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Abstract

The trucking industries in Canada and the United States have been deregulated on
national bases for many years now. Transborder deregulation, however, has not yet
been achieved; even in the midst of trade agreements designed to allow for greater ease
in moving goods across the Canada-U.S. border. The existence of cabotage regula-
tions, which limit the transport activity of a foreign truck driver and his tractor-trailer
while on domestic soil, is a major impediment to transborder deregulation.

Chapter 1 provides a history of trucking regulation and deregulation in Canada and
the United States along with a discussion concerning how the Canada-U.S. Trade
Agreement and the North American Free Trade Agreement have brought the issue of
transborder trucking to the fore. Cabotage regulations are carefully outlined and evalu-
ated while the recent "reforms" to these regulations are appraised in the light of poten-
tial efficiency gains to transborder truckers. Because of the complicated nature of these
regulations, a survey of Canadian trucking firms is provided in order to gauge under-
standing, compliance and attitudes toward reform. The results obtained impact on the
economic theory of regulation that, in general, states that firms understand, and even
influence, the body of regulations under which they operate.

In chapter 2, a model of the for-hire trucking industry is developed in order to es-
tablish the welfare gain accruing from deregulation. The model is also used to show the
further welfare gain that is expected to arise from cabotage reform. A supply-side ap-
proach is developed using the for-hire industry combined with a representaive trucking
firm. The demand-side is developed combining the fronthaul and backhaul markets so
that inferences with respect to cabotage reform may be had. The combined supply and
demand models provide a useful means for comparing the welfare effects of regulatory
change.

I\



The implications of the complete model are extended, in chapter 3, by use of: (1)
rent seeking theory that serves to highlight the strategic behavior of trucking firms op-
erating under regulatory protection; and (2) marginal welfare analysis that will show
the marginal welfare gain from cabotage deregulation.

Finally, chapter 4 provides concluding remarks with respect to the model and its
policy implications for deregulation and cabotage reform in North America.
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Introduction

This dissertation involves a great deal of detail regarding for-hire trucking regula-
tion and deregulation in Canada and the United States; especially as they relate to cabo-
tage regulations. In order to carry the reader comfortably through the analysis of this
material-— which is used as the foundation for the economic model of the for-hire
trucking industry, to be developed— the following summary is provided.

The two applicable trade agreements between Canada and the United States, as well
as these countries' initiatives leading to for-hire trucking deregulation, are as follows:

Free trade Inter-prov./state deregulation Intra-prov./state deregulation *

CUSTA (1988) MCA (U.S., 1980) Airline Improvement Act (U.S.,
1994)

NAFTA (1994) MVTA (Canada, 1987) Interprovincial Trade Agreement
(Canada, 1994)

CUSTA: Canada-U.S. Trade Agreement; NAFTA: North American Free Trade Agree-
ment; MVTA: Motor Vehicle Transport Act; MCA Motor Carrier Act.

* While it may seem curious that an Act relating to airlines precipitated intra-state
trucking deregulation, it is in fact true. As defendant in a court challenge, Federal Ex-
press courier service won the right to move its private truck fleet between states. For--
hire carriers demanded, and won, reciprocity through this subsequent Act. With respect
to Canada, the 1994 Interprovincial Trade Agreement set in motion a process that
would lead to complete intra-provincial deregulation by 1998.



Cabotage regulations in Canada and the United States, as well as their reform and
re-interpretation, are summarized as follows:

Cabotage Regulations (Canada and the U.S.)

Foreien driver * Forei trailer #

Immigration Act Customs Act

* In both Canada and the U.S., this Act requires a foreign driver engaged in cabotage
to possess dual-citizenship or be at least a S0 per cent by-blood aboriginal.

# In both Canada and the U.S., this Act treats all equipment crossing an international
border as a temporary import with zero duty assessed.

f Tru

(1) Incidental move (Canada and U.S.): part of an import or export move combining
domestic freight on the foreign vehicle. The domestic freight may only precipitate mi-

nor deviations from the transborder route of the import or export.

(2) Repositioning move (Canada): carriage of solely domestic freight by the foreign ve-
hicle. This move must be used for the purpose of moving freight to an export pick-up
point leading to departure from the country.

(3) Return-trip/outward (U.S.): a restricted repositioning move. It forces Canadian ve-
hicles to proceed northward when moving domestic freight to the export pick-up point.



Cabotage Reform (Canada and U.S.)

The American Trucking Associations (ATA) and the Canadian Trucking Alliance
(CTA) began reform talks in 1993. Only the Customs Act was discussed. Immigration
was not on the table because it was considered too political an issue given the status of
Mexico with respect to trade relations. Canada's Goods and Services' Tax (GST) pre-
vented reform due to the federal finance department's unwillingness to exempt the mar-
ket value of U.S. equipment from this levy when cabotage is to be undertaken.

Cabotage Re-interpretation (Canada and U.S.)

Customs officials, beginning in 1996, would use the freight's bill of lading as the
distinguishing characteristic for separating a transborder move from a cabotage move.
Freight that crosses a border, but not yet reaching its final destination, will still be con-
sidered international. In this way, a foreign carrier's transport of such freight-— picking
it up on the other side of the border— will not be considered as cabotage. Such was the
compromise worked out given the inability to negotiate revisions to the Customs Act in
either Canada or the United States.



Chapter (1): The nature of the Canada-U.S. transborder trucking industry
under regulation and deregulation.

(1.10) A brief history of trucking regulation and deregulation in Canada
and the United States.

The purpose of this chapter is to firmly establish the context under which fu-
ture regulatory reforms of transborder trucking activity in North America may
take place. To this end, an overview of the history of the regulatory and deregu-
latory processes of the trucking industries of Canada and the United States
serves to highlight their particular structures as well as their responses to market
forces and governmental policy. From this foundation a greater appreciation of
the economic model of the transborder trucking industry, to be developed over
subsequent chapters, will be achieved.

(1.11) General

A history of the relationship between the trucking industry and the govern-
ment that regulates it serves to introduce the major players that interact in the
regulatory process. Much has been written on both a theoretical and empirical
basis concerning the process of regulation. While this process with respect to
the trucking industry is discussed here, it is necessary to examine how and why
the drive towards deregulation of that industry occurred. It should be borne in

mind that deregulation involves the removal of regulations that govern business

conduct but by no means implies the removal of a/l regulations that may exist.!

The trucking industry developed into a viable means for freight transporta-



tion more than haif a century after rail became recognized as the most efficient
land transport mode when the shipping distance was taken to be the critical fac-
tor. When technological advances in the horsepower of internal combustion en-
gines allowed motorized trucking to be seen as a substitute for the horse-drawn
carriage, the process of urbanization was already well established and a large in-
frastructure of rail lines existed in all developed countries. In this sense, trucks
were used as an exclusive part of urban transport along the increasing network
of paved roads. The hegemony of rail would not yet be challenged. Of course,
with an increasing availability of motor vehicles to the general public due to the
introduction of the assembly line process of production, the desire to travel
ever-greater distances in a personalized manner led to the development of inter—
urban highway systems. Once the infrastructure for roadway travel expanded,
trucks would be put into service for longer distances and it would not be too
long before trucks would play an active role in merchandise trade on an inter-
provincial, interstate and, ultimately, international basis. For North America,
rail development was biased toward intra-national transport which was to be ex-
pected given: (1) the National Policy'high tariff outlook of the Canadian gov-
ernment in terms of bringing, and keeping, the Prairie and Pacific regions
within Confederation?; and (2) the preoccupation of the United States with west-
ward expansion beyond the industrial northeast. While rail tended to follow an
east-west travel pattern in both countries, trucking came to be seen as a more
flexible means for international trade between Canada and the United States. Of
course, the distance factor would remain in favor of the rail mode for many

years.

Starting in the 1950s two specific forces would enhance long distance truck-
ing in the eyes of shippers. The first was the railways' own drive toward inter-
modalism by way of piggy-backing trailers on flat bed railcars. While the inter-



est of the railways to engage in trucking operations with their own fleets may
have been for the purpose of mitigating competition from the trucking firms
themselves, it introduced shippers to the benefits of trailer haulage. Secondly,
the rail strikes that were to take place in both countries at various times through
the 1960s and 70s would expose shippers to trucking as a viable shipping alter-

native.

The next three sections examine the history of trucking in a North American
context. Canada and the United States will be examined as separate historical
cases in sections 1.12 and 1.13, respectively, after which section 1.14 takes up
a common thread running through the evolution of the transborder trucking mar-
kets of Canada and the United States— the formation of trade agreements. The
Canada-United States Free Trade Agreement (CUSTA) and the North American
Free Trade Agreement (NAFTA) are the two specific treaties that will be exam-
ined in terms of their implications for the transborder trucking industry.

(1.12) Canada

The regulation of commercial trucking activities in Canada was passed onto
the provincial governments de facto during the mid-1920s, more officially in a
federal/provincial trucking accord in 1932, and finally with legislation by way
of the Motor Vehicle Transport Act (MVTA) of 1954. This process was natural
since the provinces already had jurisdiction over the roadways. In a simple
sense, the federal government recognized that very little trucking activity in the
1920s was interprovincial in nature, meaning that the provincial governments
would be able to effectively oversee practically all of the activity of the trucking
firms situated in the provinces. A report prepared for the federal government in
1937 showed that only 3% of trucking activity in Canada was interprovincial



(Kaplan, 1989). In this sense, trucking activity would be regulated by nine
autonomous boards® while the federal government maintained sole regulatory
control over the railways. The autonomous nature of the provinces meant that
each individual board varied in terms of its interventionist philosophy. Ontario
and Quebec represented the interventionist extreme while Alberta represented
the noninterventionist extreme. Of course, the federal government always pos-
sessed the constitutional authority to regulate trucking activity and the provincial
boards would be considered the agents of the federal government.

The Royal Commission on Transportation or "MacPherson Report” of 1962
stated that all modes of transport in Canada should find and maintain their mar-
ket niches so as to attain efficiency; that is, no intermodal competition was con-
sidered to be a desirable goal. Kaplan (1989) paraphrases the thrust of this Re-
port in the following words: "there is a need for all and a place for each”. This
point of view was very much the way the federal government felt about trans-
portation as a national issue and such views were reaffirmed over the ensuing
years between 1928 and 1962. It was in 1928 that Canada's rail interests began
lobbying the federal government to curtail trucking activities that had begun to
operate over areas once served only by rail. Of course, at the heart of the pro-
tests were the railways' inability to adjust as fast as they would have liked to the
onset of trucking competition. Some reasons for this inability include: excess
rail capacity owing to overly optimistic rail line expansions between 1900-1914;
the relative strength of the trade union presence in the rail industry and the gen-
erous wage settlements made through the 1920s; and finally the improvements
in road infrastructure that began to limit— only somewhat, in reality— the
comparative advantage the railways enjoyed over trucks with respect to distance
traveled. It may be argued that the railways practically gave away the portions
of market share lost to trucks from the 1930s through the 1960s in the sense that



railway managers, while operating within a regime of federal Crow Rate regula-
tion of wheat and barley shipping, acted as if their jobs were merely to move
trains instead of, first and foremost, providing customer service.

The trucking industry continued to extend its routing distances and was able
to counter some of the arguments of the railways. They argued that the govern-
ment either directly or indirectly subsidized the railways beginning in the 1920s
through the Maritime Freight Rate Assistance Act and the 1927 re-affirmation of
the famous Crow Rate. It should be noted that the Maritime subsidy was ex-
tended to trucking as well beginning in 1969 by the federal government in re-
sponse to the interests of the Atlantic region. But when the Western Grain
Transportation Act (WGTA) of 1985 replaced the Crow Rate with a managed—
but-floating freight rate, the rail interests were successful in lobbying the federal
government to keep the subsidy applicable to rail-only transport since they
feared an extension of it to trucking would necessitate the phasing out of un-
profitable branch lines. Nonetheless, grain transport subsidies were never pay-
able to the railways. The artificially low statutory rates were, in effect, a tax on
the railways rather than a subsidy which was quite contrary to the views of the
trucking industry which only perceived the obvious government-induced incen-
tives for shippers to move grain via rail.

In the drive toward piggy-back intermodalism Canada's two largest rail-
ways, Canadian National and the Canadian Pacific Railways, had begun pur-
chasing trucking firms as early as the 1950s.4 But it would take until 1967, un-
der the National Transportation Act (NTA), for legislation to be enacted to pre-
vent these railways from cross-subsidizing their trucking operations through the
diversion of their rai! profits. In fact, the "Part III" portion of the NTA was set
to re-establish federal control of all interprovincial and international trucking but



this portion was never proclaimed as part of the NTA. Federal/provincial dis-
cussions at the time highlighted some of the difficulties over a re-establishment
of federal control: federally regulated carriers would operate on a provincially
controlled highway; and solely intraprovincial trucking firms, remaining under
provincial regulation, might have to compete with federally regulated inter-
provincial firms which could operate along the same routes. The provinces fore-
saw that the disaffected firms under their contro! might request harmonization
with federal regulations in order to compete more effectively. According to
Shultz (1980) it seemed that the provincial governments did not want their
boards' jurisdictional powers reduced and be forced to appear before a federal
panel as just another special interest group. Furthermore, the provinces, through
licensure, could affect economic development in remote regions by promoting
trucking licenses for these areas and requiring regulated amounts of servicing as

conditions for entry. In short, the provinces would stand to lose a lot of power.

The 1932 federal/provincial trucking accord, in order to diminish uncer-
tainty in this inherently volatile industry, stipulated jurisdictional licensure for
the first time, freight rate regulation, safety standards, and insurance require-
ments. In effect, entry control was brought about in the trucking industry to the
benefit of the incumbent firms. The operating authority would be a source of
windfall benefits to the first recipient and become a cost of entry capitalized into
the value of firms. Furthermore, the onus was on any new applicant appearing
before a provincial regulatory board to make the case for its entry on an effi-
ciency or "public convenience and necessity" (PCN) basis. And, of course, in-
cumbents would be able to rebut any and all arguments. As mentioned above,
the diversity of the provincial boards meant that the regulation of rates could in-
volve no regulation, simple rate filing, or rate filing subject to board approval.
And with respect to entry, all provinces but Alberta would enforce, to varying



degrees, the PCN requirement. With a lack of coordination among the provin-
cial boards, rates to be set for interprovincial routing were not very restrictive.
Boucher (1991), for example, examined the entry decisions made by the Que-
bec Transport Commission over the years 1976-1980. One of the findings
showed that views of the incumbent firms dominated the decisions made by the

Commission and that the success of entry was positively related to the size of

the firm wishing entry.’

Deregulation of the interprovincial trucking industry came to Canada by way
of the new MVTA of 1987 which was in response to the deregulatory process
that had occurred in the United States several years earlier coupled with the
near-completion of the CUSTA discussions. The new MVTA became effective
on January 1, 1988. Trucking firms in Canada and the United States were com-
peting more frequently along transborder routes through the 1980s anyway and,
while by no means possessing a unanimous view, the Canadian trucking indus-
try leaned toward deregulation as a means to level the playing field. The U.S.
Motor Carrier Act of 1980, which provided for the deregulation of interstate
trucking in the United States, allowed for Canadian entry into transborder mar-
kets. The initial act of trucking deregulation in Canada began in 1985 when the
federal and provincial Ministers of Transport signed their "memorandum of un-
derstanding” as to the agreed process of reform to interprovincial and transbor-
der trucking. This culminated into, given the pro-business attitude of the federal
government, the "Freedom to Move" plan which sought deregulation in all fed-
erally regulated transport modes. Important shipper groups such as the Canadian
Manufacturers Association also supported the move and would certainly have
been in a position to foresee potential efficiency gains for Canadian trucking
given that their members made use of transport services in both Canada and the
United States.



A major point to note is that the nature of the regulatory process meant that
deregulation in Canada would never need to be as comprehensive as it was in
the United States. Jurisdictional licensure was of course the norm but rate regu-
lation was never as strong as it was in the United States by way of its Interstate
Commerce Commission (ICC) and more interventionist tariff bureaus. The extra
competition that would arise in Canada would be due more to incumbents break-
ing out of their "micro-market” restrictions and competing in other markets as
opposed to new entrants to the industry itself. And, of course, U.S.-based firms
would be allowed entry and would, by 1992, account for 28.5% of total license
applications (Chow, 1995). Nonetheless, the presence of owner-operators would

increase in the industry.

The deregulation process set out in the MVTA of 1987 allowed for a five—
year transition period where all rate regulations, routing and commodity-type
restrictions for a license were to be removed. Entry control would wane over
the transition period through a reverse-onus system whereby the incumbents
would have to show public harm as opposed to the previous system of the en-
trant having to show PCN. By 1993, the entrant would merely have to prove fit-
ness based upon the requirements to be fuifilled for insurance and the mainte-
nance of safety standards. Each province would administer a nationally uniform
market fitness test as well as a National Safety Code. The provincial regulatory
boards would oversee individual applications for intra-provincial operations
while the applications for interprovincial operations would be governed through
the uniform, nationwide fitness standard set up for 1993 and beyond.

As for intra-provincial regulation, some provinces began to follow the ex-
ample set by the MVTA and, by 1989, five of them along with both territories



abandoned PCN and adopted the reverse onus method of entry. By 1995, British
Columbia, Saskatchewan, Manitoba, and Nova Scotia were bystanders as the
other provinces and territories adopted fitness-only entry standards. Alberta, of
course, was never a regulated province in the first place. However, it should be
noted that all provinces and territories became signatories to the Interprovincial
Trade Agreement of 1994 which effectively called for deregulation of intra-

provincial trucking by 1998.6

As noted above, deregulation added competitive forces to Canadian trucking
operations. There is a greater presence of U.S.-based firms; the less-than—
truckload (LTL) sector has been consolidating into larger firms with feweras a

result; and owner-operators’ bore the brunt of the freight rate competition that
was unieashed under the requirements of the MVTA coupled as well with the
recession of 1990-91.

Evidence gathered has shown deregulation to have been beneficial overall to
shippers. Collins and Bowland (1989) in an early study of the impact of de-
regulation looked at a sample of 174 firms comprised of shippers and carriers in
a variety of geographic locations across Canada. These firms were to report on
the state of their business roughly 8 months after the introduction of the MVTA
and the all-mode-encompassing NTA of 1987. One-third of the shippers that
used for-hire trucks reported decreases in freight rates with only a "small minor-
ity” reporting an increase. At the same time, 83% of surveyed shippers over all
modes claimed that service quality remained stable while 15% claimed an in-
crease. It may be concluded that deregulation led to a lowering of transport
costs faced by shippers.

The impetus for the lowering of trucking costs, which lead to the lower



rates, was also due to the increased competition within the trucking industry af-
ter 1987. But Collins and Bowland also cite over-capacity of new entrants as a
cause for the fall in profitability that occurred over the period as well. Certainly
firms that were merely expanding operating authority during the years of regula-
tion would find themselves with over-capacity as they emerged out of once—-
protected marketplaces. With respect to freight rates and competition the picture
would be the same over the next few years (Annual Review of the NTA of
Canada, 1993).2 The difference would be that the recession of 1990-91 would
also be a force in driving rates down and many firms would begin to create alli-
ances with U.S. ones. Between 1989 and 1993, TL and LTL domestic rates
would follow the same cyclical pattern except that LTL rates enjoyed a roughly
0.5 percentage point premium. Transborder rates for the TL and LTL classes
would be roughly 0.5 percentage points lower than their domestic counterparts.
Using LTL rates to indicate the pattern, freight rates inflated around 1.5% in
1989 to 2% in 1990 followed by disinflation leading to nearly 0% in 1992 be-

fore a 0.5% increase in 1993.

One benefit derived from a U.S. alliance is the ease of interlining as part of
transborder operations. Still, applications by Caradian firms to the ICC for in-
terstate operating authority continued to rise from the late 1980s with 200 appli-
cations in 1986 to nearly 900 by 1993. This shows that routing patterns for Ca-
nadian trucking firms grew increasingly north-south in an attempt to compete
more effectively within U.S. territory. In contrast, U.S. applications through
the MVTA for provincial authorities between 1989-1993 had been stable be-

tween one to two thousand applications per year.

In the post recessionary period of 1992 onward, a representative sample of
carriers showed that the large unionized carriers faced the more severe effects of

10



restructuring while the non-unionized ones were more flexible and found it eas-
ier to adapt to the more competitive environment. To give an idea of the change
in the industry, consider that 37 of the top 100 Canadian trucking firms (based
on fleet size) in 1988 either shut down or merged with another firm by 1993.
And by 1993 the top 40 carriers used 26% fewer vehicles than did the top 40 in
1988. A final aspect of fleet rationalization concerned the use of owner—
operators. While the period 1988-93 saw the number of vehicles in the top 40
firms drop between five and ten thousand units from year to year, owner--
operator usage would peak in 1990 and drop by no more than one thousand ve-
hicles in a given year. And owner-operators may be paid on a distance basis or
out of a percentage of revenue per shipment but, of course, the real savings
arise to the firm due to the absence of employee benefits. Unionized firms
would resist or limit the use of such labour thus adding to their inability to ad-
just to market changes.

It is interesting to note that of the 35,000 owner-operators working for Ca-
nadian firms in 1991, 11,000 of them incorporated their business (Mathieson,
1994). Such a move shows the serious presence of owner operators in the indus-
try as well as their attempts to minimize business risk. The distinction between
for-hire carrier and owner-operator has become somewhat blurred to the extent
that some incorporated owner-operators are hiring drivers of their own to main-
tain larger fleets. The average fleet size of owner-operators earning between
three-quarters to one million dollars per year was seven trucks in 1991,

Deregulation of trucking in Canada in 1987 was a function of the overall
trend towards liberalization of markets occurring in various industries and
across various countries. The economy and industry were benefiting from con-

tinued expansion since 1982 and the U.S. economy carried along Canada's.
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Furthermore, the deregulation efforts in the United States became something for
Canada to emulate. Such initiatives might have been tempered had the effects of

the next recession been anticipated.

(1.13) The United States

State regulation of trucking began in Pennsylvania in 1914 followed by
thirty-five other states in the years up to 1925. These regulations affected entry
and rate maxima and minima and were overseen by state commissions that were
also used, incidentally, for the regulation of railroads. The regulation of inter-
state commercial trucking activity in the United States, however, began with the
Motor Carrier Act (MCA) of 1935. The MCA served to clarify the division of
federal and state powers since the states, which had control of intrastate trucking
activity for some time, had attempted to control the firms on their soil that
wished to engage in interstate activity. Such activity on the part of the states
was not regarded with much concern during the 1920s since: (1) the U.S. Su-
preme Court set a precedent in 1851 whereby states could regulate all activities
that affected interstate commerce provided that the issue was of local concern
but the interstate effect was "indirect or incidental”; (2) ICC estimates for 1929
showed that only 20% of total ton-mile activity by truck was interstate and, of
that, three-quarters were attributable to private trucking (Felton, 1989).
However, by the 1930s, economic depression as well as lobbying efforts on the
parts of railways--- federally regulated since 1887 by the newly-created ICC—
and certain large trucking firms set the stage for formal federal regulation of in-

terstate trucking activity.? The only effective opposition came from agricultural

organizations which managed to secure an exemption from MCA regulation for

trucks that exclusively carried livestock and farm produce.!? But the final hurdle
was overcome when the U.S. Supreme Court in 1935 ruled that the Nationa! In-
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dustry Recovery Act (NIRA) was unconstitutional in terms of its delegation of
Congressional legislative authority to industry representatives. In effect, the
American Trucking Associations (ATA) lost their power to self-regulate and
from that point they supported federal regulation. In the absence of being able
to set codes of conduct for its members, the ATA found it preferable to become
more of a lobby group to work closely with the ICC rather than to continue to

oppose some semblance of control over the industry.!!

The system of entry, service, and rate regulation would continue in the for—
hire trucking industry for another 45 years with only a few points of refinement
along the way. The ICC's application of the PCN requirement was so strict that
placing the burden of proof on the entrant resulted in incumbent carrier protec-
tion. The time and monetary costs of entry applications meant that it was easier
for a firm already in the trucking industry to expand into another jurisdiction
than it would be for a strictly new entrant into the trucking industry to obtain a
first-time license. In fact, the ICC was more approving of mergers of firms
where interlining was already occurring, since that, in its view, represented evi-
dence that minimal disturbance to existing routes would occur. Operating
authorities were required on both a commodity and territory basis and it was not
uncommon for a carrier to possess over 200 certificates outlining its operational

limits. More significantly, it has been shown that some did not or could not pos-

sess authority to serve intermediate points or engage in backhaul service.!2 The
extra consumption of fuel and labour due to unnecessary circuitry combined

with low load factors represented an obvious source of X-inefficiency in the
regulated industry.

In terms of ICC rate regulation, there was no Congressional oversight or
guidelines meaning that the regulatory process was open to influence by the
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trucking firms, shippers groups, rate bureaus, and the courts. The rate bureaus
were regional organizations supported by the dues of participating carriers. The
member carriers would meet to set rates subject to ICC approval. To the extent
that these bureaus were seen as price-fixing entities, they were nonetheless ex-
empt by Congress from any antitrust action by way of the Reed-Bulwinkle Act of
1948. The ICC had no choice but to largely approve the set of literally thou-
sands of daily rate quotes sent to it from the bureaus due to the cost involved in
analyzing the merits of each. The bureaus made it easier for firms to pass the
extra cost of unionized labour onto freight rates and, furthermore, the aggrega-
tion mechanism of the bureaus meant that a general rate increase was based
upon average as opposed to marginal cost increases. All inefficient firms in the
mix would be able to force a general rate increase for all. And, of course, the
bureaus made sure that any firm that attempted to cut rates was subject to pro-

test. 13

An important aspect of the rate approval process of the ICC was that it did
not wish to consider the joint cost and peak-load pricing problems involved in
trucking supply in the sense that it did not endeavor to allow for the setting of
differential fronthaul/backhaul and peak/off-peak rates. The ICC's working con-
cept was "equal rates for equal miles” which led to discriminatory rate setting in
that fronthaul/backhaul and peak/off-peak breakdowns in transport demand were
not to be a consideration by the firms. In this setting of uniform, distance-based
rates a shipper could easily be either overcharged or, in effect, subsidized by
another's overcharge. Instead of acknowledging the fundamental traceability
problem in joint cost allocation, the ICC developed its own method of setting

backhaul rates.'* In its belief that market based backhaul rates would lead to de-
structive competition on those routes that other firms used as their fronthaul, the
ICC entrenched excess capacity through empty backhauls as a permanent feature
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of the regulated interstate trucking industry.

A final source of discriminatory rates came in the form of setting rates in di-
rect proportion to the ratio of the good's value to transport cost. Using typical
price discrimination theory the rate bureaus and ICC realized that the higher the
ratio of the market value of the good to the shipper’s transport cost the more

price-inelastic would be the shipper's demand for transportation service. !

A rule of thumb used between 1935 and 1969 was that rates should provide
carriers with operating ratios (i.e. costs to revenues, both before interest and
taxes) of around 93% and that these rates should be on par or higher than feder-
ally regulated rail rates (Anderson and Huttsell, 1989). Alternative financial
measures such as return on investment per time period were rejected. When rate
of return evidence was finally considered an adequate criterion after 1969 there
was to be no indication from the ICC as to what constituted an adequate return
until 1978 when a return to stockholder equity of 14% was considered accept-

able.!® As well, this benchmark was to replace officially the operating ratio cri-

teria.

The changes to the trucking industry from 1935 through the 1970s lead to
demands for regulatory reform. Interstate trucking grew rapidly in the 1950s as
the interstate highway system came into full bloom bringing trucking firms into
increasing awareness as to just how complicated ICC control had become. Re-
cession in the mid-1970s coupled with railway reforms led the ICC, under pres-
sure from the trucking firms, to begin to relax some of its strictness with respect
to entry and operating rights. The liberalization process would continue in an ad
hoc manner through to 1980.
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Deregulation of interstate trucking would come to the United States in 1980.
The new MCA of that year allowed the ICC to remove its PCN entry rule and
replace it with a reverse onus rule as Canada would do seven years later. With
respect to rates, the ICC would establish a band width or "zone of reasonable-
ness” that would not lead to too much volatility in freight rates but would allow
for a semblance of competition in the trucking markets. Collective rate making
as set through rate and tariff bureaus was eased somewhat and independently
filed rates to these bureaus were encouraged. The bureaus would continue to
collectively set intra-state rates for interline servicing or where antitrust was an
issue. As in Canada's experience with trucking regulation, the extent of regula-
tion across the states themselves differed greatly.

Without geographic barriers to operations, interlining became less prevalent
among U.S. firms while, as mentioned above, Canadian firms could now enter
the U.S. market. At the same time, the fall in rates coupled with the recession
of 1982 led, ironically, to market concentration and destructive competition in
the country's largest sub-market, long haul LTL. By 1987 bankruptcies in this
sub-market climbed to a level 10 times what they were in 1978 (Chow 1995).
The lack of reciprocity for entry of U.S. firms into Canada did not go unnoticed
by U.S. firms during the years when only their country operated under deregu-
lation. The Motor Carrier Safety Act of 1984 banned entry of Canadian and
Mexican firms into transborder markets in the U.S. but Canadian authorities
managed to work out an exemption from this legislation. Essentially
"memoranda of understandings” (MOUs) were exchanged by each federal gov-
ernment that outlined guidelines under which transborder disputes would be set-
tled.

Even though the United States did not achieve entry reciprocity between
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1980 and 1987, the fall in rates on the U.S. side of the border would have an
effect upon the Canadian firms using their new transborder routes. The presence
of some U.S. firms with so-called "single line authority” allowed them to un-
dertake pick-ups/drop-offs at specific Canadian sites close to the border. This
allowed these firms to apply the same discount programs to these transborder
routes as they would to their U.S. domestic routes, to the detriment of the regu-
lated Canadian carriers. Furthermore, some Canadian shippers would find it
cheaper to by-pass Canadian for-hire truckers altogether in that they would sim-
ply rent their own vehicles to move their goods to the U.S. border in order to
interline with a U.S. carrier netting discounts as high as 65% in doing so
(Skorochod and Bergervin, 1984). Canadian regulators had no choice but to
allow a discount of the rates applicable to transborder markets and it was always
possible for the U.S. firms to simply put in a bid for a targeted Canadian opera-
tion for the purpose of acquiring its operating authority and thereby create an
affiliate. It would be episodes such as these which would set Canada on its own
track to deregulation in 1988.

In 1994 deregulation in the United States was expanded by way of the
Transportation Industry Regulation Reform Act (TIRRA) which abolished ICC
authority over freight rates for the trucking industry. The ICC itself would be
abolished in 1996 and its powers shifted to the U.S. Department of Transporta-
tion. Of course, the remaining authority over rates left in the hands of the bu-

reaus was, for a time, not threatened.

The issue of intra-state deregulation also came to a head in 1994, around the
same time as it would in Canada. Ironically, it would be a court case involving
an air carrier that would be the catalyst. Federal Express, an official air carrier
with a private fleet of trucks, could operate freely in any state while its for-hire
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trucking competitors could not. When Federal Express won its court case allow-
ing freedom of movement, the trucking industry pushed for intra-state deregula-
tion and this was accomplished through the Federal Aviation Administration
Authorization Act or Airline Improvement Act of 1994. Similar to the situation in
Canada, states would control safety and insurance issues. Bureaus would now

lose the power to make collective rates under previous antitrust exemption.

Canada and the United States were moving down a common path of deregu-
lation. However, they took to this path in the fashion of a parallel movement in
two separate lanes rather than a shared interaction. Each country undertook de-
regulation for domestic reasons but it would be the advent of general trade ne-
gotiations between Canada and the United States that would bring into focus the
need for harmonization of continental trucking.

{1.14) Two common threads between Canada and the United States: CUS-
TA and NAFTA

While both Canada and the United States were wrestling to deregulate their
domestic trucking markets on provincial, state and federal bases, initiatives
were simultaneously developing for deregulation of international trade; that is,
free trade in the more common term. The first step towards economic integra-
tion of the North American economies took place through the Canada-U.S. Free
Trade Agreement (CUSTA) in 1988 followed by the most recent step through
the North American Free Trade Agreement (NAFTA) in 1994 which brought
Mexico into the free trade area. The Canada-U.S. Automotive Products Agree-
ment, or "AutoPact”, of 1963 may be seen as merely sectoral in nature.

The role of transportation as a facilitator of trade is obvious but CUSTA is
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noteworthy in that the transportation sector was not subject to any part of the fi-
nal agreement. A timetable for bilateral tariff removal was set in place but the
issue of transport modes was left unresolved. Both Canada and the United States
would continue to maintain separate systems of truck weight and configuration
regulations to the detriment of the spirit of free movement of goods. What
CUSTA did manage to do was to focus attention on North-South trade flows
and increase the importance of transhorder trucking because of the tendency of
trucks to be the transport mode of choice in trade between Canada and the

United States.!”

NAFTA negotiations brought the transportation sector to the table because
of the special case that Mexico posed with respect to this and other sectors of
the continental economy. While Canada and the United States benefited from a
long-established trade relationship and similar degrees of industrial and infra-
structural sophistication, Mexico was an emerging economy with a less than sta-
ble record of industrial development. In fact, infrastructure issues made safety
and the environment specific topics to be addressed which, in that regard, made
it impossible to ignore the transportation sector. Of course, the trilateral aspects
of the negotiation process meant that Canada and the United States would begin
to address some of the difficulties with respect to transport harmonization. The
role of operating authority for trucking firms would be an important point to
clarify for the firms that wished to take advantage of the trade opportunities to
be found among the NAFTA partners. An agenda was put in place whereby for-
eign trucks would eventually no longer be required to interline with Mexican
trucks with their goods destined for Mexico. This provision alone would save on
the provision of the necessary infrastructure such as transfer terminals and stag-
ing areas while relieving the congestion that occurs at border towns. At least

with the new provisions a foreign LTL carrier that still wishes, for example, to
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interline may now do so deeper into Mexico soil to where the domestic Mexican
carriers have their natural "breakbulk” terminals.

The NAFTA environment will also rationalize trucking operations between
Canadian and Mexican carriers. Consider a technical but significant problem:
when the necessary interlining operation between the Canadian and Mexican
carriers took place, the prohibition of Canadian entry meant that the transfer
took place on U.S. soil. The implication was that if a Canadian carrier picked
up U.S. transborder freight destined for Mexico as part of the Canadian
carrier's LTL transborder shipment it would be guilty of a cabotage violation

when this U.S. freight was interlined on the U.S. side of the border.!® A point—
to-point transport of domestic freight by foreign-based equipment and/or driver
at that time, as well as currently, is subject to the laws governing allowable
cabotage. In the spirit of allowing Canadian carriers to have transport access to
the Mexican markets, both countries signed a MOU in March of 1994 that al-
lowed Canadian carriers to undertake entry into the six U.S.-adjoined Mexican
states up to a distance of 20 km from the border in order to interline.

The first Canadian crossing into Mexico took place on October 7, 1994 by
Cambridge, Ontario-based Challenger Motor Freight Inc. The United States
would sign its own MOU with Mexico in April, 1994 but it is worth noting that
the Mexican government has been dealing with the United States very cautiously
since it is concerned with the ability of its firms to modernize fast enough to
meet the expected U.S. competition for transborder markets. Toll (1994) notes
that the average ages of U.S. and Mexican trucks are 3 years and 10 years, re-
spectively. Furthermore, the typical trailer used in Mexico is shorter than the
standard 53-foot type popular in the United States and, in that regard, the Mexi-
can government has not as yet allowed U.S. carriers to enter with that type of
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trailer when being pulled by a tractor with an attached sleeper unit (Chow,
1995). Specifically, Mexico's current regulations allow for an overall 53-foot
tractor-trailer combination. In this way, a significant portion of U.S. carriers
are effectively barred entry into Mexico. The United States, for its part is to al-
low, by reciprocity, access by Mexican carriers to its border states but that
measure too has been restricted by the federal government, because of its con-
cern over safety issues, to small zones within these states. The American Truck-
ing Associations (ATA) and the border state governments accept an open border
policy but one view is that the real issue is politics rather than safety. The U.S.
Teamsters union used election year pressure to lobby the federal government to
keep the border closed (Truck West, April 1997). The U.S.-Mexico border
dispute puts Canada in the middle since its own 53-foot trailers are barred and,
ironically, Challenger Motor Freight Inc. cannot use equipment from its U.S.
division for Mexican operations, thus creating needless inefficiencies. Fortu-
nately for Canada its primary trade market is still the United States with Mexico

at about 2% of import/export flows as compared to the United States.'? As of
1998 the U.S.-Mexico international border dispute shows no signs of letting

up.20

The on-going NAFTA agenda includes the following:

(1) adjacent states on both sides of the U.S.-Mexico border may be serviced by
the respective foreign carriers as of December 17, 1995. Country-wide trans-
border access is to be achieved by January 1, 2000. Canada will receive the
same privileges as the United States.

(2) Mexican carriers that engage in transborder business may be up to 49% for-
eign owned as of December 17, 1995. As of January 1, 2001 foreign firms may
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own a majority interest (51%) in a Mexican carrier engaged in transborder op-
erations. Finally, by January 1, 2004, complete foreign ownership of these car-
riers is possible with, in that year, reciprocity allowed for Mexican investors as
well. Again, Canada receives the same privileges as the United States.

(3) A set of five transport system harmonization committees were set up to deal
with issues of standardization. Their respective responsibilities are:

(a) vehicle weights, dimensions, brakes, tires and emissions
(b) driver standards and medical requirements

(c) dangerous goods movement

(d) road signing and traffic control devices

(e) rail safety

The process of standardization involved in point three is one of the toughest ar-

eas to resolve. The United States possesses the most restrictive set of regulations

governing weight and dimensions at the federal and state level.?!

Canada and the United States have gone a long way since the 1980s along
the road of deregulation. A remaining question concerns how trucking activity
will adapt to the current openness. Strictly speaking, how "level” is the current
playing field between the two countries? The question is important since several
Canadian carriers have been concerned about how deregulation would affect
their transborder market. The fear was either of dominance by the U.S. carriers
or relocation of the Canadian carriers to the United States. Chow and McRae
(1989) examined nine non-tariff barriers (NTBs) in force in the United States
and Canada and concluded that they were all non-discriminatory in nature. Fur-
thermore, it should be borne in mind that after the publication of that paper, as
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noted above, both the U.S. states (in 1994) and Canadian provinces (in
1989-1998) would deregulate as well. What is most important to realize is that
comparative disadvantage can arise due to government regulation from a variety

of sources.?2 However, the authors did cite cabotage regulations as the only sig-
nificant source of concern for Canadian carriers wishing to operate in the U.S.
while being exclusively based in Canada. Cabotage reform is the next and final
step on the deregulation road.

(1.20) Cabotage regulation

Cabotage regulations are specific to transborder trucking operaticns but they
are by no means subject to straightforward interpretation on the parts of either
the officials responsible for enforcement or the trucking firms that must operate
under them. This section examines the form of these regulations and discusses
how firms have come to cope with them. Finally, an analysis of the current
cabotage reforms is provided.

(1.21) General

The word cabotage derives from the french word caboter meaning to coast
or to move from cape to cape. Another variation is the spanish word cabo
which specifically means a cape. From these it can be seen that cabotage is a
transport activity that first applied to ocean vessel shipping; specifically pick-up
and delivery along a coastline. In the United States, ocean vessel restrictions
were covered by the Merchant Marine Act of 1920 which is also referred to as
the "Jones Act” after its author, Senator Wesley L. Jones. Ocean vessel traffic
along the United States coastline was restricted to ships built and registered in
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the United States and owned and operated predominantly by its citizens. The
Jones Act was justified in terms of ensuring a sufficient merchant marine capac-
ity in order to meet defense needs. Naval power and commercial sea lane access

are equated with protection of commercial power.? While cabotage became a
regulated activity in ocean vessel shipping through the restrictions of foreign
flagged vessels on a particular coast line, the term came to be used in descrip-
tion of all forms of transport activity that took place on sovereign territory by a
foreign conveyance. As alternative modes of transport developed, the same pro-
tections were transferred to them.

(1.22) Cabetage regulation of transborder trucking in Canada and the
United States

Cabotage regulations are an interesting phenomenon from an economic point
of view. Economic theory predicts that regulations will be put in place for the
benefit of the firms being regulated since they are able, through their intimate
knowledge of the industry, to "capture” control of the governmental bodies that
regulate them (Stigler (1971); Peltzman (1976)). Many examples of such
"capturing” occur in terms of associations for teachers, lawyers, accountants,

physicians, efc. that advise, or even sit on, the regulatory boards that oversee

their industry.2* Indeed, as noted in sections 1.12 and 1.13, in the days of juris-
dictional licensure, the provincial and state motor carrier regulatory boards put
the onus on new entrants to rebut the arguments of any incumbent firms that felt
that further entry would be a detriment to the industry as a whole. Cabotage
regulations, which oversee the operations of a foreign truck while on domestic
soil, are a different matter. These regulations are international in scope and are,
to a great extent, subject to ambiguities which thus makes compliance difficult.
As a result, many firms that engage in transborder operations may find it safer
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to empty backhaul if transborder freight cannot be found, rather than attempt a
cabotage move only to face delays in terms of establishing legality or facing
fines if the move were found to be in violation.

The limitation of foreign operators and their equipment in domestic jurisdictions
came to be applied to all modes of transport, and the effects it has had or trucking in
the United States and Canada have come to the fore since deregulation in each country
opened up international borders to increased foreign trucking competition. In both Can-
ada and the United States, cabotage regulations have been divided into a set of
regulations applying to the equipment used— which is treated as an import; albeit a
temporary one— and another set applying to the driver, who is permitted only to move
goods directly in and directly out of the country concerned. The equipment is covered
under the respective Customs Acts while the driver is covered under the respective Im-
migration Acts.

The details under each Act for Canada and the United States are not reciprocal and,
of course, the level of enforcement on each side of the border is always subject to vari-
ation and interpretation. Two specific cabotage moves of note are known as: (1)
incidental domestic moves; and (2) repositioning domestic moves.? Highlights of the
regulations as applied to each will be examined in turn. It should be borne in mind that
while Canada provides for both types of moves, the United States prohibits what may
be called "flexible" repositioning moves.

A foreign trucker may engage in domestic "incidental” operations when domestic
goods are delivered while carrying less than a full load of imports or exports. The do-
mestic operation is incidental in the sense that it takes place totally within the country
in question and the route is consistent with the transborder route itself. Only minor de-
tours off of the transborder route are acceptable. While "minor” is subject to



interpretation, a maximum 20 km deviation might be considered acceptable by customs
officials (House, 1993). Still, the regulations for both countries are not specific and
this subjectivity adds to compliance costs in terms of, say, a carrier's time cost in in-
vestigation of operational legality or in its turning down of technically legal operations
out of risk-aversity due to lack of clarity. A further insight into these regulations comes
from noting that, for foreign trucks operating in Canada, the domestic "incidental
goods” cannot exceed 30% by weight and value of the international goods carried. For
example, a U.S. truck that was 99% loaded with furniture imported into Canada could
not, as part of a Canadian incidental operation, pick-up and drop-off while still in Can-
ada, an extremely valuable diamond that could fit in the 1% of space available because
the 30% of value rule would be violated. The United States does not appear to have a
weight or value restriction applicable to incidental moves. Since incidental movement
regulations apply to exportables and importables, a U.S. truck transporting U.S. items
from a U.S. origin to a U.S. destination but happening to cross into Canada (through,
for example, southern Ontario north of Lake Erie) as part of that U.S. operation would
not be eligible to engage in the transport of Canadian goods. There are no limits to the
total number of incidental moves undertaken as part of a transborder operation so long

as each conforms to the reguiations.

Both Canada and the United States allow for incidental moves to be undertaken as
part of the inbound and outbound portions of the transborder route. The foreign truck-
ing firm and its equipment must, however, be licensed by the particular province or
state and the driver must meet the provisions of the respective Immigration Act of
which more will be said below. In the United States, unlike in Canada, the provisions
for incidental moves require that they be part of a "regularly scheduled" transborder
operation which implies, it would seem, that only Canadian trucking firms with an es-
tablished record of U.S. entry over specific routes would receive the privilege to
engage in incidental operations by U.S. customs officials.
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During an incidental move, exportables or importables must be carried si-
multaneously with the domestic items (and conforming with the 30% rule in
Canada). If the domestic items are transported alone, the move is not illegal; the
only difference is that the operation has changed from an incidental move to a
repositioning move. Again, note that this operation would only be legal under
the Canadian regulations. Thus, straight domestic Canadian goods can be trans-
ported alone by U.S. trucking firms so long as that operation puts them in
position to make a transborder move. The key difference overall between Can-
ada and the United States is that, for the latter, the international route must be a
regularly scheduled part of the trucking firm's business no matter how much
freight is actually carried each and every time; it is the travel frequency that is
important. This provision on the part of the United States ensures that any inter-
national move is not "artificially structured” so as to foster a cabotage move
since cabotage must always be incidental to the overall purpose of the transport.

A repositioning move occurs whereby one, and only one trip involving
solely domestic goods may be transported anywhere between the drop-off point
of the original transborder move and the pick-up point of an export load; that is,
the repositioning move must place the vehicle into a position such that a trans-
border operation out of the country will take place. To qualify as a repositioning
move Canadian officials require that: (1) the export load for movement out of
the country must be pre-arranged before pick-up of the domestic goods under
which the repositioning move is to take place; (2) this export load must be
available for pick-up once the repositioning move has been completed meaning
that there can be no stopping over; and (3) the domestic load drop-off point
must be in direct line of the export pick-up point meaning that only a minor de-
viation off of the international route is admissible in a similar fashion to
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incidental movements. To elaborate further upon point (3): between transborder
drop-off point (A) and transborder pick-up point (B), the repositioning move
must occur with only a minor deviation off of the A to B direct line and the re-
positioning drop-off need not be anywhere near B; it just has to be in direct line
(collinear) to it and the point of exit. One can also infer that doubling back is
not allowed since the reposition drop-off must be reached with point B in—
between the drop-off and the international border. Note that even though only
one repositioning move is allowed by a U.S. truck while on Canadian soil, the
length of the move is unrestricted. Also the direction of the repositioning move
is unrestricted only so long as doubling back is not occurring; that is, all direc-
tions but northward of point B are possible for a repositioning move in Canada.
Finally, any repositioning move in Canada has a time-limit involved since all
foreign trucks, tractors and trailers must leave Canadian soil after 30 days from
the date of entry. Since Canadian routes follow east-west patterns, by and large,
Canadian repositioning moves will usually follow that pattern.

As stated, the United States does not provide for repositioning moves.
However, a variation is allowed in the form of the so-called return, outward
trip. In a sense the repositioning move loses any flexibility on the part of the
Canadian trucking firm in that it is restricted by U.S. officials to be in a north-
ward direction. Furthermore, U.S. Customs Service regulations specify that this
cabotage move be "reasonably incidental to [the truck's] economical and prompt
departure from a foreign country” (House, 1993). The interpretation of this
provision on the part of U.S. Customs officials has been overly restrictive in
that the departure must be northward to Canada and the border exit must be at,
or very close to, the original point of entry. Assuming that U.S. authorities
would ever allow multi-directional, repositioning cabotage it might work to
Canada’s advantage in a fully integrated North American free trade area in that,
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if a drop-off is made in the United States, a repositioning move could be made
into the U.S. deep-south if a transborder move immediately out of the U.S. and
back to Canada could be arranged.?® Perhaps a relatively short move out of the
United States to Mexico would be possible thus allowing a re-entry to the
United States with the possibility of taking more domestic U.S. goods up north
through another repositioning move that might be long enough to allow for the
arrangement of a transborder move back to Canada.

Immigration legislation for both Canada and the United States is such that
all cabotage activity requires the use of domestic labour. This is what makes
cabotage such a difficult activity for transborder trucking firms. The equipment
is granted certain freedoms of transport but the driver must not be foreign. Im-
migrant status or a work visa is required and, of course, the latter would be
difficult to obtain given that cabotage activities are always "incidental” or
"secondary” to the overall value of the international operation. Only drivers that
had dual citizenship as well as aboriginals would be able to engage in cabotage
under these conditions. Neither CUSTA nor NAFTA provide any relief from

these restrictions.?’

One complication involved in U.S. Customs rules that might affect the pos-
sibility of Canada invoking the NAFTA legislation so as to use the United States
as an intermediate transport area while proceeding into Mexico is to note that
the rules specify, it will be recalled, that the exit point from the United States
must be at roughly the border crossing from which original entry took place.
Does this eliminate a Canadian truck's exiting the United States from the south
into Mexico first and then eventually making its way to the same Canada-U.S.
border crossing some time later? The legislation is not clear; the matter will turn
on interpretation. Furthermore, do the interests of the NAFTA override U.S.

29



Customs legislation? The answer appears to be no.

Unlike the United States, Canada does provide for switching procedures for
U.S. carriers engaged in a transborder movement. If the U.S. tractor and/or
trailer needs to return, for whatever reason, back to the United States while in
the midst of its transborder trip in Canada, U.S. replacement equipment may be
dispatched from a Canadian location to keep the load moving provided that such
a movement of the equipment qualifies as a repositioning move. Since the goods
are on Canadian soil they are considered domestic as far as the replacement
equipment is concerned. But another U.S. driver may be used as well if the
cargo were solely a U.S. export or import indicating that only the replacement
equipment must follow the cabotage regulations in this case. In terms of emer-
gencies such as equipment breaking down while in Canada, any U.S. equipment
and/or drivers may be used as replacements to keep the freight moving even if
such a movement of replacements did not constitute a repositioning move. Only
such emergency procedures are, in point of fact, allowed in the United States as

well.

(1.23) Current proposals for reform

After deregulation of the trucking industry came into effect in Canada and
the United States, freedom of entry allowed foreign trucks to enter strictly do-
mestic markets. At first, transborder markets were only to be used for the
movement of exports and imports but as the presence of more (foreign) carriers
increased, domestic shippers became aware of greater opportunities in which to
move their goods. The federal governments of Canada and the United States be-
gan, in partial response, to draft regulations that would allow for limited point—
to-point domestic transportation on the parts of foreign carriers. The elimination
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of forced interlining and the greater ability of the mostly TL Canadian carriers
to obtain a backhaul when traveling deeper into the United States would add to
the efficiency of the long haul portion of the industry. However, the implemen-
tation of NAFTA combined with the rapid growth in transborder activity in the
1980s, would make cabotage reform an issue for discussion in the early 1990s.

In 1995 the CTA and the ATA designed proposals that would reduce some
of the restrictions on cabotage activity on both sides of the border. Harmoniza-
tion and reform discussions had been taking place since 1993. The proposals in
general recommended that each carrier would be allowed one free point-to-point
domestic movement. The problem was that the proposals addressed only cus-
toms regulations and not the more politically charged issue of immigration regu-
lations. In this way the foreign equipment would be liberated, so to speak, but

not the foreign driver.?

While the modest proposals of the CTA-ATA had been taken up by the two
federal governments early in 1997 the acceptability of the proposals from the
point of view of U.S. trucking firms had diminished. The reason was due to the
relationship between U.S. equipment cabotage and the provisions of the federal
Excise Tax Act governing Canada's Goods and Services Tax (GST). The current
view of Revenue Canada is that cabotage would trigger a GST levy on U.S.
trucking firms for both the domestic service they provide as well as the full
market value of their foreign equipment itself and it is the latter levy that pri-
marily concerns U.S. carriers.?® With respect to the tax on cabotage service pro-
vided, there is even some concern by small U.S. carriers that, while they may
receive input tax credits on the GST they pay, they are not able to wait the time
required for reimbursement. In addition, these firms must comply with the pro-
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cedures for GST registration and filing which may be looked upon as an extra
administrative burden. However, the CTA-ATA are of the view that it is rea-
sonable to allow the GST to apply to domestic services provided by foreign car-

riers since domestic carriers are subject to the same levy.

The CTA-ATA do feel that a GST levy on the value of U.S. equipment is
indeed unfair. Revenue Canada is of the view that the U.S. equipment entering
for the purpose of cabotage is an imported conveyance that is subject to GST in
order to ensure equitable tax treatment with domestic goods subject to tax. Un-
der the provisions of the Customs Act of Canada the status of the equipment as
an import (albeit, at a duty rate of zero) has always prevailed but it is interesting
that at this time of reform Revenue Canada now wishes to claim GST within a
more liberalized cabotage environment. Certainly the U.S. equipment was not
subject to GST when purchased in the U.S. while the value of Canadian equip-
ment purchased in Canada was. The view of Revenue Canada may level the
playing field regarding taxes but it also provides a disincentive for U.S. carriers

to engage in cabotage.®

The difficulties with the GST issue have put plans for new cabotage regula-
tions on hold and, instead, the focus has shifted to a re-interpretation of the ex-
isting rules governing equipment cabotage on the parts of Canadian and U.S.
Customs officials. The more lenient interpretations®! proposed apply to the fol-
lowing areas: (1) loading and re-loading foreign trailers with goods from the do-
mestic country; (2) moving empty foreign equipment; and (3) transport of do-
mestic goods on foreign trailers engaged in incidental or repositioning moves.

The implications of these points will be considered in turn.

Point (1) serves to create efficiency gains for LTL carriers in terms of their
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consolidation operations at the terminals. For example, consider a U.S. trailer
that arrives at a Canadian terminal carrying U.S. exports. After its initial cargo
is unloaded and the trailer is loaded with other U.S. exports to be transferred
elsewhere within Canada, such an operation would no longer be interpreted as a
cabotage operation. The new goods, despite having already been exported to
Canada, are still considered to be an export in transit and thus not domestic
goods. In this way, all export goods that cross the border are eligible to be
transported by equipment from the exporting country. Furthermore, this move
will not be considered incidental since the goods are deemed international thus

avoiding the cabotage regulations.32

Point (2) indicates that the movement of empty foreign equipment will not
fall under a strict cabotage interpretation; in fact, their movement will be con-
sidered as a "non move". The applicability of the cabotage regulations to
goods-laden equipment only will remove the question of illegality with respect
to trailer spotting of Canadian trailers in the United States. For example, a Ca-
nadian tractor-trailer may arrive in a U.S. city, have its cargo unloaded, and
then proceed to another U.S. city whereby the empty trailer is switched with a
loaded trailer to go back to Canada. The empty trailer's transport will not be
governed by cabotage regulations. It is also the case that the new loaded trailer
may be U.S. equipment as well. What is important is that the total contents are
international freight.

Finally, point (3) addresses the more specific forms of cabotage. The current
system in Canada, it will be recalled, requires that a repositioning move be
completed within 30 days of entry while the U.S. system does not allow for
such a move at all. In the United States the Canadian trailer must exit the coun-
try after the delivery of its transborder goods meaning that any cabotage under-
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taken after the initial drop-off must be in a backhaul direction. In this area,
U.S. Customs proposes not to enforce the restrictive words "regularly sched-
uled” so that such moves need not be part of established transborder operations

for Canadian carriers.33 Of course, the restriction to northward backhaul direc-
tions will remain in place and the point-to-point domestic move must involve a
pick-up of exports back to Canada when the domestic cargo is dropped off; oth-
erwise, the move would be an illegal repositioning. The new interpretation in-
creases the likelihood of loaded backhauls because, in the pest, some backhauls
had to be turned down since they existed at points where backhaul runs were not

"regularly scheduled”.34

The reinterpretations of the Customs Act in both countries thus involve what
is to be meant by a domestic and an international move. The emphasis also
changes from a focus on the movement of the equipment to an emphasis on the
origin and destination of the cargo. What is not explicit in the new interpreta-
tions, and is a problem for the LTL sector, is the disposition of a trailer that
contains both U.S. and Canadian cargo or, for that matter, goods that are both
international and domestic and yet from the same country. For example, in ap-
plying point (1) above, when a Canadian tractor-trailer engages in a point-to--
point movement of U.S. export goods in transit, may U.S. domestic goods also
be transported between these two points or between any two intermediate points
in-between? It would seem that the domestic goods movement would have to

satisfy the regulations governing incidental movement cabotage.
As can be seen the complete reform of cabotage regulations will be a slow

process because of the political nature of: (1) taxation in an era of deficit and
debt reduction; and (2) immigration policy in regard to domestic employment
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possibilities. The current border dispute between the United States and Mexico
highlights the point concerning immigration and it would seem that the NAFTA
environment would force any side-deal worked out between the United States
and Canada to be eventually applicable to Mexico. Furthermore, neither Canada
nor the United States are averse from securing employment protection at the ex-

pense of one another.

(1.30) Cabotage and the issue of regulatory compliance

This section serves to take what was developed in sections 1.20-1.23 and
discuss how the transborder trucking firms actually operate in an environment
where cabotage operations may or may not be seen as viable. The lack of clarity
and overt misinterpretation of the regulations on the parts of trucking firms are

a source of economic inefficiency that cannot be discounted.

(1.31) General

Sections 1.21-1.23 highlighted the complicated nature of cabotage regula-
tions in both Canada and the United States. The regulations pose difficuities for
trucking firms engaged in transborder operations because they are governed by
regulations enforced by officials of another country and, furthermore, cabotage
regulations are split into a Customs Act jurisdiction overseeing foreign trucking
equipment and an /mmigration Act jurisdiction overseeing foreign drivers. The
issue of compliance is important because it is useful to know whether of not ef-
ficiency gains due to cabotage reform will be had because firms will either: (1)
now find it easier to engage in legal cabotage; or (2) not be subject to fines due
to inadvertently violating these protectionist regulations. Certainly, if most firms
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find themselves in point (1) after reform the efficiency gains to the trucking in-
dustry will be greater.

(1.32) Results from a previous survey of trucking firms

The results of the Transmode (1991) survey of Canadian and U.S. trucking firms
will be summarized here before the results of the 1996 survey, completed specifically
for this dissertation, are examined. Note that the Transmode survey took place before
any official public overtures with respect to cabotage reform were made. Problems with
some of the technical points raised by the writers of this survey will be pointed out
since, it would seem, they were not aware of certain specifics related to the cabotage
regulations. This does not call into question the overall results; rather it serves to fur-
ther add to a perception of innocuousness that pervades the transborder trucking indus-
try. The 1996 survey completed as part of this dissertation does not include opinions on
the parts of the surveyed firms with respect to the specific ATA-CTA proposals since
they were not in the public domain at that time. But the effects of the NAFTA environ-
ment would certainly be expected to be more clearly understood by these firms than by
those surveyed in the 1991 study.

For the Canadian part of the Transmode survey the contact set comprised of 78
mostly TL general freight and specialty firms selected by various provincial trucking
associations, as opposed to straight random sampling. One-third were in Ontario, an-
other one-third in Quebec and the remainder in the rest of Canada. It should also be
noted that the firms need not have been Canadian-owned; rather, some could be U.S.
subsidiaries located in Canada. The greatest demand for cabotage operations comes, in-
cidentally, from TL carriers due to their incidence of empty backhauls.

The survey technique was a mailed-out questionnaire with telephone follow-up for
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purposes of clarification. A total of 33 responses were returned out of the 78 solicita-
tions. The information sought was: (1) quantity of transborder operations (in revenue,
tonnes, and kilometers); (2) describing the current cabotage undertaken and outlining
any regulatory difficulties found in the United States; and (3) benefits and costs to the
particular firm, as well as those anticipated to befall the entire industry, if a change in
environment from status quo to complete cabotage were to occur. Furthermore, how
these cost and benefits would affect location of offices, terminals, and maintenance fa-
cilities was also a requested part of point (3).

The problems and biases involved in this survey, according to Transmode, were:
the low response rate due to apparent cynicism concerning the government's intentions;
conflicting, though strongly-held, opinions concerning points (1) and (2); and the diffi-
culty for the firms to speculate enough to address point (3).

Of the small sample, the conclusion drawn in the report was that, of the empty
hauls occurring in transborder operations, 70% of them were in the northbound direc-
tion. This meant that Canada would stand to achieve efficiency gains from relaxed U.S.
cabotage rules by filling empty backhauls. Of course, the question remained at the time
as to whether or not Canada would agree to reciprocate in its own rules. Of note as
well was the fact that several of the specialized carriers experienced empty hauls on
more than 20% of total transborder operations. Of the 33 respondents, 10 indicated that
"triangulation” was an important tool for the maintenance of efficient loaded mile ra-
tios; that is, traveling to the United States from a point in Canada, returning to another
Canadian destination, and then proceeding back to the point of origin (usually in an

east-west fashion).

Another interesting point, highlighting the ambiguities of the regulation, was that
most Canadian carriers believed 2/l forms of driver cabotage in the United States were
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prohibited while such a view of U.S. Customs legislation was clearly too strong. What
some Canadian firms did was employ U.S. drivers and tractors (i.e. owner-operators)
for the U.S. legs of their operations. There was also the perception by the firms that
U.S. cabotage rules were more vigorously enforced than were the rules to restrict their
U.S. counterparts operating in Canada. Of course, such feelings can be overblown.
Two common problems Canadian firms cited were: (1) a U.S. shipper has a domestic
and Canadian trailer in his yard and inadvertently loads the latter for a U.S. operation
(which is certainly a hazard involved in trailer spotting); and (2) when a Canada-based
trailer is consigned to a U.S. Customs yard awaiting clearance, which can take several
days at times, problems can arise if the driver returning to make the pick-up is not the
original one. These ambiguities work against legitimate cabotage operations or force
fines upon firms inadvertently performing illegal cabotage.

In terms of moving from status quo to limited or unlimited cabotage, of the 33 re-
spondents, 13 saw no new benefits, 10 felt that the number of empty hauls would be re-
duced, and the other 10 identified specific efficiency gains such as:

(1) greater opportunities to include 2 U.S. points in a triangular route for
either repositioning or simply using more available domestic opportuni-
ties to reduce empty miles.

(2) building on point (1), the triangle route could be turned into a square
route which would have the effect of equalizing and rationalizing east--
bound and west-bound traffic in Canada.

(3) both limited, and complete, cabotage allow for a greater prevalence

of repositioning moves while complete cabotage, specifically, would al-
low for the complete integration of trailer pools as a source of efficiency
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gains for the industry.

Under a new regulatory regime, legality of cabotage moves would have to be more
clearly defined. For example, "repositioning” would need a specific definition in that:
"... would a move from Boston to Florida be considered a repositioning if it permits a
truck to pick up a load of produce bound for Canada?" (Transmode, 1991). It is sur-
prising that the writers of the report would ask that question since: (1) the answer to
their question is yes; and (2) repositioning moves were, and are, illegal in the United
States barring a revision to its Customs Act. Nonetheless, the survey results, despite be-
ing sparse, show evidence of regulatory inefficiencies. However, some respondents
questioned the Canadian side of the transborder industry's ability to compete with their
U.S. counterparts in a more open regime. Another result from the sample was that
western Canadian trucking firms favored greater cabotage more so than their eastern

counterparts.

In terms of the U.S. side of the survey, TL carriers were used since they are the
part of the industry more likely to experience cabotage difficulties in Canada. The LTL
sector is dominated by large carriers likely to maintain a Canadian subsidiary or inter-
line with Canadian carriers. Thus, they tend to make use of Canadian drivers and
equipment in their U.S.-to-Canada operations. For these reasons, they were excluded
from the survey. The portion of TL sector sampled was basically U.S.-based and oper-
ated, using only U.S. equipment in its transborder operations.

The survey for the United States was more informal since cabotage was considered
to be less of an issue for U.S. trucking firms. Telephone and in-person interviews were
carried out covering a standard set of questions. For the large firms contacted, Canada
was seen merely as an extention of the U.S. market. Their primary market in Canada
was southern Ontario. As well, firm size was not directly related to the size of its Ca-
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nadian operations. While U.S. carriers actively solicited U.S.-bound Canadian freight
for their return trip,

Carriers were asked directly if their {sic] felt their loaded mile ratios
would be higher if they were able to carry domestic freight within Can-
ada. The response was unanimously 'no’. They indicated that not only
were they generally not interested in carrying Canadian domestic freight
as part of their international operations, but that their operations were
not geared to short-haul movements. In their performance-oriented envi-
ronment, they found no room for domestic cabotage movements within
Canada. They were of the view that if Canadian freight was to be car-
ried, it would have to be carried using Canadian drivers and equipment
in order to most effectively utilize Canadian operating rules, financial
conditions and market circumstances (Transmode, 1991; pp. 59-60).

While the survey produced a generalized response along the lines that Canadian
cabotage regulation did not present a problem, the respondents were not aware of the
technically illegal actions that could be undertaken by carriers with respect to such
things as vehicle breakdown, equipment repositioning and demurrage. According to the
writers of the report a typical, though potentially illegal response to vehicle breakdown
while on route in Canada was to deploy a fresh U.S. driver and/or tractor and many re-
spondents were surprised that such a move could be deemed illegal. Of course, it was
shown in the review of the regulations above that legitimate emergency procedures
were legal, according to Canadian officials. But with respect to repositioning through
trailer-spotting, many firms were surprised to learn that only the driver that physically
brought the trailer into Canada, or the driver that would physically take the trailer out
of Canada, would be allowed to move a trailer between trailer pools in Canada. Fi-
naily, the demurrage aspect whereby a U.S. trailer cannot stay in Canada beyond 30



days was also new information for some of the respondents.

In terms of relaxed rules of cabotage, the U.S. respondents felt that less regulation
was better than more but that no substantive change in their Canadian operations would
result. Again, it seemed that the cabotage issue was perceived as more important to the
Canadian side of the industry and it would have to be decided whether or not cabotage
rules in Canada are in place because they are seen as a useful form of non-tariff barrier
or seen as an antiquated impediment to a Canadian industry interested in flexibility and
competition. The technicalities mentioned above were seen as simple constraints to the
realities of transborder trucking; that is, how might deploying another U.S. driver to
keep a shipment moving, or repositioning an empty trailer between pools, or letting it
remain in Canada past 30 days, affect business?

The survey did make clear the point that while trucking firms might not have been
able to articulate definite positions with respect to cabotage, the industry's organiza-
tions and associations were very much able to do so. An interest group framework of
analysis was hinted at: "In many cases, industry organizations recognized diverging in-
terests among their membership. They can, nevertheless, put forward an overall posi-
tion without dissent among their ranks. Similarly, industry organizations recognize the
apparent regional differences, but can compromise sufficiently to endorse the national
position articulated by the Canadian Trucking Association.” (Transmode, 1991; p.
68).

In terms of the Canadian regional aspects involved in the information gathered,
since western Canadian TL carriers have developed a strong position in transborder
markets and penetrate deeply into the United States, they would clearly benefit from
cabotage reform in that better repositioning opportunities in the U.S. may be afforded.
While the Alberta, Saskatchewan, and British Columbia trucking associations favored
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cabotage reform, it is claimed, such reform was not a high priority issue in that region.
The survey also specified that these provinces, although supportive, did not feel that the
benefits they would receive were high enough to reverse the overall industry view—
which was probably influenced and formed in central Canada— as being against cabo-
tage reform. This highlights the compromise within the Canadian industry. The Mani-
toba Trucking Association is more concerned about east-west transport and is also more
concerned about U.S. competition than are the more western provinces meaning that,
while Manitoba acknowledges benefits to some carriers, its preference is for the status
quo. In Ontario, the presence of U.S. competition is more clearly felt in terms of the
strong presence of U.S. LTL carriers serving the province and interlining with local
carriers, and recently the U.S. TL carriers’ expansion of operations into southern On-
tario and the Toronto-Montreal corridor. In the Ontario and Quebec region, the belief
that U.S. trucking firms possess a cost advantage is strong enough to outweigh any vis-
ible benefits that might accrue from relaxed cabotage regulations. Geography is such
that, while cabotage creates more operating efficiency through greater available oppor-
tunities wherever one may travel, the travel costs of penetrating deeply into the United
States would still exist and this is seen as a hollow benefit in Ontario and Quebec. In
other words, cabotage reform is seen to improve operating efficiency but cannot over-
come cost differentials between the United States and Canada in terms of line-haul op-

erations.

In contrast to the western region's lack of fear concerning U.S. competition, the
Ontario and Quebec trucking associations highlighted the fact that their markets are
bigger and more lucrative than the western ones, thus serving as a better target for U.S.
encroachment. Finally, Atlantic Canada, somewhat like the west, does not fear cabo-
tage reform since those provinces did not claim to feel vulnerable to U.S. competition.
Because of the triangular routes developed by Atlantic-based transborder trucking firms
a move to the U.S. is followed by a northward move into Ontario, which puts an At-
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lantic carrier in a position to take advantage of more favorable eastbound rates. The At-
lantic region would benefit from greater opportunities for repositioning and more inci-
dental operations in the United States. What was of concern by the interests in that re-
gion was the extent to which the route from Ontario eastward would become dominated
by U.S. carriers or whether U.S. carriers would arrive in the Atlantic region and move
freight westward in order to reposition in Ontario or Quebec in the event of a relaxed
cabotage environment. It should also be emphasized that the provincial governments
themselves across Canada echoed by and large the views of the industry in their respec-
tive jurisdictions, meaning that cabotage reform was supported in the west, opposed in
central Canada, and cautiously endorsed in Atlantic Canada. Of course, the industry
line at the time was for status quo along with more vigorous checks for compliance on
the part of U.S. carriers operating Canada.

In summary, deregulation of the trucking industry in the United States and to a
lesser extent in Canada has led to increased transborder operations. U.S. TL carriers
have increased their presence in Canada (especially in southern Ontario) in this regard.
The cabotage issue pits the view of increased efficiency in north-south operations
against the view, held in Canada at the time of the survey, that the United States is bet-
ter equipped to compete in a market subject to cabotage reform. If the status quo is de-
sired then the relevant regulations must be further clarified in both countries and
stricter enforcement to insure compliance must be met in order to eliminate irregulari-

ties. The spirit of the reform proposals covered in section 1.23 seem to highlight this.
(1.33) The 1996 Cabotage Survey
To update the findings of the Transmode survey, this dissertation undertook

another survey, over the months of April through September of 1996, dealing
mostly with Canadian carriers. The survey covered Canadian firms in all prov-
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inces, except Quebec, with the Atlantic provinces being covered as a regional
block. A list of prospective firms likely to engage in, or have opinions concern-
ing, cabotage was obtained from the relevant provincial trucking associations.
Firms were first contacted by telephone and an employee at the executive level
was asked to identify knowledge of, and engagement in, cabotage activities in
the United States. If one or both of these criteria were satisfied a hard copy sur-
vey questionnaire was faxed to the firm. What stands out in the results to be
presented are the differences in knowledge of the regulations by firms claiming
to engage in transborder operations and the tiny percentage of firms that actually
identify an undertaking of cabotage (i.e. only one Canadian and one U.S. firm
indicated cabotage activities out of 16 hard copy surveys sent out and approxi-
mately 100 separate telephone inquiries).

What follows is a documentation of the results obtained from the faxed
questionnaires as well as the, albeit anecdotal, views of various firms on related
issues most of which were given at the telephone interview stage. The results of
this survey will be compared to the findings of the Transmode survey.

A common thread that ran through the inquiry of firms was, in many cases,
ignorance as to the proper use of the word "cabotage”. When the definition was
explained, many firms identified it with the word "interstating” instead. The
two terms can be taken as synonymous as far as Canadian carriers are con-
cerned. Nonetheless, the majority of transborder Canadian firms contacted cited
strictly transborder moves and to the extent that U.S. operations took place at
all, they were facilitated by interlining with a U.S. subsidiary or contracted
partner employing the necessary domestic equipment and drivers which thereby
avoided the need to engage in cabotage in the United States.



The following represents some of the firms' views, gathered in telephone
conversation, with respect to allowable and non-allowable transborder and cabo-
tage activities. In order to protect the anonymity of the surveyed firms, they
will be identified only by province of head office residence. A case/opinion pro-
vided by a firm(s) will be presented in each point below and then commented

upon.

(1) Movement within a state is fine but one cannot cross its border to another
state with a load originating in that state (Manitoba firm). This highlights the
common opinion that "interstating” is illegal when a Canadian firm undertakes a
U.S. cabotage move. The review of the regulations provided in section 1.22
does not hold up to so rigid a view. The U.S. route for the cabotage move must
be regularly scheduled (i.e. a part of normal U.S. routing) with only minor de-
viations if any. There is no mention in the regulations of such a move being re-
stricted to an individual state. Certainly, though, the more states that come into
play the more the firms run up against different U.S. Customs officials which
may thus explain their aversion to legal interstating via allowable cabotage

moves.

(2) "Repositioning” moves in the U.S. are fraught with difficulties.

(a) Take the specific case of trailer-spotting. A Canadian trailer is dropped off
at consignee (A) in Chicago and then the tractor is moved to pick up another
Canadian trailer in Chicago at consignee (B) to be moved back to Canada. This
is felt by U.S. Customs to be illegal; especially when another tractor and/or
driver picks up the original trailer at consignee (A) (Manitoba firm). Similarly,
a Canadian driver delivering a load in the United States and driving empty to
pick up a pre-loaded trailer while spotting the empty one at the pick-up point is
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considered by U.S. Customs to be cabotage while Canadian firms do not accept
that view (Saskatchewan firm).

Trailer-spotting is not a form of cabotage and, furthermore, trailer-spotting
of Canadian equipment is illegal in the United States but not in Canada so iong
as the move qualifies as a repositioning move (House, 1993). This is where the
confusion on the part of the Saskatchewan firm arises: the activity described is
not cabotage but is still illegal nonetheless. The problem with the Manitoba
firm's case, as described, is that it is not really an example of trailer spotting. In
Canada, where the practice is indeed allowed, the movement of the tractor from
point A to B, carrying an empty trailer picked up at point A and dropped off at
B, represents true trailer-spotting. The case described by the Manitoba firm is
perfectly legal as long as the trailer picked up at B is carrying international
freight bound for Canada and departure is through approximately the same bor-
der point as entry. The case of a different tractor and/or driver doing the pick—-
up can indeed lead to difficulties with U.S. Customs officials in terms of time
costs because such officials are using their discretion in the administering of am-
biguous regulations that do not specify one way or the other that the pick-up
must be by the original tractor and/or driver. Coincidentally, an official of the
Alberta Trucking Association has said that he has received complaints from Ca-
nadian firms experiencing problems with U.S. Immigration in Chicago regard-
ing the (completely legal) movement of an empty trailer with its Canadian

driver.

(b) The view of the Saskatchewan Trucking Association and the CTA is that
only south-to-north repositioning in the U.S. is allowed. This is indeed true
since the "repositioning” allowed in the United States, it will be recalled, would
be better characterized as "return trip, outward”. For example, consider a load



that is dropped in Oregon. If a load were available in California to go back to
Canada it would not be legal to take a domestic load from Oregon to California.
A Canadian carrier must move back to Canada after the transborder drop has
taken place. But in Canada the geography is such that U.S. repositioning moves
in Canada are usually east-west (Saskatchewan firm). Once a U.S. load is
dropped off, the general direction of Canadian equipment from that point must
be northward. The ambiguity arises, however, with respect to exiting to Mexico
as opposed to returning to Canada. A movement to Mexico would thea facilitate
a move back to California later in order to pick up the Canada-bound shipment.
The interplay of NAFTA and existing U.S. Customs regulations is not as yet re-
solved especially given that, approximately two years after these comments
were solicited, officials have only now undertaken a reinterpretation of the regu-
lations. Nonetheless, according to the Saskatchewan firm, Saskatchewan Gov-
ernment Insurance (SGI) would not at that time provide insurance to Canadian
carriers wishing to transport to Mexico. A reform desired by a few of the firms
contacted is the allowance of east-west U.S. repositioning moves similar to
those currently allowed in Canada (New Brunswick, Prince Edward Island
and two Nova Scotia firms).

(c) Repositioning moves by U.S. trucking firms are occurring in Canada while
they are illegal in the United States (Ontario and Alberta firms). The Ontario
firm gave the indication (which was claimed to represent the views from various
of its customers) that U.S. trucking firms were using U.S. drivers in such repo-
sitioning moves in Canada. While it is true that repositioning moves are allowed
in Canada they are illegal in the United States except for the restrictive "return
trip, outward” move. Of course, the U.S. firm must always employ a Canadian
or dual-citizen driver when making such a move with U.S. equipment. The
regulations governing repositioning seem to be the place where reciprocity is
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least and it is understandable that Canadian firms may falsely believe that reci-
procity with the United States is the case since they readily observe their U.S.
counterparts engaging in such activity in Canada.

(3) Cabotage enforcement is tougher in the United States than in Canada
(Manitoba, Ontario, Nova Scotia, and Alberta firms) and there is a lack of
clarity in the U.S. laws and different degrees of enforcement in each state
(Saskatchewan firm). These findings mirror those of the Transmode survey.
Some firms are aware of the possibility of engaging in repositioning moves but
such moves are avoided because of the hassle involved (Ontario firm). Lack of
clarity is the case for both the United States and Canada. Because of this lack of
clarity the different degrees of enforcement seem a natural outcome on the part
of officials that find themselves by necessity acting in an ad foc manner. But as
noted in point 2 (c) above, a view on the part of firms that reciprocity is
"supposed” to exist may lead them to believe that officials are more stringent in
the United States when they are really enforcing a legal prohibition on the type

of repositioning move allowed there.

(4) Cabotage in theory may be possible but a realistic barrier to any such lucra-
tive activities is that, even after all the red tape is cleared, there is a problem in
finding a sufficient number of U.S. drivers so as to legally use the Canadian
equipment in allowable U.S. cabotage (Saskatchewan firm). The inability to
use Canadian drivers is a problem when a great percentage of a firm's business
necessitates moving into U.S. territory (Ontario firm). The problem with the
current immigration regulations is that the drivers of the Canadian equipment in
the United States must have U.S. citizenship or equivalent status. The mobility
of the equipment across the border makes no difference in the cabotage issue
unless the driver has dual citizenship or a U.S. driver can be located. And this



situation shall remain a problem into the future since the immigration side of the
regulations were not the subject of reform discussions; nor are they expected to
be in the near future on the part of the ATA and CTA.

(5) The whole area of transborder moves is grey and thus rules can be "bent” as
necessary. For example, domestic U.S. transport of goods can be done "on
route” with the export from Canada (Ontario firm). This opinion shows a lack
of understanding of the current regulations since such a move may indeed be le-
gal under certain circumstances: the transborder move into the United States
must have been regularly scheduled; and the move with domestic freight must
be northward once the original international freight is dropped off. But the sig-
nificant requirement is that the driver must be a U.S. citizen when transporting
domestic freight. A way around the problem is to interline with a U.S. firm be-
cause, even if a U.S. driver were hired to move the Canadian tractor/trailer,
there is still a limit to the number of cabotage moves that are allowed while on
U.S. soil. Interlining allows complete freedom of movement in the United
States when the interlined firm acts as the Canadian one's agent (Ontario firm).

A final point of note is that, in its returned survey, a Saskatchewan firm in-
dicated that it was not even aware that cabotage was at all legal in the United
States. This seems significant given that this firm also estimated that one-quarter
to one-third of its total sales revenue was obtained from transborder operations.

(1.34) Summary of the hard copy survey
16 hard copy surveys were returned. The breakdown by location is: 4 from

Manitoba; 4 from Saskatchewan; | from British Columbia; 2 from Alberta; 3
from Ontario; 1 Atlantic Provinces; and 1 from the United States.

49



Respondents were asked to indicate, roughly, the contribution of transborder
activity as a percentage of total operations in terms of total revenue, tonnage
and kilometers. The three time periods were pre-1981 (U.S. and Canada regula-
tory environment), 1981-87 (U.S. motor carrier deregulated environment), and
1987-present (both countries deregulated). Many of the firms had trouble com-
pleting this table in full. The results that were obtained are as listed below.

n nt of
firms pre-1981: 1981-1987: 1987-present:
Manitoba:
(1) revenue 0 4 20
(2) revenue 35 3-5 10
tonnage 35 3-5 10
kilometers 3-S5 3-5 10
(3) revenue 40 50 60
Ontario:
(1) revenue 0 0 45
tonnage 0 0 45
kilometers 0 0 60

note: this was the only firm to claim cabotage activity, as will be discussed
below.

(2) revenue 0 0 18
tonnage 0 0 1
kilometers 0 0 15

Alberta:

(1) revenue 50 75 85
tonnage 50 75 85
kilometers 50 75 85

(2) revenue 85 90 80
tonnage 85 %0 80
kilometers 85 90 80
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U.S. operations as a percent of total (Continued)

firms pre-1981: 1981-1987: 1987-present:

Atlantic:

(1) revenue 0 0 40
tonnage 0 0 40
kilometers 0 0 40

Saskatchewan:

(1) revenue 35 30 20
tonnage 30 20 5
kilometers 40 35 5

(2) tonnage 0 0 40
kilometers 0 0 65

British Columbia:

(1) revenue 2 5 55
tonnage 2 5 55
kilometers | 4 65

note: each number in parentheses indicates a separate firm in the particular
province.

The surveyed firms were asked to indicate the nature of their cabotage ac-
tivities (if any). Only two indicated such activity. An Ontario firm, noted in the
above table, indicated involvement in both repositioning moves and incidental
moves on U.S. soil. What is significant is that repositioning moves are illegal
with Canadian equipment. The remaining firm to indicate was a Wisconsin,
U.S.A. firm which did not form part of the table above. This firm claimed to
engage in repositioning moves in Canada which are of course provided for in
the regulations. However, the firm also indicated that it engaged in "Small
'dedicated' operations, operating in a closed loop system with all-Canadian
equipment” which, of course, would get around any cabotage problems if the

dnivers were Canadian as well.
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It is interesting that such a small amount of evidence for actual cabotage was
found. Since Canada and the United States were, at the time of the survey, in-
volved in a cabotage reform process there should have been significant pressure
put on both federal governments by the various trucking associations. This pres-
sure would have arisen out of the need to open up markets further for: (1) firms
interested in undertaking cabotage; and (2) those firms that illegally engaged in

cabotage but wished to see their operations made legal. The greyness of the is-

sue suggests a greater prevalence of this activity than this survey was able to
capture. In this regard, the firms were asked to indicate problems with compli-
ance in their transborder operations with respect to U.S. authorities. The poten-
tial problem areas are: U.S. Customs, U.S. Immigration; State Authorities; and
domestic U.S. shipment availability. Eleven firms responded in this area. The

results are given below.

Difficulties with U.S. Customs: YES NO
2 Saskatchewan 1 Saskatchewan
2 Manitoba 1 Manitoba
2 Alberta 2 Ontario
1 Atlantic
Difficulties with U.S. YES NO
Immigration: 2 Saskatchewan 1 Saskatchewan
1 Ontario 1 Ontario
1 Alberta 1 Alberta
3 Manitoba 1 Atlantic
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Difficulties with State YES NO

authorities: 2 Saskatchewan 1 Saskatchewan
1 Ontario 1 Ontario
1 Manitoba 2 Manitoba
2 Alberta
1 Atlantic

Difficulties with U.S. shipment availability:
All answered "No" except for one Saskatchewan firm.

With respect to reform issues 14 firms responded. The firms were to answer
“in favor; against; or indifferent” to the following three statements/questions
pertinent to the reform discussion taking place in 1996 :

"The Canadian Trucking Association and American Trucking Association
are jointly proposing that the Customs Act regulations for both the U.S. and
Canada— which currently limit the use of tractors and trailers on foreign soil-—-
be amended so as to allow complete freedom of movement for all such equip-

ment on foreign soil. What is your company's view on this issue?”
All answered in favor.

"Please indicate your company’s view regarding a complete relaxation of all
U.S. Customs and Immigration legislation to give complete freedom of move-

ment in the U.S. for all Canadian equipment as well as Canadian drivers."

All answered in favor.
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"Would your view in the previous question be different if similar freedoms
were given to U.S. companies to operate in Canada?”

YES NO
1 Alberta 1 Alberta
4 Manitoba
4 Saskatchewan
3 Ontario
1 Atlantic

Firms were asked to indicate a ranking of the cabotage and transborder regu-
lations. 14 firms responded and the results are indicated below.

The three choices are given below:
(1) No difficulty with current regulations whatsoever: 0 responses.
(2) Slight difficulties with the current regulations: 1 Saskatchewan; | Ontario.
(3) The current regulations seriously impact business prospects in the U.S.:
3 Manitoba
3 Saskatchewan
2 Ontario
2 Alberta

1 Atlantic
1 Wisconsin, U.S.A.*
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* Since this is a U.S. firm the answer is in the context of current Canadian
regulations. Also, this firm cited only a problem with Canada Customs as op-
posed to Immigration and provincial authorities and, like most of the Canadian
responses, this firm is in favor of Customs and Immigration reforms on both
sides of the border. Its other comment was: "The biggest problem with the
regulations is not compliance per se. Rather, the problem with the regulations
(in both the U.S. and Canada) is that they hinder development of a 'continental’
fleet and require segregated equipment operation. This is inherently more costly
and less flexible, and thus harmful to the consumer. The significance of the
U.S.-Canada [reform] proposal is that it will allow for greater flexibility. Thus,
the real gain is flexibility and not explicit cost savings.” Of course, it should be
pointed out that cabotage regulation is only one hindrance to the formation of a
truly continental fleet; another is the patchwork of weight and dimension regula-
tions on both sides of the border (q.v. supra-note 21).

The revenue, tonnage and distance data collected show that most of the Ca-
nadian firms in the survey have significantly increased the percentage of their
transborder activities after the 1987 deregulation of Canadian motor carriers. In
terms of compliance, there seems to be no problem for these firms in locating
shipping opportunities in the U.S. but, at the same time, 64% of the firms re-
sponding indicated problems with U.S. Customs and Immigration and 36% with
state authorities. If cabotage is a rare activity, as found in this survey, then the
difficulties cited here must be in terms of what the authorities consider to be
routine checks that the firms feel are a time and red-tape cost. In this environ-
ment it may be reasonable for the firms to shy away from an attempt at cabo-
tage.

In terms of reform, the result seems to be unambiguous. Reform, of any
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kind, is greatly desired by the firms and they are willing to accept reciprocity
with the United States in order to achieve it. This seems to be a reasonable re-
sponse given that the general view by these firms is that current regulations rep-
resent a serious impact to business prospects in the United States.

In summary, the current regulations are costly to the firms and they desire
reform. If these firms feel that gains will be made even under reciprocity then
the case can be made for an unambiguous welfare gain from deregulation of
transborder activities. With transborder activity significantly rising since the
1987 deregulatory moves in Canada, it seems reasonable to argue that the re-
maining issue of cabotage represents a theoretical "marginal” adjustment to the
current regime in place in both Canada and the United States and that firms on
both sides of the border are in a position to take advantage of the increase in
shipping opportunities afforded in a complete cabotage environment.

(1.40) Chapter conclusions

This chapter has presented a history of trucking regulation and deregulation.
It has also discussed the nature of the cabotage problem and appraised the re-
form process that has taken place. It is obvious from both the historical discus-
sion and the survey of firms that compliance with cabotage regulations is diffi-
cult for trucking firms operating in transborder markets. One is led to the con-
clusion that a gain in efficiency is likely to occur under a cabotage reform proc-
ess. Indeed, this process has begun but there is a long road ahead before the
process is complete. The next chapters deal with the development of an eco-
nomic model of the transborder trucking industry that should serve to shed some
light on the nature of these expected efficiency gains.
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Chapter 1 Endnotes

Tt is by no means efficient to remove all governmental presence in the op-
eration of business activity. Regulations for the purpose of contract enforcement
axtgd the ﬁis-?blishment of property rights are essential for the efficient operation
of any .

2 In context it is worth noting that the National Policy, enacted in the 1879
federal budget of the recently elected Liberal-Conservative government was in
part a response to the previous Liberal government's failed attempt to negotiate
a "Reciprocity” agreement with the United States in 1874-75. The economic na-
tionalism unleashed at that time would be pervasive for many decades to come
and political rhetoric would be cast into an implied choice between the two
seemingly diverse concepts of Canadianism or Continentalism.

3 Newfoundland would join Confederation in 1949 bringing the number up
to ten. Of course, as a region, the Maritimes tended to act in unison as wit-
nessed by the formation of the Atlantic Trucking Association.

4 An aside is the different courses of development that intermodalism took in
Canada and the United States. Most U.S. railways were content to act as
"wholesalers” and provided piggy-back service to the trucking firms without at-
tempting to capture their shippers by way of building their own truck fleets. The
Canadian railways, on the other hand, became multi-modal by their purchase of
ocean vessels, trucks, airplanes and even hotels. With respect to trucking serv-
ices, the Canadian railways became "retailers” with the result being that any
trucking firm that consigned a trailer to a railway’s piggy-back service might
soon find the railway "back-soliciting” that shipper for an exclusive contract for
use of their own trucks. In this sense, piggy-backing in Canada was mostly an
in-house affair for the railways.

5 The findings of this paper will be further elaborated upon when the con-
cept of rent seeking is introduced in chapter 3.

6 British Columbia deregulated on October 1, 1997 while the other four
provinces would follow suit on January 1, 1998.

7 Less-than-truckload operations involve the carriage of freight from various
shippers that are consolidated at terminals for pick-up and delivery to another
terminal. Truckload (TL) operations usually involve the transport of freight
wholly owned by a single shipper. Owner-operators are persons that own one or
more tractors or tractor-trailers that are leased out to for-hire carriers. A com-
plete analysis of the effects of deregulation on owner-operators is provided in
Heads et al. (1991; chp. 6). Statistics Canada, in its annual Trucking in
Canada publication, employs a weight-based definition of LTL and TL opera-
tions. These are: an LTL carrier transports shipments of no more than 10,000
Ibs. or 4,500 kgs; while a TL carrier transports shipments of weight greater
than 10,000 Ibs. or 4,500 kgs.
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% The data cited in the remainder of this section refer to this report unless
otherwise specified.

® Robyn (1987) states that a special interest group of investors with interests
in railroad securities formed and was made up of more than 1,500 banks and in-
surance companies. The group was called the Security Owners' Association
and, in 1932, helped to establish the National Transportation Commission which
would, in 1933, recommend federal regulation of interstate trucking.

10 Felton (1989) provides a complete analysis of this exemption. For exam-
ple, a for-hire trucking firm that exclusively transported farm equipment was
not exempted from rate and entry regulation while one that exclusively trans-
ported unprocessed agricultural products was.

1 The actions of the ATA are exactly the type that economic theory would
predict concerning special interest group behavior. The model presented in
chapter 3 will elaborate fully on this literature.

12 Anderson and Huttsell (1989) cite a survey of intercity common and
contract trucking firms which found that 70% of the regular-route common car-
riers did not possess full authority to serve intermediate points and more than
10% of these had no authority at all. Approximately one-third of the carriers
:ﬁd limited backhaul authority and 10% had no authority to accept backhauls at

13 Robyn (1987) notes that protests by the bureaus on behalf of their mem-
bers to rate undercutting on the part of firms was practically an automatic proc-
ess. The author cites a case whereby an exasperated trucking firm filed a rate
with the ICC to carry yak fat from Omaha to Chicago. Thirteen carriers filed
protests through their bureau; but the interesting part of this dispute was that

yak fat was an imaginary product.

14 The ICC’s calculation method was as follows: (1) line-haul cost (i.e.
transport cost exclusive of pick-up and delivery charges at terminals) per mile
was calculated independently of the load factor; (2) the result would be divided
by the average (100 pound weight) load for the round trip in order to obtain the
line-haul cost per 100-weight-mile; and (3) the result would be multiplied by the
fronthaul or backhaul distance as appropriate (Felton, 1981). In this way, back-
haul shippers would be forced to pay for a portion of costs inclusive of
fronthaul costs.

'S The price-elasticity of transport demand can be said to be more price—
inelastic for manufactured goods as opposed to primary goods since transport
demand is a smaller source of value-added for the former. A rise in freight rates
to this class of shipper will lead to a fall in their quantity of transport demanded
with the net effect of total revenue to the trucking firm rising. On the other
hand, the price-elasticity of demand for any transport service may increase
when more viable substitutes become available. Shippers began to increase their
usage of air freight as well as make use of private fleets. As Robyn (1987; pp.
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24-5) notes: "The loss of 'good freight'-— freight assigned rates that were espe-
cially high relative to cost— eventually became one of the most serious prob-
lems faced by the regulated trucking industry.” To effectively price discriminate
it is indeed necessary to separate demand classes based upon price-elasticity but
the firm must also maintain market share within these classes as well.

16 As might be expected, rates of return to protected firms were higher than
those that were not. The trucking firms were not held to a maximum rate of re-
turn. Because of entry regulation, operating rights could be acquired through
merger. In the United States the most comprehensive was the "general commod-
ity, regular route” certificate. The operating authority itself acquired market
value and became acceptable by banks as collateral. It should be kept in mind
that the ICC granted operating rights free of charge to those firms that satisfied
its criteria. Robyn (1987) notes that the eight largest trucking firms, in 1977, to
hold general commodity, regular route certificates earned a rate of return on eq-
uity double that of the average Fortune 500 company. Moore (1978) estimated
the total market value of operating rights of U.S. trucking firms. This study
found that out of 23 attempts made by firms to acquire operating rights, they
would pay on average 15 percent of the expected annual revenue to be earned
under those rights. Using that average, Moore went on to estimate the tota!
value of operating rights for large and medium-sized trucking firms to be be-
tween $2.1 to $3 billion.

17 Kingham (1996) shows that for 1988-90 the modal split for exports and
imports was: 68% truck, 20% rail, 10% air and 2% water.

18 As will be seen in section 1.22 there are specific requirements for the
U.S. freight to meet in order to be considered allowable incidental move cabo-
tage. Prentice and Guzman (1992) examine cabotage and the Mexico border.
The compliance problem facing the carrier is that it may incorrectly think that it
is not necessary to meet these requirements given that the freight is, in effect,
an export rather than domestic freight. Section 1.23 shows how recent changes
now support this view. Compliance is discussed in section 1.30 in full.

19 Border control legislation passed by the U.S. Congress in 1996, and to be
implemented in September, 1998, was designed primarily to stem the tide of il-
legal immigration to the United States from Mexico. The legislation is referred
to as the U.S. Hllegal Immigration Reform and Immigrant Responsibility Act.
The problem for Canadian carriers was that, without an exemption, all entrants
would have to fill out visas before entry and, from that point, carry a passport
with fingerprints and other data. Under the threat of reciprocity action by Can-
ada it is likely that Canada will obtain an exemption from the legislation. With
current daily Canada-U.S. trade of around $1 billion, and around two-thirds of
it moving by truck, the bottlenecks at major border crossings such as Windsor
and Niagara Falls, Ontario would be horrendous. The Canadian Trucking Alli-
ance (CTA) estimated that waiting times at the busiest crossings would be any-
where between five to seventeen hours. (Note that in 1997 Canada's provincial
trucking associations merged with their federal counterpart, the Canadian
Trucking Association, to form this new CTA). This new and enlarged federal
body has now increased its coast-to-coast membership from 50 to 2,000 firms
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and it would seem that a federation approach to its lobbying efforts will put the
CTA in a better position to lobby conceming the larger NAFTA issues that must
still be resolved. The voting power is distributed among the provincial associa-
tions as follows: Ontario and Quebec have five votes each; B.C., Alberta, Man-
itoba, and the set of Atlantic provinces possess four votes each; and Saskatche-
wan has three votes.

20 New technology is slowly being implemented whereby a computer chip
installed in a tractor would allow for identification of trucks, loadings, and driv-
ers in advance of the border check point and thus be processed by customs and
immigration officials before arrival. A paperless system would serve to elimi-
nate border delays. To date, demonstration projects have been occurring in all
three NAFTA countries but no specific program has been implemented.

2! For a comparison of these regulations among the NAFTA countries see:
Kingham (1996) and Montufar and Clayton (1997).

2 The interface between operating efficiency and government regulation is
the true environment in which a trucking firm must work. The m trucking
operation, geographic market, and exchange rate are the major determin-
ing comparative advantage/disadvantage. Chow and McRae (1989) found that
Canadian firms faced input costs 10 to 14 percent lower than their U.S. counter-
parts which, they claimed, more than offset any government-created disadvan-
tages. A study by Trimac Consulting Services (1991) covering only Canadian
owner-operators found a mean input cost premium of 7 percent over their U.S.
counterparts with the assumption of an exchange rate of $1 CDN=$0.85 U.S.
As well, Canadian owner-operators earned 73 to 86 percent of the revenue re-
ceived by their U.S. counterparts over routes of com le distance. The
parity-exchange rate was calculated to be $1 CDN=%0.75 U.S. With respect to
tax differences a study by Peat Marwick Thorne (1991) sampled specific state
and provincial jurisdictions. Federal corporate tax rates were higher for U.S.
carriers than they were for Canadian ones but when provincial/state tax rates
were included, the effective tax rates tended to equalize. Only for "small” carm-
ers with income less than $200,000/year did Canadian carriers enjoy tax rates
around 10 percentage points lower.

Z Francois ef al. (1996) examine the welfare effects of a relaxed Jones Act
on domestic merchant marine activity. The welfare gain to the merchant marine
market was found to be in the range of $2 to $3.4 billion annually. Note that
cabotage was also an issue between Canada and the United States with respect
to airline route expansion. While talks in that area have concemed freedom of
entry in transborder markets (i.e., a city pair separated by the international bor-
der), local traffic rights, whereby a foreign commercial airplane may land in the
destination city and then fly beyond to another in order to carry domestic pas-
sengers, was also subject to discussion. The hitch is that the extra flight must

some foreign passengers from the originating point so that the flight isa
de facto continuation of the transborder service. Some aspects of trucking cabo-
tage are similar to that provision. Finally, intercity bus operations are also sub-
ject to these regulations when crossing the Canada-U.S. border. For example, a
Canadian bus and driver may enter the United States to pick-up U.S. citizens to



take them on a tour of Canada. The driver enters the U.S. as a NAFTA
"business visitor” but may not take those passengers back to the United States.
If he had, a point-to-point U.S. move would have occurred, despite the entry
into Canada, and would thus be a cabotage violation since all passengers were
from the U.S. and the bus and driver were Canadian. An actual case along these
lines is discussed in Joyce (1997b).

24 Dean and Prokop (1996) provide an application of the "capture thesis” to
the area of teacher certification and University training.

3 A third type of cabotage move, peculiar to the Canadian regulations, is
the so-called "sufferance warehouse pick-up” sanctioned by Canada Customs in
January of 1991. In this operation the delivery concems international freight
that had been originally dropped off at a sufferance warehouse in Canada pend-
ing a customs release. Any foreign trailer (including the original that dropped
off the goods at the warehouse) may be used to pick up those goods when re-
leased so long as the conveyance equipment entered Canada in accordance with
tariff item 9801.00.00 meaning that it must have entered Canada with a load of
inbound foreign freight. As far as the tractor used in the pick-up is concerned,
in a similar sense, if it is not the original tractor used in the transport of the
newly released goods, the tractor is required to have entered Canada with an in-
ternational load. More detail is provided in Transiode (1991).

25 The reform discussions that have taken place, combined with a NAFTA
environment whereby Mexico may be looked upon by Canadian trucking firms
as a viable "exiting” point from the United States, serves to question the reason-
ing behind a "northward" interpretation. Section 1.23 will outline the latest re-
form discussions. Furthermore, some Canadian transborder trucking firms have
questioned why they observe U.S. competitors engaging in east-west cabotage
in Canada but face a restriction to northward cabotage in the United States.
What these firms do not realize is that, while reciprocity is indeed not the case,
U.S. officials were mandated to ensure that the move was strictly outward as
opposed to parallel to the border. Section 1.32 deals with the issue of interpreta-
tion and compliance on the parts of the transborder trucking firms. While nei-
ther CUSTA nor NAFTA provide for explicit integration mechanisms for trans-
port policy it is interesting to note that it is only recently that Europe began this
process even though the economic integration process itself began in 1958 with
the Treaty of Rome. A review of the European transportation experience is
found in Plehwe (1997).

21 CUSTA has a designation known as Business Visitor (B-1) that provides
for temporary entry into the host country for a specific occupation. In the sec-
tion dealing with "distribution occupation” there is an explicit prohibition
against transportation of domestic commodities or passengers by such persons.
NAFTA does not over-ride these provisions in any way. As to aboriginals, it is
the case that they are treated as dual citizens under both Immigration Acts. For
example, section 289 of the U.S. Immigration Act provides for this right. But it
also states "[that] such right shall extend only to persons who possess at least 50
per centum of blood of the American Indian race.” Status is proven by the pos-
session of a Band card.
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2 Transport law expert Daniel Joyce, who writes a newspaper column con-
cerning international trucking laws, indicated that his law office received severai
calls from drivers asking for clarification of the CTA-ATA proposal since the
immigration issue was not at all mentioned as even a caveat emptor (Joyce,
1996). Such concerns and omissions drive at the heart of the compliance issue.

2 While Revenue Canada collects the GST, the Excise Tax Act itself is gov-
erned by the Department of Finance. There is no reciprocity in this regard since
the U.S. Federal Excise Tax, currently at 12%, would not apply to the value of
Canadian equipment entering the U.S. for cabotage purposes. The Department
of Finance has indicated no signs of reviewing the possibility of exempting the
total market value of U.S. cabotage equipment from the GST.

30 It is interesting to ponder the trade-off that would occur in terms of in-
creased GST revenue on the value of U.S. equipment on the one hand versus
lost revenue on cabotage services that are not undertaken because of the disin-
centive created. It is certainly the case that the current and limited cabotage of
U.S. trucking firms is not subject to GST but, for some reason, the tax authori-
ties desire to tax the same activity when carried out under Customs Act reform.
Furthermore, it is not clear how the GST on the market value of U.S. equip-
ment would be administered. A one-time levy on the straight-value of the equip-
ment upon entry seems to be most likely. Also, that levy could not be refunded
by claiming an input tax credit since only imports resold within Canada enjoy a
GST tax credit. Of course, an input tax credit may be claimed for the cabotage
service but the tax on cabotage equipment is unrecoverable for the firm.

31 These interpretations are administrative rulings based on legal opinions
which, as such, over-ride all prior rulings inconsistent with the new interpreta-
tions. The United States Customs Service has announced that it would apply
these new interpretations effective Dec. 1, 1997.

32 Joyce (1997a) notes that there is nothing to prevent the international
goods from being transported intermodally as well. For example, goods bound
for the United States could be transported from Canada by rail or air and picked
up by a Canadian tractor-trailer for further transport within the United States.

33 At this point one cannot say how U.S. Customs officials will in fact pro-
ceed with respect to this proposal. Currently customs officials interpret regularly
scheduled shipments to mean those occurring hourly, daily, or weekly. Monthly
is likely to be considered too infrequent. In this way, TL international shipping
is disadvantaged with respect to cabotage possibilities over the more frequent
LTL international shipments.

34 Joyce (1997a) notes that goods picked up in the United States by Cana-
dian trucks that are to be interlined with a Mexican truck on the U.S. side of the
border would not be involved in cabotage since the goods are now to be inter-
preted as international since they are ultimately an export. This point removes
what was once considered to be a source of uncertainty for Canadian trucking
firms that shipped freight destined for Mexico.
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Chapter (2): A model of the transborder trucking industry under regula-
tion and deregulation.

(2.10) General

This chapter draws upon the historical overview of chapter I in order to
build an economic model of the transborder trucking industry. Sections
2.20-2.21 discuss how for-hire trucking firms respond to temporary changes in
demand for their services when placed within either a regulatory regime or one
characterized by deregulation; the two types discussed in the previous chapter.
Basically, deregulation will be taken to mean complete freedom for all firms to
set freight rates competitively and to operate without the need for jurisdictional
licensing in any domestic trucking market. Sections 2.30-2.31 discuss the nature
of temporary demand and will incorporate the effects of transborder trucking
operations into the model. Section 2.40 discusses the nature of the equilibrium
to be found in the model. Finally, section 2.50 draws some conclusions from
the model.

(2.20) The supply side: A diagrammatic approach

A theory as to how the trucking industry responds to cyclical demand shocks
under regulatory and deregulatory regimes has been given in Prentice (1994).
That analysis proposed industry supply curves which were specially "kinked" to
highlight the fact that the industry chose to either rate-adjust or quantity-adjust
to an expansionary or contractionary demand shock depending upon which of
the two regimes was in place. It is through comparisons of these temporary
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equilibria that estimates of the welfare gain accruing from deregulation, to be
fully discussed in chapter 3, can be made. What is interesting is that this welfare
gain through a regime change exists independently of whether the industry is
facing demand expansion or contraction.

Consider how the trucking industry responds to a temporary demand shock while

under a regulatory regime that controls both freight rates and entry.! The long run/short
run distinction of supply used for the building of typical suppily curves is not used here
in the traditional microeconomic sense because time periods for adjustment, and the
presence of fixed factors of production, are not really the issue; rather it is the firms'
response to regulations that are important. The point is that the price elasticities with
respect to industry supply differ depending on the context; that is, firms choose to
quantity-adjust during a recession (i.e., a cyclical contraction of demand) when in a
regulatory environment but, in a deregulatory environment, choose to rate-adjust in-
stead.

Consider the regulatory environment and its effect on industry supply. Dur-
ing an expansion in demand, regulatory barriers to entry (i.e., operating
licenses, geographical operation limits, jurisdictional weight and dimension re-
strictions) mean that industry size, in terms of the number of firms, is fixed and
freight rates expand faster than do the quantity of services supplied due to the
ability of incumbent firms to co-ordinate prices because of regulatory protec-

tion.2 During a contraction in demand, the regulatory regime serves to prevent
competitive rate cutting which thus allows firms to scale back their operations
by letting a part of their fleets remain idle and by laying off drivers and other
related personnel. This quantity-adjustment process on the firms' part allows
them to ride out recessions and maintain limited competition by implicit coop-
eration serving to reduce capacity and keep rates higher than otherwise.



In the deregulatory environment the situations are essentially reversed from
those above. During an expansion in demand there is a greater incentive for
firm entry which serves to dampen the rate-adjusting process found in the regu-
latory environment. Not only does entry occur, the incumbent firms would
more effectively compete by running their own fleets longer hours and perhaps
limiting truck turnover (which makes the case that fleets become overworked
and less safe, leading to an argument for at least some safety regulations to re-
main in place). To the extent that the deregulated trucking industry relies to a
large degree on, and indeed creates incentives for, owner-operators, the expan-
sion of fleets involves very short time lags. During a contraction, competitive
rate cutting will indeed occur since owner-operators face the fixed costs of their
vehicle, forcing them to stay in business and "loss-minimize”; that is, while a
large trucking firm may be able to afford to idle one or even a few trucks (as in
the regulatory case), an owner-operator cannot do likewise so easily, owing to
having to personally bear the fixed cost of the vehicle. The indivisibility prob-
lem facing owner-operators is a reason for the greater cyclical variations

expected to occur under deregulation.

Freight rates would be lower under the deregulated supply than under the
regulated supply which will turn out to be the theoretical source for the welfare
gain found to occur under a change from regulation to deregulation of the truck-
ing industry. In this regard, an industry demand curve can be joined with the

industry supply curve.3

As can be seen in the two panels of figure 2.1 below, a relative welfare gain
occurs when supply characterized by regulation is discarded in favor of that al-
lowing for deregulation, irrespective of whether demand is contracting or



expanding. The welfare gain associated with a move to deregulate is given by
the familiar Harberger welfare triangle BCD. The deregulatory result brings
about a greater quantity at a lower rate (point C as compared to point B). Point
A represents a long run, steady state equilibrium in the sense that the equilib-
rium rate and quantity are not affected by a change in regime because all firms
are, by assumption, fully adjusted to the permanent (non-cyclical) demand (D)
in the market. In the expansion and contraction cases, the demand curve shifts
appropriately to point B which represents the initial regulatory equilibrium from
which the welfare gain from deregulation may be examined. 4

Figure 2.1: Demand Expansion and Contraction
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The welfare gain of BCD represents the sum of the expanded consumer and
producer surpluses obtained in achieving point C instead of point B. The break-
down of the welfare triangles is as follows. Point D represents the minimum
cost of provision of quantity Q while point B represents the rent-laden industry
rate set under regulation. Thus, the line segment BD represents the incremental
rent earned on the marginal output unit Q. At point C there are no rents since

the number of firms in the industry has expanded to a competitive equilibrium.’



The incumbent firms do not exit the industry if they have regulatory protection
and owner-operators do not exit so lorg as they can loss minimize. At point C,
there are more firms in the industry as compared to point B (likely owner opera-
tors trying to thrive in the deregulated environment) and the competitive
rate-cutting expected during a contraction allows for no rents to obtain. Again,
it should be noted in the contraction case that point C is not a long run equilib-
rium; rather, it is a short run equilibrium. Since the incumbent firms are simply
riding-out the recession, they are waiting for an expansion of demand to move
the industry back to point A. This point highlights the cyclical nature of the
trucking industry in that the movement back to point A is completely demand--
determined and the demand for trucking services is itself, of course, a
derived-demand.

In figure 2.1 it was assumed that the industry freight rates adjusted fully to
temporary demand shocks even when operating within a regulatory regime.
However, as was discussed in chapter 1, rate regulation was prevalent in the
United States through the ICC. The application process for rate changes in re-
sponse to real or expected demand shocks meant that rate adjustments lagged
behind those required by the market to bring about a temporary market equilib-
rium at point B. Looking at the applicable long run freight rate at point A as an
effectively fixed rate in the immediate run under regulation, the implications for
the welfare gains from deregulation may be restated under conditions of a regu-
lated freight rate that is sticky. This is shown in the two panels of figure 2.2.

67



Figure 2.2: Demand Expansion and Contraction with a Sticky Freight Rate
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It is assumed under rate regulation that the observed market outcome in the im-

mediate run is generated by: Q(R;)=min [Qp(R,);Qs(R,)]. In the expansion

case, the effective rate control yields a transfer from producers to consumers of
(R,BER),), relative to the uncontrolled case of (R;,Q,), and the welfare gain
from deregulation would be AE'E given the fixed supply point of (R;,Q;). In

the contraction case, a transfer of (R;CBR;) occurs from consumers to produc-
ers and the welfare gain from deregulation would be ACE’ given the fixed
demand point of (R;,Q4); not Q, in the 2nd panel because min(Q;,Qy) is Q4. In
each case, the respective welfare gains found in figure 2.1 are wholly contained
within those of figure 2.2 which implies that rate regulation is potentially a
more serious problem for the trucking market than is entry regulation alone.

The nature of the supply functions may be better understood when combined
with a representative firm that faces adjustment in the midst of temporary de-
mand shocks. In the regulatory regime the behavior of the representative firm

will approximate that of a monopolistically competitive firm® while, under de-
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regulation, the firm will approximate a perfectly competitive one. Thus, under
deregulation the firm is a price-taker while under regulation, barriers to entry
afford the incumbent firms a degree of market power. Operational and geo-
graphic restrictions specified under licensure represent the source of product
differentiation that is approximated here. Basically, shippers derive a brand loy-
alty based upon a trucking firm's running rights. As will be recalled from
chapter 1, multiple jurisdictional licenses held by firms were known to alter the
routing patterns so that uniformity in terms of routing or carriage need not have
been the case even by firms in close proximity to each other and to their shipper
clients. The model below assumes that the representative firm under regulation
is large in terms of fleet size while, under deregulation, the representative firm
is an owner operator reduced to a fleet size of one vehicle.

Consider the case of a temporary contraction in industry demand as trans-
lated down to the firm level. This is illustrated in the two panels of figure 2.3.
This figure and the one to follow allow for a comparison of the adjustment
process under both regulation and deregulation regimes. At point A, the steady
state equilibrium, the firm is making zero economic profit and is operating at
minimum average total cost (ATC). The firm is fully adjusted to its operating
environment and the permanent industry demand curve (D) is taken by the firm
to be the expected and non-cyclical demand meaning, in this sense, that it is fit-
ting to consider point A to be a long run equilibrium. The firm's demand curve
(D) comes from the price-taker attribute of the representative firm when facing
freight rate (R,). If one wished to imbue market power on the initial state of the
firm then point A for this firm would be somewhat to the left along its ATC and
excess capacity would be the result. Such a result would, however, be unrealis-
tic in the long run, because it would require an assumption of permanent

regulatory protection which does not conform to the historical record of the
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trucking industry.” Nonetheless, the purpose here is to compare the adjustment
processes at the firm-level to unexpected, and temporary, demand shocks.

Figure 2.3: Demand Contraction and the Representative Firm

Representative Firm Industry

With a temporary contraction in industry demand from D to D’, consider
first the regulatory regime. Firms need not exit the industry readily in the midst
of a recession. The representative firm will create excess capacity by idling a
portion of its fleet. Such a response is easily observable by other firms, leading
to the implicit cooperation involved in the quantity-adjustment process allowing
the firms to ride-out the recession.® Both the firm's and industry's output level
and freight rate will fall as point B is achieved. Point B is characterized by a
drop in the firm's ATC since it will likely be the case that as trucks are idled:
(1) the variable cost of labour will drop as excess drivers and maintenance staff
are laid-off; and (2) the fixed costs of insurance and licensure for the fleet will
drop. However, the analysis used here may safely assume that only fixed costs
are dropping so as to conveniently allow only the ATC to drop without the need
for adding the further complication of a fall in marginal cost which would
thereby make the location of point B at the firm-level less straight forward and
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dependent upon the relative sizes of the marginal productivities of each variable
factor of production.’ The fall in industry demand and the idling process on the
part of incumbent firms works such that the rate set out at point B in the indus-
try panel defines the degree to which ATC falls in the firm panel in order to

equate with D' for the firm so as to reach point B in the firm panel.!? In the
firm panel it can be seen that point B is characterized by zero economic profit
which is the only consistent outcome at the bottom of the recession or trough of
the cycle. If one firm succeeded in making a positive economic profit during the
recession, other firms within the jurisdiction would respond by putting another
truck on the road so as to compete until these profits were removed.

When contraction occurs under deregulation the existing firms, as owner op-
erators, cannot so easily idle their trucks since their fixed costs of operation
represent a large part of total costs. Since the owner operator is assumed to own
only one truck, he faces an indivisibility problem that the large firms did not
face. In order to ride-out the recession, the owner operator chooses to loss—
minimize as shown by the movement from points A to C in both panels. As
long as factors are supplied through competitive markets, the recession causes
the ATC of trucking services to fall so as to allow the firm to make only zero
economic profit once the bottom of the recession is reached at point C. The
trucks still on the road will, in this sense, see their re-sale value drop as the in-
dustry moves through the recession. To the extent that the truck is on loan there
would be a sunk cost faced under liquidation. Furthermore, in Canada, employ-
ment insurance benefits would not be payable to an owner operator who is
essentially both employer and employee. These penalties to exit force the loss—

minimization process to continue.

In order to facilitate comparison between the owner operator and the large,
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fleet-based trucking firm one may re-consider the latter whereby the firm panel
is the demand for a single truck in the down-sized (contraction) or harder—
worked (expansion) fleet; in other words, it is assumed that the large firm's
demand curve is symmetric and proportional across every vehicle in its homoge-
nous fleet. It will then be noticed that ATC has fallen equally in both regimes
since the fixed costs per truck are reasonably assumed to be equal in both of

these regimes.!! The regulatory regime is characterized by excess capacity as
measured by (Qc-Qg) along with the positive freight rate differential of (Rg-Rc).
The excess capacity represents the price society pays for the product differentia-
tion process by way of geographic and commodity restrictions imposed by the
regulatory boards.

Now the effects of a temporary demand expansion will be considered. In a
regulatory regime the representative firm is operating under the benefit of a bar-
rier to entry administered by a regulatory board that requires a new entrant to
show PCN. When the barrier to entry is fully enforced to the benefit of the in-
cumbent it is then in a position to price-adjust in the midst of a demand
expansion as shown by the movement from point A to B in both panels of figure
2.4. At the peak of the expansion process, the price that is paid for such regula-
tory protection comes in the form of market capitalization of profits and rent
seeking payments to the regulators that force the ATC for the firm to rise to
ATC' where it makes zero economic profits.!2 Such rent seeking payments de-
rive from the costs of licencing and board hearing competition. The equilibrium
for the representative firm is, of course, characterized by excess capacity due to
it possessing the negatively sloped demand curve D’. The firm charges the in-
dustry rate (Rp) that will become merely compensatory once the shift to ATC'

OoCcurs.
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Figure 2.4: Demand Expansion and the Representative Firm
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In the case of deregulation there are no effective barriers to eatry under an
expansion. Incumbent owner operators will work their trucks harder in the
midst of the temporary demand increase while new entry will occur which puts
upward pressure on the costs of necessary factors. The quantity-adjustment
process takes place at the industry level forcing the representative owner opera-
tor to operate under costs reflected by ATC'' <ATC'. Entry occurs until
economic profits become zero for all firms.

In comparing the two regimes under a demand expansion, Qc> Qg at the in-
dustry level while the opposite occurs at the firm level. Again, to aid in
comparison, the regulated firm would have to be recast in terms of the demand
conditions facing one truck in a homogenous fleet. The regulated firm is creat-
ing more output with a given truck than is the owner operator but the industry is
larger when made up of competitive owner operators.!? As well, ATC' > ATC"’
because of the lack of competition in the regulatory environment leading to inef-
ficiencies as outlined above. This is in contrast to the comparative result under a
contraction when ATC fell equally in both regimes. Under regulation, firms
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were in a position to implicitly cooperate during a contraction in an effort to ride out a
recession. The fixed cost effects of an idled truck and one operating under loss-
minimization were taken to be approximately equal.

(2.21) The supply side: a mathematical approach

The market supply function for the model outlined in the previous section may be
derived from the industry profit function:

#(Q,R) =RQ-C(Q

where (6x/6Q) = R-C'(Q) =0
or R=C'(Q).

Q is the number of trips per time period per either fleet or individual truck as
appropriate and R is the freight rate (or price) for a given load. C(Q) is the total cost
function of which a simple form is C(Q) = F + ¢(Q). F>0 is the fixed cost and c(Q)
is the variable cost. It may be assumed that: c¢(0)=0; C(Q) is: continuous and
increasing; &}mQ —» 00 C(Q)=00; and {C(Q)/Q] >0 meaning that average total and

variable costs (ATC and AVC) are always positive.

For a given R the short run supply curve is the locus of the marginal cost curve
above the average variable cost:

Qs=Qs(R) 2.1)

as from R=C'(Q) bounded by AVC(Q)=C'(Q). Since xor=(&?%/6QéR)=1, it follows
that (dQs/dR) >0 as expected. Note that the general criterion, rQR(dQsld.R) >0, is

discussed in Samuelson (1983; p. 39). Basically, the change in the Q-variable with
respect to its corresponding parameter must be the same sign as xgr. In a competitive

setting, total revenue is directly related to the output price so that profit must rise over
all Q. Thus, the quantity supplied rises when the price rises, ceteris paribus. Equation
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(2.1) corresponds to the steady state supply based on a permanent demand (D) at point
A as illustrated in figure 2.1.

Deregulation supply curve
The deregulatory regime assumes that there is a large set of owner-operator firms
that each possess one truck. In keeping with this, the following industry supply curve is
constructed:
Qs=Qs(R,E) 2.2)
where (6Qg/SE) >0 and E=number of firm entry decisions.
Specifically,

E(x%); for #t=EN._, x;, for every x;2>0. 2.3)
i=1 %

o

0; otherwise.
where xt=temporary economic profits, and (i) indicates an incumbent firm.
Firm entry will take place so long as al/ firms within the industry are making positive
economic profits. In (R,Q) space, entry will shift the supply curve (eq. 2.1) rightward
based upon the rise in ATC as given by:
ATC(Q*,E)=MC(Q*,E) (2.4)

where: (6ATC/SE) >0; (6MC/SE) > 0; Q*=Qp=Qsg; and MC= marginal cost.

Under contraction, E=0 which means that the number of incumbents is stable. The
supply curve remains as given in equation (2.1) with the requirement that:

ATC(Q) > MC(Q) > AVC(Q) 2.5)
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which represents loss minimization until temporary equilibrium whereby
ATC(Q*)=MC(Q").

Regulation supply curve

The regulatory regime assumes a large number of firms with large fleets divided
into differentiated sub-markets. The firms will supply services to national shippers that
demand transport through multiple jurisdictions. This indicates the following supply
curve:

Qs=Qs(R,F) (2.6)

where (8Qg/8F) >0 and F= number of fleet units contracted. As the fleet
contracts (F<0), quantity supplied falls (Q,<0) giving the positively signed

derivative.

Specifically,

F(x9; for x*=EN,_, x;, for every 7;<0. (2.7)

-

0; otherwise.

There are N firms, N sub-markets, but (m) preferences of firm-types for each national
shipper. Fleet contraction occurs when all N, and thus all (m), firms are making losses.
The possession of a demand curve with price-elasticity less than infinity brings about an
equilibrium such that:

ATC(Q*,F) > MC(Q%,F) (2.8)

where: (SATC/6F) >0; (SMC/6F) > 0; and Q*=Qp=Qs.
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The short run supply curve (eq. 2.1) will shift to the left under fleet contraction and
thereby trace out the regulation supply curve based upon: (1) a specific fall in ATC that
is characterized by excess capacity; and (2) a demand curve whose price-elasticity is
induced by the form of the regulated sub-market.

Under temporary demand expansion, F=0 and equation (2.1) applies along with
ATC(Q*) >MC(Q*) meaning that excess capacity remains. While it is true that monop-
olistically competitive firms do not possess supply curves per se due to the non-
existence of a one-to-one correspondence between price and quantity supplied at the
firm level, the supply curve for the industry is approximated, under regulation, by:

(1) Requiring a unique temporary equilibrium at the firm level to obtain based upon the
predictable firm demand derived out of the industry demand. Again, predictability
comes through the specific proportion of the (m) to N firm-types desired to be used by
the national shipper.

(2) Requiring a specific change in ATC based upon fleet size changes during
contractions and specific X-inefficiencies to occur during expansions, as captured in the
former by (8ATC/6F).

Note that while (3MC/SE) and (8MC/SF) >0 at the industry level, these partial
derivatives were assumed to be zero in figures 2.3 and 2.4. For simplicity, fixed costs

alone were the cause of cost changes meaning ATC would change while MC would not
at the firm level.

Allowing both MC and ATC to change in the midst of a change in demand would
leave the effect on Q to be ambiguous. In a competitive model if the fleet (F) is defined
as a factor of production with a per unit cost of (f) then:

(6ATC/6f)=F*/Q. (2.9)

Furthermore, it may be shown that:
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(8Q*/5£)=(SMC/8Q*) 1 (F*/Q)(1-erq) (2.10)

where &gq is the output elasticity of the percentage change in the fleet size.

(6MC/8Q*) > 0 since Q* exists at min-ATC and (F*/Q) > 0 must also be the case since
F*=0 would necessitate Q=0 as well. Thus, (5Q*/5f)> 0 if and only if £gq is inelastic
meaning that MC rises less than does ATC. Therefore, the simplifying assumption of
changes in ATC occurring with MC held constant would be a reasonable one.

Is 0<épq <1 reasonable? The implication is that under a contraction, when fleet

size is reduced, a 1% drop in fleet size means a less than 1% drop in output. The
remaining trucks are worked harder which is at the heart of why the firm is able to ride
out the recession and avoid losses once the temporary equilibrium is achieved.

(2.30) The demand side: a diagrammatic approach

This section will discuss the demand side of the model in greater detail than was
provided in the previous two sections. It is here where the issue of cabotage may be
introduced into the model. Specifically, only incidental movement (Canada) or return
trip, outward (U.S.) cabotage will be examined since this requires only an adjustment
to the cost structure of the industry whereas repositioning move (Canada) cabotage
would require, in addition, an expansion in backhaul demand since, after cabotage
reform, other backhaul markets become legally accessible to the foreign trucking
firm.14 A trucking firm supplies output, from its own perspective, in the form of round
trips while shippers have two distinctive forms of demand in terms of what amounts to
either a fronthaul or a backhaul. In this sense, demand is separable while supply is
joint. The trucking firm faces the classic problem that involves the pricing of two
separate goods under joint supply. !5 This section will develop a distinction between
industry demand with and without cabotage reform.

For every fronthaul there is a corresponding backhaul (either empty or loaded) as
part of the joint production aspect of a round trip. Cabotage regulations restrict the
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possibilities of domestic activity on the part of a foreign driver and his equip-
ment while engaging in transborder trucking. A relaxation of such regulations
would make that equipment eligible to compete more effectively on foreign soil
and thus increase the possibility of obtaining a backhaul. Furthermore, an in-
crease in backhaul prospects allows for a deeper penetration of a Canadian truck
into U.S. soil. Currently about a 200 km penetration from Ontario and Quebec
is the norm (with the western provinces extending about triple that distance)
while U.S. counterparts have access to all urban areas of Canada due to its
population, by and large, straddling the U.S. border. The demand model set out
here will be taken to apply to the entire North American truck freight market.
Since cabotage reform represents a further deregulatory initiative on the part of
the two federal governments, there are expected to be further welfare gains
from deregulation in the following forms: market rationalization in terms of in-
creased competition in all traffic lanes due to a level playing field; and removal
of regulatory uncertainty and the lowering of customs/immigration compliance
costs.

In the fronthaul/backhaul model employed by Felton (1981), empty back-
hauls occur in the industry when the backhaul demand is low vis a vis the
fronthaul demand and/or the marginal cost of a loaded backhaul is high vis 2 vis
the summed marginal costs of a fronthaul and empty backhaul. To simplify the
analysis it is assumed, to follow Felton, that all marginal costs are constant
which will serve to more easily highlight the welfare effects of cabotage reform
as specified below. Of course, the problem of nontraceability in joint production
of round trips is highlighted through the marginal cost curve that combines both

the loaded fronthaul and the empty backhaul costs (i.e. MCg;pe)-
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Figure 2.5: Backhaul Demand and the Cabotage Effect

where: D¢, =joint fronthaul and backhaul demand; Dy =backhaul
demand; D¢=fronthaul demand; MC;,.,. =marginal cost of loaded

fronthaul and empty backhaul; and MCy,=marginal cost of loaded
backhaul.

To the extent that the equilibrium fronthaul quantity of trips exceeds the equilib-
rium backhaul quantity, that difference is the quantity of empty backhaul trips
in equilibrium. When cabotage reform is introduced, MC,, will be reduced due
to the removal of the regulatory restriction on domestic activity on the part of
foreigners which thus increases the potential for backhaul opportunities. The fall
in MC,, can be thought of in terms of, for example, lower administrative and
search costs through red-tape elimination, and more direct routing. When the
fall in MC,; is not enough to totally remove the presence of empty backhauls in
equilibrium, the welfare gain accrues to backhaul shippers alone as shown by
the shaded trapezoid in figure 2.5. The simplifying assumption of constant mar-
ginal costs means that producers’ surplus is always zero. At this point it can be

80



said that if both Canada and the U.S. face situations where the backhaul demand
in each of their respective transborder markets consists mainly of opportunities
on the other's territory then the unilateral removal of cabotage restrictions by
the respective government represents a welfare gain to its domestic shippers. In
other words, the removal of a non-tariff barrier (NTB) will increase welfare in a
positive-sum sense. It will be assumed for simplicity throughout that the back-
haul demand curve consists of the demand for the domestic carriers by foreign
shippers which, in a free-cabotage environment, means the demand to carry the

foreign country's exportables as well as allowable cabotage moves. !

A special equilibrium is proposed in figure 2.6 whereby MCy, has fallen
such that Qy,=Q (at the hollowed out point on the fronthaul demand curve).
This would be as if MCy, fell farther in figure 2.5 until Q,-=Qy. At this point
the joint demand function D¢, becomes operative for the transborder trucking
industry and there are no empty backhauls in this equilibrium. As will become
apparent below, when Q,=Qs a point has been reached whereby all the effi-
ciency gains from lower costs stop accruing exclusively to backhaul shippers. !”

In any case, if MC,, should fall any farther the welfare analysis becomes

slightly more complicated. There is no 2 priori reason to assume that the full

cabotage reform effect would preclude MCy, from falling below this special
point and so its implications must be examined; however the narrow focus of

the model on incidental movement cabotage alone may perhaps mitigate this
problem to some extent. When MCy, intersects Dy, such that it seems that
Qp > Q¢ obtains (referring to the hollowed out point on Dy), the true Q, will

have to equal Qr as given by the joint demand curve as shown in figure 2.6.
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Figure 2.6: Joint Demand and the Cabotage Effect
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where: MCg,p=marginal cost of loaded fronthaul and loaded
backhaul.

The result is that a portion of the fronthaul costs will be borne by the backhaul
shippers due to the jointness of production leading to a welfare gain for
fronthaul shippers and an incremental welfare loss for backhaul shippers. At this
point the case for unilateral cabotage reform is dulled in that the net welfare
gain occurs over the two countries taken as a unit. Following a typical Kaldor--
Hicks compensation scheme, a country whose shippers received a welfare loss
from unilateral cabotage reform may still undertake reform if it is part of some
overall intemational negotiation. Thus, it must be shown that the shaded welfare
gain always exceeds the shaded incremental welfare loss. This is best accom-
plished through the use of marginal welfare analysis whereby it is assumed that

MC,, falls incrementally (to MCy;) and the resulting additions to the welfare tri-
angles are examined. It is appropriate to use marginal welfare analysis since, in

the incidental movement cabotage framework, MC, cannot be expected to fall
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greatly under cabotage reform anyway because the transborder route is still in-
tact and all route-specific cabotage opportunities exist ex ante. It is just
somewhat easier to locate and act on them. Figure 2.6 shows a visibly smaller
welfare loss triangle as compared to the trapezoidal gain meaning that there is
still a net welfare gain to backhaul shippers after a further incremental fall in
marginal backhaul cost. It is important to note that the entire trapezoid bounded

by Ry and MCy; is not considered in the welfare analysis because the hollowed

out point is unachievable given that it implies a quantity of trips in excess of Qy.
The shaded triangle is, again, the incremental welfare loss in not obtaining the

hollowed out point beyond Q¢=Q,,.

The result of complete cabotage reform would be to rationalize transborder
trucking networks and lead to the elimination of some empty backhauls as a
consequence. Thus, in this model the relevant industry demand curve should be
the joint demand curve reflecting the reform. In the industry supply framework
of figure 2.1, demand curve shifts were taken as temporary while its permanent
position was given by the kinked point on the supply curve where it was as-
sumed that the number of firms currently in the market was fully adjusted to the
current regulatory regime. If cabotage reform is taken to be a permanent change
in regulatory regime then, given that the higher joint industry demand is now
relevant, demand is thus seen to permanently increase vis a vis the pre-reform
demand curve which is taken to be only a fronthaul/backhaul demand curve

with empty backhauls occurring. The consequence of empty backhauls occur-

ring in the pre-reform case is to generate an effective demand curve!® (D) as
shown in figure 2.7. Since empty backhauls are inevitable in the pre-reform
case, this effective demand curve is obviously lower than the joint demand that

would obtain under a zero empty backhaul situation after cabotage reform. Fur-
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thermore, the effective demand curve cannot, itself, be taken as permanent in

structure since Q and Qr are formed independently, thus leaving Q. endogenous
and in a state of flux. But the main result is that when empty backhauls are pre-

sent, the effective demand curve is unstable and always lower than the stable
joint demand curve. An assumption involving a fixity with respect to Q; will
serve to stabilize D,. Changes in D¢, Dy, or MC¢, . (Which determines Ry)!? are
shift variables for the effective demand curve.

Figure 2.7: The Effective Demand Curve

trips

where: Q.=quantity of empty backhauls.

Point A is the sum of the given fronthaul rate (Ry) and the R-intercept of the
backhaul demand curve. The effective demand is the set of vertical sums of the

stationary fronthaul rate and the set of possible backhaul rates.
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(2.31) The demand side: a mathematical approach
Deregulation
The formulation employed in this section follows De Vany and Saving (1977) and

Talley (1989). Consider trucking firm (i) which operates in a competitive marketplace
and is an expected-full-price-taker whereby:

Rf = rf +0;W;  (fronthaul market) (2.11)
and

Ry = 1yl +n,W},  (backhaul market) (2.12)

where:

n= the cost of holding a loaded truck in inventory per unit of time at the origin
(A) through to the destination (B).

W= expected time elapsed in transport.

Ni= truck capacity for firm (i). Note that W=W(Ni); (dW/dNi)<0.
R= expected full rate which is assumed constant across all firms.
r= actual transport charge which may be variable across firms.

nW= expected cost of in-transit delivery time.

If the firm is truckioad (TL) then firm (i) may also ship one, and only one, good
labeled (i) which removes the need to distinguish the shipment from its conveyance.
Since the firm is a price-taker in R, a change in (r) must lead to a one-to-one change in
N; that is, a doubling, say, of capacity doubles the arrival rate of goods per unit of
time which is a variation on the assumption that a firm in a competitive market can sell
all that it wants at the equilibrium price. The firm may choose (r,N) or (Q,N) but not
both.
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The fronthaul demand facing firm (i) is derived as the number of arrivals at point B
from point A and in the reverse for the backhaul demand. Noting that R is a parameter
for the firm, these demands may be expressed as:

Qf = Qfi(rd,Ni) (2.13)
- + (expected signs)
and
Q' = Qpi(ry',Qf) (2.14)
-+

The fact that Q¢ enters Q, highlights the jointness aspect of the problem in that a
fronthaul is required before there can be a backhaul. Technically, these may be
characterized as the expected net flow of shipments made to resemble a demand
function.

From equations (2.11) and (2.12) the following partial derivatives are obtained:
(8Q¢/org) = 1/(8rd/6Wp) x (8QF/6Wp) = (-1/ng) x (8Q¢/6Wp) =

-1/ngsW¢/8Qd) <0
since r¢ = R¢ - n¢Wy from equation (2.11). (2.15)

(5Q¢/8NY) = -(SW/8Ni)/(SW¢/5Q¢) >0
from the implicit function theorem. (2.16)

(8Qy/orpl) = 1/(5rpl/8Wy) x (5Qy/6Wp) = (-1/np) x (6Qy,Y/6Wy)
= -1/[ny(dW/8QpD] <0 (2.17)

(6Qp1/8Q¢) = -(5W/5Qg)/(6Wy,/5Qp1) >0
from the implicit function theorem. (2.18)

The industry (I) demands are functions of the expected full prices alone:
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Q' = QfReRy) 2.19)
Q! = Qb'Rp,Ry) (220

NI = NI(R;,Ry) (2.21)

while the effective demand (shown in figure 2.7) may be written as:

QuE = QLEREC,Ry) + REC (2.22)

Equation (2.22) is a positive affine transformation of Q! with a constant expected full
fronthaul price (R¢{C) and a trivial monotonic transformation by 1. By examining figure
2.7, the portion of Dy, traced out given (R¢C,QC) is taken and vertically raised by R¢C
thus putting it the distance (y) above R¢C. Finally, the joint demand is:

Q = QJ(R¢+Ry) such that Qff=Qy! for every R¢ and Ry, (2.23)

The equilibrium. fronthaul and backhaul rates, as well as (6C/6N'), may be found
through the profit function for firm (i):

T = rfQf(rd, NY) + r'Qpi(ry, Q) - C(QF, Qy',N) (2.24)

where: C is the expected total cost function, and
(8C/8Q¢) > 0; (8C/8Qy1) > 0; (8C/8N) >0

Note that (5C/6Q¢) is non-zero since, as N rises for a given Q, W falls thus adding to
output quality. In this way, (r) rises since R remains fixed. The total differentials in r¢,
ry! and Ni, respectively, are:

dxi = [rd(8Q¢/6rd) + Q] + [1pi(6QyY/5Q6)(0Q¢/br6)]
- [(8C/3Q¢) + (5C/3Qy1)(5QuY/8Q) I(8Q¢/br) =0 (2.25)
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dx' = [rpi(5Qy/6rY) +Qyil - [(5C/5Qu1)(8Qy/3r,1)] =0 (2.26)

dxt = [rd+r,}(6QyY/5Q)1(5Q¢/5NY)
- [(8C/8Q¢h) + (5C/ Q1) (5Qy, 1/ 5Qg) |(3Q¢/5NE)
- (6C/6NY) =0 2.27)

The equilibrium values, ré* and r,*, and (§C/8NY) are obtained by solving equations
(2.25), (2.26), and (2.27) using equations (2.15), (2.16), (2.17), and (2.18).

Solving for ryi*, using (2.17) gives:

(8C/8Qu1)(3Qy Y/ orp’) - Qp'
l'bi* = = (6C/ ale) - be/ (5Qb1/ Grbi)
(6Qp/81p,Y)

= (3C/8QY) + np(dW/6Qp)Qy! (2.28)

Thus, the equilibrium backhaul transport rate equals the marginal cost of haulage plus a
congestion toll. The congestion toll is the arrival rate or number of trips (Qp}) multip-

lied by the marginal cost of elapsed waiting time of an additional truck [ny(6W/6Qp1)]
at point B. If a portion of the B to A backhaul is a regulated cabotage move there
would be two expected effects for all firms: (1) ny, would be higher under incidental or
return trip, outward (U.S.) cabotage since the domestic good must be ready for pick-up
when the truck arrives and the foreign driver must be laid over or transferred while the
extra cost of a domestic driver is incurred; and (2) (6W/6Qy") must also be higher
since the arrival time at A from B is necessarily slowed due to route deviations as part
of the cabotage move as well as unloading at the intermediate point and
customs/immigration checks upon exit. Of course, cabotage reform would diminish
these effects due to lesser adminstrative costs and the extra move itself would be looked
upon as its own market transaction that is no longer dependent on the existence of
international freight at point B.

Solving for rg* gives:
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- TH(OQuYOQN(EQe/Er)  [(BC/BQf) + (5C/5Qp)(8QyYEQEHIEQe ore)
f* = +

(5Qg'/3r¢) (3Q¢/ br¢’)

Q¢
 @Qdteee)
= -1,}(8Qu'/8Q¢) + (5C/8Q¢) + (5C/3Qp)(5QpY/3Q¢) - Q/(5Q¢/dre) -
Plugging in equation (2.28) to the above gives:

rf* = - [(3C/8Qp)) + ny(6Wy/3Qu)Q1HEQY3QF) + (5C/6Q)
+ (8C/6Qp1)(5Q'15Q) - Q¢/(5Q¢i/ )

then replacing (3Qg/drg) in the above with equation (2.15) gives:
rf* = (8C/5Qf) + Qfng(SW¢/8Qy) - [np(8Wp/5Qp)Qp11(5QpY5Q¢)
and, finally, replacing with equation (2. 18):
18* = (8C/6Q¢) + QfndSW/6Q¢) + np(6Wp/6Qp)Qpl (2.29)

where (6Wy,/5Q¢) <0.20 The second term in equation (2.29) is a congestion toll on the

fronthaul equal to the cost of increased waiting time for each marginal truck unit at
point A commencing the fronthaul. The third term is the cost of decreased waiting time

at point B resulting from an increase in traffic flow from point A. Even with empty
backhauls, Q! < Q¢ and rf* > r,i* will always obtain if the cost and wait times at the

fronthaul are greater:

i.e., (SWgdQg) > (6W,/8QyY); (8C/5Q¢) > (8C/5Qph); ne>ny, .
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But with no empty backhauls, as a greater possibility under cabotage reform, Qfd=Qy!
so that rf* becomes:

rf* = (5C/6Qf) + QflnddWQg) + ny(5W/5Q4)] (2-30)

which is essentially MCs_, - in figure 2.6 in that it is the expected full-price equivalent

of the loaded fronthaul minus the empty backhaul cost plus the loaded backhaul cost.
Recall that Ry > MCyr and Re <Ry is implied by equation (2.29). With Q, rising to,
and passing Qg as MCy, falls, (§W/5Q¢) must be getting smaller.

Finally, solving for (8C/5Ni) gives:

(8C/5NY) = [rd+ 1, i(8Qp/5Q¢)}(5Q¢/5NT) -
[(5C/8Qg)) +(8C/5Qy,1)(5Qy/6Qe) 1(5Q¢/5NT)

and after plugging in equations (2.28) and (2.29):

(6C/8NY) = [(8C/6Q¢) + Qgnd(SWe/6Q¢) + Qyinp(5Wp,/6Q¢)1(5Q¢/6NY)
+ [(8C/6QpY) + Quiny(6W/8Qu)1(56QpY8Q¢)(5Qf/5NY)
- [(8C/8Q¢) + (5C/3Qy1(8QyY5Q¢) 1(5Q¢ /8N

and replacing (5Q¢/6N') and (5Q,,/8Q¢) with equations (2.16) and (2.18), respectively:

(8C/8NY) = [(5C/8Qf) + QfnddWe/8Q¢) + Quiny(W,/8Q¢)]
[-(SWg/ BN/ (BW¢/8Q¢)] + [(5C/3QpY) + Qpiny(6Wy/5QyD]
-[-(5W/8Qg)/ (W i/ SQp ) I[-(SW/ NI/ (W ¢/ 5Qg) |
- {(3C/8Q¢) + (5C/3Qu)[-(5Wy/3Qg)/ (SWy/5QD 1}
{-(SW¢/SN1)/ (SW/6Qg)]

which after expansion and cancellation gives:

(8C/6N1) = -Qging(SW/5NT) >0 (2.31)



where (5W/6N') <0. Equation (2.31) indicates that capacity is determined exclusively

in the fronthaul market. The marginal expected cost per extra unit of capacity equals
the effect on waiting time at point A as brought about by a change in capacity.

It is also useful to specify rd* and ry!* in terms of price elasticities. Substituting
equations (2.15), (2.16) and (2.17) into (2.29) gives:

ré* = (3C/8Q¢) + Qel-1/(5Qe/dre)] + Qpi{(-1/(5Qdrs)1(3QuY5Qe)}

and multiplying the second and third terms of the above by (r¢/rd) and (rpi/ry}),
respectively:

rd* = (6C/8Q¢) +[-(Qe/8Q)(dré/r)re] + [-(Qy'/3Qy)(8rp!/Ty)rpi(6Qy/5Qp)]
= (8C/8Qg) - (ré/ng) - (rp!/mp))(6Qy/6Q¢)

where n¢ and ny! are the price elasticities of demand which are, for non-Giffen goods,
less than zero. Thus,

ré* = [(5C/8Q¢) - (rpi/mpD)(BQpY3QADI(L + (1/ng)]! (2.32)

Substituting equation (2.17) into (2.28) gives:
rpi* = (8C/6QpY) + Qui{-1/(3Qy!/éryh)]
and multiplying the second term by (r,}/r,}):

ri* = (3C/5QyY) + Qpil-(ry!/rp)/(3Qu!/r,D)]
= (8C/6Qy)) - (rpi/nyl)

or

ryi* = (8C/SQpH[L + (L/npD)]-! (2.33)
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While it may seem that equations (2.32) and (2.33) imply that if, in equilibrium,
the price elasticities equaled -1, r,i* and r,* would be infinity, these equations are in
fact variations on the familar relationship: MR=P{1+(1/9)]. While R is fixed, (r)
functions like a downward sloping demand and is counteracted by W until R is
unchanged. In other words,

r'* = (8C/BQHI1 + (1/m)It ~ P=MRIL + (I/m)I! or
MR=P[1 + (l/np))}

which, in equilibrium under perfect competition, requires MC=MR where MC is
rising. Thus, with (r) acting as a downward sloping demand, MR=0 when n=-1
meaning that only price-elastic values apply to equations to equations (2.32) and (2.33).

Finally, a partial derivative of interest is:
(Bre*/bmyl) = ryi(8Qy/8Qe)(my]) 21 + (L/me)]L (2.34)
>0 iff |9d| > 1 and (8Qy/6Q¢) >0 .

Equation (2.34) implies that Q, and Qg fall in the face of the backhaul demand shifting
leftward. Note that (3r¢*/dng) and (8ry,1*/m,1) were found by Talley (1989) to both be

positively signed, which indicated value-of-service pricing.
Regulation

The industry demand curve is the effective demand curve since empty backhauls are
always assumed to be present. The firm will take that demand as the basis on which to
product differentiate. In this regard a national shipper (k) has a utility maximization
problem over (m) choices of trucking firms desirable out of N;. These N; firms are the

total operating ones out of a total of N possible firms. Contestability is accounted for
since (N-N,) firms are potential entrants. The problem is specified as such:
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max. U(Qy1,Q,-- -, Qum»q5 V)
S.t. I RepQpp + q < 1 (2.35)

where q is a sumeraire good and v is the finite dimensional vector indicating the
shipper's valuation of the product types. The numeraire price is normalized to equal 1
and each firm may charge different prices. Following Hart (1985), the prices of all
goods (j) not being produced are taken to be infinite. Thus,

p; = oo forevery j> (N +1). (2.36)

A firm (N; +1) is the representative firm that product differentiates relative to the N,
firms (that will not react).

A simple and convenient case is the quasi-linear utility function:
U = U[zm,_,f(Qy)] + q 2.37)

where f(Qy;) indicates that Q; is a function of the firm's choice of product
differentiation. The first-order condition for equation (2.37) is:

Uz _ f(QIf (Qy) = R; for every i=1,....m. (2.38)

Without reaction from other firms, firm (N; + 1) takes the index of total output of
the (m) types as a constant. Thus,

Qe = TPy H(Qu)

where Qi€ indicates a constant Qy. In this way, the firm's demand function may be

written:

QP(R;, Q°) = d[RYU' (O] (2.39)
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Thus, d(-)=f (Qyy)"!. Equation (2.39) is a proportional demand (Q;) by which the
(N+1) firm's product differentiation leads to a more price-elastic demand:

Qi* = Q*[Ry()]

that is, the firm's actual demand is based on a shipper’s reaction to price or freight rate
changes under conditions of a constant index of total output quality (Qy°) available

elsewhere.
In equilibrium,
Qi*IR;(Q°)] =QP(R;, °) (2.40)

that is, Q;* is tangent to ATC but the proportional demand (Q;P) runs through that
point.

(2.40) Equilibrium and Cabotage Reform

The equilibria given by points B and C in figure 2.1 were temporary in nature and
dependent upon the regime in place at the time of adjustment. The permanent equilib-
rivm highlighted by point A in those figures was the steady state, based upon the
location of the non-cyclical demand and the freight rate indicative of an industry that
has, in the long run, fully adjusted to the regime in place. This section will discuss how
a permanent change in industry demand through cabotage reform will lead to a change
in the steady state equilibrium.

Successful reform of incidental move cabotage may be characterized by a fall in
marginal loaded backhaul costs to the extent that empty backhauls are completely
eliminated. When this occurs the effective demand curve becomes irrelevant and the
joint demand curve is the one faced by the industry. If the marginal loaded backhaul
costs fall as shown in figure 2.6 it should then be noticed that the fronthaul rate is
lower as well. With the summed freight rates thus lower, the relevant equilibrium

94



quantity must have increased as well. This point is made by comparing point F
with point G on the joint demand curve of figure 2.7. In order put the point in
its proper context, for cabotage reform to be of the magnitude necessary to
bring about the appropriate fall in marginal costs, it must take place in a deregu-
latory regime. In this way the deregulatory kinked supply curve is the locus that
is needed in this context. This assumption is reasonable since it would seem that
domestic deregulation is a necessary precursor to transborder deregulation.

With a permanent increase in demand along the deregulatory kinked supply
curve, the industry can maintain a permanently larger number of firms. In fig-
ure 2.8 it can be seen that the long run equilibrium will move from point F to
point G. In effect, cabotage reform works like a permanent demand expansion
in the industry causing a permanently lower expected freight rate since loaded
backhaul costs permanently decline. Again, society gains on net because any
welfare loss triangle applicable to backhaul shippers, due to the rate being set
above marginal cost, will be outweighed by: (1) a portion of consumer surplus
remaining due to the fall in marginal cost; and (2) the net gain accruing to

fronthaul shippers.

Figure 2.8: Industry Supply and the Cabotage Effect
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In the framework for figure 2.8, ATC contains the appropriate average costs of
the fronthaul and empty backhaul at Q; plus the average cost of the backhaul at
Q» < Q¢ while ATC' contains the effect of the typical assumption of increasing
costs due to firm entry. The MC curve is drawn given the assumption that total
industry costs increase equiproportionally meaning that MC in effect shifts up
onto itself over the pre- and post-cabotage reform cases. In other words, cabo-
tage reform is assumed for simplicity to affect only the fixed costs of a firm's
operation rather than its marginal (i.e. line-haul) cost.

In comparing the set of figures 2.5 through 2.7 with figure 2.8, it will be
noticed that the marginal cost curves for the former were drawn horizontally for
simplicity of analysis but can, in the present context, be considered to be the
long run marginal costs for an industry indicative of passive supply. The mar-
ginal cost curve for the firm in figure 2.8 is short run in nature and drawn in the
familiar fashion and, with each trucking firm approximated to have nearly con-
stant returns to scale in the long run, their long run marginal costs would be

relatively flat, as depicted at the industry-level.

The process of cabotage reform takes the firm and the industry from point A
to A’ and then finally to point G (by-passing point F as shown in figure 2.7).
Note that the quantity difference between points A and F indicates the quantity
of empty backhauls. Each firm at point G is producing less but there are more
firms in the industry and the expected permanent freight rate is now lower after
cabotage reform. The movement from point A to A' highlights the effect of a
permanent increase in demand in the post-reform environment. Referring to fig-
ure 2.7, the effect is that the joint demand becomes operational instead of the
lower effective demand indicative of empty backhauls. At point A’', the increas-
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ing cost nature of the industry as given by the supply curve leads to an increase
in the freight rate when firms enter the industry attempting to capture the posi-
tive economic profits being earned by the incumbents. Point A’, being on the
Jjoint demand curve, can also be considered to be the steady state point where
loaded backhauls have just increased to the level of loaded fronthauls. But, as
mentioned above, there is no 2 priors reason to assume that loaded backhaul
cost after cabotage reform might not decrease further. The move from A’ to G
highlights the effect that occurs when loaded backhaul costs become perma-
nently lower. Using figure 2.6 as a reference, industry output increases further
but under the condition of backhaul shippers paying a premium above their mar-
ginal loaded backhaul costs and fronthaul shippers paying less than their
fronthaul (plus empty backhaul) costs. The sum of these two rates is lower after

the fall in backhaul costs and this is reflected in point G as compared to A'.2!
The supply curve (S) was drawn on the assumption of domestic market deregu-
lation only while the new supply curve (S') reflects the permanently lower costs
that come about due to transhborder market rationalization. Finally, at the firm
level this rationalization is reflected by the fall in ATC' to ATC''. Since the
supply curve has shifted rightward the long run structure of the industry has
been positively affected.

(2.50) Chapter conclusions

This chapter has developed a model of the trucking sector that establishes
the operational responses that a firm makes within regimes of either regulation
or deregulation. The structure of the industry was taken to be an approximation
of perfect competition or monopolistic competition under the regulation or de-
regulation regimes, respectively. The cyclical nature of trucking demand was



discussed through the effects of temporary demand expansion and contraction
around the steady-state equilibrium. The effect of incidental move/return trip,
outward cabotage reform was also built into the model to highlight the gains to
be had from a reform process along those lines. A regime change of this type
had the obvious supply-side effects but there were demand-side effects as well
since the change was not merely cyclical in nature. The model served to show
that the deregulatory processes undertaken in Canada and the United States were
not capable of capturing all possible welfare gains since the context of those
changes were only domestic in scope. The ability to efficiently deal with an
empty backhaul problem that exists due to international freight transport puts the
cabotage problem into proper focus. Cabotage reform is, therefore, international
deregulation that is a source of further welfare gains. There was no attempt to
sort out the distribution of these gains between Canada and the United States.
Backhaul shippers receive the largest welfare gain. Of course, given the longer
run into the United States by Canadian trucks, it is U.S.-based backhaul ship-
pers that outnumber Canadian-based ones in a ton-mile sense, at least. No pre-
dictions can be made regarding which nation's carriers and shippers might gain

more.

98



Chapter 2 Endnotes

! Since jointness of supply is involved here, the marginal cost functions con-
tain both the marginal costs of the fronthaul and the backhaul. The demand side,
explored in greater detail in section 2.30, will elaborate further.

% An assumption of strictly collusive behavior under regulation on the part of
incumbents may be too strong. A new entrant's burden is to prove its PCN for
its target market while contending with: (1) the power of rate bureaus to set
freight rates; and (2) the rebuttal power of any one of the incumbents in the li-
censing process. There is no need for a great degree of coordination of incum-
bents to deter entry and, in this regard, it will be argued below that monopolis-
tic competition is a better approximation to the regulated industry than would be
an oligopolistic model.

3 While the industry demand curve will be fully developed in sections
2.30-2.31, suffice it to say here that it is what will be labeled the "effective” de-
g1u_an;d curve for fronthaul and backhaul movements that obtains in the model at

point.

4 Technically, the welfare measurement is accurate only when the demand
curve is an income-compensated (i.e., Hicksian) demand. This is required be-
cause the goal is to examine the removal of the regulatory distortion in the con-
text of the effect of a change in the freight rate while demanders, individually,
remain at constant utility levels; that is, only the substitution effect induced by
the regulatory change is to be captured. The demand curves in figure 2.1 would
necessarily become steeper, as long as trucking services are a normal good.
There is no concern required for the supply curves since they would retain their
relative slopes under income-compensation. Furthermore, the effect of income
compensation on product supply is ambiguous given that it derives from both
factor demand and factor supply of which both may be income-compensated.

5 Since the "shift" in supply brought about by deregulation is institutional, as
opposed to technological, the total regulatory gains to the incumbents of BDxQ
are indeed rents that are merely returned to society upon deregulation.
However, it is important to note that if rent seeking activity takes place within
the regulatory regime then some, or perhaps all, of these rents indicate a waste
of resources, implying that the welfare gain under deregulation may be even
larger than indicated in figure 2.1. Rent seeking will be incorporated into the
model in chapter 3.

¢ The seminal work on the monopolistically competitive model is Chamber-

lin (1933) while a more modem approach is to be found in Hart (1985). The
nature of the generic model is: (1) there is a large, non-fixed, number of firms
that are able to differentiate their output under the same cost conditions; (2)
each firm is able to ignore its impact on, and thus the reactions from, the other
firms; (3) freedom of entry and exit leads to zero economic profit in the long
run; (4) firms have perfect information about prices and qualities; and (5) each
firm faces a downward sloping demand curve. In the model of regulation em-



ployed here, product differentiation is license-induced and entry is restricted.

7 Of course, neither does a perfectly competitive long run equilibrium con-
form to the historical record but it does serve as a better benchmark for an in-
dustry that does exhibit some of the characteristics of a competitive market.
Furthermore, even if the steady state were characterized by a permanent regula-
tory regime of the type discussed in chapter 1 it is unlikely that a large degree
of excess capacity would prevail. Regulation would merely slow the adjustment
process; it would not stop it. Under the assumption of efficient markets, a long
run adjustment process would entail licenses whose values characterized the
long run marginal cost of production of a unit of trucking services. And if a
PCN case could be made by a new entrant, in the long run all such entry would
be granted. However, the implications of market bias through long run rent
seekinghawill be explored in chapter 3 so that this assumption may be relaxed
somewhat.

8 As mentioned above this implicit cooperation should not be taken to be oli-
gopolistic. There are N firms that may produce any one of N types of differenti-
ated products for a large set of shippers that are only interested in the finite
number of firms (m) that are able in various degrees, due to regulatory restric-
tions, to satisfy their demands. What is required, however, is to assume that any
m-combination taken out of the N product set is equi-probable for a given ship-
per. As Hart (198S; p. 530) points out, such an assumption rules out the
"neighbouring” of firms such that a change in the action of one firm will now
be evenly spread over all firms making any one firm's actions negligible when
the number of firms is large. Thus pownt (2), supra-note 6 is satisfied. National
shippers are thus equally likely to make use of any jurisdiction so long as their
delivery range is large enough. This distinctly relieves this model of the need to
assume duopoly or oligopoly based upon a jurisdiction in isolation from others
as was suggested in Prentice (1994). A more competitive, and yet
governmentally-influenced, process of operations fits in more effectively with
the rent seeking approach and indeed with the empirical evidence of regulatory
decisions (Boucher, 1991). The idling of a truck is independently rational,
non-price competition and all firms will do this in response to a fall in demand
that affects all N firms.

% Of course, wages may be characterized as either variable in terms of pay-
ment per completed trip or fixed in terms of contractual agreements. The effect
on labour, if it were indeed characterized as a variable cost, would not be too
large if the fall in total variable cost were such that it was able to maintain its
approximate graphical shape in the relevant production range; that is, it would
be the case that its marginal cost derivative would be affected only in a minor
way. This is reasonable since layoffs of labour would not be too pronounced be-
cause the fall in demand is taken to be temporary.

10 At point B in both panels, the two D' demand curves will not possess the
same price elasticities. It is the case, following Chamberlin's original specifica-
tions, that the firm's demand would be more price elastic than the industry de-
mand. Without "neighboring”, the firm's pricing actions will not provoke a re-
action from competitors meaning that if, for example, it lowered its price it
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would capture a larger share of the market than it would without differentiation.
The industry demand curve is the total demand for the general class of the good
that is an ex ante benchmark used by all firms in their differentiation processes.

11 The assumption of equal falls in ATC across regimes is also reasonable
given the effect of market capitalization that may occur under regulation. If one
wishes to depart from an assumption of competitive factor markets under regu-
lation then one might assume that, given the greater flexibility of large firms to
adjust under regulation, ATC might fall more than is indicated. But the effect of
market capitalization, through unionized labour for example, would serve to
mitigate the fall in ATC beyond that expected by a fall in the fixed costs of fleet
operation. A more interesting question would revolve around the dynamic ad-
justment of ATC across regimes so as to determine which regime is more sus-
ceptible to a longer period of losses while ATC falls to meet the fall in demand.
This institutional question cannot be 2 prior1 addressed with this model.

12 Zero economic profit occurring in a rent seeking environment is known as
"efficient” rent seeking and is the type most often employed in the literature
since it is the most straight forward. A bidding for licenses among incumbents
in an efficient auction process would be expected to lead to such a rationing
when mergers or acquisitions are taking place. Another important reason for
ATC rising, as mentioned in Prentice (1994), is the greater prevalence of the
backhaul problem in an expanding, though regulated, industry. Indeed, the
backhaul problem will figure largely in the discussion of the demand side as
well as in the building of the cabotage reform effect into the complete model.

13 This conclusion for the regulated firm's output relative to the deregulated
firm's output is not an a priori one. As can be seen in the firm panel of figure
2.4, the degree of point B being to the right of point C is based upon: (1) the
shape of the marginal cost curve beyond point C; and (2) the price elasticity of
demand. A more price inelastic demand and/or a greater degree of diminishing
returns, through a steeper marginal cost beyond point C, could lead to Qg <Qc
at the firm level. On inspection of figure 2.4, point B would lie to the left of
point C if, for the given marginal cost, MR' =MC at a point below Rc. Of
course, it will always be the case that Qg=Q so long as MR'(Qg) =Rc.

14 Mishan (1971) notes that a shifting consumer demand curve along with a
shifting cost or supply curve provides no real insight into the welfare measure-
ment problem. In fact, the concepts of consumer and producer surpluses cannot
be accurately measured when both demand and supply are moving in a com-
parative static sense.

15 The seminal mathematical work on modeling the allocation of joint costs
is found in Samuelson (1969). An earlier debate by Taussig and Pigou over this
problem as applied to railways is provided in Taussig (1913) and Pigou and
Taussig (1913). Taussig correctly argued that it was joint cost that explained the
readily observed phenomenon of carriers charging rates in inverse relation to the
absolute value of the price elasticity of demand (so-called value-of-service pric-
ing) while Pigou felt that the result stemmed exclusively from the existence of
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monopoly. Talley (1989) demonstrates that joint costs alone are a sufficient
condition for value-of-service pricing, meaning that such pricing may exist in
competitive, unregulated markets.

16 This simple diagram may also be used to make the following point regard-
ing the "equal rates for equal miles” style of regulation practiced by the ICC.
To the extent that the regulated rate set the price line above all points on the
backhaul demand curve, a potential backhaul market is closed off. In this re-
gard, the entire consumer surplus obtained by backhaul shippers, if an efficient
rate were set equal to MC,,;, would be lost. This is a definite welfare cost of
regulation. International trade theory is beginning to recognize the existence of
welfare losses due to closed markets resulting from barriers to trade. Romer
(1994) sets up a model economy that has a 10% tariff on capital inputs reducing
national income by 1% using a fixed list of capital inputs. If this list is change-
abl;:oc;;xe to markets being closed off, the resulting loss in national income rises
to .

17 Strictly speaking, a portion of the gain in consumer surplus to backhaul
shippers is appropriated by fronthaul shippers leaving the former with a freight
rate above marginal loaded backhaul costs creating a quasi-economic rent for
the trucking firms obtaining backhauls.

18 This effective demand curve is taken to be the sum of the marginal will-
ingnesses to pay over the various potential backhaul points on D, and the
stationary fronthaul quantity demanded, Q. By construction, D, will always be
parallel to Dy,.

19 When MCr,,. falls it causes a demand effect by way of a fall in D, due to
a fall in R¢and a rise in Q. With a change in both cost (i.e. supply) and de-
mand, the steady state equilibrium will be expected to change as will be made
clear in section 2.40.

20 De Vany and Saving (1977) listed the third term in equation (2.29) as
negative contrary to the above. That difference was also noted by Talley (1989;
supra-note 2).

21 To verify this, one need only examine figure 2.6 where it may be found

that: MCeyppr <[MCg;ip+MCy]. The marginal cost with no empty backhauls is
always less than the summed marginal costs with empty backhauls present.
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Chapter (3): Applications and extensions of the transhorder trucking
model.

(3.10) General

This chapter will use the model of chapter 2 as a base for further analysis of
regulation, deregulation and cabotage reform. Section 3.20 will further discuss
the regulatory rents that accrue to the firms in a regulated industry, using rent
seeking theory. Section 3.30 will more explicitly discuss the cabotage reform
process by way of the precision afforded through marginal welfare changes. Fi-
nally, section 3.40 offers chapter conclusions.

(3.20) Regulatory rents and rent seeking behavior

This section lays out the nature of rent seeking firms which operate under
regulatory protection. In general, rent seeking theory has sought to combine
public choice theory with the neoclassical theory of the firm. The government is
endogenized in that it too possesses an objective function characterized by the
maximization of the revenue to be extracted through the rents it makes competi-
tively available to firms entering or already within regulated industries. It is
from this theoretical base that a connection between the rents created in a regu-
lated trucking industry and the welfare loss of regulation may be further sub-
stantiated. How is rent seeking applicable to the trucking industry? It is a ra-
tional response by trucking firms to a regulatory game whereby the regulator
sells benefits (i.e. operating licenses) in exchange for money while, impor-
tantly, refusing to refund the expenditures of firms unsuccessful at this game.!
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(3.21) Rent Seeking: Definition

The concept of rent seeking was first developed by Tullock (1967) and
showed, contrary to studies indicating small social costs of monopoly, that such
costs could in fact be quite large. The term rent seeking itself was first coined
by Krueger (1974) and used to analyze the nature of quotas as developed in in-
ternational trade theory. A reappraisal of the seminal welfare cost of monopoly
study undertaken by Harberger (1954) was completed by Posner (1975) using
the new rent seeking perspective. Harberger's estimate of the welfare loss of
monopoly was calculated utilizing statistics for the rate of return to capital for
73 manufacturing industries in the United States over the years 1924 through
1928. The loss of consumer welfare based on the industrial structure in question

represented a value equal to a surprisingly low, 0.1% of national income.? In
this context it would be reasonable to conclude that monopolization was not a
source of great inefficiency in the U.S. economy. In contrast, Posner asserted
that all rent would be exactly dissipated at the social level meaning that $1
would be collectively spent in order to capture $1 and that the rents in Har-
berger's analysis would then represent a further loss in consumer welfare. Pos-
ner's estimates are industry-specific but, to provide some contrast, in his refor-
mulation of the Harberger analysis for the airline industry, under Civil Aero-
nautics Board regulation, he calculated a total social cost of airline monopoly
equal to 92% of total revenue of the industry at the monopoly price.

Rent seeking is an activity involving the pursuit of economic rents that are
usually granted by government. The process is a competitive one since firms
will attach a value to the rent to be granted and would compete for the privilege
of receiving such rent over other firms because monopoly profits could then be
realized. The process is also a wasteful one in that, while the rent itself is
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merely a transfer from one agent to another, a departure from a competitive in-
dustrial structure has a welfare loss accompanying it (i.e., the Harberger Trian-
gle). Furthermore, the receiver of the rent, and indeed the unfortunate firms
that competed for it and lost, all spent resources for the purpose of winning.
These expenditures are labeled rent seeking waste and must be added to the tra-
ditional Harberger Triangle measure of the cost of monopoly. To the extent that
the rent seeking waste is equal to the rent itself, the economic rent will precisely
highlight this further rent seeking waste-— and it may be labeled the Tullock
Rectangle— giving, in effect, a welfare loss trapezoid.

It is important to be precise in the use of the term rent seeking. The devo-
tion of resources for the sole purpose of achieving rents need not in itself be
rent seeking. Rent seeking has come to be used in the context of the pursuit of
rents that do not offer Pareto improvements to welfare. Tullock has been careful
to note, for example, that rent creation through patents and their pursuit is not,
in general, an example of rent seeking activity. Consider that patent protection
for a cancer drug surely creates a rent for the possessor but is likely Pareto im-
proving while, on the other hand, a tariff erected under pressure by domestic
drug firms to bar the importation of such a drug is not (Tullock, 1993). The
tariff case, showing a clear distinction between winners and losers, is the true
thrust of the rent seeking literature. It is also useful to think of rent seeking
games as negative sum from society’s point of view (Tullock 1980a). From the
individual firm's point of view the game can be positive, zero, or negative in
sum but it is generally assumed that the expenditures of the losers far outweigh
those of the winner(s). More specific means to calculate rent seeking expendi-
ture are shown in section 3.22. If a firm does play the game, it is an efficient

response from its point of view but wasteful from a societal view.

105



The theory of public choice— the economics of politics or of political deci-
sion makers— becomes useful in the rent seeking environment and over all
forms of disposition of rent. It is through the political process that rents are cre-
ated; it is to the political agents that rent seeking payments are made; and it is to
the political agents that rent maintenance payments or tributes might be made by
recipients in order to maintain a privileged position. A theory of the firm ina
rent seeking environment cannot be complete without the inclusion of public
choice theory. Public choice serves to model governmental activity and it is pre-
cisely for that reason that such models are important in the rent seeking litera-
ture since the government is a player along with the agents that are competing
for rents. Government is endogenous in this framework. A government knows
that a rent created will encourage a certain amount of rent seeking for it. To the
extent that the government relies on funds from such sources, one can say that
the rent creation itself is a function of the rent seeking expenditure it is thought
to bring about. Governments treat these market inefficiencies as a source of
revenue. Regulation of industries not only stabilizes their size but also the reve-
nue to be acquired by the government; in other words, there exists a stability—
efficiency trade-off as part of the economics of regulation (Prentice 1994).

Within the theory of the firm is the idea that, in the absence of barriers to
entry, a firm making positive economic rent will have its position eroded in the
long run as firm entry drives such rents down to zero. This familiar set of firms
one can label as profit seekers (Buchanan 1980) which serves the purpose of
showing the benefits of competition. But with government involvement in rent
creation— in effect, institutionalizing barriers to entry-— competition can serve
to create social waste. Firms are now competing for rents— in other words rent
seeking— which at the societal level creates a welfare loss and negative sum for

society as indicated above. The transformation of firms from profit seekers to

106



rent seekers is conditioned by a change in the institutional setting brought about
by government. And it is important to note that whether a firm is a profit seeker
or rent seeker, it is still acting efficiently from its own point of view; but it is
the societal effect which differs.

Another term that Tullock introduces is rent avoidance (Tullock 1980a)
which essentially means activity undertaken by an individual or firm so as to
minimize rent seeking costs to itself. Basically, this involves working around
laws or regulations through governmental connections or, if necessary, through
bribery of officials to achieve illegal exemptions. While this may minimize rent
seeking outlays for a firm, rent avoidance does not come without cost. Firms
may have to retain lawyers, lobbyists or insiders in order to effectively deal
with the government for such purposes. In fact, any lobbying so as to influence
the shape of government regulations is rent avoidance since one must assume
that the firm is acting out of self-interest. Such activity will have a time cost and
perhaps the cost of hiring the required specialists. An example of rent avoidance
here would be situations where a trucking firm avoids routes that put it in con-
tact with customs officials that are more "by the book” than others. Rent avoid-
ance will provide a return to this trucking firm but it would be a small one if the
firm finds it necessary to hire staff for the sole purpose of engaging in rent
avoidance activities. The institutional environment would still be wasteful be-
cause one can assume that rent avoidance cannot be so successful as to mean
that regulations become ineffective everywhere. Distortions will likely still ex-
1st.

One can see that such a rent seeking process is a cousin of the Stigler--

Peltzman view of regulation whereby the very firms that are regulated have the
biggest stake in the regulatory environment in which they conduct business. The
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regulator will attempt to maximize his own wealth function subject to competing
special interests with the result being that regulated firms will be prevented from
achieving competitive revenue (or profit) maximization since the regulated price
is inversely related to the wealth of the regulator. Following Paul and Schoen-
ing (1991) the regulator wishes to maximize his wealth (W) with respect to the
size of the political majority (M) he can gather through his actions.

W=W(M) ; Wy >0 3.1)

This majority is a function of the regulated price (P), which is the regulator's
choice variable, and the firm's revenue (Y). Therefore,

M=M(P,Y) ; Mp<0 and My>0 (3.2)

The sign of Mp shows that a higher price reduces consumer support but the op-
posite is true for the producer given that:

Y=Y(P); Yp>0 3.3)

The first-order condition for Yp is:

(Wn(-Mp)/ Wy My]>0 3.4

For Yp>0 to hold in equation (3.4) the wealth-maximizing price chosen by the
regulator will be one Jess than the revenue-maximizing one (where Yp=0 would

be the case). For Yp=0, M;,=0 must hold which means passive consumers. But
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it is the political pressure of consumers, through Mp<0, that is responsible for
the above result. The same result was obtained by Peitzman (1976) except that
he used profit as an argument instead of revenue. Paul and Schoening have ar-
gued that revenue is better suited where firms are susceptible to rent extraction
by resource suppliers. It is the case that unionized labour was a source of profit
capitalization for many regulated trucking firms (Rose 1987). Compensatory
freight rates were, however, combined with entry restrictions and was part of
the regulator’s response to conflicting consumer (shipper) and firm pressures.

There is a demand for regulation which, through the political process, can
affect the forthcoming supply of regulation. Firms wish to see entry to their in-
dustry controlled through the set up of regulations. A government will respond
in the way that best serves its self-interest, just as would any other agent. The
international trade literature developed the closely related theory of directly un-
productive profit seeking (DUP) to show that tariffs and quotas are not welfare
equivalents when the output effect is the same since the latter can produce rent
dissipation through rent seeking for licenses (Bhagwati, ef al. 1984). This is
similar to the notion of the foreign discovery of a cancer drug. Domestic drug
firms would ideally rather see a blockade on the cure rather than compete with
it through the setting up of a tariff. In general, the Stiglerian view of regulation
coupled with the theory of rent seeking also serves to explain why rents are not
simply sold off by governments to the highest bidder at an auction. An auction
mechanism is an easy and less wasteful infrastructure to maintain relative to a
regulatory bureaucracy. An auction might put the class of winners in a state of
flux while a regulatory bureaucracy, with all of its rules and standards, creates a
class of "insiders” and incumbents that can serve to entrench the class of win-
pers through lobbying from a position of asymmetric information. As will be
seen in section 3.22, that point has not been modelled; rather, it is assumed that

109



incumbent firms can engage in collusion or pre-emptive rent seeking bids.? The
idea of "insiders” is relevant to the real world since governments rely on expert
advice from the very groups they desire to regulate; to wit, the associations for:
physicians, teachers, lawyers, accountants, etc. (Dean and Prokop, 1996).

It should be noted that some have criticized the way the concept of rent
seeking has been formalized, particularly those in the institutional—
methodological school of economic thought. Samuels and Mercuro (1984)
claim that rent seeking can be either negative sum or positive sum for society
depending upon the sorts of legal-economic settings involved. Of course, their
differing conclusions arise from the different underlying assumptions, an exam-
ple of which would be the objection Samuels and Mercuro have to the concept
of the non-coercive marketplace and the coercive polity which, however, is a
popular assumption employed by many (e.g., Buchanan, 1964). As noted
above, Tullock stresses that rent seeking always involves the generation of
waste. Samuels and Mercuro feel that defining waste in terms of a welfare loss
triangle generated in a price-output diagram is too simplistic because the physi-
cal commodity itself is only a part of the true output. They wish to define an ef-
fective commodity as being the physical commodity plus the property rights as-
sociated with its use; and any exchange of the latter is not accounted for in neo-
classical methodology. The thrust seems to be that, since there can be no unique
set of rights applicable to a particular physical commodity, there are no constant
effective commodities when laws change due to rent seeking because these items
are a function of current law. Since rent seeking endeavors to change the law, it
alters the effective commodity and thus the concept of waste cannot apply to ef-
fective commodities. The initial set up of property rights by the government has
been taken by rent seeking theorists to be constant. Certainly, this is a require-
ment in a Coasian world in which Pareto-improving rights trade can take place.

110



This of course is foreign to the distributional issues that Samuels and Mercuro
wish to raise using their particular methodology. It would be a waste-producing
enterprise for private agents to attempt to change the law. It is true, as a result
of the Coasian methodology, that economists have been more concerned with
the exchange of legal rights and not the legal change of legal rights so that it
might seem, as Samuels and Mercuro would argue, that constitutional change
simply cropping up as a solution to perceived rent seeking activities appears out
of place because the process of legal change, itself, is not modeled.

These points are useful when one is at the stage of proposing constitutional
change so as to alter the foundation block of all laws. But one can argue that the
legal change of legal rights, so as to get a handle on the ever-changing nature of
effective commodities, is fraught with waste of its own in terms of logrolling
and agenda-setting on the part of political agents, thereby bringing about lobby-
ing efforts through interest group formation. Samuels and Mercuro would say
that this is an activity that is simply changing the nature of the effective com-
modities. But in the political market, through such things as logrolling and
agenda setting on the supply side and multidimensionality of issues on the de-
mand side, one can expect uncertainty in political decision making. Uncertainty
raises costs. Private agents would spend resources so as to minimize such uncer-
tainty but competition in the marketplace means the political decisions that are
purchased are very likely not Pareto-improving. The losers in the process must
have wasted resources in that their resources were devoted for naught. The
institutional-methodological framework as a critique of rent seeking seems to
address only the nature of what a commodity is but not the fundamental change
in the social consequences of the actions of private agents in order to influence
political decision-making. A firm would only make use of a lobbyist if the gov-
ernment allowed itself to be lobbied, and would only attempt to influence regu-
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latory decisions if the regulator were willing to be influenced.

The application of rent seeking below will take place using the neoclassical
framework as its base since, one can argue, it is still the more powerful means
to analyze market behavior. One can simply build the legal-economic aspects of
the market into the strategic behavior of the firms that undertake rent seeking

activities. As will be seen, there are a variety of refinements to rent seeking

games.

(3.22) Rent seeking in regulated for-hire trucking: evidence

The trucking industry as characterized by rate and entry regulation operated
using a licensing system. Regulatory boards, during the years before deregula-
tion, controlled provincial and state for-hire trucking operations on an inter- and
intra-jurisdictional basis. Operating rights acquired through a license conferred
rents upon the recipient based on the geographic and/or carriage restrictions ap-
plied to others. A system of rent seeking on the part of would-be entrants and
rent maintenance and defense of the part of incumbent firms over licensing pro-
cedures has been comprehensively documented by Boucher (1991). Further-
more, in the discussion of figure 2.1 it was mentioned that the regulatory rents,
if subject to efficient rent seeking expenditure, would be a further source of
welfare gain from deregulation. Thus, a discussion of rent seeking is important
in order to establish the complete welfare effects of institutional change. This
section provides a review of Boucher's findings as evidence of rent seeking be-

havior.

Boucher's model builds upon other studies of the regulated trucking industry

that have shown the main beneficiaries of regulation to have been the owners of
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the operating licenses and the unionized workers (see, for example, Moore
(1978) and Rose (1987)). As was discussed in chapter 1, the decisions of the
regulatory boards were made in a quasi-judicial manner whereby both pro and
con evidence relating to entry viability were presented. Since there cannot be
systematic bias in these proceedings there will never be a zero probability of
success attached to the next marginal dollar spent in the rent seeking process.
Still, as will been seen below, there is an optimal amount to be spent by any
rent seeking firm. The choice of variables in Boucher's model are instructive in
that they indicate the active and reactive arguments that occur at board hearings.

The sample used by Boucher consisted of 776 applications to the Quebec
Transport Commission for general and specialty operations gathered over the
years 1976-1980. These were codified on the basis of: (1) content of the re-
quest; (2) characteristics of the applicant; and (3) the reactions of the incum-
bents and the board. Each point will be elaborated upon in turn.

The content of a request could range from a mere application to loosen re-
strictions within a given jurisdiction all the way to an expansion into a new ju-
risdiction. This latter request was more likely to elicit challenges by incumbents
leading to a lower probability of Commission approval. That hypothesis was ac-
cepted through statistically significant evidence.* Furthermore, the hypothesis
that applications for specialty freight carriage would be less likely to be denied
relative to an application for general freight carriage was also found to be statis-
tically significant.’ Certainly, specialty freight carriage is a more difficult busi-
ness notwithstanding the entry process. A major factor is the backhaul problem
that in and of itself acts as a deterrent to entry. Finally, the hypothesis that an
applicant that showed evidence of a shipper contract allowing for agreed-to
freight rates, as opposed to general rates set through the Quebec Tariff Bureau,
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was more likely to receive approval was also found to be statistically signifi-
cant. It may be inferred that certain shipper groups are third party players in the
rent seeking process. Though this was not part of Boucher's study, evidence of
shipper strength in the regulatory decision making process over backhaul mar-
kets could serve to explain some of the reasons for the current reforms of the
cabotage regulations. Now unencumbered by geographic or commodity restric-
tions, trucking firms would be less effective in this lobbying process than would
be the shippers themselves in making the case to their government that their
transport costs would fall with greater competition in backhaul markets.

Regarding the characteristics of the applicant, two variables were specified.
A proxy for the "importance” of the firm was established by way of the number
of tractors and trailers owned.® Size is also some indication of the resources that
the firm might bring to bear in the rent seeking process. Boucher notes that am-
biguity exists as to the expected sign of this variable with respect to the prob-
ability of acceptance. It is not clear because the importance of a new entrant or
expansive firm has to be weighed against the importance of the collective set of
incumbents. Nonetheless, the model indicated positive and significant coeffi-
cients for two of the three classes of size used. Boucher notes that the largest
fleet size class was significantly different from the other two meaning that the
board discriminated in favor of those firms with seemingly more political clout
and rent seeking resources. The second variable was the location of the appli-
cant's head office in the jurisdiction of expansion or simply the willingness to
be located there as part of the case for entry. In a sense, this is a proxy for
"visibility” and a definite source of further tax revenue to the jurisdiction. This
variable was found to be positive and statistically significant.

The reactions of incumbents and the board highlight the rent maintenance
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process which seeks to prevent further competition from eroding the value of
the operating rights. Five dummy variables are proposed. (1) a dummy variable
is set to equal one when a protest is laid. Its expected sign is negative but a
positive sign was found to be statistically significant. (2) a dummy variable is
set equal to one when an applicant introduces an amendment to its application in
order to placate opposition. It was found to be statistically significant and have
the expected sign. (3) with respect to the reaction of the board to a request, a
dummy variable representing price competition is employed and is set equal to
one if the application makes any mention of the entrant proposing rates below
those set by the Tariff Board. The expected sign is negative because the board
will likely react in favor of the financial viability of the incumbents and of the
jurisdiction in general. However, this variable was statistically significant with a
positive sign. (4) a dummy variable representing an increase in traffic to the ju-
risdiction is set equal to one when an entrant makes that argument. The idea is
that an entrant is able to increase for-hire trucking's market share at the expense
of other modes which is a Pareto-improvement to the jurisdiction in that the in-
cumbents maintain their share and the board has more activity upon which to
oversee. The variable was found to have the expected positive sign but was not
statistically significant. Finally, (5) a dummy variable is set equal to one if the
board grants operating rights for reasons beyond those made by the entrant. The
Quebec board is expected to follow this strategy when a new territory or market
opportunity for for-hire trucking presents itself. Thus, the board acts as a third
party in the rent seeking process by expanding its own wealth and authority and
acting over and above its simple role of enforcer and adjudicator of government
policy. The variable's positive sign was not found to be statistically significant,
suggesting that the board was not independent of its political masters.’

It should be noted that Boucher's findings lend empirical support to the for-
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mulation of the kinked regulation supply curve of chapter 2 in that regulators
act as a discriminating monopoly which serves to bias opportunities in favor of
large firms. It is this combination of large fleets coupled with piecemeal
changes in operating authorities— with hardly ever an expansion of a firm's
general freight carriage authority— that is at the heart of the regulation-induced
product differentiation process occurring among the regulated firms within a ju-
risdiction. To the extent that Boucher did not find evidence to support the view
that regulators themselves could rent seek, the rents obtained in the regulated
for-hire trucking industry will be shared among the large firms and certain ship-
per groups. Of course, with a board less likely to possess an agenda of its own,
it is certainly easier for a deregulatory process to take place when the politicians

deem it advantageous.

(3.23) Rent seeking games and the transborder trucking model

As is often pointed out in the rent seeking literature, the presence of regula-
tors with the power to grant market share to firms will serve to make the rent
seeking process on the part of these firms a perfectly rational one. In this way, a
firm's rent seeking behavior may be precisely formulated with the foundation
model in Tullock (1980b). This section discusses: the nature of rent seeking
games; the conditions required for efficient rent seeking to occur; and the impli-
cations of these games for the transborder trucking model of chapter 2.

The typical scenario for a rent seeking model is to specify a number of firms
competing for a rent of a fixed present value with all perceiving to have the
same chance of winning. Along with this comes the usual assumption of risk
neutrality and thus a spending of the expected value of the rent on rent seeking
activities. The analogy is that of a lottery with a fixed prize so that the total
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amount spent by all players will not alter the amount of the prize. Underdissipa-
tion of rent would arise from risk aversion and/or decreasing returns to scale
while the opposite of the two would be necessary for overdissipation. As to un-
derdissipation, risk aversion would mean that if a person had a chance to win a
large number of lotteries, he would not buy a ticket for all of them if it meant
that all of his income would be exhausted. In a similar vein, decreasing returns
or diseconomies would mean that, with a large set of tiny firms rent seeking, a
small firm would face a lower limit in terms of the cost of the cheapest forms of
rent seeking since phone calls beget phone bills, sending letters involves the cost
of stamps so that if these costs are too large for the tiny firm, the limit will not
be reached which brings about underdissipation. It will be seen below that entry
due to such costs might be deterred at some point in the long run leaving the re-
maining firms with positive economic profits.

The most basic rent seeking game is to have two people (A and B) involved
in a lottery for a fixed prize of $100. Each ticket costs $1 and the players can
buy as many tickets as they want. It is assumed that each player is rational in
the sense that when one player enacts his optimal strategy, the other player will
recognize it and act accordingly as in the usual Cournot model.? The probability

of person A winning is:

P.=A/(A+B) (3.5)
where A and B are taken to be the respective expenditures of the
two players.

The optimal strategy for the players of this game is not for each to spend $50

which would thus mean a total expenditure of $100 leading to complete prize
(rent) dissipation. The optimal strategy is for each player to spend $25 which
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thus implies underdissipation. To see why, let person A buy $25 worth of tick-
ets and B buy $50 worth. We have:

P,=25/75=1/3 ; Pg=50/75=2/3 .

The expected values of A and B's investment are $100(1/3)=%$33.33 and
$100(2/3) =$66.66, respectively. But if B reduced his investment to, say, $40
then his probability becomes:

Pg=40/65=0.6154 .

The expected value of B's investment becomes $61.54 meaning that with a $10
reduction in his investment his expected gain falls by only $66.66-$61.54 =
$5.13 leaving him better off by $10-$5.13=3%4.87. Of course, in this context, A
gains as well because of B's action:

P, =25/65=0.3846

implying an expected gain of $38.46 instead of $33.33 for the same investment.
The savings for B, however, will continue to rise until his investment falls to
$25. It can be shown that if B stuck with a $50 investment, A's optimal invest-
ment is then $17 but the problem is that B would still gain by lowering his in-
vestment and, of course, A would gain by increasing his. In an intuitive sense,
the reason why a $50 investment per player is not optimal is because it only en-
sures that total expected return equals total cost rather than marginal return
equaling marginal cost which is a fundamental tenant of neoclassical microeco-

nomics.? From Tullock (1980b) the optimal response is derived based on the
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following probability calculation:

P,=(n-1)/n2 (3.6)
where (n) is the number of players.

Thus, the equilibrium investment for each player in the two-person game here is
$100(P) or $25. Of course, with a $50 total expenditure, each player has a 50%
chance of winning. Again, what is crucial here is that each player can figure out
the correct strategy, and that the other players know that strategy as well.

A common variation of the previous game often employed in the literature is
to make the odds a nonlinear function of the investments in the following man-

ner:

P,=AR/(AR+BR) 3.7

which also possesses an equilibrium investment of the form:

P;=R[(n-1)/n?] (3.8)
where R>0.

One interpretation of the R exponent in equation (3.7) is as an index denoting
the different marginal cost structures of the firms playing the game; specifically
the steepness of the supply curve built into the game. Another interpretation of
R is as the negative of the marginal cost of influencing the probability of win-
ning the game (Corcoran 1984). As R rises the marginal cost is decreasing and
its curve is getting flatter which is akin to economies of scale becoming more
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pronounced. In general, total expenditures can be less, equal, or greater than the
prize depending upon the number of players and the value of R. It is from this
point that the nature of the long run behavior of the rent seeking firm can be
analyzed.

Corcoran contends that Tullock’s model, as presented above, represents a
short run analysis of the firm in a rent seeking environment in that the number
of firms in question has been taken as fixed when calculating rent seeking costs.
Of course, the concept of efficient rent seeking-— the special case when total ex-
penditures in the industry equal the rent available through competition (i.e. ex-
act dissipation)— is a long run concept akin to zero economic profits in the neo-
classical perfectly competitive model. The difference between the short run and
the long run is, as usual, the length of time it takes for: a rent seeking opportu-
nity to become known; and firms to adjust so as to enter or exit the industry. In
other words, a trucking firm wishing to expand the scope of its existing license
within a jurisdiction would be engaged in short run rent seeking while a new en-
trant to a jurisdiction would be engaging in long run rent seeking. The revela-
tion of a rent seeking opportunity, in this context, would arise if: (1) a firm be-
lieves it can now show PCN; or (2) the regulator will indeed act as a third party
rent seeker thereby signaling firms regarding jurisdictional expansion. Using the
analysis above, the long run can be defined as the length of time it takes the
long run equilibrium number of rent seeking firms to become informed and

make an entry or exit decision.!® A comparison of short run and long run be-
havior can be achieved through the following game-theoretic model where play-
ers, again in a Cournot sense, anticipate the actions of their rivals, and firm en-

try is modeled for the industry. Consider the two player case:

Va=[AR/(AR+BR)] Pe® - A 3.9
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where: V, is the net present value of A's expenditure; P is the

payoff which occurs at time t; and q is the discount rate.

Each firm wishes to maximize its V. In this formulation the prize is interpreted

as (P/e® ) or the present discounted value of a prize whose future value is P.
Differentiating equation (3.9) with respect to A, setting the result equal to zero,
and solving for A gives the expenditure of firm A (and that of firm B, by sym-
metry) which is:

A={[(n-1)RPe*}/n2 3.1t

Note that equation (3.10) is comparable to (3.6) and (3.8) when they are multi-
plied by the discounted value of the payoff. Since each player spends an equal
amount because of the assumption of symmetry, the probability of any firm
winning is obviously (1/n). The total collective expenditure on rent seeking in
the short run is equation (3.10) multiplied by n, or:

T={(n-1)RPe*}/n (3.11)

From equation (3.11) one can see that total rent seeking expenditures (T) would
fall if the number of firms in the competition were reduced so that (n-1)/n
would fall which leads to some of the counter-intuitive points involved in the
dealing with the rent seeking society. For example, competition biased to one
player from the start and overt nepotism are two ways in which societal waste
can be curbed as the playing field is not only unlevel but is observed by all to be
unlevel. With n=1, it is the case that T=0 and, as n approaches infinity,

(n-1)/n will approach | making (RPe) the total rent seeking expenditure in an
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industry with infinite firms. T also falls if R falls which means that the marginal
cost of affecting the probability of winning would have to be rising in that con-
text. Again, R falling implies diseconomies thus making it harder for other
firms at the margin to enter the industry. While the interplay of large trucking
firms wishing to enter a jurisdiction may certainly be opposed by other large in-
cumbent firms, there can be no doubt that the rent seeking environment leads to
a junisdiction made up of primarily large firms. Finally, T would also fall if the
discount rate or opportunity cost (q) were to rise which could happen for such
reasons as uncertainty or delay in receipt of P when due. This makes sense if P
is considered to be a rent in the future to be created by proposed regulations still
pending approval. Obviously, greater rent seeking occurs in the context of cur-
rent regulations and not those that might or might not be instituted because the
disposition of P would be uncertain.

To build a long run perspective into the model, one has to allow for the en-
try and exit of rent seeking firms. A firm enters (or stays in) the industry when
the rate of return to the rent seeking game is higher than those of the alternative
uses of time and funds; if not, it does not enter (or stay). Here an expected rate
of return (m) is distinguished from the discount rate (q); the former being a
function of the ratio of the expected payoff per firm and the firm's expenditure

which thus gives the following discount factor:

(P/n]
emt= (3.12)
[(n-1)RPe}/n?

The numerator of equation (3.12) is P(1/n) which is the product of the payoff
and the probability of winning and is thus the expected payoff per firm while
the denominator is the equilibrium expenditure of a firm with (n) competitors
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(equation 3.10). By taking the natural logarithm of both sides of (3.12), the ex-
pected rate of return may also be written as:

n (3.13)
m=q+(1/t)ln

(n-1)R

Firms will continue to enter the rent seeking industry until the expected rate of
return to all firms (which is sensitive to n) is equal to the firms' discount rate.
Thus, entry stops when m=q which will occur when:

n (3.14)
In =()
(n-DR

Thus, from equation (3.14) it follows that n/[(n-1)R] =1 from which one can
obtain the number of entrants necessary to achieve long run equilibrium:

n=R/(R-1) (3.15)12

If it is assumed that the payoff occurred as soon as the expenditures by the
winning firms were made then t=0 in equations (3.10) and (3.11) and the ex-
pected rate of return or profit rate would be infinite as given in equation (3.13).
In this context Corcoran focuses on the level of profits such that entry occurs in

the t=0 case only so long as the level of profits is non-negative which implies:

(P/n)-A = (P/n) - [(n-1)RPe¥)/n? (3.16)

which, when noting t=0, can be transformed into:
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(P/n)-A = P(n+R-nR)/n? 3.17)

Note that equations (3.16) and (3.17) calculate the expected payoff to the firm
minus its expenditure in order to achieve it; that is, a net expected payoff in
contrast to the ratio of expected payoff to expenditure (i.e. [P/n}/A given in
equation (3.12)). From equation (3.17), entry occurs until profits fall to zero
which occurs at the same number of firms as that given by equation (3.15). For
simplicity, many of the other games discussed below will also employ t=0 so as
to avoid the unilluminating complication of discounting. Finally, substituting
equation (3.15) into (3.11) gives the total rent seeking expenditures in the long

un:

T=Pe® (3.18)

Thus, (3.18) states that in long run equilibrium the total expenditures of firms in
the industry will equal the present discounted value of the payoff, as is expected
under the efficient rent seeking result, irrespective of the number of firms in the
industry.'® An important result of equation (3.18) is that it is not sensitive to R
in contrast to the short run level of expenditure found in (3.11). In the long run,
if R fell then each firm's expenditure (A) falls based on equation (3.10); the ex-
pected rate of return (m) to each firm would rise based on (3.13); and profits
would rise for each firm based on (3.17). This last effect comes from the fact
that the partial derivative of profits in equation (3.17) with respect to R gives:
[P(1-n)/n? ] <0. Thus, an individual firm's expenditure falls but, in an offset-
ting fashion, entry occurs because of the profits such that total expenditure will

remain constant in the long run.
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In summary, the long run behavior of the rent seeking firm is such that the
industry achieves an equilibrium whereby each firm's expected rate of return
equals the discount rate or, in the t=0 case, expected profits are zero and the
total amount of rent seeking expenditure equals the present discounted value of
the rent. As far as the curbing of total rent seeking expenditure is concerned,
lowering the number of players through suitable barriers works only to preclude
the short run result through free entry because (n) is an argument only in equa-
tion (3.11) and not (3.18). Of course, so long as n>1, (3.11) indicates that
there will still be rent seeking expenditure in the short run. Stating equations
(3.11) and (3.18) again:

T=[(n-1)RPe*}/n (short run; Tullock)

T=Pe® (long run; Corcoran)
(3.11) and (3.18)

Since (n-1)/n is bounded by zero and one, it is possible that short run rent seek-
ing expenditure can exceed long run seeking only if R is sufficiently large and
n>1. Again, a larger R reflects greater ease in affecting the probability of win-
ning. In Boucher (1991), new firm entry was very much the exception in Que-
bec and the bias was in favor of large firms. It would seem that Boucher's find-
ings corroborate a short run rent seeking process. The interesting policy result
would be: if R were large enough, it would be better for society to encourage
free entry into the industry so that the smaller long run equilibrium rent seeking
expenditure were achieved quickly. Such a quick outcome needs the spreading
of prior knowledge before expenditures are made and such expenditures must be
made with minimal delay by the firms. This seems like a reasonable outcome in
industries that are newly regulated in that no firms are "insiders” to the regula-
tory process and yet all firms would wish to jockey for position quickly; all
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firms have equal information and do not wish to delay expenditures. With some
degree of economies in trucking existing at the terminal level and over the trans-
port network, and rent seeking expenditures taking place in the presence of
regulation, the short run equilibrium is less efficient than would be the long run
equilibrium.

From equation (3.15), if R were less than or equal to one, the equilibrium
number of firms in the long run would be unbounded since there would be a
continuous incentive for firm entry. Minimum long run average total cost
(LRAC) would not be achievable over positive output levels meaning that
LRAC would be an increasing function over positive output levels which im-
plies that decreasing returns to scale would exist over the firms in the industry.
Of course, it is still true that total rent seeking expenditure in the long run is not
sensitive to R. With R=1 comes a large (n) meaning that (n-1)/n approaches
one which also indicates that long run expenditure may now be more than that
in the short run. In this case, a barrier to entry would lower total expenditures.
Thus, a policy to lower total rent seeking expenditures has to be based on the
long run cost structure of the industry concerned. Finally, from equation (3.18)
total rent seeking expenditure could be curbed if the discount rate (q) could be
increased through such measures as increasing the lag between expenditure and

payoff, or reducing taxes on investment income.

It should be noted that Tullock (1984) states that equation (3.15), while
mathematically correct, is not very helpful in his view over the entire set of rent
seeking problems originally posed in Tullock (1980b). To be fair, Corcoran has
laid out the nature of long run rent seeking equilibrium only when, as he
stresses, it can actually be reached. Tullock's point seems to be that his own
complete short run analysis has parameters that, at times, would not allow the
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long run results to obtain. In effect, the long run result seems to be applicable to
a narrow range of marginal costs such that R:[1,2]; that is, a range in which
marginal cost is neither very low nor very high.

Consider Corcoran's proposition above that, with R less than or equal to
one, entry is unbounded in the long run. Calculating the short run total expendi-
ture of all firms using equation (3.11) with, say, R=0.5, P=$100, and t=0
(again, for simplicity) we see that T is only $50 when the number of firms in
the industry is infinite (meaning (n-1)/a would be 1 in equation (3.11)). All
regulatory rent is not exhausted. Corcoran's long run framework would suggest,
in contrast, a long run equilibrium of (-1) firms based on equation (3.15) and a
total expenditure of $100 based on equation (3.18). Technically, when R=1 and
with (n) thus approaching infinity based on equation (3.15), both short run and
long run equations would indicate exact dissipation. This implies that the infin-
ity of firms in the industry in the short run would never leave in the long run. In
the context of R< 1, Corcoran's long run framework seems unhelpful, as Tul-
lock has said, since it would seem difficult to envision a short run to long run
progression toward complete dissipation that involves entry up to an infinity of
firms and then somehow arriving at (-1) firms. If this progression were true,
then a large unexplained gap in microeconomic theory would indeed exist.
However, it will be shown below that exact dissipation can occur in the R<1
case in contrast to Tullock's criticism, if firms are allowed to engage in bid—

splitting.

With R>2, and again t=0, the short run result indicates T> P for (n)
greater than or equal to 2 meaning that total expenditure exceeds the rent (i.e.
overdissipation). Yet, the long run result would have T=P and n:[1,2) where

n=1 occurs as R approaches infinity. To avoid non-integer solutions, the num-
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ber of firms in the long run has to be 1 thus giving a long run monopoly situ-
ation. But here, again, there is a problem in progressing from a short run to a
long run that can involve from two to an infinity of firms collectively overdissi-
pating the rent and then ending up, in the long run, with only one firm that ex-
actly dissipates it on its own thus denying itself monopoly profits while remain-
ing alone in the industry. However, while the short run game is negative sum
for the two firms as well as for society, the long run result of one firm remain-
ing and the other backing off is related to the precommitment part of the game
to be discussed below. Incidentally, with R=2, both the short run and the long
run result indicate exact dissipation at n=2; the two firms in the short run
would not want to leave in the long run. In this case, the Tullock and Corcoran
equations seem consistent. Of course, if n>2 in the short run there would be
overdissipation which would reach a limit of double the rent as (n) approached
infinity.

When 1 <R <2, Tullock and Corcoran seem to find agreement. With, say,
R=1.5 and thus n=3 resulting from equation (3.15), the short run result also
gives P=T when n=3. It is likely that entry would occur up to n=3 if it were
not at that level in the short run. Of course, if R=1.6 then the long run number
of firms would be 2.67. Since only integers are realistic, the result would be 2
firms as a 3rd would result in losses for all. Of course, the 2 firms here would
have to be making positive economic profits in the long run because of that fact.
But, as will be seen below, in the precommitment stage there might be reasons
for that third firm to enter.

The matrix of possible values of R and (n) set up in Tullock (1980b) have

three regions: (1) under- and exact dissipation by the set of players; (2) overdis-
sipation by the players as a set; and (3) overdissipation by each player individu-
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ally. These last two regions represent a game that is definitely negative sum as
far as both the group of players and society is concerned. Of course, even the
first region is likely negative sum from a societal point of view, as Tullock
(1980a) has argued, if we note that there may be other costs to society omitted
from a game played at the industry level. For example, there may have been re-
sources used to lobby against the enactment of the regulations that are now in
place and which are now making the current rent seeking game possible. Those
resources have clearly been wasted. Furthermore, in a earlier game it could
even be possible that the resources spent for the pro-regulation effort overdissi-
pated the present value of the rent awarded to the winners of those regulations.
In short, it does not seem unreasonable to hypothesize that pre- and post—
regulation rent seeking is a/ways a negative sum game from a societal point of
view. Again, one can note that the framework here is different from the one
Sammels and Mercuro (1984) discuss. Still, the question is, why would firms
play a game characterized by the last two regions of the Tullock matrix if it is a
negative sum even at the industry or firm levels? Because the opting out firm(s)
would leave large profits to the firm that continues to rent seek. To understand
this behavior, Tullock discusses a sub-game known as the precommitment stage
where each player attempts an opening move that shows a commitment that
would act as a deterrent to entry for the others. But what is troublesome here is
that the "paradox of the liar” (Tullock, 1980b) may crop up. Essentially, there
may not be a solution to the precommitment game for, if there were one, all
players could figure it out. If the proper precommitment is to have a deterrent
effect, the other players may consider it to be a device to capture rent and thus
enter to prevent that, or if the proper precommitment is to not raise a visible de-
terrent then entry is obviously not deterred. All firms in the industry, as if off to
a war that no one intended, will feel compelled to play a game that could be
negative sum at the industry and even firm level.
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It should be noted that even precommitment games that actually have solu-
tions may not be easily played out. Suppose that a short run rent seeking game
is occurring with a marginal cost structure (through R) such that each player
spends more than the expected value of the rent. For example, with R=3, n=2,
t=0, and P=100 each player would spend $75 in the attempt to win $100. To-
tal expenditure is $150 and, from equation (3.9), the expected gain for both
players is -$25. If both players had bid $50, it would be marginally profitable
for one to increase his bid to $51 which likewise leads to marginal profitability
if the other follows suit. In this manner, the short run equilibrium is $75. Tul-
lock notes that if the first player spends his $75 up front it would seem sensible
for the other player not to play which thus leaves a $25 profit for the former. If
this deterrent worked one would have to analyze the parameters of that particu-
lar game. The first player had made a large investment on minimal information
in that he had moved before every one else had. Plus the first player's decision
to bid first may have involved resources spent to test the waters, so to speak,
and determine that a deterrent bid was useful. Although one cannot say exactly,
it might be the case that some or all of the $25 profit could have been dissipated
by precommitment expenditures. One can appreciate the complications involved
in a rent seeking industry if one wishes to eliminate societal wastes due to rent
seeking. Short of engineering biases or simply putting up rents to auction, there
is little that can be done.

Corcoran and Karels (1985) attempt to address Tullock's criticisms of Cor-
coran's original long run framework. In the true sense of long run behavior it
should be expected that all firms in a rent seeking environment would avoid en-
tering a game that produces negative expected gains since such firms could con-
sider the alternative of entry to be a zero loss through no bid; however, in the
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context of "hardball competition” discussed below, even that need not be the
case. If all firms employed a strategy of no-negative-expected-gains-allowed,
then there would never be overdissipation of rents. But it does not seem that this
result can be stable. It was not profitable, in a total sense, in the last game
above to end up bidding $75 but it was profitable in a marginal sense for every
$1 incremental bid past the first $50. This, then, takes the firms back to using a
precommitment bid that would only create an expected loss if the deterrent did
not work and another firm had entered the game. It would seem that Corcoran
and Karels are arguing that, in the long run at least, firms would never overbid
because they would play a strategy of avoid-the-winner's-curse. What can be
said is that the type of competition going on in the rent seeking industry is based
upon the types of strategies the firms are using for the playing of the game and
for deciding upon entry and exit.

Corcoran and Karels have made some suggestions along these lines. Con-
sider R=0.5, n=2, t=0, and P=%$100. The optimal bid is $12.50 for each
player leading to expected profits of $37.50 based on equations (3.10) and
(3.9), respectively. Now let one of the two players (player X) submit two bids
at once. The effect is as if n=3 with the optimal bid now becoming $11.11 for
each player and the expected profit per player now becoming $22.22. Of
course, the double bidding player’s profits are really $44.44 which, it is noted,
exceeds his profits under the two-bid scheme. What is the response of the other
player who made only one bid (player Y) in this context? He would follow suit
thus giving, in effect, n=4 giving an optimal bid of $9.38 for each of the two
and an expected profit for both of $15.62x2=3$31.24. This sort of splitting can
be carried on until there is an infinite amount of splittings and the expected
profits for both will continue increasing while the optimal bid size at each split
becomes infinitesimal. This splitting device shows that as (n) approaches infin-
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ity, the optimal bid becomes zero while the expected profit of each bid given is
still positive. For example, with (n) split to 1000, the optimal bid is $0.0004995
and the expected profits are $0.0995005. One can notice that the product of (n)
and the expected profits per player is close to the $100 value of the rent. Thus,
in contrast to Tullock's criticism of the R< 1 case above, the results here show
that rents are exactly dissipated since an infinite number of firms can enter just
so long as infinite bid splitting is allowed every step of the way with each new
entrant. It may be unrealistic to say that the long run equilibrium consists of an
infinity of firms making infinitesimal bids and earning at least zero profits but
the example mentioned does show that the short run Tullock result— a $50 total
expenditure over all firms as (n) becomes infinity— will not be the case in the
long run. Instead of only half of the rent being dissipated, all of it will be at the
limit in the long run. The long run adjustment always results in a small firm
size because equation (3.7) can be shown to be strictly concave when R is less
than or equal to one and the probability of winning is a function of (A) that is
increasing at a decreasing rate. So the largest marginal change in the win occurs
close to A=0.

Of course, the way to prevent the game from proceeding to infinite players
and microscopic bids is to institute minimum-value bids (or, alternatively, rec-
ognize that rent seeking involves transactions costs such as the price of a stamp
or a phone call). It turns out that the optimal bid would be the minimum allow-
able bid if and only if it were greater in value than the unconstrained bid. For
example, in the case of R=0.5, P=%$100 and t=0, if the minimum bid is insti-
tutionally set at $1, the unconstrained (A) reaches that minimum amount at ex-
actly 49 firms based on equation (3.10). From 49 firms up to 100 the optimal
bid is $1 and the expected profit to all of the firms falis from $1 to $0 at which
point the rent is dissipated (100 firms @ $1 bids) and no entry will follow.
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Technically, it will be the case that a small positive profit will exist for the re-
maining firms at the point of dissipation (when further entry would create nega-
tive profits for all) if the payoff is not integer-divisible by the minimum bid.
Note as well that bid-splitting, if allowed, would simply artificially increase (n}
faster and the result would be fewer firms in the end. It should be noted that an-
other transaction cost applicable to the trucking industry would be a license pay-
ment to a regulator. Thus, it seems, one way to curtail the number of firms rent
seeking for a regulatory license is to put a lump-sum cost on that license as a

form of minimum bid.

Following Tullock's suggestion of pre-emptive bidding, Corcoran and
Karels show that a range of bids for certain values of R and (n) exist but ac-
knowledge that R>1 must be the case in the long run result. The pre-emptive
bid works such that the incumbent firms in the industry will bid so as to main-
tain non-negative expected profits and ensure that only negative profits accrue to
any entrant. The scenario is that all firms currently in the industry are placing
equal bids, because they are following the same strategy, and receiving non—
negative expected profits so that entry is possible if minimum bidding or trans-
actions costs are not allowed. Corcoran and Karels suggest the following way
for calculating the range of pre-emptory bids. Since each incumbent firm re-
quires non-negative expected profits, (P/n), with (n) now taken to be the num-
ber of incumbent firms, would represent the upper bound of any such bid.
Again, this is similar to the long run equilibrium proposed in Corcoran (1985)
in that long run total expenditures (T) and the pre-emptory bid are here both in-
dependent of R. If all incumbent firms had bid (P/n) then T=P and exact dissi-
pation would be the long run result which, of course, would have also obtained
if entry had been occurring. In the latter case, the result would be that all firms
would be guaranteed only zero expected profits as opposed to the possibility that
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a positive level of expected profit to the incumbent firms could result if they en-
gaged in successful pre-emption bidding. The lower bound of the pre-emption
bid is that particular bid small enough to just ensure a zero expected profit to an
entrant,

Taking the parameters from the short run pre-commitment game examined
above, the range of pre-emptive bids can be calculated. With R=3, n=2, t=0,
and P=%$100, the upper bound is $50 while the lower bound is $42. The mini-
mum bid that firm B would make so as to ensure that firm A has zero expected
profits is:

B= (R-1)P/R (3.19)
[n(R-D}'®R

But the range of such bids is sensitive to the number of incumbent firms. To see
this, Corcoran and Karels give an example with R=1.4, n=2, t=0, and
P=$100. The pre-emptive bid range is $33.51 to $50. If there were eight in-
cumbent firms then the range would have been $12.45 to $12.50. But at nine
firms the range is $11.44 to $11.11; that is, the upper bound of $11.11 dissi-
pates the rent while $11.44 is the nunimum bid necessary to ensure negative ex-
pected profits for an entrant. So the $11.44 bid would deter entry but leave the
nine firms with negative profits because of overdissipation. Since that would not
be reasonable, the pre-emptive bid strategy would only work when the industry
contains up to eight firms.

However, if the number of incumbent firms in the industry is enough,

through the bids they make, to achieve a normal Cournot-Nash equilibrium as
given by equation (3.10) and, furthermore, that value is within their pre—
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emptive range, then those bids at that equilibrium would be where the incum-
bent firms would settle under normal circumstances. If the Cournot-Nash solu-
tion were above the upper bound, exiting would occur since the number of ex-
isting firms could not be maintained in the industry. As firms exit, the bid range
increases until it envelopes the Cournot-Nash solution. Technically, the bid
given in equation (3.10) is increasing which also means that the range has to be
expanding faster than the normal bid is rising. If the Cournot-Nash solution
were below the lower bound, entry would ensue. The bid in (3.10) falls and so
does the bid range; however, it can be shown that the bounds of the range are
falling as well so that the Cournot-Nash solution will still be enveloped. In gen-
eral as the number of firms increase (decrease) the pre-emption range narrows
(widens) with the upper bound falling (rising) faster than the lower bound.

An example of a sort of non-normal circumstance would be collusion
whereby the incumbent firms would agree to opt for the lower bound of the
pre-emptive bid range where entry is deterred. Another example of a non—
normal circumstance, which happens to also work against the collusive solution,
is what Corcoran and Karels (1985) call "hardball competition” whereby an
entrant will deliberately cause negative profits for itself and the other firms.
Presumably, these losses will be short run until it achieves incumbent status. Of
course, a burden of PCN set on all potential entrants to the regulated trucking
industry would seems to over-ride this possibility. But the larger are the ex-
pected profits of the incumbents, the smaller is the expected loss to the entrant
meaning such a move by an entrant may afford it leverage over the others in a
precommitment game. It may be possible that a regulatory board would look
upon "hardball competition” as merely a signal of the entrant's faith that neces-
sitates a negotiated solution at the hearing stage. The long run equilibrium in the
presence of hardball competition occurs when the upper and lower bounds of
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the pre-emptive bids are equal to each other. Of course, transactions costs fac-
ing new entrants such as application costs etc. can serve to hold down entry and
reduce dissipation. Finally, another interesting result is that the minimum pre--

emptive bid at first decreases as R increases, and then increases afterward.

The recent theoretical literature on rent seeking still embraces the model of
efficient rent seeking first set out in Tullock (1980b) and further refined by
Corcoran (1984) and Corcoran and Karels (1985). Perez-Castrillo and Ver-
dier (1992) confirm some of Corcoran’s long run analysis and further discuss
rent seeking activity in an industry with Stackelberg leader behavior. If it were
the case that one firm in the game possessed superior knowledge before the rent
seeking bids took place then it would be useful to consider a leader-follower
framework for the incumbent firms. Things such as better connections with po-
litical agents, or systematically better lobbying efforts introduce a degree of bias
into the game. It turns out that a Stackelberg leader has an interest in entering a
pre-emption bid and thereby attempting to deter the entry of other firms that
would compete with the incumbents. In line with equation (3.19), the leader
makes the minimum pre-emptive bid which the followers will match thus deter-
ring entry. Of course, this model did not consider the possibility of hardball
competition discussed above. Again, such preclusion of entry, short of mini-
mum value bidding or other barriers to entry, only occurs in the R> 1 case as
seen by equation (3.19). Of course, Tullock (1980b) also introduced bias into
his lottery model in that one player would receive a multiple of tickets over his
opponent with the same $1 spent. In that case, the region of underdissipation in-
creased thus showing that bias reduces rent seeking cost. But the fact that the
unfavored player still engaged in the game shows that only perfect knowledge of
the futility of playing is the only true deterrent; that is, blatant biases such as
nepotism, or political patronage are the only good deterrents in the rent seeking
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society.

Rent seeking is a natural phenomenon of competitive market behavior and is
overseen to various degrees by government. To acknowledge the rationality of
firms that engage in such behavior, along with its negative sum societal conse-
quences, is to begin to give a fresh look to the theory of the firm in the presence
of active government. The societal waste accruing from rent seeking entrants
and rent defending incumbents serves to add to the view that rate and entry
regulation in the for-hire trucking industry in Canada and the United States was
a source of welfare loss. In effect, these rent seeking games show that a lot of
activity occurs "behind”® the simple supply and demand curves of the model pre-
sented in chapter 2. Of course, deregulation served to overcome most of these
problems but there still remains the problem of achieving international deregula-
tion of for-hire trucking services. The next section will examine the welfare ef-
fects of cabotage reform in the context of marginal welfare analysis.

(3.30) Cabotage reform and marginal welfare analysis

Cabotage regulations are essentially a non-tariff barrier (NTB) to trade. In
comparison to the literature on tariffs, quotas and voluntary export restraints
(VERs), the development of theory and applications regarding NTBs has been
sparse. !4 This section will examine the cabotage reform effect introduced in
chapter 2 in more detail so that some further conclusions with respect to the na-
ture of NTBs may be drawn.

A useful discussion of the welfare effects of NTBs is provided by Herberg
(1990). Coansider a two-country, two-commodity model in which a NTB is im-
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posed unilaterally by the domestic government or, alternatively, a VER is insti-
tuted with the agreement of the foreign exporters. Since the licenses or privilege
under regulation to import or export, as the case may be, are to be shared in
some way between the two countries the question to be asked concerns the ef-
fect of regulation on the economic welfare of each country. To simplify the
analysis, assume that: rent generation is not dissipated due to any rent seeking
activity; all markets are perfectly competitive; no international factor move-
ments are induced; and finally, a country's share of the rent is distributed in a
lump-sum (i.e., non-distortionary) fashion to its consumers.

If the domestic share of rent created is unity then rents from quota licenses
accrue only to domestic importers. If the domestic share is zero, or very small,
then the foreign country has instituted a VER and its now-limited exporters cap-
ture all rent. Finally, if the domestic share is between zero and unity then quota
licenses are effectively auctioned off to both domestic importers and foreign ex-
porters. The interesting conclusion of this analysis will be that a NTB set
against domestic imports is more likely to lower the welfare of the domestic
country and raise that of the foreign country if the domestic rent-share gets
smaller. Of course, one can note that this welfare loss would be larger if rent
seeking were allowed because the resources spent on competing for scarce li-
censes by those that did not ultimately achieve them are a further welfare loss.
The reason for the above conclusion is that a country cannot gain in welfare un-
less its terms of trade improve and this cannot happen unless its share of the rent

is close to unity. To see this, let:

S=(p-p*)m (3.20)
T=p*+(1-a)(p-p*) (3.21)
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where m is domestic imports, S is the scarcity rent, T is the ef-
fective price of an import, (a) is the domestic rental share with
a:[0,1], and the domestic and foreign prices are p and p*, respec-
tively.

Thus the effective price of an import equals the foreign price plus the product of
the foreign rent share and the price differential, with (1-a)(p-p*) being the for-
eign rent per unit of a domestic import that accrues to a foreigner. Herberg
takes T and (1/T) to also represent the domestic and foreign terms of trade, re-
spectively. From equation (3.21) we get:

dT=(1-a)dp+ (a)dp* (3.22)

For an improvement in the domestic terms of trade (T), the domestic country
needs dT < (0. With the imposition of a NTB one expects dT <0 to hold with (a)
close to unity and to be violated with (a) close to zero. With (a) close to unity
and thus (1-a) <(a), a fall in the foreign price in equation (3.22) overpowers the
effect of a rise in the domestic price such that dT <0. The effect of the imposi-
tion of a quota is to make the domestic price rise and the foreign price fall when
the supply function is made vertical at the desired quantity under the quota. In
the case of 2 VER imposed by a foreign country, a=0 so that any foreign price
change will not affect the domestic country’s terms of trade and thus likely not
to provoke any retaliation which explains the popularity of VERs.

The domestic country's expenditure (or disposable income) is the sum of its

revenue function (or factor income at factor market equilibrium) plus the scar-

city rent.
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E(p,U)=R(p)+aS (3.23)
If we consider 2 commodities and 2 countries, we have:

E(pl,pz,U)=R(p1,p2)+aS (3.24)
E*(p;*,p2*, U*)=R*(p;*,.p*) +(1-a)8S (3.25)

Using the dual approach, with commodity 2 as the good imported by the domestic
country we can assume, from Walras' Law, that world demand equals world supply:

(0E/6p,)-(0R/6py) + (SE*/dpy*)-(6R*/bp,*) =0 (3.26)

The importation of commeodity 2 is subject to a NTB that raises the domestic price
higher vis a vis the foreign price. The import function and scarcity rent function,
respectively, for commodity 2 become:

m,=(8E/ép,)-(6R/épy) >0 (3.27)
S=(p,-pr*)m, (3.28)

With commodity 1 taken as a numeraire (i.e. py=p;*=1), it can be shown that:
dU=(1/Ey)[(8E/ép,)dp,-(1-a)mydpy-am,dpy * +a(py-po *)dmy ] (3.29)

A NTB will: lead to a fall in imports (dm, < 0); raise the domestic price (dp, > 0);
reduce, if the country is "large”, the foreign price (dp,*<0); and cause the domestic
terms of trade to improve (deteriorate) when the domestic share of the scarcity rent is
large (small). It is also true, given equations (3.22) and (3.29), that:

dU=(1/E)[(3E/ép,p)dpy-mydT +a(py-po *)dmy] (3.30)
and for the foreign country:
dU*=(1/Ey«)[(0E*/bpy*)dpy * + mdT + (1-a)(py-py*)dm,] (3.31)
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which shows that an improvement in the domestic terms of trade (dT <0) leads
to an improvement in domestic welfare. The condition required is that the rent
share be close enough to unity and that initial trade protection is low or close to
zero. As long as markets clear, some further propositions come out of the
analysis. First, if the domestic terms of trade deteriorate, foreign welfare is
raised with a small rent share going to the domestic country with low initial
trade protection. Thus, a NTB can never benefit both countries at the same time
and yet, importantly, if the initial trade restrictions were severe, both countries
would have received lower welfare. This latter point can be seen by noting from
equations (3.30) and (3.31) that:

(dU/dm,) =a(p-p2*) >0 (3.32)
(dU*/dm;)=(1-a)(p2-p2*) >0 (3.33)
(dU/MdT)=-m,<0 (3.34)
(dU*/dT)=m,;>0 (3.35)

With dm; <0, the effect on welfare of dT <0 is such that: (1) welfare for the

domestic country falls when (p,-p,*) is large enough so that the lower-import
effect overpowers the improved domestic terms of trade effect making equation
(3.30) fall on net; and (2) welfare for the foreign country definitely falls irre-

spective of the size of (p;-p,*) as the import and domestic terms of trade effects

reinforce each other such that equation (3.31) falls.

In summary, NTB imposition is either a zero-sum game or a negative-sum
game. What complicates cabotage reform in North America is that the design of
the regulations are somewhat reciprocal between Canada and the United States
leading to an ambiguous net effect according to Herberg's model. In addition to
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the layout of the different Customs and Immigration Acts on each side of the
border, there remains the possibility of different degrees of enforcement and of
compliance. Still, the fact that partial reform has been recently concluded would
seem to indicate that a positive result was, and is, expected from this and fur-
ther reform measures. The demand-side model of chapter 2 may now expanded
by way of the specific marginal welfare equations so as to examine the incre-
mental effects of cabotage reform.

There are some differences to consider between marginal welfare analysis
and total welfare analysis as originally used by Harberger (1964).!° Consider
again figure 2.5 in which the marginal loaded backhaul costs decrease due to
cabotage reform as relating to incidental/return trip movements. Ignoring the
rectangle portion of the welfare gain allows for a re-examination of the Har-
berger triangle portion of the total gain. It should be borne in mind that the lit-
erature has primarily focused on tax rates as the item subject to marginal
changes; in the present case one must assume that there is a marginal cost of
regulation applicable to a trucking firm's marginal cost of production.!® Con-
sider a fall in the implied marginal cost of cabotage regulation contained within
the backhaul freight rate as shown in figure 3.1.

Figure 3.1: Harberger Triangle and the Cabotage Effect
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The Harberger triangle portion of the welfare gain in the backhaul market is
represented by area ABC. This welfare gain may be written as:

W = ABC = (1/2) dQ [R-(1c)R] = (1/2) dQ (cR) (3.36)"7
where ¢ = the marginal cost of cabotage regulation.

For a2 "small” reform to the regulations, it is the case that JR=cR which gives:

W = (1/2) [(dQ/dR) cR] cR (3.37)

Multiplying equation (3.37) by {Qx(1-c)/Qx(1c)]=1 and manipulating gives:

W = (1/2) [(dQ/dR) R(1<)/Q,] [c*/(1<)] RQ, or

W = (1/2) N [¢*/(1-c)] RQ, (3.38)'8
where N=the compensated price elasticity of backhaul demand.

The Harberger (1964) measure would be paraphrased as:

W = (1/2) Nc2 RQ, (3.39)
Because the regime change is one where (c) falls due to cabotage reform, the
Harberger equation is not applicable post-reform since it measures the gain from
the unobservable point A in figure 3.1 as opposed to the observable point C.

The marginal gain in welfare is measured by the trapezoidal addition to the

Harberger triangle when (c) falls by a "small” amount. This is shown in figure
3.2 by the area BCDE.
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Figure 3.2: A Marginal Change in Cabotage Regulations
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Equation (3.39) may be reworked into the following total differential.

dW = CDF + BCEF = (1/2) [(1-<)R-(1<")R] dQ; +
dQ; [(1<)R-(1<")R] or
dW = (3/2) dQ; [(1-<)R-(1-¢")R] (3.40)

Noting that ¢' =c+dc and dQ,=[NQ,/(1-c)]dc allows equation (3.36) to be re-

written as:

dW = (3/2) [Rdc/(1-c)] NQ,dc (3.41)
Equation (3.41) shows the marginal welfare gain in the backhaul market net of
the rectangle gain. Since there are no transfer rents earned under cabotage regu-

lation the welfare gain is really a trapezoid as was shown in figure 2.5. That
fact allows the analysis to stop at this point since there is no regulatory rent
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upon which to differentiate equation (3.41).1° The rectangle portion of the
trapezoid is neither a transfer to backhaul shippers from rent earned by firms
able to find loaded backhauls nor is it government revenue from a customs levy
or tariff. The marginal cost of cabotage regulation is ir the form of a NTB cost
of compliance applied to both sides of the border which reciprocally affects the
trucking industry and shippers on both sides. Nor is rent seeking a phenomenon
likely to occur in the cabotage market since: (1) the negotiating firm would be a
foreign entity to the government with the power to grant license; and (2) cabo-
tage regulations do not work like a quota system which is necessary for the bar-
gaining over licenses.

The above analysis may also be applied to the fronthaul market when the
joint demand curve becomes operative as was shown in figure 2.6. The discus-
sion as related to that diagram showed a welfare gain accruing to fronthaul ship-
pers as well as a quasi-economic rent accruing to the firms able to secure back-
hauls. Figure 3.3 indicates the trapezoidal marginal changes in welfare applica-
ble to both fronthaul and backhaul markets.

Figure 3.3: Joint Demand and a Marginal Change in Cabotage Regulations
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This figure is a compact version of figure 2.6 used so that the small changes in
welfare may be easily seen. An incremental drop in MC, leads to trapezoidal
welfare gain to fronthaul shippers. Measuring this between the original
fronthaul quantity before the joint demand became operational— that is, Q-

and the observed joint quantity of Q,-, equation (3.40) may be rewritten as:

dWe = (3/2) dQv [R¢-Re-] (3.42)

Of course, the difference in fronthaul rates in equation (3.42) is measured by HI
in figure 3.3 and is related to the fall in the marginal cost of regulation (FG) in
the terms of HI=(slope of D¢slope of D¢,,)FG. Finally, for the backhaul mar-
ginal welfare change, figure 3.3 shows (1) a trapezoidal gain, which would be
of the same format as equation (3.40), as well as (2) a trapezoidal loss measured
from the hollowed-out point C. The measurement of this area is not adaptable to

Browning's equations since neither Q- nor the hollowed-out point that repre-
sented desired backhaul quantities are observable. Of course, it is always the
case that the net result is still a gain in welfare to the backhaul shippers as con-
firmed by the shaded areas.

(3.40) Chapter conclusions

This chapter served to extend the model presented in chapter 2. Indeed, the
analysis of rent seeking behavior was crucial in order to explain the process of
welfare loss under regulation. As well, the possibility of shippers and regulators
as third party players helped to explain why regulatory regimes evolve. In this
light the effect of cabotage reform as a marginal fall in the cost of regulation
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was examined. The gain in welfare was shown to be bilateral since the regula-
tions themselves were reciprocally set. In terms of a continental transportation
framework the model does not mitigate welfare gains from unilateral reform
either. As was made clear in Herberg's model of NTBs it is possible that unilat-
eral imposition of a NTB may lead to a negative sum result for society. The re-
sults of this chapter should serve as a theoretical base upon which further cabo-
tage reform may take place.

Cabotage reform is an activity that naturally lags behind free trade agree-
ments. Tariff barriers are being removed continentally as well as globally.
However, non-tariff barriers tend to remain in place longer since they are more
lucrative for the imposing government as compared to their tariff-equivalents.
Thus, rent seeking theory and DUP theory have both shown NTBs and quotas to
be harder to remove once they are put in place. It would seem that cabotage re-
form will eventually occur in a reciprocal fashion, much in the same way as
free trade in goods and services are negotiated. This has clearly been the case
with Canada and the United States. The process will be complicated by the fact
that trucking services are both a means to trade in exports and imports as well as
being a potential source of competition for freight transport in domestic mar-
kets. The model presented here showed that efficiency gains occur over a conti-
nental fleet. Trucking services would have to be recognized as such once cabo-

tage reform is completed.

147



Chapter 3 Endnotes

! In order to keep this chapter in its proper perspective it should be noted
that the rent seeking analysis developed here serves to show that the welfare
gains from deregulation are likely to be larger than those shown in figure 2.1
(q.v. chapter 2, supra-note 5). It is not applicable, however, to the specific case
of cabotage reform since regulatory rents do not accrue to firms able to engage
in cabotage. For example, while figure 2.5 shows a shaded trapezoidal gain due
to reform, there was no pre-reform regulatory rent because MC,,; cannot be
considered to be the applicable cost of backhaul provision. All firms, in the
pre-reform state, must operate under cabotage regulations and thus face costs
given by MC,;. There is no inter-firm competition for the right to engage in
cabotage.

2 It should be noted that Harberger employed the simplifying assumptions
that: (1) all monopolies operated with constant marginal costs; and (2) they all
faced a price elasticity of demand equal to unity. The first assumption removes
the need to consider producers' surplus while the second violates the common
practice whereby monopolies set price along the price-elastic portions of the de-
mand curves they face. Alternative studies using different demand and cost as-
sumptions provided estimates in a range from 0.5% to over 5% of national in-
come (see, for example, Kamerschen (1966) and Worcester (1973)).

3 Collusion is the typical form co-ordination used in the literature. However,
it will be recalled from the discussion of the model in chapter 2 that the trucking
firms operating under regulation needed not to act in so covert a manner. The
contraction phase in the model is marked by the observance among the firms of
vehicle idling and in the expansion phase the barrier to entry is re-enforced
through rent maintenance by any one incumbent wishing to argue PCN thus at-
tempting to mitigate any rent seeking among the potential entrants.

4 Significance of the t-statistics is at the 0.05 level. Boucher’s model is es-
sentially the estimation of a linear conditional logit function over the distribution
of the probabilities for a favourable entry decision. This is formed based upon a
proposed random utility function for the regulator in which its error term fol-
lows an extreme-value distribution. Both a bi-polar decision model and a more
disaggregated decision model were estimated. Since the latter incorporated the
more realistic regulator choice variables of accept, reject, and partial accep-
tance, it is the results of this model that will be discussed. Note that the partial
acceptance choice variable accounts for outcomes of any logrolling processes
among the players that may take place.

5 Boucher notes that the Quebec Transport Commission had never granted a
license to carry general freight in any narrow geographic region to any firm in
the last fifteen years prior to the interprovincial deregulation of 1988.

6 Fleet size was found to give better statistical results than gross annual op-
erating revenue.
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7 Except for the last variable, the other four reaction variables were found to
possess m?:e lexpected sign and were statistically significant in the simple accept—
reject .

8 It should be clear given the material of chapter 1 and the review of
Boucher (1991) in section 3.22 that the process for obtaining or expanding a li-
cense can now be viewed as a rent seeking process occurring prior to an
entrant's production of trucking services. The terms under which regulation—
induced product differentiation will take place are worked out at this stage so
that the monopolistically competitive set of incumbents will form according to
the regulator's desired structure of the jurisdiction. A Cournot set of reactions is
both stmplifying and practical since it should not be too hard for an entrant to
figure out that an incumbent's optimal strategy is to oppose entry (q.v. chapter
1, supra-note 13) and that, in consequence, an entrant will attempt to appease
the regulator in some fashion. While it is true that a Cournot model does not
provide for an adequate "story”® as to how equilibrium among reaction functions
18 achieved the bulk of the rent seeking literature makes use of this formulation.
For exceptions see Perez-Castrillo and Verdier (1992) and Linster (1993).

% Of course, under cooperation, and with no further entry, the optimal strat-
egy would be for each firm to buy merely 1 ticket thus still giving each a 50-50
chance. Consider this action in the context of the rent seeking trucking firm.
Unless the class of shippers in the jurisdiction is found to switch often their loy-
alty among particular firms, or the regulator is open to new appeals for com-
petitive pricing on the part of an entrant, the application for, or expansion of, a
given license must be seen as close to a one-shot game on the part of the appli-
cant. As such, a one-shot prisoners' dilemma game mitigates the opportunity for
cooperation. Recall that Boucher merely found evidence pointing to a positive
effect of a shipper contract on board acceptance but this does not allow one to
infer that such contracts shift often within a jurisdiction leading to a frequent
need to apply to amend a firm's operating rights.

10 Note that in the context of the supply side model of chapter 2, firm entry
under regulation was taken to be zero as part of a simplifying assumption of the
incumbent firms' power. This can be considered to be an ex post result of regu-
lation. If so, there is no barrier to a firm's attempt at entry as part of a rent
seeking environment. This point is made in terms of the rise in ATC experi-
enced by the firms (i.e., incumbents) during the expansionary phase in demand.
As discussed in chapter 2, rent seeking payments to regulators are occurring
which may now be better classified as rent defense payments to regulators in the
midst of the attempts of new firm entry during the expansion. Of course, if the
time frame for the demand expansion 1s short then some short run rent seeking
in terms of license enhancement on the part of incumbents is to be expected. In
terms of rent seeking theory, there are close parallels between rent seeking and
rent defense (q.v. supra-note 11 below).

I Paul and Withite (1991) show that this equation would also hold in the
context of rent maintenance or defense. In equation (3.9), Pe would have a
negative sign attached signifying the present discounted value of the rent to be
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lost to a new entrant by a rent-defending incumbent. The expected value (V,) to
this firm, if now an incumbent, is surely negative because it is spending re-
sources in order to prevent a loss. But equation (3.10) will still hold for a rent
defender as well as a rent seeker.

12 Equation (3.15) provides insight into the expected size of the regulated
for-hire trucking industry. In the long run, all of these entrants defined through
(3.15) will become the pool of incumbents upon which the short run rent seek-
ing and rent defense process takes place in the midst of any temporary demand
expansion. In the light of the model of chapter 2 it is reasonable to assume that
long run rent seeking occurs on the basis of the given permanent and non--
cyclical demand curve. In this way, the long run regulatory equilibrium obvi-
ously defines the number of firms that will exist when the industry is at the
kinked point on the regulatory supply curve.

13 The kinks along both the regulation and deregulation supply curves occur,
it will be recalled, at the same point along the permanent demand curve. In this
regard, such a result can be taken as a matter of convenience since it very much
depends on an assumption of the initial state of the world. If long run rent seek-
ing expenditure is initially to take place, (T) will only be positive so long as (P)
exists. As was done in chapter 2, if one allows P=0 and no regulation to be the
initial state of the world as part of the model then the firms' rent seeking re-
sponse to regulation in the next phase may serve to raise the kink point of the
regulation supply above that for deregulation. While that would serve to compli-
cate the welfare analysis of that chapter it would, however, increase the ex-
pected size of the welfare gain from deregulation.

14 A theoretical treatment of NTBs may be found in Herberg (1990) while
quantitative overviews are to be found in Coughlin and Wood (1989) and Win-
ters and Brenton (1991).

15 While it will be argued in this section that marginal welfare analysis is ap-
propriate for an examination of the cabotage reform effect there do remain some
differences of opinion as to how to measure marginal welfare changes. A re-

:li;\;l and appraisal of three of these measures may be found in Fullerton
1).

16 The assumption of constant marginal costs of production under cabotage
regulation allows for a simple parallel, downward shift in those costs after re-
form. While increasing marginal costs of production and regulation are an un-
necessary complication to the discussion of marginal welfare changes, they do
allow for other styles of regulation. One might wish, for example, to specify
more "progressive” costs of regulation in that the marginal cost of regulation
could rise as more loaded international backhauls take place. In this way, the
differential between MC,,; and MC,;; would be seen to increase in figure 2.5 as
the number of trips increased. Such costs of compliance may arise due to more
detailed border checks or a graduated system of License costs for international

trips.
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17 Note that the area of the triangle as measured by the product of one-half
the base and the height is correct only so long as the compensated demand curve
is assumed to be linear.

'8 This measure of total welfare change, as contrasted by Harberger (1964),
is discussed in Browning (1987).

19 For example, Browning (1987) calculates the change in marginal welfare
brought about by tax revenue rising by an extra $1.
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Chapter (4): Conclusions

This dissertation has attempted to make the theoretical case that deregulation
of the trucking industry is a source of efficiency gains. However, deregulation
was not fully completed because transborder trucking has remained very much
regulated through restrictions on cabotage activity. Such further deregulation
would be a source of continued efficiency gains in a marketplace that is increas-

ingly continental in nature.

The historical overview showed that the trucking industry in Canada and the
United States experienced a fall in freight rates as a result of deregulation. Fur-
thermore, the over-capacity of formerly protected firms, along with the entry of
owner-operators, served to create a more competitive marketplace. This con-
forms to the rightward (i.e., downward) shifts seen in the industry supply curve
after deregulation. It was shown how the ICC in the United States entrenched
empty backhauls as a permanent feature of regulated interstate trucking because
of its non-market based approach to calculating appropriate backhaul rates.

Canada and the United States deregulated their trucking industries for do-
mestic reasons and moved down parallel roads without much interaction. This
brought the reciprocity issue to the fore with respect to cabotage activity once
transborder trucking greatly increased as a result of CUSTA and NAFTA.
Transportation was not addressed in either of these trade agreements leaving
truck weights and dimension restrictions, as well as cabotage regulations, as a
detriment to the spirit of free trade that was achieved with respect to goods and

some services.
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Reciprocity with respect to repositioning move cabotage does not exist
since, in the U.S., the move must be made in a northward direction. As well,
different degrees of enforcement by Customs and Immigration officials served
to further blur the issue. Compliance with respect to cabotage was also a prob-
lem given the specific restrictions involved in incidental moves. What was the
same on both sides of the border, however, was that drivers faced stronger re-
strictions than did their equipment.

A re-interpretation rather than reform to cabotage regulations is what essen-
tially has occurred due to Canada's unwillingness to exempt the market value of
U.S. tractor-trailers from the Goods and Services' Tax levy. While the re—
interpretation allows for some efficiency gains, they are but a small step for-
ward. Through the bill of lading, international freight will be considered as such
until the final destination is reached. In this way, foreign equipment and drivers
may move such freight point-to~point domestically. Since the freight is interna-
tional it is not a cabotage operation by definition. Still, bona fide incidental and
repositioning move restrictions on domestic freight still apply, thus serving to
leave a gap in potential backhaul transport opportunities. Of course, the issue of
trailer spotting has been clarified and such operations are made easier and the
subjective term of "regularly scheduled” in the U.S. regulations is to be ignored
by officials. Furthermore, U.S. goods destined for Mexico, as international traf-
fic, would now be fair game for Canadian trucking firms. However, while it is
fairly easy to discuss equipment reforms, immigration will likely remain an is-

sue preventing meaningful cabotage reform with respect to drivers.
It is also interesting to note the level of misunderstanding relating to cabo-

tage regulations as provided in the survey of Canadian carriers. However, these
firms have indicated a willingness to compete with their U.S. counterparts in an
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environment allowing for freedom of cabotage. An expectation of efficiency
gains, even with reciprocity of reform, indicates potential welfare gains in the
transborder trucking industry due to a fall in compliance costs.

From the institutional framework presented, a set of industry supply func-
tions was established along with their relationship to a representative trucking
firm or owner-operator, as applicable. Temporary demand shocks, as part of the
cyclical nature of the trucking industry, were used to elaborate upon these rela-
tionships. The welfare gain to the trucking industry from deregulation occurs in-
dependently of the sign of the demand shock. Furthermore, sticky freight rates,
over and above entry regulation, were shown to be a source of even greater wel-

fare gain when removed.

The effect of cabotage reform was introduced into the model through devel-
opment of the demand side. In order to keep the analysis manageable the fall in
marginal costs alone, in the midst of cabotage reform, indicated only greater
ease in undertaking incidental move or retum trip, outward cabotage. Reposi-
tioning moves would require a general equilibrium analysis in order to capture
the opening up of other markets beyond the initial transborder move. However,
the partial equilibrium framework alone is enough to establish welfare gains ac-
cruing from lower operating costs and increased competition on the given trans-
border route. Since the model is designed on a continental basis, it is not possi-
ble to sort out the distribution of the gains expected from cabotage reform on a
national basis; but net gains accrue even under the circumstance of unilateral re-

form.

The cabotage effect was characterized in terms of a permanent increase in
demand; specifically a change from the effective demand to the joint demand in-
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dicative of zero empty backhauls. As well, the fall in costs led to a supply-side
effect in which a new and more efficient steady state equilibrium was achieved.

A theory of regulation of the trucking industry was developed through the
use of rent seeking theory. To this end, a careful review of the literature was
provided in order to differentiate between societally efficient profit seekers and
their transformation, through government action, into societally inefficient rent
seekers. Evidence of rent seeking activity in the for-hire trucking industry in
Quebec was presented showing that a bias occurred in favor of large firms in
regulatory consideration of their license applications. This lent empirical support
to the theory behind the supply curve of regulation.

Rent seeking games were explored as part of both short run and long run ac-
tivity. These served to show the strategic behavior of firms that wished to maxi-
mize their payoff from rent seeking activities. Insight was also provided as to
the number of firms expected to engage in long run rent seeking. With exact
dissipation of the rent, this also becomes the expected number of incumbents.

The theory between short run and long run rent seeking games is not always
compatible. Devices such as minimum value bidding allow for a smoother pro-
gression of short run to long run results. Nonetheless, the literature on long run
games does provide insight into the behavior of firms during a license hearing.
If the number of incumbents is large enough, pre-emptive bids on their part may
lead to an entrant's departure from the game. On the other hand, the entrant
may engage in so-called hardball competition and either successfully enter or at
least be taken by the regulator to be engaging in a serious pre-committment pos-
ture. The rules of the game will always be defined by the regulator. And it was
likely that the well-known bias introduced by the PCN requirement limited
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greatly the ability of a new entrant to achieve unconditional entry.

Finally, non-tariff barriers were shown to be either a zero-sum or negative--
sum game over two countries. In terms of cabotage regulations, the net effect in
either Canada or the United States is ambiguous because of the somewhat recip-
rocal overall application of this protection. Using the cabotage model, marginal
welfare analysis was applied in order to show the effects of an incremental fall
in backhaul shipping costs arising from cabotage reform. Welfare equations
were developed in order to quantify some of these gains. The overall result was
that all or a portion of the net gains to the industry would accrue to the backhaul

shippers.

Trucking cabotage reform is an exercise in removing uncertainty and lower-
ing operational costs. As such, the welfare gains from such reform have been
highlighted. If a country is able to deregulate its domestic trucking industry,
there seems to be no reason why such effort cannot be extended to the transbor-
der market; especially given the establishment of free trade agreements with re-
spect to goods. In this vein, negotiations leading to free modes of trade agree-
ments are necessary to strengthen general trade agreements.
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