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Abstract

Some very significant developments have occurred in the national
transportation system in Canada in recent years, but particularly since
the end of the Second World War., These developments reflect the increas-
ing complexity and maturity of the Canadian economy, and they pose very
difficult questions for public policy in transportation., Historically,
transportation has played an important role in achieving national
economic and political goals., While transportation will continue to
perform essential services for Canada’s economic development, the
transportation industry itself has developed to the point where the
traditional policies which shaped the development of the national
transportation system for the first 100 years are no longer appropriate,
and cannct by themselves assure the development of a national
transportation system which is fully adequate to meet the nation‘s
transportation requirements now and in the future,

The development of the transportation industry as a sophisticated
economic enterprise does not mean that transportation can no longer
serve as an instrument to achieve national goals., But it does mean that
greater attention must be paid to studying the implications in the
industry itself of a policy which seeks to utilize transportation to
achieve national objectives,

This thesis examines how and to what extent national transportation
policy has dealt with these problems as they have developed especially
since the end of the Second World War., Particular attention is paid to

the objective of economic efficiency in the national transportation

system. Two government sponsored documents are chosen as representative




statements which outline the thinking behind national transportation
policy at two different times since World War II, These documents are
the Turgeon and the MacPherson Royal Commission Reports, and they are
examined in detail to determine what significance is given to the
objective of economic efficiency, how economic efficiency is conceived,
and how it can be achieved,

The thesis concludes with a brief study of the implications of the

conclusions drawn from the study of the two Royal Commissions for

current national transportation policy.
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Introduction

Transportation has always played a very important role in the

economic and political development of Canada. The development of
transportation services has never been based simply on commercial
principles., Public assistance in a variety of forms has been |
provided to ensure the development of a national transportation systenm
which could accomplish a number of national objectives. Historically,
the most important objectives have been to promote national unity,

to achieve regional economic development, to facilitate resource
exploration, to promote Canada‘’s international trade, and to

support national defence., Similarly regulation has been used by
public authorities to control the nature of services provided by

the national transportation system in order to realize particular
objectives,

Today, 104 years after Confederation, the national transporta-
tion system continues to play an important role in the achieve- '
nent of national objectives., This is perhaps inevitable in a
country such as Canada which is characterized by vast distances,

a relatively sparse population, and an abundant supply of natural
resources, Transportation is no longer as important as an instru-
ment to promote national unity and to support the national defence,
but it continues to play a significant role in efforts to achieve
a more balanced regional economic development, to exploit untapped
natural resources, and to promote Canada‘’s international trade,

For these purposes public intervention in the form of regulation

and public assistance vemains a very important part of national




transportation policy.

It is important to recognize however that major changes have
occurred in the national transportation system in the past 100
years. The national economy has developed and matured during this
time to the point where it is today one of the most advanced in the
world. The national transportation system has developed as well and
it is today a far more complex and sophisticated system than in the
formative stages of this country®s development. New modes of transport
have been developed, and they now compete for new as well as tradit-
ional kinds of traffic with the railway, the mode which was largely
responsible for the early development of the country. These newer
forms of transport, the aircraft, pipeline and highway truck-trailer,
also compete with each other.

National transportation policy has had to change in order to deal
with the implications of these developments. First of all, policies
which traditionally were designed to use transportation to achieve
national objectives must be assessed in the light of alternative
means available to public authorities to achieve those same objectives,
For example, regional economic development may be helped by public
intervention in the transport sector, or it may be achieved by using
fiscal and monetary policy, or by developing a wide range of programs
not related to transport such as those developed in the Federal
Department of Regional Economic Expansion. Secondly, the development
of the transportation industry itself demands that increased attention
be given to the question of how well the industry is functioning as

an economic entity. The emergence of complex market structures involv-

ing very often several different modes and many individual carriers




means that policies designed to achieve particular national objectives
must be assessed for thelr potential effects in the transportation
industry., For example, a subsidy given to one carrier to provide a
particular service may hamper the development of other carriers in the
same market, At the very least, the benefits from the subsidy must be
weighed against the potential costs associated with the distortions
which may develop in the transport industry,

It is certain that the relationships between the economy as a
whole, the transportation sector, and national policy objectives will
become more complex in the future, and will require a greater degree
of precision in policy formulation and implementation,

It is with these considerations in mind that this study is under-
taken, The purpose of this study is to examine certain changes which
have occurred in national transportation policy since the Second World
War in particular, which reflect a growing awareness of the underlying
developments taking place in the national economy and the transporta-
tion sector. The study will concentrate on one change in particular,
the recent emphasis on the need to achieve econcmic efficiency in
the national transportation system.

Of course, there may be many other objectives for the national
transportation system in addition to economic efficiency. Adequacy
of service, profitability for the carriers, equity in the freight rate
structure, and equal service forthe large and small shipper, are
often cited as objectives. Kconomic efficiency has been chosen
for several reasons. First, it is one of the most challenging and

complex issues in transportation policy today. Second, the author

is particularly interested in this aspect of public policy, Finally,




xi
the achievement of economic efficiency is very important because it is
certainly in the national interest that Canada possess a national
transportation system which is capable of satisfying the national
requirements with a minimunm commitment of econonmic resources,

It is interesting to note that the National Transportation Act of

1967 refers specifically to the importance of economic efficiency as
an objective for transportation policy:

"It is hereby declared that an economic, efficient

and adequate transportation system making the

best use of all available modes of transportation

at the lowest total cost is essential to protect

the interests of the users of transportation and

to maintain the economic well-being and growth of

Canada, "1

Economic efficiency has not always been an explicit objective of
national transportation policy. Since World War IT, two Royal Commissions
have been appointed to study certain aspects of national transportation
policy, Although neither was directed to propose specific policies
for the achievement of economic efficiency, the MacPherson Commission
(appointed in May 1959) suggested that economic efficiency should
become the sole objective of national transportation policy. The
Turgeon Commission (appointed in December 1948) did not consider
economic efficiency to be of particular importance for national
transportation policy,
Chapter 1 introduces the subject of economic efficiency and

transportation policy., It provides the conceptual and theoretical

material for the subsequent examination of the two Royal Commissions,

1, National Transportation Act (Queen's Printer, Ottawa, 196?)e

Section 3,




xii

In Chapter 2 an assessment is made of how the Turgeon Commission
defines economic efficiency, what priority it gives to economic efficiency
as an objective of policy, and how it believes economic efficiency will
be achieved. The Turgeon Report is examined because it represents a
fairly recent major effort by government to examine national transport-
ation policy. Furthermore, the Report provides a useful and important ;
basis for comparison with the MacPherson Report. The shift in emphasis %
in the MacPherson Report toward concern for the transport industry !
itself is more apparent and is better understood when the reader is
familiar with the content of the Turgeon Report, Finally, it is import-
ant to make an assessment of what importance economic efficiency had
as an objective of national transportation policy as recently as 1950
when Canada was very much an industrialized country.

Chapter 3 contains a similiar assessment of the MacPherson Commission
Report. It is fair to say that the MacPherson Royal Commission represents
the first major government sponsored study of national transportation
policy which explores the implications for national policy of the
changes which were occurring in the transportation sector, and in the
relationships between transport and the economy as a whole. The
Commission®s Report is therefore a most important document for under-
standing present transportation policy. Indeed, the National Transport-
ation Act of 1967 is based in some important respects upon its findings
and recommendations. For these reasons, the author selected the Report
for his study of economic efficiency.,

Chapter 4 presents the conclusions of the study. This includes
a study of the implications for national transportation policy of what

is said in the two Reports about economic efficiency.
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The concept of economic efficlency is i
|
description or definition, In the most general terms 1t defines a
1 objectives, be they economnic,
resources used to achieve those
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policy.
The achievenent of economic efficiency
he realization of a least-cost sclution, because “least-cost® is a
static concept which only measures the resul complex process with-
out elther explaining the process or the result, It is therefore of
little value by itself to persons responsible for public policy, Sim-
ilarly, economic efficiency must be distinguished from profitability ox
ative measure of economic activity, Such
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do not represent economic efficiency,
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b,

another. Engineering efficiency may for example refer to the ability of
an engine to produce a certain horsepower with a specified quantity of
fuel. Administrative efficiency refers to how well the processing of a
given quantity of certain types of information at a particular cost is
achieved. Managerial efficiency is a measure of how various resources
are mobilized and organized to accomplish certain objectives. It should
be noted that these types of efficiency may contribute to economic

efficiency,

I1 Economiec Efficiency and Transportation

This rather abstract discussion must be applied to the particular
characteristics of transportation. This requires an explanation of
what economic efficiency means in transportation, how it can be measured,
and how it can best be achieved. The answers to these questions in turn
pose complex issues for publie policy. These will be considered in the

next section.

The Transportation System

The transportation system is composed of a variety of technologies
organized on the basis of separate companies and industries, each perform-
ing a service for specific commodities, shippers or passengers and in rel-
ation to identifiable patterns of industrial and agricultural location,!
To speak of a transportation system is perhaps a useful and necessary

abstraction for the economist, but it must be remembered that there is a

1, For a full elaboration of this point see L.S. Keyes, Federal Control
of Entry into Air Transportation (Harvard University Press,

Cambridge, Massachusetts, 1951), Ch, II,




complex network of markets which the "transportation system" must serv
and not a single national market. This seemingly obvious fact is very
important for analytical and policy purposes, and particularly for a
discussion of economic efficiency.

Transportation technology is usually grouped in five categories:
rail (freight and passenger); motor carriers (truck and bus); air

transport; water carriers; and pipelines.

Feonomic Efficiency in Transportation

The author has been unable to find an adequate and satisfactory
definition of an efficient transportation system, notwithstanding the
efforts of some economists to provide one. One writer has emphasized
what he calls the "twofold aspect of efficiency® where least-cost
considerations must be consistent with the preferences of consumers so
that a "balance® is achieved between cost and service features,?
Another writer has suggested that if the transportation system is to
be truly efficient from an overall point of view, not only must the
total cost for transportation be at a minimum, but the location of
agriculture, industry, markets, and population would have to be such
that ™no different locational pattern could reduce aggregate costs of
3

production® insofar as transport is a factor in them,

The previous discussion implies that a complete definition of an

2. Stephen Wheatcroft, The Economics of Furopean Alr Trénsgort
(Harvard University Press, Cambridge, Massachusetts, 1956), p. 67,

and by the same author, Air Transport Policy (Michael Joseph,
London, 1964), p. 53.

3, J.C. Nelson, "Pricing in Transportation and Public Utilities =
Discussion", American Economic Review, 45 (May, 1955), p. 636,

5e

€




6.
economically efficient transportation system would have to account for
the particular characteristics of a nation'’s transportation system, the
related institutional fabric, the specific objectives which a nation

may choose for the transportation system, an assessment of future changes,
and much more. Such a definition is impractical, while the above
definitions pose more questions than they answer. Such definitions -
attempt to define in static terms the appropriate relationship between
transportation and the rest of the economy.

A much more useful and realistic approach is to begin by determin-
ing the capabilities for economic efficiency in the individual carriers
and modes of transport, and then to examine specific market structures and
objectives for an assessment of which situations are likely to promote
or to thwart economic efficiency.

Cost Structure of Individual Carriers

The transportation system is composed of individual firms and
industries serving specific markets with peculiar demand and supply
conditions. It is necessary therefore to examine the meaning of economic
efficiency for the individual carrier and industry.

The theory of industrial organization posits the assumption that
there exists for the firm and the industry a range of output which can
be produced, given technological conditions, at a minimum cost. This
range of output will correspond to a particular scale of operation for
the firm. For any given scale of operation then, it is possible to iden-
tify a range of output which can be produced at a minimum cost. Such a
production level may be described as the efficient utilization of that
particular scale of operation. However, economic efficiency also requires
that individual carriers achieve the most efficient scale of operation,

This implies among other things that an optimum degree of seller con-

centration exists for the industry, and that individual carrier and




7o
industry capacity be adjusted to demand to avoid "chronie wasteful
excess capacity,"4 Chronic excess capacity is an important measure of
econonmic inefficiency.

A number of concepts are noted here which require further explan-
ation, The scale of operation is clearly a primary factor and it must
be treated in greater detail.

The scale of operation refers to the output producing capabilities
of the firm®s plant and equipment. In transport, it refers to the
number and length of routes, and the number, size and operational
characteristics of the operating units of equipment., The corresponding
administrative and management structure is included.

The efficient scale of operation is distinguished from the eff-
icient utilization of any given scale of operation. The former refers to
economles of scale, while the latter refers to the fact that for each
scale of operation there exists a level of output (or a series of oute
put levels) which can be produced at a minimum cost. This is the
efficient level of output for that scale of operation and is represented
in traditional firm theory by the minimum point or points on the firm's
short-run average cost curve.

Economies and diseconomies of scale refer to the behavior of cost
and output as the scale of operation changes. For any firm as the

scale of operations increases, the firm is able to produce efficiently

4o J.S. Bain, Industrial Organization (John Wiley & Sons, New York,
1959), p. 16.

5. For the moment, demand conditions are ignored. These conditions may
place limitations on the firm®s ability to achieve the efficient
level of output even for the minimum possible scale of operation,
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9.

Particular attention is given to isolating individual industries in

the transportation sector for a study of economic efficiency because it
is recognized that each of the five basic modes of transport possesses
characteristics (cost and service features) which makes each mode the
most efficient carrier of certain commodities under very specific
conditions (distancep volume, weight, speed). There exists a unique
demand function for the services of a particular transportation mode,
This concept that each industry has an inherent advantage is very
important for economic efficiency, as will be shown below,

Given for the moment that there exists a minimum scale of
operations in the firm for efficient production, if the total output of
the industry is compared to this minimum scale of operations, then the
maximum number of firms, or the minimum degree of seller concentration,
consistent with economic efficiency becomes evident, Where no such
minimum scale of operations exists, the number of firms need not be
restricted for this reason alone to ensure economic efficiency for the
industry,

An efficient allocation of Tesources to the transportation sector
as a whole is a third important but very elusive requirement for
economic efficiency in transportation, Having neither too little nor
too much transportation to service the nation's needs is obviously a
desirable objective, but any attempt to define in specific terms when
such a condition is or would be attained is a very difficult task which
would necessarily be so abstract as to have no value, for example, for
policy making purposes, Indeed, for public policy purposes, the study
of transportation economics must recognize explicitly the dynamic aspects

of transportation, and this means in large part confining the analysis to




10.
the very real practical problems posed by ldentifiable circumstances,
Therefore, while a discussion of economic efficiency cannot ignore the
relationship of transportation to other sectors of the economy on an
aggregate basls, the subsequent discussion will not pursue this matter.

The concepts developed in this initial discussion of economic
efficiency must be refined before such matters as competition and public
intervention in relation to efficiency can be examined., A brief assess-
ment must be made of the cost structures, investment characteristics, and
the operational and technological features of the agencies of transport
for evidence of inherent advantages, economies of scale, and economies
of efficient utilization of scale, No attempt can be made to summarize
the substantial volume of literature comprised of detailed studies on
these subjectse8 Therefore the discussion is restricted to the presenta-
tion of the most significant issues.,

It is important to realize that this material is intended only to
indicate how and in what manner the presence of certain characteristics
within the individual transportation industries defines the meaning
of economic efficiency for each agency. Whether each agency is in fact
afforded the opportunity to exploit these characteristics to the
advantage of economic efficiency is quite a different matter, This
additional complication will be examined in section three of this

chapter,

8. See for example, John R, Meyer, Merton J. Peck, John Stenason,
Charles Zwick, The Economics of Competition in the Transporta-
tion Industries (Harvard University Press, Cambridge,
Massachusetts, 1959)9 and Ann F, Friedlaender, The Dilemma
of Freight Transport Regulation (The Brookings Institution,

Washington, D.C,, 1969).




Railways

Railways require an enormous initial capital investment both
relative to other agencies of transport and in absolute terms. To become
operational, a railway must normally construct a variety of traffic
structures such as maintenance and repair shops, passenger stations,
freight and express depots, warehouses, signal systems, bridges, tunnels
as well as build roadbeds, track, rights-of-way and yards, These invest-
ments are very expensive, reéulting in high fixed costs, Compared to
other carriers, fixed costs are high in relation to variable
(operating) costs,?

The nature or character of these investments suggests a number of
things, First, railways are responsible for basic facilities as well
as operating equipment. Second, the basic physical plant is stationary
and therefore unable to move in response to major shifts in industrial
location, Third, some units of investment (roadbed, track, tunnels,
bridges, signals) are not divisible intosmaller units, or at least
cannot be adjusted on even a reasonably continuous scale, That is, it
is not possible to construct half a tunnel or bridge, or half a roadbed
or track, Fourth, most of the fixed investment bPossesses a relatively

long life,10 Fifth, significant maintenance expenses, especially for

9. As indicated, the many problems associated with identifying the
components of fixed and variable costs, with measuring their
behavior in response to a variety of changes in output and so on
will not be considered here, A variety of generally accepted
economic relationships will be merely stated as conclusions,

10. The economist makes a distinction between the physical 1life of an
asset which is primarily a function of the rate of use and
maintenance, and the useful economic life of an asset which is
limited by economic change and technological obsolescence,
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fixed plant, are indicated, Finally, the basic facilities have a
substantial capacity range., For example, the number of ton-miles which
can be produced over a given route is very considerable.

These cost and investment features combine to pose distinct
problems for economic efficiency in the rail industry., Perhaps the
most important of these is the potential for sustained excess capacity.

11 55 not readily adjustable to fluctuations in market

Railway capacitiy
demand, whether these apply to existing routes, or Dbecause changes in
industrial location affect demand, Excess capacity may therefore be
more than a temporary phenomenon, Of course, the capacity of operating
equipment may be adjusted more rapidly to smooth out changes in demand,
but there are, as will be shown, implications for efficiency of high
utilization, Excess capacity can be used to meet future demand, but
difficulties may be encountered in a dynamic context, For example,

technology may render facilities obsolete before the point of optimum .

use is attainedoiz

11, A distinction is usually made between the capacity of operating
equipment (number of seats per plane, number of tons per boxcar,
etc,) and the capacity of the basic facilities, The latter is
discussed here, and is a function of capacity per mile of route
and length of route. Capacity per mile of route is a function
of the number of access channels over the route (number of railines
or air channels between two points) and the speed of the
operating equipment, Sometimes the two aspects of capacity are
combined as in the case of available-seat-miles per year for
airlines. This is a function of the number of aircraft, their
capacities, the speedsat which they flew, the length of routes
flown, and the frequency of flights,

12, An example of this would be where a railine has been built to
an oilfield in anticipation of a substantial rate of growth of
production over the useful economiec life of the line, but
prior to the successful development of the pipeline,
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A supplementary difficulty for economic efficlency is that the high

fixed costs (due in large part to railway ownership of basic facilities)
create a major barrier to entry into the industry. The significance

for efficiency of this structural characteristic will be made apparent
when mechanisms for achieving efficiency are discussed,

The high cost and high capacity features of basic railway plant
suggests significant economies can be realized from an intensive
utilization of the basic structures. Very high levels of traffic volume
will result in lower unit costs (until increased maintenance costs
reverse the trend). The result is a more efficient utilization of the
investment,

The efficient uvtilization of operating equipment is also clearly

important, It is more efficient to have rallway cars full than half-full,

to avoid empty back hauling, and to have cars moving rather than stopped,

While some aspects of carrier efficiency require a detailed market

study (such as how to avoid empty back hauling), it is possible to
indicate with considerable certainty where each mode possesses an inherent
advantage due to cost and operational features. The typical measures used
are advantage by distance, load, and commodity typ8913

Robert Fellmeth has summarized in a useful form the most important
studies on this subject,14 These studies indicate that railways have a
cost advantage in the transport of high-valued commodities for distances

greater than 200 miles, and with a load in excess of 40,000 pounds, The

13, See, for example, Friedlaender, Ch, 3,

14, Robert C, Fellmeth, The Interstate Commerce Omission (Grossman
Publishers, New York, 1970), Ch, 2. Among others, Fellmeth
includes, and relies heavily upon, Meyer and Friedlaender,




advantage improves as distance and load increases.

For bulk commodities (low value), rail is not as efficient as water
transport or pipeline, but rail 1s often by default the best carrier
because water carrier routes may not exist or are subject to seasonal
conditions, while pipelines cannot be used due to insufficient volume
of traffic or commodity type.

Service features, such as speed, damage and frequency of service,
can affect inherent advantages. These must be included because the
shipper will make a decision on the basis of both cost and service
features., This is because service criteria represent costs to hime,15

Service features can affect the advantages which the railway has
over its closest competitor, the motor carrier, but usually only when
combined with a distance or load consideration., For example, motor
carriage is more efficient than rail and piggyback when high speed is
important, but only at distances under 200 miles and with a load under
40,000 pounds,

Service features appear to be more important in passenger transporta-
tion where, for example, the air carrier is more efficient when the cost
of time is considered because of its enormous advantage in speed, This
advantage increases with distance, The railway is particularly suited to
high density operations over middle distances,

Fellmeth has also reviewed the litervature to determine the extent
of economies of scale for surface carriers., His own study on this sub-
Jject indicated '"no consistent economies of scale by the Ffour measures

of company size used: assets, operating revenue, gross ton-miles, or

15, Damage is an obvious example., Another example is that speed may
reduce the need for large inventories,
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length of main run (track)".16 Thus size, measured by these criteria,
does not affect efficiency. Economies are possible from an efficient
utilization of a given scale of operation, particularly a high gross
ton-miles=per-mile of track,17 He also notes that one theorist has
estimated the maximum size for efficient management at 20,000 emp»loyeese18

Fellmeth concludes by suggesting that ®the optimum size of a rail carrier

in terms of track, assets or traffic flow is still unsettled.®

Motor Carriers

The cost structure of the motor carrier (truck and bus) differs
radically from the railway. A basic difference is that society as a
whole assumes the burden of the very high fixed costs for the construct-
ion of highways. The result is that trucks and buses require a very small
initial capital investment (although they may contribute to the recovery
of these costs by some system of user fees).

In contrast to the railway, there are no significant barriers to
entry into the industry. The investment that is necessary (operating
equipment and terminal facilities) is fairly easily adapted to changes in
demand. Thus, excess capacity in operating equipment should not be a
significant problem,

According to Fellmeth, the division for trucks between terminal
expenses and line-haul costs is 40-60. About half of the line-haul costs
are relatively fixed (license fees, etc.) while the other half (wages,

fuel, ete,) are highly variable with the traffic levels,

16, Fellmeth, p. 58.

17. It has been estimated that efficient operation requires a traffiec
density of 3 million ton-miles per mile of track. See Friedlaender,

po 85.

18. Kent Healy, Economics of Scale in the Railroad Industry (Yale

University Press, New Haven, 1961), quoted in Fellmeth, p. 58.




16,

While terminal costs are relatively constant regardless of distance

or load, a large part is variable with traffic because these costs are
hased on the number and value of trucks owned or leased, a factor §§§
easily adjustable to variations in traffic flow"319 The constant elements
of terminal cost can be distributed over units of operation. This means
that unit costs can be reduced by increasing the length of haul and size
of shipment,
Fellmeth argues once more that economies of scale do not exist, His
own study found that "gross.ton-mile, operating revenue, and asset
measures of carrier size have no consistent correlation with carrier
efficiency“.zo Furthermore, he argues that increased density of traffic
does not improve efficiency, while improving the average length of haul
multiplied by average load does., This means that "it is relatively easy
to adjust units of operation to volume regardless of density"e21
According to Fellmeth, carrier size measured in miles of route may
affect efficiency. He suggests this is because terminal costs tend to
increase for any given level of traffic as the number of route miles
increases, That is, there is a "fixed cost per unit of geographical
size", A higher density of traffic can reduce this cost by distributing
it over a greater number of units, Fellmeth states that "this is the
only optimum structural characteristic relevant to a competitive cost
advantage within the motor carrier mode" , 22
These cost and operational features have specific implications for

defining the inherent advantages of the motor carrier. For high-valued

cormodities, the motor carrier has an advantage for distances under 200

19, Fellmeth, p. L5.
20, Fellmeth, p. 60,
21, Fellmeth, p. 61,

22, Fellmeth, p. U45.




-value commodi

pounds. With loads under 40,000 poun

rvbaclk,

commoditi

small loads,

.
i

for vassengers vorably wi

F]

the private automobile, unless the automobile is full in which case it is

cheaper, This is true for distances up to about 800 niles, that,
3 3 = - . ] 1 i 2
airline costs become competitive even lgnoring the time factor,<>
FPellmeth summarizes the findings as follows for rail, truck and

pilggvback:

o
=
Qe oy
9]
¢l

® ~— by et o

O o
e
e (D
o
now
o
o0
JOING
e
U
e bt
[

m

o
=5
11

inventory COWE deman speed, ¢
straight rail transportation might res
damage, piggyback shoul

p g
Y

is under 200 miles (der
is appropriate; particu

o
5 it
b
o
i3
i
[
Q
30
o
<
b D
=
]
o
it}
[

O e
D e
SRR S B

=t e
n

by




Water Carriers

The cost characteristics of water carriers are similar in some
respects to rall and in other respects to trucking. They share with
trucking the advantage of having their basic facilities provided (in
this case by nature and society at large), However, like the railway,
they require a substantial capital investmenf because equipment is
expensive relative to output. Furthermore, terminal and loading costs
are very high, particularly where there is no mechanization (no bulk
or containerization), Average speed is very low but line-haul costs are
extremely low, Finally, like the railways, equipment has a2 substantial
cavacity,

These cost characteristics have important implications for carrier
efficiency, PFirst, unlike the railways, the units of investment, while
large, are concentrated in equipment and may therefore be adapted to
changes in demand, Excess capacity should not be as severe a rroblem as
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speed is not important and distances are great, water carriage is most

efficient. Of course, this is possible only vhere waterways exist,

27, Fellmeth, p, 54,
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Fellmeth reports that his study of economies of scale shows that
efficlency is not related to carrier size when measured by gross ton-
miles, operating revenue, or assets., However, efficiency does improve

with longer routes of operation928

Pipeline

Economists have had the most success in understanding the cost

o

behavior of pipelines. This is undoubtedly due to the fact that they
are a relatively simple economic operation,

The pipeline shares many similarities with railway cost
characteristics, The initial construction requires a large capital
investment which is then stationary and not divisible into smaller units,
Excess capacity 1s an obvious threat, and efficiency therefore 'demands
the construction of a plant which will have full and assured utilization"e29

An engineering production function has been developedBO whilch
indicates precisely the relations between throughput (volume/unit of
time), line diameter and horsepower. The equation can be solved for any
one variable when the other two are known,

Costs axe related to these aspects of the production process,
Maximizing efficiency means determining the optimum combinations of
diameter and horsepower for any given throughput, resulting in the lowest
unit cost per barrel mile,

Pipeline technology is such that unit costs decline markedly with

increases in throughput, line diameter, and horsepower,3l For example,

28, Fellmeth, p, 62,

29, Fellmeth, p., 47,

30. Meyer, p. 127.

31.

That is, for example, an increase by one percent in horsepower and
line diameter will increase throughput by considerably more than
one percent. See Meyer, p., 128.




it costs 2,37 mills per ton mile to transport 25,000 barrels per day
through a 10-3/4 inch line, while to transport 400,000 barrels/day in a
30 inch line cost only 0,513 mills per ton mile, 32

Compared to other carriers, the pipeline has an inherent cost
advantage Tor the transport of bulk commodities over very long distances.
Obviously, only those commodities which are liquids oxr which can be
moved in a liquid medium can be transported this way, According to
Pellmeth, pipeline is a close second to water transport for bulk
commodities, with pipeline costs getting closer to water carrier costs

as distance increases (due mainly to the "cumulative effect of increased

circulty via water"),33

Air Transport

Airlines are not burdened with high fixed costs because airways

. . . 1 s 11 .
and airports are constructed and maintained at public expense,3' Fixed

costs are therefore not significant compared to variable costs., The
absence of high fixed costs suggests that investment is relatively
flexible, allowing for fairly rapid adjustment to changes in demand.
Excess capacity is not a problem at least with respect to basic
facilities.

A large investment is required however to purchase the operating

equipment and to construct the related ground facilities. Richard Caves

Meyer, D, 132,

Fellmeth, p, 56

Of course airlines may be charged user fees for a full or
partial recovery of the costs. The same is true for water
carriers and motor carriers. The point is that the firm may
view these costs as variable rather than a long-term fixed
investment, User fees will be discussed at length below,




estimated that in 1962 a new trunk carrier would require an initial
investment of some 50 million dollars to compete and operate efficientlyeBS
In addition to the high cost of equipment, the most important cost

characteristics of airline operation are related to two aspects of air-

eraft technologye36 First, there exist substantial economies of large air-

eraft operation. This is largely because aircraft have become faster as
they have grown in size (available seats or tons). This means that output
(available seat nmiles/year o ton miles/year) can be increased greatly,
and because the fixed and variable costs of larger aircraft do nolt increase
proportionately as size increases, cost per unit of output declines.

Second, there are substantial economies to be gained from increasing
the length of the route (stage length). This is because the costs assoc-
jated with take-off and landing are almost the same regardless of the
length of the flight, and therefore unit costs will fall as stage length
increases, Meyer notes that these economies "are considered the most
important single cost characteristic of airline operation"937

A final cost characteristic with important implications for carrier
efficiency is the "relative insensitivity of cost to the load factor“.38
That is, the cost of operating a particular aircraft over a given route
is not affected substantially by how many passengers it carries, In other
words, the major costs of operation (fuel, maintenance, salaries) would
not vary significantly if, for example, an aircraft flying a particular

route was full or only half-full. Thus the cost per passenger carried can

35, Richard E., Caves, Air Transport and Its Regulators (Harvard University
Press, Cambridge, Massachusetts, 1962), Ch, 4, quoted in John B.
Lansing, Transportation and Economic Policy (The Free Press, New
York, 1966), p. 307.

Meyer, p. 136.
Meyer, p. 137.

Meyer, p. 138.
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_pe reduced dramatically by increasing the load factor (revenue seat
miles/available seatl miles). Of course, high load factors for large air-
craft imply a high volume or density of traffic.
Economic efficiency may be affected in several ways by these cost
characteristics., Carrier efficiency is enhanced where volume of traffie
and route structure39 permit the use of large aircraft flying long stagé
lengths. The high cost of equipment can be offset greatly by increasing
the utilization of the aircraft (hours flown/year),
Although significant economies can be achieved from the efficient
utilization of efficient aircraft, there are no significant economies
of large scale operation in the airline industry, at least for the major
-trunk carrierssuo
The inherent advantage of the air carrier clearly exists for the
transportation of passengers over long distances, particularly when
speed is important. In terms of freight, air transport is not yet able
to compete on a large scale basis, but an advantage does exist for certain
commodities such as perishables, legal documents, high value goods in
relation to volume and weight, emergency shipments and luxury items.

This advantage is very strong when time is important and distances great.

39, Route structure may be radial or ®spoke’ pattern, circular, grid
or linear pattern. The ?spoke® pattern is considered least efficient
because of the high concentration of traffic at the center and the
difficulties of achieving adequate twoway traffic density at all
points. See Lansing, p. 317.

40, Lansing, p. 314. Note that this applies only to the operations of
the major trunk carriers. This does not therefore suggest there is
no minimum optimum scale of operation. In fact, Meyer notes that
there may be an "element" of economies of scale in airline operation
due to the fact that almost one half of airline costs are indirect
expenses such as sales promotion, passenger services, and administra-
tion. He speculates that larger carriers have an advantage up to a
point in reducing such costs per unit of output, See Meyer, p. 135.




In concluding this preliminary discussion on economic efficiency

and transportation, it is evident that an important regquirement of any
policy designed to achieve economic efficiency is the proper use of
transportation technology. But exploiting the full potential of each
carrier for efficient operation requires first the existence of appropriate
traffic flows and market structures, and secondly, carrier access 1o such
traffic and markets.

The final section of this chapter will examine the dynamics of this

interaction of carrier and market, Because individual firms compete in
specific market situations, the effects of competition on economic
efficiency must be assessed. Furthermore, public interest considerations
may require intervention by public authorities, sometimes to offset or

to correct certain deficiencies which may exist in the competitive
mechanism, and sometimes to shape the transportation system to provide
services which conform to public policy objectives, The implications of
such intervention for economic efficiency are most important. The major

part of the final section is devoted to a study of this subject.

11T Achieving Economic Efficiency in Transportation

Competition

One of the most debated issues in transportatlion economics concerns
the role which competition can play in contemporary clrcumstances as a
mechanism to promote and secure economic efficlency in transportation,

If it is possible to suggest a concensus in this debateglg it would

41, Such a concensus is evident in the literature in both Canada and

the United States,
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This argument contalins a great many assumptions about the status
of technology in transportation, the availability of alternatives for
shippers, the bargaining power of different shippers and carriers,; the
type of ownership patterns among carriers, the pattern of competition in
specific markets, the objectives of public policy, and sc on, The remainder
of this chapter will examine these complex and important issues, beginning
#ith a study of how competition regulates the use of resources in
transportation, The subsequent four parts of this section will consider
the different aspects of public intervention,

One point should be emphasized at the beginning in a discussion
on competition and economic efficiency., Competition in practice means
that individval firms compete with one another in order to maximize
profit, These firms make a number of decisions about revenues and costs
and the relation of the two as they strive to maximize profit. Whether
economic efficiency will be achieved by competition in effect means, will
the efforts of firms to maximize profit lead to economic efficiency?
Traditional firm theory suggests that this competition will discipline
firms continually to reduce costs and improve services and thereby
promote economic efficiency in the firm, But modern market conditions
are very complex, In making their decislons about how to exploit traffic
and how to assess cost and revenue factors, these firms may encounter

a number of constraints and sources of "false" information which distorts

- . . < - b
the normal competitive mechanism and adversely affects economic eff1c1encyg‘2

L2, For example, a trucking firm may decide to compete with a railway in
a particular market and may offer the service at a lower price, This
action would normally improve efficiency, However, if the railway
is in fact the more efficient carrier and is charging a higher rate
than its cost advantage requires, traffic moves to a less efficient
carrier and economic efficiency is threatened,




For example, public intexrvention may be an important constraint,
It is not possible in such a limited space to examine the many

ble situations which a carrier may face, and to trace the effects
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on economic efficiency of its actions., The discussion is confined to
exploring a few typical examples of the forces at work in the market,

In transportation, two types of competition may be distinguished:
intra—modal and inter-modal, Of course, competition among Ffirms in an
industry and between industries exists throughout the economy. Indeed,
wherever there exists a degree of substitutability among goods and
services, competition will exist. Generally speaking, public policy
in the regulation of industry has concentrated on intra-industry
problems, although the advent of the modern conglomerate corporation
has forced to some degree a shift in attention toward inter-industry
behavior and structure, Public policy in transportation has always been
concerned with both types of competition. While obviously related, the
two aspects will be considered separately beginning with intra-modal
competition,

A systematic examination of intra-modal competition must begin
with the theory of industrial organization, This theory is useful inso-

far as it points to the importance of structural characteristics as

potential limiting factors on the efficacy of competition as a regulating

device, The aspect of industrial organization theory which is most relevant

to economic efficiency is the identification of market structures which
will without regulation or interference lead automatically, that is,
as a result of free working competition, to optimal efficiency in

production for each firm in the industry.

Hconomists recognize a number of characteristics of market structure.
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exists no product differentiation and there are no barriers to entry or
exit in the industry. If these conditions are present competition will
in the long-run equate price and minimum average cost {equals marginal

cost). hese conditions are rarely if ever found in practice. They axre

important because they provide a basis for predicting what will likely

. S )
happen in the absence of one or more of thech*
Professor Bain argues that the most common departures from these

conditions are: the existence of a barrier or barriers to entry (due to

economies or other advantages of large scale firms, produce differentia-

tion, or ‘absolute’ cost advantages); that economies of scale make possible

Bain, Industrial Organization, Ch, 1.

The fact that these conditions are never fully met in practice has
prompted economists to define the concept of workable competition.
Workable competition posits a lesser degree of perfection; it
recognizes that product differentiation exists, that there are
practical barriers to entry and buyer preferences, Competition is
"workable’ where the substance of the advantages which competition
can provide are forthcoming.




the expansion of firms to sizes sufficiently large for them to supply
sizeable shares of the market:; and that the number of sellers is for one
reason or another initially small or may become small without loss of
economiesng5 A1l of these departures from the ideal conditions are
found in transportation, Where they exist, competition cannot guarantee
efficlent scales of operation, although they may exist in spite of the
absence of pervasive competition,

An example will serve to 1llustrate this analysis., The airline
industry is characterized by relatively free barriers to entry and by
limited potential
differentiation. However, the number of firms which should serve a
particular route must be relatively small, partly for reasons of safety
and efficient ground control and partly for economic reasons (the most
important is the long-run development of adequate traffic density),
Short-run profit considerations would undoubtedly encourage new firms
to attempt to establish themselves and, in the absence of effective
product differentiation, they would necessarily resort to price competition,
Existing firms would retaliate, leading to disastirous rate wars.

Transitional excess capacity and dynamic market instability would be

z
common characteristics of such a marketl structuremuo Both the regulation

of rates and entry is indicated here,
Where major barriers to entry exist as they do in the rail and

ipeline industries, the result will be a few firms competing in a given
k H o =

Bain, p. 1061

Wheatcroft, Alr Transport Policy, pp. 55-57. Such an example
clearly points to the importance of market stability in the
interests of efficiency, The efficient production of output
requires the rational adaptation of plant capacity to output,
and a stable and reasonably predictable market 1s essential,
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market., Effective competition (price and service) between the firms is

Ea

on, Price and service

jmte

not likely because of the possibility of retaliat
leadershivp may exist, but all firms will benefit by offering the same

rates and substantially the same service. This collusive behavior will

very likely lead to monopoly pricing to some extent, resulting in an
inefficient allocation of resources, Efforts to maximize profit will

almost certainly lead to monopoly pricing also where no alternative

carrier exists (a captive shipper),

To summarize, intra-modal competition can work against economic
efficiency both because conditions are such that short~run profit maximizing
efforts by firms result in instability, excess capacity or inefficient
investment levels, and because the prevalling conditions prevent any
effective competition among firms., In other words, economic efficiency
can be frustrated by either excessive competition oxr by insufficient or
uneven competition between firms. In both cases, the achievement of
economic efficiency requires public intervention.

Inter-modal competition requires specilal attention because there
exists a wide range of substitutability of services between the various
modes,47 The effectiveness of inter-modal competition to promote
efficiency in transportation depends upon a number of considerations.

The most important of these are: (1) the degree to which the competitive
circumstances of the various modes are equalized., This problem arises from
the fact that a division in the ownership of facilitiles between the

private and public sectors occurs in water, truck, and air transport;

47, The demand curve for any particular mode is unigque only over
a limited range.




(2)
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the extent to which multi-modal ownershin of carriers ex1stsé8;

(3) the effect of the divided jurisdiction between federal and

provincial governments over the regulation of transportation and the

provision of basic facilities; and (4) the economic and pricing policies

of the carriers,

Each of these aspects or conditions in the market must be examined,

beginning with the equalizing of competitive circumstances, For

inter-agency competition to achieve efficiency, the conditions under

which the competition takes place must reflect the inherent advantages

of the various modes., HEssentially, there are two aspects to this issue,

The first aspect arises from the fact that public investment

provides the basic facilities for water; truck, and air transport,

Shippers should be guided in their selection of alternative modes of

transport on the basis of the cost and service features of each, This

will lead to an efficient use of resources only if the full economic and

social costs of providing the service are included or reflected in the

rates, This means that transportation companies which make use of public-

ly provided facilities should be charged for this usea49 Transporta-

tion economists are generally agreed on the necessity of having the

48,

499

Multi-modal ownership is of course a highly relevant consideration
in the (anadian context, A more important problem in the U,Q,
is that of consolidation of the facilities of individual modes,

The technical problems associated with the two step process

of determining the total economic and social costs of public
facilities and assessing the costs on the users in accordance
with their responsibility for incurring them are not discussed
here,




various users pay the full costs of the facilitiesn5o The user fee

iple is based on this objective, 51
The second aspect of equalization of competitive conditions concerns

the unequal impact of regulation on common carriers as opposed to private,

contract and other forms of transport. Transportation economists generally

Tt should be noted that user charges affect the competitive
relationships among the modes and not the competitive structure,
Furthermore, rates which reflect the full economic and social
costs of the transport facility would be necessary for an
efficient allocation of resources among transport agencies even
in the absence of pervasive competition.,

A conflict arises over the choice of marginal cost versus
average cost pricing, Fach has advantages over the other for
certain functions which pricing must serve, The marginal-cost
approach is often advocated where congestion and excess
capacity exist, and the problem is one of efficient utilization
of existing facilities., The average cost method is advocated
as a better guilde to efficient investment decisions for new
facilities, Professor Nelson has summarized the issue this way;

"The marginal-cost pricing criterion can be helpful
to the extent it stimulates an economic use of
existing public facilities and as between all modes
of transport, To the extent it assesses all money
and social costs of highways on users and on the
right users, it will strengthen shippers’ and travelers®
choices in rationally allocating traffic between
alternative facilities and modes ,,. On the other
hand, the loosening of all constraints of user rev-
enue coverage of total costs on wasteful investment
under the marginal-cost pricing scheme would work
against a move efficient resource allocation; and it
has vet to be shown that sufficient investment

in economica l‘ywvuctwflwbl\ Dublvﬂ
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agree that both private and contract carriers provide services which are

.
4n the public interest32 and indeed, these carriers often serve as an

offective check on the rate and service policies of the regulated
carriers(common carriers)., However, it is argued that the requirements
of publishing rate schedules and securing permission to adjust rates
sntroduces an slement of rigidity into the pricing procedures of the
common carriers, This restricts the competitive strength of the
carrier,53 The suggested remedy is to allow the common carriers greater
freedom in pricing their services and reducing as much as possible the
time delay in making competitive rate adjustments.

Multi-modal ownership has an important bearing on the nature of
inter-modal competition., HMulti-modal ownership refers generally to the
ownership by railroads of other modes of transport, It is difficult to
conceive of any other arrangement becoming commonplace, It should also
be noted that multi-modal ownership may affect efficiency favourably in
ways which are not strictly related to inter-modal competition, An
example is the use of trucks by railroads for purely ancilliary purposes.

If it could be demonstrated that significant economies of scale
are possible through the operation of several modes of transport by
one firm, multi-modal ownership could be recommended in the interests
of efficiency. The absence of major economies of scale in transporta-
tion largely rule out such a proposition,

In the absence of regulation over rates and entry, multi-modal

The distinction is most important in highway transport; although
services are also provided in both water and alr transport in
Canada which are not subject to rate regulation,

See, for example, D,F, Pegrum, Transportation: Economics and
Public Policy (R,D, Irwin, Homewood, IIT., 1959), ». Lo1,




ovnership would undoubtedly lead to a restriction of inter-modal

competition, The railways could use their substantial resources to

effectively destroy competing carriers. But where rate and entry regulation

- . : L
is designed so that firms must adhere to standards set for that mode5Lg

multi-modal ownership has very little effect on inter-modal competition
and, given the limitations on economies of scale, is not likely to
improve efficiency. 1In fact, to the extent that thereare diseconomies
of large scale management, multi-modal ownership may promote inefficiency.
A related issue of some importance in Canada is the effect of
diversification on inter-modal competition and efficlency., Diversifi-
cation refers to the practice of purchasing industries which are not
related to transportation., An example in this country is the Canadian
Pacific Railway., Apart from the cuestion of combines legislation, the
ma jor issue is the use of revenues from such external sources to subsidize
the operation of transportation services, Whether such subsidles are
used to support unremunerative services, or whether they are used to
drive out competition, efficiency may be affected adversely, The
relation of subsidy to economic efficiency 1s discussed in detail below,
The divided jurisdiction in Canada between federal and provincial
governments55 over the regulation of transport and the provision of
facilities is perhaps a more important consideration in a discussion on

transport coordination than inter-modal competition. Certalnly,

54, For example, rallway trucking firms and other trucking firms are
given equal treatment in the use of piggyback rail transport.

This paper is not concerned with the problem of urban transportation
and the role of municipal governments, However, the growing
importance of this problem both for the internal needs of the city,
and as an integral part of a national transportation svstem should
be noted.
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powers may impede efforts at coordination, It may a

of inter-modal competition which is detrimental to efficlency. This is

b

1ikely to occur where the objectives of the provincial and federal

governmenis differ with respect to transportation, Provincial governments
regulate intra-provincial trucking and build provincial highways. One
important objective of highway development is tc provide efficient

transportation for the economic growth needs of the province, But

ovincial highway systems which are designed and administered to promote

pr

economical motor transport mey adversely affect efficiency in the
£

transportation system for the country as a wholea5o One historical aspect
of this problem has been the reluctance of Yestern Prairie provinces
to give Tederal authorities the power to regulate intra-provincial motor
transport, because the provincial governments have wanted a device to
control the potential monopoly power of the railwsys.

A final aspect of inter-modal competition which will be studied
is the effects on efficiency which the pricing policies of the carriers
have., Whether competition between modes leads to efficient solutions
in transportation will depend in part on whether the prices charged by
the carriers reflect the costs of that carrier, The most important

example is the value-of-service pricing policy. There 1s some controversy

5%,  Particularly important here is the issue of financing highways,
If user Tees are administered so that substantial subsidies
are made to motor transport, the effect on inter-agency competition
(road-rail competition) may be that other regions of the country
are burdened with excessive transportation costs because the rail-
ways are deprived of traffic which they might otherwise carry,
and they must recover the lost revenue from other regions of the
country,




over whether this form of discriminatory pricing is promoting an efficient
transportation systen,

The theory of price discrimination states that where the demand
elasticities for a product or service differ between markets,; it is in
the interests of the firm to charge two different prices, or more, depend-
ing upon the number of markets where unicue demand elasticities exist,
The difference in price does not reflect differences in cost but reflects
differences in demand for the product among buyers. To be successful,
three conditions must be present, First, there must exist substantial
barriers to entry in the industry, otherwise vrices which were much
above average cost would attract competitors, Second, there can be no
possibility of resale of the product, Such = possibility would lead to
the movement of goods from the low price market to the high price market,
and thereby drive prices dowm, 27 Third, there must be a way for the
producer to distinguish between the buyers in the different markets,

The transportation industry meets all of these conditions. The
first condition has two aspects, Prior to the development of trucking,
buses and pipelines, the vrailways had a virtual monopcly on transport
and were able to discriminate on the basis of the value of the product
being transported., However, as these competitive modes developed, the
ability of the railway to discriminate on the basis of value wes lessened
and value discrimination was replaced by geographical discrimination.,
Thus barriers to entry in the railway industry in addition to the absence

Py .

of competition from other modes of transport has made discriminatory

pricing possible, The second condition is obviously met because transporta-

O

57. The differen
a

e in price would of course have to exceed transporta-
tion costs at

)
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service which cannot be bought and stored, The third conditio
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~valued commoditis

igher rates,
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ey would be in the absence of the

of low-valued commodities (assuming that the rates for the low-

valued goods contribute something to overhead costs)., The railways, the

and the consumer all benefit, Finally, value-of-service
is recommended because it contributes toward the financial

ility of the firm,

ny writers support this analysis. One group suggests that the

"logic is impeccable and one must agree with its essential truths”s59

The reasons given include the argument that a system of pricing which
demanded no variations in price from cost would ignore the essential need

for price variations to meet short-term fluctuations in demand, to utilize

This is based on the well documented and somewhat obvious fact
that an increase in transportation charges will not be as
*important® for high-valued commodities because the transporta-
tion rate will constitute a relatively small proportion of the
price of the commodity., It is also assumed that the elasticity
of that commodity is reasonably inelastic,

eyer, p., 182.




off-peak capacity, and to make competitive adjustmentsgéo

The objections to the theory include the following arguments,
First, the two conditions mentioned, that the low rates must at least
cover the marginal costs of the movement and that such commodities would
not move at higher rates, are often not met, Even where these conditions
are realized however, a number of direct and indirect inefficiencies
may occur., For example, the practice of allowing railways to compete
in a given market where one railway has a direct route and the other(s)
an indirect route may provide each railway with an opportunity to more
than cover the marginal costs involved, but it may alsoc create or
increase excess capacity, thereby increasing the cost of transport from
an industry-wide viewpointa61

Another criticism is that any departure from marginal cost pricing
in transportation will create an inefficient a2llocation of resources in
other sectors of the economy. This is particularly serious in transport
because transport is an important input into so many production processes,
Distortion in the cost of transport will be reflected in distorted input
and production decisions by other industries, In other words, strict
marginal-cost pricing introduces inefficiencies in transport but does not
distort the external allocative process, whereas value~of-service pricing
leads to efficlent transport at the expense of distortion in the allocative
process elsewhere in the economy,

Economists are generally agreed on the point that these secondary

60, Heyer, p., 168,

61. The rate making practice here would involve either a grouping of
rates which cannot be justified solely as an administrative
procedure, or a long-haul short-haul rate,
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on balance; *the only kind of value-of-service rate-making that would
3 g
appear worth maintaining for the economy 1s that which emerges from

i 3 L ks o s - 2 oz / ) i
ompetition and managerial freedom in pricing”,%4 On the other hand

]

the argument that rates must reflect marginal costs has been disputed on
rounds that prices and marginal costs are not egquated in the vest

of the economy and, furthermore, marginal cost pricing may ensure efficient

investment decisions, This argument places the emphasis on securing

efficiency in transport at the possible expense of some inefficiency
£
elsewhere, Y’

Another criticism of the value-of-service policy is that it is
essentially a tax device which transfevrs income not on any ethical or

user cost basis, but simply on the basis of elasticity of demand for the

Bl

service,

-

The most important objection to the value~of-service policy is

that it has created an inefficient allocation of traffic among competing

carriers. By maintaining some rates at levels considerably above avers g e

cost, this p encouraged trucks, and to a lesser extent

-

airlines and buses, to compete for and secure traffic for which thev do

not have a cost advantage, but which is because of the excessively high

62, Meyer, p, 186, This should not suggest the absence of any regula-
tion. Competition which leads to an increase in operating costs,
a deterioration of service, excess capacity and so on, cannot be
considered appropriate for the achievement of economic efficiency,
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rail rates, profitable for them,®D

This last criticism of value-of-service pricing suggests that an

important distinction should be made in assessing the application of
this policy. The distinction is between the use of this policy to

he carrier in the face of major

ot

satisfy the revenue requirements of
structural imbalances in the distribution of available traffic, and

the use of the policy to alleviate short-run excess capacity problems,
The latter usage of value-of-service pricing is desirable and leads to
an efficient utilization of resources., The other usage noted does not
improve efficiency, and in fact it may encourage a further misallocation

of resources. Prices are maintained so far above cost levels that 11 is

profitable for an inefficient carrier to compete, Railways in North
America have used value-of-service oricing in this way., This problen

will be examined in greater detalil in subsequent chapters,

Conclusion

It is apparent from this study of intra-modal and inter-modal
competition that neither form of competition can be expected to automat-
ically achieve economic efficiency in transportation. Depending upon the

circumstances, the efforts of firms to maximize profits may be inconsistent

with the requirements for economic efficiency in several ways, H=xces
q

capacity can result when investment prompted by the hope for short~term

It is important to distinguish between cases of true cross-

subsidization and apparent cross-subsidization, Where a carrier
maintains an unprofitable service; the carrier may anticipate
traffic growth and eventual profitability. This is not cross-~
subsidization, but internal development policy. On this point,
see Wheatcroft, Alr Transport Policy, and K.W, Studnicki-Gizbert,
The Regional Air Carriers’ Problem (Queen’s Printer, Ottawa,
September 1966), pp, 66-67-
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rail rates, profitable for them,

This last criticism of value-of-service pricing suggests that an

important distinction should be made in assessing the application of

this policy. The distinction is between the use of this policy to
satisfy the revenue requirements of the carrier in the face of major
structural imbalances in the distribution of available traffic, and

the use of the policy to alleviate short-run excess capacity problems,
The latter usage of value-of-service pricing is desirable and leads to
an efficlent utilization of resources, The other usage noted does not
improve efficiency, and in fact it may encourage a further misallocation
of resources, Prices are maintained so far above cost levels that it is
profitable for an inefficient carrier to compete. Railways in North

America have used value~of-service pricing in this way, This problen

will be examined in greater detail in subsequent chapters,

Conclusion

Tt is apparent from this study of intra-modal and inter-modal
competition that neither form of competition can be expected to automat-
ically achieve economic efficiency in transportation. Depending upon the
circumstances, the efforts of firms to maximize profits may be inconsistent
with the requirements for economic efficiency in several ways, Excess

capacity can result when investiment prompted by the hope for short-term

65, It is important to distinguish between cases of true cross-
subsidization and apparent cross-subsidization. Where a carrier
maintains an unprofitable service, the carrier may anticipate
traffic growth and eventual profitability. This is not cross-
subsidization, but internal development policy. On this point,
see Wheateroft, Air Transport Policy, and K.W. Studnicki-Gizbert,
The Regional Air Carriers® Problem (Queen's Printer, Cttawa,

September 1966), pp., 66-67:




gains is excessive relative to traffic volume. On the other hand,
insufficient investment and monopoly pricing are possible when competition
cannot act as a disciplining device for a variety of reasons,

Certain types of competition are artificial and do not promote
efficiency by increasing efforts to provide services at lower cost. This
type of competition is based on the existing inefficlent allocation of
resources, with the result that carriers are providing services for which
they are not the most efficient producer. Competition under these
conditions simply increases the misallocation of resources,

Finally, competition may simply not exist, and not because of
collusive behavior among firms, but because there may be only one carrier
in a particular market.

These conclusions illustrate how important it is to study the
specific conditions in a given market when transportation policy is
developed., It is not sufficient to rely on an imprecise definition or

model of competition when the objective is economic efficiency,

Public Intervention

The discussion con competition suggests that one of the most
important reasons for public intervention in transportation is to correct
the undesirable effects of competition (and to preserve the desirable
effects), and where competition does not exist (e.g. where a "natural®
monopoly exists), to act as a substitute in order to effect the same
results.

A second major reason for public intervention which is equally
important and valid is that public policy objectives for transportation

may lay outside the competence of the market mechanism, In other words,

even if competition is working perfectly, the resulis may be inconsistent




with the public interest,

The objectives of public policy in transportation may be economic,
social or political, FEconomic efficiency may be one such objective,
while others could be to promote regional development and equity, to
bring about socially desirable locational patterns for industry 2nd
communities, to enhance agricultural and industrial output, to exploit
natural resources, to raise per capita consumption, to strengthen a
country's system of national defence, to promote political unity, and so
on, Transportation may have a direct role to play in the achievement of
such objectives,

Many of these objectives will not be realized without public
intervention in some form., For example, objectives which require the
provision of unprofitable services, or the development of services at a
rate not warranted by commercial considerations will likely involve
public subsidy, ownership and investment,

The discussion on economic efficiency to this point has concentrated
on defining efficiency in the individual carrier and the industry, and
examining whether under competitive market conditions the carriers are
likely to achieve economic efficiency. A third and final dimension of the
problem of economic efficiency must now be introduced. It derives from
the fact already mentioned that public policy mey pursue objectives in

transportation which cannot be achieved by the market mechanism. An

appropriate public policy in transportation is needed

sconomic efficiency with these objectives,

The vemainder of this chapter will consider this addad comp
he vemainder of thi ~har y a}ifhs

b

he forms
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are public investment and subsidy.

objectives of public policy in transportation, Traditionally, the
regulation of rates and access to markets has been used to correct
deficlencies in the market mechanism which threaten the public interest,

One leading text from the United States has summarized the main objectives

of regulation as follows: (1) +to prevent unreasonable prices and
earnings where competition is absent either because of exclusive

franchises that 1imit entry of other firms or a technology which creates
natural monopolies; (2) to ensure sufficient profits for the development
and expansion of the industry because competition is excessive and
threatens adequate profits; (3) +to prevent discrimination between
shippers with unegual bargaining power because competition is absent: and
(4) to maintain certain unremunerative services considered to be in the
public interestg66

These objectives reflect a particular definition of the public
interest, 1In this case regulation is intended to prevent the antisocial
use of monopoly power, to promote the use of uneconomic but socially
desirable sexvices, and to achleve stability for the future development

1

of the industry.




These and other similar objectives of regulation have important

and often direct implications for economic efficiency. For example,
W e k2

unreasonable prices are not only socially undesirable but they reflect

s misallocation of resources, In this case the objectives of economic

o

efficiency and sguitable treatment are compatible, However, if the

objective of regulation is to ensure sufficient profits for the

development of an agency of transport for reasons of national defence,

it is possible that economic efficiency will be compromised, For example,
the protected carrier could deprive other carriers of needed traffic to
ensure efficient operations.

Given the objectives of public policy, it is desirable to design and
adopt a policy on the regulation of rates and entry which will achieve
both those objectives and economic efficlency. HWhere the two are not
compatible, a choice must be made in public policy.

The following discussion on the regulation of rates and entry to
and from markets will examine some of the more important problems
associated with regulation and the objective of economic efficlency.

In a dynamic transportation environment, rate regulation must deal
simultaneously with a number of somewhat conflicting aspects of efficlency.
The pricing system must help to rationalize past imbalances in transport
investment while st the same time encourage a rational division of traffic
among competing modes and an efficient vtilization of existing plant.

T+ must do this in such a way that there will exist sufficient incentive
for management to devise and implement measures which result in lower
cost and better quality service, In short, rate regulation must

rationalize past investment, ensure optimum utilization of existing plant

and promote efficient levels of future investment.




bly,

In achieving these objectives, the regulatory authorities must
balance the two functions of the rate system: the revenue requirement or
capital attraction function, and the demand control or consumer rationing
function, The distinction is essentially between the level of rates and
the structure of the rate system, Both functions require a cost-of
sexrvice approach, The revenue recquirement dictates that rates on the
whole must cover costs as a whole including a rate of return on invest-
ment whichwill attract capital, The consumer rationing function requires
that the rates for each kind and amount of service be based on the
marginal costs of the service, However, a conflict arises between the
two functions because the concept of cost for each function is different367
The costs relevant to the revenue requirement function are the operating
expenses and the historically incurred sunk costs. For the rationing
function, the relevant costs are those which can be avoided or minimized
by the curtailment of output, Which cost base is used will clearly depend
on what objectives are pursued., The revenue requirement base must be
considered where the financial integrity of the firm and its capacity to
effect optimum levels of future investment are the primary considerations,
These objectives may conflict with optimum utilization of existing
facilities, when the consumer rationing cost base would be more
appropriate,

In making these decisions the regulatory authorities must have

sufficient information available on market structures and the cost and

service Teatures of the various modes, For example, if railways are to

67, For a discussion of this see J.C, Bonbright, "Two Partly Conflicting
Standards of Reasonable Public Utility Rates', American Economic
Review Papers and Proceedings, 47 (May 1957), pp. 386-393,
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which should be theirs on the basis o

regulatory bodies must declde how this can best be achleved, Oneapproach

traffic to increase the utilization of their plant, The rates would be
low enough to attract the traffic but not high enough to cover fixed costs
and a rate of return, This policy would increase the utilization of
scarce resources while encouraging the adjustment of plant to optimum
levels,

The regulation of minimum and maximum rates is often advocated as
a policy which recognizes both an expanded role for competition in
transportation and the ever-present limitations of such competition968
The function of minimum rate regulation is to ensure that rates are at
least compensatory969 The regulation of maximum rates 1s considered a
necessary partner-policy to minimum rate regulation. HMaximum rate
regulation ensures that strict control is exercised over the practice
of cross-subsidization and monopoly pricing.

The argument that minimum rate regulation should be adopted assumes

that competition is intensive enough to force rates below a minimum cost

level, Whether such competition will fulfill the other conditions

68, For an excellent discussion of minimum rate regulation in
the United States see T,0. Bigham, "Regulation of Minimum
Rates in Transportation,” Quarterly Journal of Hconomics,
(February 1947), pp. 206-231,

ON
O

A debate evists over whether the minimum should be short-run
costs or long-run costs, The latter is generally preferred,
despite the many difficulties of estimation, However, it is
not clear whether the appropriate long run costs are the

marginal or average costs. See Friedlaender, p. 131,
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and size of firms 1s not at an optimum in the fix ce, That is,

b

the adjustment of rates to eliminate higher-than-normal rates of

o
5
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a

return will not necessarily result in ad justment of investment <o

the optimum level. This may be demonstrated graphically:70

70. Keyes, Federal Control of Entry into Alr Transportation,
D, 8.
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The curves A, B, C, B, represent industry average cost curves,
0¥, the x-axis, represents output., OY represents unit cost in the
industry and price, For simplicity, it is assumed that there are no
external economies or diseconomies, or internal economies of scale, The
minimum points of the average cost curves are therefore equi-distant from
0¥, It is also assumed that TT® is a straight line - that a continuous
mumber of points exists, This will be true where firm sizes can be
adjusted marginally, DD* is the demand curve,

Given DD and assuming that the number of firms is such that C
is the appropriate cost curve, actual output is equal to L, This is
the maximum output which can be sold profitably given the number of
firms, But optimum output is TP, Thus unit costs are higher (by LI)
and output lower (by MN) than the optimum would require, Clearly, there

are too many Tirms in the industry. If the regulatory authorities were
v <o o




o reduce rates to o1, Jemand curve would then be TPD®.

mers would demand output OW, but unit costs would be OL', making

solntion unprofitable, Rather, the firms would produce cutput

3
creatling an excess output NN, A subsidy equal to TL'Q*P would
1low firms to produce only output O, but they would do so inefficiently,

The best solution is to reduce the number of Tirms,
appropriate cost curve,
The regulation of entry and exit involves not only control over

the entrance of new firms into the industry, but also the expansion of

into new markets., Control over exit refers to the

regulation of abandonment of services ox voluntary disinvestment,”

Most writers who oppose free entry and exit do so because it
would in their opinion result in a number of instabilities. These
writers point to the unstable and inefficient transport markets of the
past, where free entry and exit combined with expectations of short-
vun profits did produce intolerable situvations.

Supporters of control over entry and exit recognigze that history
provides many examples of such inefficiency, but they argue that the
circumstances surrounding contemporary transport markets are such that
these conditions would not be repeated. In the first place there exist
today major barriers to entry in the railroad and pipeline industries.
Barriers of produce differentiation also exist. Finally, the operation of
a modern transport firm requires a high degree of managerial sophist ticatio

Pstablished firms therefore have considerable advantages over new firms,

]

71, 1ne case of entry of new transpor vt technology which requires
assistance from government will be considered in a section on
subsidy.
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carriers from compet

lative

there

are other sgually serious problems created by inad

regulation,

Log

In his study of the regulation of entry in the American trucking

industry, Robert Fellmeth concludes that regulation has produced atb

o
£
A

Jeast four undesirable effects: unhealthy market concentration, service

5‘.)

rather than rate competition, inefficiency (excess capacity and high costs),
and high rates and an lrrational rate structure,’d He argues that effortis
by regulatory authorities to restrict competition in order to assure

common carrier service, adequate investment and technological progress,

the avoidance of chaotic conditions and dupli

excess capacity, have in fact produced these

4 o

attributes this to the fact that competition,

ito

2 minimum of regulation (safety and insurance standards), achieve economic
efficiency in trucking, does not in fact exist because the operating
grants given by the regulatory authoritles are so restricted according

to type of vehicle, point of origin anddestination (even ﬁo specific
road), area, and particular commodity, that carriers operate with a
minimum of competition, Because carriers operate with limited authority
as to route, direction and commodities, inefficiency results from
unnecessary mileage, empty mileage and partial lcads,

"inally, serious difficulties can be created by the partial
y L

regulation of econcomic activity, When public authorities regulate some

73, Fellmeth, Ch, 4,
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411 caxriers are under considerable pressure to npurchase the new typne of

carrier operatlons because load factors may fall,
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may have to be changed rports may be congested and so on.
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There is a general concensus of support among transp
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economlsts for a public policy which recognizes the importanceof abandon-
ment of existing rices and ilities foxr the achievement of economic
efficiency,

4 number of considerations are important in abandonment cases. The

first is determining whether consumers of the particular sexrvice are wille

to pay the costs of the service, In other words, rate adjustments

jo )

and even ralte discrimination should be implemented to test wlllingness

i
to payﬂ4 Furthermore, expectations of future demand must have a bearing

on such decisions, Where it is apparent that neither rate adjustiment nox

[}
]
-t
{
o)
o+
=
[0}
ol
<
o)
=
o
]
n
-l
O
3
-
oy
@

a growth in market demand will »nrovide suffi
service, abandonment would seem Justified.

Where alternative facilities exlist and consumers have demonstrated

a preference for the alternative, abandonment is Justified., In this case,
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Finally, it is important to examine not only how regulation may

rectify existing problems in the merkets, but how regulation may itself

Coordination
LoorL e v

Fal EX

Coordination in transportation relers io the objective
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each mode of transport into its proper place (defined by its cos
service advantages) in the tra nsportation system. Tt is important to
distinguish between the coordination of decision-making by regulatory
suthorities (which refers to the structure of the regulatory bodies),
and the coordination or integration of the different modes of transport,

which mav require, in addition to effective conrdination in decision-
< 4 9

making by regulatory bodies, a variety of forms of public intervention

The importance of emphasizing coordination is due to problems 1in
the organizational structure of transport and the institutional structure

of the agencies which control it, ‘The most mportant dimensions of
organizational structure are multi-modal ownership and public provision
of transportation facilities, The structure of the regulating agencies
nust be su that decisions which affect the position of one carrier oOr
mode can and will be evaluated in terms of their impact on other carriers
and modes, BEach aspect of the organization of transportation is important
for economic efficiency.

Tt was noted earlier that multi-modal ownership may improve CO-

javi

ordination and efficiency because 1t ailows the railways to offer

total transportation service. T+ could reduce wasteful inter-modal

N

competitive struggles and some duplication of facilities, and it could

reduce some of the inequalities between carviers, parvicularly the extent

o

of business risks between the railwavs and those forms of trans nort which
.L
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ge part of their fixed capital needs supplied by government.

However, it was noted earlier that regulation may be necessary to ensure
that the independent operators of the various agencies can perform their
functions efficiently, and to oreate the conditions necessary for the
promotion of better standards of service and cost-reducing innovation.
Where substantial multi-modal ownership exists, as it does in
Canada, the achievement of a coordinated transport system becomes in
part a managerial problem as well as one for public policy.

As for public investment, coordination in transport is made more
complex because the responsibility for investment decision-making is
split, not only between the carriers and government, but between levels
of government. The structure of the regulating agencies and their
relationship to those officials in goverament responsible for public
investment must allow for a wide range of consultation and coordination
of decision-making.

One of the most basic requirements for coordination is that the
agencies responsible for regulating individual modes of transport have
a proper perspective on the relationships between the modes of transport.
A great deal of criticism has been levelled at the type of organization
where each agency is supervised by a separate authority. The danger is
that each authority may become preoccupied with the problems of that
mode so that the impact of its decisions on other modes is not fully
understood or considered. There is also the tendency to develop 2 vested
interest in the preservation of 21l elements and characteristics of that
mode.

Rather than supervise each mode with separate and somewhat independent
bodies, it has been suggested that all modes be regulated by a single

body. Such an organization would make possible a greater degree of




in decision-making, Whether this is achleved however depends
on the attitudes and capacilities of individual members

vrriers themselves, The historical
thelr respective regulato:
This 1is particularly true where
occur in the structure of the transport industry over time Indeed,
the growing complevity and intensity of inter-modal competition is often
the key factor in proposals for a more coordinated approach to regulation.
A reorganization of regulatory boards may require not only new atiitudes
and knowledge. In Canada, the effective-
=t to be fully tested.
tion between those responsible for
regulation and public investment is due to the fact that the objectives
of each are often dependent upon one another. For example, investment

decisions affect the capacity of the transportation system while

regulation hopes to achieve an optimum utilization of this capacity.

Unifying the functions of regulation and promotion (investment

J..

and subsidy) and establishing a substantial research facllity to support
them under a single authority in the executive branch of the government
is a sound policy. A netional transportation policy can be developed

ented with a clear delineation of responsibility for regulation,
for the programming of federal investment and subsidy, for the supervision
of the expenditure for investment and subsidy, and for the determination
and collection of charges for the use of federal facilities, In those
areas where provincial and local jurisdiction prevails, similar

structure should be implemented and effective channels of communication

established with federal authorities,
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Subsidy

The economic justification for subsidy is generally based on three

broad considerations or arguments. The first is the *infant industry?®

argument, that the development of new systems of transportation may

require public support for a certain period of time before they can be

expected to earn their own way. The direct and indirect benefits which

acerue as a result of using the new technology justify subsidization.

The second argument frequently used is that there are important

social, political or other non-economic objectives which require the

service.

A third argument used to justify subsidization is based on the

concept of consumer surplus., The consumer surplus is a real economic

benefit accruing to the purchaser of a commodity or service, and arises

because, while each unit of a good which the consumer buys costs him

only as much as the last unit is worth, the first units are worth more

%o him than the last. Therefore, he enjoys a surplus of utility over

market value on each of these units. He will stop buying when he no

longer realizes a surplus, This argument assumes a less than perfectly

elastic demand curve, or, in other words, the existence of a diminishing

marginal utility.

Given that a gap may exist between the total utility of a service

and its total market value, a subsidy may be recommended in the event

that a particular service cannot support itself from a strietly finan-

cial standpoint. The subsidy is justified because the economic benefits

to be realized exceed the market value of the service.,

The justification for subsidy is properly a matter for the political

process. The task of the economist is to determine the type of subsidy

most suitable for the desired objectives.
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Before turning to an examination of ithe various methods of subsidy,
it will be useful to examine very briefly a number of approaches which
have been used in transportation to determine which services deserve
public support., The first, commonly used in air transport, is the ‘use-
jtoor-lose-it? test. A particular service is considered essential on the
basis of the traffic which it generates. Routes which meet the minimum

requirements are subsidized, while those that do not are abandoned,

A second approach has been called the *functional® approach,,?6

A service is considered essential in the public interest on the basis of
certain assumptions regarding the functions of transport. For example,
subsidized service to remote areas may be justified by assuming that the
public interest requires an equalization of the standards of public
service to all regions. Other examples include subsidized service to
promote a better distribution of industry or to develop smaller centres
to ease the costs of excessive congestion in densely populated areas. A
major problem with this approach is the difficulty of measuring the
benefits to be gained.

A third approach which attempts to deal with this problem of
measurement is the cost-benefit approach. It attempts to “quantify the
costs and benefits of a given public expenditure as a guide to public
policy“.77 However, this approach is not without difficulties either,
particularly where basically different programmes must be compared.

Regardless of the formula which is used to determine whether a

particular service is essential in the publie interest and therefore

76, See Studnicki-Gizbert, p. 108.

77, Studnicki-Gizbert, p. 11i.




deserving of public assistance, transportation economists are generally

in agreement on the conditions which must be met if such assistance is

to promote economic efficiency.

The first condition requires that subsidies be implemented in such
2 manner as to prevent distortions in the competitive transport market.
This condition applies regardless of whether the subsidy is designed to
assist the carrier or certain shippers or regions, If the carrier is
being subsidized, the regulatory policy should be the same as it would
in the absence of such assistance. That is, the rates which are charged
by the carrier should refloct the costs of providing the service within
those limits. established earliera77A The effect of the subsidy is to
provide the necessary revenues to cover the losses caused by rates set
at or below cost levels. If the subsidy is applied to lowering the rates
below cost, a misallocation of traffic and resources would occur,

On the other hand, if the purpose of the subsidy is to aid shippers

or depressed regions, the subsidy should be available to all carriers.

77h. See pp. 43-48 above., It must be emphasized that regardless of

whether marginal or average cost pricing is used, the determination
of the precise cost of a particular service involves a considerable
degree of arbitrariness, particularly when fixed costs are signif-
jeant, The arbitrariness arises in trying to apply a portion of the
fixed costs to the particular service. This fact should be borne in
mind whenever costs are being discussed. For a more detailed discu-
ssion of this problem, see the Royal Commission on Transportation
(Queen®s Printer, Ottawa, 1961), I, pp. 5458,

It is particularly important that rates reflect costs where
alternative modes of transport are available. Where the service is
supplied by only one mode, the immediate effect of low subsidized
rates may appear to be minimal in terms of efficiency, but
prolonged subsidization could result in inefficient industrial
location and a stifling of the development of alternative modes
over the long-run.
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A subsidy to some carriers but not others would result in an uneconomic
allocation of traffic to the favoured carrier, Such a practice would
make it difficult to determine the proper role of each agency in the
system, and could result in an overexpansion of the favoured agency.

The second condition requires that implementation of the subsidy
encourage maximum efficiency in the performance of the carrier. The
subsidy should provide an ineentive to the carrier to reduce costs,
improve service and generally improve efficiency. This condition
usually requires subsidies fixed in amount over a particular period
of time, While all subsidies should encourage efficient operations,
subsidies specifically designed to do so are normally used in situations
where a new type of service is introduced which is economically sound
but which faces serious obstacles in getting started; or where a carr-
jer requires assistance to abandon services which cannot be justified
on economic grounds and where abandonment would result in greater
efficiency.

Before discussing the various methods of subsidy, a number of

indirect forms of subsidy should be recognized. One such subsidy occurs

in the public provision of facilities for users who are not required to

pay the full cost of those facilities. Another example is government
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gubsidy are not easily identified. These objections to the ‘needs’
approach render such a policy unsatisfactory from the standpoint of
economic efficiency.

A more precise method of subsidization links the subsidy to a
specific problem which the carrier must face., Most commonly, the subsidy
is provided to maintain a service which is marginal or is losing money
but which is required in the public interest. There are several
advantages to this method. First, such an approach requires government

to be specific in defining the need. Second, this approach relieves the

carriers of the necessity of employing a policy of cross-subsidization

by providing for adequate revenues on loss routes, Finally, by clearly

identifying the subsidy, the possibility of controversy is lessened.

In addition to tying subsidies to specific routes, some writers

have advocated equipment subsidies, particularly for the regional air

carriers.82 Such a subsidy is recommended because the carriers need

modern aireraft to achieve fleet rationalization and a more efficient

utilization of equipment, but they face serious transitional problems

with financing and problems related to making effective the introduction

of new equipment, It is particularly important for economic efficlency

that the subsidy be strictly administered and properly evaluated to
83

prevent carriers from becoming Yover-equipped",

82. Studnicki-Gizbert, p. 70, For a specific proposal in the

Canadian context, see R.F. Harris, The Economic Efficlency
of Regional Air Carriers_in_ the National Transportation

System (Center for Transportation Studies, University of Manitoba,
January 1969), pp. 12-13.

83, Studnicki-Gizbert, p. 72
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Public and Private Ouwnership

As far as economic efficiency is concerned, the basic issue is
whether public enterprise can provide the services more efficiently or
as efficiently as private enterprise or regulated private enterprise.
Economists seem agreed that no general case can be made as to the greater
relative efficiency of regulated private enterprise or publiec enterprisee8u

It is generally argued in the so-called capitalist countries that

the "free enterprise" system (competition among privately-owned

companies in the marketplace) is the best (or most desirable) mechanism
for achieving an efficient allocation of resources and efficient
solutions to complex problems or situations. The discussion to this
point indicates that there are compelling reasons why competition among
firms may not produce results consistent with the public interest.
Similarly, there are important reasons why public ownership may be a
more desirable form of corporate organization than private ownership.
First, public ownership may be the only means under certain
circumstances by which necessary services can be supplied. Such was the
case when the Canadian National Railways was formed in 1923, following
a period of over-expansion and subsequent bankruptey by a number of
privately-managed railway firms.8b"A Another example was the establishment

of Trans-Canada Airlines during the depression. In this case public

enterprise provided the only means of supplying a new and necessary
service, Thus, regulation of private enterprise cannot substitute for

public ownership where a service does not already exist.

8L. Two such views are expressed in C., Wilcox, Public Policies Toward
Business (R.D. Irwin, Chicago, 1955), Ch, 29, and T.N. Brewls and
others, Canadian Economic Policy (MacMillan Company of Canada,
Toronto, 1965), Ch. 33.

84a, Tt is assumed in the case of the CNR that the government chose to
assume the bonded debt rather than offer the bankrupt lines at
market value to the private sector.



public ownership may, under ceriain cilrvcumsiances, be 2
form of organization to achieve public policy objectives.
corporation may be more sensiti to the needs of the public
than the private corporation,
profit for the sharx lders,
able to make his or her wishes better known and acted upon through
the marketplace.,
It should be realized that the feasibility of government ownership
depends not simply upon its administrative advantages or disadvantages

1 =

n serving the objectives of public policy. Tt depends in large measure

on the economic and political climate which prevail iz particular
country in gquestion, Where there ex a - deal of suspicion of public
as opposed to private enterprise, ] ctive and efficlent operation
of public enterprise I impossible or simply not propeosed. Conversely,
public enterprise may be endorsed as a matter of

The feasibility of public enterprise also de

on the nature of the central government, demographlic characteristics,

itudes concerning the proper role of government in economic

"There is evidence that those democratic countries
ich have evolved strong central governments,
because of moderate geographic size, a homogeneous
population; and an important measure of dependency
for economic welfare upon the effective operation
of government, have been able to work ocut a basis
for conducting public enterprise efficiently,"85

In Canada the existence of public enterprise 1n transporta

85, Brewis, p. 75.




roven ability to serve the public

role which transportation h ved in the establishment

5

ity and development throughout history, and,
reflects the concomitant development of effective governmental

machinery for efficient management, and a nation of people prepared to

accent and support such enterprise.

i

Assuming that an appropriate economic and political environment

-

exists for public enterprise and the necessary skills to manage complex
on services are available to government, there are a number

of issues related to public ownership and economlc efficiency,

: im0

Students of industrial organization®™ generally recognize three

potential problems with public ente y two of which are directly

related to efficie: The problems az chieving efficiency and progress
without the Tit w reconciling the potential conflict between

1

efficiency and public accountability, and protecting the interests of

the consumer of services, This last problem refers to poor
high prices and discriminatory treatment, which may
in operation,

he first problem may arise because of a lack of motivation for

improved performance by management in public enterprise, But this will

depend upon several factors., The motivation which senior management has

provide efficient operations will depend upon the relationship which

has with the stockholders ) nmne Ihe : v of organization

important, The government nt 3 sual t recommended

because it too easily Psters politil 1 nce and bureaucratic

86, See Wilecox, Ch, 29.
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control. The public corporation is favoured because it operates as any

other enterprise except that the government (federal or provincial) app-

oints the senior management who are responsible to the legislature through

a minister of the cabinet. Where management is permitted to be independ-
ent in this fashion, motivation and incentive will exist,
Another factor which bears on the issue of motivation is prestige.

' The divorce of ownership and control, and the growth of the corporation

to a multi-national status has had the effect of providing incentives

to senior management beyond simple profit-maximization., Prestige is

also measured by the size of assets, annual sales figure, influence in
political and social affairs and so on.

The second potentially serious problem with public enterprise is

the reconciliation of efficiency in operations with public accountability.
However, as governments become more mature and the electorate more
sophisticated, the possibility of political influence seriously impeding
the efficient operation of public enterprise becomes more remote. The
public corporation must be free from major political pressure and partisan
interference to ensure continuity of policy and sufficient flexibility,
and to encourage initiative and innovation., In this regard, it is very
mmmmtmﬂgwwmwmp@ﬁdy@dwemﬂis%mﬁ%ofﬁemﬁk
corporation in relation to national transportation policy. It is important
that subsidies and other forms of public assistance be made explicit

both as to the amount and the objectives. Such a policy would help

clarify any special roles which such enterprise is expected to perform

in the public interest.
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(9> review and report upon the effect, if any, of economic, geog-
graphic or other disadvantages uvnder which cerialn sectlons of
Canada find themselves in relation to the various transporta-
tion services therein, and recommend what measures should be
initiated in order that the national transportation policy may
best serve the general economic well-being of all Canadaj

b) review the Railway Act with
to the Board in general freigh
rates, international rates,
ments therein as may appear to them to be

(¢c) review the capital structure of the Canadian National Railway
Company and report on the advisability, (or otherwise), of

e
establishing and maintaining the fixed charges of that
Company on a basis comparable toother major railways in
North Americas

w the present-day accounting methods and statistical
lure of rallways 5p Cznada, and report upon *hﬁ sdvii"iWity
i1

0]

(d) revi

tion of assets, revenues
raillway and non-rail

e) review and report on the resullts achlieved under the Canadlan
Nationa1~69naQ1»n Pacific Act, 1933, and amendments thereto,
making such recommendations as the present situation warrants;

) report upon any feature of the Railway Act (or railway legislation
genera ‘Wy) that might advantageously be revised or amendad in

view of present-day conditions.

n addition, the terms of reference authorized the Commission *to include

ts examination and to revort upon all matters which the Members of

=te

[%

>
'

the Commission may consider pertinent or relevant to the general scope

o~

of the inquiry”., Finally, the lterms of reference excluded from the

~,

scope of the ingquiry an examination of the "performance of functions
which, uvnder the Railway Act, are within the exclusive jurisdiction of

the Board of Transport Commissioners™,?

2, Report, p. b,
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e found to the x
the
polici
compan he use of external funds by diversified corporations to

support transportation services, the viability legislation to promote
cooperation between transportation companie nd the status of existing
railway legislation.

Tn addition to these specific instructions, the Comm’
2 free hand to evamine anything which it considers velevant to natl
transportation policy and the economic well-belng of the country.

Tn spite of the wide latitude given by the terms of referenc
Commission does not pay much attention to economic efficlency
The main focus of the Report lies elsewhere. First priority is given
to examing the problem which prompted the appointment of the

in the first place, namely inequitable railway frelght rates. The

Commission devotes most of its Report to an assess of how the present

railway value-of~-service pricing policy, combined with horizontal rate

(SR

increases, might be changed so that railways can have sufficlent revenues
to be viable enterprises, while no undue burden is placed upon certain

shipoers or regions of the country., The inequitable application of rate

should not nreclude a Full discussion on economic
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the Commission to recommend
vwhat measures
ion policy may
submissions made
he Commission "urging the ° rdination' and ‘integration® of all
regulation of all by one
recommends the establishment of
functions of the
nsport Board, and
Significantly, the stated objective of
regulatory authority is economic efficlency,
o

(o2

>Fficlent transportation services and of ‘coordinating and harmonizing’

A . ..
he service in the public interest®,® It is desirable Lo apply similar

principles of regu ] to 211 modes of transport “for the accomplish-
common purpose, viz, that of enabling each agency to perform
ce advantageously and properly as part of a national

tion Structure“g7 Each of the five means of transportation

"inseparably inter-related” and they should "be so regulated as to serve

not only individually but collectively in meeting the country’s

efficlency are very
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of national policy, or in relation to one another. It is not surprising
therefore to find the Commission recommending, for example, a subsidy to
a carrier to offset the effects of great distance for the long-=haul
shipper, without considering how such a subsidy will effect the develop-
ment of other carriers, or any other aspect of economic efficiency.10

The Commission tends to be excessively preoccupied with directly
answering complaints raised by groups appearing before it. One result
of this practice is that the Report lacks an overall coherence, and issues
seem to develop out of context. This is important for our purposes
because, while it is not unusual to find isolated comments in the Report
which have a direct bearing on economic efficiency, most of these
comments are made in response to complaints, and appear without comment
on their significance for economic efficiency. The reader is warned
therefore that a compilation of these comments in this study will tend
to exaggerate the relative importance which they assume in the Report.

In conclusion, it may be argued that the terms of reference offer
the Commission considerable scope for its inguiry into national trans-
portation policy. For whatever the reasons may be, the Commission chooses
a ?articularly narrow interpretation of the terms of reference, and

conceives of its responsibility largely as a mediator in the disputes

between the carriers, the shippers and certain disadvantaged regions of

Canada, The Commission seeks solutions to these disputes which are
consistent with national transportation policy.
However, the objectives of national transportation policy and

their relative importance are not specified. Furthermore, the carriers

10, This and other examples will be studied later in this chapter,
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rallway system. The Report estimates that some 23% of the
total traffic of the railwavs is international traffic. hile

both the American Interstate Commerce Commission and the

Canadien Board of Transport Commissioners must approve rate
increases, the practice has been that the Board of Transport
Commissioners always granis increases of the same amount and
at the same time as the Interstate Commerce Commission, Thus,

& significant portion of railway revenues is effectively bevond

the control of the Canadian regulatorv authori
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the long run, the specific dislocative effects of such

inflationary pressure on the rate level will depend on where

the railways decide to apply the increases, However, it is
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likely that the problem of international traffic will serve

to intensify the developments discussed zhove,

To summarize the essential point, 1t is apparent that the
development of the
of a Tinancial natur
the loss of sienificant volumes to the trucks by continuing
to use the value-of-service pricing system and by applying for horizontal
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railway rates on selected non-compnetitive
revenues, the less traffic will move by rail., At the same time, these

volicies are highly discriminatory in their effects on certain shippers
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The proposals made by the Commissicn are almost exclusively
designed to create greater equity in the railway freight rate structure
for the different regions of Canada, In proposing greater equity, the
Commission is in fact arguing that equity has become the most important
priority for national transportation policy. Economic efficiency is not
singled out at any peint, with the one exception already noted, The
reasons why this particular objective of national transportation policy
is emphasized are not made perfectly clear in the Report. Certainly the
terms of reference do not limit the inquiry in this regard. As noted
earlier, the failure of the Commission to develop its arguments and
policy proposals in relation to a full assessment of the objectives of
national transportation policy renders the task of identifying and
explaining its positlion with respect to such objectives very difficult,

The remainder of this chapter is deveted to an examination of the
ma jor proposals made in the Report from the point of view of how they
will affect the objective of economic efficiency. This assessment is
divided into five parts; namely competition, regulation, coordination,

subsidy, and public and private ownership in transportation.

Competition

The major paxt of the discussion on competition focuses on the
historical development of rail-truck competition and its effects on
economic development in regions outside Central Canada. The Memorandum
by Dr. Innis is the most concise and thorough presentation of the
Commission's views on this subject. With few exceptions, the discussion
in the remainder of the Report provides further elaboration of points
raised in the Memorandum,

Neither the Memorandum nor the main body of the Report analyses
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the specific role played by competition in the national transportation
system, nor do they examine the potential for competition in the future
development of that system., Competition is not assessed as a mechanism
which can achieve particular objectives under specified conditions., It
is studied solely as a contributing factor to the increasing inequity of
the freight rate structure.

It is important to remember that the views of the Commission on
the different aspects of competition discussed here are scattered through-
out the Report and must often be taken out of the context in which they
appear, They are examined here in a particular order for easy reference
to the discussion in Chapter 1 of this study. The different aspects of
competition examined here are not part of an overall assessment of

competition in the Report,

Intra-modal Competition

The discussion on intra-modal competition is confined to the rail-
way, trucking and airline industries, and is referred to in a sketchy
fashion in several parts of the Report.

With respect to the railway industry, the Commission supports a
preservation of the status quo. It rejects suggestions for both
amalgamation of the two major railway system516 and forenforced co-
operation by the Board of Transport Commissioners,17 It argues that the
period of excessive competition between the CNR and the CPR ended about
the time of the Depression, following a few years of intense competition

over markets after the formation of the CNR in 1923, The Canadian

169 Reportg PP° 128"'130

17, Ibida, pe 2239



82,

National - Canadian Pacific Act of 1933, an Act which provided for
_ yoluntary co-operation between the railways to save on some duplication
and waste, is, for the Commission, evidence of the "emergence of a
position of relative equilibrium between the two systems"518 The market
structure is described as duopolistic., The potential harmful effects of
an essentially monopolistic structure can, and is being contained by
competition from other modes of transport, particularly the trucks, and
by effective regulation of rates, The Commission is satisfied that
competition in the rail industry is providing the public with efficient
rail transportation.

"There appears to be no reason to recommend any

change in a transportation policy which has

provided the Canadian people with efficient

rail transportation services through the

medium of a private company competing with

a government-owned railwaye"19
The Commission says almost nothing about intra-modal competition
in the trucking industry. The one chapter set aside to discuss trucking
was written only because the trucks have an important bearing on the
welfare of the railways,zo The Report simply notes that there are
common carriers, contract carriers and private carriers. The chapter
concludes with the following statement:
", osthe trucks are not to be considered as providing
merely a form of unfair competition to the railways.
The trucking industry has a useful part to play in
transportation., A large part of its business is

applied to the hauling of traffic which would not
go to the railways in any event,"2l

18, Report, p. 296,
19, 1bid., p. 199.
20, Chapter XV, pp. 265-266,

21, Ibid., p. 266,
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Implicit in these remarks is the concept of inherent advantage.
There is also a suggestion that the trucks, and therefore the railways,
are presently transporting cargo for which they do not possess an in-
herent advantage. But no assessment is made of the extent of this mis-
allocation of resources. It is stated simply as a matter of fact.

With respect to intra-modal competition in the air transpoxrt
industry, the Commission briefly states the policy of the Air Transpoxt
Board.

*In order that the public may continue to enjoy
the advantages of regular alr services, operat-
+ors of such services must be assured of all the
traffic offered between the points which they
serve, However, the Air Transport Board has
nade some exceptions to the established policy
and has permitted competition when satisfied

that such competition would not unduly pre-
judice the scheduled operator, 22

No attempt is made to explain the content of this policy.

Inter-modal Competition

Chapter 1 of this study examined the circumstances in which inter-
modal competition could be expected to work as an effective mechanism
to achieve a reasonably efficient transportation system. Four factors
were discussed in particular.

The first factor, the equalization of competitive circumstances,
receives very little attention in the Report. Reference is made on
several occasions to the fact that there is a division in ownership

between the basic facilities and the operating equipment for watexr

22, Report, p. 261,
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carriers, trucks and airlines, with the public sector responsible for

providing the basic facilities, and maintaining them. The Report does

not examine the rationale for these policies, but notes that historically

the federal and provincial governments have assumed these responsibilities,
The important issue of user fees is discussed by the Commission

only because it was dealt with in some submissions. It is dismissed

very quickly in the Report. Brief mention of the subject is made in

Chapter XIII, Air Transportation, where the Commission argues:

“The submission that air transportation should bear
an increasing portion of the cost incurred in provid-
ing operating facilities raises a question for
administrative decision and not for any recommenda-
tion by this Commission,"23

The matter is also referred to in Chapter XV, Motor Vehicles, where the

Commission states:

wpll that can be said here on this point is that
jt is in the interest of the provinces to collect
at least enough revenue from this source (licence
fees and gasoline taxes from trucks) to avoid
loss if not to make a profit, and there does not
appear to be any reason to suppose that this is
not being done,."24

The Commission does not suggest why it would be in the interests of the
provinces to do so, The only other reference to user charges is made
in the Memorandum where it is noted that the tolls on canals were
abolished in 1903,25

Apart from user fees, the other aspect of the equalization of

competitive conditions concerns the unequal impact of regulation on

23, Report, p., 261,
24, Ibid., p. 266,

25, 1Ibid., p. 2%,
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conmon carriers as opposed to private, comtract and other forms of

tranSPOfte The Report studies this problem in a section called Delays

}E.Efeight Rate Revenue Cases°26 In this case, the railways complained
of the difficulties they suffer as a result of the time lag between
their requests for rate increases, which follow very closely increases
in costs due to wage increases and other cost factors, and the granting
of the increases by the Board of Transport Commissioners. The rallways
are therefore at a disadvantage compared toc non-regulated carriers. The
Report recommends that where a prima facie case can be made for increases
or decreases in rates, the Board “should consider the desirability of
granting interim relief at the earliest possible date pending the

final disposition of the application"az7

The second factor which has an important bearing on inter-modal
competition is multi-modal owmership. The Commission supports the
principle of multi-modal ownership provided the services so purchased
are supplementary in nature, The Commission is satisfied that "there is
no evidence to show that there is danger at present of the rallways
stiffling competition by ownership of trucks., This would be a matter

to be dealt with if and when the occasion arises”.28 Multi-modal
ownership is desirable if it improves the coordination of transportation
sexrvices,

The related issue of the use of non-rail revenues generated by
businesses owned by transportation companies receives passing mention

in the Report, The Commission recommends that a system of accounting be

26, Report, pp. 71-72.
27, Ibid., pP. 72.

28, 1Ibid., p. 153
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adopted which would "clearly distinguish between rail and non-rail
items"ez9 However, this recommendation is intended simply to provide
more information in the rate cases before the Board of Transport
Commissioners and is not recommended for the purpose of limiting the
use of non-rail revenues for railway purposes. The Commission supporis
the policy of the CPR to use "all funds at its disposal for railway
purposesu"so

This kind of cross-subsidization, involving the use of funds
from one sector of a corporation®s activities (which may be completely
unrelated to transportation) to subsidize transportation services,
may easily affect economic efficiency adversely. This will occur,
for example, if the traffic acquired or retained by the subsidized
carrier should in fact be transported by a different carrier or firm,
because the latter is more efficient.

The suggestion was made to the Cormission that the Federal Govern=-
ment should subsidize the losses incurred on passenger service which the
railways supply as a matter of public policy. The complainants objected
to the practice of the railways subsidizing their losses by raising
freight rates, particularly on the long haul traffic., The Commission
rejects the proposal for federal subsidy and approves the practice of
internal subsidization of unprofitable passenger services with higher

than necessary freight rates.

29. Report, p. 218,

30. Ibid., p. 216,
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Such a policy is not a desirable one from the point of view of an
efficient allocation of resources because rates will not reflect the cost
of the service, Whether the federal government should subsidize the
passenger services which they consider necessary in the public interest,
or whether they should require the railways to support such services
with nen-rail revenues is a highly controversial subject involving debate
over the historical responsibilities of the CPR. The relevant point
here is that this type of cross-subsidization tends to misallocate
resources in favor of passenger traffic at the expense of freight.

A third factor affecting inter-modal competition is the matter of
divided jurisdiction between federal and provincial governments over the
regulation of transport and the provision of basic facilities, Control
over provincial trucking and the building of highways by the individual
provinces introduces a complicating factor into the competitive structure
of the transportation industry., An important historical aspect of this
problem has been the use by the provinces of their control over the
trucks to fight monopoly practices by the railways. The Commission
points out, for example, that the Province of Manitoba has a deliberate
policy of maintaining truck rates below rail rates, and has refused to
increase truck rates by the same percentage as rail rates increase.,31

Apart from noting such policies, the Commission makes no attempt
to examine what the effects of such policies have been on the development
of the transportation system.

The final aspect of inter-modal competition which has important
implications for economic efficiency is the pricing policies of the

carriers, and particularly the value-of-service policy. The Commission

31. Report, p. 297,
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objects to this policy because it produces inequity in the freight rate
structure, but it does not specifically examine the effects of this policy
on the allocation of resources in transportation., This subject is examin-

ed in greater detail in the following section.

Regulation
The major portion of the Report's analysis on rates and the

regulation of rates is directed at finding a solution to the complaint
of inequity made by the provinces before the Commission. The Report
summarizes this complaint as follows:

»In essence the main cause of complaint is that

the outlying provinces suffer a disadvantage

because of the long distances which separate

them from their sources of supply and also

from their markets - long haul traffic, in some

cases on primary commodities of low value,

subjected to horizontal increases in rates,"32
The various regions proposed different solutions to the problem, All
regions wanted lower rates and all were determined to retain any exist-
ing advantages, such as statutory rates, The Maritime Provinces wanted
a restoration of the effect which The Maritime Freight Rates Act had in
1927, but which had subsequently deteriorated. The Prairie Provinces
and British Columbia favoured equilization of the rate structure across
Canada., Saskatchewan also propused a system of subsidies which weould
compensate the region for the adverse effects of national policies,
vhich it claimed do not bear equally on all regions.

The Report examines a great many types of rates and rate-making

practices, Included are horizontal rate increases, standard mileage

class rates, competitive rates, distributing class rates, agreed

32. Report, p. %45
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charges, terminal rates, transcontinental rates, international rates,
export and import rates, interline rates, developmental rates, expiry
rates, rate grouping, tapering of freight rates, stop-off privileges,
value of service rate-making, the mixing rule, statutory rates, and
the freight classification., The most important for our purposes are
the horizontal rate-making method, competitive rates, developmental
rates, agreed charges, and statutory rates, The discussion of these
rate policies and practices and the separate chapter on equalization33
contain the basic argument in the Report,

A study of these sections of the Report leads to a number of con-
clusions. Most generally, no critical assessment is made of the theory
behind regulation in Canada or what objectives it is designed to
achieve, The discussion on the regulation of rates consists of an
examination of.a variety of rates and rate-~ making practices to assess
their effects on equity in the freight rate structure, and to propose
changes where the effects tend to create inequity.

Throughout the Report it is evident that the Commission 1s seeking
a rate structure and rate level for the railways which will accomplish,
simultaneously, two basic objectives: provide sufficient revenue to the
railways to ensure their financial survival and, to permit the freest
possible interchange of commodities between regions of Canada without
unduly discriminating against any region or commodity. In other words,
the problem of inequity cannot be resolved at the expense of the

financial requirements of the railways.

33. Report, Chapter IV, pp., 122-127,
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From the point of view of economic efficiency, no assessment is
made explicitly of the effects which the policy designed to achieve
greater equity will have, or is likely to have on efficiency in the
national transportation system, But a number of principles of rate-
making are examined which are important for economic efficiency,

In a section entitled Cost of Service Princip1e34 the Commission

rejects a suggestion by the Province of British Columbia that the rate
system should be based primarily on the cost-of-service rather than the
value-of-service principle, It argues that a change from value of service
pricing would constitute a "dangerous experiment"™, noting that shippers
have come to depend on the present structure. Significantly, the
Commission warns that a change in principle might lead to higher rates

on low-valued commodities and "it is important that these rates should

be kept relatively low", The Commission therefore chooses to endorse

one objective of policy, that special consideration be given to primary
commodities, but it does not explore the implications for any other

objectives, including economic efficiency. Indeed, it does not even

suggest that a choice between objectives is implied in its argument.
Although it rejects the cost of service principle as a general
policy for rate regulation, the Commission does recommend that freight
rates be compensatory. In the case of competitive rates,35 rates also
must not be lower than necessary to meet the competition., The Commission
does not adopt this position because it is generally consistent with the
objective of an efficient allocation of traffic among carriers, but

because rates below cost create additional inequity for shippers moving

3!4'0 Report, PP, 118“’119.

35. Ibid., pp. 83-87.
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non-competitive traffic, In this case, the objectives of greater equity
and improved efficiency are consistent with one another. The Commission
uses similarx arguments to support developmental rat65936 put in this case
rates must not create unjust discrimination or undue preference, in
addition to being compensatory.

Not surprisingly, the Commission is able to support compensatory
rates where the objectives are similar to those noted above, but can
oppose this same principle in circumstances where it chooses to endorse
yet another objective of public policy. This is the case with respect
to the Crowsnest statutory rates, where the issue of whether rates at
least cover marginal costs is not considered relevant because the rates
must be maintained in the national interest. 8imilarly, no consideration
is given to what overall effect the Maritime Freight Rates Act has on the
development of the national transportation system and such objectives
as economic efficiency. In both cases no assessment or mention is made
of the probable effects of these policies on any other objective of
national policye

The chapter on The Maritime Freight Rates Act deals primarily
with the complaint voiced by the Maritime Provinces that the advantages
conferred on that territory by the Act in 1927 have been eroded by the
growth of rail-truck competition in Central Canada. The terms of
reference do not suggest that the Commission avoid considering the nost
basic question of whether the Act is an appropriate transportation
policy. Several groups appearing before the Commission axrgued against
the principle of statutory rates. The CPR in particular stated that

wghis type of assistance does not encourage normal or desirable economic

36, Report, P. 108,
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be kept relatively low", The Commission therefore chooses to endorse

one objective of policy, that special consideration be given to primary
commodities, but it does not explore the implications for any other

objectives, including economic efficiency. Indeed, it does not even

suggest that a choice between objectives is implied in its argument.
Although it rejects the cost of service principle as a general
policy for rate regulation, the Commission does recommend that freight
rates be compensatory. In the case of competitive rates,35 rates also
must not be lower than necessary to meet the competition., The Commission
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objective of an efficient allocation of traffic among carriers, but

because rates below cost create additional inequity for shippers moving

3!4'0 Report, PP, 118“’119.
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development",37 While opposing any extension or implementation of similar
policies elsewhere, the CPR did not recommend the appeal of the Act
because "vested interests have been built up under it which might be
destroyed”, But the Commission made no assessment of how such legislation
may affect a variety of objectives of national transportation poliey.

A specific problem with respect to efficiency is the application of
the subsidy to only one carrier, the railways., A recommendation was made
to the Commission that the subsidy should apply to steamship lines
operating within the select territory defined by the Act, The Commission
dismissed this subject, and did not study the implicatioms of this policy
on the development of other types of carriers in the protected region.

It stated:
"The Act was not designed as a subsidy Act except
to compensate the railways for the statutory reduc-
tion in their tolls, If the steamship companies
can show that they are in need of subsidies and
that the service they provide is an essential one,
the course for them to adopt is to apply to the
Canadian Maritime Commission., Each case will un-
doubtedly be considered there on its own merits,
The subject is not one to be considered in this
study of the working of the Maritime Freight
Rates Act.*38

The Report similarly avoids examining the impact on the nation’s
transportation system of claims made by the CPR that the statutoxry
Crowsnest Pass Rates were not compensatory, and that other shippers
are subsidizing the railways for the alleged losses, resulting in a
misallocation of resources.

After reviewing an extensive brief submitted by the CFR purporting

to show the losses incurred on the traffic moving under the Rates, the

37. Report, p. 233.

38, Ibid,, p. 236,
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Commission concludes:

w, ,the determination of the question of whether
or not these rates are in fact compensatory is
not of essential significance to the proposals
the Commission intends to make concerning their
future treatment."39

The proposals referred to are that no changes could be recommended
in either the principle of statutory rates or in the desirability of
Parliamentary control over them, That is:

"The conclusion which commends itself to the Commiss-
jon is that the time has not come for Parliament to
divest itself of the immediate control of these
rates which it assumed in 1897... On the contrary,

it would be against the national interest at

this moment, in view of the uncertainties which

exist in world affairs, and conseguently in world
market prospects, to subject this great export
industry to the disturbance which the abandonment

of statutory protection would undoubtedly cause.’

The section of the Report dealing with agreed charges as a rate
policy!"’1 raises a number of key issues for efficiency, and also serves
as an excellent example of the vagueness which characterizes much of
the Report’s discussion on efficiency matters. Once again the Commission
supports the principle of compensatory rates. But the CNR argues that
the trucks are transporting goods under circumstances for which they
do not have an inherent advantage. They are able to do this because
they can "pick and choose" traffic much more readily than the railways

can, and consequently choose the high-rated goods where the largest profit

can be realized, If the railways were permitted by means of the agreed

39, Report, D, 244,
4o, Ibid.,, p. 249.

41, 1Ivbid,, pp. 88-96,
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charge to offer rates at cost level, plus some profit, then "the trucks
would be unable to operate beyond the limit zone within which they admitted-
ly have an advantage"042

In rejecting the railway's request for additional authority to use
the agreed charge, the Commission does not consider the concept of
inherent advantage, It rejects the request with expressions of fear
about the possible effects of wider use of the agreed charge on the
trucking industry. First, the Commission fears that competition might

be stiffled,

»The danger in the proposed amendment lies in the

power it would give to stifle competition.” 3
Second, the Commission fears the potential effects on the growth of the
trucking industry,

»“This might prevent the growth of a form of

transport which may be of great value to the

commerce of the country...Any weapon which

might seriously endanger or bring about the

elimination of the trucking industry musi be

guarded with close restrictions.*™

No evidence was given to support these anticipated results, and the

Commission fails to clarify or comment on the issues raised by the rail-
ways, The railways did not argue that the trucking industry should be
prevented from existing or indeed expanding. On the contrary, they

specifically refer to theadvantages enjoyed by the trucks to carry traffic

under certain circumstances, They wished the Commission to comment on

42, Report, p. 9.
43, Ibid.,, P. 95.

L4, Ibid., pp. 94-95.




95,
the relationship between the use of the agreed charge as a competitive
policy, and the proper role of the trucking industry as a competing mode,

Similarly, the railways did not object to close supervision to
ensure that the agreed charge would not be used to destroy competition,
They are asking the Commission to examine under what circumstances that
competition will be beneficial to the iransportation industry. They
take the position that competition which is created because of distortions
in the rate structure of the railways is articicial, in the sense that
it does not reflect the true economic capacilities of the different
carriers, If therefore as a result of lowering their rates to the cost
plus level, the railways eliminate truck competition, the “stifling”
of competition is a desirable consequence from the point of view of
economic efficiency,

In concluding this discussion on rate regulation and efficiency,
it is worth noting that the Commission itself has no long-run view of
how equalization will occur, or indeed which criteria should determine
under what conditions rates be equalized,

This is partially evident in the discussion of the horizontal method
of applying rate increases, The Commission recognizes that the railways
favour this method because of its simplicity and because it is the most
effective method to raise revenue where the pressures of competition
from the trucking industry for some traffic exist side by side with a
virtual monopoly for the railway on other traffic, The method is opposed
by regioné who are dependent for their well-being on the long=haul of
traffic,

According to the Commission the solution to this dilemma is in the

hands of the railways themselves., That is:
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wIt appears therefore that the answer to the questiion
raised lies mainly with the railways themselves,
since the means of removing the cause of dissatis-
faction is within their own initiative,..rallway
management in the past has often proceeded, in fix-
ing freight rates, without sufficiently consider-

ing the interests of the community to be served,

and without even showing a proper conception of

the long-run interest of the railway."

The Report offers very vague guidelines which the railways are to

observe in applying rate increases.

“The railways should make studies of traffic con-
ditions in all their bearings and should present
to the Board,..proposals showing not only their
maximum percentage increase requirement, but
also, among other particulars, varying percent-
age increases on different commodities, flat,
instead of percentage increases when these are
more suitable, and maxima in appropriate cases
in cents per 100 pounds or other unit, Special
attention should be given to long haul traffic
and to rates on basic (or primary) commodities.
The railways should be in a position to do this
especially in the light of new statistical
procedures,"”

The Commission recommends that the Board of Transport Commissioners
should insist that the railways approach their requests for revenue
on this basis.

Tt is difficult to determine what principles underline these
recommendations. Curiously, the Commission sees no contradiction be-
tween the railways® efforts to pursue profit-maximization on the one
hand, and the proposed responsibility to decide on the relative importance

of different commodities to the various regions of the country. Apart

L5, Report, p. 47,

L6, 1Ibid.,, p. 61l.
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from making such general references to the need for more decision-making
on policy matters by the railways, the Commission does not provide
specific guidelines on how the railways should treat different commodities,
or what priority should be given various commodities.

“HEach case must stand on its own merits; different

consideration will apply under different economic

conditions; and undocubtedly different considerations

apply in the case of small, as compared to large,

increases,"+7

It is difficult to understand why the railways are cast in the

role of having to establish under which conditions the objective of an

equitable rate structure will be achieved, While it is suggested that

the Board of Transport Commissioners will supervise the move toward

such a rate structure, it should be recalled that the existing inequity
in the rate structure is in no small measure due to the profit-maximizing
efforts of the railways in the first place,

Similarly, the chapter deveted to a discussion of the principle of
equalization does not provide specific criteria., The Commission offers
the following observation as evidence that greater equality in the rate
structure is in the public interest,

“It appears that Canada has reached a stage in its
development when former methods of making regional
rates must give way to a uniform rate structure that,
as far as may be possible, will treat all citizens,
localities, districts and regions alike,™

The Commission recommends that equalization be implemented as a

general principle only, stating that "it is difficult to conceive of an

ungualified statutory rule for equalization"e“9

47, Report, p. 62.
48, 1Ibid., p. 127,

4’96 Ibid@, Pe 1259
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The exceptions named by the Commission offer a partial answer to
which criteria should apply for equalization., Statutory rates are
exempted for reasons discussed above, International rates and rates on

export and import traffic are exempt because of their ¢critical relation-

ship to rates in the U,S. Competitive rates and agreed chavrges are

exempt because competition is a legitimate basis for differential treat-

ment according to the Commission,

Significantly, no mention is made of whether differences in operat-
ing costs, due to density oftraffic, cost of supplies, differences in
terrain or other factors, would justify differences in rates in various
localities,

Here as elsewhere the Commission does not clarify under what
conditions rates may be equalized, and if they are, what the implications
are likely to be. The Commission simply refers toc the need for a great
deal of study by both the Board and the railways. Theeffects on other
carriers are completely ignored,

"The objective of equalization is something which
can only be attained after comsiderable study by
the Board and by the railways. Undoubtedly many
serious problems are involved, for example the
effect that the proposals may have on rallway
revenues, on established industries and on trade
and market patterns,"50

It is apparent that the Commission views the establishment of one
uniform equalized class rate scale and equalized commodity mileage scales
throughout Canada as the beginning of a gradual development toward a uni-

form rate structure, Other rates will be equalized when the situation

warrants,

50, Report, p. 125,
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deal of study by both the Board and the railways. The effects on other

carriers are completely ignored.

»"The objective of equalization is something which
can only be attained after considerable study by
the Board and by the railways., Undoubtedly many
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Wwarrants,
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.
|
%
.
z

99,

“ifith the uniform equalized class and commodity
scales so constructed and put into effect with-
in a reasonable period it may be possible to use
these scales as a pattern for the elimination

of the several other anomalies which exist in
the numerous special freight tariffs between
specified points, It may be expected that such
special freight tariffs will be brought into
uniformity in so far as this can be accomplished
having regard to all proper interests. It
appears desirable that a beginning should be
made with the uniform scales. Other adjustments
may properly follow as time and conditions demon-
strate to what extent the many specific rates
now existing can be made more uniform than they
are today."5l

Regulation of Entry and Exit

The views of the Commission with respect to the regulation over
entry of new firms into existing markets, the expansion of existing firms
into new markets, and the abandonment of existing services, are all
prompted by comments contained in briefs presented before the
Commission, No systematic evaluation or study is made of this subject,
The largest part of this analysis is contained in the section Proposed

Railway Expansion and Matters Incidental Thereto. ?

The discussion on expansion is confined to the issue of building
new railway lines., The Commission argues that therestiill exists
opportunities for railway expansion in Canada, particularly in noxrthern
regions, With respect to the conditions which would Justify such
expansion, the Commission concludes:

“The day of illconceived and therefore excessive
construction seems to have gone by, and our

people can feel reasonably assured that from now
on no railway ventures will be undertaken excepting

51, Report, p. 127,

529 Ibideg ppa 130_1359




100,

after thorough investigation of each project and
always with due regard to the financial commitments
involved,”53
With respect to the abandonment of rallway services, the
Commission again offers a very general comment,
*Our railways should be allowed to practice...
economies in cases where operations are shown
to have become substantially unnecessary or to
be definitely unprofitable, especially, of
course, when it is shown that reasonable service
can be assured by other agenciese"54
Anticipating probable future developments within the transport
industry and between transport and other industry in general, the
Commission urges a change in the current unfavourable attitude among
the public toward railway abandonment, Referring to the experience
in the United States, the Commission argues that the future development
of the Canadian economy will require, if the railways are to remain
competitive, a more flexible attitude toward abandonment, which will be
needed to cope with changing competitive circumstances in the transport
sector, the cessation or relocation of industry, the exhaustion of
natural resources and SO O,
Two final references on this subject matter appear in the Report.
The first is a simple reiteration of the policy of the Air Transport
Board on permitting new carriers to compete on existing routes. This
was noted earlier, The other reference is made in respect to the low
barriers of entry in the trucking industry, But no discussion follows

on the implications of this market characteristic for the trucking

industry or other modes of transpoxt.

53. Report, p. 131,

5""9 Ibid-ag Po 1359
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", 0o the txrucker who offers his truck for hire...
has not only competition from other forms of
transport, but has many competitors in his oun
field, and from private truckers as well, If
the prices for his services is too high, persons
and industries can, with comparative ease and
small cash outlay, purchase their owm trucks, 35

Coordination

In Chapter XVII entitled National Tramsportation Policy, the

Commission examines the subject of coordination in national transporta-
tion poliey. It was noted earlier that it recommends the formation of
a Central Authority to combine the functions of the Board of Tramsport
Commissioners, the Air Transport Board, and the Canadian Maritime
Commission, A few general comments should precede a discussion of this
proposal,

Pirst, the Commission explicitly recognizes that effective co-
ordination of all agencies of iransportation is prevented because of
provincial jurisdiction over intra-provincial trucking and highway
construction, Furthermoxre, the Report notes that only the province of
Saskatchewan would agree (and on certain conditions) to turn over to the
federal government authority for regulating intra-provinecial trucking.
The Commission expresses “hope that the provinces will some day agree to
co-cperate with the Federal authority in the carrying out of a common
policy of cocordination"a56

Second, the Commission emphasizes the important of having a well
qualified and adequate research staff composed of experts in the many
fields of work related to transportation. The Commission argues that

“staff efficiency and the proper performance of duties™ will be enhanced

55. Report, p. .

569 Ibidep Ps 279°
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under a unified structure,’?

The Commissien argues that a unified decision making structure is
required to assess the impact of decisions made by the regulatory
autherities with respect to the different carriers, This is because
the different types of carriers, while separate, are very much inter-
related in providing transportation services, No matter what the object-
ives of regulation may be, this characteristiic of the industry requires
that the effect on other types of carriers, of decisions by regulatory
authorities made with respect to one type of carrier, be examined and
evaluated, The Commission suggests that unifying the functions of the
separate regulatory boards is the best way to achieve a coordinated,
efficient approach to decision.makinge

The objectives which the unified regulatoxy authority will attempt
to achieve is a separate matter entirely from the need to improve the
efficiency of the decision-making structure. The latter is desirable
regardless of the objectives to be pursued in regulation. The Commissien
does not clearly distinguish these two issues, but blends them together
and tends to confuse them, It recommends that the objective of
regulation under the Central Authority be, as noted earlier, the
development of adeguate and efficient transportation services, Regulation
of all modes should have the “common purpose” of "enabling each agency
to perform its service advantageously and properly as part of a
national transportation structure"a58

To state this objective in terms of having each agency provide the

services for which it has an inherent advantage and in such a manner that

57. Report, p., 280,
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carriers sexve "collectively” to meet the needs of the country, would
seem to indicate that the Commission understands coordination to mean
economic efficiency in the national transportation system, and not merely
coordination of the efforts of the regulatory authorities. In fact, the
discussion in the Report tends to support the latter interpretaticn,

for the following reasons,

It may be true that economic efficiency is declared to be the
objective of regulation, But it appears that the statement describing
the objective or *“common purpose®” of regulation was included only to
refer to another of many objectives of regulation in national pelicy,
and it has nothing to do with the discussion on coordination.’? That is,
the coordination to which the Commission refers is not identical to
economic efficiency, but ls instead conceived in terms of unifying ox
coordinating the work of the regulatory authorities.

This conclusion is supported by additional evidence in the chapter
and elsewhere, It is evident in the brief recounting of the history of
coordination of transport which the Commission gives,60 The concept of
coordination used there is a legal one, referring to whether Parliament
gave Jjurisdiction to regulate the carriers to one or more Boards, Thus,

*the trend of legislation in recent years has been away from integration

59, It is useful to recall the point made earlier in this Chapter
that the Commission refers to several objectives of regulation
throughout the Report, but at no time does it assess the relative
importance of these objectives, nor does it suggest how one
affects, or is related to another., Because of this, and in
view of the fact that this first explicit reference to
efficiency appears at the very end of the Report, it is tempting
to conclude that the Commission invoked the objective of
efficiency to justify establishing the Central Authority.

60, Report, pp. 276-277,
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and coordination: so that now there are three bodies instead of cne
regulating transportation”,éi

A more important indication that the Commission views coordination
in "decision-making” terms is the absence of any mention of how other
forms of public intervention such as subsidy and public investment
should be treated in order to achieve coordination in national transporta-
tion. An example will make this clear.

The Report suggests elsewhere that the Canadian Maritime Commission,
one component of the proposed Central Authority, is the appropriate body
to consult for those groups seeking subsidies in the water transport
industry.62 On the other hand, the Commission implies that the Air
Transport Board, another component of the proposed Central Authority, is
not responsible for subsidies in the air carrier industry963 Finally,
the Commission rejects the idea that the Board of Transport Commissioners
should be responsible for recommending subsidies for the railway industry,
claiming such a step would create an "intolerable' relationship between
the Board and the Government,64

These conclusions indicate that the Commission proposes a Central
Authority to achieve economic efficiency in transportation, but this
authority will not have control over subsidy, Presumably, decisions on
public investment policy are not within its Jurisdiction either.

It must be concluded that the Commission in refering to coordination

in transportation, does not mean coordination in the sense discussed in

Chapter 1 of this study,

61, Report, p. 277,
62, Ibid,, p. 236,
63, Ibid,, p. 261,

64, 1Ibid., p. 158,
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Subsidz

A similar pattern to that found in the treatment of competition,
regulation and coordination is evident in the Commission®s views on
subsidy. That is, economic efficiency is not an explicit objective
for public subsidization policy, nor do the recommendations made
indicate an awareness on the part of the Commission that the objectives
which it does choose to support are in any sense related to economic
efficiency, and indeed may be inconsistent with it,

The previous discussion on user fees and various forms of cross-
subsidization in the rate structure demonstrate very clearly that the
Commission was either unaware of (or at least would not recognize) the
effect of such indirect subsidy on economic efficiency, or was not concerned
with the effects, and chose to examine inisolation the objective it considers
a higher priority.

Similarly, the one chapter devoted to an assessment of a problem which
requires a form of direct subsidy makes no mention of economic efficiency
and, in fact, the recommendation made is likely inconsistent with that
objective,65

The proposal made is the familiar “bridge subsidy” which is designed
to "lessen the burden of freight rates for the Western Provinces whose
geographical location necessitates a haul of traffic inwards and outwards
over a long stretch of unproductive or only partly productive territory"séé
Thus, the objective of the subsidy is to mitigate the effects of distance
in the rate structure. The Report recommends that the Federal Government
subsidize the cost of maintaining the so-called °bridge®, that portion of
trackage on the CPR and CNR between Sudbury and Thunderbay. The subsidy

will have the effect of lowering freight rates, particularly on traffic

65, Report, Chapter XI, pp. 253-254,

66, Ibid., p. 253,
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moving from Western Canada to Central Canada.

The policy of tying the subsidy to the specific cost of maintaining
a given mileage of track appears consistent with the principles discussed
in Chapter 1, but the method of applying the subsidy (to reduce rail
rates) does not. That is, because the subsidy is applied only to rail
rates, an inefficient allocation of traffic and resources among the
competing modes will 1likely result, This problem is not considered by
the Commission in its explanation of the subsidy proposal., However, it
may be that this subsidy will have very little impact on efficiency
because it is supporting long haul traffic for which the railways have
cost advantages over the other carriers,

The discussion on subsidy provides another example of the apparent
confusion which the Commission displays when commenting on national
policy objectives. In one instance, the Commission recommends the
implementation of the "bridge"” subsidy and justifies this on the basis
of its interpretation of what constitutes the national interest. That isg

“It is the existence of this necessary link be-
tween Canada's two vast areas that must be
recognized, It is called for, not only by the
requirements of the exchange of goods for
commercial purposes, but also by those of our
national defence structure. The problem presented
is that of maintaining this link so long at least
as it does not provide sufficient revenue for

its own maintenance., This problem concerns the
whole country and not only its western portion,
and the responsibility for its solution should
be assumed by the nation as, for instance, in

the case of the maintenance of our canal
system, 67

67. Report, p. 253,
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In another section of the Report however, the Commission assumes
an entirely different attitude in respect to recommending subsidies
to0 promote certain public policy objectives, It was suggested that
the Federal Government provide subsidies to the aircrafi industry for
research and development, and to assist carriers to establish services
in certain regions of Canada,®8 The Commission responds by arguing that
these are matters of "either national or government policy upon which
no useful recommendation can be made",09 Again no reason is apparent
why the Commission chooses to endorse certain objectives of national

policy and not othexs,

Private and Public Ownership

The Commission examines the relationship between public and private
ownership in transportation and the objective of economic efficiency in
a2 reasonably explicit manner,

The analysis presented in the Report on this subject is confined
first, te a brief examination of a proposal for amalgamation of Canada‘’s
two major rallway systems under public ownership; and second, to an
exanination of the capital structure of the CNR and its relationship te
the establishment of a satisfactory rate policy for the two railway

systems,

It would be fair to summarize the Commission’s views on this
subject with the following statement:
»It is part of the National Transportation Pelicy

that the two great systems shall have the opportunity
to operate side by side, in order to provide the

68, Report, p. 260,

69, Ibid., p. 261,
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requisite services to the country and its

people and at the same time to serve as a check
and a balance on each other, without destroying
the opportunity of the privately-owned road to
live and progress and to earn a fair revenue,”70

The Commission offers four basic reasons for oppesing a proposal
for amalgamation under public ownership of the CNR and the CPR.

First, the Commission argues that if the Government of the day
had wanted the subject considered, it would have been included in the
terms of reference,

Second, the Commission agrees with the conclusion reached on this
subject by the Duff Commission in 1932 that too much power would be
placed in the hands of management in an area so vital to the national
interest,

Third, the Commission further endorses the Duff Commission’s
reasoning that "“the management of so large a system...would become un-
wieldy and necessitate segregation"@'f1

Finally, the Commission concludes that the beneficial results of
a state monopoly in the railroad industry, which have been realized in
some European countries, would not necessarily be secured in a country
such as Canada, where the economic, political and gecgraphic circumstances,
such as the divided political jurisdiction over the different agencies
of transport, the vast geographical areas, the relationship of
population of those territories and so on, vary considerably from those
found in Europe.

Thus, the likelihood of managerial inefficiency is an important

reason to oppose such a merger. Further, the Commission is satisfied

70. Report, p. 276,

71, Ivid,, p. 129,
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that two railway systems have been operated efficiently as independent
enterprisesa72

Although rejecting amalgamation of the two railway systems, arnd
for reasons which appear consistent with efficiency criteria, the
Commission does support imn principle public ownership as a legitimate
policy tool for governmenis. HNowhere does it suggest that the two
primary examples of the application of that policy, the CNR and the
canal system in Central Canada, are or ever were inconsistent with the
objective of economic efficiency.

The Report notes several reasons why public ownership may be pre-
ferred to private ownership, For example, public ownership may be a
necessity, as in the case of the CNR, when private enterprise is no
longer able to provide services which are considered necessary in the
national interest,’3 Furthermore, the national interest may require
the construction of transportation facilities at a time when market
factors such as density of itraffic would make such investments by the
private sector most unatiractive., Such was the case with the canal

system built in Canada, and the Trans-Canada Airlines°74

In Chapter VI of the Report, the Commission examines proposals
for a recapitalization of the CNR; specifically, in accordance with the
terms of reference, the advisabilitiy or otherwise of establishing and
maintaining the fixed charges of the CNR on a basis comparable to other

ma jor railways in Norxrth America., In essence, the Commission is asked to

72, Report, p. 275,

73, 1Ibid,, p. 275,

7%, Ibid,, p. 29%.
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consider what changes in the capital structure of the CNR would be

appropriate, given that the CNR occupies a unique place in North America

as a publicly owned corporation which plays a special role in the public
interest, and whose financial policies are therefore dramatically
different from the privately ouwned CPR, with whom it must compete, It
is important to determine how these particular circumstances may affect
economic efficiency.

The CNR argues that the high fixed charges, which arose in large
part from the burden of debt taken over when the Company was organized
and which the Company estimates to be excessive by some 1.5 billion
dollars, have contributed to creating a situation where the “financial
results of the Canadian National distort the true efficiency with which
the System's operations are conducted”,”> At the same time, the efficiency
of operations has been adversely affected because the complex financial
problems of the CNR are not properly understood by the general public,

which blames management “for the large deficits which are inescapable

under existing circumstances”.7® The wide acceptance of such a view
by the public is *"injurious to the morale of officers and employees
alike®”,

The railway suggests that such problems could be overcome if the
capital structure and especially the fixed charges reflected its
commercial operations and its commercial potential, It recommends a
series of proposals which would have the effect of removing “from

railway to public accounts the extent to which commercial considerations

750 Reportg Pe 1%9

76, 1Ibid,, p. 190,
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have been subordinated to considerations of broad national policy",77
The specific content of the proposals is not important for our purposes,
What is relevant is the response made by the Commission.

First, the Commission is not impressed by the argument that the

critical attitude of the public seriously affects efficiency by lowering
the morale of officers and employees. As evidence, the Commission points
out that the CNR made no attempt to “measure in dollars and cents any
real savings which might result*” from an improvement in the moralee78
In any case, these psychological factors "do not in fact result in any

financial embarrassment to the Company or affect its credit, as deficits

are paid by the Government", 7Y

These objections to arguments concerning the importance of
psychological factors do not address the essential point made by the
railway. First, it is virtually impossible to put a precise figure on
the contribution of attitudes as a factor affecting efficiency and,
second, the fact that the Government abserbs deficits does not suggest
the deficits might not be lower with an improvement in attitudes, How-
ever, a conclusion on this point is difficult because the Commission
appears satisfied that the CNR is managed efficientlyaso

The Commission rejects as neither “practical nor desirable” the
policy recommendation that the fixed charges of the CNR reflect only
commercial considerations, and that the Federal Government assume the
financial responsibilities for capital costs and interest payments on

projects built for reasons of natlional interest,

77@ Report, P 1889
78, Ibid., pP. 190,

79. Ibid., p. 194,

80, 1Ibid., P. 195,
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The policy is deemed impractical because it would be virtually
impossible to segregate in the operating accounts of the cempany on
existing services those charges which result from broad national policy
from those which are commercially motivated, 8l However, in circumstances
where a reasonably precise estimate can be made of the capital
expenditures and operating costs needed to provide a service in the
public interest, the Commission recommends that the Federal Government
finance the capital expenditures and absorb the operating losses until
either the service becomes profitable, or until the losses are such
that they can be *absorbed in the Canadian National accounts without
unduly affecting the overall system results".,82 It is worth noting that
in this instance, in contrast to the earlier discussion, the Commission
rejects any form of cross-subsidization, but offers no reasons for its
decision,

Furthermore, it is not possible to establish the fixed charges of
the CNR on a commercial basis in order to compare iis operations with
those of privately-owned railways, because the circumstances which deter-
mine financial policy for a private company are radically different from
those confronting the CNR. That is, the CNR does not have to worry
about earning sufficient profit to pay “reasonable dividends to its shar-
holders and set aside reserves for a rainy day", after paying income
taxes,83 The CNR is exempt from paying income tax and it does not face
the credit problems associated with raising capital in the open money

markets,

81, Report, p. 190.

82, Ibid,, 198,

83, Ibid., 194,
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A policy of establishing comparability with the private company is
also undesirable, because the CNR is a "public utility owned and operated
by the Government” whose aims and cbjects will inevitably reflect
considerations of public policy and the national interest. The Commission
specifically points to the statement of the CNR in this respect, that
it is an enterprise operating *“in the national interest on a basis
which cannot be justified commercially, very extensive lines of railway
required for strategic, colonization, agricultural and development
reasons",84 Comparability is undesirable for the additional reason that
it poses a threat to the very survival of the private companies, which
could arise if the fixed charges of the CNR were established at a low
level so that the appearance of excessive earnings gave rise to "un-
warranted demands for lower freight rates"u85
In conclusion, it may be said that the Commission recognizes a
special contribution which public enterprise can make, and which in
fact it has made, to the nationr’s transportation system., The Commission
argues that in the particular context of the country’s transportation
requirements, a pelicy of permitting the privately-owned CPR to exist
side by side with the publicly-owned CNR and to compete with it is a
beneficial policy, and one which can continue without sacrificing
carrier efficiency.
"There appears to be no reason to recommend any
change in a transportation policy which has provided
the Canadian people with efficient rail transporta-

tion services through the medium of a private company
competing with a government-owned railwa,y,”8

84, Report, p. 188,
85, Ibid,, p. 194,

863 Ibidop Po 1999




Chapter 3

Royal Commission on Transportation

The Royal Commission on Transportation was appointed by the
Diefenbaker Government on May 13, 1959 by Order-in-Council P,C. 1959-577,
The Commission was chaired by M.A, MacPherson and consisted of six
members.,

The appointment of the Royal Commission was prompted by a series
of problems which faced the two major rail systems. These problems
were very simllar to those which precipitated the appointment of the
Turgeon Commission, The basic problem once again was that the railways
were facing a financial crisis due to a cost-revenue squeeze, The
Korean War caused a sharp increase in the cost of labour and supplies,
and business recessions in 1954 and 1957 reduced railway revenues below

expectations, The railways therefore applied for several general rate

increases,l

The requirement that statutory rates not be increased combined
with the grewing difficulty of finding traffic which could afford
higher rates (either for market-competitive or carrier-competitive
reasons) meant that each rate increase was applied to a smaller base of

trafficaz Once again the regions outside Central Canada argued that the

increases were applied inequitably, resulting im a continual deterioration

1. A.W. Currie, Canadian Transportation Economics (University of
Toronto Press, 1967), p. 16,

2, Fourteen general rate increases between 1948 and 1958 permitted
a 155 percent increase in rates, but the increases actually
achieved were about 55 percent. See Currie, p. 17,



of their economic position with respect to Central Canada,

In early 1959 when the railways applied for a further increase
of 12 percent in the rate level, the Diefenbaker Government appointed
the Royal Commission. In addition, no further increases in rates were

to be granted until the Commission . reported. To relieve some of the

pressure of the higher rates already approved, the Government passed the
Freight Rate Reductions Act, which reduced an approved rate increase of
17 percent in December, 1958, to 8 percent by providing the railways
with a $20 million subsidy.

In December 1960 the Government was forced to pass legislation
prohibiting any strike by railway labour until after May 15, 1961. A
dispute over wages had developed that summer, and the Government did not
want to approve further rate increases before receiving the Commission®s
Report. Although the first volume was available before the strike dead-
line, the Government decided it could not act without the recommendations

in the second volume, and it increased from $20 million to $70 million

the subsidy approved earlier, when the railways agreed to the wage

demands of the unions before a scheduled strike on May 16th,

Terms of Reference

The terms of reference instruct the Commission to examine the
problems facing railway transportation, and to find a solution to remove
or alleviate the inequities in the freight rate structure. Without
restricting the generality of this instruction, the Commission is

directed to study and report upon the following:

(a) inequities in the freight rate structure, their incidence
upon the various regions of Canada and the legislative and
other changes that can and should be made, in furtherance
of national economic policy, to remove or alleviate such
inequities;




116,

(v)  the obligations and limitations imposed upon railways by
law for reasons of public policy, and what can and should
be done to ensure a more equitable distribution of any
burden which may be found to result therefron;

(e) the possibilities of achieving more economical and efficient
railway transportation;

(d) whether, and to what extent, the Railway Act should specify
what assets and earnings of railway companies in businesses
and investments other than railways should be taken into
account in establishing freight rates; and

(e) such other related matters as the Commissioners consider
pertinent or relevant to the specific or general scope of
the inquiry,

The scope of the Commission was not to extend to the performance of

functions which under the Railway Act are within the exclusive Jurisdiction

of the Board of Transport Commissioners.

Economic Efficiency and the Terms of Reference

It is clear from the terms of reference that the scope of the
inquiry is intended to be rather narrow and quite specific, First, only
one carrier, the railways, is mentioned specifically., Second, the main
emphasis is placed upon the objective of removing inequity in the railway
freight rate structure. The Commission is asked to identify the origins
of this inequity, and particularly where it results from legal obligations
imposed upon the railways for public policy reasons., The Commission is
also asked to specify the incidence of the inequity in the various
regions of Canada,

The Commission is asked toc examine another aspect of freight rates -
whether and to what extent railways should be permitted to use non-rail-
way revenues in establishing freight rates,

The only instruction which does not refer specifically to railway

freight rates is the one asking for a study of how to improve the efficiency
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of railway transportation. No reason is immediately apparent why this is
included, It might be assumed that the Government saw a direct relation-
ship between the inequity problem and inefficiency in rail transportation,
The argument might be that improved efficiency could reduce the overall
level of rates, thus making the railways more competitive and less
dependent upon federal subsidies, The improved revenue position would
reduce the pressure to apply rate increases to an ever-narrower base of
traffic, and thus retard the development of greater inequity in the rate
structure,

Whatever the argument may be, it is worth noting that only the rail-
ways are singled out for a study of efficiency, It cannot therefore be
assumed that the intention was to examine economic efficiency in the
national iransportation system, or as an objective of national transporta-
tion policy. From a study of the terms of reference and a knowledge of
the events which preceded the appointment of the Commission, it would
appear that the central concern of the Government was the problem of
inequity in the freight rate structure, It is left to the Commission to

find solutions to this problenm.,

The Commission’s Report consists of three volumes of which the
first two form the essential part. Volume I, released on March 1961,
attempts to examine the "structural nature" of the transportation system
in order to define the basic problems for public policy in transportation,
These problems are in part the product of law and public policy, and their
solution will "involve considerable adjustments in the Canadian transporta-
tion scene”,

Within this framework, Volume II, released in December 1961, examines

the relationship between transportation and certain aspects of regional
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economic development including the effects of inequity in the rate
structure, The Commission develops certain principles which it believes
should apply where transportation is used as an instrument for regional
development,

Volume III is a collection of special studies intended to assist

the Commission with its investigation,

Comparison of Turgeon and MacPherson Commissions

It is useful to attempt a comparison of the Turgeon and MacPherson
Commission for many reasons, From the point of view of the objective of
this study, it will be helpful to make an assessment of the differences
in approach adopted by the Commissions, In particular, while it is
true that both Commissions were most concerned with the problem of inequity
in the railway freight rate structure, the MacPherson Commission chooses
to examine this problem from a much different perspective than the
Turgeon Commission, with important implications for the study of economic
efficiency.

It is important toc note at the outset that the terms of reference,
while similar in some respects, are not identical for both Commissions.
It appears that the terms of reference of the MacPherson Commission are
more restricted than those of the Turgeon Commission. It is particularly
noteworthy that the Turgeon Commission was not directed to advise upon
the implementation of any specific objectlive of national transportation
policy, whereas the MacPherson Commission is so instructed. That is,
the MacPherson Commission is asked to examine “problems relating to

railway transportation in Canada and the possibility of removing or

alleviating inequities in the freight rate structure”. 1In contrasi, the
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Turgeon Commission was to examine “all questions of economic policy with-

in the jurisdiction of Parliament arising out of the operation and
maintenance of naticnal transportation®,

In spite of these instructions, it is the MacPherson Commission
which in fact undertakes an overall assessment of national transportation
policy., In contrast to the Turgeon Commission, the MacPherson Commission
identifies the various objectives of national transportation policy and
attempts to assess their relative importance in contemporary conditions,
More significantly, the Commission recognizes that these objectives may
be incompatible with one another, and choices must be made among objectives,

The Commission notes that competition and the various forms of public

intervention are intimately related, and policy in these areas may work
at cross-purposes with respect to a given set of objectives, Finally,
the Commission recognizes that the carriers themselves and the services
they provide are inter-related, and that policies with respect to one
carrier must be examined for the implications for other carriers.

This explicit recognition of the dynamic relation between the
market structure of the carriers, the objectives of public policy, and
the tools of public intervention is the single most important difference
in approach between the two Commissions. One result of this difference
is that the MacPherson Commission is a more coherent study, which is morxe
consistent throughout., The Report does not display the confusion which
was evident in the Turgeon Report concerning the interpretation of
national policy, noted earlier., Nor does the MacPherson Commission rely
upon complaints by interest groups to define the scope of certain problems,
as the Turgeon Commission did,

In conclusion, the Turgeon Commission tended to examine the issues
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with a legalistic approach, which emphasized a literal and narvow
interpretation of the terms of reference, statutory definitioms of the
public interest, an excessive preoccupation with the function of bodies
such as Parliament as opposed to the content of their policy, a concern
for the validity of complaints in terms of historical precedent rather
than a search for the causes of the complaints, and so on. 1In contrast,
the MacPherson Commission adopts a highly analytical approach with
particular emphasis on specifying the objectives of public policy and

how public intervention may be used to achieve them,

Statement of the Central Theme of the Repoxrt

It is useful for this study of economic efficiency to begin with an
overview of the content of the MacPherson Commission Repoxt. It is help-
ful to establish the limitations of the general discussion and to
introduce in particular the subject of economic efficiency.,

“We have reached...the era of competitive co-existence
in transportation in Canada and it is the task of the
public, and of the industry itself, to ensure that
present and future policy is formulated in the light
of this development,"3

This statement expresses one of the central conclusions in the
Report., The Commission argues that effective ccmpetition has developed
in the national transportation system, particularly since the Korean
War, and traditional public and indusiry policies based on the concept
of railway monopoly are no longer appropriate., In the competitive

environment, adherence to these policies creates inequity and inefficiency

3. Reyal Commission on Transportation (Qneen's Printexr, Ottawa,

1961), I, p. 74,




on a major scale,

The solution to the present problems, including the freight rate
inequity problem, requires major adjustments in the national transporta-
tion system. Two things must change simultaneously. First, the railways
must be permitted to assume a place in the national transportation system
based upon the interent advantages of the mode, This means in part
removing any responsibilities which the railways may have to provide
services in the national interest which are unremunerative, and for which
proper compensation is not paid by the federal government., Second, a
distinction must be made between national transportation policy and
national policy which seeks to utilize transportation to achieve its

objectives, The objective of national transportation policy should be to

achieve an efficient national transportation system. The objectives of

national policy may include regional economic development, national
unity, freight rate equalization and so on., Many of these objectives
are incompatible with the achievement of an efficient transportation
system unless specific steps are taken to prevent distortions in the
competitive relations among the carriers when transportation is used to
achieve these objectives,

It will be useful to develop these ideas in greater detail before

discussing the concept of efficiency presented here,

The Development of Effective Competition

The growth of competition in the Canadian transportation system
was the result of the complex interaction of many factors, but primarily
it was due to the development of new technology, the changing composition

of demand for transportation services, the pursuit of inappropriate
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policies by the railways, the failure of public policy to respond to
changes which implied a break from the traditional role for the railways,

stubborn public attitudes, and certain economic realities, such as the

shortage of materials in the post World War II period.,

During the initial stages of Canadian development, a number of
circumstances existed which tended to create and reinforce a monopoly

position for the railways, The technological superiority of the railway

emerged at the very moment when public authorities were anxious to establish

a strong east-west link which would ensure the viability of the Canadian

Union, The railways, well suited for the task, found strong public

encouragement in the form of various land grants and subsidies for
establishing their facilities throughout the country. While this
dependence on the railway led the public to demand effective control in
the form of regulation, governmental assistance meant that rates were
lower, and the facilities made available to more areas in a shorter time,
than would otherwise have been possible., This strong monopoly position

enabled the railways to function effectively and to accept the obligations

in the form of rate policies and conditions of service imposed upon them
for reasons of a public interest nature,

This strong monopoly position was also reflected in the company
policies, particularly rate policy. The value-of-service pricing system
became the principal rate policy, Rates on low value bulk commodities
were kept down to that level which made their shipment profitable (although
costly tothe railways), while rates on high valued products were artifically

raised to meet the revenue requirements of the railways. This provided a

larger volume of traffic for the railways and, to the extent that the

rates on low valued goods covered more than just out-of-pocket costs, it
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meant that rates on high valued goods were lower than they would other-
wise have been,

The point is that while this value-of-service pricing system may
have atother times and in other circumstances been Jjudged unjust and
unduly discriminatory, it was appropriate for the economic circumstances
of the day - the development of primary production, The needs of the
railways (to maximize profit) and the country as a whole (the objectives
of national policy) reinforced one another., The Commission states:

"It was a system that seemed eminently suited to
the needs of the developing Canadian economy as
well as to the needs of the railways for the
maximum volume of traffic consistent with
adequate returns - and if there were certain
shippers who questioned the reasonableness of the
rate structure there was, in the transportation
environment of the day, very little they could

do about it,"¥

Thus while the technological superiority of the railway provided
an opportunity to exercise a monopoly function, the economic and
political needs of the country at the time made that opportunity a
reality.

A number of factors appeared during the second quarter of the
twentieth century on both the supply and demand side of the
transportation function which caused a change in this situation,

On the demand side, there began to occur a shift in the Canadian
industrial structure with the rapid growth of secondary manufacturing

relative to primary production. This shift in the industrial structure

had several implications for the itransportation function. It meant an

4, Royal Commission, I, pP. 5.




"increased demand for specialized transportation services", a greater
*emphasis upon the concept of total costs of distribution rather than
simply line-haul rates”, and it meant that "short-haul rather than long-
haul movement became characteristic of (the)transportation requirements®,5
The railways’ plant and service capabilities were not entirely suited to
the new composition of demand.

On the supply side, various technological advances - initially in
the trucking industry but eventually in the fields of aviation, the
motor bus and the pipeline - encouraged by such factors as the provision
offacilities at government expense and a rapidly growing manufacturing
industry, made possible a growing degree of competition in the
transportation market,

But the growth of the alternative forms of transport did not
result simply from improvements in technology which responded to the
need for specialization in the manufacturing industry., A number of
circumstances in the post World War II Canadian economy made adjustment
for the railways to the new industrial and technological environment

difficult, The war effort put considerable strain on the railway

facilities, and shortages of materials and rising costs in the post-war

period made the necessary rehabilitation program very expensive, In
addition, the rallways were subjected to a much more comprehensive system
of regulation than their principal competitors the trucks. Management
did not have the freedom they needed to meet the competitive challenge,

Finally, major adjustments in plant capacity, necessitated in rart by

5. Royal Commission, 1, pp. 6~7.
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the growth of competition, were hampered by both federal regulatory
requirements and by public pressure for the retention of unprofitable

services,

Effects of the Growth of Competition

The effects of this growth of competition were varied and numerous,

The growth of the competitive environment made evident the possibility
of conflict between commercial and national policy considerations in
Canadian railway economics,

“The fact was, of course, that during the monecpoly

era the railway system had grown up in response to

both commercial and national policy considerations

and when the advent of competitive conditions reveal-

ed that in many cases there was a serious element

of conflict between these iwo factors, incompatibility

was not accegted as sufficlent grounds for their

separation.”

The transportation structure became more broadly based, more
efficient (the cost of the transportation function as a percentage of
the GNP declined) and more flexible, This increased diversification
and flexibility effected a fundamental change in the relationship between

the transportation structure and the industrial structure. The advent

- of a specialized transportation market made possible a wider range of

production and distribution methods in industry than was possible in

the railway-monopoly era., Benefits, in the form of lower rates and
better service, flowed to the users of transportation and to the country
as a whole,

In so far as the railways themselves were concerned, the growth

of competition had both positive and negative effects, On the positive

6, Royal Commission, I, p. 1i.
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side, the railways benefited by having to improve efficiency and develop
technology,

On the negative side, the revenue reguirements of the railways
were placed in jeopardy because ithe monopoly pricing policies of the rail-
ways are inappropriate in a competitive environment. The response of the
railways has been to advocate horizontal rate increases but, as noted
elsewhere, this is a self-defeating process,’

The Commission is critical of railway management on this point,
arguing that the railways did not need to lose so much of the valuable
high-rated commodity business in view of the continued importance of the
cost of the line-haul movement for which they enjoy a considerable
comparative advantage., A more cost-oriented pricing policy was called
for:

", 0othe railway’s continued adherence to this
principle of rate-making in the substantially
different circumstances which have existed

for the past ten years has prevented them

from making the most of their inherent cost
advantages., To the extent that this has

happened, it has resulted in an uneconomic diversion
of traffic to competing carriers - with adverse
consequences for the railways and for the
transportation system as a whole,®

Thus, an inefficient allocation of traffic among modes is identified

as one of the effects of the growth of competiticn,

7. "In a competitive environment, the tool of the horizontal percent-
age rate increase is self-defeating for the railways as well
as inequitable for the shippers still dependent on the rail-
ways. As it is used it does not produce the necessary
revenues on any basis of equity, and it encourages the erosion
of traffic or the spread of competition into those commodities
and for those hauls which could remain with the railways,
if an unbalanced application of cost increases could be
avoided.” Royal Commission, I, p. 70.

8, Ibid., I, p, 14,
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The device of horizontal rate increases combined with the uneven
regional growth of competition has produced geographical discrimination
in the rate structure, against those users of services in regions where
competition has been least pervasive, The result has been increasing
inequity and a disruption of the regional pattern of relative transporta-
tion costs, Geographical discrimination has replaced discrimination on
the basis of commodity value with the growth of cémpetition, While in
the monopoly era the notion of cross-subsidization worked reasonably well
to mitigate the effects of distance and other geographic and economic
factors, these problems, under the pressure of competition which has
been uneven regionally, are being aggravated by that rate structure and
the horizontal method of applying increases,

The Commission notes two factors which have had the effect of
relieving somewhat these adverse consequences on some regions in Canada,
The first is the increasing strength of competition from the trucking
industry which has helped to prevent monopoly pricing by the railways,
The second is the granting of regional financial assistance, such as the
Maritime Freight Rates Act, the "bridge” subsidy, and the Freight Rates
Reduction Act. The Commission warns however that the form in which such
financial assistance has been granted may be detrimental to the develop-

ment of the national transportation system.

"Measures such as these, while they help to alleviate
freight rate inequities, cannot by themselves solve

the underlying problem, Moreover, in the form in which
they have been applied, they may tend to distort the
competitive market in transportaticn with resultant
adverse effects upon the transportation system as a
whole, "9

9. Royal Commission, I, p. 21.




Implications of the Growth of Competition

The remainder of the Report is devoted to an assessment of the
implications of the growth of effective competition., More precisely,
the Report examines the implications for the two most imporiant negative
consequences of this change, namely inequity in the freight rate structure
and inefficiency in the national transportation system. According to
the Commission, the solution to one requires the solution of the other.
That is, the Commission argues that the freight rate inequity problem is
essentially a projection of the financial dilemma of the railways,and
this dilemma will only be solved if the railways can "unleash® their

potential competitive strength by fully exploiting their inherent

cost and service advantages. The Commission argues that the railways

have been unable to achieve their full competitive power because they
continue to assume a burden which the Commission calls "a legacy from
the monopolistic environment of ihe past“,lo This burden “derives in
part from public policy and in part from policies pursued by the rail-
way industry"o11

As far as public policy is concerned, the Commission identifies
four principle areas where, either as a result of tradition, law or
public policy, the railways have had to assume responsibilities which
has prevented them from exploiting their competitive advantages. These
are the obligation to maintain excessive plant (primarily uneconomic
branch line services), the maintenance of unprofitable passenger services,
the obligation to carry grain at statutory (and unremunerative) rates,

and the obligation to provide free transportation, The Commission argues

10, Royal Commission, I, p. 28,

11, 1Ibid,, I, p. 28,
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that the railways must support these costly services with revenues secured
from other traffie, and this form of cross-subsidization prevents the
railways from adopting rate and service policies which will reflect their
cost characteristics. The result is a substantial misallocation of traffic
among carriers, increased inefficiency, and inequity in the freight rate
structure, The Commission recommends that the nation as a whole assume
responsibility for the cost of these services if they are necessary in the
public interest,

The Commission is eritical of railway management as well as public
policy because, while a certain amount of value-of-service pricing was
necessary to cope with the burdens of public policy requirements, a good
deal of scope still existed for a more cost-oriented approach to rate-
making, Management is criticized for having "an excessive Preoccupation...
withthe problem of increasing the level of revenues obtainable from

available trafficw, 12

The advent of effective competition requires a basic change in the
methods of using carriers to further public policy objectives, This is
true not only for circumstances such as the one just described, where
inequity and inefficiency are created under the Pressure of competition
when the railways are expected to éssume certain obligations in the
national interest, It is also true when one carrier is given a subsidy
to lower its rates to assist a shipper or region, A competing carrier
may be deprived of traffic for which it is the most efficient carrier.
The result is increased inefficiency., The existence of effective

competition means, therefore, that the traditional policy of using the

12, Royal Commission, I, p. 30.
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rallways to achieve national objectives must be re-examined in view of
the potential effects on the development of the transportation system as
a whole., That is:

“soonational transportation policy has often

been a great deal more preoccupied with the

question of how effectively the transport

system was functioning as an instrument to

fulfill national policy objectives, than

with the question of how well it was function-

ing as an economic enterprise,”1l3
The Commission recommends that a distinction be made between national
transportation policy and national policy which seeks to use transporta-
tion to pursue its objectives, The Commission argues that the objective
of national transportation policy should be "the development of an
efficient, balanced and fully adequate transportation system"914 When
transportation is used to further the objectives of national policy

this must be done in such a way that efficiency is not compromised,

Economic Efficiency and National Transportation Policy

It is necessary to examine the notion of efficiency used here

before turning to a detailed study of the Repoxrt,

The Commission defines efficiency in the following manner:
",ooefficiency requires that traffic be distributed
among the various modes in such a way that, with
a minimum use of total economic resources, each

provides the service in which it has the greatest
comparative advantage.”15

This definition refers explicitly to the notion of an efficient allocation

13. Royal Commission, II, p,.180,

14, 1Ibid,, II, p. 201,

15, Ibid,, II, p. 3.
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of resources among the different modes of transport. This situation
obtains when traffic is distributed among the modes according to the
inherent advantages of the different carriers., If this condition is
met, the total use of economic resources is minimized,

As the discussion in Chapter i indicates, economic efficiency in
the national transportation system involves much more than an efficient
allocation of resources among the different modes of transport, The
achievement of economic efficiency requires that individual carriers as
well as the industry as a whole be efficient, This means that the
number of firms in the industry must be such that economies of scale
and economies of high utilization are fully exploited. Furthernore,
this definition entirely ignores the very important subject of how
economic efficiency is to be achieved, whether by the market mechanism
or by regulation or some combination of competition and public intervention.,

These additional aspects of economic efficiency receive some
attention in the Report. They will be considered in their proper context
in the subsequent discussion on competition and public intervention,
However, the concept of the competitive relations among the different
modes is the dominant topic in the Report. The Commission is most
concerned with eiiminating and preventing what it refers to as distortions
in the competitive structure of the tramsportation system., The competitive
structure is defined as not distorted when each mode is exploiting its
inherent cost advantages to the fullest extent. Only when such relation-
ships exist among modes will competition be able to fulfill its function,
which is to regulate the efficient allocation of resources among modes,

If such relationships do not exist, competition will only exaggerate the

distortions., Where competition does not exist, public policy must
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“simulate competitive conditions®,l® These are the essential aspects
of the argument in the Report,

This emphasis on correcting the competitive structure between
modes is reflected in the discussion on efficiency., The discussion
is confined to examining under what conditions an efficient allocation
of resources between modes is likely to be achieved, Direct evidence
is available in the Report to support thisconclusion., For example, the
Commission recommends that the Productivity Council undertake a study
of "the efficiency of rail operations” because this subject and the

productivity of labour on the railways “are fertile fields for special

study~, 17 (Emphasis added.,)

It is clear also in the proposal suggesting that efficiency be

the sole objective of national transportation policy. It is suggested
that a distinction be made between it and national policy, which may
use transportation toachieve its objectives. The Commission argues that
it is possible to devise methods of public intervention which will achieve
the 6bjectives of national policy and not sacrifice efficlency. The
specific examples used to illustrate this point all refer to implementing
the assistance to achieve the national objectives in such a manner that
the inherent advantages of the modes are not distorted, The general
principle is stated as follows:

*When transportation assistance is introduced as

a policy designed to assist a region or an industry

it should be implemented so that there is no

distortion introduced into the transportation

industry itself, Placing upon oremode a burden

because of regional or industry trasnport policies

will force a shifting of the burden ito some
shipper unprotected by competition. Placing

16, Royal Commission, I, pP. 73.

17, 1Ibid., I, p. 49,




upon one mode of transport a benefit because
of regional or industry transport policy is to
give it an advantage over its competitors not
dictated by efficiency, with conseguent over-
expansion of the favored mode, and constraint
upon the others,"18

The Commission is obviously referring here to efficiency in the limited

sense of an efficient allocation of resources among modes, The point is

that if efficiency was meant in the broader sense of economic efficiency

discussed in Chapter 1 of this study, there would be no need to formally

distinguish between national policy and national transportation policy.

Feonomic efficiency may be one of several objectives of national

transportation policy, As Chapter 1 indicates, it is possible that economic

efficiency may be compromised to some extent in order for other naticnal

objectives to be achieved, Where governments choose to do this, it is

important that economic inefficiency be minimized. But this is not to

say that economic efficiency must be the only objective of national

transportation policy,

It appears that the Commission discusses efficiency in two

separate contexts., In the initial parts of the Report, efficiency in

rail operations (defined in terms of a cost-oriented rate structure and

the abandonment of unprofitable services) is viewed as a necessary step

to alleviate the freight rate inequity problem which the Commission was

assigned to investigate, 1In the second volume of the Report, efficiency

is promoted as the sole objective of national transportation policy.

It appears that efficiency was chosen because the Commission believes

the time has come when the value of an efficient transportation systenm

18, Royal Commission, II, pp. 72-73.
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far outweighs its value as a device to promote national objectives at the

expense of efficiency, This represents a Jjudgement on the part of the

Commission for which no convincing reasons are given in the Report, The

argument is essentially the following,

Briefly tracing the history of governmental participation both in

the nature of investment and regulation in the development of Canadian

transportation as an instrument of economic and political unity, the

Commission notes that this preponderate influence has tended to obscure

the importance of private initiative in the development of the Canadian

transportation system, The fact is that "the transportation system which

has become established in this country is essentially dualistic in

nature - reflecting both its function‘as an instrument of national policy

and as a vehicle of private venture operating along the lines of

commercial principles"919

Although the objectives of commercial enterprise and national policy

are often in conflict, the Commission argues that until the advent of the

competitive era, government had been reasonably successful in its attempts

to carry out a policy which would, on the one hand, fulfill national

objectives, while on the other hand and at the same time create *the kind

of climate which encourages, or at least does not interfere to any

significant extent with, efforts by private enterprise to develop a

financially sound and efficient transport system which is responsive to

market forces",20

The advent of the competitive era has necessitated a change in the

purpose of national transportation policy, The growing complexity of

19. Royal Commission, II, p., 192,

20, Ibid,, II, p. 193,
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regional economic structures does not lend itself to an ad hoc approach
of simply constructing additional transportation facilities where it
appears they are needed, and then providing some sort of subsidy when
problems are encountered. The traditional link which exists in national
transportation policy between transport and regional growth must be
broken in the sense that the transportation policy must be more concerned
with the development of an efficient transportation system, If then
broader considerations dictate the need for reducing economic disparity
among the regions of Canada, a well-conceived and detailed analysis can
be made of the specific role which transport may play in conjunction

with other policies which may be necessary.,

We turn now to a more detalled examination of the treatment of

economic efficiency in the Report.

Competition

The discussion on the relationship between competition and efficiency
is concerned primarily with identifying the necessary conditions to ensure
an efficient allocation of resources (and traffic) among the modes in a
competitive environment., It examines in some detail ihe matter of user
fees, the unequal impact of regulation on common carriers as opposed to
private and contract carriers, the effects of multi-modal ownership,
the problem of a divided jurisdiction over transportation, and the subject
of carrier pricing policies, It will be apparent that this analysis is
similar to that in Chapter 1 of this study.,

Other aspects of economic efficiency receive some attention, but the
Commission does not explore any of them thoroughly, The discussion on
market and industry structures where intra-modal competition is likely

to achieve efficiency in carrier operations is very superficial, The
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Report concentrates on rail-truck competition and does not examine the
effects of competition in complex market situations invelving many

carriers.

The Commission states as a matter of conviction its preference
for the market mechanism as opposed to some variety of administrative
machinery as the best regulator of economic activity for the achieve-

ment of efficiency,

", .othe optimum use of resources in transportation
will be achieved, by and large, if each of the
competing modes of itransport is allowed to

develop in response to the demands of the

shippers for its services",2l

The Commission recognizes that this process is a complex one, The

narket mechanism may need to be complemented by public policy even with-

in the range of effective competition, and public policy must fulfill

a role as a “substitute for competitive market forces™ beyond that

range,22 The Report refers to, but does not elaborate upon, several

reasons why competitive market forces may not be completely relied

upon to achieve efficiency. These reasons are related tos

"the historical role of transportation in the
national development, the relative sizes of firms
in the various modes which have developed, the
minimum amounts and length of commitment of

capital necessary to operate, the divided nature of
regulatory powers in Canada, the unequal
contribution of public invesiment, and other
assistance to the various modes at all levels of
government®,23

21, Royal Commission, II, p. 3.

22, Ibid, II, p. 4.

230 Ibidsg IIQ Ppe 13‘1@@
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The Commission acknowledges, but again does not explain, that
some of these factors would be amenable to change were a “greater degree
of uniformity in public policy at all levels of government® to develop.
Some of those that are the result of “the economic and institutional
structure of the various modes” may not be "susceptible to significant
alteration by public action without the creation of instability and
inefficiency"°24

It is important to realize that the Commission never proves
satisfactorily that effective or satisfactory competition is indeed a
reality in Canada’s national transportation system. The only proof
offered as substantial evidence by the Commission is, first, a reference
tc the nation-wide rail strike in August 1950 when it is alleged that
the ability of other modes of transport to meet the nation‘’s transport
requirements proves that "a breakthrough had been made®” and that *“the
rajlways had finally lost the moropolistic position in Canadian transporta-
tion which they had maintained for almost a century"°25 Secend, the
Commission quotes figures on the railways® share of intercity revenue
freight ton miles (the share declined from 75% of the total in 1949 to
50% in 1959) to show a deterioration in the competitive strength of the
railway5026 This evidence is totally unsatisfactory for a study of
economic efficiency.

This deficiency is significant because it reflects a strong
tendency in the Report to assume that effective competition is prevalent

in most parts of the country (not to say most markets in the country).

24, Royal Commission, II, p. 14.

25, 1Ibid., I, P. 8,
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s is a very dangerous assumption in a discussion on economic
1ciency, or indeed transportation in gemeral, This is because
'rkets must be defined in very specific terms. For example, five
:cking firms may “compete” between two points, but if each has an
’eiating authority for a different commodity, competition is in fact
négligible, The Commission makes no attempt to examine how competition
uld in fact work in a complex market where several modes offer services,
:kReport argues in very general terms. This may have been the
fention, and certainly references may be found which acknowledge the
conplexity of market situations, However, by the same token,
ineralizations about market and industry structure lead to generaliza-

ons about the nature of such matters as economic efficiency,

ra~-Modal Competition

The Commission correctly argues that the condition of imperfect
;mpetition occurs whenever a few firms (due to the existence of
rriers to entry into the industry) supply the total product or sexvice,
The barriers to entry into the industry may take the form of either
tificial controls (which may be privately or publicly inspired) or
y'may naturally exist because of the fact that a large amount of
véstment is required in relation to the size of the market.,

In the case of private agreements to control entry, prices will

ubtedly reflect the revenue-stability desires of the existing firms,

higher-than-normal prices will prevail, In the case of public
nirols over entry, the regulatory authority is faced with the difficult
k of Preventing inflated prices while meeting the revenue requirements

the firms, Where the market is small in relation to the necessary
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investment, public policy must regulate both rates and entry, Otherwise,
pricing “may be so disorganized that severe instability will result®,

This theory of imperfect competition is well known., In effect, a
national transportation policy which has as its prime objective the
achievement of efficiency must therefore "seek to encourage competitive
forces where the structure of the industries permits pervasive and
effective competition to operate, and to regulate where it does not".27

The Commission believes that, in practice, intra-modal competition
can achieve efficiency only in those situation where the number of firms
is great and where the amount of capital reguired to achieve an optimum
scale of operation is small in relation to the size of the market: in
other words, in the trucking industry, Regulation should be confined
to maintaining standards of safety and performance., Also, in a
country like Canada where the regulation of trucking is a provincial
responsibility, it is essential that uniform standards exist.28

Where the number of firms is small in relation to the market (i,e,
railways) intra-modal competition is not a satisfactory device for the
achievement of efficiency. That is, “competition cannot be relied upon
to regulate price in the interest of lowest real cost”,29

The discussion on the relation between intra-modal competition

and economic efficiency is restricted to these few very general comments,

Inter-Modal Competition

It may be recalled from Chapter 1 that four factors in particular

27, Royal Commission, II, p. 16,

28, 1Ibid,, II, p. 16,

29, 1Ibid,, II, p. 16,
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have an important bearing on the efficacy of inter-modal competition
to achieve economic efficiency in transportation. Briefly, these factors
are the egualization of competitive circumstances, multi-modal owner-
ship, the divided jurisdiction between federal and provincial govern-
ments, and the pricing policies of the individual modes, All of these
factors are discussed by the Commission, but particularly the first and
the last,

Perhaps the most critical factor affecting the nature of competition
between two different modes of transport is the nature (i.e. the owner-
ship, the financing and the form) of the invesiment characterizing each
mode, The question of investment is of course related to the matter of
equalizing the competitive circumstances between modes. The Commission
devotes an entire chapter of its Report to this vitally important economic
variable,30

At the outset, the Commission feels compelled to note that 'fits
investigations have revealed surprisingly little evidence of a consistent
and considered economic approach to this allocation of public assistance
among the various nodes* 31 Again the Commission argues that the growth
of competition has been a major factor in demonstrating the necessity for
a careful and reasoned consideration of the impact of public investment
in transporta-tione32

The Commission begins by briefly examining the form of investment
in railways and trucking.

The railroad industry is characterized by high levels of fixed

30, Royal Commission, Chapter 2, II, pp. 21-42,

31, Tbid,, II, p. 21,

32, 1Ibid,, II, p. 22,
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investment, which is reflected in high fixed costs, and in fairly large
and indivisible units relative to the trucking indusiry. A commitment

to build a roadway and to provide the rails, equipment and maintenance
facilities will be made only when management can be reasonably assured
that traffic will develop and will accrue to the railways over the long-
term (excess capacity due to the nature of the investment plant invarably
characterizes the immediate and short-run situation) and that rate
increases, necessary for adequate revenues, can be applied without
adverse consequences,

The trucking industry is not characterized by a long-term commit-
ment to investment in either roadbed or operating equipment, Further-
more, the investment requirements are in smaller units (they are more
divisible), thereby enhancing the mobility of factors. The result is
that the trucking industry, with its high proportion of variable to
fixed costs, is much more adaptable to short-run shifts in demand for
transportation services,

It is with these considerations in mind that the Commission turns
to an examination of public investment in rail and road facilities,

It recognizes the long standing controversy over the provision of
highways at public expense, while the railways must finance and construct
their roadbed, Two proposals to rectify the situation are presented,

One would have the trucking industry pay higher user fees, based
on the belief that such firms are not now paying their proportionate and
appropriate share for the use of the roads, The Commission agrees with
this position in principle, arguing that "an adequate assessment of user

charges for all modes of transport using public facilities is very much
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in the interests of efficiency of total transport resources”.33 A great
deal of research remains to be done in this area to accurately assess
the total economic and social costs involved, including the costs of
regulating and controlling traffic, accident costs and costis relating
to traffic density and congestion. Another cost to the railways which
is not presently reflected in user charges but should be is an appropriate
rate of return on the capital invested in highway construction, It is
also necessary to include a charge for property tax assessment "to
the extent that municipalities raise revenues by this means (for some
modes and not for others) in excess of any direct expenditure by the
municipality in servicing the transportation company"534

The other proposal would have government assuming the burden of
railroad investment in roadbed and track to the same degree that this
occurs for highway construction., The Commission rejects this propesal
on the grounds that if management is to be able to adjust the amount
and nature of plant capacity to meet the changing eircumstances within
which it must operate, then management must be able to make those
decisions which it feels are necessary without interference., Historically,
the responsibility for decisions on roadbed investiment was never confined
exclusively to management, To the extent that this will continue, the
public must be prepared to finance those projects which it deems desirable
for the preservation of the public interest. However, the technological
and operating characteristics of the railway necessitate the maximum
control and responsibility for such decisions in the hands of management.

According to the Commission, maxinmum responsibiliiy on management is a

33, Royal Commission, II, p. 28.

34, Ibid,, II, P. 35.
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necessary step toward ensuring the greatest degree of flexibility of
railroad operations. The Commission summarizes s position in this
manners

“The solution of the problem of securing an

optimum allocation of resources in each mode of

transport will be achieved, not by lifting the

burden of roadbed investiment ovexr which rail-

ways must perforce have exclusive jJjurisdiction,

but by levying appropriate charges, including

return on investment, on all other modes of

transport for roadway, navigational or terminal

facilities provided, sufficient to assure

that each bears its appropriate costs of

operation,"35

One further point requires emphasis in this regard. Although a

good deal can and must be done to ensure that rates reflect total
economic and social costs, public policy must recognize that certain
characteristics of the trucking industry will continue to encourage
its development vis-a-vis the railway. It is the flexibility of the
truck, due to the greater degree of mobility of resources and high
variable costs relative to the railway, which fundamentally accounts
for its success as a competitor. Thus:s

“Increasing his fees and taxes wlll decrease his

ability to operate, expand or contract his plant,

but it will not remove from him this fundamental

advantage of flexibility."36

The fact is that differences in patterns of investment between

modes are governed by more than strictly economic considerations, For

example, the considerable public pressure for the construction of high-

ways for pleasure driving has resulted in certain benefits to highway

35, Royal Commission, II, p. 36.

36, 1Ibid., II, p. 30,
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transport. The point is that such things are inevitable, and “forcing
the appearance of equality of opportunity between competing modes of
transport by overcoming the natural, technological or social advantages
enjoyed by one in order to permit °‘competition® by the others is against

the interests of efficiency",37

In summary, it may be concluded that the Commission fully supporis

the conclusions drawn in Chapter 1 of this study, which stress the

importance for efficiency of having the conditions in which the various

modes compete equalized to the greatest extent possible. This means

that specific policies must be developed to account for differences

(whatever their origin) in the pattern of investment among modes, But

such policies can only be effective and proper up to a point: they

must not try to compensate for competitive weaknesses.

"If user charges are at a proper level to other
modes, no artificial competitive disadvantage
attends those who are responsible for their own
roadbed, The differences in patterns of invest-
ment mean, to the private (and public) entrepreneur,
that all modes of transport are not equally
competitive for similar standards of service,

and no amount of artificial juggling with

public assistance can place the various

modes on an identically competitive plateaue"38

The second aspect of the equalization of competitive conditions

concerns the unequal impact of regulation on common carriers as opposed
to private and contract carriers. It is particularly important to
ensure that common carriers have a maximum degree of flexibility in

ad justing rates to meet changes in market conditions,

37. Royal Commission, II, p., 3i.

38, 1Ibid,, II, p. 41,
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The Commission emphatically endorses this concept. The reasons
for its recommendation will be considered in the discussion on rate
regulation, At this time, it is sufficient to state the principle

involved:

"The freedom to change tariffis, introduce new ones,
and to make specific rates to meet competition
without delay must be enhanced, It is apparent to
us that so long as one mode can freely quote rates
at the instant of bargaining, the other is at a
disadvantage not to be able to do so. Therefore,

we recommend that rail rates shall be effective
upon filing with the Board,"39

Multi-Modal QOwnership

Two aspects of this structural characteristic are important for
our purposes,

First, it was argued earlier that multi-modal ownership may
improve efficiency provided it improves the coordination of resource
allocation in transportation, subject to the two qualifications that the
realization of diseconomies of large scale management not outweigh
the advantages of iméroved coordination; and second, that the multi-modal
corporation not discriminate against competing carriers in the use of its
facilities in order to destroy that competition,

The Commission is in basic agreement with these principles, The
Commission notes that the need to diversify by branching into investment
into other modes is inevitable in a market characterized by increasing
specialization in services and increasing public expenditures on highway

construction (where basic capital costs can be avoided), The Commission

leaves to management the responsibility for assessing the potential benefits

39. Royal Commission, II, p. 64,
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of the integration of services, It would be "unwise” for national
transportation policy to arbitrarily limit such integration because
“such limitations can inhibit the withdrawal of investment from the
less efficient mode, introduce rigidities into transport investment and
delay the integration necessary for movements by two or more modes

when efficiency calls for ite"ao

The Commission states a number of reasons why the danger of the
railways assuming a monopoly position in the trucking industry is very
unlikely, Provided regulatory authorities allow free entry into the
trucking industry, a combination of the threat of private trucking, the
possibility of prosecution under combines legislation, and the recognized
lobbying strength of the trucking associations is sufficient protection
against monopoly pricing practices by the rail industry.

The Commission notes itwo qualifications designed to ensure that
the railways do not destroy the independent trucker by using their
massive resources to under charge its services, First, the “railways
must be required to offer to all truckers rail facilities at prices and
under conditions the same as are offered to rail-owned trucks® 41
Second, there must be no *hidden subsidies from rail assets or income

to trucking operations®,%2

The second aspect of this discussion on multi-modal ownership
concerns the issue of the use of non-rail revenues to subsidize
operations where inter-modal competition prevails, The Commission
opposes any form of cross-subsidization which will lead to rates which

will not reflect costs,

40, Royal Commission, 11, pp. 39-40,

41, Ibid., II, p. 81,

42, Tbid,, II, p. 81,
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“"The consideration of other assets would destroy
any such cost-oriented approach to rate-making
and would consequently distort the use of
transportation resources.®

Divided Jurisdiction

A third factor affecting the relationship between inter-modal
competition and efficiency is the fact that the Canadian Constitution
provides for provincial control over intra-provincial transport and
federal government control in all other areas. For inter-modal
competition to be effective, it is obvious that a high degree of co-
operation and planning must exist to enable satisfactoryslutions to be
found where serious differences in the objectives of policy at the
different levels of government exist., The possibilities are very real
for a substantial misallocation of resources to occur in realizing the
nation's transportation requirements, This subject will be explored

more thoroughly in the section on coordination.

Pricing Policies

A final point must be briefly mentioned with respect to inter-modal
competition, and that is the pricing policies adopted by the various
modes,

Historically, the most prevalent and significant pricing policy in
Canadian transportation has been the value-of-service policy. This policy
has been used by every mode of transport in one form or another and at
one time or another., A full discussion of this policy and its importance
for efficiency will follow in the section on rate regulation. But it will

be useful to first state the attitude of the (ommission on the appropriate-

43, Royal Commission, II, p. 73.
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ness of this policy in a market characterized by inter-modal competition.
The Commission is very careful to point out that it is only the
particular form that this policy has assumed (due to a vaviety of unique
historical requirements) which makes it objectionable from the viewpoint
of efficiency. The policy is no longer (as it was in the monopoly era)
a workable and effective form of price discrimination, It has become,
under the ever increasing pressure of inter-modal competition, a device
of last resort for the railways in their efforts to meet their revenue
requirements., Because the use of this policy no longer reflects the
desirable objective of maximizing the use of capacity, but instead
reflects a desperate effort by the railways to find short-term solutions
to basic structural anomalies in the market, the policy must be abandoned.
This is not to suggest that there is no place for differential

pricing in the pursuit of efficiency. Thus:

*Inter-firm and inter-mode competition does not of

course imply that the rates charged any individual

shipper will conform precisely to the cost of

providing the service which he receives., In the

first place there are all of the usual market

imperfections and lack of precise knowledge,

Furthermore, we are prepared to acknowledge that

differential pricing in a limited manner will

persist even in an environment of satisfactory

competition and that some differential pricing

can be entirely justified and does not cause

significant distortions in the use of resources

in general, "4

The Commission does not explore under what circumstances differential

pricing may promote economic efficiency.

44, Royal Commission, II, p. 43,
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Regulation

i

i

The shortcomings of excessive generalization in the Report are
most apparent in the discussion on regulation. The proposals with res-
pect to rate regulation are based upon the assumption, which is never
justified, that effective competition is pervasive in the national
transportation system, while pockets of "significant” monopoly
continue to exist., This development requires a new approach to rate
regulation - control over minimum and maximum rates., A proper application
of this policy will eliminate inequity in the freight rate structure, and
result in an efficient allocation of resources among modes of transport,
In essence, the proposal calls for a cost-based rate structure with
strict controls on the practice of cross-subsidization against captive
shippers,

The Report fails to define both “effective competition® and
"significant monopoly”., By implication, it may be concluded that the
Commission believes effective competition exists where competition is
such that rates are kept at cost levels., Whether this competition will
satisfy other requirements for economic efficiency is not discussed. The
Commission is satisfied that such rates will ensure an optimum allocation
of resources among modes,

Regulation is therefore defined as a substitute for pervasive
competition where such competition is non-existent. The Commission recognizes
three basic elements which must work toward the objective of efficiency
in national transportation policy. The first is competition, the
second is regulation "of a type and extent which attempts to do for the

industry what universally pervasive competition would do",“5 and the

45, Royal Commission, II, p. 13.
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third, impartial public assistance,46
The important subject of the regulation of entry and the problems
it poses for economic efficiency are not examined. A lengthy treat-
ment of the subject of abandonment of services is given. This discussion

is very similar to its counterpart in Chapter 1 of this study.

Regulation of Rates

The Commission notes that while geographical equalization received
some consideration even in the early stages of railway pricing policy, the
primary principle upon which the freight rate structure evolved until
the fourth decade of this century was the "ability to pay"”, or “charge
what the traffic will bear", oxr "movement value® principle, The class
rate structure was the main pillar in the application of this principle.
Additional complexity in price differentiation was found in commodity
non-competitive rates and competitive rates, but these were normally
related to and based upon the class rate system. As circumstances
changed, new types of price discrimination were adopted, but there did
not occur “any careful analysis of over-all purpose or direction®”,

In effect, "our rate structure took shape on the basis of ad hoc economic
and political considerations” .47 The cost of service, while one factoxr
to be considered, was "never an important element in the pricing of
railway services for each commodity",48 The monopoly environment and

the requirements of national policy made such a pricing technique possible

and in some sense Jjustified,

46, The matter of subsidy is examined below,

47, Royal Commission, II, p. 45

48, 1Ibid.,, II, p. 47,
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The growth of competition during and after World War II caused
a fundamental change in the pricing system of the railways. Gradually,
the railways moved toward a cost-based system of pricing. Those rates
(class rates and commodity non-competitive rates) which constituted the
foundations of the traditional rate structure declined in importance
while competitive rates and agreed charges increased in importance,
The Commission examines data for the 195459 period and notes that the
percentage of total revenue obtained from class rates decreased over
that period from 2.2% to 1.7%, and from commodity non-competitive rates
from 57.1% to 45.8%, Competitive rates increased their contribution
from 18.4% to 23.6%, while agreed charges increased from 6.0% to 13,2%349
These trends were also apparent during the 1949-53 period,

The Commission examines the proposals of the Turgeon Commission for
an equalized class rate scale and equalized commodity mileage scales,
The Commission seems to feel that the Turgeon Commission was unable
to deal adequately with the freight rate inequity problem because the
full implications of competition in the transportation market were not
then evident. According to the Commission, the critical period of
adjustment was the decade of the 1950°s., At the time of the Turgeon
Commission:

v, .oWhile the railways considered that traffic
had been lost to motor transportation and

that revenue had been kept down (by $50 million
a year) through rate reductions to hold other
competitive traffic to the rails there seemed
to be some doubt that motor transportation was

gaining an increased percentage of the traffic
moved in Canada,*50

49, Royal Commission, II, p. 56.

50, Ibid,, II, p. 50.
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The Commission notes that the inter-city ton-miles performed by the
railways increased from 54,7% of the total in 1938 to 70.3% in 1948,
while the comparable figures for the trucking industry were 3.1% and
6.2%.,

It will be recalled that the Turgeon Commission left the details of
equalization to the Board of Transport Commissioners, The Board, in
implementing Section 336 of the Railway Act which called for uniform
class and commodity rate scales, felt that equalization was necessary
even when circumstances were not substantially similar and thus disregard-
ed the "cost of service principle in the pricing of railway services
and reflected the thinking that railway rates could be made independent-
1y of competition",51 By 1955 however, the growth of competition was
accentuating the trend of the declining importanceof equalized class
rated and commodity traffic. Rather than questioning the principle of
equalization in the face of these new developments, the Board argued
for minimum increases in class rates on short-haul traffic and minimum
decreases in long-haul traffic rates. The Commission concludes:

*This policy of equalization which was adopted as
a result of the investigations of a decade ago
has been frustrated by the growth of competitive
forces, Events have confirmed the ineffective-

ness of equalization in a competitive environ-
ment , 52

e turn now to an examination of the content of the new approach
to regulation which reflects the presence of intra-modal and inter-modal

competition,

51, Royal Commission, II, p. 53,

52, Ibid,, II, p. 54,
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The essential ingredients of this policy are, first, the need to
minimize regulation as much as possible and, second, to confine the
responsibility of regulatory authorities to the control over minimum
and maximum rates, to prevent non-compensatory rates and monopoly
pricing respectively, The regulation of rates and entry must now be
geared to an environment characterized by substantial areas of satis-
factory competition and pockets of significant monopoly,

With competition assuming an ever important role as a regulator
of the allocation of resources in response to needs expressed, manage~
ment must be permitted the maximum degree of freedom., This implies
that "the regulatory authority takes little initiative”.53 In this
regard, rail rates should be effective immediately upon filing with the
Board of Transport Commissioners, The regulatory authorities must
encourage those characteristics of the individual modes for which they
are best suited, For trucks, a maximum degree of freedom of entxry
consistent with safe operating and performance standards., For wmilways,
encouragement in the use of incentive rates to fully expleoit the
economies of volume production, Management will assume the essential
responsibility:

"It should be left with management of all firms
in all modes to decide, in the light of potential
traffic, whether to carry at the lowest possible
price, i.e., out-of-pocket costs, or at some
price which congﬁibutes to overheads sparingly
or abundantly.,*®
The responsibility of regulatory authorities where competition is

strong or "satisfactory™ is to ensure that the rates charged do in fact

53. Royal Commission, II, p. 65.

54, 1Ibid., II, p. 65,
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reflect the costs of movement - that rates are at least compensatory,

The matter of compensatory rates is related to the time period.

Over the long run, “long-run marginal costs are unquestionably the proper
minimum,”>5 To be effective in adjusting plant capacity to present and
future market demands, management must give considerable attention to
such long-run costs., An exclusive concern with short-run costs and

ad justments would be disastrous. However, it would be highly impractical
to insist that the minimum rate on every movement must be equal to, or
greater than the long-run marginal costs of that movement. Short-run
adjustments will inevitably be required to deal with a wide range of
conditions and circumstances (for example, cyclical recessions in the
economy), Out-of-pocket cost is the appropriate criterion for short-

run ninimum rates,

With respect to trucking, the investment structure and ease of
entry negates the need for minimum rate control, both in respect to
truck-rail competition, and competition between trucking firms.

In so far as intra-rail competition is concerned, the Commission
recommends that in determining the cost base the Canadian National should
include the market rate of interest, even though such funds are from
public sources,

Analysis of cost thus becomes a primary function of the Board of
Transport Commissioners, The Commission is not suggesting a new role
for the Board. It is suggesting that while the newly evolving environ-
ment is reducing the need for regulation in many cases, it has made
greater precision necessary in the exercising of its tasks - in particular

the analysis of cost,.

55, Royal Commission, II, p. 67,
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"National Transportation Policy should equip the

Board of Transport Commissioners with the most

efficient costing section that is possible,

staffed competently, and provided adequately with

the necessary data from both public and private

sources, Under the objectives of the National

Transportation Policy is is our conclusion that

the regulatory powers of the nation shall continue

to be charged with responsibility for the upper

and lower limits of railway rating under the

pertinent circumstances of each, 56

Regulation must be concerned with protecting the market from the

adverse consequences of both excessive competition and too little
competition., Regulation must enforce just and reasonable rates in areas
of significant monopoly. The objectives of National Transportation
Policy require attention to significant monopoly because the “allocation
of resources is not at the optimum and does not tend toward the optimum
as it would under conditions of satisfactory competition,"57 A
limited but effective system of rate regulation premised on the recognition
that specific instances of significant monopoly is the rule rather than
the exception today is essential.58 The appropriate policy is maximum
rate regulation, The present system is based on the concept of average

monopoly and is not satisfactory.59 Nor can the new system be imposed

upon the old:

56, Royal Commissiocn, II, p. 65.

57. 1Ibid,, II, p. 96,

58, It should be noted that while the growth of competition has
reduced the prevalence cf significant monopoly, this growth
has been uneven regionally and the result has been an increasing
tendency toward inequity in non-competitive areas., Thus the
need for maximum rate regulation is growing in importance,

59. “The average degree of monopoly which the railways have today
is not itself significant and would not itself justify
elaborate and expensive rate regulating machinery,"

Royal Commission, II, p., 9.
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"It would be a serious misconstruction of our
recommendation respecting regulatory rate
control to attempt to implement our proposal
for maximum rate control within the present
system., Specifically, the proposal for
maximum rate control.,.is designed tc replace
the present unsatisfactory maximum rates and
s0oa partial implementation will not succeed, 60

The Commission does not define precisely when monopoly should be
considered "significant™, It discusses the relationships between
elasticity and profit maximization, and traces the consequences of
following a short-run approach in setting rates to enhance the cash
position (the demand curve tends to be more inelastic in the short-
run thus enabling the railways to increase rates without significant
alterations in volume) at the expense of long-run volume considerations,
Similarly, a long-run approach would enhance the volume of traffic (as
suppliers eventually made adjustments to take advantage of the lower
rates) at the expense of the short-run cash position. The Commission
argues that the railways have been negligent in not developing an
analysis of the demand for their services, and have thereby limited the
Precision with which pricing decisions can be made,

The Commission relates this theoretical framework to the practical
measurement of significant monopoly., Noting that the usual measure of
the degree of monopoly (the slopeaf the demand curve) is complicated by
the presence of a kink (which occurs at the rate level where other modes

become competitive), the Commission suggests a ‘“‘more satisfactory

measure”™ of significant rail monopoly. That is:

"Our examination has clearly shown that a rational

60, Royal Commission, II, p. 85.
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and objective measure of the degree of significant

monopoly can be based on the relationship

between cost and price., This would apply only when

conditions occur which prevent the entry of new

firms, In comparing degrees of monopoly among

different products one would obviously need to

examine the relative rather than the absolute

spread between cost and price. Hence, in the

case of railway shipments, the degree of monopoly

for each could be measured by the difference

between rate and cost divided by the cost.

Alternatively the same effect could be obtained

by expressing the rate as a percentage of cost.

It is essentially this relationship of rate to

cost which provides the basis for our proposals

regarding maximum rate control,"ol

This statement would seem to suggest that the degree of monopoly is
closely related to the degree of profitability, But profitability may
be due to efficiency (in the broadest sense) or it may result from
exclusive control over a market. In the latter case, profitability is
related to the degree of freedom of entry. If entry is relatively free,
rates which produce above normal profits are competed away, If entxry
is not free, as is the case with the railway industry, such profits
become possible, The Commission argues that it is precisely this. lack
of freedom of entry into the railway industry which makes possible a
significant degree of monopoly.62
The Commission thus outlines one set of circumstances in which the

exercising of monopoly power is feasible, It does not however provide
specific criteria for the evaluation of significant monopoly. It merely
notes that some rates are several times higher than the cost of shipment,
that such situations constitute significant monopoly and that hopefully,

with the growth of effective competition, "maximum rate regulating

machinery may be scrapped,"63 It is useful to set out in detail the

61, Royal Commission, II, pp. 91-92,.

62@ Ibidog IIg P@ 929

63, Ibid,, II, p. 94,




158,

objectives for maximum rate controlaba

1. It must limit the impact of railway monopoly upon shippers,

2, It fails in its purpose if it is seriously detrimental to the
revenue position of the railways.

3. It must be flexible enough to reflect at intervals the changes
in railway costs which will occur with the rationalization of
plant and servicing,

4, It should leave incentives for efficiency with the railways
and offer incentives to the captive shippers to use transporta-

tion as economically as they would in a competitive environment,

5. It must be in keeping with newer rate-making practices,

6, It must not be in conflict with the optimum allocation of

resources in transportation,
The Commission recommends that the ceiling on rates for shippers
in circumstances of significant monopoly be the variable costs of the

movement plus an equitable share of railway fixed costs. Again the

Commission recommends that ideally these variable costs should be the
long-run variable costs, The function of maximum rate control is
defined in terms of controlling the share of fixed costs attributed to
the individual shipper,

*The function of maximum rate control is to place

limits upon the share of these fixed costs the

captive shipper must carry. The weight of the

burden of inallocatable overheads determine the
justice and reasonableness of the rate,"05

64, Royal Commission, II, pp. 98-99.

65, 1Ibid,, II, p. 101,




1599

The Commission recommends that the share of fixed costs be express-

ed as an absolute percentage of variable costs, Thus:

Y.oomaximum rate be the variable costis appropriate
tc the movement as defined by the Board of Transport
Commissioners, plus 150 percent of that variable
cost, 60

Within the limits established by minimum and maximum rate control
"the railways will be free to set individual rates by ordinary business
standards and to adjust them upward and downwards as the competitive
conditions and changes in cost patterns require, With this freedom the
time lag between cost increases and the permission to apply rate increases
is eliminated."67 If a shipper feels he is being discriminated against,
he may apply to the Board for a thorough investigation of the rate he is
paying. The Board may quote a maximum rate to the shipper who may then
decide to declare himself captive. He may then ship his goods (he must
ship all of them) at that rate for at least one year, The railway may
not increase the rate until the year end, at which time the Board may
set a higher maximum rate if variable or fixed costs have increased,

Any reductions in the rates become automatic, subject to minimum rate
regulation,

The Commission also makes several recommendations about the
application of the new formula. To avoid major dislocations, a
transition period, the length of which will depend upon particular
circumstances, is required. Further, the existing revenue levels of the

carriers should not be significantly affected by the transition, nor

66, Royal Commission, II, p., 102,

67, Ibid,, II, p. 107,
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should shippers who presently receive benefits be deprived of at least

their present measure of protection,

Regulation of Exit

The regulation of exit, or the abandonment of services, receives
considerable attention in the Report.

The Commission recommends that in those instances where for national
policy reasons uneconomic services must be retained, subsidies to cover
the losses must be paid, Where the railways choose to retain such
services on their own accord, they must absorb the losses from their
general accounts and must not shift the burden onto other shippers
or regions,

The Commission recommends that railways be permitted to abandon
such services much more readily, particularly where alternative facilities
are available, The Commission recommends a fifteen year program involving
federal incentive grants to permit the orderly rationalization of exist-
ing railway plant68 and for the adjustment of investment tied to the

railways,

Coordination

The Commission advocates specific measures to improve the co-
ordination of transportation services, and the coordination of policies
such as public investment and regulation to achieve greater efficiency,

First, the Commission emphatically endorses the value of multi-
modal ownership, subject to the qualifieations discussed earlier in this
chapter, as an organizational feature which can improve the coordination

of services in the market place,

68, Royal Commission, II, p. 139.
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Second, the Commission examines at length the importance of improving
the coordination of decision for regulation and public investment in
transportation,

In so far as the regulatory function is concerned, the Commission
feels that the centralization of regulation under a single board *"would

accomplish very little”, That is:

"It is enough to expect each agency to meet the
pressing current regulatory responsibilitiles
over the whole field of operations, standards,
entry controls, rate regulation and the multi-
farious other problems of which only a
specialized agency can even be made aware, with-
out requiring them at the same time to be
cognizant of the effects of their orders on
every other segment of transportatione"69

This does not mean that there should or will be no continuous assess-
ment of the impact of the decisions of such independent regulatory
authorities on the transportation system, The Commission recommends

the creation of a National Transportation Advisory Council., The purpose
of this Council is to "undertake the task of continually developing

goals for National Transportation Policy or a broad outline of measures

to achieve them",”70 This function has not been performed by any group
below the Cabinet level in government, It should have responsibilities
for evaluating the nature of both the regulatory and promotional functions
of government, More specifically, it should **judge and assess the impact
and effect of the decislons of all transport regulatory agencies®, It

should also

“pe in a position to study the current disposition

69, Royal Commission, II, p. 161,

70, Ibid,, II, p. 162,
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and future needs of public investment in
transportation facilities, to consult with all
levels of government respecting their intentions
in the light of constitutional responsibilities
for investment in transportation facilities, to
receive the representations of interested groups,
to recommend upon priorities for public invest-
ment, to test the allocation of investment funds
needed in the light of the pattern of user charges,
and to make recommendations on the adequacy of
user charges and the effects of taxation to the
Federal Government in order that costs may be
borne on a rational and equitable scale throughout
the country for all modes of carriage,"7l

It is interesting to compare this recommendation with the proposal
of the Turgeon Commission for a Central Authority, In contrast to that
proposal, the MacPherson Commission recommends a two-tier structure
involving the function of regulation at one level and on another, the
establishment of an Advisory Council which will study and evaluate the
effects of regulatory decisions and the effects of public investment
and subsidy policies on the objectives of national transportation policy,
It is a structure designed to evaluate and to initiate policy with
respect to the carriers, their market and industry structures, and the
various forms of public intervention, It is therefore more appropriate
for the achievement of economic efficiency.,

While the Commission does not feel that it can properly outline in
every detail the organization and structure of such a Council, it does
make several observations, The Commission particularly stresses the need
for ensuring that the Council will vemain as free from political and vested
interest as possible, but that it maintain a close relationship with

government at all levels, industry and the interested public. The members

should be a "body of laymen interested in the problems of a dynamic

7l. Royal Commission, II, p. 163.




163,
transportation system” and not a group chosen "with a view to giving
representation to individual indusiries or geographical regions”e72

The Council should have available to them in the important area of
research, the facilities of government, industry and professional
research groups, But it must also have a small, highly skilled research
staff under its direct supervision to ensure the independence of its
policy considerations., Initially, as a further measure to safeguard
the Council, the Transport Act must assign specific responsibilities to
the Council in the light of the objectives of National Transportation
Policy which that Act must set out in clear terms., Thereafter, it shall
be one of the duties of the Council to make recommendations regarding
these objectives and definitions of powers,

The Commission puts considerable emphasis on the need for new and
relevant statistical work, It recommends the formation of a Transporta-
tion Statistics Committee, headed by the Dominion Statistician or his
appointee and consisting of one representative from each of the regulatory
agencies, whose function shall be the development of "an adequate and
integrated programme of transportation statisties",73

There is a vital need for continuing and careful analysis of all
aspects of public investment., As the agencies of transport become more
competitive, the decisions respecting public investment become more
interdependent, Indeed, the speed with which the modes become

competitive "may depend as much or more on the amount and direction of

public investment in facilities as upon any other factor”, 7% By way of

72, Royal Commission, II, p. 167,

730 Ibidae IIp P 17Oe

74, Ibid., II, p, 42,




164,

example, the Commission notes that a major part of the problem of increasing
regional inequities in transport costs is related to "disparities in
highway development between regions", The Commission recommends a “co-

ordinated federal-provincial effort to develop an integrated national

highway network®,75

Finally, it should be noted that the Commission recommends the repeal
of the CN-CP Act of 1933, In part this reflects an opinion that few if
any measures were taken under authority of the Act by the railways, But

the recommendation was inspired also by the belief that *“the arrival of

effective competition calls for the primary efforts of each railway to

be concentrated within its own organization to effect econonmies®, 70
Subsidy

It was noted earlier that the Commission considers "impartial public
assistance” one of three elements of a policy with the objective of
achieving efficiency. Once again the notion of efficiency is defined
in terms of the efficient allocation of resources among modes,

The argument is basically that a competitive environment exists and
that when assistance is given to one carrier which results in lower
rates, a misallocation or resources will occur because traffic will be
shifted to the subsidized carrier, The solution depends upon the purpose
of the subsidy, If the subsidy is intended to assist the carrier, rates
should be left as they are and the subsidy paid to the carrier to cover
losses or whatever. If the subsidy is intended for the shippers or the

region, it should be made available to all the carriers. Rates would

75, Royal Commission, II, p. 27,

76. Ibid., II, p. 150,
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reflect costs and shippers would be reimbursed, Thus, public assistance
is rendered impartially - the competitive structure is not distorted,

This line of reasoning has some validity provided all the necessary
conditions are present., It must be assumed that elasticities of demand
are such that the lower rates would in fact draw the traffic away from
the competing carrier. It must be assumed that the subsidized rates are
Jower than cost, otherwise no inefficiency will result, It assumes
that a competing carrier in fact exists., It assumes that the subsidy
is applied to lowering the rates,

The Report does not discuss the relationship between other forms of
subsidy and other aspects of economic efficiency:s for example, the
problems related to achieving economic efficiency where the national
interest requires the introduction of a new sexrvice which may need

public assistance to be economically viable,

The discussion on subsidy and its relation to efficiency is divided
into two parts in the Report. The first part, already considered, deals
with removing hidden subsidies from some carriers. The appropriate
remedy is the proper assessment of user fees to reflect the full
economic and social costs associated with the service in question.
Another series of recommendations were made with respect to the necessity
of providing subsidies to the railways where, for reasons of national
policy, they must operate uneconomic services or provide free transporta-
tion,

The second part of the discussion is developed by the Commission to
illustrate its thesis that subsidlies which are intended to assist certain

shippers or regions may, 1f they are improperly applied, result in a

serious misallocation of resources, The examples used are the Maritime
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Freight Rates Act, the “bridge’ subsidy, and the Feed Freight Assistance
program, The Commission contends that the failure of these policies
further strengthens its point that those responsible for national
transportation policy must concern themselves with the objective of
efficiency within the transportation system, and they must assess the
implications for efficiency of such national policies designed to assist

shippers and regions.,

With respect to the Maritime Freight Rates Act, the Maritime
Provinces argued, as they did before the Turgeon Commission, that the
growth of competition in the Central market and the horizontal method of
applying freight rate increases have deprived the Maritime Region of the
benefits implied by the Act. The brief of the Maritime Transportation
Commission suggested that the Act apply to all carriers, and not just
the railways. The Commission recommends that the subsidy applied to
westbound traffic from the select territory be available to all carriers.

"It is our conviction that favouring one mode over

others will 1imit the choices open to shippers

and keep at least some rates higher than they

would be under effective competition., The effect

of the present partiality of treatment is to con-

fine some business to the rails at rates higher

than would prevail under conditions of equal

treatment, 77

The Commission also recommends the removal of the subsidy on intra-

territorial traffic, because competition is strong enough to keep rates
at the subsidigzed levels,

"We are convinced that the development of the
trucking industry in the Provinces of Nova Scotia,

77. Royal Commission, II, p. 215,
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New Brunswick and Prince Edward Island has

now, in spite of the handicap, progressed to

the point where the withdrawal of the subvention

on intra-Maritime shipments will in general

bring rail rates to a level which is favourable

to the encouragement of traffic. The consequent .

shift of resources from rail to non-rail

ment will be in response to demand for that

service from shippers,"78

While the provision of assistance to the Maritime region is a

matter to be decided upon by Parliament, the Commission emphasizes
the need to specify the objectives of such subsidies, The subsidy
would undoubtedly be applied differently if the objective of regional

development is higher levels of employment or a higher rate of growth

in the primary industries,

Section 468 of the Railway Act, enacted in 1951, determines the
application of the so-called "bridge” subsidy, The maximum subsidy per
annum was fixed at $7 million to be apportioned by the Board between the
railways on the basis of the actual amount spent by each railway on the
maintenance of a certain track mileage (approximately 551.5 miles as this
is the mileage on the CPR line between Sudbury and Fort William), The
CNR was to receive a subsidy based on a similar mileage, although it
operates some 1,010 miles of track in the area, The Act also provided
that the rate reductions should apply on traffic moving in both directions
over the bridge, However, the formula which would determine how the
subsidy was to be applied to a reduction in freight rates was not specified
by the Act, but was left for the Board to decide, The Board‘'s decision
in April 1952 applied reductions only on through traffic moving under

class and non-competitive commodity rates.

78. Royal Commission, II, p. 212,
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The Commission recommends that the bridge subsidy be abolished, It
argues that since the subsidy was designed to aid not the railways but
the Western region, the subsidy should be available to all carriers. The
Commission feels that the subsidy has inhibited the growth of truck
competition, It argues that such competition in general "has been much
more effective in reducing rates than the °bridge’ subsidy has”,79 The
Commission claims that the subsidy discriminates not only between
competing suppliers of transportation services but also between competing
users of transportation services., The subsidy applies only to a diminish-
ing number of shippers who ship a diminishing volume of traffic under class
and non-competitive rates, The subsidy also discriminates against shippers
in British Columbia who are competing with shippers in the Prairie Region
for the Eastern markets, To achieve efficiency, the Commission argues

that "public assistance to carriers or users of transportation should be

allotted impartiallye"BO (Emphasis added,) This statement appears to
contradict what the Commission has been suggesting throughout the Report.,
At no time previously has the Commission indicated that public assistance
be rendered to users of transportation impartially., Indeed it has suggest-
ed that assistance to particular regions or shippers in the form of subsidy
on transportation charges may be an effective tool for regional or
industrial development,

One may very well agree with the Commission that such a subsidy should
be available to all carriers, but disagree with the argument that all

shippers must receive equal treatment as a matter of principle., If the

79. Royal Commission, II, p. 229,

80, 1Ibid., II, p. 229,
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purpose of the subsidy is simply to relieve shippers of an excessive
burden due to distance, then it may be desirable to give all shippers in
the region the benefit, as in the case of the Maritime Freight Rates Act,
But this will not guarantee that shippers in British Columbia, for
example, will not be at a disadvantage. Indeed, in its discussion of
the Maritime Freight Rates Act, the Commission suggests that the reduction
be applied to a smaller more specific segment of the industrial complex
with a view to achieving results consistent with the economic goals of

the Maritime Region,

The Commission uses the Feed Freight Assistance subsidy as an
illustration of how a subsidy to certain producers may create industrial
development patterns which "adversely affect the efficiency of the use of
transportation in Canada and the allocaticn of transportation resources",o!
This subsidy, which was introduced in January 1941 and subsequently amended
in September and October of that year, was designed as a "wartime measure
to aid farmers in procuring Prairie feed grains in greater quantities and
to keep down their costs of production so that war needs for meat and
poultry products might be met”,.82

The subsidy discriminates against trucks because in enly a very few
areas can the subsidy be used to assist movement by truck, The subsidy
has tended to become a subsidy to the railway rather than the livestock
feeder as rail rates increase because the shipper pays only a flat rate
per ton no matter how high the freight rate goes. The shipper is there-

fore not encouraged to seek other means of transport,

81, Royal Commission, II, p. 244,

82, Ibid., II, p. 233,
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The subsidy has also tended to encourage the movement of raw materials
such as feed at the expense of weight-losing finished products such as
dressed meat or livestock, Furthermore, the subsidy has tended to create
distortions in the relationships among various feed inputs, With the
subsidy, it is cheaper to use western barley than to import U.S. corn
into the eastern markets, The Commission concludes its assessment of
the effects of the subsidy in this way:

"Overall it would appear that the subsidy discriminates
in favour of the livestock and poultry producers in
Eastern Canada and the feed grain producers in Western
Canada, Conversely it discriminates against the live-
stock and poultry producers of Western Canada and the
feed grain growers in Eastern Canada,"83

With respect to transportation resources, the Commission argues that
to the extent that transportation resources have been misallocated as a
result of the development of feed growing industries and livestock rais-
ing and processing industries, inefficiencies have occurred. As a first
step in alleviating the problem, the Commission recommends that the
subsidy apply to all carriers and regions on the same basis and that

"*the assistance rate should not be higher than the freight rate available

from the least-cost carrier, no matter which mode of transport nor which

routing is actually used”,8% The Commission also recommends that the

"Federal Government should make a detailed reassessment of the feed freight
assistance policy in order to determine whether or not in its present

form it is still benefiting Canadian agriculture to the greatest possible
extent, or whether assistance could be more effectively applied to, for

example, additional storage capacity in the feeding areas or some other

83, Royal Commission, II, p. 245,

84, Ibid,, II, p. 247.
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form of aid,*85

Public and Private Ownership

"By means of massive public assistance in capital
structures, by grants and other devices, govern-

ment, ofien in partnership with private enterprise,
has assured the provision of transportation facilities
in areas where the potential volume of traffic

was at that time insufficient to warrant the
provision of facilities by ordinary commercial
criteria. The results fully justified the means , 86

In some cases, notably the railways, the partnership of government
(which supplied funds, land, tariff protection, etc.) and private enter-
prise (which supplied organization and management) eventually led to the
direct involvement of government in the management and operation of
transportation companies,

The above quotation indicates that the Commission supports the
involvement of governments in a variety of ways, including the actual
ownership and management of transportation companies. However, the
Commission does not give unqualified support to public ownership and
management of enterprise,

Once more it would seem that the Commission views the matter in the
context of the new competitive environment, and seeks to define which
types of organization are most likely to achieve efficiency in these
circumstances.,

The conelusion reached by the Commission follows from the observa-

tion that the transporiation system has achieved a significant degree of

85, Royal Commission, II, p. 247,

86, 1Ibid,, II, p. 259.
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maturity987 This development is a reflection of the increasing complexity
and sophistication of the economy in general, The most important implication
of this development is the necessity to recognize a distinction between the
needs of the transportation system itself and the use of transportation to
promote other national objectives,

For the Commission, these matters have a direct bearing on the
validity of public ownership in transportation. Public ownership can be
Justified in those circumstances-described earlier where the contradictions
between the needs of the transportation system and the needs of the nation
are minimal and not at all obvious, There was such a period in Canadian
history. However even in those circumstances, it appears that the
Commission would prefer private ownership, In the case of the CNR for
example, the Commission views its origins noi as a desirable develop-
ment, but as an historical "accident”, the result of “over-optimism®
more than anything else, 88

In the present circumstances, public ownership is viewed as a
solution of last-resort. In fairness however, this statement must be
qualified because the Commission presents contradictory conclusions on
this matter. At one point the Commission suggests that public owner-
ship is inappropriate because it implies the rejection of commercial

principles and the discipline of the market place. Thus:

87, ",,.within the new competitive environment there has been,
broadly speaking, a significant degree of accomodation be-
tween the various modes and what appears to be in the process
of evolving is an increasingly balanced transportation system
which reflects both the economic advantage of the different
carriers and the essential transport needs of the nation.®”
Royal Commission, II, p. 197.

88, Royal Commission, II, p. 259,
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“In our view complete nationalization of any mode
of transport in Canada is not the best way to

attain efficiency of services and optimum allocation
of resources in transportation without the complete
abandonment, sofar as it is concerned, of the
principles of profit maximization and dependence
upon the market choices of shippers. It becomes
consistent to replace these criteria with others
only. if, and when, any mode is demonstrably unable
to survive in competition and that mode is deemed
essential for national purposes,"89

The suggestion is also made that publicly owned enterprises are
completely capable of operating under normal business conditions, and
that a mixed enterprise system is consistent with the objective of
efficiency, That is:

"The benefits of competition to the nation are
substantially secure under the incentive of
profit maximization and that this incentive
can be made to work satisfactorily under a
system of mixed private and public ownership,
so long as publicly-owned transportation
companies are instructed, permitted, and
regulated to work under the criteria of normal
business practices, 90

Perhaps the Commission defines nationalization to mean a policy to
adopt under the particular circumstances where the government is obliged
to take over a carrier because it cannot sustain a commercial operation
vis-a-vis the other carriers. In such circumstances, where the transporta-
tion needs of the nation are being met by other carriers, there is no
point in applying massive subsidies to sustain such operations, as was
done in the case of the CNR., In this case the government would assume

responsibility only for a skeletel rail system deemed vital to national

defense or other such objectivesﬂ1

89. Royal Commission, II, pp. 283-284,

90, 1Ibid,, II, P, 275,

91, 1Ibid,, II, p. 280,




Chapter 4

Conclusions

This last chapter is divided into three sections. The first two
contain a summary of the conclusions reached in the study of the Reports
of the Royal Commissions, and an assessment of the implications of these
conclusions for national transportation policy. The third section
examines the National Transportation Act of 1967 to determine what
significance these conclusions have for the evaluation of current

transportation policy.

The Turgeon Royal Commission Report

Chapter 2 revealed that the Turgeon Royal Commission made very few
direct references to the subject of economic efficiency, and that the
recommendations of the Report were often inconsistent with the objective
of economic efficiency, Although not specifically directed to do so by
the terms of reference given to it, the Commission chose to examine
the problems confronting the nation’s transportation system in a narrow
context, concentrating primarily on the problem of inequity in the
railway freight rate structure. The recommendations made to resolve
this problem may have been sound, but the Commission failed to consider
how its proposals might affect other objectives of national transporta-
tion policy.

Chapter 2 examined the arguments and recommendations of the

Commission to determine what consideration was given to the objective of

economic efficiency, and whether the proposals were consistent with that
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objective, Although this task was made difficult by the absence of
detailed market analysis, a number of conclusions were reached., It was
noted that the Commission specifically rejected a cost-of-service
approach to rate-making, It did suggest on several occasions that rates
should at least be compensatory, but this was not to apply to the
Crowsnest Pass Rates, The Commission did not endorse a policy requiring
the users of facilities provided at public expense to pay fees which
would recover the full economic and social costs associated with that
usage, Support was given for the policy of subsidizing rail operations
with non-rail revenues, and for subsidizing passenger services with
freight revenues,

In general terms, each of these proposals or policies is inconsistent
with the principles discussed in Chapter 1, which would apply if the
objective of economic efficiency is desired. It must be enphasized that
these principles are general guidelines which can be modified somewhat
in specific market situations where efficiency is the objective of policy.
An example is the cost-of-service principle in rate-making. A degree of
discriminatory pricing may be desirable where excess capacity exists in
the short-run. More generally, an economy which has developed on the
basis of a value-of-service pricing system in transportation may encounter
substantial transitional costs (due to plant relocation, disruption of
trade patterns, and so on) if efforts are made to implement a cost-of-
service rate policy, These costs must be weighed against the potential
benefits of greater efficiency in transportation should greater efficiency
become a priority for national transportation policy. These issues were
not examined or identified by the Commission,

A number of other recommendations were made by the Commission which
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were inconsistent with the arguments developed in Chapter 1, It was
argued that the proposed Central Authority which the Commission thought
would achieve economic efficiency was in fact designed to achieve greater
efficiency in decision-making by regulatory authorities, The Commission
also recommended the "bridge” subsidy, and rejected a suggestion that

the Maritime Freight Rates Act apply to other carriers. The objective
of the recommendations - to provide assistance to certain regions and
shippers -~ was not in question. The criticism was that the Commission
did not examine how the implementation of these subsidies would affect
other carriers, and thereby affect economic efficiency. In each case
the subsidies were to be applied to reduce the rates of the railways,

and were not to apply to other carriers, It was concluded that a mis-
allocation of resources in favor of the railway would be a strong likeli-
hood,

In conclusion, it may be said that the major recommendations made
by the Turgeon Commission were intended to achieve a solution to the
problem of inequity in the railway freight rate structure., They were
not made in full or even partial recognition of their effects on other
objectives of national transportation policy. Certainly this is true
with respect to the objective of economic efficiency. It is difficult
to know on balance whether the recommendations which were implemented
jincreased the degree of inefficiency in the national transportation
system, The discussion was too general to make such an assessment.

It would in part depend upon the situation prior to the implementation

of the Commission's recommendations, It is also difficult because in

some cases (e.g. user fees, regulation of entry) the Commission simply
reiterated existing policy, or it made no comment, But a full assessment

of this point lies outside fhe scope of this study.
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The MacPherson Commission Report

Although it was specifically instructed to prepare recommendations
for a solution to the freight rate inequity problem, the MacPherson
Commission undertook a much broader evaluation of the objectives of
national transportation policy and the structure of the national transporta-
tion system, The Commission justified this approach on the basis that
major changes had occurred in the transportation system which made it
necessary to examine the relationship between the transport industry,
the economy, and national policy objectives., Problems such as the freight
rate inequity issue would thereby be placed in their propér perspective,

It was argued in Chapter 3 that the major recommendations of the
MacPherson Commission were intended to remove what the Commission called
distortions in the competitive relations between the modes of transport.
The Commission argued that economic efficiency in the national transporta-
tion system should be the sole objective of national transportation policy.
The emergence of pervasive competition in the national transportation
system meant that transportation policy should be concerned with the
relations among the carriers, and with ensuring that each mode provide
those services for which it possesses an inherent advantage., It was no
longer possible to ignore the effects on other carriers and the transport
industry generally which policies designed to achieve national objectives
(by supporting certain carriers) would have, If transportation is to be
used to promote national objectives, assistance must be given to the
carriers on an impartial basis so that no distortions are introduced
into the transportation industry.

The Commission argued that competition could achieve economic

efficiency provided distortions in the competitive relations among the
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modes were removed, To accomplish this, a number of recommendations were
made, The Commission called for a cost-oriented pricing policy, but
recognized the necessity of some value-of-service pricing for efficiency.
Support was given to a policy of having users of facilities pay the full
economic and social costs associated with the facility through appropriate
user fees, The Comnission opposed all forms of cross-subsidization (of
passenger services from freight revenues, and the use of non-rail revenues
to support transport services) which would have the effect -of allocating
traffic among the modes on a basis other than the inherent advantage
of each mode, Finally, no mode or carrier should be allowed to support
services required in the national interest by raising rates elsewhere
and thereby causing a misallocation of traffic to occur,

The Commission recognized situations where competition would not
or could not achieve economic efficiency. In such situations regulation
must act as a substitute for competition., In terms of rail-truck
competition, the absence of effective competition meant that minimum-
maximum rate regulation should be implemented. This policy would prevent
a misallocation of resources because rates would be compensatory in all
cases where competition was effective, and a limitation would be placed
on the practice of cross-subsidizing because no shipper would pay more
than his fair share of costs.

In contrast to the Turgeon Commission, the arguments used and the
recommendations made by the MacPherson Commission are consistent with
some of the general principles discussed in Chapter 1. But serious
deficiencies in the analysis of economic efficiency were made apparent

in Chapter 3, In the first place, the Commission failed to demonstrate

that effective competition was in fact a reality on a specific market
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to market basis in Canada. It was assumed that the effective competition
would achieve economic efficiency in the national transportation system,
But efficiency was conceived in the narrow sense of an efficient
allocation of resources among the modes. Attention was focused on re-
moving any distortions (basically anything which prevented rates from
reflecting cost) which existed between the modes which would prevent
the modes from utilizing their inherent advantages. Thus, an efficient
allocation of resources would be realized if rates reflected costs, and
competition is defined as effective where such rates are achieved,

The Commission ignored many other problems related to economic
efficiency, For example, the effects of intra-modal and inter-modal
competition on managerial efficiency, on securing efficient levels of
investment, on the efficient utilization of existing capacity, were not
examined, The discussion on regulation ignored the problems related
to achieving efficiency where new carriers request access to existing
markets, and where existing carriers wish to expand into new markets,

Tn conclusion, it may besaid that the MacPherson Commission
Report was a step in the right direction toward recognition of the
interdependence of the economy, the objectives of national policy, and
the national transportation system, The Commission clearly understood
the importance of specifying the objectives of national transportation
policy, and of undertaking a study of the structure of the transportation
industry and its relation to the economy, so that transportation could
continue to play a direct role in the development of the nation  but
not at the cost of a major misallocation of resources in the industiry
1tself. The Commission thought the country could have the best of both

worlds - the realization of national objectives and an efficient transporta-
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tion system. This was undoubtedly an over-simplification on the part of
the Commission., But the essential contribution made by the Commission,
noted above, must not be forgotten, Perhaps the Report posed more questions
about economic efficiency than it answered, but it serves as a basis

for further investigation and study.

National Transportation Act 1967

The National Transportation Act was passed in February of 1967, and
it contains the major recommendations made by the MacPherson Royal
Commission, Section 3 of the Act established the general terms and

objectives of national transportation policy,

"It is hereby declared that an economic, efficient
and adequate transportation system making the best
use of all available modes of transportation at

the lowest total cost is essential to protect the
interests of the users of transportation and to
maintain the economic well-being and growth of
Canada, and that these objectives are most likely
to be achieved when all modes of transport are
able to compete under conditions ensuring that
having due regard to national policy and to legal
and constitutional requirements (a) regulation of
all modes of transport will not be of such a nature
as to restrict the ability of any mode of transport
to compete freely with any other modes of transport;
(b) each mode of transport, so far as practicable,
bears a fair proportion of the real costs of the
resources, facilities and services provided that
mode of transport at public expense; (c) each mode
of transport, so far as practicable, receives compensa-
tion for the resources, facilities and services
that it is required to provide as an imposed public
duty; and (d) each mode of transport, so far as
practicable, carries traffic to or from any

point in Canada under tolls and conditions that

do not constitute (i) an unfair disadvantage in
respect of any such traffic beyond that dis-
advantage inherent in the location or volume of
the traffic, the scale of operation connected
therewith or the type of traffic or service




181,

involved, or (ii) an undue obstacle to the inter-
change of commodities between points in Canada
or unreasonable discouragement to the develop-
ment of primary or secondary industries or to
export trade in or from any region of Canada or
to the movement of commodities through Canadian
ports; and this Act is enacted in accordance

with and for the attainment of so much of these
objectives as fall within the purview of subject-
matters under the jurisdiction of Parliament
relating to transportationa"1

The Act provides that the federal government may subsidize non-
paying branch lines and passenger services, That is, the railways will
be entitled to receive subsidies from the government to cover the operating
losses on services required in the national interest. The Act incorporated
the recommendations of the MacPherson Commission on maximum and minimum

rates, It abolished the "bridge” subsidy. The Act created the Canadian

Transport Commission which was, in line with the recommendations of the

MacPherson Commission, to

"perform..,(its) functions with the object of
coordinating and harmonizing the operations of
all carriers engaged in transport by railways,
water, aircraft, extra-provincial motor vehicle
transport and commodity pipelines,"?

The Commission was charged with responsibilities in addition to its duties
under the Railway Act, the Aeronautics Act and the Transport Act, It was

to

"inquire into and report to the Minister upon |
neasures to assist in a sound economic develop-
ment of the various modes of transport over
which Parliament has jurisdiction...undertake
studies and research into the economic aspects
of all modes of transport within, into or from

1. National Transportation Act (Queen's Printer, Ottawa, 1967) Section 3.

2, 1Ibid,, Section 21,
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Canada,..inquire into and report to the Minister
on the relationship between the various modes

of transport within, into and from Canada and
upon the measures that should be adopted in

order to achieve coordination in development,
regulation and control of the various modes of
transport...inquire into and report to the
Minister upon possible financial measures
required for direct assistance to any mode of
transport and the method of administration of
any measures that may be approved,..establish
general economic standards and criteria to be
used in the determination of federal investment
in equipment and facilities as between various
nodes of transport and within individual modes

of transport and in the determination of desir-
able financial returns therefrom...inquire into
and advise the government on the overall balance
between expenditure programs of government depart-
ments or agencies for the provision of trans-
port facilities and equipment in various modes

of transport, and on measures to develop revenue
from the use of transport facilities provided or
operated by any government department or agency,
«ooand participate in the economic aspects of the
work of intergovernmental, national or interna-
tional organizations dealing with any form of
transport under the jurisdiction of Parliament,">

These provisions in the Act reflect a recognition on the part of
government that more attention must be paid to improving the allocation
of resources among the various modes to achieve greater efficiency in the
national transportation system, But it is clear that the Act did not
endorse, as the MacPherson Commission recommended, economic efficiency
as the sole objective of national transportation policy. Other objectives
are given explicit recognition in the Act. Section 3, which defines the
general terms of national transportation policy and the public interest,
prohibits any "undue obstacle to the interchange of commodities” or *un-
reasonable discouragement to the development of primary or secondary
industries or to export trade in or from any region of Canada or to the

movement of commodities through Canadian ports.” The recommendation

3. National Transportation Act, Section 22,
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that the railways be compensated for losses incurred in the transport
of Western grain for export was defeated when the Act was considered by
Parliament. Thus, statutory rates were exempted from the provision that
all rates be compensatory, Mergers may be blocked if they threaten
the public interest, The public interest is defined to include,
without limiting the generality thereof, the public interest as described
in Section 3, Thus mergers which may improve efficiency could be stopped
because they constitute an unfair disadvantage to shippers, or an undue
obstacle to trade, Similarly, rates and conditions of service may be
challenged on the grounds that they are contrary to the public interest,

The Act does not specify any priority for these different objectives,
It may be some time before the terms of the national transportation
policy are clarified through interpretation by the Canadian Transport
Commission and the courts. For one thing, one author has suggested that
the changes made in the 1967 legislation may be more a matter of change
in wording rather than meaning, because “"expressions such as unfair dis-
advantage, undue obstacle, prejudicial to the public interest, and undue
advantage of a monopoly situation, which are contained in the National
Transportation Act” may be interpreted to have "the same broad meaning
as the words undue, unjust, and unreasonable preference or discrimination
formerly included in the Railway Act."a If this is true, the principles
which guided rate-making in the past would continue to be policy. To
what extent efficiency considerations are taken into account is difficult
to say simply from a study of the legislation,

It is clear from the statement of national tramsportation policy

4, A.W, Currie, Canadian Transportation Economics (University of

Toronto Press, Toronto, 1967), pp. 228-29,
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that economic efficiency is understood to mean an efficient allocation of
resources among modes, with each mode performing those functions for which
it possesses an inherent advantage, Competition is identified as the
best means of achieving efficiency provided certain conditions are met,

It is interesting to note that the Act includes two conditions (d(i),
d(ii) above) not mentioned by the MacPherson Commission, It is difficult
to understand how these conditions will contribute to the achievement of
efficiency under competitive conditions, This is particularly true of
the second condition, that tolls and conditions of service not constitute
“an undue obstacle to the interchange of commodities,...or unreascnable
discouragement to the development of....industries or to export trade in
or from any region of Canada or to the movement of commodities through
Canadian ports"”. These appear to be objectives of policy and not

necessary conditions for the effective operation of competition,.

It may be concluded from what has been said that the National
Transportation Act calls for a balancing of several national objectives
including efficiency. The Act defines efficiency in the narrow sense
of an efficient allocation of resources among modes with each mode
performing the services for which it is best suited, But the Act does
not assign any priority to the several objectives which it identifies,
and it leaves considerable scope for interpretation by the Commission
and the courts., It is therefore impossible to conclude precisely what
importance efficiency will have or is intended to have with the passage
of this legislation., The concept of efficiency is similar to that con-
tained in the MacPherson Commission, and is therefore subject to the
same criticisms noted in the previous section of this chapter, It is

likely that the many issues related to economic efficiency examined
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in Chapter 1 of this study will be raised before the Canadian Transport

Commission, It remains to be seen what interpretation they will be given

by that body,
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