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Maybe there is a devious purpose of one of my co-workers to arrange for this speech to be delivered precisely at this time but I would like to take the opportunity because it is not often that I have the chance to address colleagues, both from the maritime and the economic world.  The economic profession and usually economists have been the target of not very few jokes.  Accused at times of being impractical in our explanation of social behavior and phenomenon.  Today, it’s great opportunity to apply economic analysis to address one of the fundamental issues that the Panama Canal is currently facing.

Usually when we at the Panama Canal do have an address to give, most of the topics are concentrated on the issue of the Panama Canal and its expansion, further modernization, or as it has become to be known now, its preparation of a master plan to provide the company a road map for the next twenty to twenty-five years into the future.  Going back to economic terms, the fact that long term in the Panama Canal extends over decades, it provides a very interesting case to look at which combines along with medium to long term planning horizon.

So, what I will try to do this afternoon is to address on the fundamental economic forces that are currently at play in the decision-making process of the Panama Canal for the future.  

The Panama Canal, as you know has served international trade for over 80 years.  Essentially a north-south concept is very much tied to the east-west concept.  In the Panama Canal jargon, when we say northbound, usually is because the ship is going to the east coast of the United States and when we say southbound, is a vessel going to the far east.  Aside from those phenomenon’s that make the Panama Canal so unique, there are some other elements that I believe are worth considering.  

We have to think of the Panama Canal, as a mature enterprise and try to look upon the next hundred years to see what are the Canal possibilities in providing an adequate business return, as well as benefits to the Republic of Panama.  

For the first time, this decision has to be done at a commercial basis.  So the market is the driving element that is associated with the decision-making process.  In the past, particularly when the Panama Canal was built, the decision-making process was more geared towards defense and to resolve the logistical problem present as a consequence of the United States Cuban-Hispanic War.  I think that the effort that we are looking right now is closer to the problem faced by De’Lesseps in his attempt to do a commercial venture in the Isthmus of Panama providing a service to the world.

On economic terms, the first element that I would like to point out is the fact that the Panama Canal is dependent upon the overall supply and demand for goods that are traded through the Panamanian route.  Hence, we are not part of the primary demand for goods and services.  The second element that is associated is that we serve the transportation industry, which services that primary market.  Therefore the Canal does not play a role at the primary market level.  It’s the shipping world that demands from the Panama Canal the services it renders.  So from the economic perspective, the Panama Canal supply and demand is in essence, a third layer of derived demand from the movement of goods and services and the transportation requirements associated with these.

This is of relevance because bring us to basic economic principles such as the one proposed by Alfred Marshall that for a derived demand:  as the relative importance of that factor or cost is small, the elasticity demand is more inelastic than demand elasticity for the final good.  

In terms of pricing policy at the Panama Canal, evidence tends to indicate that there is latitude to increase prices for services provided.  These changes could be transferred by the shipping company to the cargo owners over time and eventually become a part of the cost of moving goods from the production centers to consumption areas without any significant effect on its respective geographical locations.

We have tried an exercise quite recently.  Effective October 1st, the Panama Canal raised tolls for about eight and a half percent, with a target to increase rates for about 13% over a one-year period.  Immediately after the Panama Canal enforced this toll increase a marketing team went out and pulse the reaction of the actual cargo owners.  In many cases, we found out that there was very little sensitivity, confirming in fact the hypothesis that the demand elasticity for the Panama Canal services is rather inelastic, and that in the short run means that Autoridad del Canal de Panama could increase revenues by increasing tolls.  There are limits to these increases:  over time the demand curve becomes more elastic as economic alternatives open up and prices are bounded by the economic value.  Speaking about customers and acknowledging that some of them are here with us today, I can say that Autoridad del Canal de Panama has no intention to increase tolls in the very near future.

Price is one element another is value.  Panama Canal provides a valuable service to its customers, but this value is not homogeneous to all of them.  Herein the reason for a price structure that recognizes the specialized nature of shipping.  Under the model of perfect competition value and price equal each other.  Under “one price fits all concept”, pricing at the Panama Canal will be determined by the segment with the least economic surplus.  Pricing under a segmented structure, as Suez currently does; will address particular needs of each segment and price it in conformity to the relevant market and not the overall one.  The presentation of one of my colleagues will address these issues in his conference “The Price is Right”.

On the supply side the situation is quite similar.  The Canal currently operates quite close to its capacity which is a function of the physical structure and the vessel mix; hence the supply curve is also inelastic in the same way that the shipping supply curve has an inelastic section.  For a reference Stopford text on Maritime Economics provides the theoretical background.  Under these supply and demand conditions, prices will be the right mechanism for resource allocation in a frictionless market for profit maximization in the short run.

At the Panama Canal short run is important but the long run is even more so.  For the Panama Canal to grow, it will require improvements on current operational process, changes to the existing infrastructure and navigational channels, and new technology to assure safety and reliability.  These changes are permanent and continuous but, will these be insufficient when trade values for the relevant market grow three to four times faster than trade volumes through the Panama Canal?

Our capacity problem is clearly described by the production possibilities frontier model and trade offs are represented by vessel mix.  Current capital programs and process improvements are reflected as marginal outward shifts of the production possibilities frontier and hence shifting outwardly the supply curve making it more elastic.  A major shift to the frontier should be the result of a major expansion in plant and channel capacity.

One particular segment shows rapid growth rates and market expectations are that it will continue at its current dynamic pace that is container-liner services.  Globalization has lead to a concept of “minimum on-time landed price”.  In a perfectly competitive market, this will imply the most efficient resource allocation, including liner fleets.  Under these premises, the inventory model could be an adequate tool for economic analysis.  We visited cargo owners, the primary market demand; to gain insight into their decision making process, and to validate this model.

Several important findings:  The most obvious is that these markets show significant imperfections and resource allocation shows a degree of distortions.  For cargo owners the problem is summarized as having their cargo on time at a minimum cost or a target price.  Transportation companies, particularly shipping companies, became logistical operators, thus delivering goods from origin to destination at a target cost their business driver.  No longer will the cargo owner have to deal with shipping, rail, and truck or airfreight companies.  Now we work on a one-stop basis.  And the Panama Canal utilization is a part of this globally integrated logistical chain.

For the logistical operator the economic decision becomes profit or rate of return maximization at a given price.  The allocation of its resources, including the container liner vessels, which are part of the variable cost, remains to maximize returns, leading to a bias in favor of the vessel with the lowest cost per container.  Furthermore, if among the logistical operator’s assets are port terminal contracts with volume minimums, asset turnover is maximized by the fullest use of the transportation chain.

Looking long term, our working assumption is that origin and destination will remain very similar to what we see today with China becoming an even larger industrialized country with high rates of economic growth, increasing market share of a Chinese product in our relevant market.  Over the years the Panama Canal has served the US economy and trade, but our approach to investment decision requires a sharper definition of our target market, that for this particular trade are those located in the east coast, east of the Appalachian.  In this case the two main options are landing on the west coast and then rail/truck to the east coast or the all water route through the Panama Canal.  The former handles 84% of container trade while the later 12%.  The all water route albeit less costly takes longer, if once and for all adjustment in inventories is made over the east coast, the time disadvantage will be reduced, as importers currently work at two weeks to one month inventory level.

Taking a look into the inventory model the trade-off is between the opportunity cost for the forgone revenue of merchandise unavailable against the carrying cost of merchandise both depicted as continuous curves.  But if the merchant decision criteria is to have inventories in time to meet the demand the downward risk is to pay from four to eight time the transportation cost for the particular product if unavailable.  Under their economic criteria the inventory model will not fully capture the existing market imperfection.

Sustainability in the long run will be a function of expanding Canal capacity or introducing a new product such as servicing larger vessels.  As world economies grow and concurrent by world trade, the potential demand for Panama Canal service will rise leading to a higher equilibrium price.  The upper bound to this new long run equilibrium price will be the service value.  Unless the supply elasticity is very elastic the new equilibrium price must satisfy the capital recovery criteria.  This is yet to be proven and that is the main thrust of our effort today.  Added as non-price elements will be reliability and safety ever so critical in the transportation markets and crucial for the success of corporations such Autoridad del Canal de Panama that plays an active role in this industry.

In a nutshell, addressing this conference today I have tried to present topics related to the elasticity of demand and to describe particular components associated with the Panama Canal demand.  Concepts such as derived demand, the alternative demand, the particular derived demand for Panama Canal services, lead me to conclude that the latter should be more inelastic than any of the other demands in the upper tiers; i.e. primary and secondary demands.  This is consistent with Alfred Marshall’s elasticity theory.

Second, that the supply also is quite inelastic since the Canal is working close to capacity and thirdly, that the expansion of the Panama Canal and the capital investment program associated with it is very much driven by notions of the market share that the Panama Canal can capture within the relevant market.  It is under these conditions that we define the Panama Canal long-term economic problem for the fastest growing segment of our container cargo moving from Far East to the eastern seaboard of the United States.

This is very small contribution to this conference and I thank you for the opportunity to share my views. 
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