Transport Services:

Reducing Barriers to Trade

High transport costs are a barrier

to trade—

The costs of international transport services
are a crucial determinant of a developing coun-
try’s export competitiveness. Shipping costs
often represent a more binding constraint to
greater participation in international trade than
tariffs and other trade barriers. Across econ-
omies, a doubling of shipping costs is associ-
ated with slower annual growth of more than
one-half of a percentage point. Transport costs
determine the potential access to foreign mar-
kets, which, in turn, explains up to 70 percent
of variations in countries’ gross domestic prod-
uct (GDP) per capita.

—reflecting geography and income—
Transport costs depend on a mixture of geo-
graphic and economic circumstances. Adverse
geographic locations and low-income levels—
the latter being associated with poor infra-
structure and low traffic volumes—pose an in-
herent challenge for many countries’ trade and
development prospects—at least in the short
to medium term.

—but also competitive forces in

service markets

Public trade barriers and private commercial
practices hamper the provision of international
maritime and air transport services. Policies to-
ward maritime transport, such as cargo reser-
vation and limitations on the provision of port
services, often protect inefficient service pro-
viders and unduly restrain competition. At the

same time, competition restraining practices
among shipping lines and port terminal opera-
tors around the world pose the risk that the
benefits of government reforms will be cap-
tured by private firms. International air trans-
port is one of the services sectors most pro-
tected from international competition. The
current regime of bilateral air service agree-
ments largely denies access to efficient outside
carriers. International airline alliances, while
enhancing network efficiency, can also be detri-
mental if they impede effective competition.

Policy reform can lower costs—

In most countries, policy can make better use
of existing transport resources and signifi-
cantly improve the efficiency of services. At the
domestic level, targeted infrastructure invest-
ments, regional cooperation on transportation,
and trade facilitation initiatives can play an
important role in improving the transport
competitiveness of exporters. As discussed in
chapter 3, liberalizing services policy can pro-
duce substantial cost reductions and widen the
availability and choice of services. The prepon-
derance of anticompetitive practices by trans-
port service providers also demands the de-
velopment of efficiency-oriented competition
policies.

—and multilateral policies can be
supportive of domestic reforms

Multilateral negotiations on transport services
under the General Agreement on Trade in Ser-
vices (GATS) Agreement have, so far, not un-
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leashed substantial liberalization, nor have
countries bound existing policies to gain cred-
ibility in their domestic reforms. Indeed, the
negotiations on maritime transport were the
only post-Uruguay Round services negotia-
tions that completely failed. International air
transport services are largely outside the scope
of the GATS. The new round of services ne-
gotiations offers the possibility of creating a
rules-based services regime for maritime trans-
port, as well as an opportunity to develop a
framework under which a multilateral regime
for air transport services could be phased in.
Moreover, the multilateral trading system can
play a useful role in developing procompeti-
tive regulatory principles for the transport sec-
tor, and in fostering international cooperation
on competition policy matters more generally.

High transport costs
penalize exports

High transport costs push down profits
and wages
The efficiency of transport services greatly de-
termines the ability of firms to compete in for-
eign markets. For a small economy—for which
world prices of traded goods are largely
given—higher costs of transportation feed into
import and export prices. To remain competi-
tive, exporting firms that face higher shipping
costs must pay lower wages to workers, accept
lower returns on capital, or be more produc-
tive. The pressure on factor prices and produc-
tivity is even higher for industries with a high
share of imported inputs. In these cases, small
differences in transport costs can easily deter-
mine whether or not export ventures are at all
profitable. In developing countries, for labor-
intensive manufacturing industries such as tex-
tiles, high transport costs most likely translate
into lower wages, directly affecting the stan-
dard of living of workers and their dependents.
The cost structures of firms are equally af-
fected by the quality of transport services. If ser-
vices are unreliable and infrequent, or if a coun-
try lacks third party logistics providers who

efficiently handle small shipments, firms are
likely to maintain higher inventory holdings at
every stage of the production chain. The costs
of financing large inventories can be significant,
especially in countries with high real interest
rates. Gausch and Kogan (2001) find that in-
ventory holdings in the manufacturing sector
in developing countries are two to five times
higher than in the United States, and estimate
that cutting inventory levels in half could reduce
unit costs of production by over 20 percent. At
the wholesale and retail levels, firms depend
greatly on high quality transport services in dis-
tributing products to geographically dispersed
markets. For example, seamless transport ser-
vices were critical to Kodak’s decision to inte-
grate once-separate national warehousing oper-
ations in the Mercosur countries into one trade
bloc—wide operation located in Brazil, thus reap-
ing economies of scale in distribution.!

Long journeys have a similar effect. They
delay payments if goods are exported on a
cost, insurance, and freight (c.i.f.) basis or im-
porters may demand a time discount if goods
are delivered free on board (f.o.b.). If products
are perishable (such as food) or subject to fre-
quent changes in consumer preferences (such
as high-fashion textiles), longer journeys lead
to additional losses in terms of a product’s
shortened lifetime in the export market. Box
4.1 illustrates the complex logistical arrange-
ments that ensure the timely delivery of
Kenyan cut flowers to European consumers.
One recent estimate, based on comparisons be-
tween air and ocean freight rates for U.S. im-
ports, puts the per day cost for shipping de-
lays at 0.8 percent of the value of trade for
manufactured products. Only a small fraction
of these costs can be attributed to the capital
costs for the goods during the time they are on
board the ship.? Delivery time is found to have
a more pronounced effect for imports of inter-
mediate products (Hummels 2000), suggesting
that the fast delivery of goods is crucial for the
maintenance of multinational vertical product
chains. Quality aspects of transportation are
thus likely to be an important factor in the lo-
cation decisions of multinational companies.
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Shipping costs often represent a greater
burden than tariffs—

Transport costs are important relative to other
trade barriers. Figure 4.1 compares countries’
transport cost incidence for exports to the
United States (the share of international ship-
ping costs in the value of trade) and their tariff
incidence (the trade-weighted ad valorem duty
actually paid). For 168 out of 216 U.S. trading
partners, transport cost barriers outweigh tar-

iff barriers. Only a few developing countries—
including, among others, Bangladesh, the Arab
Republic of Egypt, Lesotho, Mauritius, Mon-
golia, Nepal, Pakistan, and Sri Lanka—are
more constrained by trade taxes than by ship-
ping costs. For the majority of Sub-Saharan
African countries, the tariff incidence typically
amounts to less than 2 percent, while the trans-
port cost incidence often exceeds 10 percent.
Most striking is the example of Benin, where

REDUCING BARRIERS TO TRADE
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Figure 4.1 Transport costs are often
higher than tariffs
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exports faced duties equivalent to 0.6 percent
of total exports, but shipping costs represented
22.7 percent of trade. Amjadi and Yeats (1995)
confirm that freight rates for African exports
to the United States are considerably higher
than on similar goods originating in other
countries—contributing to the region’s lacklus-
ter trade performance over the last two or
three decades.’

In interpreting the relative importance of
transport costs and tariffs, several points
should be kept in mind. First, the freight rate
calculations, based on c.i.f/f.0.b. comparisons,
understates the true door-to-door shipping
cost, because only the international leg of the
transport journey is considered. The impor-
tance of port and inland transportation costs
vary substantially by country and exporter lo-
cation, but can take up as much as two-thirds
of the total door-to-door costs (see below). Sec-
ond, the U.S. tariff schedule is lower compared
to other countries, and exporters face other
policy-induced barriers to trade besides tariffs.*

Indeed, for some product groups, restrictions
implied by standards or domestic regulations
represent a bigger obstacle to trade than import
taxes. Third, it is somewhat arbitrary to look
only at transport services and ignore the costs
of other producer services critical to the supply
of foreign markets. High costs of communica-
tions, legal assistance, or export finance, for
example, represent other sources of inefficien-
cies that may erode exporters’ competitive-
ness.® Finally, transport costs—as distinct from
tariffs—cannot be brought down to zero.

One recent estimate finds that a doubling
of the ad valorem freight rate leads, on aver-
age, to a fall in aggregate import values be-
tween five- and six-fold.® These are rough cal-
culations, however, and the effect is likely to
vary substantially across countries and indus-
tries. Much depends on the degree to which
higher shipping costs are directly passed on to
consumer prices. Another factor is the price
sensitivity of final demand and the degree to
which imports from one location can be sub-
stituted with imports from another location,
or from domestic sources. If final demand is
highly price sensitive, and goods from differ-
ent locations are good substitutes, small changes
in shipping costs can have a substantial effect
on bilateral imports.”

—and restrain trade in services—

Transport costs also represent a barrier to
trade in services. Though difficult to quantify,
this is important for developing countries that
rely heavily on tourism services as a source of
foreign exchange (figure 4.2). Tourists are sen-
sitive to travel costs, especially where close
substitute destinations exist. Estimates vary
substantially across locations, but a doubling
in travel costs may reduce tourism demand as
much as eight-fold.® More than 90 percent of
tourists arrive in developing countries by air,
underscoring the importance of efficient air
transport services for this export industry.
For example, air transport costs in East and
Southern Africa are reported to be up to ten
times higher than for Florida, in the United
States, limiting the pool of lower- and middle-
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Figure 4.2 Tourism earnings in developing countries, 1998
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income tourists able to afford a holiday in
these regions.” The price of international pas-
senger transport also dictates the extent to
which firms can afford business trips neces-
sary to maintain ties with foreign companies
and to gather information about market de-
mand in other countries. In addition, the mo-
bility of businesspeople is key to the formation
of multinational production networks, which
have emerged as a dynamic driver of world
trade over the past decades.

Transport costs affect growth rates—
Shipping costs can affect economic growth in
several ways. First, higher transport costs re-

duce rents earned from the exports of primary
products, lowering an economy’s savings avail-
able for investments. They push up import
prices of capital goods, directly reducing real in-
vestments. Second, all things being equal, coun-
tries with higher transport costs are likely to de-
vote a smaller share of their output to trade.
Those countries are also less likely to attract
export-oriented foreign direct investment (FDI).
Since trade and FDI are key channels of inter-
national knowledge diffusion, higher transport
costs may lead an economy to be farther re-
moved from the world technology frontier and
slow its rate of productivity growth.1% Third,
transport costs determine a country’s selection

TO TRADE
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of trading partners. If export markets largely
consist of poor, slow-growing markets and
there are significant costs (including transporta-
tion) of switching to new, richer, and faster-
growing markets, countries may be constrained
in their growth potential. This dilemma may be
especially severe for small landlocked countries
far away from major economic centers.!!

Controlling for a large number of socioeco-
nomic, geographic, and institutional factors,
Radelet and Sachs (1998) find that developing
countries with lower shipping costs experi-
enced more rapid growth of manufacturing
exports relative to GDP in the period from
1965 to 1990. In addition, when exploring the
relationship between shipping costs and over-
all economic growth across economies, the
study concludes that a doubling of the cost of
transportation is associated with slower an-
nual growth of slightly more than one-half of
a percentage point.

—and belp to explain regional variations
in income

Transport costs—as opposed to tariffs faced
by exporters—vary widely across trading na-
tions. The availability, price, and quality of
transportation services therefore have strong
implications for what countries produce and
with whom they trade.

In a theoretical analysis, Venables and
Limao (1999) find that transport costs may
cause the world to be divided into “zones of
specialization.” The more transport-intensive a
good is, the more likely it is that it is exported
by countries that exhibit lower shipping costs
to the economic center. By contrast, exceedingly
high shipping costs to a major economic center
can lead a country to be self-sufficient in a par-
ticular good—despite the fact that it may not
hold a comparative advantage in its production
solely based on its factor endowments. Coun-
tries with higher transport costs but identical
factor endowments also exhibit lower real in-
comes, as more resources are devoted to trans-
portation and the gains from trade are smaller.

Redding and Venables (2001) estimate the
potential access of a country’s manufacturing

goods to the domestic and foreign markets, as
determined by shipping costs.!2 This measure
of market access explains up to 70 percent of
variations in countries’ GDP per capita in
1996 (figure 4.3). Admittedly, the study lends
strong causative weight to transport costs, as
other factors explaining income variation—
notably capital accumulation—are taken,
themselves, to be determined by market access.
At the same time, the inclusion of characteris-
tics of physical geography and social, political,
and institutional variables does not fundamen-
tally alter the study’s result. While more re-
search is necessary to verify and refine these
findings, they support the view that a country’s
development prospects are greatly affected by
their economic geography, of which shipping
costs are an important determinant.

As much as transport costs explain the lo-
cation of production across countries, they are

Figure 4.3 Potential market access
explains variations in income
Income per capita (log)
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equally important in affecting the location of
exporting firms within countries. As foreign
trade barriers are removed, firms have an in-
centive to move to regions with good access to
foreign markets, such as border areas or port
cities—especially if exports account for a large
fraction of total sales. For example, closer ties
between the United States and Mexico caused
a rapid expansion of manufacturing employ-
ment in northern Mexico at the expense of the
Mexico City manufacturing belt.!3 Agglomer-
ation forces may create a self-reinforcing pro-
cess, whereby entire industries move toward
exporting centers, causing sharp regional in-
equalities in production and income. The sever-
ity of this process depends on the efficiency of
internal transport systems—as illustrated in box
4.2 on China.!*

Transport services thus matter for trade
competitiveness. Even if tariff and nontariff
barriers to trade were removed, cross-country
evidence suggests that the penalty of high ship-
ping costs will continue to hold down growth
rates and income of countries with poor inter-
national transport links. Furthermore, ineffi-
cient internal transport systems can sharpen
economic inequalities within countries, with
hinterland regions being disconnected from in-
ternational commerce. Two questions that im-
mediately arise in this context are why some
countries pay more for transport services than
others, and what governments can do to im-
prove the transport competitiveness of trading
firms.

Why some countries pay more
for transport services:
geography and income

International transport costs

vary dramatically

Transport costs vary widely across countries.
According to the price quotes of one U.S. freight
forwarder, it costs $1,000 to ship a 40-foot
container from Baltimore to Dar es Salaam, the
largest port city in Tanzania (figure 4.4). Yet the
price of shipping the same container to Durban

SERVICES: REDUCING BARRIERS

(South Africa) is $2,500 and goes up to $4,000
for Vienna (Austria), $6,500 for Asuncién
(Paraguay), $7,800 for Yerevan (Armenia),
$10,000 for Bujumbura (Burundi), and $13,000
for Kathmandu (Nepal). The geographic dis-
tance from Baltimore alone cannot explain these
dramatic price differences. Transport costs are
determined by factors that can be changed in the
short run by policy, and those that cannot. This
section concentrates on the second set of de-
terminants. Despite advances in transport tech-
nology, a large number of developing coun-
tries continue to be challenged by geography in
terms of being landlocked or far away from
the world’s economic centers. In addition, poor
physical infrastructure and thin traffic densities,
typically associated with low-income econ-
omies, represent additional impediments to
transport competitiveness (although policy can
alter these constraints in the longer term). Thus,
high shipping costs undeniably represent a con-
straining factor in the trade and development
prospects of many developing countries.

Advances in transport technology—
Innovations in transportation have been an im-
portant factor in the globalization of goods
markets observed in the late twentieth century.
An examination of ad valorem freight rates for
U.S. imports, for which detailed data are avail-
able, suggests that the share of shipping costs
in the value of trade in 1998 was smaller for all
major commodity groups compared to 1938,
and for all but two goods classes compared to
1974 (see table 4.1).13 However, declining ad
valorem freight rates may also be due to changes
in the composition of trade or in unit values of
traded commodities, due, for example, to im-
provements in the quality of goods.

Ocean, air, road, and railway shipping have
each seen a different mix of technological and
institutional innovations, with profound impli-
cations on how traded goods are shipped from
one location to another.1® Ocean shipping is a
relatively mature industry, yet there have been
important advances in maritime transport tech-
nology over the past decades. Specialized ships
have emerged for dry bulk commodities, oil,

TO TRADE
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only half the costs story

$4,000 $4,000

Asuncién
Lima (Peru) (Paraguay)
$4,000 $6,500

4,500 5,500

La Paz (Bolivia) Niamey (Niger)

Source: Limdo and Venables 1999.

Figure 4.4 Shipping a container from Baltimore, Maryland, around the world: Distance is
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chemicals, automobiles, forest products, and
other goods. Probably the most far-reaching de-
velopment in maritime transport has been the
growth of containerized cargo shipping, which
has allowed investments in larger and faster
ships. Today, more than 60 percent of global
general cargo trade moved by sea is carried in
containers. On trades between industrialized
countries the percentage is just over 80 per-

cent.!” However, evidence from major developed-
country shipping routes suggests that the real
price of ocean liner shipping has not declined
over the past decades, while tanker and tramp
shipping has arguably become cheaper (Figure
4.5). Unfortunately, no information is available
to assess the development of real ocean freight
rates for developing country routes in past
decades.

Table 4.1 Ad valorem freight rates for U.S. imports: 1938, 1974, and 1998

(As percent of total import values)

All countries

Developing countries

1938 1974 1998 1938 1974 1998
Foods 9.3 9.4 7.0 12.5 8.3 8.4
Agricultural raw material 7.5 11.4 6.5 10.3 14.3 10.2
Crude materials and ores 65.2 44.5 12.0 57.3 30.4 13.9
Fuels 14.3 7.7 7.8 21.5 13.0 9.3
Chemicals 10.4 14.3 3.3 6.7 16.0 6.4
Metals 10.0 7.7 5.2 10.2 6.8 5.5
Other manufactures 10.1 10.6 4.6 5.2 7.5 4.5

Note: Ad valorem freight rates are based on comparisons between f.0.b export and c.i.f. import values, as reported by U.S.
customs. They therefore do not include inland transportation costs and charges incurred at the port of exportation.

Source: Yeats 1981 for 1938 and 1974; and U.S. Bureau of Census for 1998.
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Figure 4.5 Ocean freight rates, 1970-99
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Source: UNCTAD Review of Maritime Transport (various issues), based on data from the German Federal Statistical Office
(for liner trade) and Lloyd’s ship manager (for tanker and dry cargo).

—bhave boosted air transport—

Air transport is still a relatively young industry
that has gained in significance only after the
emergence of long-distance jet airliners in the
late 1950s and the introduction of the wide-
body jet in 1967. The liberalization of air trans-
port services, starting domestically with the
United States in 1978, provided an additional
impetus to the industry’s growth, as airlines
were granted greater freedom in determining
their routes and schedules, and service competi-
tion intensified. Since 1980 airlines’ freight op-
erating revenues per ton-kilometer have fallen
by 55 percent in real terms. As air shipping
prices have fallen relative to prices for ocean
transport, the share of world trade shipped by
air has continuously grown over the past
decades—from 7 percent in 1965 to 30 percent
in 1998 in terms of value for U.S. imports.18 In
terms of ton-miles shipped worldwide, air cargo
shipping has grown by almost 10 percent annu-
ally from 1970-96, compared to only 2.6 per-
cent growth for ocean shipping.1?

Air passenger transport has also experienced
a dramatic real price decline, which has led to a
sharp increase in international air travel, grow-
ing at an average annual rate of 5.8 percent in
terms of passenger-kilometers since 1980.

—and have improved the quality
of services
Due to the introduction of faster ships and the
growth of air transport services, the average
time of cargo delivery has fallen sharply in the
past decades—from an estimated 40 days in
1950 to 14.3 days in 1998 in the case of U.S.
imports.20

Managerial innovations and closer integra-
tion of transport services into production, in-
ventory, and distribution systems have been
additional drivers of change in the interna-
tional transport industry. Just-in-time delivery
of intermediate inputs, for example, has al-
lowed firms to outsource certain stages of pro-
duction, cut inventories, and geographically
disperse production. Better management of the
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supply chain has enabled producers of perish-
able commodities to compete in distant con-
sumer markets. These managerial changes
have, in turn, led many transport operators to
become multidimensional providers of logis-
tics services—including packing and labeling,
freight forwarding, insurance and banking, the
processing of border formalities, tracking of
shipments, and other services. The growth of
these services has, in part, been propelled by
the falling cost and increasing power of com-
munications and computing, as logistics pri-
marily involves the processing of information.

Geography continues to exert its
own tyranny—
Despite technological advances, however, geog-
raphy continues to be an important determi-
nant of international variations in transport
costs. The distance between the origin and
destination points of a transport journey di-
rectly affects the variable cost of shipping in
the form of fuel, wear and tear of vehicles, and
the amount of time that goods are traveling.
Due to the existence of fixed costs of trans-
portation, however, the effect of distance on
transport costs is less than proportionate, sug-
gesting that distance matters more where the
costs of packaging, documentation, port ser-
vices, and other distant-invariant activities are
small.2! Typically, a 1 percent increase in dis-
tance causes trade volumes to fall by slightly
more than 1 percent—although this large ef-
fect is also due to factors other than transport
costs.>2 Countries that share a common bor-
der are found, on average, to trade signifi-
cantly more than countries without a common
border, which can in many instances be attrib-
uted to more integrated transport networks
and the existence of bilateral customs agree-
ments that reduce transit times.

—especially for landlocked countries

The effect of distance depends greatly, how-
ever, on the mode of transport. By one esti-
mate, an additional kilometer of overland
transport adds seven times more to transport
costs than an additional kilometer by sea.?3 It
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is thus not surprising that landlocked countries
pay, on average, more for shipping exports and
imports than coastal economies. Multiple stud-
ies have documented the “penalty” of being
landlocked, and estimates usually put the addi-
tional cost of transportation at more than 50
percent of that paid by countries with maritime
ports.2* For many shipments to landlocked
countries this “penalty” is likely to be higher.
For example, the price quotes for container
shipments from Baltimore reveal that the cost
of shipment to Durban (South Africa) is
$2,500, whereas the cost to Mbabane (Swazi-
land) via Durban comes to $12,000—a land-
locked “penalty” of 380 percent (figure 4.4).
Aside from longer overland distances, traffic to
and from landlocked economies often suffers
from higher transaction costs due to the com-
plexities of coordinating multimodal transport
journeys and the crossing of multiple borders.
It is thus not surprising to find that land-
locked countries have only 30 percent of the
trade volume of average coastal economies;
that none of the 15 developing countries with
the fastest export growth is landlocked; and
that all 15 of those economies are located ei-
ther directly on major shipping routes or close
to a major developed-country market.?> The
study by Redding and Venables (2001) pro-
vides additional proof of the burden of geog-
raphy: access to the coast raises per capita in-
come by 64 percent, while halving the distance
to all trading partners increases per capita
income by 74 percent. While these figures pro-
vide a pessimistic view on the trade and devel-
opment prospects of geographically disadvan-
taged countries, in the long run new economic
centers emerge. High-income landlocked econ-
omies such as Switzerland, or the state of Col-
orado in the United States demonstrate that
such disadvantages need not be permanent.

Infrastructure links the binterland to

the world—

Transport infrastructure, encompassing road,
railway, and internal waterway networks, sea-
ports and airports, warehousing facilities, and
supporting communications systems, is a key
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prerequisite to efficient transport services. When
goods originate or terminate in remote regions,
inland shipping accounts for a substantial share
of the total door-to-door transport charge (fig-
ure 4.6). If internal transportation networks
are dense, remote regions are in a better posi-
tion to supply foreign markets. In countries
with well-developed infrastructures, exporters
can typically choose among alternative modes
of transport (truck, railroad, or internal water-
way) and alternative seaports and airports to
ship their goods abroad. Aside from greater
flexibility, increased modal and port choice
directly promotes competition and limits the
potential abuse of market power by transport
operators serving chokepoints. Based on an
index that captures the densities of coun-
tries’ road, railway, and telecommunications
networks, Limdo and Venables (1999) confirm
that better infrastructure translates into signif-
icantly lower transport costs.”?® Moreover, a
higher infrastructure density in transit coun-
tries reduces transport costs to landlocked econ-
omies. Both own and transit country infra-

Figure 4.6 Decomposing the costs of
door-to-door shipments
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Source: Subramanian and Arnold 2001.

structures are found to be important determi-
nants of bilateral trade flows.2”

—and poor countries are at a
disadvantage

Poor infrastructure conditions are often the di-
rect result of low income levels, as the resources
available for infrastructure investments are lim-
ited. Nonetheless, governments play an impor-
tant role in expanding the reach and improving
the quality of existing infrastructure. Invest-
ments in transport infrastructure often take a
significant share of developing countries’ GDP.28
Governments in many countries—in part dri-
ven by the need to cut public expenditures—
have increasingly turned to the private sector
for financing such large investments. Successful
involvement of private investors necessitates an
attractive investment climate, transparent and
carefully designed concession contracts, and
a credible overall policy regime.?? Yet where
commercial risks are too high, public sector in-
vestments are still required—especially in the
poorest countries that are typically not able to
attract private investment. Governments also
play a crucial role in infrastructure planning.
Road, railway, and port capacities need to ac-
commodate projected growth in trade. The de-
sign and construction of transport networks
need to be coordinated with neighboring coun-
tries, which is especially important for small
and landlocked economies.

Economies of scale and scope

There are large economies of scale in the provi-
sion of shipping services. Greater transporta-
tion flows allow service providers to operate
larger vehicles and to spread fixed route costs
over a larger number of shipments. The capac-
ity of containerships operating on the major
East-West trading routes is several times that of
those operating on North-South routes, where
traffic density is substantially smaller. Control-
ling for other determinants of liner freight
prices, shipments from the port of Lagos, Nige-
ria, to southern California would be 24 percent
cheaper, if traffic on this route would be the
same as from the port of Hong Kong (China)
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to the same region.30 Furthermore, due to rela-
tively low trading volumes, developing coun-
tries often face longer travel times and less fre-
quent services, as ocean carriers require a larger
number of stops to fill vessels.3!

At sufficiently large traffic volumes, trans-
port operators can reap economies of scope by
offering services on connected routes. Through
hub-and-spokes systems, maritime and ocean
transport operators have been able to cut costs,
while at the same time offering transport links
between a larger number of locations at higher
frequencies. The overwhelming share of inter-
continental ocean trade is today delivered by
hub-and-spoke systems, through major ports
such as Hong Kong (China), Los Angeles, Rot-
terdam, or Singapore. By contrast, most ocean
carriers serving the routes to and from West
Africa still operate under so-called multiple
ports of call systems. However, given current
traffic levels, commodity mix, port infrastruc-
tures, and inland transportation systems, Pals-
son (1997) finds that the adoption of a hub-
and-spoke system would not systematically
yield substantial cost savings. Future growth in
trade as well as infrastructure improvements
may change this calculus. Yet the implementa-
tion of a hub-and-spoke system would still re-
quire the willingness of the spoke countries to
accept lower traffic volumes to the benefit of
the hub port.

Why some countries pay more:
policy-driven factors

overnment policy can inadvertently in-

flate transport costs. Most developing
countries enact rules that detract from using
existing transport resources efficiently. These
rules drive up transport-related transaction
costs and often preserve monopolies in service
markets.

Reducing high transaction

costs in-country—

High costs of transport-related transactions—
such as frequent reloading of goods, customs
clearance, fulfillment of documentation require-

SERVICES: REDUCING BARRIERS

ments, and others—add to the overall logistical
costs of international shipments. Uncertainty
about the enforceability of legal documents
(such as bills of lading or letters of credit) in-
creases the risks faced by importers and ex-
porters as well as transport operators. One
study on Brazilian ports reports the average
costs per container related to administration
and customs clearance at $1,727, which could
be reduced to $320 according to international
best-practice estimates (figure 4.7).32 In many
cases, transport-related transaction costs do
not even show up in the final freight bill, but
take up a firm’s resources that could be used
more productively.

Multiple changes of transport modes dur-
ing the transport journey create costs in the
form of frequent reloading of goods, coor-
dination problems that result in shipment de-
lays, and the need to contract several trans-
port operators instead of a single door-to-door
service provider—often exacerbated by legal
provisions preventing foreign multimodal oper-

Figure 4.7 Potential door-to-door cost
savings on containerized imports in
Brazil
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ators from undertaking door-to-door contracts.
Containerization has substantially reduced the
reloading costs of multimodal journeys, as goods
are packed once at the factory’s door and un-
packed at the importer’s site. Indeed, con-
tainerization has fostered the integration of
transport service providers toward multi-
modal operations, which internalizes transac-
tion costs resulting from modal switches. Even
though containerization of general cargo has
taken hold in many developing country—ports,
containers are less frequently used for inland
transport (especially in Africa)—obviating one
of the main cost-saving characteristics of con-
tainer shipping.33 The main reasons for this
are long inland turnaround times for contain-
ers, risks of loss or damage to containers, and
inadequate road infrastructure unsuited to con-
tainer loads. Limitations on the cross-border
provision of trucking services create bottle-
necks at the border, because goods have to be
reloaded onto different carriers. Different na-
tional standards regarding safety requirements,
vehicle sizes, railway gauges, or coupling and
braking systems similarly constrain the smooth
cross-border movements of goods.

Although official customs fees are typically
only a small portion of overall transportation
costs, inefficiency in customs procedures can re-
sult in congestion and long queues at the bor-
der. For example, at the key border crossing-
point between India and Bangladesh as many as
1,500 trucks queue up on both sides of the bor-
der, and waiting times vary between one and
five days.3* Inefficiencies often are the result
of understaffing, burdensome documentation
requirements, poorly defined procedures, and
the need to obtain approval from many offi-
cials. High trade protection typically results in
more complex customs requirements—for ex-
ample, through the need to obtain import li-
censes before goods are shipped. Corruption is
endemic in many developing country ports
and is more widespread the more opaque are
the customs procedures, and the greater the
discretion of customs officials.

Advances in information technologies have
created a large scope for reducing transport-

related transaction costs. The development of
the electronic data interchange (EDI) system,
for example, has substituted the traditional
paper documentation routines for customs
clearance. Through the global positioning sys-
tem, firms can monitor the location of vehicles
and better time loading and reloading. The
Internet has opened new ways of organizing
transport movements, creating more flexible
and efficient transport markets with reduced
uncertainty regarding the quality of shipments.
Yet use of these technologies is still primarily
confined to developed countries and large
ports. Lack of communications infrastructure
and the necessary skills, as well as an inade-
quate legal framework for electronic signatures,
often present obstacles to the dissemination of
transport-related information technology in the
developing world.

—requires coordinated government action

There is much that governments can do to re-
duce transport-related transaction costs, usu-
ally under the umbrella of so-called trade facil-
itation initiatives. Such programs can result in
significant reductions in direct and indirect
shipping costs in relatively short time periods.
They are most effective if implemented in part-
nership with the private sector (box 4.3). An-
other role for governments is to create an ap-
propriate legal and regulatory framework for
multimodal transport, which often represents
one of the most pressing constraints to the pro-
vision of efficient door-to-door services. Coop-
eration on standard-setting and the conclusion
of mutual-recognition agreements with neigh-
boring countries can facilitate the cross-border
movement of goods by trucks. While countries
should remain free to adopt their preferred reg-
ulatory standards, it is important to ensure
that such standards do not unnecessarily dis-
criminate against foreign—service providers (see
chapter 3).

From public monopoly to

private competition

For a long time the provision of many trans-
port services was the domain of public monop-
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olies, and indeed state-owned enterprises
continue to be a dominant force in many coun-
tries’ transport sectors. Public monopolies were
often justified by natural monopoly argu-
ments, such as in the case of port operations,
which require large infrastructure investments.
Prestige arguments (for example, the desire to
operate a national flag airline) and security
concerns (self-sufficiency in times of war) af-
forded a justification for limiting the participa-
tion of foreign service providers in domestic
transport operations. Such arguments are be-
coming increasingly harder to defend. Private
entry and competitive market structures have
proved to be feasible for virtually all transport
services and, to a large extent, have led to effi-
ciency gains and lower prices for consumers.
Moreover, the principle of comparative advan-

tage fully applies to the provision of transport
services, as it does to other traded commodi-
ties. By opening up domestic markets to for-
eign competition, shippers can choose among a
broader spectrum of services and opt for ser-
vice operators with superior technologies or
lower operating costs.

Maritime transport—

Due to differences in commodity type as well
as to technological improvements in the ship-
ping industry—most importantly, container-
ization—international maritime freight trans-
port has developed specialized branches. Liner
shipping, meaning maritime transport of com-
modities by regular lines, which publish in ad-
vance their calls in different harbors, is dis-
tinct from tramp shipping, which refers to

REDUCING BARRIERS TO TRADE
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transport performed irregularly, depending on
momentary demand. Typically, liner carriers
transport commodities with a higher degree of
industrial processing using containers, while
noncontainerized raw materials (such as crude
and refined oil, iron ore, grain, coal, or baux-
ite) tend to be carried in tramp carriers.

—is affected by government policies—
Tramp shipping is generally believed to be a
highly competitive market that is, as a rule,
free from restrictions.3> Prices are set in spot
markets based on either time charter or voyage
charter contracts. In contrast, liner shipping
has traditionally been subject both to trade re-
strictions and private cooperation. The most
important policy-imposed barriers applied to
international maritime transport have been
various cargo reservation schemes. These re-
quire that part of the cargo carried in trade
with other states must be transported only by
flagships (ships carrying a national flag) or
ships interpreted as national by other criteria.
Cargo reservation takes various forms. It
can be imposed unilaterally if ships flying na-
tional flags are given the exclusive right to
transport a specified share of the cargo passing
through the country’s ports. An alternative
form involves cargo sharing with trading part-
ners on the basis of bilateral or international
agreements. A specific form of multilateral
cargo reservation scheme is the United Nations
Conference on Trade and Development (UNC-
TAD) Liner Code of Conduct, which was con-
ceived to encourage the development of the
shipping industry of developing countries by
guaranteeing domestic lines a minimum (40
percent) share of traffic, and ensuring their par-
ticipation in international liner conferences.3¢
Cargo reservation schemes have probably
declined in significance, as more and more
countries have phased them out. In addition,
the increased transfer of ships to open reg-
istries to enable the ship owners to benefit
from more efficient cost conditions has further
diluted the importance of cargo sharing. The
UNCTAD Liner Code, which was never ap-
plied on a large scale, is even less visible today,

being applied mostly to routes between West
Africa and Europe (box 4.4). Nevertheless,
countries ranging from Benin to India still
have in place reservation policies that at least
nominally restrict the scope for trade.

—and the practices of ocean carriers
Competition-restraining practices in liner
transport take the form of cooperative agree-
ments among maritime carriers on technical
or commercial matters. Carriers’ cooperative
habits are deeply rooted in the history of mar-
itime transportation. The first shipping cartels,
covering the routes between the United King-
dom and Calcutta, India, date back to 1875.
By joining carrier agreements, shipping compa-
nies retain their juridical independence, but
consent to common practices with the other
members regarding pricing, traffic distribution,
or vessel capacity utilization. One of the most
common types of agreement are liner confer-
ence agreements, which typically provide for
the fixing of and adherence to uniform freight
tariff rates and conditions of service. Liner con-
ferences also employ exclusive contracts and
other loyalty-inducing instruments to deter
entry of outside shipping lines.3” Another type
of carrier agreement includes cooperative work-
ing and discussion agreements, which establish
exclusive or preferential working relationships
between shipping lines, and provide a forum
for information sharing but do not necessarily
engage in unique price setting. A more recent
form of private cooperation is strategic alliances,
which aim at closely integrating vessel opera-
tion activities and service networks.

It has been frequently pointed out that in
recent years the power of liner conferences
and other cooperative arrangements has been
eroded. In the 1990s efficient outside shipping
lines were able to gain a significant share of the
market on many routes. Moreover, more liberal
regulations affecting international shipping
have weakened the command of rate-fixing
agreements. For example, the Ocean Shipping
Reform Act of 1998 in the United States intro-
duced the confidentiality of key service contract
terms, allowing greater scope for price com-
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petition. It is also important to recognize that
private cooperation can bring benefits to con-
sumers of shipping services—notably due to
improved network coordination, which can
generate economies of scope and a wider choice
of services available to shippers.

Yet one recent study, which examines the
impact of price-fixing and cooperative work-
ing agreements on liner freight rates for U.S.
imports, concludes that private practices con-
tinue to exercise a significant influence on
liner freight rates, and that the hypothetical
breakup of carrier agreements could lead to
cost savings of as much as 20 percent (see box
4.5). In practice, the extent to which liner
freight rates are pushed up by private anti-
competitive practices is likely to differ across
routes. Developing country routes are arguably
more prone to such practices, since low overall
traffic volumes limit the number of competi-
tors that can be commercially sustained (see

box 4.4).

Seaport services are increasingly driven by
private capital and competition—
In performing their function as the interface
between various modes of transport, seaports
provide multiple services. The management of
ships in ports requires a mixture of services re-
lated to berthing, including pilotage, towing,
and tug assistance. Cargo handling is the most
important service in moving goods through
seaports, accounting for 70 to 90 percent of
total port charges. Other services related to
cargo manipulation include customs clearance,
storage, and warehousing. Specialized agents
or consignees take on the paperwork and all
matters related to the use of port facilities by
a ship. Finally, there is a series of ancillary ser-
vices to crew members and ships, including
provisioning, fueling and watering, garbage
collecting, and repair facilities.38

The last decades have seen profound
changes in the organization of seaports—the
general trend being toward increased private
sector participation and greater competition
within and between ports. A variety of owner-
ship and operational structures have emerged

with regard to port management and coor-
dination, the provision of infrastructure, and
the supply of services. For example, under the
Landlord Port concept—which is becoming
widespread worldwide—the public Port Au-
thority owns the basic infrastructure—land,
access, and protection assets—and leases it
out to private operators on a long-term con-
cession basis. Under the Tool Port concept the
Port Authority owns the infrastructure, the su-
perstructure, and heavy equipment, and rents
it to private operators, which carry out com-
mercial operations under licenses. The Port
Authority usually retains all regulatory func-
tions in the case of landlord and tool ports. In
only a few ports in the world has port land
been sold to private operators, and all public
management and regulatory functions been
transferred to the private sector.’

—but smaller ports are at

a disadvantage—

The feasibility of competitive provision of port
services, especially cargo handling, depends on
several factors. The availability of port space
poses a constraint to the number and the de-
gree of specialization of port terminals. Sec-
ond, traffic levels have to be sufficiently large,
such that it is feasible to operate several termi-
nals at full capacity. Experience has shown that
the operation of more than one container ter-
minal only becomes viable if port traffic ex-
ceeds 150,000 twenty-foot equivalent units
(TEUs) per year. Third, competition between
ports depends on geographic factors, the den-
sity and quality of inland transport networks,
and overall traffic volumes in the greater port
region. In practice, competitive forces are
likely to lead to a cost-efficient provision of
services only in large seaports and regional
hubs. For smaller ports, ex ante competition,
in the form of auctions where private firms bid
for the right to operate a terminal, can extract
potential monopoly or oligopoly rents that
service providers expect to generate. Further-
more, it is necessary to accompany private port
participation with appropriate regulation over
tariffs charged by service providers. Indeed, the
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creation of regulatory capacity is an important
element in every port reform package—not
only to monitor and set tariffs, but also to en-
sure the safety and quality of services supplied.

With few exceptions, such as Singapore,
public port monopolies are typically associated
with inefficient and expensive services; experi-
ence has shown that liberalization programs
can, in principle, greatly improve performance
(see box 4.6). Yet achieving successful liberal-
ization is a complex task—even in developed
countries. To attract long-term private inves-
tors, the overall policy regime has to be credi-
ble and consistent over time. At the same time,
governments need to ensure that efficiency
gains are passed on to port users, which re-
quires carefully designed concession contracts
ex ante and appropriate regulatory mechanisms
ex post. Thus a country with weak institutions,
high overall economic uncertainty, a reputation
for policy reversal, and limited regulatory ca-
pacity arguably faces a significantly more diffi-
cult task in managing the liberalization process.
Another frequently encountered obstacle in re-
forms is the adjustment to the labor force in
port. Due to technological progress, port oper-
ations have, over the past decades, become
more capital-intensive, such that moderniza-
tion typically requires the reduction of excess
labor. Forming consensus with workers on the
design of reforms, retraining programs, and
measures to soften the social impact of labor re-
ductions can overcome some of the resistance
of often-powerful port unions.*°

—and powerful operators are emerging at
the global level

Opening port services to the participation of
foreign operators can bring special benefits, as
multinational companies often bring technol-
ogy, experience, and managerial know-how.
Large global port operators can also offer a
loyal customer base, networking possibilities,
and access to finance. Yet a number of ob-
servers have voiced concerns about the rising
global concentration of the industry. A rela-
tively small group of port operators has estab-
lished a regional or worldwide presence; by one

estimate this small group now accounts for
about 40 percent of the world’s annual con-
tainer liftings.*! While consolidation may bring
benefits to port users, there is the danger that
dominant operators may abuse their market
power—for example, by offering exclusive con-
tracts to shipping lines if they use their world-
wide facilities. Such practices may pose the risk
that the benefits from port liberalization are to
some extent captured by foreign firms.

International air transport services are
beavily restricted—

International air transport is divided into sched-
uled passenger, freight, and mail services, and
chartered services that depend on momentary
demand. In 1998, scheduled services repre-
sented 87 percent of revenues, of which the
overwhelming share (88 percent) came from
the movement of passengers.*? International
airfreight transport can be further divided into
passenger belly-hold freight and dedicated
freight services. Passenger belly-hold freight is
typically cheaper, because freight rates are set
at marginal cost, whereas dedicated freight
services need to recover the full costs of oper-
ating the aircraft.

Trade in international air transport services
is heavily restricted by governments around
the world—more so than international mari-
time transport. Market access of foreign pas-
senger and cargo carriers is largely determined
through a complex system of bilateral air ser-
vice agreement (ASAs), which typically desig-
nate the airlines allowed to operate on bilateral
routes, the number and frequency of flights
they operate, what types of aircraft they use,
and how much they charge.*> ASAs also deter-
mine the traffic rights of airlines operating on
bilateral routes, which are defined by so-called
freedoms of the air. Under third and fourth
freedom rights, airlines are allowed to carry
traffic between their home countries and for-
eign countries. Fifth freedom rights permit an
airline of one country to carry traffic between
two other countries, provided the flight origi-
nates or terminates in its own country. The
most liberal—yet rarely granted—traffic rights

116



TRANSPORT SERVICES: REDUCING BARRIERS TO TRADE




GLOBAL

ECONOMIC PROSPECTS

are seventh freedom rights, which allow an air-
line of one country to operate flights between
two other countries without the flight originat-
ing or terminating in its own country.*4

—but bilateral arrangements are
becoming more liberal—

Over time, ASAs have become increasingly
more liberal. For example, so-called Bermuda-
type agreements do not regulate capacity on
each route, but leave it to the designated air-
lines to negotiate the number and frequency
of flights. “Open skies” agreements are an
even less restrictive type of ASA, which origi-
nally emerged on selected routes to and from
the United States. Under a multiple open skies
agreement, airlines can typically fly on all
routes between two countries without any ex
ante controls on capacity or fares, and are
granted unrestricted fifth freedom rights. Do-
mestic reforms, especially the entry of second
and third carriers to compete with the former
national flag carriers have also led to more in-
tense competition on a considerable number
of international routes. In addition, unilateral
and bilateral policies toward air cargo services
are, in most countries, more liberal than pas-
senger services. Governments have often been
willing to authorize dedicated freight services
when demand for services exceed what na-
tional flag carriers could provide.*

Another noteworthy development is the
conclusion of liberal regional air service agree-
ments that, at least partially, attempt to over-
come the distortions introduced by bilateral
preferences. These are often linked to regional
trade agreements, such as in the case of the
common aviation market in the EU or the An-
dean Pact open skies agreement. The “Ya-
moussoukro Declaration” adopted by African
countries provides for liberalization of air
transport on the continent by 2002. The fore-
seen regime would replace bilateral air ser-
vices arrangements and eliminate all restric-
tions in traffic rights up to the fifth freedom.

Privatization of state-owned airlines has
also progressed in the 1990s. More than 70
percent of airline companies now have a ma-

jority of private capital. In addition, govern-
ments have become less willing to come to the
rescue of distressed national flag carriers. In-
deed, selected countries—notably in the devel-
oping world—have allowed the bankruptcy
and closure of national carriers. While privati-
zation is frequently driven by short-term fiscal
needs, there is growing recognition that direct
or indirect subsidies to national flag carriers
distort the allocation of resources. The tight-
ening of competition policies in relation to
state aids has also contributed to a more com-
mercially oriented climate in which airlines
operate today.

Besides restrictive bilateral agreements,
market access of foreign airlines is sometimes
limited due to regulatory standards and re-
quirements. While it is legitimate for more de-
veloped countries to seek higher safety and
environmental standards, they can potentially
have adverse effects on air services with devel-
oping countries, which should be taken into
account when adopting new standards (box
4.7). International cooperation on technical
standards, for example under the umbrella of
the International Civil Aviation Organization
(ICAOQ), can play a useful role in forming con-
sensus about what are legitimate safety or en-
vironmental concerns and what can be consid-
ered unnecessarily discriminatory.

—fostering consolidation—

A large number of studies have documented
the benefits of liberal international air service
markets in developed economies. In principle,
competition between airlines has been shown
to result in overall lower prices, and an in-
creased range and quality of services.#¢ Little
formal research has been conducted to evalu-
ate the effects of air service liberalization in
developing countries, but anecdotal evidence
points to significant inefficiencies as a result
of restrictive air service policies. At the same
time, the experience of developed countries
has shown that liberalization may foster con-
solidation in the industry, as airlines seek to
expand the reach of their networks to generate
hub-and-spoke economies.
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A regional market with limited traffic may
only sustain a number of airlines that is smaller
than the number of states in the region. Some
observers have, for example, pointed out that
consolidation would be a likely consequence if
air services were further liberalized in Africa.
Consolidation may be in the consumer’s best
interest, if economies of scale and scope result
in lower airfares and freight rates, yet it also
raises the danger that “spoke” routes with thin
traffic densities will become monopolized and
airfares increase once price and capacity con-
trols are removed.#” Achieving successful liber-
alization may require the regulation of prices
and the imposition of service requirements on
thin routes—at least temporarily until compe-
tition has sufficiently intensified.

—and increasing the relevance of

private practices.

A related concern stems from the emergence
of a large number of airline alliances and code-
sharing agreements between airlines of differ-
ent countries. One of the main rationales of
these arrangements has been to expand the
reach of existing networks in an environment
where cross-border trade and direct invest-
ments are restricted by bilateral ASAs.*8 In
addition, regulation and market structure in
industries upstream or downstream from air
services can strongly affect competitive condi-
tions for both passenger- and cargo-transport.
Chiefly, the allocation of landing and takeoff
slots at airports can be used to favor domestic
incumbents and lead to a high concentration
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of services in city-specific markets. Similarly,
passenger carriers need access to computer
reservation systems, which are provided glob-
ally by only a small number of operators.

Unleashing competition in
international transport:
policy implications

Domestic policy action is needed—
Government policies can play an important
role in improving the efficiency of interna-
tional transport services. Creating a favorable
climate for private investments, targeted pub-
lic infrastructure investments, and regional
cooperation on transport matters can serve
to lessen constraints imposed by adverse geo-
graphic or economic circumstances. As pointed
out in chapter 3, the liberalization of service
markets should focus on the removal of entry
barriers in the form of public monopolies or
specifically government policies that directly
limit competition. Such policy-imposed re-
strictions are present in a large number of
countries and can apply to virtually all trans-
port services, ranging from public shipping
lines, port monopolies, and national flag air
carriers, to controlled freight forwarding, and
agency and third party logistics markets.*’

Cargo reservation in maritime transport,
while still applied in a number of developing
countries, has arguably become less relevant.
Liberalization of port services is a much newer
phenomenon, but has proved to be a success-
ful strategy in improving the performance of
port operations in both developed and devel-
oping economies.

Notwithstanding the recent progress to-
ward more commercially oriented and liberal
air service markets, the current system govern-
ing international air transport remains one
that essentially grants preferential access to
airlines that reside at one end of an interna-
tional route. Even the most liberal bilateral
open skies agreements and regional accords do
not grant seventh freedom rights. Preferential

liberalization entails costs, in that market ac-
cess may be denied to the world’s most effi-
cient airlines, unless those airlines fall under
the ambit of a bilateral agreement. Despite the
spread of airline alliances, which has led to
improved international network coordination,
limitations on foreign ownership of airlines
similarly prevent foreign airlines from fully
integrating service networks and achieving
economies of scale and scope. In the long term,
the goal should be to move toward a nondis-
criminatory trade and investment regime in air
transport. Further liberalization at the domes-
tic level would contribute to an environment in
which such a regime would become feasible in
the future.

—as well as a strong regulatory and
competition policy framework
Liberalization needs to be accompanied by the
development of appropriate regulatory mecha-
nisms. Regulatory intervention is necessary to
remedy market failures, to protect consumer
interest and the environment, and to ensure the
safety of services supplied. Good regulation is
often the key to successful liberalization. Al-
though there is no unique model of a good reg-
ulator, experience has shown that clearly de-
fined responsibilities, institutional and some
degree of financial independence, well-trained
staff, and credibility in the market are impor-
tant ingredients to the regulator’s effectiveness.
Assistance from bilateral or multilateral donors
can be supportive, especially for newly created
agencies with limited resources.

An adequate competition policy framework
is needed to address potentially anticompeti-
tive business practices by operators, and to en-
sure that the gains from policy liberalization
are passed on to consumers of services. In prin-
ciple, greater scrutiny of private carrier agree-
ments by competition policy would not auto-
matically imply the breakup of all forms of
private cooperation, but would require a static
and dynamic efficiency test as to whether car-
rier agreements, alliances, and other private
practices—whether in maritime or air trans-
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port—seek to lower operational costs or work
to the detriment of consumers.

Yet effective application of competition
policy may be difficult—

Many developing countries lack an adequate
national competition policy framework to deal
with private practices by transport operators.
Although a large number of countries have
recently adopted antitrust laws, examination
and enforcement capabilities often remain
weak and take time to develop. There are also
significant extraterritoriality problems related
to the application of national laws to transport
services that are inherently international. Large
states can probably tackle such practices uni-
laterally, but small states with limited enforce-
ment capacity are at a disadvantage. Coopera-
tion on antitrust matters (such as the collection
of evidence) can help in pursuing multijurisdic-
tional practices, but, again, such cooperation
currently is most pronounced only among de-
veloped countries.

—in part due to developed country
antitrust exemptions

Undoubtedly antitrust scrutiny of international
transport operators in big trading nations, such
as the United States and the EU, is likely to gen-
erate positive spillovers for developing coun-
tries; yet such positive spillovers are likely to be
limited, for several reasons. First, the United
States, the EU, and other countries have histor-
ically exempted—at least partially—shipping
conferences from the realm of antitrust law, on
the grounds that they provide price stability
and limit uncertainty regarding available ton-
nage.’? In some countries, governments even
facilitate price-fixing by requiring ocean carri-
ers to officially file their rate and schedule in-
formation. Similarly, the United States has ex-
empted selected airline alliances from the realm
of its antitrust law—justified by airlines’ need
to share scheduling and pricing information,
which could be challenged under existing com-
petition regulations. Second, developed coun-
try competition laws typically do not take into
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account the interests of foreigner consumers,
and foreign persons usually do not have stand-
ing in developed country courts.

A case can therefore be made to review
competition regulations—including sectoral
exemptions—in the major industrial countries
in terms of their potential development impli-
cations. This would not only make for better
overall development implications, but in many
cases it could lead to better outcomes in de-
veloped countries.

Multilateral negotiations can be
supportive of domestic reforms—

Reform programs aimed at improving the per-
formance of transport services are primarily
a challenge for domestic policy. Nonetheless,
multilateral agreements can help in several
ways to achieve good policy—as chapter 3 has
discussed in greater detail. Transport services
fall under the scope of the General Agreement
on Trade in Services (GATS), which was one
of the outcomes of the Uruguay Round of
trade negotiations. Measures listed in member
countries’ specific commitments include, for
example, quotas such as cargo reservation poli-
cies, foreign ownership limitations of service
providers, requirements regarding the legal form
of commercial presence, discriminatory taxes
and subsidies, restrictions on the hiring of for-
eign crew members, and the terms of access to
port services and other essential facilities such as
computer reservation systems.

—but little has been achieved so far—

Notwithstanding the broad coverage of the
GATS, relatively little has been achieved to date
on disciplining transport services by multilat-
eral trade rules. Take the case of maritime
transport services, where negotiations stretched
over a period of nearly ten years.’! Liberaliza-
tion was a central concern in the Uruguay
Round, but at the end of the process only 39
WTO-Member countries were willing to offer
commitments, most with significant limitations.
As in other sectors, such as telecommunications
and financial services, it was decided to extend
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negotiations in this sector until the end of June
1996. However, no agreement could be reached
and negotiations were suspended. Thus even
though the maritime transport sector is an inte-
gral part of the GATS, it is not subject to the
most favored nation (MFN) rule, and existing
commitments are limited to those that certain
Members have been willing to make unilater-
ally. The suspension of the MFN obligation
was prompted by the difficulty in eliminating
MEFN-inconsistent measures in the maritime
sector. Examples of such measures are the
bilateral cargo-sharing arrangements under
the UNCTAD Liner Code of Conduct, and cer-
tain unilateral retaliatory actions—such as those
maintained by the United States—against trad-
ing partners who are perceived to resort to re-
strictive foreign trade practices.

Liberalization of air transport services
under the GATS has also been very limited.
Current commitments only apply to three an-
cillary services—aircraft repair and mainte-
nance services, selling and marketing services,
and computer reservation services. The GATS
expressly excludes the core issue of air traffic
rights. Because the bilateral structure of the
international air service regime is fundamen-
tally at odds with the MFN principle of the
World Trade Organization (WTO), exclusion
was preferred to the possibility of scheduling a
large number of MFN exemptions. Several de-
veloped countries—in part supported by their
airlines—also preferred to pursue the liberal-
ization of air services in a bilateral context.
The fact that these countries can obtain a rapid
and timely resolution of disputes under the ex-
isting bilateral system contributed to the lack
of enthusiasm for a strong GATS framework.

—leaving the door open for mutually
beneficial negotiations in the new round
In 2000, new negotiations on services were
initiated, as called for in the GATS. If a broader
new round were to be launched at the Minis-
terial Meeting in Doha, Qatar, in November
2001, the scope for intersectoral bargaining
would substantially widen and encourage a

broader and deeper exchange of commitments
by Members. Although specific negotiating in-
terests on transport services are likely to vary
from country to country, there are general
guiding principles that would arguably con-
tribute to beneficial outcomes. First, develop-
ing countries are likely to gain credibility in
their domestic reforms by binding existing
transport policies in a multilateral commit-
ment. Holding on to commitments that are
“below” actual policy—for example, moti-
vated by the desire to preserve future negoti-
ating leverage—entails significant costs, in
that investors may be deterred by the risk
of policy reversal. In maritime transport, the
prospects for locking in existing policies have
arguably improved since the last round of ne-
gotiations, as unilateral liberalization in this
sector has gathered steam, and a larger num-
ber of countries appreciate that restrictions
on maritime trade impose a significant cost on
the whole economy.’?

Second, developing countries should use
the negotiating process to advance liberaliza-
tion of transport services—especially in sec-
tors where there are powerful interest groups,
such as in port services, which resist reforms.
At the same time, market access demands by
trading partners need to be reconciled with
domestic reform priorities and overall devel-
opment objectives. This “balancing act” re-
quires careful analysis prior to negotiations,
which should be supported by bilateral and
multilateral development agencies.

Third, and specifically regarding the cover-
age of air transport services under the GATS, a
stronger multilateral framework for aviation
would, in principle, be desirable and could
contribute to a more level playing field for
smaller countries. Realistically, application of
the MFN principle to air transport—for exam-
ple, by substituting bilateral quotas with non-
discriminatory taxes—would require major
changes in the way the industry is currently
governed, which seems unlikely in the short
to medium term. One way forward would be
to negotiate the inclusion of air cargo and so-
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called express integrated cargo services, which
are already relatively more liberal than air pas-
senger services. In the long term, multilateral
rules for these subsectors can create the mo-
mentum for a more comprehensive treatment
of air transport under the GATS.

Finally, it may be beneficial to create mul-
tilateral disciplines on transport regulation and
measures that address anticompetitive business
practices. Such disciplines could unleash a
deeper exchange of liberalization commitments,
as countries would be more confident that mar-
ket access concessions are not reversed by regu-
latory barriers and that the gains from more lib-
eral policies are not captured by private parties.
The Reference Paper on Regulatory Principles,
which is part of the 1997 GATS Agreement on
Basic Telecommunications, has demonstrated
that multilateral disciplines can play a positive
role in this regard, without aiming at harmoniz-
ing regulatory standards or practices. The expe-
rience with these behind-the-border issues in the
WTO is still young; further work is necessary to
evaluate possible options in the transport sector.
For example, extending nondiscrimination prin-
ciples under the GATS to essential facilities in
transportation, such as seaports and airports, or
computer reservation systems, could make a
positive contribution toward a secure trading
regime for transport services. Competition dis-
ciplines could call for an end to exemptions of
particular sectors—such as air and maritime
transport—from domestic antitrust law. An-
other useful role the WTO might play in this re-
gard is to uncover anticompetitive practices, for
example in the context of the already existing
trade policy reviews mechanism, or in the form
of dedicated competition assessments. Develop-
ing countries that have limited resources avail-
able for this kind of analysis would likely be the
main beneficiaries.

Notes

1. See Lakshmanan 2001.

2. If one assumed a 6.26 interest rate (the average
U.S. Treasury Bill rate in the year of estimation), the
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daily capital would be 0.017 percentage ad valorem,
roughly 47 times smaller than the measured cost.

3. Amjadi and Yeats (1995) also show that African
countries use a larger share of their foreign exchange
earnings on net payments for transport services com-
pared to other developing country regions.

4. Hummels (1999a) makes similar comparisons
between freight rates and import tariffs for several
Latin American countries and, in many cases, finds
that tariffs do exceed transport costs, especially among
manufactured goods.

5. Note that insurance services are included in the
definition of freight rates shown in figure 4.3.

6. See Limado and Venables 1999. Geraci and Prewo
(1977) estimate a similar elasticity of trade with respect
to shipping costs.

7. Hummels (1999a) directly estimates the degree
of goods’ substitutabilities, controlling for the trans-
port and tariff incidence on import prices. The study
suggests an even larger trade-inhibiting effect of trans-
port costs for individual product categories than the
aggregate estimate by Limao and Venables 1999.

8. For an overview of travel cost elasticity estimates
of tourism demand, see Witt and Witt 19935.

9. See Christie and Crompton 2001.

10. A recent study on productivity spillovers in Or-
ganisation for Economic Co-operation and Develop-
ment countries finds that foreign research and develop-
ment (R&D) stocks in distant economies have a much
weaker effect on domestic total factor productivity than
do R&D stocks in closer economies (Keller 2001).

11. Indirect evidence for the role of export market
choice on growth is provided by Vamvakidis 1998.
This study finds that the size of open neighbors’ market
and their level of economic development has a positive
effect on home country economic growth, although a
faster growth rate of the neighboring economy was
found to not provide any positive spillovers.

12. Since direct data on transport costs are unavail-
able, Redding and Venables (2001) use geographic dis-
tance and the existence of a common border to ap-
proximate the effect of shipping costs. Estimations are
performed for a group of 101 developed and develop-
ing economies, using 1994 bilateral trade data.

13. See Hanson 1998.

14. Interesting new work even suggests that trans-
port costs—as an element of trade costs—help explain
a variety of puzzles in the field of international macro-
economics. Their role in explaining countries’ home
bias in consumption may be the most straightforward,
but Obstfeld and Rogoff (2000) also demonstrate that
trade costs can be an explanatory factor of why savings
in most countries are typically invested domestically, or
even why exchange rates are excessively volatile.
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15. It should be pointed out that 1974 is an unfor-
tunate year for comparisons, however, because freight
rates were pushed up by the oil price shock in the pre-
ceding years. Based on similar data from New Zealand,
Hummels (1999b) finds that freight costs increased by
at least 30 percent between 1973 and 1974, such that
the decline in ad valorem freight rates between 1974-98
would be nearly eliminated.

16. Most of the discussion on ocean and air trans-
port is based on Hummels 1999b. This study provides
an excellent treatment of available evidence on the evo-
lution of international shipping costs.

17. See World Bank 2000.

18. See Hummels 2000.

19. These estimated growth rates are based on
Hummels 1999b.

20. See Hummels 2000. Based on an estimated
daily ad valorem cost of 0.8 percent of the import
value, this study concludes that, “. .. the advent of rel-
atively fast shipping is equivalent to reducing tariffs
from 32 to 11.4 percent.”

21. In the case of maritime transport, Fink and oth-
ers (2001) estimate that a 1 percent increase in distance
pushes up liner transport prices by 0.2 to 0.3 percent.
Besides fixed transport costs, it is also possible that dif-
ferences in the variable costs of shipping across ships
and routes cause freight rates to increase less than pro-
portionately with distance.

22. See, for example, Rose 2000 or Limio and Ven-
ables 1999.

23. See Limio and Venables 1999.

24. See, for example, Radelet and Sachs 1998, and
Limio and Venables 1999.

25. See Radelet and Sachs 1998, and Limio and
Venables 1999.

26. Improving the infrastructure density index in
the export destination country by one standard devia-
tion reduces transport costs by the equivalent of 6,500
kilometers by sea or 1,000 kilometers by land.

27. Raising infrastructure density of the median
landlocked economy to the 25th percentile reduces the
disadvantage of being landlocked by 12 percentage
points; improving the infrastructure of the transit econ-
omy reduces the disadvantage by a further 7 percent-
age points.

28. For example, one study for Latin America esti-
mates investment needs of $18 billion annually in Latin
America for 2000 to 20085, in order to bring road in-
frastructure to the upper-middle-income country aver-
age of 2.32 kilometers per capita. See Fay 2000.

29. For a more detailed discussion of the role of the
private sector in transport infrastructure investments,
see Estache 1999.

30. This estimate is based on the empirical model of
ocean liner shipping by Fink and others 2001.

31. See Hummels 2000.

32. Admittedly, such best-practice estimates are
often crude and sometimes do not fully take into ac-
count that practices or technologies employed abroad
may not be applicable at home. Moreover, the study is
based on the performance of Brazilian ports in 1997.
Since then, port charges have been significantly reduced
through the concessioning of private container termi-
nals to private operators.

33. See Pélsson 1997.

34. See Subramanian 2001.

35. See World Trade Organization 1998a.

36. The UNCTAD Liner Code was adopted in 1974
and entered into force in 1983 through its ratification
by more than 70 countries. Signatories are required to
divide the cargo transported according to the following
rule: 40 percent for ships belonging to the exporting
country, 40 percent for ships belonging to the import-
ing country, and 20 percent for ships belonging to
other countries.

37. Marin and Sicotte (2001) provide historical ev-
idence of how the stock returns of ocean lines respond
to anticipated changes in the legal treatment of exclu-
sive contracts.

38. See Trujillo and Nombela 1999.

39. For a more detailed description of port owner-
ship and management structures, see World Bank 2001a.

40. See World Bank 2001b.

41. See World Bank 2000.

42. These shares were computed from operating
revenue data published in the Statistical Yearbook of
the International Civil Aviation Organization. They
refer to the revenue of scheduled airlines, which in
1996 accounted for more than 97 percent of all carrier
revenue.

43. With some exceptions, chartered air services
remain outside the scope of the bilateral ASAs. Their
authorization remains largely at the discretion of indi-
vidual countries; airlines must satisfy the charter re-
quirements of both the origin and destination countries
before commencing services.

44. First and second air freedoms grant the right to
fly over another country’s territory or to land in an-
other country for nontraffic purposes such as refueling
or maintenance. Sixth freedom rights are a combina-
tion of two sets of third and fourth freedom rights—
they allow an airline of one country to carry traffic be-
tween two other countries via its own country.

45. See WTO 1998b.

46. See, for example, Dresner and Tretheway 1992,
Gillen and others 1999, Gonenc and Nicoletti 2000,
and Productivity Commission 1998.

47. For example, Brueckner and Spiller (1994) sim-
ulate the effect of industry consolidation based on
structural estimates of cost and demand parameters in
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the U.S. domestic market. They find that a merger of
two carriers who share the same hub results in a fare
increase for passengers traveling on routes where pre-
viously only the merging carriers operated. Fares on
routes that remain competitive after the merger, how-
ever, fall, indicating that density gains compensate for
the loss of competition. Because the merger leads to a
substantial increase in total airline profit, its net wel-
fare effect is positive.

48. A recent study on global airline alliances con-
cludes that, while the existing alliances are not stable
enough to threaten competition of global airline mar-
kets, individual alliances may be able to dominate cer-
tain hubs or even city pairs (Laaser and others 2000).

49. For example, one study on container transport in
China identified ineffective competition for freight for-
warding services—with 80 percent of the market being
controlled by two state-owned enterprises—as a reason
for limited inland container use (World Bank 1996).
Similarly, entry restrictions in the provision of third
party logistics providers in Brazil are found to adversely
affect Brazil’s distribution economy (World Bank 1997).

50. The exemptions from competition law in the
United States and the European Union are arguably
accompanied by a strong regulatory framework and
mechanisms that monitor competitive conditions in the
affected transport markets. At the same time, the inter-
ests of foreign consumers are either not or only margin-
ally taken into account by authorities in these countries.

51. See Mattoo 2001.

52. See WTO 1998b.
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