free hand to engage in 
whatever activities would enhance the 
joint profits of all members. 

Other Respondents could identify any other 
option, including the current system. 

The answers we obtained are summarized in table 4. 

Obviously, these shippers believe that open competition and 
closed conferences will result in dramatically different combina- 
tions of average rate levels and rate stability. There was, how- 
ever, no consensus regarding a relationship between service qual- 
ity and these four alternatives. Consequently, even if shippers 
could reach agreement on the desired combination of average rate 
level, rate stability, and service quality--something our survey 
indicated might not be possible-- it is unlikely that there would 
be any agreement regarding the way in which it could best be 
achieved. 



Table 4 

Effects of Alternatives to the 
Curr'ent Conference System 

Effect 
Open Restricted Closed 

competition conference conference Other a/ 

Lowest liner rates 13 1 1 5 (41 

Highest liner rates 2 1 15 2 

Most rate stability 2 6 3 8 (5) 

Most rate instability 13 0 4 1 

Greatest improvement 
in service quality 5 5 3 6 (3) 

Greatest decline in 
service quality 8 0 12 0 

Most significant 
overall effect on 
trade 10 1 2 6 

a/The number in parentheses indicates the number of shippers that 
identified "the current system" as their specific choice. 

VIEWS OF CARRIER AND CONFERENCE OFFICIALS 

The carrier and conference officialswith whom we spoke 
generally believed that the problems of carrier resignation from 
conferences, illegal rebating, and the entry of nonconference 
operators into the U.S. foreign trades could be handled by aban- 
doning the current system and moving toward closed conferences. 
The revisions proposed by carrier and conference officials would 
typically result in substantial increases in carrier cooperation, 
such as revenue pools and service rationalization, a situation 
that could reduce price competition and result in higher rates. 

Our view of congressional testimony and discussions with 
seven U.S. flag carrier officials indicated that while there is 
broad agreement that the Shipping Act should be revised, there is 
little consensus as to what changes should be made. We asked these 
carrier officials how they view the current conference system and 
how they think its continued operation will affect such performance 
measures as size of the U.S. fleet, carrier financial stability 
and profits, capacity utilization, introduction of new technology, 
and the balance of payments. Although several either could not 
or would not predict how the various factors would be affected, 
these officials often attributed many of the problems faced by 
the liner industry to the current conference system. 
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For example, they cited the ease with which foreign flag 
carriers can enter our trades to "dump" excess tonnage, thereby 
contributing to the overtonnage problem, or to "skim" the highly 
profitable high value cargo and then leave when the market dries 
UP* This situation is particularly onero#us to U.S. flag carriers 
because they have made substantial long-term colmmitments and 
large capital investments in ships and other equipment in order 
to adequately service the U.S. trades. In addition, representa- 
tives of one cslrriar stated that it is especially difficult to 
correct overtonnage in U.S. trades because carriers find it very 
difficult to obtain FMC approval of capacity sharing agreements 
and U.S. carriers are not always able to join conferences in 
foreign trades. 

Although most U.S. flag carriers are dissatisfied with the 
current system, we also found that they do not completely agree 
on the most desirable alternative to it. Four of the seven car- 
rier officials we interviewed, however, did support extensive 
bilateral cargo preference requirements or the establishment of 
more revenue pools. 

We also interviewed the chairmen of three conferences serv- 
ing the U.S, foreign trades. Chairmen often serve in the same 
capacity for several ocean liner conferences, and such was the 
case with these three--together, they serve as the chairmen of 
17 conferences. They were generally dissatisfied with the current 
system, which was perceived as enabling independents to enter the 
U.S.. foreign trades and undercut the conferences' rates on high 
value-high profit cargoes. This was attributed to the limited 
measures that U.S.-based conferences currently have available to 
foster shipper loyalty. They did not, however, acknowledge the 
possibility that independents are being attracted to the U.S. 
foreign trades because of the high rates charged by conferences. 
They also believed that incursions by independents could best be 
reduced by legalizing closed conferences and allowing members to 
more easily rationalize their services. Two of these officials 
thought that adopting closed conferences should be accompanied 
by organizing a U.S. shippers' council. None of the three sug- 
gested that a comprehensive approach, encompassing both the sub- 
sidy and regulatory systems, was necessary to correct the problems 
they discussed. 
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CHAPTER 5 

8~BIPDERS'~~COUMClLS CAN LIMIT 
TBEe MBIRKETPWER OF CONFERENCES 

Shippers' councils k/ could represent shippers' interests 
effectively if the antitrust immunity of conferences operating 
in the U.S. fo'reign trades is expanded. Even under the current 
conference system, such councils could help establish formal 
communications between shippers and carriers. But attempts to 
organize shippers' councils in the United States have not been 
successful, although they exist in practically every other major 
tradingsbnation. This chapter reviews the development of foreign 
councils and issues seen as barriers to establishing councils 
in this country, and discusses their potential advantages and 
disadvantages. 

DEVELOPMENT AND STATUS 
OF FOREIGN COUNCILS 

The shippers' council concept is not new: in Britain it was 
recommended as early as 1909. The early councils were usually 
composed of large shippers and organized along product or commo'd- 
ity lines. Actively supported by their governments, they were 
primarily concerned with fostering exports of certain major com- 
modities, Later, these councils expanded their memberships to 
include a wider range of shippers using liner services. 

According to a 1976 study by the United Nations Conference 
on Trade and Development (UNCTAD), shippers' councils or equiv- 
alent organizations were established and operating in 23 devel- 
oping nations or territories and 20 developed market economy 
countries by mid-1976. 2/ Thirty-five of these councils were 
established in the private sector, although many of these have 
government agencies as members. Government influence has been 
stronger in the other eight councils. In the United States and 
Brazil, government agencies (FMC in the United States and SUNAMAM 
in Brazil), instead of shippers' councils, protect shippers' in- 
terests. 

In the late 195Os, delegates from European nations met with 
representatives of the British Shippers' Council, and subsequently 

L/Shippers" councils are defined as associations of shippers or 
their agents established to: (1) consult and exchange infor- 
mation or views regarding general rate levels, rules, practices, 
or services: and (2) agree upon positions for the purpose of 
consulting and negotiating with oceanborne common carriers in 
foreign commerce or conferences of such carriers. 

Z/Together, these 43 nations accounted for abut two-thirds of the 
cargoes usually shipped by liner in 1973. 
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formed the European Shippers' Council (ESC). Together with the ' 
Council of European and Japanese National Shipowners' Association 
(CENSA), they have produced 19 joint recommendations that reflect 
concern for commercial due process, and have adopted a code of 
practices for conferences calling for maximum freedom by shippers 
and carriers to resolve their problems with minimal government 
interference. 

Other existing multi-national councils include tkie Centrai 
American Shippers' Co8uncil, the Intergovernmental 'Standing Com- 
mittee on PShipping composed of 4 East African countries, a South- 
east Asian Federatio8n of 5 countries established in 1976, and the 
establishment that same year of a permanent secretariat and joint 
negotiating committee ammg 20 west and central African co'untries. 
In addition, both Australia and Japan have had considerable ex- 
perience with shippers' councils. For example, the Australian 
Shippers' Council, an outgrowth of shippers' councils that had 
jurisdiction over individual trade routes, was established in 1972. 

COUNCIL STRUCTURE AND 
ACTIVITIES VARY 

No single, universally accepted shippers' council format 
exists. Councils have evolved differently, and are shaped pri- 
marily by the interests and needs of the shippers and institu- 
tional considerations. Because of the diversity among nations, 
a great deal of flexibility is needed in establishing a multi- 
national council. 

Councils are usually composed of individual companies, trade 
associations and/or commodity boards, or a combination of the 
first two types. Financing also varies. Most are financed through 
member subscriptions, government grants, or a combination of both, 
while others are financed by imposing a tax on shipments. Some 
councils use these funds to employ relatively large, full-time 
permanent staffs, while others rely'on members or the government 
to provide research and other types of assistance. 

Generally, functions such as overall policymaking, manag.e- 
ment, and coordination are carried out by an executive committee, 
a general assembly, or a board of directors. Consultations with 
carriers, however, are usually conducted by a series of standing 
or ad hoc committees which generally are organized along func- 
tional (i.e,. legal, import, export, liner air cargo, etc.), 
regional, and/or commodity lines. 

Council activities vary from country to country. Although 
there are exceptions, councils usually deal with matters of 
broad concern to all shippers (such as port congestion problems, 
surcharges, general rate levels and increases, and maritime law) 
rather than with specific issues regarding a particular commodity 
or an individual rate. These latter matters are generally pur- 
sued by individual shippers or trade associations. 
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EFFECTIVENESS OF COUNCILS 

While the evidence is limited, several studies have demon- 
strate,d that shippers' c~umcils have established effective con- 
sultation procedures with conferences. One report (by UNCTAD in 
1976) identified five factors essential to meaningful consulta- 
tion: (1) a willingness on the part of conferences to provide 
councils with essential financial data, (2) councils which ade- 
quately represent all shippers, (3) the ability and willingness 
of councils to use data provided by conferences, (4) "eompatibil- 
ity" between conferences and councils, and (5) a competitive mar- 
ket for shipping services, i.e., the ability of shippers to use 
alternative services. 

Another UNCTAD.report 1/ recommended the establishment of 
shippers' councils to prote& shippers' interests, while a study 
performed by the University of Wales in 1978 attributed much of 
the need for regulation of U.S. liner conferences to the absence 
of effective shippers' councils. 

Other studies conducted in the past few years have also 
argued that councils can effectively preyent conference abuses 
and have supported the establishment of shippers' councils in 
the United States. In addition, some evidence exists which 
credits the effectiveness of foreign shippers' councils with 
freight rate disparities in U.S. foreign trades. In a 1978 re- 
port for the Department of Transportation, Booz-Allen and Hamilton, 
Inc., concluded that shippers' councils representing exports in 
Europe and in the Far East may be a significant factor behind 
the generally lower inbound rates. 

EFFORTS TO ESTABLISH A U.S. 
SHIPPERS' COUNCIL UNSUCCESSFUL 

One of the earliest references to a U.S. shippers' council 
appears in a 1967 FMC report, which concluded that U.S. shippers 
were generally not aware how the European councils operated and 
were uncertain about the antitrust implications of collectively 
dealing with conferences. To alleviate this situation, the re- 
port recommended that the FMC consult with interested agencies 
to develop a program with satisfactory safeguards which would 
permit shippers to bargain collectively with conferences. Ac- 
cording to FMC officials, however, no action was ever taken on 
this recommendation. 

CENSA/ESC attempted to foster interest in U.S. shippers' 
councils by inviting selected American observers to its 1965 pro- 
ceedings. In subsequent years other U.S. shipper groups--the 

L/United Nations Conference on Trade and Development, Protection 
of Shippers' Interests --Guidelines for Developing Countries, 
U.N. Dot. TD/B/C.4/176 (1978). 



National Industrial Traffic League, the International Traffic 
Committee of the New York Chamber of Commerce and Industry 
(NYCCI), and the American Importers' Association (AIA)--became 
interested in the idea of a U.S. shippers' council. The,latter 
two groups began independent studies of the feasibility of estab- 
lishing a U.S. council. 

In 1976, the AIA and the NYCCI called for a single national 
shippers' council with five strong regional organizations, and 
asked the Department of Justice, Antitrust Division, to state 
its enforcement intentions with respect to the proposed council. 
DOJ responded to the AIA request in July 1977, stating that the 
subject of shippers' councils was not appropriate for its busi- 
ness review procedure because it was currently investigating the 
antitrust implications of joint carrier/shipper activity in con- 
nection with ocean freight rates. However, DOJ'did state its 
opinion that while the objectives of the proposed council were 
clear, the means of accomplishing these objectives presented "an 
almost infinite number of activities which could result in unrea- 
sonable restraint of trade.*' Thus, the antitrust question, we 
believe, continues to be a major obstacle to establishing a U.S. 
shippers' council. 

*e 
LEGISLATIVE ATTEMPTS TO 
ESTABLISH U.S. COUNCILS STALLED 

Several bills calling for establishing shippers' councils 
have been introduced in r&cent years. The reaction from the 
executive branch has been mixed: the Department of Justice is 
primarily concerned that such councils may have substantial anti- 
competitive effects or otherwise inhibit market forces. Accord- 
ing to the FMC, Government involvement would be essential for 
several years until authorizing legislation,was fully implemented. 
The FMC is also concerned that the interests of noncouncil shippers 
might not be adequately protected and that a council might prove 
to be ineffective in the absence of strong governmental involve- 
ment. In commenting on legislation proposing shippers' councils, 
the Department of Commerce was concerned about the possibility 
that those organizations would abuse any antitrust immunity 
granted them. 

STRONG SUPPORT FOR U.S. 
COUNCILS AMONG SHIPPERS 

Shippers have generally supported establishing a U.S. ship- 
pers' council. Recent polls and surveys, including our discus- 
sions with shippers (see chapter 41, indicate strong support for 
such councils. As reported in American Shipper, L/ 78 percent of 

&'"Sixty-three Percent of Shippers Oppose Mandatory Conference 
Membership for Lines Offering 25 Sailings Each Year," 
American Shipper, June 1979, p. 2. 

26 



the shippers polled favored shippers' councils, 17 percent were 
opposed, and 5 percent had no opinion. However, there was little 
consensus concerning how councils should be organized. 

ADVANTAGES AND DISADVANTAGHS 
OF ESTABLISHING U.S. COUNCILS 

Although we have th'e experience of some foreign shippers', 
councils to draw'on, weighing the pros and cons of establishing 
U.S. councils is still quite difficult. The main argument in 
favor of councils is their ability to serve as a counte8rvailing 
force to the organized power of conferences. Other potential 
benefits of councils include a more responsive conference system 
based on regular and frequent consultation as opposed to confron- 
tation, better representation of shippers before the Congress 
and Federal agencies, and increased comity with our trading part- 
ners who rely on organized shipper/carrier consultation, rather 
than regulation, to control conference abuses. 

Among the more commonly cited potential disadvantages or 
problems associated with forming U.S. councils is the concern 
that they may become strong cartels which might engage in anti- 
competitive activities, such as price fixing and boycotting. 
Another major concern is that councils will fail to adequately 
represent and protect the interest of small shippers. Also, 
there is some concern that councils will merely become regulatory 
appendages of the FMC and add another layer of bureaucracy in an 
already over-regulated industry. 

While several issues need to be resolved prior to forming 
councils, we believe two are especially important. First is the 
uncertainty about the FMC's future role. If it is retained or 
enhanced, the need for strong U.S. shippers' councils is dimin- 
ished, and vice versa. Second is the antitrust implications of 
participating in council activities. While many questions still 
remain as to exactly what councils will be allowed to do, it is 
clear that the Department of Justice, during the previous adminis- 
tration, supported strong antitrust controls of shippers' coun- 
cils. However, we believe that if the powers of conferences are 
significantly enhanced by extensive antitrust immunity, then U.S. 
shippers should be provided the opportunity to form councils to 
safeguard their interests. 



CHAPTER 6 

REVENUE, POOLS AND THE UNITED NATIONS 
CODE, OF CONDUCT FOR LINER CONFE~RHNCES 

Very little reliab'le information is available concerning 
the effects exicsting revenue pools have upon participating U.S. 
flag carriers, although it is needed to evaluate several maritime 
policy issues. First, the Congress may decide to promote forming 
revenue pools as a way to' improve the profitability of the U.S. 
flag liner fleet. Currently, carriers operating in the U.S. for- 
eign trades have difficulty receiving FMC approval for pooling 
agreements because they must demonstrate that they are in the 
public interest. Second, such information could assist the FMC 
in deciding whether to approve or disapprove revenue pooling agree- 
ments. Third, the United States has to decide how it will respond 
to the internationally accepted United Nations Code of Conduct for 
Liner Conferences (the Code), portions of which bear a strong 
resemblance to revenue pools. 

REVENUE POOL,S AND CARGO 
RESERVATION PROGRAMS MAY CAUSE 
AVERAGE RATE LEVHLS TO RISE 

Economic theory suggests that both revenue pools and cargo 
reservation programs may increase the average level of rates on 
affected trade routes. Cargo reservation programs could have 
that effect through their tendency to greatly reduce the number 
of companies permitted to carry what are often substantial amounts 
of merchandise. Carriers authorized to transport those shipments 
can set high rates without fear of being underbid by other com- 
panies. Revenue pools may also increase average rate levels by 
discouraging firms from cutting rates in an attempt to increase 
the amount of traffic they carry. L/ 

Sometimes, governments, such as those of the United States 
and many South American nations, restrict the carriage of certain 
cargoes to their own national flag lines. When there is a signif- 
icant amount of reserved cargo carried between two countries, the 
countries involved often enter into an equal access agreement, 
with each country granting the other's national flag carriers 
access to its own government-controlled cargoes. The national 
flag carriers can then generally set rates without fear of com- 
petition from other carriers, and increase their profits. However, 
if the governments of developing countries desire to promote their 
exports and obtain imports as cheaply as possible, they may regu- 
late rates to allow these carriers only a compensatory return on 
investment. 

L/Alternatively, cargo reservation programs and revenue pools 
could cause average rate levels to fall if they lead to signif- 
icant increases in capacity utilization and resulting decreases 
in costs. 



Another means of raising rates and profits is through revenue 
pools, which discourage firms from secretly cutting rates in an 
attempt to increase the amount of traffic they carry, Participat- 
ing carriers poal the revenues earned in transporting specified 
cargoes and, at regular intervals, redistribute them according to 
a predetermined s'cheme. Generally, the cost structure of the liner 
industry makes rate cutting a real possibility. When the demand 
for liner services declines, carriers may suffer losses even if 
all firms adhere to the' s'ame rate schedule. A carrier could 
reduce its individual losses by cutting rates if other lines 
maintained theirs. If all carriers followed this same strategy, 
however, their loss'es would increase as rates fell below average 
cost. Revenue pools can prevent this from occurring by eliminat- 
ing the incentive to cut rates. Thus, average rate levels may be 
higher, all other things being equal, on those trade routes where 
revenue pooling occurs. 

CAPACITY UTILIZATION AND PROFIT RATES 
SHOULD INCREASE AND COSTS SHOULD FALL 

Without revenue pools, carriers must compete for a relatively 
fixed amount of cargo by lowering their rates or increasing their 
sailings. B.ut this will eventually lead to overtonnaging, with a 
resulting increase in the cost per ton carried. However, revenue 
pools guarantee each participating carrier a share of pooled rev- 
enues: thus, there is no incentive to increase sailings to attract 
more cargo. A/ So capacity utilization should improve, cost per 
ton should fall, and carrier profits should increase as a result 
of revenue pooling. 

REVENUE POOLS LINKED TO 
EQUAL ACCESS AGREEMENTS 

In the U.S .-South American trades, revenue pools have gener- 
ally been instituted in conjunction with or in the wake of govern- 
mentally negotiated equal access agreements. Pooling insures 
that equal access to government-controlled cargoes leads to an 
equal distribution of the revenues earned by the national flag 
carriers serving these trade routes. The cargoes covered by these 
pools typically include all the commercial as well as the govern- 
ment-controlled cargoes carried by the participating carriers. 

In the U.S.-Brazilian trades, revenue pools and equal access 
agreements were agreed to in negotiations in 1970 between the two 
countries. Similar agreements were made between the United States 
and Argentina in 1973. 

&/To the contrary, revenue pooling agreements generally contain 
a provision that requires participants to make a minimum number 
of sailings to be eligible to receive their allotted portion 
of the pooled revenues. 
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ANALYSIS OF REVENUE POOLS 
PLAGUED BY STATISTICAL PROD~LEMS 

We tried to determine how the revenue ~0~01s organized in 
the 1970s among the United States, Brazil, and Argentina, actually 
affected the profit rate@, freight rates, and capacity utilization 
of participating U.S. flag carriers. While we encountered severe 
statistical problems in determining the effects of pooling on 
profits and freight rates we found that some, but not all, of 
the revenue pools led to a significant improvement in capacity 
utilization. 

UNITED NATIONS CODE OF CONDUCT 
FOR LINER CONFERENCES 

Many developing nations believe that liner conferences, by 
restricting competition and increasing freight rates, have slowed 
their economic development.* They contend that excessive trans- 
port charges make their exports less competitive and increase the 
cost of their imports, depriving them of foreign exchange which 
could be used to finance growth. These nations argue that this 
situation should be remedied through the international regulation 
of conferences. 

At the urging of these developing nations, the United Nations 
passed a resolution in 1962 calling for the formation of the 
United Nations Conference on Trade and Development (UNCTAD) to 
study the advantages and disadvantages of the conference system 
and recommend changes to it. After many years of intensive and 
often bitter negotiations, UNCTAD formulated the United Nations 
Code of Conduct for Liner Conferences, which was adopted by mari- 
time nations on April 6, 1974, subject to ratification by individ- 
ual national governments. 

The main purpose of the Code is to allow developing nations 
to establish and develop their own shipping lines, thus ensuring 
reasonable rates for their cargoes. This would be achieved by 
admitting these carriers to full conference membership and allo- 
cating equal shares of most conference cargo carried between two 
participating countries to the conference liners of the trading 
partners. 

According to its provisions, the Code will go into effect 
6 months after the date on which at least 24 nations having a 
combined tonnage of not less than 25 percent of the world liner 
tonnage (as of 1973) ratify it. This is expected to occur some- 
time in 1982. So far, the United States has declined to ratify 
the Code, primarily because some of its provisions conflict with 
the Shipping Act and the Nation's own economic philosophy. Some 
maritime analysts have predicted that unless the United States 
ratifies it, the Code could have an unfavorable effect upon U.S. 
flag liner operators serving the U.S. trades, although we do not 
believe this will necessarily occur. 



Some similarity exiks between the Code and revenue pools, 
such as assigning cargo @hares to agreement members. However, 
the main difference iesl that the South American pooling agreements 
reserve certain cargoes exclusively for pool members, but under 
the Code, noneonferenoe carriers can still compete for the car- 
90. Thus, independents are more of a competitive threat under 
the Code than under the South American pooling agreements. 



CHAPTER 7 

SUMMARY, MATTERS FOR CONSIDERATION BY THE 
CONGW;ESS, AND AGENCY COMMENTS 

Under the provisions of the Shipping Act, 1916, as amended, 
firms providing regularly scheduled common carrier liner service 
on U.S. foreign trade routes are permitted to join shipping con- 
ferences. Subject to regulatory approval by the FMC, these car- 
rier associations are granted antitrust immunity which allows 
them to jointly set the rates charged by their members. Unlike 
conferences covering non-U.S. trades, however, they are not 
permitted under U.S. law to restrict their memberships and must 
receive FMC approval before implementing any capacity-restricting ' 
devices such as revenue pools or sailing agreements. 

In the ocean liner shipping industry, the demand for ser- 
vice is affected by both the rates charged and the level of 
service offered. As a consequence of the Shipping Act and its 
enforcement by the FMC, conferences covering the U.S. foreign 
trades are only able to restrain price competition by establish- 
ing common tariffs to which their members must adhere. Competi- 
tion among conference members thus occurs primarily by augmenting 
the level of service offered. Such service competition reduces 
profits by decreasing capacity utilization and increasing opera- 
tors' costs and not through lowering their revenues (as would be 
the case if prices were cut). The current system probably does 
not result in excessive profits for conference members, but it 
has led to excess capacity, inefficient service competition (such 
as more frequent sailings with emptier ships), and higher costs 
than would be the case in either a fully competitive market or a 
fully rationalized cartel. 

The high rates charged by conferences also induce carriers 
in other trades to enter the U.S. foreign trades. Because the 
Shipping Act prohibits using deferred rebates and limits the 
terms of dual rate contracts, independent operators find it easy 
to' enter U.S. foreign trades. These nonconference companies 
attempt to gain a share of the market by offering lower rates 
than those of conferences. This competition can cause U.S. flag 
conference members to suffer financial losses. 

I . In additioii to eliminating wasteful service competition, 
we identified two other possible reasons for changing current 
maritime regulation: (1) to assist the U.S. flag liner fleet, 
allegedly in a state of decline because of the Shipping Act: and 
(2) to remove a strain on U.S.-foreign relations. We decided to 
submit the first of these to closer scrutiny because of the im- 
portance of the U.S. merchant marine as a reserve and auxiliary 
to the military in time of war or national emergency. 

Our initial survey revealed that the general cargo liner 
segment of the U.S. merchant marine is apparently in serious 
trouble as evidenced by declines in the number of firms and 
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ships, and in the relative status of the U.S. flag general cargo 
fleet among maritime nations. Upon closer study we found that 
the declines in the number of vessels and the relat2ve position 
of the U.S. flag fleet de?re largely due to adopting a highly 
efficient containerized cargo handling technology (containeriza- 
tion) and did ru@rt appear to be a sign of chronic distress. The 
reduction in the numb'er of firms was primarily the result of 
several factors including containerization, uncertainty over the 
maritime policies of certain South American nations, and the 
diversification efforts of U.S. companies. However, the rapidly 
rising cost of new vessels may make it increasingly difficult 
for U.S. flag operators to replace their fleets in the future. 
The ability to more etisily form consortia and thereby pool re- 
sources could alleviate this situation. Although this could 
require slight modification of present regulation, we conclude 
that the current status of the U.S. flag liner fleet is not a 
valid rationale for a major overhaul of the Shipping Act. 

Because the United States is unique in the way it regulates 
an essentially internakbnal industry, we found that FMC enforce- 
ment of the Shipping Act strained diplomatic relations with a 
number of our maritime partners. To enforce certain provisions 
of the Shipping Act fairly, the FMC needs to obtain documents 
stored in foreign countries. But some nations believe, that the 
FMC's attempts to gain access to these documents represent a vio- 
lation of their sovereignty, and have enacted blocking statutes to 
prevent the transfer of documents and limit the enforcement powers 
of the FMC. These statutes could provide foreign flag carriers 
with what amounts to partial immunity from the Shipping Act, and 
U.S. carriers have claimed that FMC's enforcement efforts, as 
a result, are disproportionately directed toward them,. To deter- 
mine the validity of this claim, we examined 58 malpractice cases 
initiated by the FMC from October 1976 to June 1980. Our analy- 
sis failed to show any evidence of a biased enforcement pattern. 

Having found that provisions of the Shipping Act, as adminis- 
tered by the FMC, foster wasteful service competition and strain 
international relations, we examined two widely discussed modifi- 
cations of the Act. The first is to initiate more price competi- 
tion by reducing or eliminating the antitrust immunity currently 
granted to shipping conferences. The second is to expand the 
antitrust immunity currently granted conference members. Either 
of these two alternatives would reduce the amount of wasteful 
service competition. The first alternative would introduce more 
price competition into the liner shipping industry. Competition 
would consequently be of more value to shippers. Wasteful ser- 
vice competition would be supplanted by increased price compe- 
tition to give shippers a more desirable combination of rates and 
service. But this option would have diplomatic costs associated 
with it that are probably greater than those associated with this 
country's current maritime policy. The second alternative would 
allow conferences to more easily adopt measures that would enable 
them to limit service competition by controlling capacity. This 
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could be achieved by allowing conferences to limit membership 
(i.e., closed co8nferences) and the number of sailings made by 
members. If this permission is granted, we believe it will be 
necessary to allow U.S. shippers the opportunity to form shippers' 
councils so they can safeguard their interests. U.S. maritime law 
would be brought into conformity with that of most major maritime 
nations, and international tensions created by differences in mari- 
time policies would lessen. 

Thus, while the first alternative may be preferable on econo- 
mic grounds, certain diplomatic costs are associated with it that 
are not present in the second alternative. Since it was not possi- 
ble for us to weigh these economic and diplomatic costs against one 
another, we could not reach a conclusion as to which alternative 
was preferable. 

In analyzing shippers' councils, we concluded that these 
organizations should not be established in the United States 
unless the conferences' antitrust immunity is expanded or the 
FMC's power to protect shippers is reduced. At present, the FMC 
is charged with protecting shippers' interests. This situation 
is analogous to that between the Interstate Commerce Commission 
and shippers who use rail and truck services. Since those ship- 
pers have not needed to form councils, we concluded that under 
current regulation the users of international ocean liner ser- 
vices do not need to organize shippers' councils. 

Our study of alternatives to the current conference system 
conciuded with a statistical study of the revenue pools organized 
on this country's Argentinian and Brazilian trade routes during 
the 1970s. These pools are of interest because an expansion of 
carriers' antitrust immunity and/or the United States' adoption 
of the United Nations Code of Conduct for Liner Conferences in 
its present form could lead to a proliferation of these agree- 
ments. We believed it was important to determine how revenue 
pools might affect U.S. flag operators and shippers. 

Because of data limitations and statistical problems, we 
were only able to reach conclusions regarding the effect of rev- 
enue pools on the capacity utilization of participating U.S. 
flag carriers. We obtained some evidence that suggested capac- 
ity utilization has significantly improved. Some of the pools 
that were examined, however, did not have that effect upon capac- 
ity utilization. 

MATTERS FOR CONSIDERATION 
BY THE CONGRESS 

Two broad options are available to the Congress in consider- 
ing revisions to the Shipping Act, 1916, that can eliminate the 
inefficient form of service competition which presently exists on 
U.S. foreign trade routes. The first option is to withdraw the 



current level of antitrust immunity. The second option is to ex- 
pand the antitrust exemption to allow carriers to control capacity 
more easily. 

The most suitable choice depends upon the economic and diplo- 
matic costs and benefits as'sociated with each alternative, but our 
evaluation of the current evidence does not clearly favor one over 
the other. However@ if carriers are granted expanded antitrust 
immunity, we believe shippers should be provided with the opportu- 
nity to form s'hippers' councils to safeguard their interests. 

Currently there are two bills before the Congress, S. 1593 
and H.R. 4374, that would significantly extend the level of anti- 
trust immunity. S. 1593 contains a provision establishing U.S. 
shippers' councils8 but H.R. 4374 does not. 

The Congress should also consider changing current maritime 
regulation to enable U.S. flag liner operators to more easily form 
consortia to facilitate financing new vessels. By making this 
alternative form of vessel acquisition readily available, U.S. flag 
carriers may be placed in a more favorable position compared with 
their foreign flag competitors. It may be desirable to allow only 
those consortia that will permit the largest amount of intercarrier 
competition on a route. In this regard, the joint space charters 
used by Japanese firms appear to be the most appropriate choice. 
It would be possible to secure the benefits of interfirm coopera- 
tion while avoiding the anticompetitive problems that could emerge 
under other types of consortia. 

AGENCY COMMENTS 

We requested and received written comments on a draft of 
this report from the Department of Justice (DOJ), the Federal 
Maritime Commission (FMC), and the Department of Transportation 
(DOT). (All three agencies' specific comments and our responses 
to them are contained in appendixes I-III.) DOJ considered the 
report to be, overall, a "well-reasoned and factually accurate 
assessment." The FMC commended us on the report and stated its 
own views on several issues. DOT agreed with the report's con- 
clusion that the Shipping Act fosters wasteful service competi- 
tion, but felt that the report failed to consider other important 
measures of the U.S. flag liner fleet's performance. 

Specifically, DOT contended that such financial measures as 
the rates of return on equity and assets, the ratio of long-term 
debt to equity, and the ratio of current assets to current liabil- 
ities would show the fleet to be in significant enough distress 
to justify a major revision of the Act. We disagree with this 
contention for the following reasons: First, U.S. flag liner 
operators have become increasingly diversified since 1965, and 
many are now in fact subsidiaries of conglomerate enterprises. 
Thus, the financial measures cited by DOT, particularly those 
involving equity valuation, are questionable in comparing the 



performance oIf the U,S. carriers over time or with other sectors 
of the economy. 

Second, we found that the Maritime Administration did not 
have the data! niesded to compute such financial measures for a 
long eno'ugh period to be indicntive of any long-term trend or 
chronic distress within the U.S. flag fleet. Thus, our approach. 
was based on the pr'emise that if the return on invested capital 
realized.by U.S, flag liner operators was chronically unremuner- 
ative, there would be clear evidence of a long-term decline in 
new investment and, ultimately, in the ability of the U.S. flag 
fleet to transport cargo. The evidence presented in the report 
shows that this has not occurred. As table 3 indicates, the 
U.S. flag fleet transported about the same amount of cargo (in 
terms of average annual tons) from 1956-60 as from 1976-78. Com- 
pared with the 1971-75 period, U.S. liner operators have actually 
increased their carriage. More impressive, U.S. flag carriers 
were able to undertake a substantial and rapid investment in new 
and costly container technology during the late 1960s and 1970s. 
As a result, the U.S. merchant marine had the largest containership 
and barge carrier vessel fleets in the world by 1979 in terms of 
total deadweight tons. 

Third, even with questions about their reliability and com- 
parability aside, the profitability data cited by DOT fail to 
show any evidence of a persistent secular decline. Rather, they 
exhibit year-to-year variation due to cyclical changes in demand 
and supply conditions that are common to all sectors of the econ- 
omy. The ratio of long-term debt to equity does persistently in- 
crease from 1976 to 1980, but this is not necessarily an indica- 
tion of sagging financial health. To the contrary, firms often 
increase their amount of borrowing in times of rising demand to 
obtain greater leverage and a higher rate of ret,urn on invested 
equity. Alternatively, recent increases in this ratio could 
reflect an increase in borrowing by U.S. flag liner operators in 
order to finance the ordinary and necessary replacement of aging 
vessels. Furthermore, Federal loan guarantee programs, by lower- 
ing interest costs, have actually made borrowing a relatively 
more attractive source of funds for U.S. flag operators, thereby 
causing the fleet average ratio of long-term debt to equity to 
be higher than what it might have been in the absence of these 
programs. 

Fourth, the financial statistics which DOT cited are simple 
industry averages that conceal substantial differences in the 
performance of individual U.S. liner operators. According to a 
Maritime Administration report on the financial condition of U.S. 
flag liner operators dated November 30, 1981, the 1980 returns on 
equity ranged from a high of 35.8 percent to a low of -193.9 per- 
cent: the 1980 returns on assets ranged from 13.5 percent to -23.3 
percent: the 1980 ratios of long-term debt to equity ranged from 
16.42 to 0.21: and the 1980 ratios of current assets to current 
liabilities ranged from a high of 2.2 to a low of 0.6. More 
important, this report reveals that some major U.S. flag liner 
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operators have had consistently and substantially higher than 
average rates of return on equity and assets during the 1976-80 
period, while other operators have shown consistently and sub- 
stantially lower.than average rates of return to assets and equity. 
This buttresses our conclusion that there is no evidence of any 
systematic, industry-wide distress and that company-specific fac- 
tors such as siz'e, ship-type, and route system are more important 
than the regulatory system in determining the financial performance 
of U.S. flag operators. 

Fifth, the Maritime Administration's own recent analysis of 
the financial condition of U.S. flag liner companies referred to 
above actually supports our conclusion that the U.S. flag liner 
fleet is not in a state of financial decline. Although their 
analysis notes that some U.S. flag operators had increased finan- 
cial problems in 1980, it states that the majority of operators 
"have shown improved earnings in 1980 over.1979" and that, over- 
all, "1980 was a relatively good year for the industry," with 
industry net profit increasing 539 percent, total industry assets 
increasing 9.7 percent, and total liabilities decreasing both 
absolutely and as a percentage of total assets from 1979 to 1980. 
Their report's assessments of the future prospects for all but 
two U.S. flag carriers were also very .optimistic. 

DOT also,stated that changes in the Shipping Act appear 
essential because of the prospect of future budgetary constraints 
on the subsidy programs available to U.S. flag operators. As 
this report concludes, changes in Federal maritime regulation 
can lead to increases in efficiency and reduce costs in the ocean 
liner shipping industry, but these Isavings should be realized by 
foreign flag carriers operating on U.S. -foreign trade routes as 
well as by U.S. flag carriers. Thus, there is no assurance that 
the relative competitive position of U.S. flag operators will 
necessarily improve as a result. What puts U.S. flag carriers 
at a competitive disadvantage compared with foreign flag liner 
operators is not so much current regulation as the fact that U.S. 
operators are generally among the highest cost carriers in the 
world. As our recent report on the subsidy programs discusses, 
these higher costs are prima,rily due to substantially higher 
construction, maintenance, and repair costs, higher wages, and 
higher staffing levels compared with foreign flag vessels. l/ 
Because none of these factors will be affected by prospectiJe 
revisions of the Shipping Act, we do not share DOT's optimism 
that potential changes in maritime regulation can conceivably off- 
set the severe cost disadvantages faced by U.S. flag operators in 
the event of significant reductions in the subsidy programs. 

&/See "Maritime Subsidy Requirements Hinder U.S.-Flag Operators' 
Competitive Position," U.S. General Accounting Office, CED-82-2, 
November 30, 1981. 
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Ur. William J. Anderson 
Director 
General Goveriwnent Division 
United.States General Accounting Office 
Washington, D.C. 20548 

Dear HF. Anderson: 

Thank you for providing the Departnent of Justice (Department) an opportunity 
to comwnt on your draft report @"titled. "Changes in Federal MaritilAe Regu- 
lation Can increase Efficiency and Reduce Costs in the Ocean liner Shipping 
Industry" (PAD-82-11). 

Esse"tially, the draft report cowlodes that there are two basic alternatives 
to the existing regulatory policy on international ocean liner shipping. Under 
the first of these alternatives the antitrust exception for liner shipping would 
be eliminated so that liner operators would be required to become anre contpeti- 
tive. In contrast, under the second alternative. the existing antitrust exemp- 
tio" would be expanded so that eoa~panies engaged in liner shipping would be 
given greater freedom to engage in restrictive business prdetices. The Adminis- 
tration has recently completed a policy review in this area and in general 
concluded that the second alternative is preferable to the first. Overall, 
the draft report presents a well-reasoned and factually accurate assessawt of 
the available alternatives. However, the followins three minor factual errors 
in the report should be corrected. 

1 1. The report repeatedly asserts that U.S. flag liner operators are 
competitively disadvantaged because, unlike their foreign flag compe- 
titors, they are prohibited from enterin 

3 
into consortia agreements 

(see pag@s viii. 3-27, 5-l. 5-2, and 8-3 . According to the report, 
this prohibition stems frMn the antitrust laws (see p. 3-27). This 
is an assertion that has bee" frequently repeated even though it 
lacks a factual basis. The antitrust laws impose neither a blanket 
prohibition against consortia agreemnts, nor distinguish among liner 
operators on the basis of nationality. While it is conceivable that 
some consortia agreements among American flag operators might theoret- 
ically violate the antitrust laws, it is always possible for the 
Federal Mrritirne Commission (FXC) to grant antitrust inaaunity to such 
arrangements under section 15 of the Shipping Act (46 U&C. §814). 
Moreover, in considering such an application the FNC would be required 
to adhere to the sam@ standard of review as it utilizes when considering 
consortia agreffnents aniung foreign flag Operators. 

-2- 

The report is out of date insofar as it represents that the R@gulat@d 
Industries Section of the Antitrust Division ff respe"s1ble for antf- 
trust enforcewent in the shipping industry free pa= Z-IS), that 
section was reconstituted as the Cnergy S&tirrn &@ral y&s ago and 
responsibility for the shipping industw was transferred to the ifist- 
sion's Transpartatie" Sfftian. The rep&t shottld also note that tk@ 
Depaftmtt dees "ot egrpe wfth the assertion by row m@&ws of the 
industry that th@ Antitrust Division's ~ar~icipa~~~ in FE proceedings 
is intwded to "cripple" th@ co%f@r@nce systeat by "ctegglng up" r@gu?a- 
tory tkannels (S@@ page 2-17). All of the Antitrust Division's dctivi- 
ties at the fc#: have be@" conducted i" gov# faith end for thr sol@ 
purpose of insuring that 1-1-s of the shipping industry justify 
thrir agr@@m@nts in a manner that is co"siste"t with the r@quir@w"as 
of the Shipping Act and the Ft4C's ow preeedeots. 

3. The report is technically incorrect in isglyiffg in foetnote 3 on peg@ 
?-17 that, in 1979, 13 shxppxng @x@cutives enter@d pleas of nolo 

3 
contendere to felony violations of the antitrust laws, - 
~~uiduals rerp charged with misdemeanor violrtiod:.fpt~:'o"ly 
the corporations xere chdr9ed with felony violations. 

m 

Should you desire any additional information pertaining to our responsr, please 
feel free to contact me. 

Sincerely, 

Kevin D. Rooney 
Assistant Attorney Genera1 

for Administration 



APPENDIX I APPENDIX I 

1. The Department of Justice is technically correct, and changes 
have been made where appropriate. Under Section 15 of the 
Shipping Act, the FMC does have the authority to grant immu- 
nity to consortia agreements involving U.S. flag carriers, 
and is' required to adhere to the same standard af review as 
that used when considering such agreements among foreign 
flag carriws. However, in interviews with us, some repre- 
sentatives of U.S. flag carriers expressed their belief that 
they were,, de facto, prohibited from entering into consortia 
agreements blecause of the difficulty involved with obtaining 
FMC approval. Moreover, U.S. flag carriers operate predom- 
inantly on FMC-regulated U.S.-foreign trade'routes, while 
foreign flag carriers operate primarily on foreign to foreign 
trade routes beyond the FMC's jurisdiction. Since more of 
their operations are subject to FMC regulation,'U.S. flag 
carriers can, in this sense, still be considered relatively 
disadvantaged. 

2. Footnotes were added to the draft report to note DOJ's organ- 
izational changes and its disagreement with the assertion 
made by industry members. 

3. A change was made to the draft report to note the distinction 
between the felony and misdemeanor charges. 



nr. Henry Eschwege 
Director, Cannunity and Economic 

Development Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Eschwege: 
I 

Thank you for providing UT with a copy of the draft report to 
the Congress entitled "Changes in Federal Maritime Roqulation Can 
Increase Efficiency and Reduce Costs in the Ocean Liner Shipping 
Industry." We appreciate the opportunity for review and comment on 
this draft. 

I would like to commend the GAD on its draft report. It obviously 
represents many hours of research on a difficult and perplexing subject. 

The enclosure to this letter contains the Con%'nission's conntents on 
specific sections of the draft report. These ccdmnents are intended,to 
state our views on several controversial topics and should not be vlewed 
in any way as a criticism of the report. 

After you have had the opportunity to review our carments, we would be 
pleased to discuss this matter at gredter length. 

Again, thank you for providinq us an opportunity to comnent. 

Alan Green. Jr. 
Chainnan 

Enclosure 

Cemments of the 
Federal Warittw C~issi~n 

T.‘.@ Padecal Maritime Conaission has the fall~inq cezmzeent= 

reyardiny the proposed draft of a U.S. General kCOonting 

Office report entitled -Changes in Pedesai lleritir ffeguratian u; 

Can Increase Efficiency and Reduce Costs in the ocean Ltnei 
8 

Shipping Industry.” Our specific cmnts MC organized under 

headings which correspond to headings *in the draft. 3 

3 

Digest and fiassiy WI 

In the Digest and Suaaary of the draft report frequent 1 ~g 

reference is made ta the two alternatives to the present system u 

-- elimination of the antitrust exemption for st)amship tines 

serving the U.S. foreign trades and, in the alternative, F!i 

authorization of closed conferences. It has been suggested in 

LU= sirart report that both of thcs@ alternatives would 

eliminate excessive service competition in the industry. We ifi 

believe that in developing its options, the GAO has overlooked t 

a third option: the encouragement of rationalization among & 

steamship lines without adopting a closed conference system. 

This can be undertaken through such arrangements ai space 

charter agreements, pooling agreements, md/oi joint aerviee 

ayreemento. 
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2 While the GAO report does not provide a specific 

recommendation with respect to the lifting of the antitrust 

exemption or the formation of closed conferences, we believe 

that removal of the antitrust exemption is not a viable 

alternative. The draft report contends that elimination of the 

antitrust exemption Would result in price competition 

supplanting service competition. The GAO draft report, 

however , does not examine this contention from a long-run 

viewpoint. There is no question that in the short run, removal 

of the antitrust exemption would result in increased price 

competition. However, the nature of the liner shipping 

industry is such that nationalistic interests manifested by 

extensive government subsidization and control of their 

merchant fleets may result in prices, over the long run, being 

higher than would be the case under the present system. 

3 Given the cost structure of the industry (i.e., a high 

proportion of constant to total costs, with declining average 

costs per unit of output), elimination of the antitrust 

immunity would most likely result in rate wars in the short run 

as carriers cut rates to attract as much cargo as possible to 

fill their vessels. With nationalistic interests exerting a 

strong influence, the result of the rate war would probably not 

be the survival of the most efficient liner operators as 

economic theory would posit; but rather, the surviving carriers 

would more likely be those with the strongest backing of their 

- 3 - 

national governments. Thus, short-run price competition may 

result in the more efficient carriers exiting a given trade. 

Over the long run, the combination of inefficient operations 

and barriers to entry created by government-supported merchant 

fleets may result in prices higher than they would have been in 

the absence of the short-run price cometition. We believe 

that a primary goal of regulation of the international liner 

industry should be the encouragement of efficiency. The 

injection of excessive price competition through elimination of 

the antitrust exemption may not encourage efficiency: on the 

contrary, it may encourage inefficiency. 

From a political standpoint, elimination of the antitrust 4 
immunity would severely strain our international relations by 

subjecting the carriers of foreign nations to our antitrust 

hWS. While the draft report contends that enforcement of the 

Shipping Act strains U.S. international relations, we believe 

that the degree to which international relations are presently 

strained would be substantially greater under a scenario that 

removes the antitrust exemption. 

Chapter 2 

The title of Chapter 2, Provisions of the Shipping Act of 5 
-- 

1916 Foster Wasteful Service Competition, Excess Capacity, and 

High Costs, and Strain International Relations, is misleading 

and conclusory, and not necessarily based upon the available 

evidence. Therefore, much of our discussion concerns this 

chapter. 
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6 We are concerned that the draft report misplaces the blame 

for the probleats facing the ocean shipping industry operating 

in the U.S. liner trades. The excessive service competition 

discussed on pages 2-19 through 2-22 cannot be attributed 

solely to the PMC’s administration of the Shipping Act, 1916. 

7 In the first place, while the Shipping Act requires 

conferences to be open to any and all entrants, there. is no 

express restriction on conferences organizing revenue pools, 

limiting sailings. or otherwise rationalizing services. The 

report States at page 2-19 that ‘conferences are generally 

denied permission to organize revenue pools, rationalize 

service, limit sailings, or limit membership*. At page 2-20. 

the report refers to conferences’ inability to form pooling 

agreements. These StatementS are not accurate. 

8 In practice, it is rare that conferences have sought 

authority to pool revenues. Most pooling agreements are 

submitted outside the conference framework. However, members 

of pooling agreements generally belong to the relevant 

conferences in their trades. There are presently 20 pooling 

agreements operating in the South American trades, the Far East 

trade, the Mediterranean trade, and the Calcutta/Bangladesh 

trade. .U.S. flag carrier8 are members of many of these pooling 

agreements. 

9 With rsSp@Ct to other forms of rationalization, the draft 

report suggests that the FMC has generally been unwilling to 

permit rationalization arrangements (particularly among U.S. 
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flag carriers) : and consequently, the inability of carriers to 

rationalize their Services haS contributed to rate warS and 

ultimately a reduction in operations or even a cessation of 

service. 

There are a number of points relevant to this argument. . 
First, the FUC has not been unwilling to approve agreements 

which rationaliae services. On the contrary, the Commission 

has approved agreements which rationafile service, and attempt 

to develop a more efficient international ocean transportation 

system. 

The CommisSion has approved more then 20 joint Service 

agreements. Such agreements generally provide a significant 

degree of rationalization by combining the operations of two Or 

more carriers into one service. 

The Commission has approved over a dozen space charter 

agreements which provide for more efficient utilization Of 

space on board vessels which may be sailing at less than full 

capacity. These agreements are prevalent throughout the Far 

East trades and have recently been filed in the African 

trades. The PmC recently approved Agreement NO. 10420. which 

is a space charter agreement among five U.S. flag carriers in 

the Far East trade. This agreement is one which attempts to 

rationalize Service by allowing each of the five lines to 

charter space on one another's vessels if necessary. Previous 

to the approval of Agreement Wo. 10420, the CommiSsion approved 

Agreement No. 10050-3, a discussion agreement among U.S. flag 



..- > 

: 
‘._ 

,- 

-6- 

carriers in the Far East trade. 1n its analysis of that 

aqreelaent, the Commission staff found that among the benefits 

emanating from the agreement were a reduction in excess 

capacity and the commensurate higher utiliaation rates that 

might be encouraged if the carriers could C-eate an effective 

rationalization PCQqram (emphasis added).&/ 

Thus, it is not entirely correct to argue that the Shigpinq 

Act or its enforceaent by the Ft4C haa discouraged the 

implementation of rationalization proposals. The FMC has 

approved pooling agreements, space charter agreements. and the 

formation of consortia. U.S. flag carriers have not been 

deterred from engaging in rationalization arrangements by the 

FMC . On ttie contrary, the FM3 has approved a space charter 

arrangement cequested by U.S. flag carriers. 

10 
International Tension 

We are further concerned that the draft report singles out 

the Shipping Act, 1916, as the primary cause of international 

tension without examining the deleterious effects which our 

national policy favoring competition has had on international 

relations. Our antitrust laws, which embody our national 

policy favoring competition, reach the conduct of American 

A/ Economic Impact Statement, Agreement No. 10050-3, U.S. Flag 
ear East Discussion Agreement, 
FMC. June 21, 1979, p. 25. 

Office of Economic Analysis, 
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nationals wherever it occurs if the conduct has substantial 

anticompetitive effects on the cozamerce of the United States. 

United States v. Aluminum Co. of America, 140 F.Zd 416 (25 Cir. 

1945) * The antitrust laws have also reached foreign defendants 

where there waS an intent to restrain competition in the United 

States . Absent section 15 immunity, cmtferencea in the U.S. 

trades wQUId be prohibited under the antitrust laws. Cancer ted 

activity which is conducted outside an approved agreement 

exposes the participants not only to antitrust liability but 

alS0 to liability for violations of the Shipping Act. See e 

re Ocean Shipping Antitrust Liti*Jation, 15 S.R.R. 839 (Oct. 15, 

1980) and Pacific Seafarers, Inc. v. Pacific Far Bast Line, 

a, 404 F.2d 804 (D.C. Cir. lYG8). Because the policies 
. 

underlying the antitrust laws ar? antithetical to the economic 

PhilOSophieS of nrany of our trading partners, the 

extraterritorial application of the antitrust laws have 

strained international relations. 

One of the primary purposes of Section 15 was to minimize 

conflict with trading partners by permitting a controlled 

departure from strict American antitrust principles in 

international trade. To that extent, section 15 tends to 

foster better relations with our trading partners. To give 

life to this purpose, the moderating effaets of section 15 on 

international maritime CQ2UnerCe cannot be realiaed unless its 

reach is co-extensive with that of the antitrust laws of the 

United States. 

-_=-_. _- . ..-*- -..-.. -v .u.... m-e -** - 



‘. 
i 

_ ‘. 

-a- 

12 Although the extraterritorial application of the remaining 

aaCtionS of the Shipping Act, 1916, may occasionally cause 

difficulties with our trading partners, there appears to be 

general agreement in the international community that many Of 

the practices which are unlawful under the Shipping Act, 1916, 

should be curbed. The UNCLAD Code would prohibit COnfSrenCSS 

from unfairly differentiating between similarly situated 

shippers. Fighting ships would be prohibited and adherenoe to 

published tariEEs would be required. Thus, it cannot be said 

that the United States stands totally by itself in believing 

that such activities should be regulated. 

13 Contrary to the statements in the draft report, the United 

States is not alone in regulating the steamship industry. For 

example, Canada, in explaining its reservations regarding the 

UNCTAD Code of Conduct for Liner Conferences, stated the 

following: 

The conferences have become very strong, over the 
years, and have tended to establish monopoly 
situations. Canada has found it necessary to regulate 
the conferences to permit their continued operation in 
the Canadian context.l/ 

Australia, a strong supporter of the conference system, 

retains the power to regulate the practices of conferences 

under the 1966 Amendment to the Trade Practices Act. 

2/ I UNITED NATIONS CONFERENCE OF PLF.NIPWfERTIARIBS ON A CODE 
OF CONDUCT FOR LINER CONFERENCES 83. UN DOC. TD/CODE/lB 
(1975). 

-9- 

Be are aware of several countries which are considering 

measures which would increase their level of regulation of 

conference activities. This regulation takes a variety of 

forms . Nonetheless, there is a growing interest by foreign 

governments in the activities of conferences. 

Once the UNCTAD Code for Liner Conferences goes into 

effect, numerou* countries will be in a position to meto 

conference activity through government owned or controlled 

carriers. The source of this “veto power” is contained in 

Article 3 of the UNCTAD Code which states in part: 

nowever, a decision cannot be taken in respect of 
matters defined in a conference aqresmsnt relating to 
the trade between two countries wlthout the consent of 
the national shipping lines of thoseoGu= -- ---- 

This “veto power” will provide the numerous countries 

having government owned or controlled carriers with a 

ready means to regulate the activities of conferences. We 

have no reason to believe that this power to regulate Will 

not be exercised. 

Section 14 

The discussion of section 14 of the Shipping Act, 1916 

(p. Z-10) implies that section 14 applies only to 

conferences. This is not correct. Section 14. by its 

terms, applies to all carriers whether they are 

independents or conference members. 

14 
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SUAiRaEy 

15 In its Summary of Chapter 2, the GAO notes that excessive 

service competition has led to excess capacity, higher costs, 

and a poor level of profitability for conference carriers, 

which may result in a cessation of operations by those 

carriers. The scenario painted by the GAO omits one important 

element. Academic economists may argue that such competition 

Clears the market of inefficient, high-cost operators and the 

result of such price cutting would be a more efficient 

transportation system. The problem with the theory is that it 

does not take into account the nature of the linar shipping 

industry; Numerous carriers are subsidized or government 

controlled. Pricing and service decisions may not be made 

strictly on commercial or financial grounds but rather may be 

significantly influenced by political considerations. Such 

carkers are not solely operators of vessels from non-market 

economy countries, but also include operators from market 

economies which desire to maintain shipping lines. The 

attached Table 1 reflects the large number of steamship lines 

of market economy or mixed economy countries, which are 

significantly government owned and/or operated. 

In addition to the large number of state-controlled 

carriers shown in Table 1 (which is not an all-inclusive list), 

many nations reserve cargoes for their national fleets and 

designated carriers of trading partners. Many nations exert a 

- 11 - 

strong governmental influence on their merchant fleets (such as 

the Government Qf Japan, cited in Appendix II to the draft 

EepQt't). As a rrtsult of these factors, exit from the liner 

industry iS impeded not only by economic factors, but al&w by 

political factors. Open competition which results in rate wars 

may result in some carrier victims. IIwevei, the victims may 

not necessarily be the least efficient carriers far economic 

theory would posit) but rather may bs the carriers without 

financial backing Qf their governments. AS a result, the 

consequences of unfettered competition may not be the most 

efficient transportation system but may be the en~our~~ent of 

inefficiency as a result of the substantial nationalistic 

interests involved. 

Chapter 4 

Conference Alternatives 

In Chapter 4. the GAO outlines the arguments for and 

against what they perceive as the two alternative methods for 

eliminating "wasteful- service competition -- eliminatioq of 

the antitrust immunity and expansion of the antitrust 

immunity. From an economic standpoint, the GAO believes that 

price competition resulting from elimination of antitrust 
immunity vould not bs harmful. The problems with this argument 

are numerous. 'First, as we have previously noted. domestic 

concepts of the effects of market forces have, at best, an 

imperfect application to the international maritime industry. 

16 
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This in itself creates barriers to entry. Inefficiency, rather 

than efficiency can be encouraged by the free-play of market 

forces. Second, while the GAO contends that as a result of a 

lack of barriers to entry and the mobility of resources, 

monopolist prices cannot be charged, it should be noted that 

resources in the steamship industry are not perfectly swbile 

(i.e., it would be very difficult for a containership operator 

in the Far East trade to shift vessels from that trade if it 

were experiencing a rate war to the South American trade, at a 

time when that trade was profitable, because of a lack of 
c 

containerized port facilities). Additionally, it is unlikely 

that many carriers would be interested in reentering a trade 

which had just witnessed a destructive rate war. The imperfect 

mobility Of resources in the steamship industry means that a 

rate war may not clear the market of inefficient carriers. In 

the aftermath of a rate war, carriers would not necessarily 

reenter a trade with the speed required to produce a textbook 

case of market equilibrium pricing. Consequently, the 

possibility for monopolistic prices does exist. 

We are concerned with GAO’s contention that the economic 

arguments for maintaining the antitrust exemption are not 

Persuasive. We believe that the GAO has not fully evaluated 

these arguments. The international character of the liner 

shipping industry together with its cost structure (i.e., a 

high proportion of constant costs to total costs and declining 

average costs per unit of output) render open competition 
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unworkable. Woreover, the political considerations cannot be 

taken as lightly as the GAO has done. The meet reogttt 

publication on the economics of liner shipping entitled, Liner 

Conferences in the fontainer Aae. by Gunnar It. SfekmQ and 

Ernest W. Williams, Jr., 1981, provides an excellent treatise 

on why the benefits of competition are limited in this industry. 

Expand Antitrust Immunity 

The other alternative cited by the GAO is the expansion Of 

the antitrust immunity to what the authors describe ass 

“pre-1916 conditions”. There was no antitrust immunity prior 

to 1916. Prior to 1916 the Sherman Act prohibited collective 

ratemaking activities by conferences serving united States 

commerce. GAO may have intended to suggest expansion of 

current antitrust immunities. The Commission has supported 

legislative efforts to expand current antitrust immunity in 

ways which eliminate overlapping liabilities for Shipping Act 

and antitrust violations. Closed conferences are not a 

necessary facet of expanded antitrust immunity and may or may 

not respond to GAO’s concerns. While closed conferences may 

encourage rationalization, we do not believe that sanctioning 

such conferences would completely resolve the political and 

economic dilemma of the liner industry. 

In the conclusion to Chapter 4, the GAO contends that 

elimination of the antitrust exemption would lead to lower 

rates. We believe that while this may be a short run impact, 

it may not be a long run impact since many operators have 

1% 

19 $ 

ii 
2 
u 
i-l 

,,,,,,, 

x 
H 
n 



., i 

- 14 - 

political as well as economic motives. The argument 

antitrust exemption slimination fails to address the 

the efficiency of the carriers surviving a period of 

price competition. 

for 

issue of 

intense 

GOWfRNM~NT-OWEtlO/UrCRAiEU LINER CARRIERS ttt MAWET ECONOMY COUl~TRIES~/ ~I__~ 

Chapter 7 country 

U.N. code of conduct for Liner Conferences 

20 In explaining why the United States has not ratified the 

UNCTAD Code for Liner COnferenCeS, the following statement is 

made on page 7-30 of the draft: 

This [the failure to ratify] is primarily because the 
Code’s provisions regarding the powers granted to 
conferences and the ncncompetitive allocation of cargo 
conflict with the provisions of the Shipping Act of 
1916. (Emphasis added). 

The statement is incorrect. The United States 

explained its failure to ratify the Code as follows: 

This involves more than -just conflict between 
potential treaty law and our own domestic regulatory 
legislation, but rather basic differences in economic 
philosophies. Regulatory legislation can, after all, 
be changed, and although difficult we are prepared to 
seek such changes in order to promote international 
harmony in shipping regulation. We had hoped, 
however, that others would not attempt to impose 
principles on us which, going beyond regulatory rules, 
were contrary to our own economic philosophy, 
particularly in relation to the role of 
compatition.~/ 

The conflict concerned economic philosophies regarding 

competition, and not the requirements of the Shipping Act, 1916. 

z/ I UNITED NATIONS COBFEPENCE OF PLBNIPOTEBTIARIES ON A CODE 
OF CONDUCT FOR LINER CONFERENCES 90, UN DDC. TD/CODE/lB 
(1975) f 

Table 1 

Algeria 
Argentina 
Australia 
Brazil 
Egypt 
Fl”~~C~ 

Gabon 
India 

Indonesia 
Iran 
Italy 

Carrier __~ 

Compagnie National Alqerienoe de Navigation 
Empress Lincas t&aritimas Aroentinas 
Au;tralian Hational Line _ 
Lloyd nrasileiro 
Egyftian Navigation Company 
Contlagttie General #nritime 
Societe Nationale des Transports Ha&time 
Shipping Corporation of India 
bkml Line Ltd. 
D.i&arta Lloyd 
Islrmic Republic of Iran Shipping Line 
Italia Line 
Lloyd Treiestino 
Malaysia Internationdl Shipping Corporation 
Compagnie Marocain de Navigation 
Pakistan Shipping Corporation 
National Shipping Corporation 
Corporacicn Pervana de Vapores 
Philippine National Llncs 
China merchants Steam havigation Company 
Thai Maritime Navigation Co., Ltd. 
Turkish Cargo Lines 
C.A. Vcncrolana de Navegacion 

Malaysia 
Morocco 
Pakistan 

Peru 
Philippines 
Taiwan 
Thailand 
Turkey 
Venezuela 

11 This list does not necessarily include all []ovcrnlarllt-owned/ 
operated liner carriers of the market economy countries, 
rather it is merely a sample. 
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1. The two major alternatives referred to in the digest and 
summary are ('1) to eliminate the antitrust exemption to spur 
more pricen competition, and (2) to extend antitrust immunity 
to allow conferences and carriers greater freedom to devise 
and implement mcMmds of controlling capacity. The second al- 
ternative, i.e., increased ability to rationalize capacity, 
may be achieved by authorizing closed conferences as well as 
by encouraging intercarrier agreements to pool revenues or 
cargoes, limit sailings, or form consortia within the open 
conference system. The FMC, however, has misconstrued it to 
mean only the former. This confusion has apparently resulted 
from the fact that "closed conference" was one of the four, 
more narrowly defined, alternatives (in addition to "restrict- 
ed cmference,n "open competition" and "other") that we posed 
to shippers and carriers during structured interviews. 

2. The FMC's contention that the draft report considered only the 
short-run price effects of eliminating the current antitrust 
immunity is incorrect. To the contrary, the very argument 
that the FMC makes was explicitly stated in the draft report 
as follows: "One fear is that this option would lead to sev- 
ere price competition, resulting eventually in very few 
lines, or even a monopoly in control of a particular trade 
route. Critics argue that the resulting rates would be high- 
er than those charged by conferences." As the draft report 
noted, we do not consider this argument very persuasive for 
two reasons. First, this result could only occur if the sur- 
viving lines do not face the.threat of having new firms enter 
the trade routes on which they are operating. Second, to the 
extent that there are barriers deterring new entry, the sur- 
viving lines would still exercise the same restraint as exist- 
ing conferences in setting rates. Thus, rates in this worst 
case would be no higher than under the conference system. If 
removal of the antitrust exemption did lead to periodic rate 
wars followed by increases in prices to conference levels, 
rates, on the average over the long run, might still be lower 
than those experienced under conferences. 

3. The draft report also explicitly addressed this argument con- 
cerning the nature of'the industry's cost, as follows: "It is 
feared that prices often would be driven below average total 
cost and operators would cease operations. Competition can 
drive prices below average total cost in industries such as 
liner shipping where the level of demand fluctuates and the 
direct costs of providing a service . . . are small compared 
to overhead cost. . ." As the draft report noted, however, 
it is not just the nature of costs that would induce a rate 
war if the antitrust exemption were removed (after all, a 
large number of well functioning, competitive industries, such 
as hotels, barber shops, motor carriers, theaters, cement pro- 
ducers, and petroleum producers have similar cost structures), 
but the fact that the existing regulatory system has caused 
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exees'sive service competition and substantial excess capacity 
on U.S. foreign trade routes. Unfetteredprice competition 
should eventually correct this overcapacitiy aii the level of 
new invea'tmmt 8jiminiahes and operators shift exis'ting ves- 
sels to other, more profitable trade routes. Edis this 
decrease in excress capacity that, for a given level of de- 
mand, wilP crtuse increases in the extent to which the sur- 
viving capacity is 'utilized and subsequent decreasss in the 
cost per ton of cargo carried on U.S. foreign tr&de routes. 
Thus, contrary to the FMC's contention, this inthease in 
efficiency is not pr,edicated on the survival of the "'most 
efficient*' [i.e., lowest cost) operators, altho'ugh the po- 
tential cost reductions would be greater if this did occur. 

We agree with the FMC that the degree to which flag carriers 
are supported by their various governments could be an impor- 
tant factor determining which carriers exit from U.S. foreign 
trade routes. It is precisely for this reason, given U.S. 
cargo preference laws, the maritime subsidy programs, and our 
national commitment to maintain a merchant marine adequate 
for national security, that the survivability of high cost 
U.S. flag carriers would not be seriously jeopardized if the 
antitrust exemption were removed. 

We also agree with the FMC that a primary goal of Federal 
maritime regulation should be the encouragement of efficiency. 
However, as the report concludes, we believe that the current 
regulatory system has actually had the opposite effect. 

4. We agree. The draft report clearly stated that eliminating*, 
the antitrust immunity could "increase diplomatic tensions 
since it would further subject foreign flag carriers to pro- 
secution under U.S. antitrust laws." In fact, it is partly 
because we could not weigh these increased diplomatic costs 
that we were unable to recommend any major revisions to the 
Shipping Act. 

5. We disagree for the reasons stated in our replies to points 
#6, #7, #8, and #9. 

- 
3. Although we did not seek to place any "blame" for the prob- 

lems facing the ocean liner shipping industry, we do feel 
that our report adequately supports the conclusion that 
Federal maritime regulation has led to excessive service 
competition, overcapacity, high rates, and increased costs 
on U.S. foreign trade routes. 

,I 7 l The FMC is correct in saying that there is no express legal 
restriction on conferences, or carriers, organizing revenue 
pools, limiting sailings, or otherwise rationalizing services. 

As the Justice Department noted in its comments on this draft 
report, it is always possible, under Section 15 of the Shipping 
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Act, for the FMC TV grant antitrust immunity to such agree- 
ments that might theoretically violate the U.S. antitrust 
laws. As the draft report noted, however, the FMC can disap- 
prove such agreements on four grounds: unjust discrimination, 
detriment to comm~'ce~ illegality under one of the specific 
provisions ofthe Shipping Act, or contrary ta the public 
interest. The fourth ground was added in 1961 as a result 
of P.L. 87-346. To implement this new criterion, the FMC 
formulate'd a principle, subsequently upheld by the Supreme 
Court, that agreements in potential violation of the U.S. 
antitrust laws would be approved only if the parties to the 
agreements could "bring forth such facts as would demonstrate 
that the . . . rule was required by a serious transportation 
need, necessary to secure important public benefits or in 
furtherance of a valid regulatory purpose of the Shipping 
Act." It is partly because of this so-called "Svenska Test" 
that carriers find the current regulatory process costly, 
burdensome, and overly time-consuming. In interviews, some 
representatives of U.S. flag carriers' expressed their belief 
that they were, in fact, prohibited from entering into many 
such agreements because of. the difficulty involved with ob- 
taining FMC's approval. Any references in the draft report 
'that could have inadvertently misled one to believe that the 
Shipping Act or the FMC absolutely prohibited these agreements 
were corrected, 

8. The draft report clearly stated that, "as of June 1980, there 
were only 17 approved pooling agreements to which U.S. flag 
operators were party were on file with the FMC." However, 
many of these pools were formed by carriers to implement the 
provisions of bilateral trade agreements negotiated between 
the United States and foreign governments. As the draft re- 
port noted, such agreements are automatically assumed to be 
in the public interest and, thus, are not subject to the 
"Svenska Test." 

9. The fact that the FMC has recently approved some rationali- 
zation agreements does not contradict the fact that the FMC's 
approval process has been slow, costly, and uncertain. Thus, 
we still feel that it is both correct and fair to argue that 
the regulatory process has discouraged the consideration, 
formation, and implementation of rationalization proposals 
by carriers serving U.S.-foreign trade routes. As noted 
above in point #7, some representatives of U.S. flag carriers 
even believe that they are, in fact, prohibited from engaging 
in some agreements because of the difficulty in obtaining 
FMC's approval. 

10. Because this report concerns the effects of Federal maritime 
regulation, we naturally focus some attention on the inter- 
national tensions caused by the FMC's enforcement of the 
Shipping Act. However, the draft report did not single out 
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the Shipping Act, 1916, as "the primary cause'of internation- 
al tension."' It did note that "firms, both foreign and domes- 
tic, are subject to prosecution under this country's laws if 
they perform actions (L . . [that] are illegal and have a sub- 
stantial effect within the United States." Although this 
"substantial effects"' doctrine applies to both‘the U.S. anti- 
trust laws and the Ghigping Act, it was not our intention or 
objective to determine which has put the greater strain on 
international relations. 

The fact remains that the FMC's enforcement of the Shipping 
Act, 1916, has led to considerable international tensions. 
Some foreign countries have even enacted so-called "blocking 
statutes" which make it illegal for their shipping lines to 
comply with FMC discovery orders. 

The draft report never said or implied that "the United States 
stands totally by itself" in believing that some maritime 
practices should be regulated. 

The draft report did not state that the United States is 
"alone" in regulating the steamship industry. Rather, it 
noted that the "United States is unique among maritime nations 
in the wx in which it regulates" the industry. In general, 
foreign countries have not enacted special laws, like the 
Shipping Act, to extensively regulate the activities of liner 
conferences, or have established official bodies, like the 
FMC, to enforce such laws. 

The FMC is technically correct in that Section 14 applies to 
all carriers, whether or not they are conference members. 
However, prior to the passage of the Shipping Act in 1916, 
many of the activities prohibited by Section 14 were used by 
conferences to combat and deter competition by independent 
operators. Thus, we feel the draft report's statement that 
"Section 14 apparently was designed to ensure that shippers 
would not be denied access to nonconference operators as a 
result of conference actions" is a valid one. We did make 
a minor revision to correct any possibly misleading implica- 
tion that these prohibitions concerned only conferences. 

See our reply to point #3. 

Contrary to the FMC's assertion, we do not contend that there 
is a lack of barriers to entry or that capital resources are 
"perfectly mobile" in the ocean liner shipping industry. In 
fact, we are aware of no industry, either domestic or inter- 
national, where this hypothetical condition actually exists. 
What we do contend is that barriers to entry are not likely 
to be very high since vessels can, in most cases, be shifted 
from one trade route to another, or leased to other operators. 
However, as noted in our reply to point #3, even if there are 
significant barriers to entry, the surviving operators would 
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still exercise the same restraint as conferences in setting 
rates. Although8 as the FMC! suggests, carrier risk aversion 
could increase after a rate war, this should be a temporary 
phenamenon. Thus, even in the worst case, rates should 
generally be no higher than those set by conferences, and are 
likely to be lower. 

17. For the reasons cited in our replies to points #2, #3, and 
#16, we di.sagree with the FMC's contentions (1) that we did 
not fully evaluate the arguments for maintaining the indus- 
try's antitrust exemption and (2) that open competition is 
unworkable for economic reasons. We also do not believe 
that we have taken the political considerations "lightly." 
The draft report clearly stated that, although removing the 
antitrust exemption may be preferable on economic grounds, it 
will lead to increased diplomatic costs. It was actually 
because we could not weigh these economic benefits and diplo- 
matic costs against one another that we could not recommend 
this particular course of action. 

18. The draft report was revised to correct the misimpression 
that antitrust immunity existed prior to 1916. We agree that 
authorization of closed conferences is not a necessary facet 
of expanded antitrust immunity or that it will solve com- 
pletely the political and economic problems of the liner 
industry. Our draft report made no such statements to this 
effect. 

19. See our reply to points #2 and #3. 

20. The draft report was revised to state that the United States 
has declined to ratify the Code because of conflicts with the 
Shipping Act and our own economic philosophy. 
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Mr. Henry Eschwege 
Director, Community and Economtc 

Development Division 
ii. S. General Accounting OffIce 
Washington, D. C 20548 

Dear Mr. Eschwege: 

We have enclosed two coptes of the Department of Transportation’s (DOT) 
reply to the General Accounttng Office (GAO) report, “Changes in Federal 
Maritime Regulations Can tncrease Efficiency and Reduce Costs in the Ocean 
Liner Shipping Industry, ” dated December 9, 1981. 

At the time the report was issued, the Administration was involved in its 
own effort to assess the impact of the administration of the Shopping Act on 
the Ocean liner Industry and to develop recommendations for changes in the 
Act. On December 31, 1981, the Secretary of Transportation announced the 
President’s decision favoring far-reaching regulatory reform of the 
international ocean loner shipping industry. 

1 This Department is aware of the difficulties associated with any study of tha 
ocean liner shipping industry. This situation is compounded by the broad 
nature of the request of the Merchant Marine and Fisheries Committee. As 
currently written, the GAO report appears to be incomplete. It is the 
Department’s recommendation that the report be revised giving 
consideration to the points addressed in the enclosed statement. In this 
regard, we will be pleased to provide whatever technical assistance would 
be helpful to the GAO. 

Sincerely, 

To - 

GAO DRAFT OF A PROPOSED REPORT 

CHANGES I# FEDERAL MRRITIME REXX?L&TIoEI 

CAN INCREASE SFFICIENCYASDREDUCECbSTS 

IN THE OCEAN LINER SHIPPING INDUSTRY 

Enclosures 



11. SUMNARY OF GAO FINDINGS AND P.ECOMHENDATIONS 

The U.S. House Camnittee on Merchant Marine and Pishrriee 

requested that the GAO conduct an economic analysis of the 

intcmatLona1 ocean liner shipping industry to assist than in their 

oversight of the Federal Maritime Canmission (FMC) and their 

attendant review of Federal maritims regulation. The two 

objectives of the draft GAO analysie are to determine whether there , 

is any valid economic rationale for changing the current regulatory 

system enbodied in the Shipping Act of 1916: and second. to assess 

the econaaic implications of frequently discuasad modifications of 

the Wt. 

The principal findings and recaamendations reflected in the 

GAO draft report include the following: 

1. THE SHIPPING ACT FOSTERS WASTEFUL SERVICE CONPETITION 
?Chapter 2) 

In the ocean liner shipping industry, the demand for services 

is affected by both the rates charged ard the level of servke 

offered - As a result of the Shippinq Act and its enforcement by 

the FMC, conferences covering the U.S. foreign trades are able to 

restrain price competition by jointly establishing cuamon tariffs 

to which their members must adhere. However, they have not been 

able to effectively control capacity and rationalize service in the 

U.S. foreign trades because of their inability to limit membership 

and the MC's general unwillingness to approve conference 

agreements to pool revenues or restrict the number of sailings. 

Consequently, cuapetftion among conference mmb9rs occur* primarily z 

by augmenting th% 1%Vbl %d fraquer#Cy Of Service OffeE& to n 

shippers and not by reducing prices. Thia process izen result in 

high costs due to Iw crpactty utflfration rate% fe result of ROE% 

frequent sailing8 with %aeh carrying lsss oargo). &d at b%%t, 

adequate rater of return gn invests4 capital. 

High rates charged by conferences can also induce 

nonconference operator% (also callsd fndspsndcntsf to l nt%r tfie 

U.S. foreign trades. The inability af cnnfotsmese to usa taste 

etringent types of cxclusivc patronage contracts limits th%ir 

ability to deter the mtry of theer carriers. A eub8tantial amount 

of entry by price-cutting independents would cause rates to fall 

and aggr&ate the problem of %xce%s capacity. A8 ZL result, U.S.- 

flag conference members could suffer financial losses. 

2. THE CONDITION OF TRFa U.S. LINER FLF.ET KISS NOT JUSTIFY 
A MAJOR REVISION OF THE SHIPPING ACT (Chapter 3) 

Taken at face value, certain statistics suggcat that the 

general cargo liner portion of the U.S. merchant marina is in 

serious trouble. For example. the number of U.S.-flag general 

cargo vessels declined fraa 585 in 1965 to 256 in 19AO. In 

addition, the number of opcratore eoapoeing the U.S.-flag liner 

fleet has fallen fraa 19 in 1965 to 9 in 1981. Further, the U.S. 

fleet of general cargo vessels ha8 fallen fraa second largest in 

the *nrld in 1965 to eighth largest in 1979 in terms of total 

deadweight tons. 
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Reconsidering these statistics in the light of recent advancea 

in cargo handling and ship design technology, containerization, 

enables fewer containerships to transport the same amount of cargo 

in the same amount of tims as conventional, breakbulk vessels by 

reducing the amount of time spent in port. Thus. rather than 

indicating distress, the decline in the number of U.S.-flag vessels 

and the relative ranking of the U.S.-flag liner fleet reflect 

significant changes in the type of ships and in the means by which 

U.S.-flag qxrators carry their cargo. With the adoption of 

containerization, a smaller number of operators and vessels CM 

carry the available cargo. In fact. the evidence showa that 

U.S.-flag liner operators pioneered in the development of 

containerization. and have been able to acquire this new technology 

more rapidly than operators in other countries. In addition to the 

effects of containerization, the decline in the nu&er of U.S.- 

flag operators was also % result of vther factors such as poor 

management, changing market conditiors, and uncertainty with regard 

to the maritime policies of certain South American nations. 

Because there is no caapelling evidence that the U.S.-flag 

liner fleet is in the state of decline generally ascribed to it, 

major revisions of the Shipping Act are not required to assure the 

fleet’s existence. However, became advances in technology %re 

producing even larger, arxe costly vessels, U.S.-flag operators may 

find it increasingly difficult to replace their fleets in the 

future. To assure the continued, successful performance of the 

fleet, it may be neceesary to allow U.S. carriers to more easily 

form consortia to pool their resources. These arrangements would 

place U-S--flag operators on the same footing as foreign-flag 

carriers. *ile maintaining the benefits of interline ewapatition. 

3. BPIFORCING THE SHIPPING ACT STRAIBB I~E~TI~~ RELATIONS, 
BVT IS NOT BIASED AGAINST U.S. CARRIERS fCh&&%r 31 

The United Stet%e is unique among maritism nations in the way 

it regulates the international oc%an liner shipping industry. r&et 

countries do not impose restrictions on the practices or 

organizational structures of shipping conferences. Shippers ere 

generally allowed to protect their w interests by forming groups 

known as shippers' councils to negotiate rates and mnditions of 

service with conference representatives. 

Because of differing international philosophies and policies 

regarding the maritima industry. the pm3 enforcement efforts have 

strained relations with a number of oar trading partners. As ZL 

result, the FK has had difficulty in obtaining access to doclnarnta 

stored in foreign countrics and fJ.S.- flag carriers have claimed 

that enforcement of the Shippi- Act is thus disproportionately 

directed toward them. To determine the validity of this 

allegatico, we examined the distribution of 58 malpractfes cases 

initiated by the FTC from October 1976 to June 1980. Our enalysis 

failed to shar any svtdence of an %nforces%nt pattern biasad 

against U.S.-flag carrier%. 
-3- 
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4. BLIMINATIBG WASTEFUL SERVICE COMPETITION -- ALTERNATIVES TO 
THE PRESEWT SYSTEM (Chapter 41 

Eliminating wasteful service caapetiticm and its *nerous 

effects on operators could be schieved in two drmatically 

different ways. The first method would entail subaitting all U.S. 

and foreign-flag carriers serving the U.S. foreign trades to the 

provisions of this country’s antitrust lava. If this were to 

occur, prim canpetition wuld supplant service canpetition. Rates 

would be lower, but less stable. U.S.-flag operators would be 

adversely affected and in the worst circumstances could cease 

operation‘. Such a" outcana would be unacceptable, especially 

taking account of the view that the U.S. -flag liner fleet serves ae 
m 
cn a military auxiliary in a time of national emergency. Under thie 

alternative, the level of subsidy currently provided U.S. operators 

would need to be increassd. This option could also increase 

diplmatic tensions since it would further subject foreign-flag 

carriers to prosecution under U.S. antitrust lawa. 

The other method -old be to adopt the policy of mat nraritimc 

nations erd free the conferencea covering U.S. trade= routea from 

all regulatory constraints. This approach muld pcmit carriers to 

deviue methods to control capacity, eliminate wasteful service 

competition, and deter the entry of nonconference operators into 

certain trade routes. In addition, it would relax diplamtic 

tensione end lower the cost.8 of providing liner service. The 

interests of shippers could be eafequarded by forming shippers' 

councils vith countervailing bargaining power, ae has begn done in 

other nvrritime nations. 

A leas draconian alternative could be to encourage fonsing 

revenue pools to allow carriers to rationalise sarvica. OUZ? 

analysis of the revenue poolrr organized w U.S.-Latin mriean 

trade routes during the 1970's shcmad that.eoe?e pools significantly 

improved the capacity utilization of U.S. flag carriers. 

Unfortunately, ue were not able to analyze the effect an rates and 

profit6 because of statistical problems and data liffitationa. 

5. RRRCTIONS OF CARRfERS AND SHIPPERS TO PROPOSED ALTERBATIVES 
?Chapters 5 C 6) 

The results of our intervievs with shippers suggest that if 

the current system ia retained, freight raten will increase at the 

same rate ea coats incurred by carriers increase. Both the current 

degree of rate stability ard level of service quality would bs 

expected to ran&n the eamt. Shippers believe that mRAer the 

alternative of increased cctnpetiticn, rates would bc lower and more 

volatile then rnner the present open conference eystsn or the 

clos& conference alternative. Conversely. shippers believe that 
closed conferences vould result in higher rates than those that MY 

exist. There was, however. M consensus Among shippera regarding 

level of service quality mdcr either alternative. 

We alao posed question6 to carrier an-! conference officials. 

It *las their view that the current problems of carrier resignation 
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from conferences, illegal rebethg, md the entry of nonconference 

operators into the U.S. foreign trades could be eliminated by 

permitting closed conferences as an alternative to the present 

system. 

6. MATTERS FOR CONSIDERATION BY THE CONGRESS (Chapter 8) 

Two broad options are available to the Congress in considering 

revisions to the Shipping Act of 1916. Both wuld alter the nature 

of the antitrust exemption which has bee" granted to shipping 

conferences covering the U.S. foreign trades. The first option 

vould allow conferences to adopt measures enabling them to control 

capacity and limit wasteful service conpetition. If this 

Ln 
permission were granted, -ibelieve shippers should be provided 

-4 with the opportunity to form shippers' councils to safeguard their 

interests. U.S. maritim law would be brought into conformity with 

that of cost major maritime nations, and international tensions 

created by differences in maritime policies would ba mitigated. 

The second qtion is to withdraw the antitrust immunity currently 

granted to conferences. This would introduce more price 

canpetition into the liner shipping industry. Co"seq"e"tly, 

canpetition would be of more value to shippers. Wasteful service 

canpetition muld be supplanted by an increase in rate canpetition 

to give shippers a more desirable canbination of rates and service. 

This policy wuld have diplasatic cQst8 associated with it that are 

probably greater than those associated with this country's current 

maritime policy. 

The mast suitable ohoice depends upon the econanic and 

diplaaatic costs and benefits associated with each alternative, but 

GAO'S evaluation of the current evidence does not clearly favor one 

over the other. 

III. SUMMARY OF DEPARTMWT OF T~SmXTATI~ KJSITION: 

By letter dated December 9, 1981, a cqy of the subject draft 

GA0 report entitled, "Changes in Federal Maritime Xegulation Can 

Increase Efficiency and Reduce Costs in the 0cean Liner Shipping 

Industry." vas forwarded to the Secretary of Transportation &r 

camsent. At that time, tfia Administration was involved in its own 

effort to assess the hpact of the administration of the Shipping 

Act on the ocesm liner industry ard to develop recoasaendations for 

changes in the Act. On Deceanber 31, 1981. Secretary of 

Transportation Drew Lewis announced President Reagan's decision 

favoring far-reaching regulatory reform of the international ocean 

liner shipping industry. A copy of this announcement is attached. 

The Mministration's recamendationa are guided by three major 

objectives. First, we *re coassitted to minimizing goverrwaent 

intervention in the affairs of the maritime industry- SCCQnd. we 

want to bring U.S. policy and the footing of our carriers into line 

with that of the rest of the world. Third, us want to msintafn A 

strong U.S. merchant marine. 

Our pr'ogram would make it easier for organizations of ocean 

carriers to enter into agreements to determine capacity. set rates 
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and organiae their activites without ~~~~ecessary regulatory 

restrictinns. Intenncxlal rates could ba established. Revenues 

could be apportioned and joint service arrangcracnts would be 

possible. Antitrust iwunity for shipping activities of ween 

carriers would bs extended and clarified. Specific practices such 

as those intend& to drive independent carriers fran our trades 

would continue to be prohibited but would bs subject to penalties 

under the Shipping Act rather than ths antitrust lam. vague and 

discretionary standards for the regulatory approval of ocean 

carrier agreements which cause unnecessary delay and erpanse would 

be alfleinated. 

2 The Department ~oncura with the draft report's c!onclusiOns 

w that the Shipping Act foswa-a wasteful service ccRtptitm. We 
03 

agree that aviating regulatory restraints on the activities of 

conferences result in high costs and low capacity utilieaticn. As 

the raport indicates, the high rates that result fran these 

conditions induce excess non-conference capacity in our trades. 

Conference members, including U.S. flag carriers, suffer financial 

losses as a result. 

We also concur with the draft report's conclusions that it 

will be necessary in the future to put the U.S. flag fleet cn an 

equal footing with its foreign canpetitors. Specifically, we agree 

that it is necessary to allow U.S. carriers greater freedan to 

organiee their resources and nndernize their fleet. This will also 

require revisions to the Shipping Act. 

-9- 

Given the above conclusions. we ate unable to understand the 

draft report’s conclusion that the condition of the U.S. liner 

fleet does mt justify a major revision of the Shipping *a. !&en 

though the report correctly assesses ths stability of U.S.-flag 

liner txonnage user the pried 1970 to lW8, the report fails to 

analyze other important measures of i&ustry perfomance. The 

U.S.-flag share of liner cargoes has declined steadily since 1976. 

Financial performance of the liner industry, relative to other 

sectors of the U.S.-•conany, leas been mstable and below average. 

At the present time. three of the nine remaining U.S.-flag liner 

operators are in serious financial trouble. These conditions exist 

despite substantial direct and indirect Federal subsidies, a factor 

ignored by 'the report. With the prospect of future budgetary 

constraints on the subsidy programs, the viability of a U.S. liner 

fleet requires that means bs found to promote industry productivity 

and reduce industry costs. Under these circumstances, eharqea in 

the Shipping Act to facilitate those improvements muld appaar 

essential. We are concerned that the GAO's conclusion rests upcm a 

somewhat limited perspective and a narrow analysis of past 

performance of the U.S. liner industry. It is the responsiblfty of 

this oepartment and its Maritime Administration to foster the 

development of the U.S. merchant marine- Consistent with t&t 

responsbility, w have concluded that the industry's prospects for 

the future require that we eliminate the increased costs and 

- 10 - 
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inefficiencies attributable to the Shipping Act in order to 

revitalize this important industry. 

5 The Department also takes exception to the report's finding 

that the enforcement of the Shipping Act is not biased against U.S. 

carriers. We believe this finding "ay be misleading. There is xm 

dispute that the Federal Maritime Comnissicn has greater 

enforcement capability over U.S. flag carriers than foreign flag 

carriers operating in our trades. It is this disparity in 

enforcement capability that constitute* the bias against U.S. flag 

carriers to the benefit of their foreign flag caapetitors. The 

statistical analysis employed in the report simplistically assumes 

that a FK: case is a standard unit of measure for enforcement. No 

attempt is made to assess the frequency or magnitude of violations 

nor to correlate the *ape with the frequency of prosecution and 

magnitude of punishment. 

6 Further, the oepartment is concerned that the report's 

analysis of the relative construction costs of break bulk and 
. 

containerships of canparable characteristics may bs inaccurate. 

That analysis concludes that in 1979 a standard containership cost 

approximately five times a* much as a conventional break bulk ship. 

The Maritime Administration's experience with construction costs of 

break bulk and containerships with canparable characteristics 

indicates that the cost differential inay bs substantially less. 

7 This ogpartment is aware of the difficulties associated with 

any study of ths ocean liner shipping industry. This situatiat is 

oarspounded by the broad nature of the request of the Plerchant 

Marine end Fisheries Conrsittee. A* currently written, the draft 

reprt appears to bs incatiplete. It is the Eepartment's 

reconraendation that the report be revised giving consideration to 

the points addressed here. In this regard, YB will be pleased to 

provide whatever technical assistance would be helpful to the GAO. 

IV. POSITIOIJ STATEMENT 

A. Chapter 3 

Chapter 3 of the GAO draft report is devoted to refuting 8 
evidence of the apparent decline in the U.S.-flag liner fleet, 

measured in terms of nuder of firms, vessels, and deadweight. 

Concern about the condition of the fleet is cited a* the primary 

impetus for revising the regulation of U.S. foreign waterborne 

cofaeerce . By observation and some statistics, the decline in these 

measures fraa 1970-1978 ia attributed to be a consequence of 

containerization am3 incidental condition* - not due to conditions 

of industry-wide distress. Further, measured in terms of cargo 

carried by value am3 tonnage. "the U.S.-flag general cargo fleet's 

ability to transport this Nation's liner import* and exports had 

not deteriorated durirq the 1970's." 

Narrowly interpreted, this conclusion is accurate. The U.S. 

fleet carried about the sarus amount of eargo, measured by value and 

tonnage, in 1978 as it did in 1970. However, the U.S.-flag share 

reached a peak in 1976 and has been declining ever since in terms 

of both raeasures. 
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9 The major Federal interest in the U.S.-flag liner fleet 

concerns the fleet's value as a military auxiliary in times of war 

or national energency- The analysis fails to address this 

requirement. It does clearly point out the fleet'* compositional 

shift fras break bulk to container vessels. However. in terms of 

military sealift capability, tha containership is the least USefUl 

of all general cargo vessel types. The decline in nuixbers of 

break bulk vessels is particularly worrisozos to Department of 

Defense planners. 

10 Financial performance is a key messure of an industry's 

condition. In canperiscc to other industrial groups the ocean 

liner industry is one of the poorest and next inconsistent in terms 

of return on equity, as shown below. 

INDUSTRY GROUP 
Manufacturing 
Mining 
Retail Trade 
Class I Railroads 
Trucking 
Air Transport 
Public Utilities 
Services 
Financial 
US Flag Liner Ccc. 13-2 

Return on Equity 
U.S. Flag Liner Industry 

vs Other Industrial Groups 

1976 
15 . 
16.5 
14.7 

1.9 
20.0 
11.7 
11.5 
18.1 
10.1 

1977 
14.9 

8.5 
15.0 

2.4 
18.3 
14.3 
12.1 
17.8 
15-l 

5.9 

1978 1979 1980 
15.9 16.8 i4.9 

8.2 19.8 23.2 
15.3 15.7 14.1 

2.0 5.2 6.3 
14.8 15.6 11.8 
20.9 11.7 5.0 
12.1 13.0 12.8 
21.2 20.4 20.4 
15.7 16.8 14.9 
10.4 3.2 10.4 

NOTE: Source of other Industrial Group: Citibank Monthly 
Econanic Letter, 4/78. 4/79. 4100. 4/01 

During this same period, the industry has only generated a 

return M assets of between .9 and 6.1%, hardly healthy. A* 

additional indicators of saqqinq financial health, long-te= debt 

increasd from .76 of equity to 3.83 times the equity, and ths 

ratio of current assets to current liabilities kli frcss X-7 to 1.3 

during this sarss period. Such financial infoffaatfat textid naL 

appear to have been considered by the GAO. Additionally, at the 

present tims three U.S.-flag liner firms are plagued witi financial 

difficulties. These difficultirs are due in part to a decline in 

Government-sponsored preference cargoes - an important facet of 

U.S. support to the fleet. There Preference cargoes have provided 

U.S. liner operator* with the marginal revsnues that have made the 

difference between profit and loss. 

In addition to the potential loss of these firms, maintenance 

of the entire fleet is in jeopardy. As the analysis points out. 

one-third of the current fleet was built before 1967. RepleCeI=dS 

are highly unlikely in an environment where profitability is low. 

financing costs high, and construction subsidy funds curtailed. 

The authority to replace subsidized ws*els overseas is presently 

limited to 1982, and vi11 be available in 1983 only under statutory 

conditions rhich are unlikely to occur. This offers no option for 

the majority of replacements needed bsyond 1983. 

The latter part of Chapter 3 attempts to detenaine the 

validity of U.S.-flag liner operator contentions that Fwc 

enforcc?ment of the malpractica provisions of the Shipping Act of 
- 13 - 
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1916 has been disproportionately directed against them. This claim 

is concluded by the GAO to be unfounded m the basis of a 

simplistic and convoluted analysis. 

The analysis is predicated on the assumptim that: (11 actual 

malpractice8 canmitted by carriers of each flag are in direct 

proportion to the cargo tonnage they transport: and, (2) if FNC 

enforcement activities are unbiaeed, the proportion of total 

cases brought against U.S.-flag carriers should equal the portion 

of total tonnage carried by U.S.-flag carriers. Following this 

line of logic, the analysis canputes that given the 58 cases 

brought by the FMC fran October 1976 to June 1980, an unbiased 

distribution would have brought 16 of these cases against U.S.-flag 

carriers. Since in fact only 14 of the cases were brought against 

U.S.-flag carriers, the conclusion is derived that charges of bias 

are unfounded. 

The assumptions employed in this analysis arbitrarily ignore 

the substance of the charge and lead to nothing more than a 

statistical cavputation. ht issue is the charge that foreign-flag 

carriers have been able to engage in more illegal activities under 

the Shipping Act of 1916 in part be~auee the FMC has greater 

enforcement capability over U.S.-flag carriers. It is this 

disparity in enforcement capability that constitutes a bias against 

U.S.-flag carriers to the benefit of their foreign-flag cempeti- 

torS. If indeed foreign-flag carriers do engage in ll~re illeqal 

activities, the apparent proportional distribution of PMC cases 

suggests that a bias does exist. Following the logic employed. 

unbias& enforcement would require e case distribution proportional E 

to the frequency of illegal activity. n 
H 

With respect to the statistical information in Chapter 3, page 13 l-i 

3-17 of the GAO repOrt includes a chart based on Fairplay 

International Shipping Weekly (Fairplay) data and concludes that in 

1979 a standard containership cost approximately 5 times as much as 

a conventional break bulk ship. This- conclusion does not agree 

with our shipbuilding cost ir.formatiar. 

The Fairplay data identifies three distinct typss of sbipa 

with estimated construction costs provided for succeeding yeate 

fran 1969. Each of these standard ship types provtdes I different 

oervice such that the classes of ships may not be used inter- 

changeably. Conparing construction costs of such types would have 

as little meaning as canparing costs of a pick-up truck ard a 

trailer-tractor rig. Our experience with the U.S. building costs 

of break bulk and containerships of caRparable charactcristice is 

that the costs are approximately equal. 

It is inferred fran information abstracted frae Fa~rplay'a 

July 17. 1980, issue that containership prices have risen much mare 

rapidly than break bulk ship selling prices, thereby contributinq 

to the high cost of providing &em nrarina transpPetation service. 

The Fairplay data states that in 1973 the standard containership 

costs approximately 3.6 times ae much as a conventional break bulk 

vessel, but by the end of 1979 that ratio has risen to 5.2. 

- 15 - - 16 - 



. . 

., ” 

: 

: ; 

Closer examination of the Fairplay data reveals &at may be a 

flaw in the data base. Betveen 1973 (annual average price) and 

June 1974, approximately a one year period, the reported price of a 

standard containership doubled from S 10,000,000 to t 20,000,004- 

In the following five years, frcm June 1974 through December 1979. 

the containership prices increased a total of 43.5 percent while 

the Fairplay standard break bulk ship increased in price by 57 

percent from t 3,500,OOO to t 5,500,OOO. 

The questionable change in relative prices of different type 

cargo ships appears to center around what pricing changes actually 

occurred frail 1973 to 1974. From June 1973 to June 1974, the price 

of the Fairplay break bulk ship increased 55.5 percent from L 

2,250,OOO to L 3.500.000, contrasted to a doubling of the 

containership estimated selling price. It should be noted, 

however, that an improper canparison may be drawn since the 

containership price is on an annual basis for 1973 and then shifts 

to a six-month pricing time period with two prices quoted for 1974 

(June and December). It is unfortunate that this difference in 

baseline period oxurs at a time when ship prices and shipbuilding 

costs were rising so rapidly as a result of shortages that were 

developing in material supplies (steel and other basic raw 

materials) and growing backlogs in international shipbuilding 

orderbooks. 

The Fairplay article does state that the prices are estimates 

based on three hypothetical cargo vessels, a 11,000/13,0LW dwt dry 

cargo carrier, a 25,000 dwt bulk carrier and a 25,000 dvt 

containership. The prices are computed considering four variables: 

hull steelwork, main ard auxiliary inachinery, outfit and painting 

and yard overhead plus depreciation, insurance classification 

charges and a 5 percent profits mark-up- Since market conditime 

are not included in the calculation, the prices repeited aee in 

fact not really shipping selling prices, but rather builder's 

estimated costs of construction. ExaminatiOn Of the Fairplay data 

for each one of the three standard vessels indicates that the price 

always increased with time, never decreasing, which was the case in 

the real marketplace. 

On page 3-17 of the GAO report the graphical display indicates 

price decreases in 1975 and 1976. This occurs, however, because 

the GAO authors converted the ship price expressed in British pound 

to U.S. dollars using year-end currency exchange rates rather than 

retaining the original currency, used in canpiling the statistical 

data. In converting currency the GAG has introduced another very 

important variable. 

In the real marketplace the selling prices of ships declined 

sharply in the second half of the 19M'S. The drop in pricee. a 

reaction to marketplace activities. is not included in the Fairplay 

pricinq structure. After the 1978 oil Crisis. the wzlrket for 

tankers, which dasinatad world shipbuilding tonnage demand. 

collapsed ard ship prices declined, reaching levels in 1978 that 

were below building costs. xn 1979 after adjustments wre mde to 

reduce shipbuilding berths ship prices rose. Increasing prioe 
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trends continued into the first half of 1981. In the second half 

of 1981 ship orders have declined and the market has become 

sluggish. 

Our office records of Japanese contract prices for standard 

ships do not support the conclusion reached by the GAO that a 

standard containership design has becane substantially sore 

expensive relative to a standard break bulk ship. The Japanese 

shipbuilder IHI's "Fortune" breakbulk ship design that was built in 

1975 for Y 1,800 million was constructed in 1980 for Y 3,000 

million, whereas a large containership having a capacity of 1.450 

containers, priced at Y 6,900 million late in 1973, would be priced 

in the Y 9,000 to 10,000 million price range in 1980 dollars. It 

is our observation that actual contract prices fail to lend support 

to the GAO statement that containership prices have increased sore 

rapidly than break bulk ship prices. Furthermore, it should be 

recognized that the magnitude of ship price is a reflection of the 

sire (capacity in cubic meaeure) ard the degree of outfit included 

in a ship designed to provide a certain service. For the ship 

designs reviewed above arxi the Fairplay standard ships, the 

container-ship designs are considerably larger, having higher 

horsepower machinery which is reflected in the contract price. 

R. Chapter 7 

14 The GAO draft report also presented (in Chapter 7) a 

simplistic and questionable analysis of the merits of the U.N. 

Liner code of Conduct. The GAO believes U.S. adoption of the Code 

- 19 - 

could lead to proliferation of pooling agreements. The CA0 

analyed the pools operating in U.S. trades with Argentina a& 

Brazil. Of three measures used in the analysis, only changes in 

capacity utilieaticm yielded soeke results. In the review of the 

GAO, there is still some doubt that establishing revenue fools vi11 

always lead to an improvement in the capacity utilisation of 

U.S.-flag operators. Relating the Latin Meriean ixwls to Ccdist 

pools infers U.S. carriers' capacity utilization might improve 

within the U.N. regulatory system also. That an improvement in 

load factors may not occur in all trades with pooling and 

rationalization is not even oxwidered by the GAO. 

As an alternative, GAO cwld have assessed the potential 

econanic implications of code-sanctioned cargo sharing on U.S. 

carriers. One technique would provide an analysis of freight 

revenue earnings. MarAd analyses show some deterioration for U.S. 

operators on certain trades, and lead to the conclusion that 

c bilateral agreements might better serve U.S. maritime interests. 

The GAG did not consider bilateralism as a policy alternative, 

The report states there are considerable similarities between 

the code's cargo allocation provisions and U.S.-Latin American 

pooling agreements. The conceptual similarity has yet to be proven 

through implementation. There are major differences between U.S. 

pooling practices and the regulatory regime outlined in the U.N. 

system. The pools to which the U.S. belongs are authorized and 

administered in a framework of Cfivernment-to-Govarnwnt agreements. 

and maritime authorities coemwnicate on the erecuticn of the 
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agreements. The Code appears to bs xmre restrictive of direct 

Government participation in liner regulation and it is questionable 

*ether the unique econanic and political factors and flexibility 

which have gone into development of U.S.-sponsored bilateral 

agreements could bs achieved within a multinational treaty such as 

the proposed liner code. The U.S. pool6 have not required closing 

liner conferences, an integral provision of the C&e. There is no 

evidence presented in the report that closed conferences would 

improve the profits of U.S carriers and shippers, or expedite the 

regulatory process. 

The GAO also caaments on the possibility that displaced 

tonnage will move into U.S trades if the Code gas into effect 

without U.S. participation The GAO accepts the position that 

LDC’s would need to acquire or charter otherwise surplus vessels to 

meet their cargo allocations permitted by the Code. However, no 

economic analysis is given to support this position. 

The GAO does not evaluate the econanic or regulatory 

implication5 of significant provisions of the Code. Many of these, 

in addition to being fundamentally different Dan U.S. principles, 

are questionable in terms of economic benefits for carriers. For 

example, some analysis could be included of the econanic effects of 

Codist closed conferences, the implications of expanded conference 

authority. and the results of code-sanctioned intervals for 

conference freight rate increases on carriers and shippers. 

Additional elements included in this section of the report. 

along these same lines, could be made inore specific with 

statistical evidence or data regarding the isplicatione of 

maintaining or altering the U.S. position on the code. Clearly 

this repart is engaged in an effort toward addressing this mneern, 

and additional analyses would b-s helpful here to bring the study 

closer to its objective. 
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APPENDIX III APPENDIX III 

1. We disagree with the assertion that the draft repart appeared 
to be incomplete, and have made no changes to the report's 
major findings and conclusions based on these comments. 
While we appreciate the offer to supply us with technical 
assistance and have received helpful assistance fmm Maritime 
Administration (MARAD) officials during the course of our re- 
view, we found that they were unable to give us much of the 
data and information that we requested. 

2. We feel that this paraphase of the draft report's conclusions 
is incomplete. It notes that high costs can lead to subse- 
quent rate increases, but fails to mention the report's find- 
ing that a crucial stimulus to high costs and excessive 
service competition is the high rate levels resulting from 
the conferences' ability to set rates and suppress price com- 
petition. Further, the draft report clearly stated that high 
rate levels act as an incentive for both conference and non- 
conference carriers to excessively i?iZCase capacity. 

3. There are several reasons why we strongly disag:ee with the 
contention that "the report fails to analyze other important 
measures of industry performance" that would indicate any 
chronic distress significant enough to justify a major revi- 
sion of the Shipping Act. 

First, DOTls implication that the draft report failed to con- 
sider changes in the U.S. flag share of liner cargoes is sim- 
ply incorrect. Despite year-to-year cyclical fluctuations, 
there has not been any persistent, long-run secular decline 
in U.S. flag share (expressed as a percentage of either dol- 
lar value or tonnage carried) from 1956 to 1978, the latest 
year data were available for this study (see table 3). 
Although U.S. flag share has recently been declining from a 
peak reached in 1976, the average annual U.S. flag share of 
liner tonnage for the period 1976-78 is higher than for the I 
earlier periods: 1971-75; 1966-70; and 1961-65. 

Second, U.S. flag liner companies have become increasingly 
diversified since 1965, and many are now in fact subsidiaries 
of conglomerate enterprises. Thus, financial statistics cited 
by DOT, particularly those involving equity valuation, are 
questionable when comparing the performance of the U.S. liner 
operators over time or with other sectors of the economy. 
Furthermore, we found that MARAD did not have the data needed 
to compute such financial measures for a long enough period to 
be indicative of any long-term trend or chronic distress with- 
in the U.S. flag fleet. Thus, our approach was based on the 
premise that if the return on invested capital realized by 
U.S. flag liner operators was chronically unremunerative, 
there would be clear evidence of a long-term decline in new 
investment and, ultimately, in the ability of the U.S. flag 



APPENDIX III APPENDIX III', / 

fleet to transport cargo. The evidence presented in the draft 
report showed that this has not occurred. 

As table 5 indicates, the U.S. flag fleet transported about 
the same amount of cargo (in terms of average annual tons) 
in the 195#6-60 perio'd as in the 1976-78 period. Compared 
with the 1971-75 period, U.S. liner operators have actually 
increased their carriage. More impressive, U.S. flag opera- 
tors were able to undertake a substantial and rapid investment 
in new and costly container technology during the late 1960s 
and 1970s'. As a result, the U.S. merchant marine had the 
largest containership and barge carrier vessel fleets in the 
world by 1979 in terms of total deadweight tons. 

Third, even with questions about their reliability and com- 
parability aside, the profitability data cited by DOT fail 
to show any evidence of a persistent secular decline, Rather, 
they exhibit year-to-year variation due to cyclical changes 
in demand and supply conditions that are common to all sectors 
of the economy. Furthermore, we find it questionable how one 
can attribute such short-run fluctuations to the Shipping Act, 
1916, or expect revisions of the Act to significantly affect 
the cyclical behavior of rates of returns. 

Fourth, DOT mentions changes from 1976 to 1980 in the return 
on assets, long-term debt to equity ratio, and the ratio of 
current assets to current liabilities as other indicators of 
sagging financial health. In, a followup interview with cog- 
nizant DOT officials, they supplied us with the annual values 
for the following statistics: 

Table 5 

Annual Financial Statistics 
for U.S. Flag Liner Companies 

Return on 
assets 

Ratio of 
long-term 
debt to 
equity 

1976 1977 1978 1979 1980 

6.1% 2.2% 3.3% 0.9% 4.3% 

Ratio of 
current 
assets to 
current 
liabilities 1.7 1.6 

.76 .84 1.70 2.03 3.83 

1.3 1.3 1.3 

Source: Maritime Administration. 
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Like the return on equity, neither the return on.assets nor 
the ratio of current assets to current liabilities shows any 
evidence of a trend. The ratio of long-term debt to equity 
does persistently increase over this period, but this is not 
necessarily an indication of "sagging financial health." To 
the contrary, firms often increase their amount of borrowing 
in times of rising demand to obtain greater lewrage and a 
higher rate of return on invested equity. Alternatively, 
recent increases in this ratio could reflect an increase in 
borrowing by U.S. flag liner operators in order to finance 
the ordinary and necessary replacement of aging vessels. 
Furthermore, Federal loan guarantee programs, by lowering 
interest costs, have actually made borrowing a relatively 
more attractive source of funds for U.S. flag operators, 
thereby causing the fleet average ratio of long-term debt to 
equity to be higher than what it might have been in the ab- 
sence of these programs. 

Fifth, as noted above, we do not believe that a 5-year per- 
iod is sufficient to indicate any long-run secular changes 
in the financial health of the U.S. flag liner fleet. During 
the followup interview, we asked DOT officials if they could 
supply us with the values of these financial statistics for 
a considerably longer period, i.e., 1960-80. They responded 
that the data necessary to compute these statistics prior to 
1976 did not exist. 

Sixth, the financial statistics which DOT cites for the per- 
iod 1976-80 are s'imple averages that conceal substantial 
differences in the performances of individual U.S. liner 
operators. According to a MARAD report on the financial con- 
dition of U.S. flag liner operators dated November 30, 1981, 
the 1980 returns on equity ranged from 35.8 percent to -193.9 
percent: the 1980 returns on assets ranged from 13.5 percent 
to -23.3 percent: the 1980 ratios of long-term debt to equity 
ranged from 16.42 percent to 0.21 percent; and the 1980 ratios 
of current assets to current liabilities ranged from 2.2 per- 
cent to 0.6 percent. More important, this report reveals 
that some major U.S. flag liner operators have had consistent- 
ly and substantially higher than average rates of return on 
equity and assets during the 1976-80 period, while other 
operators have shown consistently and substantially lower 
than average rates of return to assets and equity. This 
buttresses our conclusion that there is no evidence of any 
systematic, chronic distress and that company-specific fac- 
tors such as size, ship type, and route system, are more im- 
portant than the regulatory system in determining the finan- 
cial performance of U.S. flag operators. 

Seventh, the Maritime Administration's own recent analysis 
of the financial condition of U.S. flag liner companies re- 
ferred to above actually supports our conclusion that the 
U.S. flag liner fleet is not in a state of financial decline. 
Although their analysis notes that some U.S. flag operators 
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had increased financial problems in 1980, it states that the 
majcmity of operators "have shown improved earnings in 1980 
over 19790r and that, overall, "1980 was a relatively good 
year P& the induztry," with aggregate net profit increasing 
539 pe?'l2?ent, tatal assets increasing 9.7 percent, and total 
liabilities decreasing both absolutely and as a percentage 
of total assets fr&m 1979 to 1980. Their report's assess- 
ments of the future prospects for all but two U.S. flag 
carriers were als'o very optimistic, as evidenced by the 
following excerpted characterizations of eight U.S. flag 
operatorsr "...outlook for the future is bright": "...is 
having an excellent year...outlook...appears favorable": El . ..outlo'ok for the short-term appears sound": "...short- 
term results should,continue to be profitable": "...pro- 
spects... appear bright": "... should continue to be profit- 
able"': "...stands a good chance of operating profitably": 
"...results are extremely promising." Of the two operators 
for which MARAD expressed concern regarding future profit- 
ability, one is a very small carrier which has had problems 
for several years, while the other has been adversely affect- 
ed by an event beyond its control. Furthermore, the study 
notes that several carriers .are currently undertaking sub- 
stantial new investment programs to replace and modernize 
their fleets, which have led to significant and rapid in- 
creases in their ratios of long-term debt to equity. Another 
carrier is said to have experienced a substantial decrease in 
its return on equity because of growth in retained earnings. 

Eighth, the current financial difficulties of three of the 
nine U.S. flag liner operators referred to by DOT occurred 
after our review and analysis were completed. Even so, there 
is little reason to believe these developments are directly 
related to, or caused by, provisions of the'shipping Act. 
DOT notes only that "these financial difficulties are due in 
part to a decline in government-sponsored preference cargoes." 
Similar difficulties, however, have not been experienced by 
the two largest carriers of reserved cargo. In our follow-up 
interview, DOT officials noted that these difficulties were 
actually due more to the types of ships these three carriers 
were operating, a factor that is also unrelated to maritime 
regulation. 

Ninth, DOT is incorrect in stating that our evaluation 
"ignored" Federal subsidy programs. In fact, chapter 3, on 
the performance and status of the U.S. flag liner fleet, 
begins with a discussion of both the direct and indirect 
assistance received by U.S. flag operators. 

4. We believe that DOT is overly sanguine about potential 
changes in maritime regulation being able to offset future 
budgetary constraints on the subsidy programs available to 
U.S. flag operators. As this report concludes, changes in 
Federal maritime regulation can lead to increases in effi- 
ciency and reduce costs in the ocean liner shipping industry, 
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but these savings should be realized bmy foreign f$ag carriers 
operating on U.S. -foreign trade ro'utes as well as!by U.S. flag 
carriers. Thus * there is no assurance that the relative com- 
petitive position of U.S. flag operators will necessarily 
improve as a result. what puts U.S. flag carriers at a com- 
petitive disadvantage compared with foreign flag liner opera- 
tors is not so much current regulation as the fact that U.S. 
operators are generally among the highest cost carriers in 
the world. As our recent report on the subsidy programs dis- 
cusses# these higher costs are primarily due to substantially 
higher construction, maintenance, and repair costs: higher 
wages: and higher manning levels compared with foreign flag 
vessels. l./ FJecause none of these factors will be affected 
by prospective revisio'ns of the Shipping Act, we do not 
share DOT's optimism that potential changes in maritime 
regulation can conceivably offset the severe cost disadvan- 
tages faced by U.S. flag operators in the event of signifi- 
cant reductions in the subsidy programs. 

5. We agree with DOT that a better analysis of FMC's enforce- 
ment efforts could be performed if one could I(assess the 
frequency or magnitude of violations" of the Shipping Act. 
Unfortunately, however, this information is not available. 
Because the actual incidence of malpractices committed by 
U.S. and foreign flag carriers is in fact unknown, our anal- 
ysis was based on the clearly stated assumption that the 
proportion of malpractices committed by these carriers equaled 
the proportion of total liner tonnage they carried from 1972 
to 1978. If, as DOT implies, this assumption is not correct, 
our finding that the FMC has not been biased in its enforce- 
ment efforts could indeed be considered misleading. However, 
DOT presents no evidence or data to show that foreign flag 
carriers commit proportionately more malpractices than do 
U.S. flag carriers. Thus, while DOT may consider our analy- 
sis to be "simplistic and convoluted," we still consider it 
to be a straightforward, clearly stated analysis that uses 
the best approach possible given the limited information 
available. 

6. In our draft report we cited information on the price trends 
of a 1,200 TEU containership, a conventional ll,OOO-13,000 
DWT breakbulk cargo vessel, and 2,400 containers. Our purpose 
was to use a readily available source to graphically illus- 
trate the increases in the cost of this equipment from 1969 
to 1979. The draft report clearly stated that the source 
of this information was a trade publication, noted the basic 
assumptions and methodology used by this publication to de- 
rive these estimates, and referred the reader to this source 

&/ U.S. General Accounting Office, "Maritime Subsidy Require- 
ments Hinder U.S.-Flag Operators' -Competitive Position," (CED- 
82-2), November 30, 1981. 
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for further details. We neither intended nor claimed to 
have done QW own analysis. 

In addi#@n to illmtrating the increas'es in the prices of 
this equipment, the info'rmation from this trade publication 
also indicated a growing divergence over time between the cost 
of a containership and the co'st of a conventional breakbulk 
vessel. Based on the Maritime Administration's own experience, 
DOT beli$ves the waist difference between a breakbulk and con- 
tainership may actually b's substantially less. Given the fact 
that millions cd! dollars of construction subsidies are based 
on MARAD's estimates of foreign construction costs, we cer- 
tainly hbpe that their ship building cos$ information is accu- 
rate. However, whether the actual costdifference is 5 times, 
3.3 times, or 1.2 times is immaterial, since the draft report 
drew no conclusions or inferences from it. DOT is simply 
incorrect in stating that "It is inferred from information ab- 
stracted from Fairplay's July 17, 1980, issue that container- 
ship prices have risen much more rapidly than breakbulk ship 
selling prices, thereby contributing to the high cost of 
providing modern marine transportation service." To the con- 
trary, the draft report clearly stated that "Despite the rela- 
tively high and increasing prices of containerships, contain- 
ers, terminals, and other supporting equipment, containeriza- 
tion technology has nonetheless greatly lowered the cost 
per tonof cargo transported when compared with the cost per 
ton of conventional breakbulk shipping." 

7. See our reply to point #l. 

8. See our reply to point #3. 

9. There is certainly no dispute that the U.S. flag liner fleet 
has a vital role to play as a naval auxiliary in time of war 
or national emergency. It is also true that the fleet's 
shift from breakbulk to container vessels could have signifi- 
cant implications concerning its military sealift capability 
under certain scenarios. However, for several reasons, we 
did not feel it was appropriate to address this issue during 
our analysis of maritime regulation. First, it is unrelated 
to the basic mission of the Federal Maritime Commission or 
the goals of the Shipping Act, 1916. Rather, it is the mis- 
sion of MARAD, under the authority of the Merchant Marine 
Act, 1936, to promote the development of a U.S. merchant 
marine capable of serving as a naval and military auxiliary 
and composed of the best-equipped and most suitable types of 
vessels. Second, it is doubtful whether current maritime 
regulation, or any of the proposed major changes to it, could 
have any discernible causal effect on the composition of the 
U.S. flag liner fleet. Third, if there are an inadequate 
number of breakbulk vessels for national defense purposes, 
the most effective way to correct the imbalance is to alter 
the subsidy programs to make the construction and operation 
of these vessels relatively more attractive to U.S. flag 
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operators, rather than to alter the regulatory system which 
affects all carriers, both U.S. and foreign flagl operating 
on U.S.-foreign trade routes. Fourth, in order to address 
this issue, one would have to consider not only the size 
and composition of the U.S. flag liner fleet, but also the 
size and composition of the effective U.S. controlled fleet, 
which consists of American-owned and controlled vessels 
registered under other flags that can be requisitioned by 
the President under section 902 of the Merchant Marine Act 
for national defense or national emergencies. This wosuld 
have been far beyond the scope and objectives of our study. 

See our reply to point #3. 

We find it difficult to understand DOT's assertion that "the 
maintenance of the entire fleet is in jeopardy," when several 
major U.S. flag liner operators, one of whom has received no 
operating or construction subsidies at all, have recently 
undertaken substantial new investment programs to replace 
their fleets with modern, efficient vessels. If, in spite 
of this new investment, the Administration believes that the 
authority for subsidized operators to acquire foreign built 
or reconstructed vessels needs to be extended to 1983 in 
order to assure the continued maintenance of the U.S. flag 
fleet, it already has the ability to do so under certain 
circumstances. The Omnibus Budget Reconciliation Act of 
1981, Public Law 97-35, allows subsidized operators to 
construct, reconstruct, or acquire vessels overseas if the 
Secretary of Transportation finds and certifies in writing 
that construction subsidy funds are not available. The law 
further provides that: 

The provisions of this section shall be effective 
for fiscal year 1983 only if the President in his 
annual budget message for that year requests at 
least $100,000,000 in construction differential 
subsidy or proposes an alternative program that 
would create equivalent merchant shipbuilding 
activity in privately owned United States shipyards 
and the Secretary reports to Congress on the effect 
such action will have on the shipyard mobilization 
base at least thirty days prior to making the cert- 
ification . . . . 

With regard to the availability of this option beyond 1983, 
we have recently recommended that the Congress amend the 
Merchant Marine Act, 1936, to extend and clarify the Secre- 
tary of Transportation's authority to allow subsidized opera- 
tors to build vessels overseas and have even suggested legis- 
lative language to that effect. (See "Maritime Subsidy Re- 
quirements Hinder U.S.-Flag Operators' Competitive Position," 
CED-82-2.) 
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12. See our reply to point #5. 

13. See our reply to point P6. 

14. Cmtrary to DOT's ass#ertion, the draft report did not attempt 
to analyze the merits o'f the U.N. Code of Conduct for Liner 
Conferences. Beeausle U.S. aecessio'n to the Code could require 
major changes to current regulation, the draft report did dis- 
cuss the Code's historical background, main provisions, and 
current status. We also noted that some maritime analysts 
have argued that there could be an unfavorable effect on U.S. 
flag liner operators if the United States does not accede to 
the Code. We just add that this expected effect may not 
necessarily occur under certain circumstances. We do concur 
with the commonly held belief that the Code's cargo sharing 
provisions could cause a proliferation of revenue pooling ac- 
tivity. However, both the similarity and the major difference 
between the Code's cargo allocation provisions and the major 
elements of the equal access and revenue pooling agreements 
currently in effect on several U.S.-South American trade 
routes are clearly stated. Despite this, DOT misconstrued 
our analysis of these U.S.- South American revenue pools to 
be an analysis of the Code's potential effects on U.S. foreign 
trade routes. It is not. In concluding this section of the 
draft report, we stated that "if the Code does come into force 
without the U.S. acceding to it, it is unclear whether U.S. 
flag operators will be adversely affected" and that "any deci- 
sion that is made should consider the issues of international 
coniity, defense capability of our liner fleet, and the welfare 
of U.S. shippers." We agree with DOT on the need for these 
issues to be analyzed. However, it was never the intention 
nor the objective of this report to do so. 
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