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Foreign Trade 

The Incidence of Liner Freight Charges 
by Paul E. Stonham, Newcastle/Australia 

o 
ne of the important  aspects of the cost of shipping 
a country 's  overseas  trade is the manner  in which 

a change in ocean freight  charges by shipping con- 
ferences is divided be tween  exporters  and importers.  
The incidence of such a change could favourably  or 
adverse ly  affect both the real  burden of the cost of 
ocean transport  of imports and the compet i t ive  abil i ty 
of exporters  in overseas  markets.  

To an importing country,  the most adverse  effect 
would occur when a r ise in freight rates on imports, 
bought on fob terms and carried in foreign-owned 
vessels,  was ent i re ly  shifted on to importers  in the 
form of propor t ionate ly  higher  final landed (cif) prices. 
If, in this case, import freights were  payable  in foreign 
exchange (frequently the case for smaller  importing 
countries), then the increasing freight charge would 
involve  an increased foreign exchange cost too. To 
an export ing country,  the most adverse  effect would 
occur when a rise in export  shipping charges resulted 
in final landed prices of cif exports  remaining un- 
&anged,  i.e., when exporters  were  forced to absorb 
the whole of the increase in freight rates. Ceteris 
paribus, expor t  vo lume might  be expected to *decline 
as marginal  exporters  were  now faced with net  losses 
on their  products  in overseas  markets.  The cost of 
this si tuation would be increased where  freight rates 
were  increased by  foreign-owned shipping lines, since 
outgoings to foreigners by cif exporters  would in- 
crease with a less than proport ionate  falling off in 
export  volume. 

Proportions of Freight Charges 

Naturally,  any  combinat ion of effects is possible, but 
stating the most adver se  to any single importing or 
expor t ing  country  has the result  of dramatising the 
possibil i t ies of incidence. These two most a~lverse 
cases a re  not  curiosities, however .  It is the exis tence 
or potent ial  exis tence  of these circumstances that is 
a major  cause of the increasing desi re  by trading 
countries dependent  on foreign fleets for transport  for 
greater  control over  the negotiat ion of freight rates 
and the scheduling of l iner  services.  A number of such 
countries,  notably  the deve lop ing  nations having a 
high proport ion of overseas  trade to GNP, have  also 
invest igated the possibil i ty of establishing national 
flag fleets to ensure a maximum avai lable  carrying 
capaci ty  at a minimised real  cost to importers  and 

exporters.  This lat ter  move,  it may  be noted, may 
have  the effect of subsidising importers and exporters  
at the expense of the optimum allocation of national 
resources. 

The incidence of changes in l iner  freight  rates would  
mat ter  less if the charge itself were  a negl igible  part  
of the final landed prices of goods. In the case of 
some pr imary exports  this appears to be true. For 
example,  1966/67 freight charges for Austral ian wool  
to Japan, for beef  and vea l  and for da i ry  products to 
the United States, made  up 6 per  cent, 8 per  cent arrd 
9 per cent respect ive ly  of fob commodity prices. In 
1965, the proport ions of freight charges to fob com- 
modi ty  values  for the fol lowing Indian exports  were  
- -  ju te  sacking to the UK 7.1 per  cent, tea to the UK 
4.5 per cent, cot ton cloth to the UK 4.4 per  cent, 
pepper  to the UK/Continent  7.0 per  cent, cashew nuts 
to the USA (New York) 4.1 per  cent. Nonetheless ,  for 
most developing countries pr imary exports  are the 
main source of foreign exchange, arid an unfavourable  
incidence of freight rate changes on exports  could 
have  a large nega t ive  aggregate  effect on foreign 
receipts.  In l iner shipping, freight  rates f requent ly  
bear  a posi t ive  relat ionship to the va lue  of the com- 
modity transported, especial ly  at more ex t reme values.  
Consequently,  manufactured and processed goods 
tend to be charged propor t ionate ly  more in relat ion 
to unit va lue  than lower-va lued  pr imary goods. 
Manufactures are natural ly  v e r y  heterogeneous.  Many  
are shipped as "general  cargo =, paying  a flat general  
cargo rate i r respect ive  of value.  Major  items of 
manufactured export  e.g., automobiles,  refrigerators,  
steel  pipes and so on, pay  a specia l ly  des ignated rate, 
sometimes, but not  usually, as part  of a "class" rate. 
The percentages  of freight  charges of fob commodi ty  
prices v a r y  enormously  be tween  commodities,  they  
may  range from 15 to 200 per  cent. Changes in freight 
rates of such proport ion ean have  a large impact on 
the foreign exchange costs of cif shippers and, 
i r respect ive of the method of charging freights, can 
be crucial in highly compet i t ive  overseas  markets  for 
manufactures. 

Quotation of Freight Rates 

The problem of incidence arises most acutely with 
freight rates set by liner conferences.  In the case of 
charter rates on the open market,  these are established 
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in more competitive markets for shipping services, 
and rates are likely to accurately reflect the state of 
supply and demand for tramp shipping services. Liner 
rates are administered, and changes in these rates, 
which may not realistically reflect an altered market 
for shipping services, are liable to be passed on by 
importers or exporters to foreign traders depending 
on the state of market imperfection for commodities. 

The manner in which liner freight rates are quoted 
has importance only in terms of foreign exchange. 
Fob (free on board) price quotations by exporters in- 
clude expenses of transport only up to delivery on 
board the vessel. Fas (free along side) prices include 
delivery charges to within reach of the vessel 's load- 
ing tackle. Liner freight quotations normally include 
stevedoring charges. Cif (cost, insurance, freight) 
prices include prepayment by exporters of delivery 
charges up to the foreign port of discharge. There are 
minor variations on these ways of quoting freights. 
When exporters and importers use the services of 
their own country's liner fleets there is no foreign 
exchange cost on account of freights since freights 
are normally paid in domestic currency. When ex- 
porters use foreign shipping lines and quote cif freight 
prices, a foreign exchange cost can be involved. 
Similarly, fob importers using foreign shipping lines 
are normally obliged to make foreign exchange pay- 
ments for freight. Payment for freights is not always 
made in the currency of the country of registration of 
liner companies. For example, freight schedules for 
Australian exporters are now quoted by British and 
Continental shipping lines in American dollars in a 
number of outward shipping conferences since the 
devaluation of Sterling. 

The Real Burden of Rate Changes 

But, by and large, the manner of price quotation on 
freight is unimportant in terms of real cost. An in- 
crease in liner freight rates has to be paid by either 
the exporter or the importer, or some combination, in 
the form of increased selling costs and/or increased 
marketing prices respectively. The manner in which 
it is divided between exporter and importer does not 
depend on who actually pays the liner operator. It 
can be observed, however, that importers will seek 
to make fob purchases when they feel they are in a 
position to take advantage of falling rates; fob ex- 
porters may seek to make cif sales in similar circum- 
stances or when they feel able to influence freight 
rates downwards or stabilise rates at existing levels. 
Such moves can increase the foreign exchange cost of 
shipping imports or exports whilst reducing the real 
cost of trading. In a study of the incidence of changes 
in liner freight rates, by analogy with the conven- 
tional theory of tariffs, one is concerned with the 
real burden of such alterations in administered 
charges. 

Increases in liner freight rates are likely to be con- 
fined to a single conference. Most conferences serve 
a one way traffic, although shipping lines may be 
members of several conferences. As a result, changes 

in freight rates are normally confined to the export 
products of one country. Since that country is un- 
likely to be a s ing le  se l l er  of al l  or a n y  of its export 
proflucts to any set of foreign markets, an increase 
in freight rates is l ikely to discriminate against ex- 
porters in competition with other sources of supply. 
Conference lines are naturally interested in moving 
the maximum trade possible, but this objective may. 
on occasion, be in conflict with trade possibilities in 
other areas (where shipping lines may be members 
of other cortferences), and with considerations of 
opportunities for reducing overall operating costs by 
reorganising schedules and routes. 

Elasticities of Supply and Demand 

In many ways a change in liner freight rates is 
analogous to a change in import tariffs. Since both 
are administered changes in prices, their final in- 
cidence is determined by the relative market powers 
of exporters and importers to shift the burden of any 
increase on to the trading partner (or absorb the 
benefit of any decrease). This power is basically the 
same in the cases of tariffs or freight charges - -  it 
depends on the state of competition in the commodity 
market, and on conditions of supply and demand for 
the commodity in question. 

Thus, as for a change in tariffs, the incidence of a 
change in freight rates is related to the elasticities of 
supply and demand for the commodity subject to 
altered rates. The more elastic the demand and the 
more inelastic the supply of a commodity subject to 
increased freight charge, the greater the likelihood 
that the major part of the increased charge will be 
shifted on to exporters. Conversely, importers will 
tend to bear the greater part of the real burden of an 
increased freight charge when their demand is rel- 
atively unresponsive to a price increase, and where 
suppliers are relatively sensitive to such an increase 
and would reduce export volume if they were unable 
to keep costs from rising. 

The values of these elasticities are very important in 
international trade. Foodstuffs are in inelastic demand 
in most markets and in inelastic supply by the nature 
of agricultural production. Elasticities of supply and 
demartd of manufactured goods tend to be higher. 
However, for most foodstuffs and primary goods in 
international trade there are frequently several sour- 
ces of supply. This tends to increase the sensitivity 
of foreign demand in response to price changes. It is 
particularly so, for example, in wheat, sugar and dairy 
products. For items such as these there is little pos- 
sibility of shifting the burden of freight rate increases 
on to importers. The possibility is decreased the 
greater is competition among suppliers, i.e., the greater 
are the possibilities of buyers switching their sources 
of supply when a freight change is specific to one 
route from one country only. For manufactures, very 
many more sources of supply are normally available. 
Elasticities of demand in foreign markets are high 
partly because of normally large income effects, and 
also because of easy substitution between related 
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manufactured goods and be tween  different sources of 
foreign and domestic supply. Elasticities of supply, 
for industrial ised countries at least, are high, since 
in many  cases the  home market  is large enough to 
be f ree ly  substituted for expor t  sales in the face of 
adverse  movements  in export  prices. 

The Level of Freight Rates 

On the cri teria so far, those developing countries 
which depend heavi ly  on the export  of pr imary 
products  for growth, and which are at tempting to 
divers i fy  exports  with manufactured products,  appear 
to be  those most l ike ly  to exper ience  an adverse  in- 
c idence in the case of a freight rate increase. For 
these countries,  their  pr imary  exports  face an in- 
creased elast ic i ty  of demand because  of a l ternat ive  
sources of supply, as wel l  ~s inelastic supply; their  
exports  of manufactured goods an  the other  hand are  
in inelastic supply because  of small  home markets,  
and they  face conditions of elastic demand in foreign 
markets.  For developing countries, the fact that freight 
charges are  most ly  a small proport ion of fob prices 
for pr imary exports  (this feature alone reducing the 
significance of rate  increases} tends to be outweighed 
by strong competi t ion be tween  sources of supply. 

There is a point, however ,  beyond which the analogy 
be tween  tariffs and freight  charges breaks down. The 
pr imary function of tariffs  is to ac t  as a protect ive  
device  to foster home industries, or as a balance of 
payments  expedient .  They play a smaller  role as a 
means of raising revenue.  The revenue  aspect  of 
freight charges is, of course, crucial.  Increases in 
freight charges are  intended to raise revenues  for 
l iner  operators, and ideal ly  the increase in charges 
should not result  in decreased  trade volume at all. 
Liner operators  a re  normal ly  a lways  interested in 
moving the maximum volume of t rade possible. 
Whereas  tariffs are f requent ly  whol ly  or near ly  pro- 
hibitive,  it would be disastrous for l iner  operators if 
an increase in freight rates de te r red  the movement  of 
goods completely.  The height  of tariffs is l imited by 
the degree  of protect ion necessary  for home indus- 
tries or by the  reduct ion in purchases of imports re- 
quired. The leve l  of freight charges can fluctuate 
within limits set by  the cost of the lay  up of ships 
and adverse  effects on the movemen t  of t rade and 
by competi t ion from non-conference shipping lines 
and from the charter market.  In the short run, non- 
conference vessels may  be chartered or  agreements  
s igned wi th  non-conference l iner  operators in the 
face of an increase in freight  rates. In the long run, 
faced with a sufficiently large freight rate  increase, 
exporters  may  even  seek a l ternat ive  foreign markets  
served by different conference lines with more 
favourable  freights. 

Bargaining Power of Shippers 

The incidence of changes in freight  rates can be in- 
fluenced by the organisat ion and bargaining power  
of shippers, being e i ther  exporters  or importers.  The 
exports  of developing countries are  most ly sold o n  

fob terms, whils t  those from advanced  countries are  
most ly  sold cif. Cif exporters  and fob importers 
natural ly  have  a more direct  interest  in bargaining 
with l iner operators.  But wha teve r  the means of pay-  
ment, all  exporters  and importers have  an indirect  
interest  in the real  burden of f reight ing overseas  trade. 
In some countries, exporters  have,  on occasion, at- 
tempted to reduce actual or suspected discrimination 
by  l iner  conferences in favour  of o ther  sources of 
supply. In fact, most conferences have  procedure  for 
such complaints wri t ten into their  agreements  with 
shippers. The success of such bargaining depends on 
a calculat ion by l iner operators  on the increase in 
trade moved  at lower  rates against  the loss of revenue  
per  unit of trade moved.  Freight rate  negotiat ions by 
Austral ian exporters,  who have  a long tradit ion of 
negotiation,  succeeded in 1968 in obtaining one 
quarter  of the benefit of the Sterling devaluat ion of 
the previous  year,  and  reductions in 1968 on certain 
exports  carried by  the UK/Continent  Conference as a 
result  of the rat ionalisat ion of port calls by l iner 
companies in that Conference.  The rat ional isat ion fol- 
lowed a study by the Commonweal th  Government  in 
1966. 

The Calculation of incidence 

An increase in liner freight rates is equiva len t  to an 
increase in selling costs for exporters  in overseas  
markets. But it is a cost which exporters  feel more 
incent ive  to shift than most since it is administered 
by an agency  outside the internal  control of costs. 
One is therefore  interested in calculat ing the effect of 
an increase in freight rates upon sell ing quotat ions 
i.e., fob commodi ty  prices, since whoeve r  pays the 
transport  charge cannot  avoid paying the higher  rate 
(except by seeking cheaper, non-conference carriage). 

This is undoubtedly a v e r y  difficult s tat ist ical  exer- 
cise. Freight  rates are  not, on the whole,  var ied  at 
f requent  intervals.  In many  trades an annual  rev iew 
is common. Commodi ty  prices, on the other  hand, are 
v e r y  var iable  indeed. This may  mean removing  some 
of the v e r y  short-term fluctuations in commodity  
prices for the purpose of the exercise.  Also, freight  
rates are  not  normal ly  a large  proport ion of final 
sell ing price for most commodities.  It is l ike ly  that 
an increase in freight rates will  be in some w a y  
divided between increased producer  costs and in- 
creased final prices, except  in special  conditions of 
supply and demand. The final result  is that one is 
deal ing in ve ry  small quantit ies.  In the si tuation 
where  a small increase in freight  rates, which are 
themselves  a small part  of fob prices, results in only 
part of the increase being reflected in fob prices, it 
means that the ult imate change in fob prices is v e r y  
small. Such an invest igat ion into freight  rates also 
shares the statistical problem encountered by all in- 
vest igat ions which seek to establish a causal con- 
nect ion be tween changes in one independent  var iable  
and changes in another,  dependent ,  var iable  where  
t h e  lat ter  is also determined by a host of other  in- 
dependent  factors; in statistical language,  the problem 
of hidden correlation.  Except in except ional  circum- 
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stances, i.e., for certain commodit ies  on certain routes, 
there  is almost  certain to be a large stochastic e lement  
present  in any correlat ion function, since final prices 
of exports  in internat ional  t rade are  determined by  
many elements  of supply and demand, of which the 
cost of ocean transport  is only  one. 

Cause end Effect 

Fortunately,  the cases of incidence which are  interest- 
ing, i.e., those where  the incidence of an  increase (or 
decrease)  in freight  rates is almost  complete ly  on the 
expor te r  or  importer,  are  those which are  more  
amenable  to statistical invest igat ion.  In these  cases 
the magni tude of incidence /s greater  since only one 
of the two dependent  var iables  is involved  (sellers' 
costs or imported prices), and thus it is less l ikely to 
be swamped by simultaneous changes in independent  
variables,  other than freight rates. These are the 
cases of maximum advers i ty  described at the begin- 
ning of this article, or of maximum advantage  de- 
pending on whether  freight rates increase or decrease.  
The potential  conditions for a most adverse  incidence 
following on freight rate increases appear  to apply to 
the pr imary and secondary  exports  of developing  
countries.  There is probably a good expectat ion of a 
significant result  in examining the incidence of in- 
creased freight rates on clear ly  identified commodities 
on specific routes out  of developing countries.  

This select ion of cases would not i l luminate the prob- 

lem of the marginal  expor ter  facing a freight rate 
increase in a h ighly  compet i t ive  market  where  a 
small increase in costs or sell ing prices is crucial to 
compet i t ive  exis tence in overseas  markets.  Where  the 
sel ler  is forced out of the market  and no longer  

quotes his product, a simple corre la t ion of freight 
rates and commodity prices would  not pick up this 

event.  This select ion of cases has more importance to 
balance of payments  considerations. When  freight 
rates are  proport ionately  a large part  of sell ing prices, 
a large change is involved  ~ a large change in a 

country 's  overseas  transport costs becomes possible. 

It is worth noting finally that the direct ion of causal 
connect ion be tween changes in freight  rates and 
changes in fob commodity  prices is not  proven.  Since 
l iner  freight rates a re  administered prices they are 
l ike ly  to lag behind movements  in market  forces to 
which commodity prices, arr ived at in more com- 

pet i t ive  markets,  are  more speedi ly  responsive.  Thus, 
changes in l iner freight  rates may  be the  effect of 
changes in commodi ty  prices rather  than the  other  
w a y  round. Wi th  an accepted system of "charging 
what  the traffic will  b e a r ' ,  this is not  illogical.  
Ignorance of what  is cause and effect in set t ing up a 
statistical re la t ion be tween  changes in freight r~tes 
and changes in commodi ty  prices could render  the 
results of such an exercise  invalid. 

Conclusions 

The full implications of changes in l iner freight rates 
on exporters  and importers can only be shown by 
empirical  invest igat ion.  But such statistical invest iga-  
tions a re  l ikely  to p rove  v e r y  difficult both by 
reasons of da ta  and by the nature  of the relationships 
involved.  Pragmatical ly,  if a most adverse  incidence 
is suspected, or can be shown statistically, i.e., if 
exporters  are forced to absorb the whole of any in- 
crease in freight rates or importers are  unable to 
avoid payment  of higher  landed prices (from a single 
country  viewpoint) ,  this would  s t rengthen those 
arguments  in favour of grea ter  incursion by shippers 
or their  governments  into policy matters  in the over-  
seas shipping market.  The effects of an adverse  in- 
c idence may  be softened or overcome by sett ing up 
shipper bodies or s t rengthening exist ing shipper coun- 
cils to negot ia te  freight  ra te  changes with shipping 
conferences.  The establ ishment  of a nat ional  flag fleet 
may  overcome the problem al together,  but  such a 
venture  is a complex one, involv ing  the opportunity 
costs of nat ional  resources  as well. 

The possibil i ty of a most adverse  incidence of freight 
rate increases appears  to be strongest  in the case of 
the exports  of developing  countries. It could be 
crucial  where  such countries are engaged in export  
expansion programmes by the diversif icat ion of ex- 
ports. On a number of manufactured exports, profit 
margins are small and  al terat ions in freight  charges 
could remove  the compet i t ive  positions of such goods 
in overseas  markets.  Also, for deve lop ing  countries 
which rely on export  sales to genera te  a large pro- 
port ion of GNP, the total cost of such an adverse  
incidence could be large. It is the developing  coun- 
tries who appear  to be in the  posit ion of having 
difficulty in shifting ei ther  of the two effects of an 
adverse  incidence of rising freight rates - -  the effect 
on the balance of payments  and the effect on export  
competi t iveness.  
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