Summary of Testimony of
Mark H. Kadar, Vice President, Mercer Management Consulting, Inc.

Mark H. Kadar, a Vice President with Mercer Management Consulting, Inc. (Mercer), has over
15 years of experience working in and consulting to the transportation industry. He presently
heads Mercer’s liner shipping and port consulting practices. The purpose of Mr. Kadar’s
testimony is to provide the Committee with Mercer’s perspective on the characteristics and
economics of the ocean liner shipping industry, together with the market dynamics of the
transpacific trade.

The international ocean carrier industry is highly fragmented and intensely competitive. This has
caused the industry to incur poor financial returns, despite ongoing volume growth and extensive
cost-reduction efforts. Operating margins are slim and, in general, carriers return less value to
shareholders than is typical for other transportation modes. The key levers available to carriers to
improve financial performance are vessel utilization and rate levels. Vessel utilization (amount
of vessel capacity filled) is a function of import and export demand. When demand weakens on
a specific trade lane (for example, U.S. exports to Asia), carriers must reduce their rates to
compete effectively for less cargo. Conversely, when demand rises sharply, carriers can charge
more as capacity becomes scarce.

One of the problems impacting carriers of late is the severe imbalance of trade on several trade
lanes, including the transpacific (North America-Asia). U.S. imports from Asia greatly exceed
U.S. exports to the region. In fact, the drop in U.S. exports to Asia has become so severe that
overall utilization rates — and therefore roundtrip revenues — have fallen. To make up for the loss
of revenues on U.S. export trade, carriers need to raise rates on U.S. import trade.

Because rates on U.S. exports will continue to fall, even with the rate increase for imports,
transpacific revenues (per slot of capacity) will still be less in 1999 than they were in 1995. And,

much of the proposed rate increase will be absorbed by the cost of moving empty containers back
to Asia.

Furthermore, ocean shipping is only one component of total shipment cost, and transpacific
rates for imports are typically less than 5 percent of declared cargo value. Thus, the rate
increase will add only 1-2 percent to cargo value and have even less of an impact on the
retail cost of goods to U.S. consumers.

Market fragmentation, undifferentiated services, declining freight rates, and poor financial
performance have created a “vicious circle” for liner shipping companies. The liner shipping
industry’s economic performance is typical of an industry in which intense competition has kept
rates low — not one with unbridled pricing power. In order to survive in this competitive

environment and invest in service improvements to meet the needs of its customers, net revenues
must cover long-term costs.
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1. Statement of Mark H. Kadar, Vice President, Mercer Management  Consulting, Inc.

This statement has been prepared by Mark H. Kadar, a Vice President with Mercer Management
Consulting, Inc. (Mercer). I have over 15 years of experience working in and consulting to the
transportation industry and presently head Mercer’s liner shipping and port consulting practices.
My experience includes leading major strategy, organizational design, and operational
improvement projects for liner shipping companies, major railroads, logistics providers, and
ports in the United States and Europe. I also write and speak extensively on strategic, economic,
and regulatory trends impacting the transportation and logistics industries. My individual
qualifications and experience are set forth in Annex A. Selected qualifications and experience
for Mercer are set forth in Annex B.

My purpose in preparing this statement is to provide the Committee with Mercer’s perspective on
the characteristics and economics of the ocean liner shipping industry, together with the market
dynamics of the transpacific trade that are driving the proposed transpacific eastbound rate
increase. I would like to make the following points before the Committee today. In making these
points, I will refer to the supporting visual materials in Section II of the document before you.

A. The ocean liner industry: Characteristics and economics

Worldwide container trade is an enormous enterprise, involving more than 500 carriers,
2,500 vessels and 350 ports. More than 24 million FEUs (forty-foot container
equivalents) were carried by liner companies in 1998.

- Half of all container trade is handled on four trade lanes: the transpacific (North
America-Asia), the transatlantic (North America-Europe), Europe-Asia, and Intra-
Asia. Other major trade lanes include U.S.-South America (east and west coast),
Europe-South America, and trades to Australia/New Zealand.

- Transpacific trade is the largest segment of global containerized ocean freight (18
percent of total) and will grow strongly over the near term.

- Ocean carriage also accounts for about one-half of all U.S.-international trade.

The ocean carrier industry is highly fragmented: None of the top 10 international
carriers has more than a 6 percent share of world vessel capacity. Even the top 20
carriers account for only about half of world vessel capacity.

Liner shipping is essentially a commodity business. The intensely competitive nature
of the liner shipping business has caused the industry to incur poor financial returns,
despite ongoing volume growth and extensive cost-reduction efforts.

- Ocean carriers have very slim operating margins compared to other transportation
sectors.
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- Although direct comparisons are difficult, due to the large number of international
players as well as players with substantial other businesses, in general, ocean
carriers have returned less value to shareholders than other transportation modes
and have underperformed U.S. equity benchmarks such as the S&P 500 and DJTA
(Dow Jones Transportation Average).

- NVOCCs (non-vessel operating common carriers) buy slot capacity on a wholesale
basis and also compete with carriers for retail customers. The number of NVOCCs
in the United States has grown by 35 percent over the past 5 years, and there are
now an estimated 2,600 NVOCCs registered with the Federal Maritime
Commission.

Roundtrip economics are critical to ocean carriers. Carriers operate on set roundtrip
schedules and have largely fixed operating costs. Therefore, vessel utilization and rate
levels drive financial performance.

- Ideally, loaded movements should be balanced in each direction (e.g., eastbound
and westbound). If movements are not balanced, carriers must move empty
containers back to meet customer demand.

_ One of the problems impacting carriers of late is the severe imbalance of trade on
the transpacific and Europe-Asia trade lanes. Due in part to the impact of the Asian
financial crisis, demand for Asian imports from North America and Europe is much
higher than exports to Asia. In the United States, this trend has been exacerbated
by the relative strength of the U.S. economy.

- If carriers are to invest in service improvements and new vessel, container, and terminal
capacity, roundtrip revenues must yield an adequate margin over roundtrip costs.

Capital costs for the liner industry are relatively high and many players already do not
earn their cost of capital.

_ Transoceanic container vessels are expensive assets. Large vessels cost $60 million to
$80 million to build and $40,000-$60,000 per day to operate.

- Annual capital expenditures for large carriers can range from $350 million to more than
$1 billion.

- The requirement for significant capital expenditures, coupled with carriers’ inability to
earn their cost of capital, poses a significant long-term threat to the health of the
industry.

Ocean carrier freight rates are ultimately driven by supply and demand — not collective
ratemaking.

- Rates rise when demand (cargo) equals or exceeds supply (vessel capacity) and fall
when supply exceeds demand. For example, in the Europe-Asia trade, rates declined
steadily from 1991 to 1997 as demand for cargo space fell (see page II-12).
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- Rates can be set from port to port or between inland origin and inland destination. Most
traffic moves under negotiated contract rates. Large shippers negotiate for lower rates
in return for higher volumes.

- The setting of ocean rates is complex. Rates are dependent on the value of the
commodities shipped and, depending on customer requirements, can include inland
transportation, currency and fuel adjustment factors, and a wide range of specialized
services.

While leading ocean carriers are trying to differentiate themselves through improved
service, customers still select ocean carriers primarily based on price and view
switching costs to be minimal.

B. The transpacific trade: Market dynamics

The transpacific trade is also large and fragmented. All of the ten largest ocean carriers
compete in the transpacific trade, as well as 17 other lines. However, even the largest
carrier has no more than a 13 percent market share and the smallest have less than 0.5
percent market share.

Transpacific trade is an important input to the U.S. economy, accounting for nearly half
of all container traffic moving to and from U.S. ports. Typical U.S. import
commodities in the transpacific trade consist of finished goods, while typical U.S.
exports consist of industrial inputs.

Existing carriers are expanding their capacity in the transpacific and several additional
carriers are expected to enter the trade in 1999. This expansion, which the Journal of
Commerce calls a “stampede into the Pacific,” indicates that increasing demand in the
trade is serving to generate vigorous competition.

The transpacific container trade, unfortunately, is highly imbalanced. Eastbound (U.S.
import) cargo greatly exceeds westbound (U.S. export) cargo. The imbalance is
projected to worsen over the foreseeable future.

- Due to this imbalance, more than 1 million empty 40-foot containers will have to be
repositioned to Asia in 1999, at a cost of $600 million to $900 million.

- The imbalance problem is compounded by a peak in demand for eastbound cargo
space during July to October.

Increasing demand has caused eastbound utilization levels (percent of vessel capacity
filled) to rise steadily. However, the decrease in westbound demand has been so severe
that overall utilization rates — and therefore revenues — have fallen.

- The excess demand on the eastbound leg supports the proposed rate increase of
$900-$1,000 per FEU.
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- Adjusted for inflation, 1999 eastbound rates (with the rate increase) will just reach
1995 levels. Westbound rates will continue to fall.

- Declining rates in both directions have cut average transpacific revenues per slot of
capacity by 28 percent between 1995 and 1998. Even with the rate increase,
transpacific revenues per slot will be less in 1999 than in 1995.

- Much of the proposed rate increase will be absorbed by the cost of repositioning
empty containers back to Asia. Empty container repositioning costs average $500-
$800 per FEU.

Ocean shipping is only one component of total shipment cost, and eastbound
transpacific rates are typically less than 5 percent of declared cargo value. Thus, the
rate increase will add only 1-2 percent to cargo value and have even less of an impact
on the retail cost of goods to U.S. consumers.

I. Conclusion

Market fragmentation, undifferentiated services, declining freight rates, and poor
financial performance have created a “vicious circle” for liner shipping companies.

The transpacific eastbound rate increase and westbound transpacific rate decline are
concrete examples of market-based pricing, which the Ocean Shipping Reform Act of
1998 was expressly designed to promote.

The liner shipping industry’s economic performance is typical of an industry in which
intense competition has kept rates low — not one with unbridled pricing power. In order
to survive in this competitive environment and invest in service improvements to meet
the needs of its customers, net revenues must cover long-term costs.
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Annex A. Qualifications and Experience of Mark H. Kadar

Mr. Kadar, a Vice President in the Transportation Group of Mercer Management Consulting,
leads Mercer’s liner shipping and port practices and also works extensively on strategy

development and restructuring projects for transportation companies in Europe and North
America.

At Mercer, he has led strategy, organizational design, and operational improvement projects for
liner shipping companies, major railroads, logistics providers, and ports in Europe and America.

Mr. Kadar’s recent experience includes:
Developing a long-term growth strategy for a large European ocean carrier
Several marketing and customer franchise management projects for a major European airline

Leading a comprehensive engagement involving the restructuring, reorganization, and
successful turnaround of one of Europe’s largest port-operating companies

Efficiency improvement and operational streamlining efforts for several major European and
North American railways

Mr. Kadar writes extensively on strategic trends impacting the transportation and logistics
industries, and is a frequent speaker at conferences.

Before joining Mercer, Mr. Kadar was senior vice president, Atlantic, of Hapag-Lloyd
(America), Inc. Previously, Mr. Kadar worked for the Roland Berger Group and Bain &
Company, Inc., where he focused on the consumer information and direct marketing, consumer
products, and health care industries. He has extensive experience in corporate strategy,
marketing, reorganization, and mergers and acquisitions work.

Mr. Kadar received a B.A. (summa cum laude), M. Phil. (with distinction) in German literature,
and an M.A. from Yale University. He also holds a J.D. (cum laude) from Harvard Law School.
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