Report to the President

Global Steel Trade: Structural
Problems and Future Solutions

July 2000

U.S. DEPARTMENT OF COMMERCE
International Trade Administration






Preface

This report is the product of an intensive eleven-month U.S. Department of Commerce examination of
market-distorting practices and trade barriers in the global steel industry and their possible contribution to
the 1998 U.S. steel crisis. The report also recommends solutions to avoid future crises.

As part of the White House Steel Action Program announced on August 5, 1999, the President tasked the
Department of Commerce’s International Trade Administration with conducting “an intensive examination
and analysis of current subsidies given to producers of steel and inputs for finished steel products and the
extent to which government actions have led to other market-distorting trade barriers.” This report
examines what happened to the U.S. industry in 1998; analyzes underlying structural problems and market-
distorting practices in key steel exporting countries (Russia, Japan, Korea, and Brazil); discusses the
aftermath of the crisis in the United States and abroad; looks at several countries that may pose new
concerns for global steel trade over the next decade (China, Ukraine, and India); and makes
recommendations on how to address these market-distorting practices and trade barriers.

Of course, a number of factors contributed to the steel industry’s situation in 1998. The purpose of this
report was not to quantify or weigh these factors; rather it was to gain a better understanding of both the
short- and longer-term structural problems the industry faced in order to develop domestic, bilateral, and
multilateral strategies to address them head-on, so that future trade crises can be prevented. The
recommendations seek to do this in a way that is constructive, consistent with our World Trade
Organization obligations, and sensitive to the needs of adversely affected communities and workers.

In preparing the report, Commerce Department staff drew upon a wide range of sources in conducting
extensive research on the state of the steel industry in the United States and around the world. In numerous
meetings and discussions in the United States and abroad, Commerce officials consulted:

* Representatives of the U.S. steel industry, workers, and their union leaders.
* Representatives of foreign steel producers and their workers.

» Foreign government and embassy officials.

» Trading companies, steel service centers, and other consumers.

* Industry experts, including academics, bankers, and investment analysts.

» Trade associations representing U.S. and foreign industries.

The Commerce Department also commissioned research reports on the structure and condition of the steel
industries in Brazil, China, India, Japan, Korea, Russia, and Ukraine. While most of the research was
performed between September 1999 and June 2000, every effort has been made to incorporate the most
recent data, trends, and developments.
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The President initiated the Steel Action Program in response to a crisis that hit the U.S. steel industry in
1998, prompted by a flood of low-priced imports and characterized by company bankruptcies and
steelworker layoffs. The analyses and conclusions in this report are not intended to address the consistency
of any of the industry or government practices discussed with either U.S. laws or international rules, and
they do not constitute official findings or determinations under any U.S. laws or international agreements.
Rather, these are practices that have contributed to distortions in both domestic and global steel markets.
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CHAPTER 1

Overview

Introduction

Over a six-month period in 1998, the
U.S. steel industry saw its position in a
strong U.S. market severely disrupted a
low-priced imports reached all-time
record levels.

* Imports of hot-rolled steel—the focal
point of the crisis—increased over 7(
percent from the previous year’s
record high, while the average prices
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» Capacity utilization rates for U.S.
producers dropped to 75 percent at
year's end from over 90 percent
earlier in the yeafChart 1-2)

* While shipments by domestic
producers were up slightly in the first

1-1. U.S. Imports of Carbon Hot-Rolled Flat Products,

1997-1999

half of 1998, they fell 11 percent
between the first and second halves
of 1998.

* Accumulating losses drove six
companies into bankruptcy.

» Thousands of U.S. steel workers
were laid off.

It was not until the second half of 1999
that the industry showed signs of
recovery:

» Prices for a number of steel products
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are now up from the depressed levels
seen in late 1998 and into 1999.
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* New orders are rising and shipments are up 21 percent.
» The industry has been operating at more than 90 percent of capacity so far this year versus 80 percent
during the same period last year.

The 1998 U.S. Steel Import Crisis

The bulk of the increase in steel imports in 1998 and the drop in prices were attributable to a few countries:
Russia, Japan, Korea, and Brd&lome foreign steel producers and traders cut prices significantly. In the

last six months of 1998, high-quality Japanese steel was being sold at prices approaching lower quality
Russian products. This decline in prices led to a steep rise in import penetration in 1998. Import penetration
exceeded the previous peak reached in 1984 that resulted in the imposition of voluntary restraint agreements
(Chart 1-3)

The Asian financial crisis and
35 the catastrophic drop in
demand in Asia compounded
the problems caused by

30 / overcapacity in the global steel

industry(see box, next page).
N The financial crisis quickly
25

resulted in deep recessions in
many Asian economies.
Capital flight contributed to
20 \,/, the significant depreciation of
/ many Asian currencies. As

investment and consumption in

Percent

15

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 Asia fell, the demand for steel
plummeted. When financial

turmoil spread to other
countries, such as Russia and
1-3. Import Penetration: Steel Mill Products, 1980-1998 Brazil, more and more steel

was diverted to the remaining

healthy markets, including the
United States. But long-term structural factors—government assistance, impediments to importing,
noncompetitive market structures, and unsound banking practices—were also at play. These structural
issues have often led to unfair trade problems over the years. Since 1980, almost 40 percent of the unfair
trade cases investigated in the United States have been related to steel products. More than half of these
steel cases resulted in some form of trade relief.

Source: American Iron and Steel Institute.

Short-Term Factors Behind the Crisis

A number of short-term factors emerge as explanations for how the 1998 U.S. steel crisis came about.

Lost Asian DemandThe main precipitating event was the Asian financial crisis. Beginning with Thailand in
mid-1997, financial troubles quickly spread throughout Asia, bringing with them the worst economic downturn

to hit the region in thirty years. As economies collapsed, demand for steel in the region quickly dried up. Asian
steel producers and traditional exporters to the region, such as Japan, Russia, and Brazil, sought other markets.
The situation was further exacerbated as the financial crisis spread to Russia and Brazil by mid-1998.

Currency DepreciationsThe Asian crisis led to currency depreciations in many of the world’s largest steel-
producing countries. Weaker currencies enabled exporters in these countries to lower their dollar-denominated

2 Global Steel Trade: Structural Problems and Future Solutions



steel prices and still make money (as dollars converted into greater amounts of local currency). Korean and
Brazilian steel became particularly attractive to the U.S. market, due to substantial depreciations.

» Korea. Between 1997 and 1998, the Korean currency, the won, lost 32 percent of its value compared to
the U.S. dollar. Effectively, this meant that Korean steel, which previously had sold for $350 a metric
ton (MT) could now be sold for $238, without any change in the amount of local currency received. Of
course, exchange rate changes cut both ways: won prices rose for imported inputs such as iron ore and
coke, which are typically denominated in dollars.

» Brazil. In Brazil, the local currency gradually declined 12 percent over the course of 1998. However,
because the Brazilian steel industry sources all of its raw materials domestically, there was no
significant increase in input costs. This gave Brazilian producers considerable flexibility to reduce
dollar-denominated prices in order to maintain their level of exports to the United States.

Overcapacity in the Global Steel Industry

Overcapacity is a relative term, and there is no single agreed-upon definition. Generally, the term is
used to describe the fact that global steelmaking capacity has been consistently well-above global
steel production over the long term. In the case of steel, this may be attributable to the fact that less
than perfect market forces dominate the industry, such that government supports and other activities
have sustained uneconomic capacity and production. Although there may be different ways to
measure global steelmaking capacity and production, most industry experts that have analyzed the
issue find a sizable and consistent gap between capacity and production over the long term.

A 1999 Organization for Economic Cooperation and Development (OECD) report concludes that world
steelmaking capacity has remained well-above production between 1985 and 1999. The report states that
world steelmaking capacity increased by almost 150 million metric tons (MT) during this time and that by
2001 it will have increased by an additional 45 million MT. However, steel production has increased in
“distinctly smaller proportions,” resulting in a widening gap between production and capacity. (Efforts are
currently under way in the OECD Steel Committee to refine the capacity measurement pursuant to
questions raised as to the accuracy of some of the underlying country capacity data.)

Most other steel analysts have also concluded that there is significant overcapacity in the global steel
industry. A World Steel Dynamics study of capacity utilization rates reached conclusions very similar
to those of the OECD. Moreover, the London-based Iron and Steel Statistics Bureau (ISSB) estimated
world excess capacity to be 250 and 275 million MT in 1997 and 1998, respectively.

Comparable findings of overcapacity have been made for specific regions and countries. The ISSB
calculated 100 million MT of overcapacity in Eastern Europe and countries of the former Soviet
Union, 70 million MT in Asia, 50 million MT in the European Union (mainly in Italy and Spain), and 15
million MT in the United States. The United Nations estimated that overcapacity in Russia and
Ukraine was between 20 million and 30 million MT. Analyzing the Japanese steel industry, a 1999
report by a committee sponsored by the Ministry of International Trade and Industry, which took into
account domestic and global demand over the long term, estimated that 15 percent of Japanese
steelmaking capacity, about 17 million MT, was “surplus.” Finally, one of the conclusions reached by a
recent International Monetary Fund report was that “excess production capacity” had been created in
the Korean steel industry as a result of government influenced private investment (although the report
did not explain how this conclusion was reached). While estimates from various sources indicate that
there is substantial unused steelmaking capacity throughout the world as a whole across many years,
high fixed costs and other factors (including, for example, protected markets and subsidies)
encourage steel makers to operate facilities at high levels of capacity. Such high capacity utilization,
combined with substantial unused capacity overhang, tends to suppress prices worldwide (see box
“The Economics of the Steel Industry” in Chapter 2).
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The currency depreciations in Russia and Japan were less of a factor in 1998.

» Russia.Because the weakening of the ruble came relatively late in the crisis, it appears that few imports
from Russia could have reflected the depreciation prior to the dramatic reduction in Russian imports at
the end of 1998 as a result of antidumping céses.

» Japan.In Japan, the depreciation of the yen clearly played a role in the ability of Japanese steel makers
to charge lower dollar prices. However, import data indicate that cuts in Japanese prices for key
products exceeded the amount of the yen'’s depreciation.

Strong U.S. Demandlhe growing U.S. economy stood in stark contrast to the convulsions and contractions
besetting many economies around the world. In the United States, demand for steel was strong and, until the
middle of 1998, domestic prices generally were still high. Given the openness of the U.S. market and prevalent
high demand and prices for steel, foreign produced steel naturally found its way to the United States.

General Motors StrikeAn unexpected strike of General Motors workers during the summer of 1998 had the
effect of adding a degree of uncertainty. When the strike began, it was unclear how long it would last and what
effect it would have on an already jittery steel market. The financial crisis abroad was softening world steel
demand, and U.S. imports were beginning to increase. However, in the end, the strike was relatively short-lived
(fifty-four days) and its direct impact was minimal and focused on a few products, particularly cold-rolled steel.

Long-Term Factors Behind the 1998 Crisis: Market-Distorting Trade Practices

Beyond the immediate causes of the 1998 steel crisis, the underlying structural issues that have historically
plagued the global steel industry are crucial to understanding the events that took place in 1998.

Because of the importance of the steel industry in
Unique Characteristics of Steel Trade | many national economies, the marked tendency
among all countries during an economic downturn or
crisis is to preserve productive capacity in the hopes
of saving jobs and maintaining economic stability
(see boxj One way or another, steel companies
around the world benefit from government practices
and policies that forestall adjustments mandated by

The world steel industry is characterized by a
variety of noncompetitive practices. The effect of
such practices is that investment decisions as
well as pricing and sales almost certainly are
different from what would occur in a purely
competitive market. In a competitive industry,

production and ultimately capacity should the market. As a result, market forces are not able to
respond to market signals. The steel industry is bring world capacity and supply in line with demand.
not the only sector where demand fell as a result Because capacity and production cuts are resisted,
of the Asian crisis. It is, however, one of the few excess capacity tends to be maintained and more
where there was a very large increase in U.S. steel tends to be produced. This greater supply of
imports relative to domestic demand. There was steel worldwide has a dampening effect on prices in
no dramatic increase in U.S. imports of autos good times and bad.

despite falling sales in Asia. There was no rise in
imports of chemicals or electronic products on
the order of steel imports. The reason for this is
that steel tends to be unique in both its industry

The thirty-year history of repeated unfair trade
actions is symptomatic of underlying market-
characteristics and in the degree to which distorting practices in the global steel market

i gr \ A > . .
noncompetitive market conditions exist as a (see box)® Market-distorting practices can

result of government actions and inactions. spill over into the global marketpladering
cyclical downturns byelping steel companies

maintain or increase market share and
productive capacityia theexporting of low-priced steel. Such practices enabled the steel companies
in the countries most involved in the 1998 crisis to set low prices for exports and forestall downsizing
adjustments mandated by the market.
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History of Steel Trade Friction

The first steel dispute occurred in the United States in 1968. The filing of countervailing duty cases
against subsidized European steel makers led to voluntary restraint agreements. These agreements
ended in 1974 when the global steel market recovered. Another crisis and subsequent filing of
dumping cases—primarily targeting Japanese exports—led to an attempt in 1977 to set minimum “fair
value” prices for imports through the “trigger price mechanism.”

This policy proved ineffective against European exports which were above the minimum prices but
below the European cost of production. To address this problem, antidumping cases were then filed
against three-fourths of European steel exports to the United States and a new trigger price
mechanism was put into place. This policy also eventually proved ineffective, which led to the filing of
antidumping and countervailing duty cases in 1982. The rates of subsidization in these cases reached
over 20 percent for some countries, while dumping rates topped 40 percent. Eventually, new voluntary
restraint agreements were reached, which lasted until 1992.

After concluding the voluntary restraint agreement with most of Europe, however, imports surged
from developing countries and other developed countries. The U.S. steel industry reacted by filing a
large number of trade cases. Extremely high dumping and subsidization rates were established in
many of these cases. The number of different products found to have been dumped or subsidized
was also noteworthy. Between 1982 and 1986, for example, eleven steel products from Brazil alone
were found to have been dumped or subsidized. The early 1980s also saw the first antidumping and
countervailing duty cases filed against Korean steel.

In 1989, the United States launched an effort to negotiate a global Multilateral Steel Agreement to
abolish subsidies in exchange for the end to quantitative restraints. When the voluntary restraints
expired in 1992, another set of trade cases were filed. These cases included Japan, Brazil, Korea,
and numerous European countries, and a number of resulting orders remain in place today. Efforts to
negotiate a multilateral agreement continued until 1997, without success.

In addition to the dumping and subsidy cases filed over the years, four “Section 201" cases (which
address import surge situations) have been pursued on various steel products.

Russia

Perhaps the most significant long-term factor leading up to the 1998 steel crisis has been the emergence of
Russia as one of the world’s top steel exporters. In the period before the crisis, the Russian steel industry was
caught between two systems. A large steelmaking capacity built in Soviet times to meet domestic needs faced

a domestic market in which demand had collapsed. Privatized companies continued to do business by

bartering their products, often not paying their workers, suppliers or taxes, knowing that bankruptcy

procedures rarely resulted in the closure of a company. In addition, state-controlled input suppliers continued
the old command economy tradition of providing low-priced inputs and transport to the steel industry. In this
environment, there was a tendency for more steel to be produced than demand would otherwise dictate and for
steel to be sold at prices not necessarily related to the cost of production. As a result, Russia experienced trade
frictions with a number of countries, of which the United States is only the latest example.

Japan
Lax enforcement of antitrust laws is the primary market-distorting trade practice in Japan affecting steel. The
U.S. government has longstanding concerns regarding the lack of effective enforcement of competition rules in

Japan in generakand coordination within Japan’s steel sector warrants greater scrutiny. Many steel industry
experts note that a “cooperative system” exists among the major steel producers in Japan. Apparent
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coordination on production and other matters help allow Japanese steel companies to charge high prices for
their products in Japan. Because domestic supply needs to be controlled for such a system to work, import
barriers of one sort or another are kept in place to keep import volumes to a minimum. A protected domestic
market confers a competitive advantage on Japanese firms. Revenues from high-priced home market sales can
be used to increase competitiveness through, for instance, spending on research and development. Domestic
revenues can also be used to sustain low-priced exports, which can give rise to concerns of unfair trade.

Korea

The financial difficulties of the Korean steel industry as a whole in the 1990s can be linked to excessive
borrowing to fund over-investment in under-performing capacity. Massive new investments in steel during
the 1990s were encouraged by unsound, often government-influenced, bank lending practices. A number of
nonviable companies, which accounted for almost a quarter of domestic capacity, were kept in operation
before and during the crisis, and continued to produce for domestic and export markets.

The government has also supported the development of Korea’s largest steel producer—POSCO—to the point
that POSCO has achieved a monopolistic position in the Korean steel market. As a government-owned company,
POSCO was used by policymakers to further the government’s industrial development objectives, which

included providing low-cost steel to downstream producers. The Commerce Department found that to be an
export subsidy. Additionally, POSCO’s dominant position raises fundamental concerns about competition within
the Korean steel market and possible trade effects that POSCO’s continued dominance may have in the future.
Korea’s antitrust authorities, the Korean Fair Trade Commission (KFTC), looking at the Korean market in mid-
1998, found that POSCO’s dominance had anticompetitive effects and recommended splitting up the company.
Yet the Korean government has not implemented these recommendations and, as also noted by the KFTC,
POSCO’s market power remains a significant concern for the future of the Korean industry and steel trade.

Brazil

As in Japan, Brazilian producers enjoy the advantages of a domestic market insulated from real market
competition. Although the industry is now mostly privatized and has made progress toward full market
reliance, Brazilian antitrust authorities have already found evidence of cooperative pricing practices among
Brazilian steel producers once. Another investigation is currently under way. These practices, in
combination with various import barriers, reduce domestic competition and create conditions for producers
to charge higher prices at home. Brazilian producers are able to leverage the advantage of an insulated
home market to sell cheaply abroad.

The depreciation of the Brazilian currency in 1998 gave Brazilian producers the flexibility to cut prices
even more in order to retain U.S. export levels in the face of stiff competition, particularly from Russia and
Japan. The difference between Brazilian domestic prices and Brazilian export prices to the United States,
even after accounting for the depreciation, was the principal reason for the U.S. industry’s dumping
concerns with Brazil in 1998.

Response to the Crisis in the United States

The U.S. steel industry had been through import crises before, and had undergone a painful restructuring
process in the 1980s and early 1990s.

» During that time, the U.S. industry closed dozens of inefficient mills, cut capacity, invested billions of
dollars in new technology, raised productivity by more than 300 percent, and eliminated 330,000 jobs.

» Atthe same time, the U.S. industry invested more than $7 billion in environmental controls, cutting
polluting emissions by 90 percent.

6 Global Steel Trade: Structural Problems and Future Solutions



* Led by “mini-mill” companies such as Nucor, the U.S. industry became a world leader in low-cost
production.

As aresult, the U.S. industry believed that it would be difficult for foreign producers to deliver steel to the
U.S. market at a lower cost than U.S. mills.

The 1998 crisis was especially damaging to the U.S. steel industry because the U.S. economy as a whole was
doing well. The steel market is highly cyclical, rising and falling with the ups and downs of the economy.

When the economy is growing, the industry counts on being profitable to tide it over when times are bad. In

the first half of 1998, both prices and demand for steel were up.

By the second half of 1998, steel prices had plummeted even though demand for steel in the U.S. market
remained strong. U.S. steel companies and several communities suffered from a wave of low-priced
imports(see box)

The magnitude of new imports and their detrimental effect upon the U.S. steel industry led to calls from the
industry and steel workers for relief. Even Nucor, a highly efficient U.S. mill which had previously refused
to join in administrative proceedings against unfair trade practices, felt compelled to support such
measures. U.S. steel workers believed they were facing unfair competition. Evaluating the steel crisis and
formulating an appropriate response became one of the President’s top economic and trade priorities.

Adopting a multi-pronged approach, the Administration provided strong enforcement of the trade laws in a
manner consistent with World Trade Organization (WTQO) requirements, while undertaking bilateral efforts
and other measures to address the market-distorting practices that contributed to the crisis. Due in part to

A Company in Bankruptcy, A Community in Crisis

Riverdale, lllinois, home of Acme Steel, is a bedroom community located in Cook County on the
southern border of Chicago. Established in the 1950s, Riverdale’s fortunes rose and fell with the
area’s steel-based manufacturing.

In 1993, Acme Steel and the United Steelworkers made a concerted effort to preserve the company.
According to company officials, between 1994 and 1996 Acme Steel invested more than $400 million
to modernize its facilities with a state-of-the-art thin slab caster and strip mill. At the same time,
Acme’s employees made significant concessions, including layoffs, to ensure that the new facility
would be successful. When the crisis hit, start-up was 90 percent complete. However, the sharp drop
in prices and the collapse of the company’s orders caused severe liquidity problems, which quickly
pushed the company into bankruptcy. As Jim Howell, Acme’s President and CEO said, “The new
facility was to be the engine of growth for Acme, but imports put everything on hold.”

Town officials stated that Acme Steel is the economic foundation of Riverdale. Virtually all of
Riverdale’s tax revenues come from Acme. There is hardly any sales tax base—almost all retail
facilities within the community have closed. Acme provides slightly over $1 million in direct tax
revenues and 70 percent of the utility taxes. Roughly 90 percent of the school budget and 60 percent
of the park and recreation budget comes from Acme.

Acme’s misfortunes have meant cutbacks for Riverdale. While the town has been able to maintain police
and fire services, almost half of the park staff has been let go and the youth and senior programs have
been canceled. The town library has let go one-fifth of its employees and is unable to afford an Internet
hook-up for use by the town’s residents, most of whom do not have access to a computer. The school
district, which has a dropout rate of over 50 percent and a 48 percent new student turnover rate, has also
had to cut back on programs, extracurricular activities, and its computer budget for classroom training.
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these efforts, as well as the
efficiency, productivity, and
competitiveness of U.S. steel
workers and producers, the
industry is well on the road to
recovery—by early 2000
capacity utilization rates were
again above 90 percefsee
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95 Chart 1-2)and have remained
90 at that level through May.
Domestic shipments in the first
85 quarter of 2000 reached record
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earnings were up for most

Source: U.S. Department of the Treasury; U.S. Department of Labor, Bureau

of Labor Statistics. Monthly real prices: Deflated by PPI for finished goods. major Steel Companies-
January 1994 = 100. However, employment has only
recently begun to recover and,
1-4. Steel Price Index (Jan 1994—May 2000) while prices have improved,

they are still below 1997 levels
(Chart 1-4)2

Reform and Restructuring in Russia,
Japan, Korea, and Brazil

As the United States reacted to the impact of the 1998 steel crisis, initial steps were taken in Russia,
Japan, Korea, and Brazil to address the significant structural problems that underlay their struggling
economies. These restructuring efforts have had mixed success in dealing with market distortions
affecting steel trade.

» Russids economy has rebounded since 1998, though it is only just beginning to make up ground lost since
the beginning of the transition, and the government has a long way to go in implementing reforms that will
sustain growth and investment. Domestic steel consumption is increasing, and is expected to grow if the
economy continues its expansion. Barter and the nonpayment of wages and taxes by steel producers have
declined sharply since 1998 and some input prices have been raised. While the Russian government’s 1999
development strategy for the steel industry does not directly address many of the steel industry’s structural
problems, Russia’s new leadership has made a public commitment to reform, and is actively encouraging
cash payment of wages, taxes, and suppliers and discouraging the use of distortive barter transactions.

* InJapan,over the past year, the steel industry has experienced several events that ultimately could
stimulate competition among major steel producers. These include (1) pressure from major automotive
customers for more competitive domestic market pricing, due, in part, to the significant foreign
ownership of major automotive producers; and (2) a reported increase in competition from industry
leader Nippon Steel vis-a-vis the other integrated steel firms. In addition, the banking sector is
undergoing significant reform. Itis too early to judge whether these efforts will increase competition
within the Japanese steel industry.

» Korea has made substantial efforts to reform its financial and industrial sectors. These efforts extend to
virtually every facet of Korea’s economy, including the steel industry; however, it would be premature
to gauge their effectiveness. Furthermore, the Korean government’s delays in implementing its stated
objective of fully privatizing POSCO continue to raise concerns.

» Brazil has also taken positive steps toward structural reform, such as active enforcement of its antitrust
laws. However, the Brazilian government’s recent investigation into allegations of cartel-like behavior
among certain steel producers raises a concern that industry collusion continues.
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New Players in the Global Steel Market

Given the problems with integrating Russia into the global steel market in recent years, attention has been
focused on other possible new players. In particular, the steel industries of China, Ukraine, and India have
been cited as raising the potential for market distortion given their size and the aid they continue to receive
from their respective governments.

» AlthoughChina s the world’s largest crude steel producer, its export potential may not be as great as its
overall production might suggest. Most Chinese steel producers are not competitive internationally. However,
the government has set out to create a few industry leaders which could become significant exporters if the
Chinese market continues to slow or if they choose to pursue exporting for other reasons. Importantly, if
China joins the WTO, the United States will have new mechanisms to address trade concerns with China,
including a special safeguard mechanism for import surges and increased disciplines for subsidies.

» Ukraine’s near-term potential as a major steel exporter is significant. While Ukraine was not a major
exporter to the United States during the 1998 steel crisis, large volumes of steel were exported to the United
States prior to and since 1998. The government’s continued involvement in most of Ukraine’s steel
companies raises a significant concern about the potential for unfairly traded steel in international markets.

» India’s near-term export potential is substantial. India’s steel production capacity expanded rapidly
over the past few years. The decline in domestic demand and active encouragement by the government
has prompted Indian steel producers to turn increasingly to exports. Here too, there is concern about the
possibility for unfairly traded exports because of continued government assistance.

Avoiding Future Crises

The economic revival of many Asian economies and the continued strength of the U.S. market have led to a
rebounding of global steel demand. This is a key component to relieving excessive import pressures in the
U.S. steel market. However, this short-term trend does not reduce the need to address the long-term market
distortions of the global steel industry. If long-term factors are not addressed, then unfair trade practices
and the bilateral trade frictions they elicit are likely to occur again.

The Commerce Department and the U.S. Trade Representative (USTR), in consultation with other agencies,
have developed a strategy that builds on the President’s Steel Action Program to make the trade remedy
process more timely and effective, and to address market-distorting practices that contribute to overcapacity
and instability in the global steel industry. Major elements of the strategy include the following:

» Early warning of import surges and of changes in industry conditionsgCommerce will continue the
early release of steel trade statistics, track and publish key industry statistics, such as steel shipments
and capacity utilization, and monitor global steel production and consumption. To ensure that the
domestic steel industry and workers are aware of any changing conditions, Commerce will make the
early warning information publicly available on the Internet and will send it electronically to
representatives of producers and their workers.

» Faster relief for industries, workers, and communities when import surges occu€ommerce will
ensure fair trade laws are responsive to crisis situations by expediting antidumping investigations and
making early critical circumstances determinations. The Administration will establish an interagency
rapid response team to help communities and workers hit by unfair trade and ensure that communities
are aware of all federal resources that are available to them.

» Steps to address instability in global steel market€ommerce and USTR will intensify their efforts
to determine whether foreign practices affecting international trade in steel are inconsistent with WTO
agreements and, where appropriate, will consider pursuing WTO dispute settlement. In addition, the
U.S. government will address structural problems through continued, focused bilateral engagement with
Russia, Japan, Korea, and Brazil and through multilateral forums, such as the Organization for
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Economic Cooperation and Development Steel Committee. Where our concerns are not resolved
through bilateral and multilateral discussions, the United States government will determine whether
additional action is warranted. Commerce’s Subsidies Enforcement Office will enhance its efforts to
determine whether any foreign activities constitute actionable subsidies under the WTO Subsidies
Agreement. This initiative will also include new players like China, Ukraine, and India.

» Reinvigorating the international steel policy agendal'he Administration will take steps to make the
OECD Steel Committee a better forum for real progress, including increasing the level of participation
in OECD Steel Committee meetings and reinvigorating its agenda. The Administration will seek a
moratorium on multilateral development bank lending that substantially increases steel production.

By taking meaningful steps to deal with structural problems now, the United States and its trading partners
can help to avoid the cycle of import surges and trade actions that have characterized steel trade for the
past thirty years. These efforts will also benefit the global steel market and the economies of the countries
involved by ensuring open and fair markets that will lead to increased competitiveness and productivity.
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CHAPTER 2

The U.S. Steel Import Crisis

Introduction

The U.S. steel crisis of 1998 began to take hold i
the middle of the year and then came on quickly.
the last six months of the year, import penetratiof
reached record levels, domestic shipments fell 11
percent and capacity utilization rates dropped
dramatically(Charts 2-1, 2-2}.The speed and
severity of the crisis, and the abrupt deterioration

of the U.S. industry’s fortunes, caused steel

Imports were killing us. All of a sudden, we went
from three shifts down to two—you knew what
was coming. Each day I'd look and see my order
sheets dropping. Then you start looking to see if
your name'’s on the list, asking you to report to
the front office. One day it's up there, and your
job is gone.

Harry Thuedaus, steel worker at Acme Steel,
laid off after seven years with Acme

companies and workers to fear that they might

soon be facing one of the worst crises to hit the industry in recent years.

The rapid growth in imports coupled with the drop in prices hit many U.S. steel companies hard. During
the second half of 1998, a number of U.S. companies saw their sales drop sharply.

* North Star BHP’s order

books dropped from 227,000

metric tons (MT) to less than| 3°%

55,000 MT in a period of
less than six weekKs.

* In September 1998, 30%

Wheeling-Pittsburgh saw
143,000 MT vanish from its

S\

) 25%
order books in a ten-day

period?

/

* From November 1998 to

20% ——=
February 1999,
Northwestern Steel's
business fell off by 40 15%
Jan '98

percent. According to Fred
Rocchio, president and
CEOQO, the impact of the

Source: American

Mar’'98 May'98 July’'98 Sept’98 Nov '98

Iron and Steel Institute.

import surge became
evident in late 1998 when
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orders for beams and
channels “just up and died.”

100%
Even after the company

drastically slashed prices to
match those of imports, it

was forced to close its wire 90%

and wire rod operations and

lay off 320 steel workers. 85%

» Acme Steel saw 63 percent

of its order book disappear 80%

in two months—to a level

. : 75%
below the practical running S%

capacity of the blast

70%
furnaces.

* Six firms—Acme Steel,
Geneva Steel, Gulf States
Steel, Laclede Steel,

Jan 98

Source: American Iron and Steel Institute.

Mar May Jul Sep Dec 98

Quialitech Steel, and World
Class Processing—were
driven into bankruptcy,

2-2. Monthly Capacity Utilization Rates

typically citing the increase in steel imports and the fall in prices as one of the reasons they filed for

protection under Chapter 11.

Thousands of steel employees were laid off in 1998 and TB®&ughout the fall of 1998, steel firms

Steel Users’ Views

Steel-consuming companies have noted the
benefits of steel imports to the U.S. economy.
They argue that steel imports can improve the
competitiveness and profitability of steel-
consuming industries. They also argue that trade
cases may result in higher input costs or supply
disruptions for their industries. In testimony
before the Senate Finance Committee, J. B.
Porter, Chief Procurement Officer for Caterpillar
(one of America’s largest importers of steel)
stated that lower-priced steel imports benefit the
metal fabrication, transportation, industrial
machinery and construction industries, which
depend upon steel as an essential input, and,
which combined, employ many more workers
than the steel industry.

As a net importer of steel, the United States
depends upon foreign steel to supply part of its
needs. Moreover, the U.S. steel industry depends
upon semifinished steel imports to supplement its
own production. In 1999, more than 7 million MT
of semifinished steel was imported for use by
U.S. steel companies to convert into finished
steel products.

shut down lines and cut back their workforces.

* U.S. Steel’s Fairless Works laid off 300 of its
850 workers the day before Thanksgiving.

* In December, Bethlehem Steel laid off 650
employees, while Northwestern Steel laid off 250
employees.

* At Weirton Steel, 747 workers spent their
holidays in the unemployment lide.

The situation in 1998 was different from previous
downturns. The U.S. industry was not in the midst
of a recession as it had been in the eE®B0s.
Following painful restructuring, a more efficient
industry emerged in the 1990s, making the United
States a competitive and relatively low-cost
producer of steel products. Nor was the U.S. steel
market weaksee box, this pagé) Demand was

up, and 1998 had been predicted to be a banner
year for U.S. industry. Instead, thousands of steel
workers lost their jobésee box, next page)

The crisis was triggered by economic downturns
abroad. The Asian financial crisis began with
Thailand in mid-1997, and spread throughout
Asia, bringing with it the worst economic
downturn to hit the region in thirty years. As
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The Steel Workers’ Perspective on the 1998 Crisis

There were several reasons U.S. steel workers reacted so strongly to the 1998 crisis. First, steel
workers believed that they had paid their dues. U.S. steel companies and workers had gone through
fifteen years of painful restructuring that had resulted in a much stronger and leaner U.S. steel
industry. But increased productivity came at a heavy cost. With steel shipments remaining level, more
efficient steel-making resulted in a dramatic drop in employment. Between 1979 and 1994, total steel
industry employment fell 58 percent, a loss of more than 330,000 jobs.

Second, at a time when they believed that they should have been reaping the benefits of a strong U.S.
market, steel workers were instead facing layoffs, shorter shifts and reductions in pay. The U.S. steel
market was not in the throes of a cyclical downturn—demand in the U.S. market increased in 1998, up
six percent compared to 1997, a year in which demand was already strong. However, with so much
foreign supply entering the U.S. market, prices declined in the face of increased U.S. demand.

Finally, steel workers believed that maintaining a strong domestic steel industry was important to the
nation. As Jerry Bugg, President of USW, Local 1053 said, “Steel is a critical industry for the United
States—critical for the economy, critical for our defense. Cut the basement out of the house and it
won't be long before you'll have the roof down on your head.”

economies collapsed, demand for steel in Asia quickly dried up. Asian steel producers and traditional
exporters to the region, such as Russia and Brazil, needed to find other markets and turned to the United
States and Europe, where demand was still strong. The situation was further exacerbated as the Asian
financial crisis went global, spreading to Russia and Brazil by mid-1998.

One would have expected U.S. imports to increase as a result of these financial crises. Few, however, anticipated
the magnitude of the increase in imports that took place in 1998. A large amount of steel was diverted to the
United States from other markets as imports increased 33 percent over 1997 (which had been a record year for
U.S. imports)? The largest increases came from Japan, Korea, and Russia. Imports from these three countries
alone accounted for 76 percent of the 9.4 million MT increase in total U.S. steel imports.

The 1998 steel crisis was not simply an issue of increased volume. Imported steel was coming in at
extremely low prices in many instances, assisted by the declining value of foreign currencies that buoyed
dollar-denominated export revenue in home
currency units. Led by Japan and Russia, and

often followed by Korea and Brazil, it appearec
as if foreign producers were trying to beat eac
other in a race to the bottothAs Nicholas
Tolerico, executive vice president of Thyssen
Inc. (Detroit), the U.S. importing and
processing division of Thyssen AG (Germany)
noted during the crisis, “I've seen fliers
advertising Japanese-quality steel at Russian

prices. There’s only one place for the Russiang

It's bad enough to lose money when the market is
down. But we were at the height of the market
from the demand side, so that all this happening
[the lost orders, sharp price declines, subsequent
financial losses and layoffs] is doubly unfortunate
when you consider you're in a cyclical market.

Fred Rocchio, President
Northwestern Steel

to go: even lower®

By the second half of 1998, steel prices in the U.S. market had plummeted, falling to levels well below
where U.S. companies could price profitably. Strikingly, this occurred while demand for steel in the U.S.
market was booming. Although the General Motors strike in mid-1998 caused some uncertainty just as
increasing imports began to hit U.S. soil, overall demand was strong in 1998 and remained strong in 1999.
Nevertheless, U.S. steel companies, which had been profitable in 1997 and early 1998, faced significant
losses by early 1999.
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The Economics of the Steel Industry

The steel industry is characterized by high fixed costs and relatively inelastic demand, particularly in the
short term. Because a large proportion of steel mill costs are fixed, producers have a strong incentive to
maintain or increase capacity utilization. In addition to large capital investments, many of the major
costs associated with the operation of a facility are fixed (e.g., depreciation, costs associated with
starting up blast furnaces). These factors put pressure on companies to keep mills running even when
market signals may be indicating the need for production cutbacks, the temporary idling of facilities or
even the elimination of capacity. Once a mill is idled, it is very costly to restart production. Thus, mills
may continue running even when prices fall below average total costs, or even below marginal costs.
While output can be reduced, each reduction raises the cost per ton of steel produced.

Construction of a large integrated steel mill runs into the billions of dollars. Even for a much smaller
mini-mill, construction and equipment costs run into hundreds of millions of dollars, especially since
the advent of the hot-rolled coil flat-rolling mini-mills with downstream processing (e.g., cold-rolling
and galvanizing lines), and upstream material facilities (e.g., direct-reduced iron production).
Increasingly, in the United States and other industrialized countries, labor is a fixed cost as well, due
to substantial legacy costs relating to former employees, and labor contracts that have emphasized
job security over wage and benefit hikes.

With respect to demand, a number of factors limit the elasticity of steel demand in the short term. These
include automotive model-year plans and, more generally, material processing constraints associated
with end user equipment. In the short term, manufacturers cannot easily switch to steel from other
inputs, even if steel becomes more attractive due to falling prices. For example, steel frame housing
construction can be economical during periods when lumber prices are high and steel prices are low.
However, given the dominance of wood frame construction and the price volatility of both commodities,
builders may be unwilling to invest in the special equipment and training needed to make the switch.

These cost and demand realities of the steel business lead to situations where sudden sharp declines in
demand put severe pressure on market prices for steel products as producers fight to maintain or gain
market share. When demand slumps, companies are reluctant to incur the costs associated with idling
and restarting mills, and so may be willing to reduce prices to marginal costs in order to maintain
capacity utilization. Added to these costs are also long-standing structural problems, such as significant
overcapacity in the global steel industry, government assistance to maintain older capacity, barriers to
imports, anticompetitive practices and, in some countries, the direct or indirect involvement of the
government in the steel industry. The result is the suppression of prices during times of crisis and even
over the long term. Such price suppression contributes to the generally low levels of return on
investment that steel analysts have noted and that steel industry figures have complained about.

The increasing globalization of the steel industry has meant that firms must adapt to demand
conditions in other markets. In open steel markets, such as the United States, steel companies find
themselves facing pressures caused by collapsing markets on the other side of the world, pressures
which may quickly undercut strong or healthy market conditions at home. Such pressures may be
further exacerbated if structural conditions in other countries insulate those markets from the effects
of the economic conditions of the global steel market, and help explain the recurring concerns over
trade practices in the steel industry.

Given the strong demand in the U.S. market, U.S. steel companies expected to be able to build a cushion
for the lean years that tend to follow in a cyclical industry like steel. Instead, they were losing money on

sale after sale. As 1998 came to a close, what started as a promising year for the U.S. steel industry ended
with the industry in crisis.
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1997: A Cloud Behind Every Silver Lining

In 1997, the financial health of the U.S. steel industry, the strong U.S. market, and the forecast of more

good times to come masked problems in the global steel industry. Even as late as June 1998, the debate was
still strong over whether the financial crisis in Asia would have a severe impact on the U.S. steel market.
While some correctly predicted that economic downturn in Asia would lead to a surge in steel imports,

others predicted a drop in the market share of imports in 1998 due to canceled expansion plans and export
financing difficulties of producers in Asia.

The forecasts of import declines seemed to be borne out by the trend in imports in early 1998. March 1998
import statistics, released in May, showed that imports fell in the first quarter compared to the same period
in 1997, even as demand continued to rise. The first indications of an impending import surge did not
appear until the release of April statistics in late June 1998. Randy Cousins, an analyst with Nesbitt Burns,
commented at the time, “Consider that Asia has thrown a boulder into the world steel pond and it is
beginning to ripple out!®

Strong U.S. Market in 1997 Results in a Good Year
for the U.S. Industry

Nineteen ninety-seven was a good year for the U.S. steel industry, in fact, one of the better years for the
industry during the 1990s. The healthy U.S. economy sparked increases in sales of automobiles and
appliances—both heavy users of steel, particularly flat-rolled products. The economy also spawned a
construction boom which, coupled with major infrastructure projects such as highway and bridge repair,

led to strong markets for long products such as heavy structurals and rebar. Demand for steel products had
increased steadily in the mid-1990s. 1997 was no exception. U.S. apparent consumption for total steel mill
products increased almost 5 percent compared to 1996, an increase of approximately 5.4 million MT. U.S.
steel mills were in high gear with capacity utilization above 85 percent throughout 1997 even though

overall U.S. capacity had grown the previous three years.

Imports rose in 1997 but were largely absorbed by increasing demand. Steel imports in 1997 reached a
record 28 million MT, an increase of approximately 7 percent over 1996. Yet the market share of imports
increased only a slight 0.5 percent over 1996.

Prices were strong in 1997 with price increases in most major product lines compared to the previous year.
For example, as reported Purchasing Magazin&”

» Spot prices for carbon hot-rolled sheet rose 20 percent from about $331 per MT in January 1996 to
$397 in February 1997 and then held steady through May 1997 before tapering off somewhat toward
the end of 1997

» Similarly, spot prices for cold-rolled sheet rose 16 percent from $474 per MT in January 1996 to $551
in February 1997, holding steady at this price through May 1997.

» While prices for wide flange beams (a heavy structural product) initially declined in 1996 and early
1997, prices began to recover in the summer of 1997, rising 7 percent in the fall of 1997 to $424 per
MT and leveling off until the end of June 1998.

Given continued strong demand and higher prices, steel companies experienced fairly strong sales, net
income and operating profits in 1997 and through the first half of 1998. Reflecting the financial health
of the industry, steel industry employment remained fairly steady throughout 1997 and into early

1998, abating, at least temporarily, the long-term downward trend in steel empl&(sembox, next

page)®
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Productivity and Employment in the U.S. Steel Industry
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2-3. Output and Productivity, Steel Mill Products
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2-4. Employment, Steel Mill Products

Throughout the 1980s and 1990s, the U.S. steel industry underwent massive restructuring and
reorganization, investing well over $50 billion in steel plant modernization, according to an AlSI
estimate. The restructuring greatly increased productivity, as obsolete and inefficient mills were shut
down, aging lines updated and newer, more productive plants brought on line. As steel companies
became more efficient, the actual tonnage of steel shipped remained fairly steady, contributing to a
decline in employment.

Two technological trends
contributed to the
increase in productivity
and decline in
employment. First, raw
steel production shifted
from the relatively labor
intensive and less efficient
open hearth furnaces to
electric furnaces. Second,
the percentage of total
U.S. raw steel production
continuously cast
increased from 65 percent
to 96 percent between
1989 and 1998. Recent
developments in thin slab
casting by Nucor Corp.
and other mini-mills have
pushed productivity in flat-
rolled steel production up
even further.

The industry also saw a
significant shift in demand
for steel in the United
States in the 1980s and
early 1990s as the demand
for smaller, lighter
automobiles and the
growing use of steel
substitutes such as
aluminum and plastic took
hold. This downward trend
reversed prior to the 1998
crisis. Steel demand, as
measured by apparent
consumption, had been
strong since the mid-
1990s, and in 1998,
demand increased by 6
percent compared to 1997.
But the recent increases in
steel demand did not offset
the decades-long decline in
steel employment.

16

Global Steel Trade: Structural Problems and Future Solutions




These productivity increases and shifts in demand over the past two decades have resulted in a
significant decline in employment in the steel industry. In the fifteen years between 1979 and 1994,
total steel industry employment fell 58 percent, from 570,500 to 239,200, a loss of 331,300 jobs.
However, by the mid-1990s, the major restructuring efforts were complete, and the sharp drops in
employment leveled off.

While finished steel product shipments, as of the late 1990s, were down only slightly from the peaks
of the early 1970s, employment in the industry had fallen by more than 60 percent. According to AlSI,
man-hours per ton of finished steel decreased from about ten in the early 1980s to well below four by
the late 1990s.

With few inefficient producers left, a very lean and highly productive U.S. steel industry emerged. It is
in this context that the industry saw an abrupt decline in employment in 1998 when thousands of steel
workers were laid off at the end of the year.

Storm Clouds on the Horizon
Financial Crisis in Asia

The financial crisis in Asia began in mid-1997 in Thailand and quickly spread to Malaysia, Indonesia, the
Philippines and Korea. In country after country, currencies collapsed and stock prices plummeted despite
efforts at intervention. During the last half of 1997, the Thai baht lost 49 percent of its value against the
dollar, while the Malaysian ringgit, Indonesian rupiah, Philippine peso, and Korean won lost 35 percent, 44
percent, 34 percent, and 48 percent of their values, respeétilretiie same six-month period, Thai

stocks fell 29 percent while stocks in Malaysia, Indonesia, the Philippines, and Korea fell 45 percent, 45
percent, 34 percent, and 50 percent, respecti¥Blgnks began to fail due to over lending and the high

costs incurred through dollar denominated debt payments which could not be met after very large currency
devaluations.

The crisis was the worst economic downturn in the region in thirty years. Three countries—Thailand,
Indonesia, and Korea—sought International Monetary Fund (IMF) assistance. In August 1997, Thailand
agreed to an IMF Program that included a $17 billion package of loans, provided by the IMF, World Bank,
Asian Development Bank, and selected governments. In October, Indonesia agreed to an IMF loan that
included $40 billion in multilateral and bilateral support. In December, Korea agreed to $57 billion in
multilateral and bilateral support. The economic policies pursued under the IMF-supported program,
combined with emergency financial support, helped these countries begin the slow and painful process of
economic recovery.

In the first year of the crisis, an additional 40 to 50 million people in the region fell below the poverty line,
not only in Indonesia and the Philippines, but also in Korea, Thailand and Malaysia, countries that had
made considerable strides in alleviating pov&illions of children in the region left school as a result

of the crisis to either work as laborers or beg on the side¢sirs of widespread hunger and malnutrition

in Indonesia arose as government officials in 1998 estimated that 100 million Indonesians, close to half the
nation’s population, would be unable to afford food and basic necessities by yea?’s end.

In the years prior to the financial crisis, the massive amount of available capital in Asia encouraged
unsound lending practices, which were exacerbated by government interference in the financial sector,
crony capitalism, and corruptidhForeign lenders had been rushing in to take advantage of new
opportunities in a growing region. For example, total foreign debt in Korea almost tripled between 1992
and 1997, increasing from roughly $43 billion at the end of 1992 to $121 billion at the end &f 1997.
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This “easy money” led to extensive borrowing for risky investments in real estate and industrial capacity,
especially in the automobile, petrochemical, semiconductor and steel sectors. Companies became highly
leveraged. As th&999 Economic Report of the Presidemticluded, “Borrowers that should have been
foreclosed upon, or at least cut off from further lending, were allowed to continue borrowing, which increased
their losses and those of their ban®dri Korea, the average debt to equity ratio for the top thirty industrial
conglomerates (or chaebols) in 1996 was 387 percent, ranging from 250 percent to 8,500 percent. By 1997,
this average rose to 519 perc&nh contrast, the average ratio in the United States was 70 p&€rcent.

Easy credit led to substantial overcapacity in the manufacturing sector before the financial crisis began. By
1997, uncompetitive investments in capacity expansion projects resulted in severe gluts in regional steel,
semiconductor, petrochemical, and automobile ma#kets.

» Thailand had estimated excess capacity of 192 percent in the automotive industry, 195 percent in the
petrochemical industry, and 150 percent in the steel bar indastry.

» In Korea, according to the Organization for Economic Cooperation and Development (OECD), an
investment-led boom in 1994 and 1995 gave way in 1996 to falling prices in several important export
sectors. As stated by the OECD, “There is little doubt that over-capacity in key industries was a major
structural weakness of the Korean economy, and that the excessive private debt which contributed to its
build-up was a factor in rendering the economy vulnerable to the ¢&fisis.”

* Thel1999 Economic Report of the Presidalisb discussed the relationship between the region’s financial
practices and overcapacity. “It appears, for example, that some Asian firms, unchecked by external market
discipline, developed excess capacity in industries such as steel and electronics. Many Asian economies are
currently struggling to overcome the adverse real consequences of these misguided financial &ecisions.”

Large shares of bank lending for real estate fueled a construction boom, particularly in office buildings and
luxury condominiums?® An analysis of Bangkok in late 1994 noted that 62 percent of the 4 million square
meters of office space had been added since 1992. The analysis predicted another 3 million square meters
to be built by the end of 1997, despite the fact that the vacancy rate at the time was already 20 percent.

The financial systems that had helped drive high growth rates during the 1990s were themselves highly
dependent on sustaining those growth rates. As time went on, abundant credit led to more and more
speculative ventures or noncompetitive expansion projeCampanies with heavy debt loads became ever
more vulnerable to even slight economic downtdfi$ie high proportion of foreign loans left them
vulnerable to currency devaluations.

As returns on investment dwindled and growth rates in the region declined, companies were unable to meet
their loan payments. In early 1997, major bankruptcies revealed the extent of the underlying structural
problems in the corporate and financial sectors behind the miracle growth in the region and provided a
glimpse of the problems to corffeAs weaknesses of the financial systems in each country were exposed,
domestic and foreign investors began leaving, resulting in capital flight and extreme pressure on these
countries’ currencies. Panic set off a spiral of currency devaluations, stock crashes and bankruptcies that
rippled throughout the region. By the end of 1997, what might have been a series of isolated national
economic downturns quickly turned into a regional crisis poised to spread throughout the global economy.

Financial Crises in Russia and Brazil

Russia.By early 1998, the Asian financial crisis began to have an impact on Russia by driving world oil

and gas prices down. Because these sectors had accounted for 43 percent of Russian exports, Russia’s
export earnings fell, putting pressures on currency reserves. Russian steel exports to Asia also began to
fall, putting further pressure on foreign currency revenues. The Asian financial crisis undermined investor
confidence in emerging markets including Russia and led to a reduction in foreign and domestic investment.

18 Global Steel Trade: Structural Problems and Future Solutions



In mid-1998, financial crisis hit Russia. The long-term inability of the Russian government to balance its
budget caused it to respond by issuing an ever-increasing amount of government bonds and by not paying its
workers, soldiers, or pensioners. More than 40 percent of the budget expenditures in August 1998, for
example, were earmarked for debt serfideterest rates on short-term bonds climbed to 200 percent as the
Russian government tried to maintain capital inflows. Eventually, the lack of confidence in the government’s
ability to repay its debt caused investors to pull out of the bond market. With no money coming in, the
Russian government could no longer support its debt. On August 17, 1998, the government announced a
ninety-day moratorium on external debt repayments and a de facto devaluation of the ruble. Within days, the
ruble lost 30 percent of its value. These events had serious economic and political ramifications for the
country and its struggle toward a market economy. By mid-October, the Russian stock market was down 88
percent from its January 1, 1998, level, and the ruble had lost two-thirds of it$"W&luen the ruble finally
stabilized in early 1999, it had lost 74 percent of its v&lue.

Brazil. A financial crisis also hit Latin America, precipitating regional economic declines, sharp drops in
commodity prices, and distortions in global trading relationships. Losses from the Russian stock market
crash forced many investors to pull money out of Brazil to meet margin and other calls for their assets.
After the Asian and Russian debacles, investor perception was that the South American economies,
particularly Brazil, would not be spared.

When the Brazilian real came under attack in mid-1998, the Brazilian government raised short-term
interest rates to almost 50 percent in an attempt to stall or prevent the currency’s collapse. Many market
analysts believed that the steps taken by the Brazilian government undermined the confidence of foreign
investors and led to the real’'s dramatic devaluation in early 1999.

With major steel-producing countries such as Korea, Russia, and Brazil locked in a financial crisis and
with Japan, the world’s third largest steel-producing country, entering its eighth year of economic
downturn, the stage was set for a global steel crisis.

Financial Crises Trigger the U.S. Steel Crisis

Changes in three short-term variables in 1997 to 1998—a reduction in Asian steel demand, a fall in Asian
currency values, and an increase in U.S. steel demand—are key to understanding what triggered the U.S.
steel crisis. While in theory these variables could have been either reinforcing or offsetting, in 1998 they
individually and collectively contributed to an increase in U.S. steel import volumes.

Effects on Asian Steel Producer§he Asian financial crisis severely curtailed economic activity in many
Asian countries, depressing demand for steel in the construction and manufacturing sectors. The crisis was
particularly severe given its suddenness and magnitude, due in large part to the fact that it came at a time
of robust and sustained economic growth and high expectations. Asian steel producers faced not only
shrinking domestic markets, but shrinking regional export markets as well, and were left to find new buyers
for their steel products.

Currency devaluations made Asian steel producers’ products more competitive from a price standpoint,

but not in the same markets and not necessarily to the same degree. For example, between January 1996
and the middle of 1998, the yen, the won, the rupiah and the baht all fell in value, but at different rates. In
dollar terms, the Indonesian rupiah fell the most (83 percent), followed by the Korean won (44 percent),

the Thai baht (40 percent), and the Japanese yen (26 pdCeat) 2-5)*

Effects on Russian and Brazilian Producerésia was a major export market for both Brazil and
Russia. When Asian steel markets contracted, Brazilian and Russian steel producers, like their Asian
counterparts, were left to find new buyers for their steel products.
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Source: Federal Reserve, DRI & Russian Economic Trends (January 2000).

In light of the initial devaluation of Asian currencies, steel producers in Russia and Brazil likely saw rising
U.S. demand and the strong U.S. steel market as their best opportunity.

1998: U.S. Industry in Crisis
Up Sharply in April, Imports Climb Steadily Throughout the Year

Beginning in April 1998, steel imports began to rise dramatically, up 21 percent from both March 1998
and the previous April. By the end of 1998, steel imports had increased to almost 38 million MT, a 33
percent increase over the 28
million MT imported in 1997,

S the previous record year for
imports(Charts 2-6, 2-7)

Foreign producers have said

that they were simply meeting

the rising demand in the United

States during 1998, demand
that they claimed U.S. steel
mills were unwilling or unable

‘ | | | | | | to supply. General Motors has

Metric Tons
Millions

noted that starting in late 1997,
parts suppliers were reporting
Jan’97 Apr  July Oct Jan’'98 Apr July  Oct that certain U.S. steel makers
were placing customers on
allocation and encouraging

_ them to look elsewhere for
2-6. U.S. Imports of Steel Mill Products additional product! Similar

Source: U.S. Department of Commerce, Bureau of the Census; American Iron and Steel Institute.
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concerns regarding purchase
allocations and potential 40
shortages were raised with
respect to the structurals

market?® 30

Strong U.S. demand certainly
made for an attractive U.S.
market. However, the increase
in steel imports into the United
States far outstripped the 6
percent increase in U.S.
demand. Steel imports
increased by 9.40 million MT, 1996 1997 1998
compared to an increase of
6.75 m||||0n MT in U.S. Steel Source: U.S. Department of Commerce, Bureau of the Census; American Iron and Steel Institute.
demand—an overhang of
almost 40 percent. This pattern 2-7.U.S. Imports of Steel Mill Products

held true for individual product

categories as well. Demand for

hot-rolled steel in 1998 grew by 3.5 million MT, while imports increased by 4.6 million MT. Demand for
structural steel in 1998 increased by 1.2 million MT, while imports increased by 1.6 million MT. With
respect to import levels, Father William Hogan, director of Fordham University’s Industrial Economics
Research Institute and a noted industry expert, stated:

Millions
N
o

Metric Tons

10

| cannot conceive of any situation where the United States would need 20 to 30 million net tons of
finished steel imports. From a peak demand standpoint, the United States would need only about 10
to 15 million net tons of imports, given current U.S. finished steel product caffacity.

Because the U.S. market could not absorb the import oversupply, U.S. steel mill inventories rose
approximately 5 percent by December 1998 compared to pre-crisis levels in autumn 1997. By mid-1999,
inventories were up 11 percent compared to autumn 1997 fé@sasrice center inventories rose
approximately 20 percent from the second half of 1997 to the end of 1998—from an average of roughly
6.5 million MT to almost 8 million MT?

Noting concerns about steel price declines in the face of strong U.S. demand, as measured by the increase in
U.S. apparent consumption to about 130 million MT in 1998, James Collins, former president and now policy
advisor to the Steel Manufacturers Association, said:

In that phrase “apparent consumption,” the key word is “apparent.” For we know the U.S. market

will not have consumed 130 million tons of steel in 1998. How many excess tons are sitting on
docks, in bonded warehouses, or in the inventories of service-center distributors? Many are guessing
that the overhang on the market is at least 5 million tons of finished steel, certainly enough to
depress steel prices to levels below costs of production for many U.S. producers. 1998 is turning
into a year in which 9 to 10 million tons of additional imported steel, over and above the 31 million
tons imported last year, is the straw that broke the camel’s*back.

Anecdotal evidence suggests that a buildup of inventories may have also taken place among nontraditional
holders of steel, such as traders and importers. Some market observers have alleged that importers brought
in and warehoused large quantities of steel during 1998 at the low prevailing prices to avoid problems
associated with future trade cases. These observers reported large inventories built up right at or near the
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ports, presumably in large part
by traderg? In New Orleans,
steel was being piled up
wherever there was room, both
inside the warehouses and
outside in parking lots and
along the roads. As noted by
New Orleans port official
Robert Landry at the time of
the crisis, “We're using every
square inch we have for cargo,
and most of it is steeP?

12

Metric Tons
Millions

1996 1997 1998

As the imports arrived, they

*All grades. Includes hot-rolled sheet, strip, and plate in coil.
not only exceeded U.S.

Source: U.S. Department of Commerce, Bureau of the Census; American

Iron and Steel Institute. demand, but also took
significant market share. In
2-8. U.S. Imports Of Hot-Rolled Steel* particular, imports of finished

steel products increased 40
percent, accounting for
roughly 9 million MT of the 9.4 million MT
increase in steel imports. The import penetration
level for finished steel €., the share of the
U.S. market accounted for by imports) climbed
to 33.4 percent in November 1998—up from 23

No one can recall a time when U.S. steel prices
have fallen this far this fast in a period of record

U.S. market demand. percent in March and the highest monthly level
in more than twenty years. At the same time,
Peter Kelly, CEO, LTV Steel, U.S. capacity utilization fell considerably,
before Senate Finance Committee | jndicating that increased imports were not

merely filling a void that U.S. producers could
not fill. Import increases occurred across all
segments of the domestic industry. While the

increases in flat-rolled
products, particularly hot-

rolled steel, received the most 3,000
attention, dramatic increases
occurred in a variety of long 2,500
products and pipe and tube
(Charts 2-8, 2-9, 2-10, 2-11, @ 9 2,000
2-12). R g
2 8 1500
22
Import Surge S F
Traceable to a Few 1,000
Countries 500
Three countries—Japan, 0
Korea, and Russia—accounted 1996 1997 1998

for the vast bulk of the import
increases in 1998. Compared t
1997, steel imports rose 162

percent from Japan, 108 2-9. U.S. Imports of Heavy Structurals

Source: U.S. Department of Commerce, Bureau of the Census; American Iron and
Steel Institute.

=)
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percent from Korea, and 59
percent from Russia. These
three countries alone accounted
for 7.13 million MT, or about
76 percent of the overall 9.40
million MT increase in steel
imports in 199§ Chart 2-13)

In sharp contrast to the large
import increases from Japan,
Korea, and Russia, 1998
imports from other major
foreign steel suppliers to the
United States fell or remained
at roughly the same level.

* Imports from the EU fell 4

percent.
» Imports from Mexico fell 5

percent.

* Imports from Canada
increased slightly, up 3
percent compared to 1997.

As Imports Rise, Prices
Tumble: Product-by-
Product Review

An examination of individual
product categories underscoreg
the major role that imports
from Russia, Japan and Korea
played in 1998. Although
imports from each of these
countries did not necessarily

surge in every product category
(e.g.,Russian import increases

were confined primarily to hot-
and cold-rolled steel, while

imports of Korean hot-rolled
steel fell in 199852 in most

product categories, rising
imports from one or more of
these three countries were a
significant factor behind the
overall increase in that product
category?

The increases in imports,

1,200
1,000
n » 800
c ©
25
23 600
$E
400
200
0
1996 1997 1998
Source: U.S. Department of Commerce, Bureau of the Census;
American Iron and Steel Institute.
2-10. U.S. Imports of Rebar
1,200
1,000
0w o 800
c T
e 5
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i
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200
0
1996 1997 1998
Source: U.S. Department of Commerce, Bureau of the Census;
American Iron and Steel Institute.
2-11. U.S. Imports of Line Pipe
2-12. U.S. Steel Imports: 1997-1998
Product Group 1997 Imports 1998 Imports Percent Change
(metric tons)  (metric tons) 1997-1998
Total Steel Mill Products 28,264,788 37,666,050 33
Finished Steel 22,496,615 31,519,107 40
Hot-rolled Steel 6,092,967 10,608,242 74
Cold-rolled Steel 3,699,821 4,055,110 10
Cut-to-length Plate 1,259,123 1,927,470 53
Heavy Structurals 933,170 2,518,343 170
Rebar 636,218 1,115,118 75
Line Pipe 832,014 1,141,965 27

coupled with aggressive pricing
by suppliers of Russian,

Source: U.S. Department of Commerce, Bureau of the Census; American Iron and

Steel Institute.
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Japanese, Korean, and

W 199 Brazilian steel led to a

6 B 1997 dramatic drop in U.S. steel
0 [ 1998 prices despite increased
S ° demand. A product-by-product
E 4 review of prices shows how the
2 crisis developed.
2 3
(&S]
E Hot-Rolled Steel
s

The first indications of
aggressive pricing tactics came

_ in the spring of 1998,
Japan Russia Korea particularly on the West Coast
Source: U.S. Department of Commerce, Bureau of the Census; American Iron where increased imports of hot-
and Steel Institute. rolled steel from Japan and

plate and line pipe from Korea
2-13. U.S. Steel Imports from Japan, Russia & Korea (1996—1998) first appearedOverall prices
for imported hot-rolled steel fell
18 percent, by $59 per MT
(Chart 2-14)% Prices for hot-
2,000 $450 rolled steel from Brazil, Japan
and Russia fell as much as 24

U.S Domestic Price
$400 percent, 27 percent, and 23
1,500 percent, respectively from their
$350 highs in January to their lows
1,000 Import Price the last three months of 19%8.

$300 .
Prices for hot-rolled steel from

Russia and other nonmarket
economies (which are
traditionally lower because of
perceived quality differences
for these products) fell even
Sources: Imports and import prices, ITC Trade Dataweb; domestic prices, lower in 1998, Causing concern
Nucor; import prices=average unit values. not only for U.S. integrated
producers but also for many
2-14. U.S. Imports of Carbon Hot-Rolled Steel Products (1997-1998) mini-mill producers. In August
1998, John Correnti, then CEO
of Nucor (the largest U.S.
mini-mill and one of the lowest cost producers), wrote in a letter to Commerce Secretary Daley, “These
[Russian mills] are some of the least efficient mills in the world and we have no idea how they can afford to
sell steel at these price%.”

500

Metric Tons (thousands)

$250
Import Quantity

0
Jan’97 Apr  Jul Oct Jan’98 Apr Jul Oct

$200

Russian prices apparently became a target for exporters of Japanese and Brazilian hot-r¢&dhsteel

2-15) Pressure to match the Russian import price in the United States was also noted by a number of steel
service centers and distributors who reported receiving faxes from Japanese companies offering to provide
Japanese-quality steel at Russian prices. The press also reported on this pricing®pressure.

Dumping Casesln September 1998, twelve steel companies, along with the United Steelworkers of
America and the Independent Steelworkers Union, filed dumping petitions on imports of hot-rolled steel
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from Brazil, Japan, and
Russia® A countervailing duty $500
petition on imports of these
products from Brazil was filed - Domestic
at the same time. % $400 Japan
« Imports of hot-rolled steel % $300 Brazil
were found to have been S
dumped at substantial b _
margins in all three > gpp| RUsSa
investigations: from 41 to 43
percent for Brazil, 18 to 67
percent for Japan, and 74 to $100
185 percent for Russa. Jan 97 Apr Jul Oct Jan’'98 Apr Jul Oct
« The dumped imports of hot- Sources: Import prices, average unit values from ITC Trade Dataweb; domestic
rolled steel were also found prices, Nucor HR Coil List Price.
to have injured the U.S.
industry. In its final 2-15. Carbon Hot-Rolled Steel, U.S. Import vs. Domestic Prices

affirmative injury
determination on hot-rolled steel from Brazil, Japan and Russia, the ITC found that imports from these
countries suppressed prices in the U.S. market.

U.S. firms reported that they generally reduced prices and/or rolled back announced price increases to
avoid losing sales to competitors selling imports from the three subject countries. Despite these cutbacks,
U.S. firms reported losing $423 million in safés.

Imports were not the sole factor behind price declines or industry woes. Other factors—including
preexisting problems, increased domestic competition, and the strike at General Motors during the summer
of 1998—played a role as well.

Preexisting ProblemsAlthough 1997 was a good year for the U.S. steel industry, some U.S. companies
were facing problems with start-up operations or were in the midst of modernization efforts that left them
vulnerable to the events of 1998. Adam Ritt, the executive editdewfSteelcautioned steel makers

against using imports as the sole explanation for the industry’s problems:

Imports set a record last year, and a significant portion of the steel was dumped or otherwise sold
in violation of trade laws. Domestic steelmakers are right to object to unfairly traded imports that
have led them to lay off thousands of workers and idle facilities. They’re right to tell the
government and public how they’ve been injured in campaigns such as Stand Up for Steel.

But in telling this story, we run the risk of allowing steelmakers’ other problems to stay in the
shadows. This would be a disservice to workers, shareholders, and the public. Some of the
companies that are most troubled today, including Acme Metals, Laclede, Geneva Steel, and
Northwestern Steel and Wire, had problems dating to before the current imports crisis.

In his editorial, Ritt noted that the rough start-up of Acme’s new thin-slab mill and the incomplete
modernization efforts at Geneva Steel had caused both companies problems prior to the import crisis and
were at least partially to blame for the companies’ current f¥oes.

Domestic CompetitionSome have suggested that domestic competition between large integrated mills
and more efficient mini-milf§ was the driving force behind the drop in U.S. steel prices in 1998.
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Industry restructuring in the 1980s and 1990s led to an increasing mini-mill presence in the U.S.
industry. Initially producing low end products such as concrete reinforcing bar (rebar), mini-mills now
produce a wide range of products including hot-rolled sheet, cold-rolled sheet, plate-in-coils, wide-
flanged beams and high
guality bar product8 Cost
advantages and willingness to
price aggressively had resulted
in mini-mills dominating

certain segments of the market
such as high quality bar or, in
the case of rebar and
structural beams, taking them
over completely from domestic
integrated producefs.

Bl Mini-mill
[ Integrated According to this theory, sharp
1998 declines in scrap prices set the
Note: Integrated production = open hearth + basic oxygen furnace. Mini-mill production = Stage for the 1998 Crisis. The
electric furnace. Distinction between integrated and mini-mills has blurred with some mini_mills’ Signiﬁcant cost

integrated electric furnace production.

advantage on their chief input
product enabled them to price
aggressively in order to increase
2-16. Share of Raw Carbon Steel Production, Integrated vs. Mini-mill sales and market shq@hart

2-16)% Unable to meet low

mini-mill prices, U.S. integrated
producers were driven from the market and forced to lay off workers. In this scenario, steel imports did not drive
down prices in the U.S. market; foreign steel companies were forced to follow the mini-mill lead or be driven
from the market. There was no U.S. steel crisis per se, only a crisis for U.S. integrated producers caused by
increased domestic competition within the U.S. market.

Source: American Iron and Steel Institute.

However, U.S. mini-mills did not lead the price declines for hot-rolled steel in the U.S. market. Following a
small dip in the fall of 1997, prices charged by Nucor, the leading U.S. mini-mill, remained flat until the
summer Chart 2-14. During that same time, import prices of hot-rolled steel from Brazil, Japan and
Russia fell steadil§”. The role of mini-mill price competition was addressed in the ITC's injury
determination in the hot-rolled steel investigation. In discussing whether increased competition within the
domestic industry accounted for the price declines in 1998, the ITC stated:

It is significant that the hot-rolled steel prices of Nucor (which is regarded by the domestic industry and
importers alike as an established and efficient mini-mill and widely looked to as a domestic price leader)
declined dramatically during the latter half of 1998 as subject import volumes increased at their fastest
rate during the period of investigation. Nucor’s prices recovered only as the subject imports exited the
market. These facts suggest that factors other than increased competition within the domestic industry
contributed to the significant price declines in the latter part of the investigation§eriod.

In addition, although average scrap prices in 1998 were 17 percent below scrap prices in 1997, financial
data reported by Nucor, the largest volume mini-mill producer of flat-rolled steel, suggests that the overall
mini-mill cost reductions were not that larjén its 1998 annual report, Nucor stated that “the major
component of cost of products sold is raw material costs” and that the “average price of raw materials was
substantially unchanged in 1998, 1997 and 199Burthermore, Nucor states that “[s]crap and scrap
substitutes are the most significant element in the total cost of steel” and that “their average cost in 1998
was comparable to the $145 per gross ton in 199 price relationship between scrap prices and
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finished steel prices is very complex and declines in scrap prices do not necessarily lead to declines in
finished steel prices.

The explanation of 1998 as an “integrated mill crisis” ignores the fact that mini-mills were also hard hit by
low-priced steel imports in 1998—in some cases, even harder than their integrated mill couritémparts.
examining the domestic industry in 1998, the ITC noted:

Indeed, the same trends for the industry as a whole are also apparent in the separate results of both
integrated mills and mini-mills. ...In fact, mini-mills fared even worse than integrated mills from

1997 to 1998. ... The worse financial performance of [mini-mill] producers reflects in part their
greater dependence on the merchant market, where imports are concéntrated.

The ITC did not find that the industry’s poor performance in 1998 was driven by increased domestic
competition rather than the effect of increased imports.

Mini-mill competition was an important condition of competition in 1997, yet the domestic industry
performed well that year. The incremental increase in mini-mill capacity from 1997 to 1998,
particularly in light of the substantially larger increase in mini-mill capacity from 1996 to 1997,
does not account for the bulk of the downturn in the domestic industry’s financial indicators from
1997 to 1998.

Thus, while we recognize increased competition within the domestic industry has contributed to the
domestic industry’s poorer performance in 1998, it only partially explains the substantial declines in
the domestic industry’s performance in 1998.

General Motors StrikeThe 1998 strike at General Motors also played a role in the price declines and
industry misfortunes seen that year. The strike came at a sensitive time, as financial crises abroad
impacted the world steel market and as U.S. imports were beginning to increase. When the strike began in
June 1998, it was also unclear how long it would last and what effect it would have on U.S. mills and other
suppliers.

According to G. Mustafa Mohaterem, GM’s chief economist, the GM strike resulted in a considerable loss
of revenue for U.S. integrated mills given the fact that GM purchases almost all of its high-quality, high-
priced steel from integrated mills in the United States and Cdfhbdaddition, the uncertainty about the
length of the strike exerted downward pressure on prices in the steel Market.

In the end, the strike lasted only fifty-four days. While some short-term shutdowns and layoffs were
attributed to the strike, the strike appears to have had a relatively limited impact on the steel market outside
the cold-rolled and corrosion-resistant steel segments of the industry where most of GM’s purchases are
concentratec® Taking into account increased GM purchases after the strike, mills in the United States and
Canada lost roughly 400,000 MT of sales to GM as a result of the 8tEken assuming that none of

these lost sales were offset by increased steel consumption by other U.S. automakers, the lost volume
represents less than half of 1 percent of total U.S. apparent consumption in 1998 and accounts for less than
1 percent of flat-rolled steel shipmeft&ven during the strike, the unadjusted 620,000 MT figure only
represents approximately 3 percent of total steel apparent consumption and approximately 7 percent of flat-
rolled apparent consumption in those two months. For comparison purposes, the increase in imports of
steel mill products in 1998, compared to 1997 exceeded 9 million MT, while the increase in imports of flat-
rolled products in 1998 exceeded 5.5 million MT.

The ITC considered the effects of the GM strike in making its determination in the investigation on hot-
rolled steel from Japan and acknowledged that by having some effect on overall demand in 1998, the strike
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played some role in the price
350 $600 d_eclines. However, at the same
time, the ITC noted:

300 $550

Import Price . .
The strike only lasted five

weeks and the total
guantity of material not
purchased during the GM
strike ... was not enough
to explain the kind of price
$300 declines that occurred in
1998. ...Thus, at most, we
consider the GM strike to
be only a partial

Sources: Imports and import prices, average unit values from ITC Trade explanatlon for deC“nmg
Dataweb; domestic prices, Purchasing Magazine. prices in 1998!
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2-17.U.S. Imports of Heavy Structurals (1997—-1998) This view was echoed by other
experts on the U.S. steel
industry, including Father
William Hogan and Frank
Koelble, Director and Associate
Director of Fordham
University’s Industrial
Economics Research Institijte.

Heavy Structurals

In 1997, imports of heavy
structurals from Japan and

1997 1998 Korea, combined, were less
Total: 933,170 Total: 2,518,344 than 52 thousand MT. By the
end of 1998, imports of heavy
Source: U.S. Department of Commerce, Bureau of the Census; American Iron structurals from these two
and Steel Instiute. countries exceeded 1.3 million
MT, an increase of more than
2,450 percent over 1997
(Chart 2-17) In 1997, imports
from Japan and Korea
accounted for less than one percent of the U.S. market. One year later, their combined share of the U.S.
market increased to 19 percent and the two countries accounted for more than 50 percent of U.S. imports,
up from less than 6 percent in 19@hart 2-18) In early 1998, Japanese and Korean trading companies
began offering wide flange beams at delivered prices to Gulf-state and Midwestern ports that were
significantly below then prevailing spot pric8#\s prices for domestic wide flange beams fell 21 percent
in 1998 (by $88 per MT), import prices continued to drop further, remaining below U.S. mill prices
throughout 1998.

2-18. U.S. Imports of Heavy Structurals, Share of Total Imports

Dumping CasesNucor joined Chaparral Steel and Northwestern Steel and Wire in filing antidumping
cases on imports of structural beams (a heavy structural product) from Japan and Korea. According to
John Correnti, then President and CEO of Nucor, “Five to ten years ago, Nucor was not of the opinion
[that] steel was dumped, but just was produced for less. In beams, that's not tif¢ Tasél’S.
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Department of Commerce determined that imports of structural beams from Japan and Korea were dumped in
the U.S. market, with dumping margins ranging between 32 and 65 percent for Japan and 26 and 50 percent for
Korea. The ITC has issued a final affirmative injury determination with respect to imports of these products

from Japan. A decision on Korea is scheduled for later this summer.

Cold-Rolled Steel

Prices for domestic cold-rolled steel fell 14 percent in 1998 (by $72 per MT) while import prices fell
26 percent (by $129 per MT). Cold-rolled steel prices from Brazil, Japan, and Korea fell more
sharply—by 37 percent, 27 percent, and 51 percent, respectively—while Russian prices fell 10
percent.

Dumping CasesAfter cases were filed by the U.S. industry, the Commerce Department found dumping
margins ranging upward of 164 percent in the cold-rolled steel investigations against Argentina, Brazil,
China, Indonesia, Japan, Russia, Slovakia, South Africa, Taiwan, Thailand, Turkey, and Venezuela.
However, the ITC determined that the U.S. steel industry was not injured by imports of cold-roll&d steel.
The ITC disagreed with the U.S. industry’s position that production committed to joint ventures should not
be used in calculating market share. The ITC included such production in determining the size of the U.S.
market, and as a result, attributed a lesser degree of importance to the impact of imports and a greater
degree of importance to domestic factors such as mini-mill competition and the GMstrike.

As these ITC decisions indicate, the GM strike had a greater impact on the cold-rolled and corrosion-
resistant markets than it did on other segments of the steel market—approximately 80 percent of GM'’s
purchases are of these two prodd€¥arious service centers that deal with GM indicated they lost a
considerable amount of business during the stfigad several steel companies cited the GM strike as a
factor depressing earnings in their quarterly financial statements (the strike spanned two quarters, second
quarter 1998 and third quarter 1998).

Stainless Steel Flat-Rolled Products

Specialty steel producers were also hit hard by low-priced imports during 1998, including producers of
stainless plate-in-coils and stainless sheet and strip. Again, a familiar pattern emerged of falling prices in
“an environment of almost unprecedented demand groitth.”

Stainless Plate-in-CoilsThe specialty steel industry initially filed antidumping and countervailing duty
cases against stainless plate-in-coil imports from Belgium, Canada, Italy, Korea, South Africa, and
Taiwan.

» The Commerce Department found dumping margins of 16 percent in the Korean dumping investigation
and issued a negative determination in the Korean subsidy investigation.

* Inthe remaining cases against Belgium, Canada, Italy, South Africa, and Taiwan, Commerce found
dumping margins ranging between 7 percent and 45 percent and subsidy margins ranging between 2
percent and 15 percent.

The ITC determined that the U.S. industry was materially injured by dumped and subsidized imports of
stainless hot-rolled plate-in-coil imports.

Stainless Cold-Rolled Shee&k.closer examination of the situation in 1998 for stainless cold-rolled sheet
and strip provides an example of prevailing pricing pressures. U.S. imports of stainless steel cold-rolled
sheet and strip were fairly even throughout 1997. Overall import prices, however, were on a continuous
downward trend, from $2,053 per MT in September 1997 to $1,565 per MT in August of 1998—a 24
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percent declinéChart 2-19)
40 [ import Quantity Import Price = U.S. Domestic Prices U.S. domestic pl'iceS also
_ $2,400 trended downward during this
§ 20 period even though demand for
s $2,200 - | stainless products was rising.
:
= 20 $2,000 é Imports from Japan and
§ 5 Korea played an important
2 $1,800 & | role. Japan and Korea have
g 10 historically been significant
$1,600 suppliers of stainless steel
sheet and strip to the United
0 $1,400 States. However, between
Jan97 Apr July Oct Jan98 Apr July Oct 1997 and 1998, import prices
Sources: Imports and import prices, average unit values from ITC Trade for cold-rolled sheet and strip
Dataweb; domestic prices, Purchasing Magazine. from Japan and Korea showed
considerable volatility. Prices
2-19. U.S. Imports of Stainless Cold-Rolled Steel of imports from Japan fell

from $2,151 per MT in

December 1997 to $1,363 per
MT in May 1998—a 37 percent drop. Korean prices fell from around $1,700 per MT in the last quarter
of 1997 to $1,073 per MT in November 1998—a nearly 40 percent drop. During this period, the won
devalued significantl§®

In July 1998, the Commerce Department initiated antidumping and countervailing duty proceedings on
imports of stainless steel sheet and strip (both hot-rolled and cold-rolled) from a number of countries,
including Japan and Korea, in response to a petition filed by the major U.S. stainless steel producers.

» Commerce found dumping margins for Japanese producers ranging from 37 percent to 58 percent.

» For Korea, Commerce found dumping and subsidy margins rangingl&oninimigo 59 percent.

* Inthe remaining cases against France, Germany, Italy, Mexico, Taiwan, and the United Kingdom,
Commerce found dumping and subsidy margins ranging from 1 percent to 35 percent.

The ITC determined that the U.S. industry was materially injured by dumped and subsidized imports of
stainless steel sheet and strip, noting that U.S. domestic price declines could be “attributed to a
significant degree to the increasing volume of subsidized and LTFV [less than fair valydlihped)
imports.'?

Other Steel Products and Dumping Cases

Similar pricing patterns appear in other product lines. For example, import prices for cut-to-length plate
fell 11 percent during 1998 and continued to decline in early 1999. In response, the industry filed
antidumping and countervailing duty cases on cut-to-length plate imports from eight countries. The cases
resulted in final affirmative decisions by both Commerce and the ITC against six cotiriines.

dumping margins ranged betwedaminimisand 72 percent. Final subsidy margins ranged betdeen
minimisand 48 percent.

By the end of 1999, antidumping investigations had also been filed on imports of seamless pipe from
various countries and tin mill products from Japan. Commerce found dumping margins ranging from 11
percent to 108 percent in the seamless pipe investigations and from 32 percent to 95 percent in the tin mill
products investigation.
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The Role of Trading Companies

Trading companies have been at the forefront
of the globalization in steel trade. If trade is fai
and markets are open, their role is a positive
force for globalizatior¥! But when markets are
structurally distorted, trading companies are th
conduit through which these distortions spill
over into the global marketplace.

There are basically four means by which trading
companies, at least by some accounts, made th
effects of the 1998 global steel downturn worse
for the U.S. market: their flexible purchasing an
selling operations, their impact on certain
countries’ price structures, their potential for
fueling speculation, and their attempts to beat
antidumping duty deadlines. For the most part,
these commercial practices are normal respons
to market forces and factors influencing the
market. With the possible exception of their role
in marketing steel from Russia, trading
companies usually make markets more efficient
Trading companies generally are not themselve
responsible for subsidies, anticompetitive
behavior, or other market-distorting practices.
However, when producers, who sell to the tradin
companies, engage in or benefit from these
practices, trading companies, inadvertently as it
were, spread the market distortions to all their
customers.

Flexible Operations

Most trading companies purchase steel based g
three basic market principles: the best product,

Japanese Trading Companies

Most Japanese trading companies still purchase
the majority of their steel from Japanese steel
mills. Japanese trading companies have long-term
relationships with Japanese mills. These
relationships have enabled the trading companies
to become essentially the sole exporters of
Japanese-produced steel. Although Japanese
traders selling steel in the United States do not
appear to switch their source of supply from one
country to another to the degree that other trading
companies do, Japanese trading companies
interviewed for this report indicated that over the
last five years they have increased their
purchases from steel mills in countries other than
Japan. One Japanese trader claimed that
approximately 50 percent of the steel it purchases
is from non-Japanese producers. Thus, Japanese
traders are moving in the direction of more
flexibility in their steel purchasing.

Japanese mills do not appear to be following suit
with respect to their selling practices. One trading
company interviewed for this report asserted that
Japanese steel mills allocate their export sales to
their preferred Japanese trading companies. For
example, a Japanese mill may allocate its export
sales among four Japanese trading companies,
with each company getting 25 percent of the
sales. In this scenario, each Japanese trading
company recognizes that the mill expects it to sell
a certain tonnage of steel over the year and, if
sales are slow, may lower its prices to increase
its volume in order to meet its obligation.
According to the trader making this assertion, this
arrangement reinforces the relationship between
the mill and the trading company.

the best price, and the best way to satisfy the

requirements of the customer. Flexible operations

help trading companies satisfy these criteria. Since global trade in steel is dominated by a relatively small
number of large, multinational trading companies, they can change their suppliers with relative ease and
speed, reorient their sales focus to the market with the strongest current prices (provided that market is
open), and sell to different customers on the spot market. Some trading companies, particularly Japanese
traders, that act as the distribution arm of a particular steel maker or makers may be restricted to
purchasing steel produced by those compgss box)However, most trading companies are free to buy
steel from any steel producer in any country.

In 1997, during the Asian financial crisis, trading companies demonstrated this flexibility. When Asian
steel markets collapsed, trading companies shifted to suppliers who had been serving Asia and now had
available large amounts of steel. Just as quickly, trading companies replaced lost Asian customers with
U.S. customers. In a matter of one or two mofithmding companies had redirected their purchasing and
selling operations from Asia to the United States.
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Such flexibility has positive and negative impacts on global steel trade. By quickly sourcing and selling steel in
response to changing market conditions, trading companies have furthered the integration of individual steel
markets into the global marketplace. By the same token, trading companies can precipitate significant
fluctuations in the quantity of imported steel into or out of any individual market.

Impact on Prices

Trading steel is a competitive, low-cost, low-margin business. Traders do not produce or further
manufacture steel, but instead provide services that can (for the most part) be duplicated by anyone with a
phone and fax machine. They survive on their ability to buy steel at a low price from a mill and sell it for a
higher price to a customer. The selling price is the sum of the mill's price, a markup to cove.ggsts (
selling/administrative and transportation) and profit. Stiff competition from other traders often puts a

ceiling on how high the selling price can be and also keeps profit margins low—usually under 5 percent
according to the trading companies interviewed.

Trading companies cannot, individually, cause market prices to increase or decrease. Each company in
isolation is subject to market forces. Although traders occasionally recount instances when they are forced
to sell at a loss during times of precipitously falling markets, thin profit margins limit their motivation for
independently offering large price cuts to their custortférbus, significant declines in steel prices, for the
most part, must originate with steel producers.

Japanese Trading Companie$he role of steel mills in pricing was demonstrated during the U.S. steel
import crisis when Japanese mills decided to drop their prices. According to several sources, Japanese
trading companies offered high-quality Japanese steel at Russian prices during the 1998 steAl crisis.
trading company official said that these low prices began with the Japanese mills dropping their prices to
the Japanese trading companies. Offering high-quality Japanese steel at Russian prices dragged the entire
upper tier of the market down.

Japanese trading companies, however, have stated that they did not lower their prices to match the prices
being charged on Russian steel. According to Japanese traders, high-quality Japanese steel typically sells for
$40-50 per MT more than lower-quality Russian steel. They asert that when U.S. market prices drastically
fell, the price of Japanese steel fell in line with the overall fall in the market. One Japanese trader said that
while the price gap may have narrowed by $10 to $30—40 per MT, it never disappeared completely. Another
Japanese trader said that the normal time lag between placing an order and receiving delivery, in the context of
a dramatically falling market, may give the appearance of Japanese steel prices matching Russ&fan prices.

Foreign Mills and Affiliated Distributors.Several of the largest trading companies belong to industrial
conglomerates that own and operate steel mills, trading companies, and service centers. Although the
companies that are part of industrial conglomerates claim that their trading and service center operations
conduct business at arm’s length, one service center said that these conglomerates occasionally use their
corporate distribution chainé., subsidiary trading companies and service centers) to move large volumes
of steel produced by affiliated mills into the United States at low prices. While foreign mills can also move
large quantities of steel using unaffiliated trading companies, the lack of transparency for transfer prices
within the corporate family may make use of affiliated distribution chains more attractive.

Russian Mills.For a number of reasons, the normal connection in the selling prices between mills and
traders is more ambiguous in the case of Russian mills. After the breakup of the Soviet Union, Russian
steel mills lacked marketing and exporting experience. They had inherited unsophisticated accounting
systems that obscured the true cost of producing steel. During Russia’s severe economic turmoil of the late
1990s, steel mills increasingly turned to a system of barter to trade finished steel products for desperately
needed raw materials and working capital.
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Trading companies viewed these atypical circumstances as an opportunity to increase their profits by
integrating themselves into the mills’ operations to a greater degree than they had in other countries. Trading
companies supplied Russian mills with raw materials, working capital, and, in some instances, established
equity stakes in mills. In return, these trading companies gained influence over the mills in determining the
purchase price of the Russian steel. The extremely low purchase prices these trading companies extracted
from Russian mills allowed them to undercut prevailing market prices and still make a profit.

These examples show that trading companies can affect U.S. price in a number of ways. Trading
companies serve as the conduit for significant price cuts originating from foreign mills and, in aggregate,
can induce large, fast swings in supply that, in situations of oversupply, depress prices. Trading companies
capitalized on an atypical situation that allowed them to sell Russian steel at low prices and still make a
profit. As Russian mills increase their sophistication and decrease their reliance on trading companies, this
situation will, most likely, no longer exist.

Potential for Speculation

Some observers have claimed that the 1998 import surge was primarily caused by trading companies
speculating during strong U.S. market demand in late 1997 and early 1998. Under this scenario, trading
companies, prior to having customers’ orders, purchased and imported huge quantities of steel to sell on the
rising U.S. spot market for a quick profit.

Many traders interviewed for this report stated that their companies did not speculate in the U.S. steel
market. However, sources indicate that during early 1998, most traders were speculating and steel was
being imported for inventories and piling up on the dég&ks.

Beating the Antidumping Duty Deadline

Trading companies are often the importer of record for steel imports and, as such, are responsible for
paying antidumping duties on imported merchandise subject to an antidumping order. Given the potentially
high cost of antidumping duties, trading companies take notice when domestic steel mills discuss the
possibility of filing new antidumping petitions. Several trading companies interviewed for this report
acknowledged that they closely track the progress of antidumping investigations and calculate the likely
effective date for imposing potential antidumping duties (usually the date of the preliminary determination)
and attempt to bring in as much steel as possible before that date. Trading companies increased imports in
mid- to late 1998 in order to beat the deadline on the antidumping cases. This increase may have helped to
depress prices by increasing the already abundant supply.

Overall Impact of Trading Companies

The steel crisis of 1998 was the result of the confluence of many factors that led to a large increase in the
supply of steel in the U.S. market and downward pressure on prices. Trading companies, by rapidly
transmitting the changes to the global economy, affected the crisis in several ways. They rapidly shifted
focus from the collapsed Asian steel markets to the U.S. market. Trading companies selling Japanese and
Russian steel tended to undercut U.S. market prices.

Lost Sales and Falling Prices Hit the U.S. Steel Industry
In the second half of 1998, a number of U.S. steel companies lost customers to low-priced steel imports.
Lost sales were combined with lowered revenue on the remaining sales as companies tried to keep up with

import prices. The result was a sudden drop in sales revenue, operating income and profits in the second
half of 1998 that lasted well into 1999.
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The effects were particularly hard felt by smaller U.S. companies, such as Acme Steel, which had been
modernizing and upgrading production. Between 1994 and 1996, Acme Steel invested more than $400
million to modernize its facilities and preserve its business. In conjunction with Acme’s investment,
employees made labor concessions in the form of new work rules and reduced employment levels. At the
time imports hit, start-up at the new facility was 90 percent complete; the plant was coming on line just as
prices dropped $90 per MT on low-carbon products and $65 per MT on low-alloy pr&éilrcts.

discussions held with Commerce Department officials, Jim Howell, President and CEO of Acme Steel,
stated that increased imports, coupled with lost sales and falling prices, led to Acme’s loss of access to
capital and subsequent liquidity problems “which pushed us into Chapt&f 11.”

Along with Acme, five othesmall andnedium-sizedteelcompanies filed for bankruptcy in 1998 and
1999, while others were reportedly near bankruptcy. Throughout the U.S. steel industry, companies
were affected by the 1998 import crisis. For example, steel industry operating income, as compiled by
the American Iron and Steel Institute from its reporting members, began to decline noticeably in third
guarter 1998, resulting in operating losses by first quarter 1999 which continued well into 1999.

A comparison of 1997 and 1998 annual operating income for certain product sectors within the steel
industry shows the same pattern of sharp declines in operating incomes in 1998 compare{Qbar997
2-20).102

2-20. Steel Industry Operating Income for Various Finished Steel Product Categories
(In millions of dollars except as noted)

Sector 1996 1997 1998 Percent Change
1997-1998

Hot-rolled Flat Products 173 470 43 -91
Cold-rolled Flat Products 358 334 120 -64
Structural Steel Beams 311 339 258 -24

Wire Rod -9 49 -102 -308

Line Pipe 17 35 11 -69
Stainless Sheet and Strip 224 153 45 -71

Source: Various ITC Investigation Reports.

Lost sales and falling prices led to cutbacks in production. As imports took market share, capacity
utilization fell. Capacity utilization rates slid from more than 90 percent at the beginning of the year to less
than 75 percent. By the end of the year, the crisis was having a direct impact on workers and their
communitiegsee box, next pag&s

For those laid off, employment opportunities in the surrounding area were often hard to come by. Harry
Thuedaus, a corrugated machinery operator laid off by Acme Steel, found it difficult to find a new job that
came close to what he was making at Aéth&he few jobs in the area that he came across paid about half
of what he was making previously, and did not include insurance for either him or his family.

In Sterling, lllinois, home of Northwestern Steel, the situation was similar. When Northwestern Steel shut
down its wire and wire rod division after losing 80 percent of its sales to imports, it laid off 320 steel
workers; as of June 2000, fewer than fifty have returned to Wofkose that have found other
manufacturing jobs in the Sterling area are paid, on average, less than half of what they made at
Northwestern. Those working at nonmanufacturing jobs are generally paid evéfiWitisan average

age of forty-five, this is a considerable economic blow to these workers (and their families).
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Weirton, W.V.: A Community Unites in Support of its Steel Mill

Press reports, trade journal articles, and the Stand Up for Steel Campaign and Weirton, W.V., Web sites
have noted the close link between Weirton Steel and the community of Weirton and the difficulties that
the steel mill and the surrounding community faced during 1998 and 1999.

Located in the Ohio River Valley near Pittsburgh, Weirton is one of the few remaining traditional steel
mill towns. Named after Ernest Weir, who located his steel mill there in 1909, Weirton came close to
collapse in the early 1980s, when National Steel announced that it would cease investing in its
Weirton facility. The mill's employees and the community rallied together to purchase the mill from
National Steel. In 1984, newly formed Weirton Steel became the largest employee-owned company in
the United States.

The town and the mill are inextricably linked. Even the town’s mayor works at Weirton Steel, the fifth
of eight mayors to do so. Therefore, when the crisis hit, steel workers weren’t the only ones worried.
Problems at the mill rippled throughout the local economy, directly or indirectly affecting everyone in
the community.

Steel workers weren't the only ones to heed the call to action. The community came out in full force to
assist the company and its employees in their struggle. Signs and banners urging Americans to Stand
Up for Steel were posted throughout the town in businesses, along the streets, and even on the local
Chamber of Commerce’s Web site. Thousands of Weirton residents—men, women, and children—
boarded buses at 3:00 a.m. on a cold January morning to make the trek to Washington, D.C., in order
to let Congress and the Administration know what low-priced imports were doing to their community.
Those who could not make the rally signed petitions and sent in letters urging members of Congress
and the Administration to take action against unfairly priced imports.

The community expressed its support in other ways as well. Food banks were heavily stocked, the town
ensured that utility service was not interrupted, and local banks allowed laid-off steel workers to miss
occasional payments. In coming together as a community to confront a common problem, the citizens of
Weirton proved that the mill towns of the past continue to have a place in the industry of the future.

Another indicator of the effect of the import surge on U.S. steel workers is the number of workers approved for
Trade Adjustment Assistance in 1998 and 1999. Trade Adjustment Assistance is provided by the Department of
Labor to workers who are laid off, or whose work hours are cut back, because of import competition. Assistance
was approved for more than 6,000 steel industry workers in 18 states in 1998 afidl 1999.

Workers also suffered in more subtle but pervasive ways. It is estimated that reduced work weeks,
assignments to lower paying jobs, and early retirement affected more than 10,000 workers beyond those
laid off in 1998. By the end of 1998, even Nucor, one of the most efficient and low-cost producers in the
world, found itself hurt by surging import.

From Boom to Bust: 1998 Ends With Concerns for the Future

In looking back at the events of 1998, one can trace the factors that turned a booming market into a crisis
for U.S. steel companies and workers. By the end of the year, sales of domestic producers were down,
prices had plummeted, and production was being cut. Trade cases had been filed, but it was still too early
to determine whether they would be effective in turning back the tide of imfforts.

While strong U.S. demand and other factors played a role in attracting imports, they do not tell the whole
story. Other factors, such as structural problems affecting supply and prices in key countries—Russia,
Japan, Korea, and Brazil—played a role in aggravating the 1998 U.S. steel crisis and in giving rise to
concern about unfair trade as the crisis unfolded.
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CHAPTER 3

Behind the Crisis

Introduction

As their domestic and export markets declined during the Asian financial crisis, major steel producers
around the world turned to other markets, especially the United States, where demand was strong, prices
were high, and the market was open. Currency depreciations made the U.S. market even more attractive.
While these short-term factors led to increased steel imports into the United States, market forces alone
do not fully explain the speed and magnitude of the increases in low-priced imports into the United
States.

The steel industries in the four countries most involved in the crisis—Russia, Japan, Korea and, to a
lesser extent, Brazil—differ substantially in terms of production efficiency and quality. However, they
share some common structural problems that amplified the huge import volume increases and sharp
import price declines that characterized the U.S. steel crisis. Market-distorting practices in each of these
countries have insulated their steel industries from competition and thereby have facilitated unfair
trading. These practices include:

» Direct government assistance.

» Apparent coordination among steel producers.
Unsound banking practices.

* Import barriers.

Some of these practices were developed in these countries as their institutional frameworks were
established in support of long-term economic development, and were not necessarily always aimed at
supporting the steel industry. However, in some cases, the end result was to give their steel industry a
competitive edge. A closer look at the four key countries reveals how particular market-distorting trade
practices exacerbated the U.S. steel crisis.

Russia.ln Russia, while the steel industry was privatized and downsized somewhat after 1991, many of
the old ways of thinking remained. Although much of the excess capacity created by the Soviet Union’s
central planners needed to be restructured or closed down, the Russian government and most steel firms
resisted the deep restructuring that would have led to massive layoffs. To tide them over, steel companies
(like other companies) bartered their products, did not pay their bills or taxes, and exploited the absence of
a real bankruptcy process. Moreover, those input suppliers controlled by the state continued the traditional
practice of selling cheaply to industry.
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The attempt to continue business as usual ignored the reality of a 70 percent plunge in Russian internal
demand. As a result, large quantities of steel production flowed onto the global market at prices that caused
serious disruptions. While the problem crested in 1998, it had been building throughout the late 1990s as
international trading companies sold vast quantities of low-priced Russian steel on the global market.

Japan.Despite the Japanese steel industry’s status as an efficient, developed sector, it has continued to
benefit from practices that shelter the industry and inhibit changes consistent with market forces. The most
significant problem is a noncompetitive domestic market among the integrated steel producers.

Apparent coordination among integrated producers is reflected in the following market characteristics:

* Production shares among the major Japanese companies essentially have not changed for twenty-
five years.Steel experts in Japan and the United States have cited this fact as the clearest sign that a
cooperative arrangement exists. The Japanese Fair Trade Commission has also expressed concerns over
the stable production shares.

» Japanese steel imports have remained consistently lolespite high domestic prices, which should
be a magnet for imports, the volume of imports into Japan has been persistently low. The cause appears
to be a relatively closed distribution system and complex web of mill-to-mill arrangements that have the
effect of limiting imports.

» Japanese steel producers have maintained high domestic pric&se major purchasers in Japan—
so-called “big buyers” such as auto and construction firms—have paid persistently high prices for steel.

The apparent lack of meaningful competition between Japan’s major producers has contributed to the long-
term problem of surplus capacity. Revenues from the high-priced domestic market also confer competitive
advantages for Japanese firms that have implications for global steel trade. Enhanced revenues in the
Japanese market can be used to make producers more cost competitive, for example, by funding research
and development, and to sustain low-priced exports.

Korea.In Korea, the steel industry expanded capacity through, what were in hindsight, overly ambitious
projects; in many cases, these projects were made possible by unsound lending by private commercial
banks and government-owned banks. Lending decisions of private banks were often subject to direct or
indirect government influence. The financial sector reforms that Korea has implemented under its
International Monetary Fund stabilization program have had some success in changing these practices.
However, it is still unclear whether all of the past market-distorting practices have been eliminated.

Government support for Korea's largest steel producer, POSCO, has given that producer a monopolistic
position that raises a fundamental concern about competition within the Korean steel market and possible
trade effects. Further, as a government-owned company, POSCO was used by policymakers to further the
government’s industrial development objectives, which included the provision of low-cost steel to
downstream producers. The Commerce Department found this practice to be an export subsidy in a recent
countervailing duty investigation. The Korean Fair Trade Commission (KFTC), Korea’s antitrust authority,
recently has recommended breaking the giant into two separate companies because of anticompetitive
effects on the domestic market. But the Korean government so far has decided not to implement that
recommendation. The KFTC also raised concerns about POSCO's continued dominance in Korea because
of the company’s potential to abuse its market power.

Brazil. Although Brazilian producers did not increase their exports of certain products to the United States
to the same extent that the other three countries did, they did engage in significant price cutting in order to
maintain export volumes. Over the last decade, Brazil's steel sector transformed itself from state to mostly
private ownership. While this has led to a greater role for market forces, the Brazilian steel sector has
continued to benefit from the advantages of a domestic market insulated from real competition.
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Competition has been restrained by cooperative pricing among the three major flat steel producers, as well
as by barriers to steel imports, such as tariffs, taxes, and nontransparent import procedures.

The lack of domestic competition has given Brazilian producers a significant advantage over their
competitors. High domestic prices have helped support low export prices—the classic conditions for
dumping. The depreciation of the Brazilian currency in 1998, the accompanying U.S. price cuts, and the
downturn in the U.S. market brought concerns about dumping to the forefront.

Economic Trends and Structural Problem$he serious structural problems resulting from market-

distorting practices in these countries were masked in the early to mid-1990s by the dual engines of
economic growth in Asia and the United States. Growth in these two markets proved capable of absorbing
the record amounts of steel being produced and exported. But when Japan, Korea, Brazil, and Russia
experienced recession at home, as well as a collapse of key export markets, millions of tons of steel had to
be diverted to other markets. With continuing growth in demand, high prices, and a huge and open market,
the United States became the focus of steel producers in these four countries. A bad situation was made
worse, however, by market-distorting practices tolerated or encouraged by the governments of these
countries.

Chapter 3: Behind the Crisis 39



3.1 The Challenge of Integrating Russia
Into the Global Steel Market

Introduction

The Russian steel industry has long operated in a surreal economic environment in which cash was not
always necessary, inputs were cheaply provided, taxes and supplier bills went unpaid and few
companies were closed due to bankruptcy. In his 1999 State of the Federation address to the Russian
Parliament, President Yeltsin described the state of the general economy in which the Russian steel
industry operated:

We are stuck halfway between a planned, command economy and a normal, market one. And now
we have an ugly model—a cross breed of the two systems.

The Russian steel industry is caught between two systems. It was created and nurtured in one system for
sixty years. It has been adapting to another system for the last ten. The industry’s relationship with the
government, its way of doing business, its current competitive position, and the measures it has taken to
adjust to the new system are still very much reflective of its past.

The surge in Russian steel to the United States in 1998 was the culmination of several factors:

* Russia’s inheritance of an immense steelmaking capacity.

» Asteep decline in Russian domestic demand for steel.

» The production and sale of steel absent hard budget consteagntthé timely cash payment of taxes,
wages, and supplier bills).

» The emergence of Russia as one of the world’s biggest steel exporters.

» The diversion of Russian steel exports from Asia to the United States following the Asian financial
crisis.

The diversion of Russian steel exports after the Asian financial crisis was an important reason for increased
Russian exports to the United States. However, understanding what led to Russia’s emergence in the course
of the 1990s as one of the world’s leading steel exporters requires a deeper look at the market-distorting
factors at play in the Russian economy.

When domestic consumption of steel dropped, the larger Russian steel producers turned to the export
market. While exports often provided the minimum amount of cash needed to operate in the Russian
economy, the steel companies were able to otherwise muddle through turbulent times without real
restructuring by means of:

» Cheap inputs supplied by government-controlled or subsidized suppliers.
» The pervasive acceptance of bartering.

* Widespread “nonpayment” of suppliers, taxes and workers.

» The absence of any real threat of bankruptcy.

Because of these factors, the prices accepted by Russian steel companies were not necessarily related to
their true cost of production. The Russian steel industry’s lack of marketing skills and heavy dependence on
international trading companies compounded the problem. As the 1990s wore on, the massive volume of
Russian steel exports coming on to the global steel market at soft prices—reflecting the lack of hard budget
constraints in the domestic market—Iled to growing instability.
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When the Asian economic crisis sapped the demand of the Russian steel industry’s major customers, large
trade flows of steel had to be diverted elsewhere. With the closure of other export outlets through trade
actions of one sort or another, Russian steel companies began selling low-priced steel to the only remaining
major open market—the United States. The redirection of sales to different markets in the face of demand
shifts is a normal business practice in a global marketplace. The international trade frictions resulting from
Russian exports were aggravated, however, by the market-distorting practices under which steel was
produced and sold in Russia.

Since 1998, the Russian economy, and the prospects for the Russian steel industry, have greatly improved.
The post-1998 economic environment in which the Russian steel industry has more recently been operating
is discussed in greater detail in Chapter 5.

The Breakup of the Soviet Union
and the Fall in Domestic Steel Demand

Prior to the breakup of the Soviet Union, Russian domestic consumption of steel was among the highest in
the world. Per capita consumption in 1990 was 565 kilograms, on par with the European Union (EU) and
North America and nearly three times the world avefdeéring this time, Russia was a net importer of

steel, taking in almost 12 million metric tons (MT).

The Decline in Domestic Demand
Starting with the dissolution of the Soviet Union in 1991, Russian domestic demand for finished steel

plummeted. By 1998, domestic consumption had fallen more than 70 percent from its peak reached nearly
a decade earliéChart 3-1)
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precipitous decline in Russian
steel demand:
& 50
c
* Adrop in defense spending. 2
+ The breakdown in the links E 40
of the centrally planned £
production chain and the 'S 20
Soviet bloc trading systefmn. 5
* The general contraction in =
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* The shift in the nature of
the Russian economy away 10
from manufacturing and 1991 1992 1993 1994 1995 1996 1997 1998
toward services. _
Source: Infomine.

Military Demand for SteelThe
general decline in domestic
demand for steel began with
declining orders from the defense industry. During the Cold War, the Soviet emphasis on military strength
ensured that there was a significant and consistent demand for steel. It is estimated that the defense industry
consumed 25—-30 percent of all rolled steel produced in the SovietWifitmthe end of the Cold War and
government budget shortfalls that began in the early 1990s, military consumption fell dramatically. U.S.
intelligence sources estimate that by 1996, defense spending in Russia had dropped by 83 percent from peak
Soviet levels in the late 1980s.

3-1. Russian Domestic Consumption of Rolled Steel
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Production Links.A second cause of the fall in domestic demand was the dislocation and breakdown in
existing production links. Under the planned economy, large-scale companies specialized in particular
aspects of production and were linked to specific upstream suppliers and downstream customers. For
instance, iron ore from Ukraine was shipped to Russia to make sheet, which was then shipped back to
Ukraine to make pipéAfter the breakup of the Soviet Union, the old suppliers and customers were
sometimes no longer in the same country, and customs duties and trade barriers were erected where none
had previously existed.

At the same time, the other countries of the former Soviet Union, which had been major consumers of
Russian steel, were also going through economic transition and a decline in steel consumption of their
own, and unlike other export markets, often could not pay tash990, non-Russian republics of

the Soviet Union accounted for 70 percent of Russia’s sales; by 1995, this figure had dropped to 6
percent

Economic Contraction and TransformationThe steel industry is still of major strategic importance to the

Russian economy. However, the political and economic changes associated with the transition toward a

market economy and the 40 percent contraction of the Russian economy as a whole since 1992 led to a
dramatic reduction in domestic

steel consumption. Part of the
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3-2. Russian Domestic Consumption of Rolled Steel by Sector industries faced their own
problems. In general, the most

steel-intensive sectors of the
economy €.g, machinery) have been the sectors whose consumption has fallen ti{€naos8-2)
Production of major industries that consume rolled steel has declined by 72 percent sirite 1991.
Production in more than twenty steel-consuming sectors fell by over 60 p@€enstruction
engineering, a major user of rebar, has fallen by 40 pef¥cent.

Fewer Customers + Not Enough Cutbacks
= Too Much Steel

Russia’s inheritance of the majority of the Soviet Union’s massive steelmaking capacity, coupled with the
drastic fall in domestic demand over the past decade, is perhaps the most significant development preceding
the 1998 U.S. steel crisis. This huge capacity was a remnant from the priority assigned to steel production
by Soviet planners. By 1988, Soviet production of crude steel reached 163 million MT (21 percent of total
world production), making the Soviet Union the world’s largest steel pro¢fucer.
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3-3. Russian Gross Crude Steel Capacity by Process
Despite the fall in domestic
consumption and an overall
reduction in productive capacity, according to the President of the Russian Miners and Metallurgical
Workers Union, Russia did not shut down a single steel factory and did not lay off any ofWérie
low wages make it possible for mills to retain large staffs and avoid unpopular layoffs, there have been job
losses in the industry through attritiorsee box?).

Overview of the Russian Steel Industry

The Russian steel industry is made up of more than 100 steel plants that fall into three groups, each
employing roughly a third of the steel workers.

The three biggest, accounting for over 50 percent of production, are Severstal, Magnitogorsk, and
Novolipetsk. These large, integrated steel works make mostly flat products. They were the primary
exporters to the United States in 1998. Overall, productivity of the top three is an estimated 60
percent of U.S. productivity. Between 1990 and 1997, production for these companies dropped 25
percent while employment fell 11 percent (apparently only through attrition).

The next group, the middle six, produce about 40 percent of Russian steel. Mechel, Oskol, Nizhny Tagil,
Nosta, Zapadno-Sibirsky (ZapSib) and Kuznetsk are also integrated steel companies, manufacturing
mostly long and specialty products. Productivity is about 40 percent of the U.S. level. Production for
these six has fallen 35 percent since 1990, while employment has declined only 1 percent.

The remaining smaller companies operate at 21 percent of U.S. productivity, using mostly open hearth
furnaces. Their production has plummeted 70 percent, while employment has fallen 28 percent.

According to one study, elimination of government assistance would lead to the closure of at least
one of the medium-sized companies and most of the smaller companies. If these companies were to
close, an estimated 100,000 workers would lose their jobs.

The Russian steel industry would have significant potential if it underwent real restructuring. Russia
has the technical know- how, certain economies of scale, and abundant natural resources (natural
gas, iron ore, and coal). Wage rates, especially after the depreciation of the ruble, are extremely low.
World Steel Dynamics estimated in 1997 that if some former Soviet steel plants restructured, they
could be the lowest-cost producers in the world.
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Since 1992, Russia has, on average, produced twice as much finished and semifinished steel as it has
consumed. In 1998, this figure was 224 peré&imt.1997, the United Nations estimated that despite
growing export volumes in recent years, overcapacity in Russia and Ukraine amounted to 20—-30 million
MT, or 16—23 percent of total capacityA recent report on the Russian economy described 20 percent of
Russian steelmaking equipment as nonvigble.

As the 1990s progressed, there was an absence of real restructuring in the Russian steel industry and a
growing gap between the levels of steel production and domestic consumption. This gap, and the
attractiveness of export cash earnings, compelled the Russian steel industry to turn increasingly to exports as
an outlet for production that could not be consumed at home.

A Lot of Exporting and Very Little Restructuring

Faced with rapidly falling demand for steel at home and reluctant to engage in real restructuring, Russian steel
producers reached a point at which, for political and social reasons, they were unwilling to engage in further
production or capacity cuts. In order to stay in operation, they began to export vigorously. As domestic
consumption dropped more than 70 percent over the past decade, exports rose by roughly the same percentage.
Russia went from a net importer

of nearly 12 million MT in 1990

to an exporter of 22 million MT

60 in 1997(Chart 3-4)2 Thus,
2 roughly 34 million MT of steel
= Production came on the world market that
;f 40 was previously consumed
> domestically.
S 30
IS More than 20 million MT of
5z 20 _ Russian finished and
10 Apparent Consumption semifinished steel have been
Imports sold in export markets every
0 year since 1994. The
1992 1993 1994 1995 1996 1997  1998e percentage of Russian steel
production that has been
Source: WSD Core Report NNN. exported—approximately 60
percent— is unusually high (by
3-4. Russian Production, Exports, Imports, and Consumption: international standards). For
Finished and Semifinished Steel the large firms, the percentage

of production exported is even

greater. Sixty-seven percent of
Russian finished and semifinished steel was exported irfA@hart 3-5) Other major steel-producing
countries do not come close: in 1997, Brazil, Korea, and Japan exported 38 percent, 25 percent, and 23
percent of their production, respectivélpteel exports have provided Russian companies the needed cash
to stay in operation. Exports have also been a valuable source of foreign exchange. In recent years, exports
from the ferrous metals industry accounted for more than 9 percent of Russian total foreign exchange
receipts?* Steel has been the number one Russian manufactured export product, right behind exports of oil
and gas, which are the country’s top exp&rts.

While much of Russia’s steel production has the long-term potential to be internationally competitive,
the over-reliance of Russia on exporting its steel production has to be examined closely in the context of
normal steel industry economics. It has been estimated that almost two-thirds of steel produced
throughout the world is consumed domestically. Similarly, it has been estimated that only 15 percent of
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steel is traded between the
world’s major trading 100%
regions?® The reason given for 90%
the low percentage of steel
exported is that shipping costs
for steel are generally very

% consumed

80%
70%

high in relationship to the 60%
value of the shipped product. 50%
In other words, steel simply 40%
does not travel wefl. While 30%

some Russian steel companies
are favorably located for
exporting €.9.,Severstal and
Novolipetsk), others are 0%
clearly not (Magnitogorsk, for
example, is more than 2,100
miles from the nearest poff).

20% % exported
10%

1992 1993 1994 1995 1996 1997 1998e
Source: WSD.

3-5. Percentage of Production Exported vs. Consumed:
Roadblocks to Reform Finished and Semifinished Steel

The two initial economic reform

measures undertaken by Russia, price deregulation and privatization, were widely viewed by Western
economists as the prerequisites for company and industry restructuring. The deregulation of prices would
allow the economy to allocate resources appropriately according to their most profitable use, and privatization
would encourage private profit maximization. However, these two policies have not led to the real
restructuring of companiés.

Price Deregulation

With the breakup of the Soviet Union and the emergence of Boris Yeltsin, the initial steps toward a
market economy were taken. In early 1992, the first step was to deregulate prices—except for certain
goods and services such as gas and electricity provided by monopoly suppliers. The freeing of prices
led to drastic price increases across the economy. It was thought that the deregulation of prices, along
with a tight money supply, would lead to a decline in industrial production, company restructuring, a
rash of bankruptcies, and very high unemployment. The intended shock to the economy, however, did
not occur.

» There were no mass bankruptcies or layoffs in 1992. Instead, companies continued to produce
regardless of customer demand or ability to pay. Rather than cut costs in the face of raw material price
increases, companies raised their own prices. With companies unable to pay for inputs, inter-company
debt ballooned and barter transactions became common. By western standards, according to one source,
90 percent of companies were bankriiipt.

» Attempts to deregulate energy prices were rebuffed.

» Complaints by industry about tight money led to the government issuance of 200 billion rubles in
credits®

In the end, the managers of the state-owned companies—who wanted to maintain their privileged positions

and who were ill-prepared to function in a normal market economy—prevadednpanies had created a
“virtual economy,® which allowed them to continue to operate.
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Privatization

After price deregulation came privatization. Due to earlier reforms that devolved central authority, the
government had already lost control over companies to their managers, employees, and others. These
groups had to be mollified for any privatization plan to be approved.

The final privatization plan reflected the necessary political compromises needed to win approval. Perhaps
the most important and far-reaching compromise was made on the question of employee ownership.
Originally, the plan was to give workers and managers no more than 25 percent ownership of their plants
free of charge. The remainder would be bought by outside investors who would undertake the restructuring
of the companies. Instead, the majority of the companies were partly given away and partly sold to workers
and managers at significant discounts (up to 30 per&ent).

Under this final plan, privatization did not have the intended effect of attracting strategic investors, Russian or
foreign. In the steel industry, over half of the companies’ shares were retained by employees and management,
with only a small portion going to outside investors or retained by the government. The workers’ shares were, to
a large extent, later purchased by trading companies, other Russian investors, or company méhagement.

Because privatization preceded the creation of a proper framework of corporate and bankruptcy law, the
new company owners could abuse the rights of minority shareholders and avoid the payment of bills, taxes,
and wages. As the European Bank for Reconstruction and Development (EBRD) stated,

the consequences of the privatisation strategy adopted in Russia have been highly adverse for the
governance of enterprises and the allocation of resources, not least because of the clear failure to
break the political constraints on restructuring and company clo8ures.

Need for Long-Term Restructuring and the Government’s Response

While capacity and production have been cut and new equipment has been installed in the Russian steel
industry, these actions have been insufficient when measured against the scope of the needed changes.
Although the Russian steel industry and government have focused on the installation of new equipment,
uneconomic capacity has been
maintained. Despite the 70

percent drop in domestic

conact 100% demand, neither production nor
100 == capacity has been reduced
? 90% _ commensurately. Betwegn
S 80 broduction S 199; and 1998, production
E . . g declined 43 percent and
= Capacity 80% = .
o 60 Utilization = capacity was cut by 18 percent
e 2 (Chart 3-6)% As a result,
2 40 0% & capacity utilization is very low,
2 S 40 percent of Russia’s crude
20 60% steel produ_c_tion cgpacity has
not been utilized since 1994.

50% :
1991 1992 1993 1994 1995 1996 1997 Because of the drop in demand,

the prevalence of obsolete
equipment, and the low level of

productivity, analysts have
3-6. Russian Gross Crude Steel Capacity, Production, and Utilization been advocating the radical

Source: WSD Core Report NNN.
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restructuring of companies and predicting the ultimate closure of a number of the small and medium-sized
steel maker®

Government PlanRecognizing the need for change in the steel industry, the Russian government
approved a program for the industry in 1993. The Federal Program on the Re-equipment and
Development of Metallurgy of Russia, provided a relatively stark picture of the state of the industry. It
pointed out that the traditional means of raising production levels through the consumption of more and
more raw materials, rather than by increasing production efficiency, had led to 60 percent of Russian
steel being produced on obsolete equipment. This, in turn, led to only 10 to 15 percent of production
being internationally competitive. Nowhere in the plan was there a discussion of real restructuring
focusing on long-term viability, or the need to close uneconomic productive capacity; instead, the
problems of the industry were seen as technical ones that could simply be remedied with the installation
of new equipment?

Prerequisites for Real Restructuring

Most analysts agree that a different approach was needed. Strategic foreign or domestic investors and
clear direction from a single shareholder or group of shareholders has been highlighted by commentators
as the necessary starting point for change. The management that took over generally had no interest in,
and often lacked the ability to, restructure their companies effectiMdigst workers saw real

restructuring as a threat to their job security. Most managers tended to focus on production and
employment, just as they had under the Soviet sy&tem.

Without outside strategic investors or dominant new owners, there was no push for deep restructuring.
Foreign investment, in particular, might have addressed the shortage of expertise in financial management
and marketing. As a result, while the Russian steel companies reduced production and installed new
eguipment, most did not focus on developing new products; implementing new management, marketing,
and business strategies; or reducing employmenthe type of restructuring that would ensure their
long-term viability”® To move the restructuring process forward, the Russian steel industry has needed a
business orientation, the will to rationalize, and foreign investment.

Business OrientationA management consulting firm with experience in the Russian steel industry has
suggested that real restructuring should focus on “long-term viability.” This would include:

» Business profitability and a sound balance sheet structure.
* The ability to fully meet customer needs.
» The ability to compete with international steel makers using world-class best practices.

When judged against these standards, few—if any—of the Russian steel companies were properly fJositioned.

Will to Rationalize.Resistance to change in the Russian steel industry was due to social concerns and the
long-standing emphasis on production. For example, one of the top three steel companies produces most, if
not all, of the steel for its long products with obsolete open hearth technology. A management consulting
firm hired by the company recommended that this production line be closed down. The company rejected
the recommendation because the company was “socially oriented;” in other words, the resulting loss of jobs
would be unacceptable. In 1998, approximately 178,000 MT of this company’s long products were
exported at a los8.The conclusion drawn from this example is clear: the resistance to real restructuring

has meant more steel exports than would have occurred under normal market conditions. (It should be
noted, however, that the larger companies that had the greatest amount of exports to the United States have
probably made more changes than the Russian steel industry as a whole since the breakup of the Soviet
Union.)
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Foreign InvestmentIn the long term, Russia will be in direct competition for investment capital with
emerging markets throughout the wotd@hus far, foreign investment (all industries) in Russia has been
very limited, totaling under $20 billion (cumulative) through 1998n a per-capita basis, direct foreign
investment in Russia trails far behind Eastern Europe, especially Hungary and Czecho¥l6aakins
inhibiting foreign investment in Russia include political and economic instability; the lack of solid
corporate governance laws; and impractical trade, tax, and investment regulations. Reforms in each of
these areas are necessary for Russia to balance its risk/return peafi@ier the risks to be
commensurate with potential returns) and foster foreign investfhent.

Survival Tactics

Despite all that has happened in the last decade and the need for real restructuring, no steel plants were
closed and no workers were laid 6ffAlthough the Russian steel companies received little direct

government assistance, they were able to continue operating in an economic environment dominated by
barter, cheap inputs, unpaid taxes, wages and supplier bills, and weak bankruptcy laws. To the extent that
the domestic market did not absorb all the products that continued to be produced in this environment, steel
products were sold on the global market at soft pfices.

Direct Government Assistance

In its 1993 plan, the government recognized that it could only provide 10 percent of the $7.4 billion
investment identified as needed over six years. Eighty percent would have to come from the companies and
the remaining 10 percent from other souréés.the end, the government provided just over 2 percent of

the funds invested between 1992 and 19@8rect federal government outlays have been provided in the

form of tax breaks related to export sales, tax deductions for investment, lower customs duties and rail
rates, and in some instances, other tax bertéfits.

Although the amount of direct governmenitlays bythe Russian government has been relatively
small, other formal, government assistance has been provided to the Russian steel companies. This
type of aid is generally not included in the assistance figures provided by the Russian government.

* The most prevalent kind of other assistance has been loan guarantees, which have been provided by the
federal government to several companigs, Magnitogorsk, Oskol and NostaRegional
governments have also been known to provide loan guarahtees.

» Additionally, specific decrees have been issued that benefit particular companies undertaking certain
investment projects. For example, in 1997, Magnitogorsk began construction of a new cold-rolling mill.
The production from this mill was intended to replace imported cold-rolled sheet. To assist in the
construction of this mill, the government issued a decree which provided for tax deferrals, tax and
customs duty benefits on equipment imports, lower freight rates, and an exemption from the
requirement to exchange 75 percent of foreign currency eamiings.

Input Pricing and the Story of “Tri Tolstyaka”

Although the amount of direct government outlays and loan guarantees by the government was not significant,
Russian steel companies benefitted from other forms of government assistance. Most important in this regard was
the pricing of gas, electric energy, freight and coal. The costs for these items were estimated in 1997 to account for
more than 50 percent of the cost of producing steel in R&i$$ia.gas, electric, and freight providers—which

remain government-owned or controlled companies—are often referred to as the “natural monopolies.”

In the 1993 steel development plan, the Russian government recognized the problem that deregulated
prices would cause:
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Under the conditions of introducing free prices for coal, electric power carriers and transport
services and raising them to world market levels, certain metallurgical industry enterprises are
becoming noncompetitive and unprofitable.

Although the Russian steel producers have complained about the prices charged by the natural monopolies,
which have risen sharply since 1991, input pricing was “a key source of indirect subsidization of the
enterprise sectof? As one expert put it: “The Russian economy remains a hyper-industrialized system
composed of enterprises that would not be viable in a market ecosigopgrted by transfers from energy

and raw materials sector¢¢mphasis adde® This indirect subsidization has contributed to the

exportation of steel. One analyst of the Russian economy called Russian steel exports “embodi€d energy.”
Another analyst said that when Russia exports steel, it is really exporting “cheap gas and elé&tctricity.”
According to remarks by Russian President Vladimir Putin, electricity prices in Russia are three to five
times cheaper than world pric&s.

The below-market price structure for inputs was another holdover from the Soviet period. The Soviet
economy set domestic prices separate and apart from world market prices and shifted the price balance in
favor of the defense and heavy industries, which included steel. It underpriced energy and raw material
inputs so that high-priority sectors would appear to have lower costs of production and higher productivity.
This Soviet price structure was the norm for the government, suppliers, and especially the industries that
consumed the undervalued inputs, including the steel industry.

The sharp growth of input prices in the early 1990s was widely viewed in Russia as the government’s
failure to effectively control the pricing of the so-called “three fat boystd|styakg:® Gazprom, the
natural gas monopoly; RAO UES, the electric energy monopoly; and MPS, the railroad company. As
detailed below, many of the input prices were kept below world market preesdtural gas) or have
been preferentially provided to the steel industey,freight).

Gas and Electricityln August of 1998, the government provided 50 percent discounts on natural gas
and electricity bills paid in castiWhile designed to shift enterprises from barter to cash payments,
this also meant that the price of natural gas in Russia was 1525 percent of the price in the United
States’’

A financial analysis of the regional electric suppliers in Russia indicates that profitability has not been the
primary concern; instead, the sector was “increasingly used as [a] source of subsidies to inefficient
industries” whose role “remains that of supporting the federal government’s industrial and anti-inflationary
policy rather than maximizing its own earnings and asset values.” Specifically (according to the same
report), effective cash rates on electricity have been much lower than the published tariffs for Russian
energogregional electricity suppliers) and those of international countefarts.

Freight. In 1998, the Russian railroads lowered freight tariffs by an average 18 percent. According to
Nikolai Aksenenko, the Rail Minister, some metal companies, including steel producers, received
“exclusive tariffs which enabled them to cut their costs.” Despite this rate cut, the steel producers sought
(but did not receive) an additional 40 percent discount for metal prddiwseover, it has been reported
that special rates are in place for certain steel explgksnoted earlier, due to the poor location of many

of the Russian steel producers, such as Magnitogorsk, low freight rates are vital if many Russian steel
companies are to be competitive in world markets.

Coal.In 1998, the pricing of coal in Russia may have also been preferential. In the beginning of the
reforms, the government heavily subsidized the coal industry to keep prices down and restructure the
industry. The coal sector has been the second largest recipient (after agriculture) of direct budget subsidies
in the country?
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The precise degree to which the direct subsidization of the coal industry results in cheaper prices for
steel producers located throughout Russia, however, is difficult to calculate. One estimate is that recent
prices for coal reflect a 10 percent subsidy (down from 45 percent in the early Pd90&)s also

reported in 1997 that Russian steel producers negotiate a price with government-owned coal companies
that is close to a market price and pay 80 percent of that price; the “other 20 percent is paid for by the
government.™

Barter Economics

The Organization for Economic and Cooperation and Development has commented that the pricing of
Russian and Ukrainian steel exports was often “uneconomic” due to, among other things, the use of barter
and the orientation toward production rather than pr&figany steel companies lost money on exports

(prior to the depreciation of the ruble). According to one investment firm in 1998, “Exports are

unprofitable, but they remain the main source of cash for most Russian steel plégitstie companies
continued to export because of market distortions, such as the pervasive use of a complex system of
cashless transactions and nonpayments of debts that two specialists on the subject, Clifford Gaddy and
Barry Ickes, describe as Russia’s “virtual econorfy.”

Barter in Russia has a long history, with origins in the pre-revolutionary period. It was also widely used
during the Soviet era to cope with the inefficiencies of central planning. In fact, the closed-circuit barter
chains employed in Russia and the ones used by Soviet managers to trade with one another for goods not
provided in their planning allocation are very simifar.

Barter is inherently inefficient because it raises transaction costs and leads to the masking of the true value
of output, which tends to be substantially below what barter prices indiczaeldy and Ickes quantify the

price distortion based on the type of transaction: barter (goods-for-goods) prices may be overstated by a
factor of two or three, while the price of goods paid via promissory notgseKeels may be inflated by a

factor of five’®

A Russian commission was created to analyze the problem and made the following conclusion in 1998.

An economy is emerging where prices are charged which no one pays in cash; where no one pays
anything on time; where huge mutual debts are created that also can't be paid off in reasonable
periods of time; where wages are declared and not paid; and so on. ...[This creates] illusory, or
“virtual” earnings, which in turn lead to unpaid, or “virtual” fiscal obligations, [with business
conducted at] nonmarket, or “virtual” pric&s.

Barter was widely used in the Russian economy as a means of pggegehox, next pag#)Numerous

reasons have been given for this. Hyperinflation in 1992-1994 wiped out the working capital of companies.
Tight monetary policy implemented by the Russian government led to a significant contraction in the
availability of credit to the enterprise sector. The result was that most Russian firms were effectively cut off
from access to working capital finance. Barter transactions as a percentage of industrial sales rose from
less than 10 percent in 1992 to nearly 50 percent at the end ofU®&T 3-7)82

Government TolerancéWhile these liquidity problems may have encouraged barter, its continued use
could not have been maintained without the government’s tolerance for barter for taxes and inputs (such as
natural gas, coal, electricity, and transportation servi€es).

The government’s willingness to sanction barter largely explains the dramatic increase in its use and the
ability of so many unproductive enterprises to stay in oper&tidmunderstand this willingness, it is
important to examine the difficult position that both the federal and regional governments face in Russia.
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When prices began to escalate after price
deregulation in January 1992 and company How Barter Works

deb;t(s \évere mountllng, ||feg|onal g_overn(rjnent_s | Two examples help illustrate how the barter
worked to protect local companies and maintai system works. The first, given by Ledeneva and

critical services by resorting to barter. Seabright (1998), starts with a gas equipment
ACCOI’dIng to one eXpert, the fedel’al and company that owed taxes to the local

regional governments entered into a struggle f¢ government. Instead of paying the taxes, it
sovereignty over money and the former was supplied equipment to a gas drilling operation
unable to assert the authority over the latter which provided gas to the steel company Mechel.

necessary to establish the ruble as the only Mechel, in turn, sup_plied steel to the Niz_hny
means of paymerit.Regional governments Novgorod automobile plant, which supplied
became creative in their attempts to keep chasses for buses to the Kurgan bus plant. The

Kurgan plant then supplied buses to the Kurgan
city government. Ultimately, the city received
buses instead of taxes (regardless of whether the
buses were needed), and all the enterprises in
the barter chain maintained production

companies afloat and avoid social unrest; bart
provided the best means to employ these
measures. The actions by the regional
governments undermined the power of the

federal government by allowing barter to (regardless of market demand).

displace the cash econofyAddressing this

problem will be important to the federal A second example of barter involves one of the
government’s plans to rein in the implicit big three steel producers, Magnitogorsk.

subsidies granted by the regional governments Magnitogorsk had accumulated energy debts with
or to collect taxes in cash the local power company. To settle a portion of

the debts, the power company worked out an

T . | ¢ hed bart arrangement with the Chelyabinsk Tractor Plant
€ regional governments approached barte| - 4,;q agreed to take 8 million rubles’ worth of

with a p_ermis;ive gttitut_:le due to th_e Ieg_acy ¢ steel from Magnitogorsk. The tractor factory
the Soviet regime in which companies did no| \yould then pay the power company in utility

go out of business. Many local politicians vehicles, which the power company would use to
have been willing to do whatever is necessall pay its creditors.

to keep enterprises operating and workers
employed. This is especially relevant in the
metallurgical industry in
which more than 70 percent
of the companies are “city-
forming” (i.e.,the company 60
was started by the central
planners and a city was
formed around it¥®

50
40
Effect on Restructuring. 30
Complex barter arrangements
were the primary mechanisms
for local and regional
governments and the natural 0
monopolies to provide implicit
subsidies to companies
struggling to survive (in 1997,
almost 80 percent of all
domestic steel sales were
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Source: Russian Economic Barometer.

performed through bartéy. 3-7. Russia: Share of Barter in Industrial Sales
Implicit subsidies disbursed For steel, the percentage of barter sales was even higher. In 1997, barter
through barter were also transactions accounted for almost 80 percent of all domestic steel sales.
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potentially more distorting than other government assistance subsidies such as loan guarantees and tax
benefits®® Preferential barter deals that created an unlevel playing field have been one of the most
significant inhibitors to restructuring in the Russian steel industry. The McKinsey study of the Russian
economy concluded:

Many of the [small] and a few of the [medium-sized steel] plants are not viable and can not operate
without outside help. This support is provided in the form of an implicit government subsidy
delivered via barter deals with suppliers and customers who are forced by the local government to
deal with the plant. For example, [the] local government can provide cheap gas because it controls
local gas distributors. It can also initiate local projeetg,(a medium size Russian city is how

building a metro) where participants receive steel from the local plant in exchange for tax %aivers.

The use of barter transactions kept dozens of Russian steel producers operating despite their
noncompetitive and unviable positions. In a normal market economy, these companies would go out of
business and viable, healthy companies (generally, the larger ones) would be able to expand production and
gain market share. This, in turn, would increase efficiency throughout the industrial sector and move the
economy back toward cash. Experts agree that in order to reduce barter the government needs to promote
real competitiori? Rather than encouraging companies to become more competitive in the marketplace, the
government has tolerated barter, which hinders healthy competition and delays the need for restructuring.
Gaddy and Ickes write:

The [virtual economy] has a number of significant negative consequences. ...The effect on
enterprise restructuring is the most obvious. Even those admittedly few enterprises that probably
could restructure and become viable in the marketplace have not done so because it would be costly
and because they can muddle along as the¥} are.

Barter’s Role in Encouraging ExportsBecause the large and more competitive Russian firms cannot

compete for a greater share of their own domestic market, they must turn (in part) to export markets to sell
their products. Morever, to the extent that domestic steel purchasers could not pay in cash, the only source of
cash for larger steel producers was export markets. Because all companies must have a minimum level of
cash to cover certain costsd, wages and, to a certain extent, taxes), producers ended up exporting for cash,
and the price they obtained for their steel was not necessarily a primary concern. As Gaddy and Ickes state,
“In fact, many Russian exports lose money. But for participants in the virtual economy, the goal of exporting

is not profit, but cash. The losses they incur are considered a necessary cost of staying in usiness.”

Nonpayment of Utility Bills, Taxes, and Wages

Russian steel companies also kept operations going by not paying their bills. Suppliers and taxes were
routinely not paid or paid late. Companies in really bad shape also chose not to pay their workers.

This practice has its roots in the price deregulation and tight money supply policies of the early 1990s.
These policies were expected to drive the least viable companies out of business. Instead, companies
began to issue each other credits and accumulated ever increasing amounts of debts. As one
commentator put it, “they just agreed not to pay each other’s Billhe problem was endemic to the
economy:

» Late payments to suppliers in four key sectors of the economy rose from 553 billion rubles in January
1997 to more than 780 billion rubles by the end of the %ear.

» Tax arrears represented almost 5 percent of the’GBRbsolute terms, arrears to the federal budget
at the end of 1997 were more than 100 trillion rubi€ther arrears to the federal governmeng
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pension payments) reached
almost 200 trillion ruble® 6
» Wage arrears were also
staggering. At the end of 5
1997, economywide wage
arrears amounted to 50
trillion rubles, only 10
percent of which was due to
government wage arreaf®.
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Supplier Bills. For the 1
Russian iron and steel
industry, overdue payments to Severstal Magnitogorsk Novolipetsk
suppliers totaled over $1.2
billion.** This figure
represented about 55 percent
of all outstanding bills and
was greater than the overdue 3-8. Payables to Suppliers, Top Three Companies
receivables owed to the
industry by its customer§?
The amount of money the top
three steel producers owed
increased by more than 60
percent from 1995 to 1998, 40% 0] 1006
reaching 28 percent of their m 1997
1998 salegCharts 3-8 and m 1998
3-9). Of the top three Russian 30%
steel companies,

Source: Ekspert.
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For the mid-sized steel
companies, the picture was
even more bleak. Payables t
suppliers increased by more
than 400 percent on average

from 1995 to 1998, reaching an average 107 percent of their 1998 Gkt 3-10) Four of the
six companies in this category owed their suppliers more than 100 percent of their néEkatés
3-11).

3-9. Payables to Suppliers as Percent of Net Sales, Top Three Companies

The amount of debt (including overdue debt) left little doubt that many of these outstanding bills from suppliers
would not be paid any time soon. Suppliers to the steel industry seemed to realize that many of their receivables
would never be collected. For example, the collection rate (including barter) of total receivables by the regional
electric companies was between 60 percent and 90 percent, with cash collections usually not exceeding 15
percent. The experience of some regional electric companies in their attempts to resell their receivables indicates
the likeliness of repayment. Their resale efforts either found no interest at all or were sold for roughly 25 percent
of face valué®
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The suppliers of raw materials
and energy tolerated this
M 1995 [] 1996 M 1997 [@ 1998 situation for the same reason
they complied with government-
imposed low prices on their
products and services: they
were supported by the
government or had export
privileges. Additionally,
suppliers, such as the regional
! i electric companies, were often
0 : : dependent upon local industries
ZapSib l}ll_:;?y Mechel Nosta  Kuznetsk  Oskol as their onIy source of cash,
fuel, and other goods needed to
remain in operation, and “have
little incentive to take an
adversarial approach®

Trillions of Rubles
N w I 2] (¢ ~ [00)

Source: Ekspert.

3-10. Payables to Suppliers, Mid-Sized Companies

Government TaxesTaxes

have also gone unpaid. At the
end of 1998, according to one
analysis, Russian iron and steel
companies owed the

150% government roughly $836
million in taxest® Moreover,

the amount of taxes a company
paid was essentially negotiable.
The McKinsey study makes the

200%
M 1995 [] 1996 M 1997 [ 1998

100%

50% point that the nominal tax
burden in Russia is 55-60
0% iﬂ percent of GDP, while planned
ZapSib  Nizhny Mechel Nosta Kuznetsk  Oskol revenues are 35 percent and
Tagil actual cash revenues are
Source: Ekspert. approximately 20 percent. The

difference between what was
supposed to be collected and
what was actually collected in
cash left a lot of room for
unequal tax payments among
companies®

3-11. Payables to Suppliers as Percent of Net Sales,
Mid-Sized Companies

The fact that tax arrears grew while production increased sheds light on the unique economic environment
in which Russian steel companies operated. In the words of one analyst, “the state’s systematic failure to
force large enterprises to pay [their taxes] amounts to a massive subsidy to those powerful or resourceful
enough to negotiate amnesties and settlemétits.”

* From 1992 to 1995, Magnitogorsk built-up a substantial tax liability to the federal government. In
1996, Magnitogorsk—apparently along with much of the rest of the industry—was so far behind in its
taxes that bankruptcy proceedings were threat&hédter negotiations with the government, the
company was allowed to pay what it owed over several years at a “very, very low” inter&8t rate.
While Magnitogorsk was eventually able to pay off its tax debt, after the ruble depreciation made
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exports extremely profitable, the benefit of being able to pay off an old debt in cheaper rubles was
presumably substantial.

* In 1998, the tax arrears and other government obligations of mid-sized steel companies continued to
grow at phenomenal rates. For instance, between 1995 and 1998, Mechel’s government debt grew 230
percent; ZapSib's 490 percent; Kuznetsk's 530 percent, and Nizhny Tagil’s more than 600'Percent.

Wages Companies’ wage bills have usually been the last to go unpaid. Wages are a relatively small part of
a Russian steel company'’s costs, usually accounting for approximately 10 percent of the total cost of
productiont! Yet prior to and immediately after the ruble depreciation, many Russian steel companies
were behind on their wagés.

Weak Bankruptcy Laws

The absence of an effective exit mechanism in Russia for nonviable enterprises was another major factor
allowing many steel companies to continue operations while avoiding restructuring.

In 1997, there were approximately 4,600 bankruptcy filings in Réi$siampared to 300,000 annually in
the United States, 100,000 in Canada, and 15,000 in Poland. According to the Federal Bankruptcy

Commission, more than 51,000 firms had payments in arrears, and three-quarters of those were technically

bankrupt, but only 2,000 firms were bankrupted in 189Various sources conclude that, “a large and
well-connected company is practically impossible to shut down. Bankruptcy laws are still weak, and
companies that have been declared insolvent continue to opététe stated by the EBRD: “a credible
bankruptcy threat still does not exist. The bankruptcy process itself is often used as another channel for
asset-stripping, with the appointment of lenient administratéfs.”

Current Bankruptcy ProceedingsThe first Russian bankruptcy law was passed in 1993. When a
company exceeds a certain amount of debt, its creditors are entitled to file for bankruptcy
proceedings. A filing results in formation of a “creditors council” (determining which debts are to be
paid off first) and the freezing of the company’s funds and monetary transaétiSnbsequently, the
court introduces external management, generally for a period of up to six months. The job of the
outside team is to survey the company’s books and recommend whether the firm should be shut
down 118

Role of Local Governmenté.ocal government officials generally have not viewed company closure and asset
liquidation as an optio? In practice, they instead used bankruptcy proceedings to provide a fresh start for a
company and to make it “possible to change the managerial team, remove negligent owners, bring in
professionals, and carry out a program of financing normalization of the enterprise in the interests of the
collectives, the territories, and the creditcfg.”

While amendments to the bankruptcy law introduced more incentives for companies to legitimately
declare bankruptcies and for creditors to be reffatle amended law failed to address the fact that
Russia’s nonpayment dilemma was more of a political than an economic prabiefconomist
reported:

The key obstacle has always been the reluctance of local authorities to send firms into bankruptcy.
This is mainly because regional governments come a lowly third on the creditor’s list, after
employees and the federal budget. And if the region does agree to close down an enterprise, it has to
support and find jobs for unemployed workers. Easier to leave the factory open under outside
management and hope for a state bail&ut.

The federal government’s record has not been much listtebox, next page).
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Steel Industry ExamplesThe two most

noteworthy examples of bankruptcy in the Russi: The Federal Government's Record
steel industry are Kuznetsk and Zap(Siée box The federal government has been unwilling to
below)'** Both companies are under the control ¢ yse bankruptcy laws to carry out needed
external management. While the companies’ closures. It drew up a list of the fifty largest tax
financial situations remain severe, neither has bg debtors, and the top twenty were ordered to pay
recommended for a shutdowfBetween 1995 up or be declared bankrupt. When the deadline

and 1998, ZapSib’s and Kuznetsk’s short-term | came, no bankruptcy action was taken.

debi {.e.,debt that in theory must be paid off Recently, the federal government passed a law to

within one year) _grew 325 p_ercent and 442 protect companies of strategic significance from
percent, respectively, reaching almost 200 perce bankruptcy and to stop the initiation of

of their annual sales. The companies’ debt-to- | pankruptcy proceedings against tax debtors that
equity ratios were some of the worst among the | fall into this category.

nine largest Russian steel companies. For both
companies, this indicator increased more than
four-fold since 199%2°

The magnitude of these financial problems would likely result in the closure or radical restructuring of a
company in the United States. In Russia, however, these two companies are continuing operations and have
plans to increase their production. Rather than having their funds frozen or restricted, their management
continues to enter into new transactions and run the companies into greater andejseater

The Tale of Two Companies

ZapSib is a relatively modern steel company located in the middle of Siberia with no sizable domestic
market nearby and several thousands of miles from the nearest export port. Beginning in the mid-
1990s, ZapSib’s debt to suppliers—the government-owned electric and rail companies—began to
accumulate, recently reaching 5 billion rubles. Since 1997, ZapSib has been under bankruptcy
proceedings.

At one point, the regional government stepped in as a guarantor of Zapsib’s debts in an effort to
prevent the company'’s closure. In the process, the Siberian Mining-Metallurgical Company (owned by
the regional and city governments) was formed and took effective control of the company. Reportedly,
this company has been engaged in “asset-stripping” (i.e., selling raw materials to ZapSib at high
prices and purchasing finished products from ZapSib at low prices).

Kuznetsk is Russia’s largest producer of rails and is located in the same region as ZapSib. Kuznetsk
has been the center of numerous power struggles between the regional government and Kuznetsk’s
external manager, the Moscow-based investment company MIKOM. In what is seen as a temporary
victory for the regional government, the regional court removed Kuznetsk’s external management
team, accusing it of “various kinds of abuses and violations of the region’s interest.” The impetus for
the change, however, may have been MIKOM'’s plan to auction the company for $350 million.

Regional authorities responded to this announcement with a publicity campaign culminating in a court
decision to stop the auction and to oust the external management team. The government is
reportedly helping to keep Kuznetsk afloat by purchasing rails at $1,000 per MT(compared to a world
market price of around $400). Kuznetsk is reportedly also favored to supply a planned high-speed
railway link between Moscow and St. Petersburg.

Ultimately, it appears that Kuznetsk and ZapSib are on the verge of renationalization rather than the
restructuring, downsizing, or closure seemingly called for given their poor financial condition.
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Trading Companies and the Marketing of Russian Steel!2¢

In the days of the Soviet Union, steel production was largely consumed at home. A small amount went to
other countries in the Soviet bloc and an even smaller amount was exported beyond the Soviet sphere of
influence. Material was exported in accordance with the desires of the politicians and planners in Moscow.
The customer, price, packaging, and means of delivery were not the concern of the steel producer. The steel
company’s job was to produce larger and larger quantities of steel; other entities were responsible for
determining end users, setting prices, and ensuring delivery. “Marketing” of steel was unnecessary and
unknown.

With the drop in domestic demand following the breakup of the Soviet Union, producers turned to export
markets to maintain production and keep people employed, but had little if any experience marketing or
exporting. International trading companies saw potential in selling Russian steel. They started working with
the big producers in the early 1990s. They took them to customers and taught them how to sell, package, and
deliver their products. In return, these trading companies began to sell Russian steel to the world.

As managers and owners of the Russian steel producers became more sophisticated, some took personal
advantage of their companies’ ability to export. A former deputy director of one company summed it up

like this: “The factory was set free to export, and everyone in management understood that in their own
way.”?’ The questionable schemes devised usually involved the producer selling steel at a low price to a
Russian intermediary company set up by company management, often “off-shore.” Intermediary companies
would then sell to an international trading company at a significantly higher price.

* Price formulation by the steel producersThe price for much of the steel obtained in Russia and
eventually sold on export markets tended to be significantly divorced from cost and profit
considerations. Some steel producers may not have even known the true cost of producing their
products. Most were not operating under hard budget constraints. Some may not have had a full
understanding of the price levels in the various potential export markets. The pressing need for raw
materials and cash also meant that the sales price was often less important than the need to secure the
minimum amount of cash to sustain operating levels.

Some trading companies have also indicated that the Russian steel producers did not negotiate prices as
aggressively as they could have, while others stated that the price paid for Russian steel was primarily
determined by reference to other priceg)( the going price for Russian steel would be based on a

certain percentage of the price for Japanese steel).

» Steel producers’ lack of marketing skills.Compounding these problems has been the continued lack
of marketing skills exhibited by the Russian steel producers. As noted, “marketing” was unnecessary
and unknown in Soviet times. In the words of one trader, “The Russians don’t have a clue how to
market their steel.” One of the largest importers of Russian steel, summing up his experience, put it this
way: “Everything imyet”

Rather than researching their markets; exploiting niche markets; selling with the market; establishing
specific, limited channels of distribution; controlling the prices at which their product are sold in each of
the established channels; promoting their products; knowing their customer’s customer; and focusing on
meeting the needs of their customers over the long-term, the “marketing” done by Russian steel
producers has beam hocat best?® On top of these problems has been a reluctance to change

channels of distribution due to various self-enrichment schemes.

» Channels of trade.The channels by which Russian steel products made their way to the United States
were numerous and often exceedingly complex. Steel from some of the top three producers in 1998 was
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available through eight different channels, each with a different price. The most unusual channel was
direct sales between the producer and end-user. Some sales first went through related intermediary
companies and then onto normal international trading companies. Other sales were initially made by the
suppliers of the raw materials, who may have sold to Russian intermediaries, who then sold to trading
companies. Any particular transaction might involve multiple Russian intermediaries. The excessively
low initial price at which steel could be obtained allowed even steel that went through multiple
intermediaries to be sold at highly competitive prices.

Sales for Export by Input Suppliers.The increasing use of barter to obtain inputs for steel
production—due to the shortage of working capital—provided an opportunity for trading companies to
acquire Russian steel. Steel producers increasingly provided steel to suppliers of energy, raw materials,
and transportation services in lieu of cash payments. As a result, a large amount of all steel produced
ended up in the hands of input and freight providers.

The coal, gas, electric, and railway companies were often ill-prepared to sell, no less market, the steel
they received through barter. Some government-owned raw material suppliers, who obtained steel
products through barter were in the same, if not worse, financial shape—they needed the cash and were,
at times, not diligent in ascertaining the appropriate asking price in the interest of taking possession of
an exportable product that could be sold for dollars.

In sum, the input suppliers did not have the time or the wherewithal to determine, and fight for, the best
possible price for the steel products they had. Russian middlemen and trading companies were able to
acquire this steel at very low prices, mark it up substantially, and still be able to sell it at below market
prices throughout the world.

Enhanced bargaining position of international trading companiesTrading companies capitalized on
the Russian steel producers’ shortage of working capital in other ways too.

For those steel companies unable to purchase or barter for raw materials, trading companies either
directly provided the necessary inputs, loaned money to purchase the inputs, or prepaid for their sales
order. If a producer reneged on a deal, the chances of getting one’s money back were slim. Therefore,
the risk involved was great. However, control over the acquisition and provision of raw materials gave
the trading companies an inordinate amount of power when negotiating the price at which they obtained
the finished steel.

Seeing both the desperate straits of many producers and an opportunity to make money, some trading
companies bought stock in the Russian steel companies. Sometimes this resulted in the trading company
having effective control over the steel producer. While this equity stake could have resulted in real
restructuring, trading companies typically operate on shorter-term horizons given their reliance on
commissions.

Middlemen markups. Usually, international trading companies dealing in metals make 2.5 percent on
their sales. For Russia, due to the higher risk involved, trading companies require a margin of at least 4
percent? Some trading companies have estimated their markups in the range of 5 to 7 percent. These
figures are only with respect to the international trading company involved in a transaction. As noted
above, there are often other Russian intermediary companies involved.

While an analysis of the normal markup by these companies can get very murky, very quickly, the
experience of one of the top three companies, Severstal, sheds some light on the issue. After reducing
the number of intermediaries to one established, well-respected trading company per sale, Severstal has
been able to raise its sales price $20-$25, or roughly 10 percent. Nonetheless, after the elimination of
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these intermediaries, one source estimates that Severstal's export prices were still generally 30 percent
below European price&

Trading companies’ impact on trade flowsRussian steel producers’ heavy dependence upon trading
companies to sell large quantities of steel had an impact on trade flows. Trading companies generally
target the spot market that is willing to pay the most. As a result, relatively small changes in one market
can lead to rapid shifts from one market to another. When the Asian crisis hit, for example, Russian
steel was quickly diverted from the Asian to the U.S. market.

Examination of the export markets for the Russian steel producers demonstrates what happens when
there is an over-reliance on trading companies. Rather than having relatively stable quantities going into
relatively the same markets over time, the final market destinations of Russian steel have exhibited no
consistent pattern. Given that Russia has become one of the largest exporters of steel in the world—
selling more than 20 million MT of steel mill products a year—the potential is great for fluctuating
volumes to disrupt world steel markets. The low prices at which Russian steel was often sold increased
the level of instability.

Pre-Steel Crisis Rumblings: Russia’s Export Options Narrow

A number of trade actions taken by countries around the world, combined with the Asian financial crisis,
gradually closed many of Russia’s export markets. Trading companies began searching the world for
potential markets and saw fewer and fewer available. The U.S. market stood out; the prices were good and
the restrictions were few. Although plate exports had been limited due to dumping in 1997, the U.S. market
was open for all other steel products.

European Union.The first export market to comprehensively restrict Russian steel exports was the
European Union (EU). Beginning in the 1970s, individual countries within the EU had established quotas
for steel imports from the Soviet Union. In 1992, the EU restructured these nationalmjocas

unilaterally imposed EU-wide quota on Russian sté&hree years later (1995), the unilateral quotas

were replaced with the first EU-Russia agreement on'8taélis agreement limited Russia’s exports of

steel to the EU to 308,000 and 354,000 MT of finished steel products in 1995 and 1996, res{iéctively.
The first agreement was renegotiated and extended in 1997 for another five years, with quota levels
beginning at 841,000 MT in 1997 and rising to 928,000 MT by 28@uota increases are conditional

upon Russian progress in three specific areas: ensuring and increasing competition domestically among
Russian steel producers, decreasing subsidies, and improving environmental pfétection.

China. Another major market for Russian steel has been China. According to Chinese import statistics
reported in the World Trade Atlas, in 1996 China imported 4.7 million MT of Russian steel mill
products, accounting for approximately 20 percent of Russia’s total eX{j&fsto that time and

particularly in 1993 and 1994, China’s construction boom was fueling huge demand and causing a
shortage of Chinese steel. Since the early 1990s, China has increased steel production, and in the mid-
1990s became the largest steel maker in the world. With production growing and the construction boom
abating, China experienced a glut of steel. Steel imports into China dropped by approximately 58
percent in 1997 from peak levels in 1993. Russian steel mill imports into China dropped by 36 percent
between 1996 and 1997 to less than 3 million*fT.

Other Asian markets. In the early 1990s, the majority of Russian steel exports went to Asia due to
strong regional demand and a shortfall in regional supply. However, between 1994 and 1998, demand in
Asia began to taper off. With overall Russian exports growing, the percentage of Russian steel going to
Asia began to decline. Specifically, the percentage of Russian rolled steel exports to Asia dropped from
64 percent in 1994 to 40 percent in 1998.
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Trade actions taken by Asian steel producers were a part of this decline. In 1996, antidumping probes
in Taiwan, Indonesia, and South Korea against Russian steel producers of “H beams” and hot-rolled
steel resulted in duties ranging from 15 and 19 peféent.

» Around the world. After years of escalating exports of low-priced steel from Russia, producers in
other countries began to take trade actions. Since 1995, more than forty antidumping probes against
Russian steel products have been undertaken around the world (8 actions in 1995, 13 in 1996, 6 in
1997, and 13 in 1998), including in Canada, Brazil, India, and the Philippines. The products subject to
these trade cases included everything from semifinished products to cold-rolled steel. The dumping
duties imposed ranged from 9 percent to 82 peféenhe long list of countries that took action against
Russian steel products was a strong indication of the disruptive impact Russian steel was having on
world steel trade.

* The United Stateslin the
mid-1990s, the United 200 -
States began to have its
own problems with imports
from former Soviet States.
Other low-cost Russian
steel products began to
penetrate the U.S. market a
the same time. There was a
substantial increase in
imports of plate from
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in late 1996 This case

foreshadowed the problems Source: ITC Dataweb.

the United States would

confront regarding other 3-12. U.S. Imports of Cut-to-Length Plate From Russia and Ukraine,
Russian steel products in Combined (1994-1997)

1998 and beyond.

» Asian financial crisis. When the Asian crisis hitin 1997, it compounded the effects of the preceding
decline in Asian demand and the numerous trade cases filed against Russian steel around the world.
Between 1996 and 1998, Russian exports to Asia dropped by 64 percent from 2.8 million MT in 1996 to
just over 1 million MT in 1998Chart 3-13)

The statistics for individual Asian countries are even more extreme: Thailand decreased its hot-rolled
imports from Russia by 92 percent between1996 and 1998; Malaysian imports declined by 56 percent;
and South Korean imports plummeted by 99 perééRor hot-rolled products, the decrease in Russian
exports to Asia in 1998 just about equaled the increase in Russian exports to the United States.

The Role of Russian Hot-Rolled Steel in the U.S. Steel Crisis

Although the U.S. market remained largely open to Russian steel, very few higher value-added steel
products produced in Russia were of an acceptable quality level for the U.S. market. At the lower end,
however, the Russians had tremendous capacity to export hot-rolled steel. The scenario played out for
Russian steel products (declining domestic demand, maintenance of production, and growing exports) in
some ways was very similar but was in some ways even more extreme for hot-rolled products.
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» Domestic demand for hot-
rolled sheet dropped nearly
77 percent between 1991
and 1999 Chart 3-14)

» Production for sale of hot-
rolled sheet, after declining
nearly 50 percent between
1991 and 1993, increased to
levels nearly on par with
levels prior to the Soviet
break!4®

e [n 1998, more than 80
percent of Russian hot-
rolled sheet production was
exported, the majority of it
going to the United States.

In 1998, the United States
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consumed 57 percent of
Russia’s total production of
hot-rolled product*

3-

13. Russian Exports of Hot-Rolled Products to the U.S. and Asia

The average unit value of these
imports of carbon hot-rolled
products was on average
approximately 20 percent lower
than the imports of any of the
other major country suppliers.
Steel experts have given severa
reasons for the low price
received by Russian steel
producers, including the
following:

» Poor quality.
* Long lead times and
delivery time uncertainty.

* Prepayment requirements.

e Lack of downstream
subsidiary outlets in other
countries.

* Reliance on Russian

middle-men and small trading companies rather than well-established major international trading

companies.
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3-14. Russian Production, Consumption, Imports, and Exports:

Hot-Rolled Sheet

» The failure to produce upgraded products and limited product range.

* The lack of technical assistante.

Quiality shortcomings included problems with packaging and transportation damage and unsuitableness
for certain end uses (such as automobile manufacturing) because of failure to meet important surface

quality requirement¥* The major end users of Russian hot-rolled products have been U.S. pipe

producers and other consumers who do not require products of greater strength or smoother and cleaner

surfaces?’
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Impact on U.S. Domestic Prices

Between 1994 and 1996, imports of hot-rolled Russian steel ranged between 500,000 and 750,000 MT.
Low-priced Russian imports did not begin to pull down U.S. domestic prices until*€997.

* In 1996, the average unit value of Russian hot-rolled steel was $251 per MT, while the average unit
value of all hot-rolled imports was closely related to producer prices in the United States ($322 vs.
$358)14°

» In 1997, the average unit value of Russian imports, while increasing slightly, was still relatively low
and accounting for a bigger percentage of total imports. Starting in 1997, the rising level of low-priced
imports from Russia helped to hold down U.S. domestic pfi€es.

* In 1998, Russian hot-rolled steel imports into the U.S. increased by 93 péraedtjmport prices
dropped 14 perceit The Russian share of U.S. imports of hot-rolled steel more than doubled to 33
percent, up from less than 15 percent in 1996. Between 1996 and 1998, the volume of Russian hot-
rolled steel imports grew by more than 370 percent. In 1998, Russian hot-rolled imports alone nearly
equaled that of Japan, Korea, and Brazil (the next three largest import suppliers) céphbined.

Market Psychology Exacerbates the Crisis

More important, perhaps, was the psychological effect these imports were having on the U.S. market.
Everyone knew that Russia had an immense steelmaking capacity from the old Soviet days, that the plants
were still running, but that domestic consumption had dropped sharply. When Russian steel started coming
into the United States in larger quantities and at lower prices, U.S. steel producers became concerned.

At the same time, the average unit value of Japanese steel was dropping to comparable levels, even though
the quality of the Japanese product was decidedly higher. And traders, fearing the filing of dumping cases
against the surging imports—began bringing in massive quantities of Russian steel to satisfy their
customers’ needs not only for the rest of 1998 but for 1999 a$*wél5. producers were forced to cut

their prices as the prices of imported hot-rolled steel dropped more than 20 fércent.

The Story of Magnitogorsk

Over 90 percent of the hot-rolled steel imports in 1998 came from three companies: Novolipetsk,
Magnitogorsk, and Severstal. Novolipetsk was always the biggest exporter to the United States, shipping
large but stable quantities of between 1.5 and 1.6 million MT during 1996{C8a& 3-15) Severstal
exported roughly half a million MT in 1996 and 1997, but racheted up exports to more than 800,000 MT
in 1998%%6

The most interesting story is that of Magnitogorsk. Exports to the United States from the company went
from less than 200,000 MT in 1996 to more than 1.4 million MT in 1998. The increase of Russian hot-
rolled steel imports between 1997 and 1998 is largely attributable to increased exports from Magnitogorsk
(Chart 3-15)

The story of Magnitogorsk is very much the story of the Russian steel industry. Created under the first
five-year plan in 193& Magnitogorsk eventually became the largest steel plant in the #&ddlf of
the steel that went into Soviet tanks during World War Il was produced by Magnitégorsk.

Shortly before the breakup of the Soviet Union, Magnitogorsk was slated for a $5 billion modernization
programt®®While the program was not implemented, prior to privatization, two new modern steelmaking
furnaces were installed and construction of a new hot-rolling mill (initially approved in 1986) began in
1992. The theoretical annual capacity of this huge new mill is 5 millioA®MT.
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Although the production
facilities at Magnitogorsk were
In need of Upda_tmg’ the . Severstal Magnitogorsk
decision to begin construction _— _—

. e Novolipetsk
of a new hot-rolling facility in 4 e

1992 must be seriously

guestioned. As clearly 3 Total Russian Exports

illustrated in Chart 3-14,

domestic consumption of hot-

rolled sheet had fallen by =
nearly 50 percent between
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1993. When the hot-rolling mill 0

came on line in 1994, domestic 1996 1997 1998
consumption was just above 1 Source: Infomine.

million MT while production
from Magnitogorsk’s facilities 3-15. Russian Exports to the United States of Hot-Rolled Products:
alone could eventually Top Three Producers

approach 5 million MT.

has, on average, exported 0 L e S S
more than 55 percent of its 1994 1995 1996 1997 1998
hot-rolled productiori®? As Source: Infomine.

with the rest of the Russian
steel exporters, the big market 3-16. Magnitogorsk Hot-Rolled Steel Output

for Magnitogorsk was

initially Asia. When the Asian

crisis hit, Magnitogorsk turned to the United Stdfé¥Vhat distinguishes Magnitogorsk from

Novolipetsk and Severstal, however, is that its production of hot-rolled products was increasing
between 1994 and 1998.

Metric Tons (millions)

Despite the poor domestic
market and the threat of
bankruptcy in 1996,
Magnitogorsk continued to
ramp up production on its
new hot-rolling mill(Chart
3-16). Like the other major
Russian steel producers,
Magnitogorsk began to export
aggressively.

Millions of Metric Tons

[

Total exports of hot-rolled steel by Magnitogorsk were flat between 1996 and 1997 but increased 43
percent between 1997 and 19@hart 3-17) The increase of Magnitogorsk’s exports to the United States

is attributable to three factors. First, Magnitogorsk continuously increased hot-rolled steel production
(Chart 3-16) Second, much of the increase in exports to the United States was attributable to exports
diverted from Asian market&!Finally, a substantial percentage appears to have been sold previously in

the domestic market. (The switch to export markets may have been due to a greater need for “real” money
or perhaps to the Russian financial crisis of 1998.)
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The story of Magnitogorsk’s
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in a matter of months.
Conclusion

The lack of normal business considerations at the investment, production and selling stages in the Russian
steel industry led to volatility in the global steel market and damage to the steel industry and steel workers
in other countries, including the United States. While the Russian steel industry has the potential to be
competitive in world markets in the long-term, it must address the underlying market-distorting practices to
avoid the kind of trade frictions it has encountered in the past.
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3.2 Structural Factors and Japanese Steel Trade

Introduction

A number of economic and structural factors in Japan’s steel market played a significant role in the U.S.
steel crisis of 1998. A decade-long deterioration in domestic steel demand was the primary market
development that led Japanese producers to rely increasingly on exports in the 1990s. While resort to
export markets in response to weak demand at home may be economically justifiable in principle, the
presence of long-standing structural distortions in the Japanese steel market amplified the U.S. steel crisis
by apparently helping to sustain low-priced imports into the U.S. market.

In the late 1990s, faced with tight fiscal policy, the Asian financial crisis, and the failures of major

financial institutions, Japan slipped deeper into recession. Japanese steel consumption declined, and
Japanese steel producers turned increasingly to export markets. These temporary economic conditions
affecting Japanese steel trade only magnified underlying structural problems in the Japanese market. The
combination appears to have resulted in higher volumes and lower prices of Japanese steel exported to the
United States.

Japan’s major structural problem is its noncompetitive steel market. The key symptoms of the Japanese steel
market suggesting a noncompetitive market that can distort Japanese steel trade abroad are as follows:

* Production sharesamong the top five Japanese producers have remained virtually unchanged for
twenty-five years. While the remarkable stability of production shares among Japan’s top steel
producers has caught the attention of Japan’s Fair Trade Commission (JFTC), the Japanese government
has not taken any further action to address concerns about apparent coordination among the major
producers. The JFTC noted that despite the fact that total industry production levels fluctuated routinely
from 1975 to 1992, “each share among the five companies has hardly fluctuated.”

» High and stable domestic priceso major steel customers in Japan have been another outcome of the
apparent coordination of steel production. Industry data show that the prices paid by large steel
consumers in Japan remained high and remarkably stable over a long period and in the years leading up
to and including the export surge to the United States. These numbers support industry reports that
producers placed a priority on maintaining domestic price stability, even at the expense of curtailed
domestic shipments.

» There is a history ahternational price discrimination between domestic and export markets. As
1999 ended, Japanese steel products were subject to ten antidumping duty orders or undertakings and
eight ongoing investigations in a number of countries including Brazil, Canada, Mexico, and the United
States.

The lack of meaningful competition among major producers in Japan, suggested by the long history of
stable production shares and stable domestic prices, allows Japan to maintain a high-priced domestic profit
sanctuary, which can affect global steel trade in the following ways:

» Revenues from high-priced domestic sales can be used to improve cost competitiveness by, for instance,

funding research and development.
» Likewise, high domestic prices can be used to sustain low-priced exports over substantial periods of
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time. Given the apparent importance that Japanese producers assign to maintaining sales and market
share, this advantage can lead to disruptions in export markets.

As discussed below, many steel industry experts agree that there is a lack of competition in the Japanese
steel market and have indicated that this lack of competition has contributed to the maintenance of capacity
beyond what the market would otherwise warrant over the long term.

The insulated steel market in Japan is made possible by a variety of import barriers. Without these barriers,
it would not be possible for the steel industry to fix production shares and high prices at home. For
example, Japanese producers’ influence over the distribution of steel insulates the Japanese market from
international competition. Other barriers, including procedures for product certification, can add years to a
foreign producer’s attempt to enter the Japanese market.

As noted above, given the depths of Japan’s recession in 1998 and the faltering of domestic steel demand, it is
not unexpected that Japanese steel producers would turn to export markets. What is of concern, however, is
the nature of Japan’s export sales compared to its domestic sales. Japan’s noncompetitive market structure
helped producers sustain low-priced exports, which in turn exacerbated the 1998 U.S. steel crisis.

As reported by steel analysts and the Japanese press, in early 1997 the major integrated producers decided
to lift production restraints on hot-rolled sheet. But they only freed up production of hot-rolled sheet for
export, while keeping in place production restraints on domestic market shigmbatpercentage of hot-

rolled sheet produced for export rose from 30 percent in 1996 to nearly 60 percentin 1998.

At the time of the reported decision to free up production for export, Asia was the most likely market for

the planned export drive. However, when primary Asian markets collapsed, Japanese producers redirected
their exports to the United States. Hot-rolled steel imports into the U.S. market increased 1,000 percent
from 1996 to 1998.0ne of the most distinctive features of these export sales was the extent of price-

cutting that occurred, as described in industry refid?tces of exported hot-rolled sheet from Japan fell

below the depreciation of the yen during this same péiideanwhile, high domestic prices of major

products sold to large customers held steady from 1996 to 1998 despite deteriorating home market demand.
Industry analysts at the time noted that revenues from domestic market sales were a key to the Japanese
producers’ ability to sustain low prices in export markets.

The export drive expanded beyond hot-rolled sheet to include structural shapes and other major products as
the severe recession of 1997 continued into 1998. By this time, the apparent goal of Japanese producers
was to restrain domestic shipments to prop up prices in a weakening market, while preventing a further

slide in capacity utilization rates through exports. As one Japanese industry official stated regarding 1998,
“[s]Jometimes we took measures that could be fairly characterized as dumping in order to boost capacity
utilization.™ Despite rising U.S. demand, the dumping of Japanese steel exports to the United States
contributed to falling steel prices in the U.S. market and cutbacks in U.S. steel production.

The Noncompetitive Market Structure

The Japanese steel industry is a mature sector whose period of major capacity expansions is well behind it.
Japanese producers—including the five large integrated producers (Nippon Steel, NKK, Kawasaki,
Sumitomo, and Kobe)—are generally recognized as efficient in terms of both labor and total factor
productivity® During the past decade, Japanese producers cut costs, in part by reducing employment.

However, despite the Japanese steel industry’s status as an efficient, developed sector, it has continued to
benefit from practices that shelter the industry, provide competitive advantages vis-4-vis foreign producers,
and substantially influence global steel trade. The effects of long-standing structural factors are most
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apparent in the marked differences in which steel is sold domestically and for export. These long-standing
structural problems exacerbated the steel crisis in 1998.

The question of whether major Japanese steel producers coordinate on production levels and other business
decisions is well known among steel industry observers. It has received increasing attention in recent years
with respect to its potential impact on steel trade, including the 1998 surge in exports to the United States.

A discussion of the issue is therefore warranted in the context of a report on structural issues facing the
global steel industry.

This report does not address the lawfulness of conduct of Japanese steel producers under existing U.S. or
Japanese law. Company-specific information such as intra-company memos or depositions of key officials
was not collected. Such an attempt would have been outside the authority of the Commerce Department
and beyond the scope of this report. Within these limitations, however, a substantial effort was made to
investigate claims of the existence and trade impact of alleged coordination among Japanese integrated
producergsee box}*

In total, the information gathered for this report appears to indicate that a noncompetitive market among
major integrated producers in Japan has remained in place throughout the 1990s, and that it affected trade
flows during the past several years. The manner in which these firms are said to interact is commonly
referred to as a “cooperative system,” allegedly involving long-standing coordination on production shares
and other business decisions, with Nippon Steel serving as the industry leader.

A Look at the Data: Production Shares and Pricing

Stable Production Shares
Long-term production data support the views of industry experts regarding coordination among major
producers. Within the pool of crude steel production accounted for by the five major integrated firms, the

production share of each firm has remained virtually constant for twenty-five years, from the mid 1970s up
through the time of the export surge. In general, for each of these years, Nippon Steel has accounted for

Methods of Inquiry Into Alleged “Cooperative System”

The inquiry into allegations of coordination among major producers included:

1. A review of the relevant data available from public sources, including production shares, domestic
and export pricing, shipment volumes, and Japanese import levels.

2. A review of published materials in the United States and Japan, including monthly steel industry
reports by investment firms, literature by academics and journalists, and journal and press accounts.

3. Numerous interviews in Japan and the United States with industry experts, including academics,
government officials, investment firms, journalists, and U.S. importers. Within the Japanese steel
industry, a major industry association (the Kozai Club), as well as the leading mini-mill producer,
Tokyo Steel, were interviewed. The five major integrated producers declined interview requests.

The analysis of the primary data that might reflect any such coordination—long-term relative production
shares—was important, as were data relating to the market impact of alleged coordination, namely
pricing, shipment, and import data. Direct interviews with industry experts were also helpful. Finally, the
growing literature on the subject provided background on the historic and present-day context of alleged
coordination among major producers. Some of the secondary information on this issue is anecdotal in
nature. However, the sources are considered to be reliable and authoritative.
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Source: Financial Dynamics of 61 International Steelmakers, Paine Webber.

3-19. U.S. Crude Steel Production Shares Including
the Top Five Companies

Given the many variables that affect a major industry like steaj-different investment rates and labor

and production changes—the ability of these producers to maintain constant production shares over such a
long period is highly unusual, and cannot be written off as a coincidence. Instead, as a number of experts
have observed, it is indicative of industry coordination to control production dating back to the creation of
Nippon Steel in the 1970s and continuing through the 1990s.
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High Domestic Prices

The apparent coordination on steel production helps explain how integrated producers have been able to
maintain high prices to their major customers, despite the long-term deterioration of domestic demand. The
maintenance of high, exceptionally stable, “big buyer” pr{ses box} in the years leading up to and

including the export surge from 1996 to 1998 is especially telling.

Hot-rolled coil remained at the same premium price of 71,000 yen throughout each quarter of the entire
three-year period from 1996 through 19@®art 3-20)'° The price for cold-rolled coil, galvanized sheet

and wide flanged beams also remained fixed from 1996 through 1998, while the price for plate fluctuated
only slightly. The maintenance of high price levels to large buyers through the end of 1998 is consistent
with analysis in industry reports stating that the priority for the integrated producers was on maintaining
domestic price levels in a deteriorating market, even at the expense of sharply cutting domestic shipments.

Using even the broadest possible indicator of all domestic Japanese steel prices—Bank of Japan price index
data—prices of major products have been relatively stable in the face of deteriorating home demand.

Overall hot-rolled steel prices for all domestic sales in Japan remained relatively stable during much of the
period. In contrast, U.S. prices for hot-rolled steel fell significantly during this time. U.S. domestic prices

fell by at least 10 percent, while prices for U.S. imports of hot-rolled steel from Japan fell by

approximately 30 percent, despite the strength of U.S. de(fdadts 3-21, 3-22).

The “Big Buyer” Price

The big buyer price is the price charged by integrated producers to large industrial users (e.g.,
construction and auto customers), accounting for the majority of sales by the large Japanese steel
producers. Big buyer prices are reported along with the Japanese dealer price and export price in
World Steel Dynamics’ Price Track publications.

The Price Track publications list two sources for the big buyer price series: (1) Kensetsu Bukka
(“Prices of Construction Materials and Wages”), a monthly publication produced by the economic
research organization Kensetsu Bukka Chosa Kai (“Construction Prices Research Institute”) in
association with the Ministry of Construction, and (2) World Steel Dynamics research. According to
an official from World Steel Dynamics, the big buyer price included in the Price Track publications
represents the actual price paid by large industrial users, and is not a “list” price. Also, while the
Kensetsu Bukka is a construction sector price series, World Steel Dynamics officials indicated that
the big buyer prices listed in Price Track pertain to major buyers generally in Japan.

Based on a comparison of big buyer prices as reported in Price Track with those reported in Kensetsu
Bukka, it appears that the reported big buyer prices are in fact “actual” (nonlist) prices. The big buyer
prices as published in Price Track correspond with the “actual sales price” listed in Kensetsu Bukka.
This “actual sales price” is derived from a starting price, the “tie-in sales price,” that is substantially
higher than the “actual sales price.”

The products listed in these “big buyer” price series appear to be basic, commercial-grade ordinary steel
products, not specialty products. In the Price Track publications, big buyer prices are listed for the same
basic products as those listed for Japanese dealer prices and Japanese export prices. These include
hot-rolled coil, cold-rolled coil, galvanized sheet, wide-flange beam, and plate. The big buyer price series
does not indicate that there are any product differences between products sold at the big buyer levels
and through other channels. Similarly, in the Kensetsu Bukka price series, the items listed appear to be
standard commercial grade “carbon quality” ordinary steel products such as commercial quality hot-
rolled and cold-rolled sheet (as indicated by a comparison of Japanese product brochures with
specifications listed in the Kensetsu Bukka).

Chapter 3: Behind the Crisis—Japan 69



As with the existence of the
120 _ cooperative system itself, the
Galvanized .
S \ connection between
_Z 100 _ cooperation among producers
= — ColdRolled Coil and high domestic prices has
i 80| _ Hot-Rolled Gal— been increasingly
2 acknowledged by industry
= Wide-Flange Beam observers in recent years. In
8 10 Plate June 1998—the height of the
§ export surge—one investment
§ 20 firm referred to “the current
= premium on domestic prices
0 based on the harmonious
Oct95 May 96 Dec96 Aug97 May98 Dec98 Jun 99 relationship among the six
Source: World Steel Dynamics, Price Track #59, September 30, 1998, [blast furnace] companieé?”
p. 66; Price Track #63, October 28, 1999, p. 40. Other observers have also
related coordination among

3-20. Japanese Domestic Big-Buyer Price, Five Major Steel Producers  major firms to high domestic
prices, as well as high profit
levels at various times over the
120 past twenty-five years.

Noncompetitive
110 Domestic Market: Past

Japan Domestic and Present

100 == .
00 A look at the long history of

coordination among major

90 Japanese steel producers sheds
light on production, shipment,
and pricing practices today.

80 Government-sponsored cartels
Jan97 May Sep Jan98 May Sep Jan99 May Sep among private producers have

Sources: Japanese domestic price, Bank of Japan; U.S. domestic price, BLS !Ong bee_n a feature Of_ the steel
Producer Price Index. industry in Japan, dating back

to the early part of the

o .
3-21. Hot-Rolled Sheet Price Comparison: Japanese Domestic Price vs. century:® They continued to be

U.S. Domestic Price (Price Index: January 1997=100) p_revalent during the industry’s
high growth period (from the

1950s through the mid-1970s),

during which MITI directly
coordinated production and investment incredségen demand for steel stagnated in the late 1970s and
1980s, legalized cartels were formed under the authority of the so-called “Depressed Industries
Legislation,” which provided exemptions to the Anti-monopoly Law for the formation of cartels to stabilize
industries designated as structurally depre$sed.

U.S. Domestic

Historically, cartelization conferred significant benefits on Japanese steel producers while, at the same time,
giving rise to structural problems due to market insulation. The key policy goals that industry coordination
fostered were shared technological improvements, cost reductions, and international competitiveness.
much of the industry’s growth period, the government simultaneously sheltered established producers from
“excessive” domestic competition and targeted the industry for export growth, as capacity increases rapidly
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created a tendency toward capacity preservation and increases. Even as Japan continued its postwar growth
in the 1980s, experts acknowledged more and more that the pitfalls of industry collaboration, including
excess capacity, were becoming increasingly apparent. As noted by one observer in 1982:

One result of the MITI policies was to increase an industry’s capacity beyond what would be
prudent. And today, when the cushion of a cartel still exists, the reduction in total excess capacity
will be slower than when no collusion is permitéed.

It is in this sense that coordination among producers has historically acted as a buffer against market
fluctuations, which may in turn lead to a lack of market exit and capacity levels higher than would otherwise
occur under more competitive conditions. Given the importance of maintaining capacity utilization in a high
fixed-cost industry such as steel, this can put pressure on supply, particularly during market downturns.

While such practices created distortions during Japan’s high-growth period, the real harm, both to Japan
and to its trading partners, occurred because these practices appear to have become more or less permanent

Cartels and Excess Capacity

The historical relationship between government-sponsored cartels and capacity is explained by one
observer, in a seminal paper on Japanese cartels in steel and other basic industries, as follows:

If the largest firms were to grow rapidly by adopting new technology that was usually larger
in scale than what it replaced, the firms had to produce more, often significantly more than
before, to make optimum use of the new technology. The problem was that such an
increase in productive capacity often tended to exceed the domestic demand and increases
in exports often did not occur swiftly enough. ...If the rapidly growing firms were allowed to
engage in temporary “cooperative actions” to fix prices or limit output, no potentially ruinous
price-cutting competition would occur, threatening bankruptcies, and no loss in profits
would result, reducing the internal reserve needed for the next round of capacity expansion
enabling the firms to adopt even more advanced technology.
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features of the Japanese economy well after the country’s development. By the 1990s, the days of officially
sanctioned cartels were over, but by most accounts industry coordination remained in place. As one
observer noted in 1998, “These days, ‘administrative guidance’ and the power of industry associations
produce the same results as formal carfélari increasing number of steel experts openly recognize a
cooperative system as a basic part of the industry’s struserdiox¥’

Many experts note the continued connection between industry cooperation and the maintenance of long-
term excess capacity in the late 1990s. One prominent Japanese steel expert noted, in an interview for this
report, the tendency toward surplus capacity due to the long-standing absence of competition and market
exit. In particular, he indicated that the current production and capacity levels in the integrated sector are
most likely greater than the levels that would result if Nippon were to compete fully with the other
producers. If exposed to open market competition, according to this expert, one or more of the top five
Japanese steel companies would likely be forced out of buginess.

Industry Observers Commonly Refer to Collaboration Among Japanese Produgers

The recognition of longstanding collaboration among major Japanese producers as a basic
characteristic of the industry has become increasingly widespread in recent years. Professor Hiroyuki
Itami of Hitotsubashi University, a recognized expert on the steel industry in Japan and the chairman
of the committee that prepared a 1999 MITI-sponsored study on basic materials industries (including
steel), has written about cooperation among major steel producers in a recently published book.
Professor Itami comments that shortly after Nippon Steel’s formation, production shares “come to a
standstill. They are horizontal lines.” In an interview for this study, Professor Itami stated that the
“cooperative system” among the five major integrated producers has continued in place to the present
day. While stopping short of calling this system a formal cartel, he discussed the sharing of production
and other information among such firms, via industry associations. Professor Itami’s recognition of the
longstanding existence of the “cooperative system” is consistent with other Japanese industry
sources interviewed for this report.

The increasingly open recognition of long-term collaboration among integrated producers comes on
the heels of a growing literature by scholars and journalists who have written extensively on the
structure of the Japanese industry in the late 1990s. These include Professor Naoki Tona (who refers
to a “cooperative structure which can be called a horizontal cartel”); Richard Katz (referring to an
ongoing “steel cartel” among major integrated firms); Professor Mark Tilton (who discusses the “steel
cartel” in a book on cartels in Japan’s basic materials industries); and The Economist (which refers to
a “steel cartel” as of November 1999).

The acknowledgment of coordination among producers also extends to the Japanese press. The
leading Japanese business publications Nihon Keizai Shimbun and Nikkei Sangyo Shimbun both write
openly about collaboration among major producers through the late 1990s. The Nikkei Sangyo
Shimbun, in detailing long-standing collaboration on production levels among major producers, has
listed the production shares traditionally held by each company down to a tenth of a percent. The
Nikkei Sangyo notes in particular the oddity that, “Despite the fact that Kawasaki Steel and Sumitomo
Metals both were producing more than 10 million tons annually, there had been no more than a
30,000-ton gap between them for quite some time.”

While views on coordination among integrated producers are not completely unanimous (Professor
Robert Uriu of Columbia University, for instance, is of the opinion that cooperation among major
Japanese producers was curtailed in the 1990s due in part to pressure from customers), there is
extensive support—in terms of both data and industry knowledge—for the coordination viewpoint.
Even a single percentage change in production share, such as occurred after the export surge in late
1999, is a source of extensive commentary among industry experts looking to determine the future
level of collaboration on production decisions within the industry.
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Noncompetitive Domestic Market and Global Steel Trade

Aside from the general capacity problem, the advantages that may be created by an absence of meaningful
domestic market competition for Japanese producers have implications for global steel trade.

Cost Competitivenes§everal experts have noted that high domestic prices resulting from industry
coordination continue to benefit Japanese firms relative to producers from other countries. The
revenues from such sales can be used to increase the industry’s competitiveness through, for instance,
high levels of research and development. As an example, Professor Itami of Hitotsubashi University
estimated in an interview for this report that Japanese steel producers typically account for 40 percent
of total global steel-related R&D, with Nippon Steel alone accounting for half of this, or 20 percent of
the worldwide total. While industry coordination is not Itami’s sole focus in explaining the
competitiveness of the Japanese steel sector—he praises management decisions by Japanese producers
and is critical of certain business strategies pursued by U.S. pro#lueieiis viewed as a basic

structural characteristic that confers competitive benefits on the producers involved. In this respect,
Itami’s views are similar to those of economist Edward Lincoln of the Brookings Institution, who also
views a protected domestic market in steel and other industries as conferring a competitive advantage
to Japanese firms through the 1990s.

Price Discrimination.A high-priced domestic market, maintained in part through a lack of meaningful
competition among major producers, provides a mechanism for covering fixed costs through domestic
sales. This coverage, in turn, can facilitate low-priced exports for sustained periods.

This is not to say that Japanese producers always export at prices below total costs. The Japanese steel
industry has been noted as making profits from exports at various times, for instance during the Trigger Price
Mechanism period in the late 19708lor does it mean that below-cost export pricing could not occur during
market downturns in the absence of a high-priced domestic market. A combination of demand and supply
factors renders the global steel industry naturally prone to severe price competition, including short-run
marginal-cost based pricing, particularly during downturns in demand. Demand for steel is highly cyclical,
being derived from the demand for durable goods, such as automobiles, appliances, capital goods and
machinery and construction requirements. On the supply side, the capital-intensive production process and
resulting high fixed costs that characterize the steel industry, (notably furnace and mill construction), render
capacity utilization rates crucial to cost competitiveness and give producers an incentive to continue
production during downturns so long as revenues at least cover margirial cost.

At the same time, there is substantial information
that revenues from a noncompetitive domestic
market can amplify the tendency to export at lov Domestic Profit Sanctuary:
prices(see box}? The willingness of firms to Impact on Foreign Prices
engage in such pricing is not based solely on
profit maximization, but is affected by other
economic, political, and business culture factorg
including the importance assigned to maintainin
sales and market share in export markets, shor

One industry observer discusses the historic
relationship between the domestic profit sanctuary
and export pricing by Japanese industries
including steel in these terms:

up capacity utilization rates, and ensuring gene By keeping the domestic market
stability within the domestic industry. When useq closed to imports, and therefore being
to its full effect, this business culture can add able to charge high prices at home,
significantly to the price volatility inherent in the companies earned high enough

steel industry and cause severe disruptions in profits at home to be able to subsidize

low prices on the export front, and

export market8* While there is no way to prove _ _
thereby seize foreign market share.

the exact extent to which proceeds from domest
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sales have been used to bolster exports, the cross-subsidizing of foreign sales with domestic market
revenues in Japanese industry in general is recognized by economist Edward®incoln.

This appears to apply to the pricing patterns of Japan’s major integrated steel makers in recent years.
During the late 1990s, the gap between big buyer prices and export prices widened substantially despite the
long-term weakness of domestic demand. A 1998 Merrill Lynch report comparing the pricing practices of
Japanese and Korean steel producers specifically relates Japanese integrated firms’ ability to sustain low-
priced exports to revenues earned on domestic market sales:

South Korean competitor Pohang Iron and Steel (POSCO) relies largely on export markets for
earnings and therefore sets export prices at levels that would cover total costs. Japanese blast
furnace companies, by contrast, basically are relying on the domestic market for earnings and are
therefore able to export at prices high enough to cover variable costs. This means the Japanese
makers can sustain exports as long as their variable costs remain below POSCO's full costs. In fact,
in theory they could take market share away from POSCO by strategically pricing exports at levels
that just cover variable cost.

During a three-year period in the late 1990s, Japanese producers were in fact able to sustain significant
price-cutting on exports. Japanese export prices began their decline in early 1997. Price declines continued
through 1998, and were maintained, or even lowered further in some cases, into 1999. During this time,
Japanese export prices—both overall and for major products like hot-rolled steel—were reduced by 30
percent or more, below the yen depreciation that occéitred.

With respect to Japanese export pricing to the U.S. market, recent antidumping analyses by the U.S.
Commerce Department have found that major Japanese steel producers have priced their U.S. exports
substantially lower than comparable domestic sales. In an antidumping analysis, company-specific pricing
and cost information is analyzed in order to account for differences in products, channels of distribution,
and selling expenses. Even taking such differences into account, substantial pricing differences were found
between domestic and export sales of hot-rolled steel products. For other major products, such as cold-
rolled steel and structural shapes, Japanese producers did not respond to the Commerce Department’s
requests for information, and, as a result, company-specific export and domestic price comparisons could
not be made for such produéts.

Domestic and export price comparisons performed pursuant to antidumping investigations are unique in the
extent to which market- and company-specific pricing and cost information is taken into account. Aside

from antidumping investigations, one researcher, Professor Mark Tilton of Purdue University, has found
substantial pricing differences based on publicly available price data. Professor Tilton, who has written
extensively about Japanese basic materials industries, including steel, has found that Japanese “big buyer”
prices® have remained substantially higher than both Japanese export prices and U.S. prices throughout the
1990s, despite the decade-long erosion of demand in the Japanese market. According to this analysis, which
was based on pricing data from World Steel Dynamics, he found that big buyer prices on hot-rolled coil
exceeded Japanese export prices by 67 percent to 105 percent for the five-year period covering 1993 to
1998. After this time, the price difference widened further despite the continued weakness in the domestic
market. By March 1999, Japanese producers were offering hot-rolled coil for export at $220 per metric ton
(MT), while charging big buyers $520 per MT, a difference of nearly 140 péfcent.

This analysis also finds that Japanese big buyer prices have substantially exceeded U.S. contract prices
throughout the past decade. In the case of cold-rolled steel, the big buyer price exceeded the U.S. contract
price by 80 percent from 1993 through 1995. After that, the gap narrowed as the yen depreciated.
However, even when the yen was at 133 to the dollar in early 1998, the big buyer price was still 18 percent
higher than the U.S. contract priée.
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Professor Tilton’s price analysis has been criticized by representatives of Japanese integrated producers on
the following grounds: (1) The big buyer price difference is partially explained by the overall long-term
appreciation of the yen since the Plaza Accord in 1985; (2) big buyer prices include only Japan'’s largest,
most sophisticated steel consumers, whereas the U.S. contract price includes many smaller, less demanding
customers; and (3) big buyers in Japan prefer their traditional integrated suppliers due to a high level of
customer service and product customizatidRepresentatives of Japanese firms have also noted concern

with the reliability of the reported big buyer prices themset¥es.

While these factors may influence high domestic prices to major customers, they cannot alone explain the
sheer size of the price differences involved—particularly given Japan’s weak domestic market. First, the
yen has fluctuated substantially since 1985. Yet big buyer prices have remained high and stable in
comparison with other prices in Japan, Japanese export prices, and prices in other major markets such as
the United States. Second, the contention that the big buyer price is limited to a select group of the most
sophisticated customers is at odds with the fact that sales to big buyers reflect a substantial majority of
integrated producers’ total sales, which is not disputed by representatives of Japanese integrated
producerg? It is also at odds with the information indicating, as noted above, that the reported big buyer
prices are for commercial-grade ordinary steel. Finally, while factors such as customer service and
production customization may influence price (as Tilton’s analysis recogffie®e) those analyses, such

as antidumping analyses, that take company-, product-, and market-specific differences into account find
substantial pricing differences.

Barriers to Imports

Although Japanese domestic prices have long been at levels well above prices prevailing in other markets,
imports into Japan have remained low by international standards. Of course, high domestic prices could not
hold if importers were able to take advantage of these high prices. Several factors—including distribution
barriers, product-certification requirements, and alleged international market-sharing arrangements—can
be identified that limit Japan’s steel imports, and as such can help explain the existence of a noncompetitive
domestic market.

Japanese steel import penetration has historically remained at less than 10 percent, below import levels in
the United States, Korea, and the £EWhile imports were increasing gradually up to 1991, they fell

sharply through the rest of the 1990s as domestic demand dropped. The fall in imports was in fact even
steeper than the fall in overall domestic demand: while domestic apparent consumption declined nearly 30
percent over the past decade, imports plummeted by 50 percent, from nearly 14 million MT in 1991 to 6.6
million MT in 1998. As a result, even as measured against a declining Japanese steel market due to the
prolonged recession, imports became increasingly less significant relative to domestic shipments. Imports
comprised 9.6 percent of domestic apparent consumption in 1991, and just 7.4 percent’in 1998.

The decline in imports since 1991 cuts across most major product groups:

* Imports of hot-rolled steel fell from 3.5 million MT in the early 1990s to 2.2 million MT by 1998.
» Imports of long products, including structural shapes and wire rod, fell drastically, from over a million
MT in 1991 to less than 200,000 MT in 1998.

For certain products, both imports and domestic apparent consumption fell so severely as to render trends
in product-specific import penetration rates almost meaningless. For instance, despite a meager overall
import penetration rate of just over 7 percent for all steel products, import penetration of hot-rolled steel

had by some measures increased to nearly 40 percent by 1998, despite the substantial drop in hot-rolled
steel imports noted above. This is because the already-small Japanese merchant market for hot-rolled steel
had plummeted to just 6 million MT in 1998, down from 10.5 million MT in 1991.
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While the 50 percent fall in imports since 1991 is clearly due in part to the weakness of the domestic
economy, the fact remains that Japanese import penetration has been far less than in other countries even
during times of strong demand, and has remained under 10 percent for the past decade.

Distribution Issues

According to a number of sources, the integrated producers’ apparent control over the steel distribution
system—including trading companies and steel service centers—constitutes a barrier to importing steel into
Japar(see box}° Representatives of Japanese integrated producers take the view that the steel industry
lacks the market power to coerce its major customers—which in the aggregate are many times larger than

Japanese Distribution Barriers Reflect
Deeply Rooted Practices

One of the most vocal critics of Japanese
integrated producers, Masanari Iketani, the
President of Tokyo Steel—a Japanese mini-mill—
has frequently stated that “one of the main barriers
preventing [steel] imports from entering Japan is
the distribution system which is tightly controlled
by the trading companies.” The integrated
producers, in turn, appear to have control over
trading companies. The Japan Economic Journal
reports that: “[A]nother obstacle to import growth,
traders say, is the Japanese steel companies
themselves. ...[T]heir power over the trading
companies [is a] key means of holding imports at
bay. Traders claim, for example, that the big
steelmakers use the implicit threat of cutting
supplies to any major trading houses that attempt
to import steel directly”

the Japanese steel industry—into paying high
prices, and in effect subsidizing the steel
industry>! Similarly, the willingness of large
customers to pay higher prices is often attributed
to a preference for the high quality, superior
service, and stable supplies offered by Japanese
integrated producef8 These factors no doubt
play some role in causing customers to stick with
Japanese steel and pay higher prices, as do more
general factors such as the national priority
assigned to the steel industty.

However, there have been a number of
allegations of refusal-to-deal threats made by the
steel industry to customers who might import.

One of the most widely noted “refusal-to-deal”
allegations involves a decision in the late 1980s by
shipbuilder Mitsubishi Heavy Industries (MHI) to
purchase a small amount of steel from POSCO, at
a time when the price for Japanese steel was 60
percent higher than for Korean steféhs reported

in the Japanese press at the time, a Nippon Steel

official stated, “There is no mistake that [MHI] is importing steel in Nagasaki. ...What we'd like to tell them

is, ‘Fine. In return, we will not supply you with any of the high quality steel that Korea can'’t proéfuce.

m

While Nippon eventually granted tacit approval to purchase minimal amounts of steel from POSCO, MHI
has never increased its steel imports above 10 percent of itS$heeds.

In a recent research study based upon interviews of Japanese steel experts and industry officials, one
observer concluded that retaliatory threats continue to be an important deterrent to steetidptts.

report states regarding the MHI episode, “It is crucial to note that MHI was not simply concerned about a
relational contract with a specific firm, but was afraid it might be shut out of dealings with the entire

[Japanese] steel industr?.”

According to this study, these threats are due in part to the complex web of business relationships in

Japan. For instance, major shipbuilders also have significant industrial machinery operations, including
steelmaking equipment. Retaliatory threats from the major steel producers to their shipbuilder customers

therefore extend to “the threat to cut off purchases of new manufacturing equipment, or to tell the
shipping companies which handle their imports and exports to stop buying ships from particular

firms.”s°
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The Product Certification System

Adding to the problem of finding a willing customer, a foreign producer must also wade through official
Japanese certification requirements for steel—an often lengthy and frustrating process. Japanese Industrial
Standard (JIS) certifications are national standards for industrial and mineral products. As a business
reality in the steel industry, anyone wishing to sell in Japan must meet these standards. MITI handles
applications for JIS approval for foreign producers.

The approval process for JIS certifications on trade with Japan has been a long-standing complaint among
foreign producers trying to export to Japan. Given the international rules governing certifications and
Japan’s harmonization of its certification standards with those®iletheory it should be as easy for a

foreign producer to get JIS approval as it is for a domestic producer. But according to U.S. mills who have
been through the process, acquiring JIS approval has not been easy.

While the Japanese government has maintained in recent bilateral discussions with the United States that
any such problems are out-of-date, discussions with steel producers for this report suggest that the
certification process continues to serve as an impediment to imports.

One recent complaint relayed by a U.S. producer involved JIS approval. According to company officials,
the producer was granted approval on its first mill only because the mill manufactured a product that was
considered unlikely to be exported to Japan. Even so, the approval process took one year. When the
company built an additional facility that manufactured products more likely to be exported to Japan, MITI
indicated that the company would have to reapply for JIS certification for that facility. Despite already
having JIS certification for its first mill, approval for the additional facility took twice as long. According

to U.S. company officials, the product manufactured at the additional facility was considered a threat to the
Japanese domestic market and for this reason, JIS approval was &elayed.

Apparent Arrangements Between Japanese Producers
and EU and Korean Producers

For many years, U.S. steel producers and others have claimed that Japanese producers have entered into
informal arrangements with certain foreign producers to limit access to each others’ markets. The best known
of these alleged arrangements is the “East of Burma” Agreement, between Japanese and European mills.

While the existence of these arrangements is routinely denied by both Japanese steel producers and the
Japanese governméhnthere is information that market-sharing arrangements have existed between the
Japanese and the EU steelmakers well into the 1990s. In a 1999 decision, the European Commission found
that major Japanese and European steelmakers had engaged in cartel activity for the sale of seamless pipe.
The finding covered an arrangement among four major Japanese producers, including Nippon Steel, and four
European counterparts, to restrict sales in each others’ markets from 1990 through 1995. As reported by the
Nihon Keizai Shimbun, “What the EU sees as problematic in this case is [the eight steelmakers] dividing up
of the market. The British, French, German, Italian and Japanese manufacturers conspired to refrain from
selling in each others’ national markets. They are said to have split up Europe, which is supposed to be a
single market, and restricted competitiéhlii addition to this formal cartel finding, there is also substantial
anecdotal evidence from traders that quotas continue in force.

* One trader has stated that “the Japanese will not sell into Europe’s market for fear that the European
mills will sell directly into the Japanese domestic market in retirn.”

» Another trader, in a November 1999 response to a sales inquiry, stated that the “Gentlemen’s agreement
between EU-Japan/Korean mills are still effective, but even under the agreement nominal tonnage can
be allowed.®
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* Another response by this trader in February 2000 to a sales inquiry regarding galvanized steel for
Spanish and Italian customers stated, “Japanese mills are unable to offer as their export allocation to
EU is used up and presently not availalsfe.”

Some traders, however, have made statements to the contrary, such as:

The [East of Burma] Agreement has lost much of its former value and function due to current
market conditions—economic factors are such that it does not make sense for European mills to
export to Asid’

The EU finding and the claims of informal arrangements are reinforced by the exceptionally low level of steel
trade between the EU and Japan—at well under a million MT in both directions up to and including the export
surge periodChart 3-23) In contrast, Korea increased exports to Europe in 1998 by over 1.5 million MT, or
2,000 percerfé Moreover, in an
interview for this report, Tokyo

5 Steel President Masanari lketani
discussed a specific instance of
threats of repercussions when
Tokyo Steel—the leading
independent mill in Japan—
attempted to ship steel to Great
Britain in violation of an

2 agreement between Japanese and
British mills &

B Imports into Japan from EU
4 B Exports from Japan into EU

Metric Tons (millions)

Another commonly referenced
market arrangement is the

1996 1997 1998 alleged agreement between
Japanese and Korean mills,

Source: World Trade Atlas CD-ROM, Japan Edition, November 1999. specifically POSCO. Merrill
Lynch recently reported that
3-23. EU-Japan Trade, All Steel Products “POSCO has respected its

relationship with its Japanese
counterparts in its marketing

policy (such as voluntarily restricting Japan-bound exports to a certain [&wdhat after year, POSCO’s

steel exports to Japan have hovered between 2 million and 2.5 million MT, arguably a relatively low figure

given POSCO's size, low costs, and proximity to the Japanese rftarket.

Backdrop to 1998: Recession, Faltering Domestic
Demand, and Surplus Capacity

Through the 1990s, the Japanese domestic market entered into a prolonged recession, resulting in a
sustained steep reduction in home market demand. Declining domestic demand for steel brought to the fore
longstanding concerns about surplus capacity in the steel industry.

In 1998, Japan was in the midst of its deepest recession in the post-war period, with real gross domestic
product (GDP) down 2.5 percent in 1998 and a cumulative 4.7 percent from the first quarter of 1997 to the
fourth quarter of 1998. Its leaders grappled with postwar record levels of unemployment and bankruptcies,
persistent weakness in the banking system, and deflationary pressures in the &8hamydeclines in
domestic demand meant reduced sales for all sectors of the economy, including the stedlsadiry

next pagej?
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Three factors contributed to tipping the Japanese economy into recession beginning in 1997 after posting
5.1 percent real GDP growth in 1996. First, fiscal policy turned sharply contractionary, as cuts in public
works spending reduced public demand by almost 1 percent of GDP while tax increases hit private
demand. Second, the Asia financial crisis, which began in the second half of 1997, contributed to a decline
in foreign demand, with goods and services exports down 5.6 percent between the second quarter of 1997
and the fourth quarter of 1998Finally, the failures of a major bank and securities firm in the fall of

1997 adversely affected business and consumer confidence, and contributed to a sharp decline in the
supply of bank credt

In late 1997 and 1998, Japanese banks were criticized by domestic firms for generating a credit crunch,
apparently as they withheld new credit to questionable borrowers and worked on shoring up their balance
sheets. Though gross bank lending had declined in 1997, it fell by more than 2 percent in 1998 and more
than double that in 1999.

After an initial delay, the Japanese government responded to the deteriorating situation with significant policy
steps in a number of areas. To compensate for the drop in private sector demand, the government reversed its
contractionary fiscal stance, increased spending in initial and supplemental budgets, and provided tax incentives
for such items as housiffgTo stabilize the financial sector and reduce the risk of systemic crisis, the Japanese
government passed several key legislative measures in 1998, including the provision of substantial public funds,
with toughened conditionality for bank recapitalization with those ftinds.

It is often said that Japanese banks have provided loans based on their relationships with their borrowers,
rather than on projections of future company cash flow or other risk-based assessment séidaning.

1999 Economic Report of the Presidenta generalized discussion of the merits of market-based versus
relationship-based finance, noted that the best example of this in Japan was “the ‘main bank’ relationship
that many established firms traditionally have with their primary lendethis appears to be the case
particularly in keiretsu groupings. The report goes on to outline the perceived benefits of such a system, but

Japan’s Faltering Domestic Market in the 1990s

The loss of Japanese steel demand during the 1990s was severe and prolonged. Japanese steel
demand overall fell nearly 30 percent, and the fall in demand for certain products was even more
severe. Hot-rolled sheet demand, for instance, dropped by 45 percent in the domestic market over the
past decade. The fall in domestic steel demand was not a short-term phenomenon, but was instead a
long-term structural decline that coincided with Japan’s deeper economic problems, including the
crash of Japan’s stock market in 1990, the end of the construction boom, and the movement of
Japanese automobile plants overseas. The high prices charged by the steel producers themselves
also contribute to the problem of low demand.

This loss in domestic demand, coupled with the retention of production capacity levels in the 1990s,
aggravated what is often recognized as a longstanding problem of surplus capacity for Japanese
producers. Most of the sources that have characterized Japan'’s steel industry as having substantial
surplus capacity in the late 1990s view the fall of domestic demand over the last ten years as the
leading cause. A 1999 report by a MITI-sponsored committee discussing structural problems facing
the steel industry stated that over 15 percent of total capacity—or about 17 million MT—was a long-
term “surplus,” a figure consistent with other measures of Japanese excess capacity.

Numerous Japanese industry experts interviewed for this report recognized that surplus steel
capacity has, in fact, long been a problem for the Japanese steel industry, dating back to a capacity
buildup that resulted in industry-wide capacity of approximately 140 million MT by the early 1980s.
While Japanese producers had taken some steps to cut capacity in the late 1980s, any major
capacity cuts had ceased by the early 1990s.
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warns that long-term banking relationships can destroy value when they misallocate resources, a point
exposed by the Asian financial crisis.

In the 1990s, surplus steel capacity has been retained in the face of the prolonged slide in demand. Japanese
producers are routinely characterized as maintaining production facilities in excess of what market

conditions would warrant. A recent MITI-sponsored report notes that excessive debt goes hand-in-hand

with maintaining surplus facilitie®.The resulting high debt obligations, in turn, put added pressure on
producers to continue selling during downtuit®.The maintenance of surplus production capacity by

Japanese producers has been cited both in the United States and Japan as a factor in explaining the export
surge®®

Exports as the Solution to Problems at Home

The lack of meaningful adjustment during this time left Japanese producers saddled with significant surplus
capacity?® Things came to a head in the late 1990s when the bottom dropped out of the domestic market
just as primary Asian markets were collapsing.

With sharply declining demand in its home market and the collapse of significant export markets in Asia,
Japanese producers responded by continuing to restrain supply to the domestic market to maintain high
prices while dramatically increasing exports to new markets outside Asia, particularly the United States.
Cutbacks in production occurred, but these cutbacks were apparently aimed at supporting domestic prices.
In analyzing the behavior of Japanese steel producers between April and September 1998, Merrill Lynch
steel analysts noted:

The priority for blast furnace companies was stabilizing domestic prices through cutting inventories
amid weak domestic demand.In. pursuit of this goal, the companies sharply cut domestic
shipments while vigorously expanding exports to the [@r§phasis added].

Hot-Rolled Steel Destined for Export Reportedly Freed
From Production Restraints

An examination of the Japanese steel industry’s actions with respect to hot-rolled steel, the product
accounting for the largest share of the surge in imports of Japanese steel into the U.S. market shows the
potential effects of apparent coordination of production among integrated firms. In order to address the
continued erosion of their domestic market and respond to increased competition from Korean and
Taiwanese steel producers in their traditional export markets in Asia, Japanese producers reportedly
decided, in the spring of 1997, to release one product, hot-rolled steel, from the production restraints agreed
to under the cooperative system. The reported release was only partial. Producers were freed from
production restraints on hot-rolled steel destined for export, but production for the domestic market
remained controlled. This decision has been reported in detail by the leading business periodical Nikkei
Sangyo Shimbun, as well as the Nihon Keizai Shimbun. This decision was also discussed in interviews for
this report®

The reported decision to liberalize exports of hot-rolled steel while maintaining domestic production
restraints apparently had the intended effect of jump-starting production of hot-rolled steel. Overall
production of hot-rolled steel rose 20 percent in 19%ith domestic shipments continuing to be
restrained in order to maintain domestic price le¥&lse entire increase in hot-rolled production was
destined for export. Unfettered competition on the export side, combined with revenue from continued
high, stable domestic prices, encouraged Japanese producers to significantly increase exports of low-
priced hot-rolled steel onto world markets, soon to be followed by other major products such as
structural shapes.
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Collapse of Asian Export Markets

At the time that the reported decision to free up hot-rolled steel production for export was made, demand
for steel in Japan’s traditional export markets in southeast Asia and Korea was strong, as it had been for
most of the 1990%.With predictions for continued strong demand in southeast Asia and Korea, the

decision to expand hot-rolled steel exports to Japan’s largest export market appeared eminently feasible. In
January 1997, NKK decided to reopen its Fukuyama blast furnaces in order to increase hot-rolled steel
exports to Thailan& NKK was not alone. As reported by Nikkei Sangyo Shimbun, “[B]last furnace steel
companies embarked on a clear effort to strengthen exports from 1997 on.”

But with the onset of the Asian financial crisis in mid-1997, not only did the possibility of expanding their
exports to its traditional southeast Asian export markets vanish, Japanese producers were suddenly faced
with significant drops in their export shipments to the rest of Asia as the crisis swept from Thailand to
Korea by year’s end. With the entire region in the midst of economic collapse, 1998 exports to southeast
Asia and Korea fell by more than 2 million MT, a decline of 12 percent compared to 1997. Within this
group, the biggest loss was in shipments to Korea, which declined by 800,080 MT.

Suddenly in search of a home, the expanded Japanese hot-rolled production could not be absorbed
domestically if high prices in the domestic market were to be maint&imbis was compounded by the fact
that domestic demand was
sinking fast as Japan entered a
severe recession. The already
weak Japanese domestic steel
market dropped even further in 20
1998, as the decade-long declin

19%

: : 10
turned into an outright collapse.|
With the Japanese economyasp 8§ 0
whole contracting by almost 3 & 10

percent, apparent consumption B Hot-Rolled Steel*

for steel in the domestic market -20 | [J cold-Rolled Sheet

shrank drastically, falling by 17 30 O structurals

percent from the year befote. B CTL Plate**

In the face of Weak dqmestlc 40 1987 1989 1991 1993 1995 1997
demand, domestic shipments

were further restrained in order *Hot-rolled steel includes medium plate.

to maintain price levely. **CTL plate includes only heavy plate from WSD.

Domestic shipments of major Source: World Steel Dynamics, Core Report NNN, pp. 3-24 to 3-25.

products fell especially sharply
from the year before: hot-rolled
steel apparent consumption fell
nearly 30 percent; cold-rolled steel apparent consumption fell by over 20 percent; and shipments of structural
and plate products both fell by around 15 per¢ehart 3-24)%

3-24. Japanese Apparent Consumption, Steel Products (Percent Change)

Japanese Producers Set Their Sights on the U.S. Market
The 20 percent increase in production of hot-rolled steel that occurred in 1997, coupled with the 30 percent fall in
domestic consumption in 1998, had predictable results on the export front. Between 1996 and 1998, the percentage
of hot-rolled steel production that was exported rose, from 30 percent to nearly 60%§€ttant3-25)

The U.S. market proved particularly alluring for Japanese producers, in light of the relative strength of the
U.S. market compared with Asian markets. Shipments of Japanese steel to the U.S. market quickly surged.
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The fierce competition between
60 Japanese companies selling
into the United States
contrasted sharply with the
restraint shown in the domestic
market at the same tim&.

U.S. imports of Japanese steel
rose sharply in 1998—overall
steel imports from Japan were
up 162 percent (by 3.75
million MT), while imports of
hot-rolled steel were up 381
percent (by nearly 2 million
MT)_lOl

50

40

Percent
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20+
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1995 1996 1997 1998
Source: World Steel Dynamics, Core Report NNN, pp. 3-24 to 3-25. Japanese hot-rolled steel

export prices fell well below
3-25. Japanese Hot-Rolled Sheet Exports as a Percentage of the depreciation in the yen that
Hot-Rolled Sheet Production occurred’see box and Charts
3-26 through 3-29)The yen's
rebound did not immediately
result in a corresponding increase in Japanese hot-rolled export prices, which in fact continued to decline
through the yedf?

By sharply cutting prices, Japanese producers captured a significant share of the U.S. market in a number
of products. Japanese producers met or beat the prices of Korea’s POSCO and U.S. mini-mills, and
approached the prices of lower quality products from Russia.

Japanese Pricing and Market Trends

Some have suggested that the fall in Japan’s export prices during the U.S. steel import crisis was merely
the result of market trends—that Japanese producers were only price takers in a competitiv&market.
However, an examination of import shares suggests otherwise. In 1997 Japan had 8.2 percent of total U.S.
imports; in 1998 their share had risen to 16.2 percent. For key imports such as hot-rolled sheet/strip and
structural shapes, the gains in import share were

especially large: the share of imported hot-rolled
steel accounted for by Japanese products increa
from 8.25 percent in 1997 to 22.79 percent in
1998. The corresponding increase for structural | An analysis by World Steel Dynamics found:
shapes was from 4.73 percent to 37.93 percent.

Japanese Export Prices for Steel PIuanet

Japanese steel mills, with crude
steel production down about 11%
year-to-year through August due to
poor demand, have sought to
sustain exports. This strategy has

These share gains are apparently the result of
aggressive pricing behavior. Merely following
market trends would not lead to such share

increases. While some decline in Japanese expo worked for much of 1998 because of
prices as a result of the decline in the yen would their willingness to sell at an ultra-
expected, the extent of the declines noted in the low price and sharply boost

U.S. import prices exceeds the amount of yen deliveries to the United States. ...In
depreciation. Thus, these price declines appear t the case of hot-rolled steel destined
reflect explicit marketing decisions by Japanese for the United States, the 1998 rate
companies, either to reduce profit margins or sel of delivery has been extraordinary.
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at a loss. The rationale for pricing so aggressively in the U.S. market had to stem from the very significant
declines in Japanese exports to Asia as a result of the Asia crisis, which caused a decline of 2 million MT
of Japanese exports to the region from 1997 to 1998.

While marginal cost pricing might be expected in periods of downturn, especially for a high fixed cost
industry such as steel, the ability to sell at marginal cost for a long period cannot be sustained. Japanese
producers may have an advantage over U.S. firms in that they are able to sell at marginal cost for longer
periods. The reason for this lies in part in the noncompetitive nature of the domestic Japanese steel market,
which tends to allow prices for domestic sales of steel to remain constant and relatively high. In a more
competitive domestic environment, Japanese producers would have competed for domestic market share,
not just foreign market share, and this would have driven down domestic prices and affected the producers’
cash flow.

Price-cutting on key products such as hot-rolled steel and structural shapes during the export surge are
particularly illustrative.

Hot-Rolled SteelThe price of Japanese hot-rolle{  1he Export Drive’s Ultimate Impact:
steel exported to the U.S. started its decline in Global Market Instability

early 1997, around the time of the reported
decision to boost hot-rolled steel exports and wel .

. . X market, the greater the need to increase exports
before th(—;,;Bsoftenlng of prices in the U.S. market | i the point where Japanese export volumes
(see box)™The average unit values of Japanese ang export pricing can help undermine even a
hot-rolled steel imported into the United States | |arge market experiencing strong levels of
dropped from more than $400 per MT in the demand, such as that in the United States during
spring of 1997 to less than $300 by mid-1998. B| 1998. It is no wonder then, that first among the
the second half of 1998, when the largest volumgq factors identified by World Steel Dynamics as
were imported, the price of imported steel had destabilizing prices in the U.S. market in 1998 was

fallen to around $250 per M(Chart 3-26) the fact that “Japanese import offerings have been
extraordinarily high for most of the year [1998].”

The more dire the situation in Japan’s home

Per-unit yen revenues on exported hot-rolled stee
declined as a result of these di@kart 3-27) In
early 1997, Japanese producers

were earning revenues in the
45,000-50,000 yen range per $550 500
MT of hot-rolled steel exported 5 $500
to the United Stateé€® Yen 2 n 400 g
revenues on exports declined ‘g $450 . 3
. £ ot-Rolled Price (left scale) - S
gradually from that point, then & 300 28
. o $400 s
bottomed out at approximately s i P
30,000 yen per MT by the $ $350 I 000 2
second half of 1998. By this 5 £
i d hot-rolled steel v $300 - \ g
time, exported hot-rolled stee > Import Volume (right scale) nV 100 =
was being sold at less than half $ $250 { W
peprce rasetiongters | 2 Lo ot ML 1,
P . . ' Jan96 Jul Jan97 Jul Jan98 Jul Jan99 Jul
whose price was holding steady
at 71,000 yen. AUV = Average unit values.
Source: U.S. Department of Commerce, Bureau of the Census.
Structural Products.The drop
in yen revenues for exported 3-26. U.S. Imports of Carbon Hot-Rolled Steel From Japan:

structural products follows a AUVs in $/Metric Ton and Import Volumes
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- 500 similar pattern. As prices on structural
Hot-Roled Price (eft scale) exports to the U.S. were drastically
400 _ reduced in 1998, yen revenues fell from
g over 40,000 yen per MT in 1997 and
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domestic shipments appear to have
continued to be controlled. The export
surge was, in fact, an export drive
undertaken to compensate for
o $450 n 150 insufficient domestic demariéf made
S Structural Price (left scale) R .
2 400 2 worse by a strategy of restraining
g 100 § domestic shipments in a weak market in
€ $350 £ order to maintain domestic price levels.
g $300 M E =
£ \ 50 ¢ Conclusion
() (5}
8 $250 Import Volume (right scale) = .
g I . Hﬂn Japanese reliance on exports to offset
$200 L=to=s o= (N=] 0 oeall ooloes 0 . .
Jan 96 Jul Jan97 Jul Jan98* Jul Jan99 Jul Weak home d_emand and maintain
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3-28. U.S. Imports of Carbon Structural Steel: export markets in Asia, Japanese

AUVs (in $) From Japan and Import Volumes producers are focusing less on the U.S.
market. Despite few signs of recovery in

Japan’s domestic market, production is
currently on the rise, and several

capacity expansions have recently been

¥50 - 150
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" / 1oo§ exports to shore up the industry, rather
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3-29. U.S. Imports of Carbon Structural Steel From Japan:
Per Unit Revenues (in Yen) and Import Volumes
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3.3 Korea’'s Steel Industry in The 1990s:
Boom, Bust And Export

Introduction
Problems in the Korean steel industry stem from two major structural flaws.

Unsound Bank LendingKorea’s bank lending practices allowed the country’s manufacturing sectors,
including steel, to invest in overly ambitious projects that expanded capacity. Lending decisions of private
banks were often subject to direct or indirect government influence, and many Korean banks lacked
appropriate risk assessment and risk management techhityeak.lending practices were only one of the
many significant factors that contributed to over-investment and excess capacity amongKaebah
including those producing steel. Th899 Economic Report of the Presidadtiressed the problems
associated with Korea's bank lending practices, stating:

In Korea, excessive investment was concentrated amoubdlebo) [whose] control of financial
institutions, together with government policies of directed lending to favored sectors, led to
overinvestment in such industries as automobiles, steel, shipbuilding, and semiconductors. By early
1997, well before the crisis hit Korea, seven of the thirty rola@ebolwere effectively bankrupt.

Although many of these practices have changed as a result of the financial sector reforms that Korea has
implemented under its International Monetary Fund (IMF) program, it is too early to tell whether those
reforms have eliminated all of the past lending practices and the government’s influence over the financial
sector

The drop in domestic demand for steel during the financial crisis and the depreciation of the Korean won, which
made exporting more attractive to Korea'’s producers, led to an inevitable increase in Korea's steel exports in
1998. However, there are several indications that many steel companies continued to produce and export steel
long after they had passed the point of financial viability. This fact raises two fundamental concerns:

* Unsound bank lending practices contributed to the buildup of excess capacity during the 1990s and a
string of bankruptcies in stéelnd other sectors.

» Korea’s flawed bankruptcy regirhallowed nonviable steel companies to continue operating and
exporting, and to avoid plant closings or other significant reductions in production.

POSCOQ'’s Dominant Positionin 1998, Korea's Fair Trade Commission (KFTC) found that POSCO’s
monopolistic position had anticompetitive effects on the Korean steel market. The KFTC also raised
concerns about POSCO'’s continued dominance in Korea because of the company’s potential to abuse its
market power. Despite the KFTC ruling, only minimal action has been taken to curtail POSCO’s dominant
position.

Further, as a government-owned company, POSCO was used by policymakers to advance the government’s

industrial development objectives, which included the provision of low-cost steel to downstream producers.
The Commerce Department found this to be an export subsidy in a recent countervailing duty investigation.
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These developments raise a fundamental concern about competition within the Korean steel market and
possible trade-distorting effects that POSCO’s continued dominance may have in the future.

Korea’s Bank Lending Practices:
The Loan-Financed Boom in the Steel Industry

A Case Study: Hanbo Steel Company

Hanbo Iron and Steel Co., Ltd. exemplified the impact that Korea's weak bank lending practices had on the
steel industry as well as the relationships among the government, banks and companies that characterized
Korea’s flawed regime for nonviable and insolvent firms.

Hanbo, Korea’s second largest steel company, collapsed in 1997 after amassing over $6 billibn in debt
(sixteen times its net wortR)rhis debt was incurred in the process of expanding the company'’s
steelmaking capacity by nearly 9 million metric tons (MWhile steel was not part of Hanbo'’s core
business, the decision to expand into steel was typical of the diversification strategy pursued by Korean
chaebolin the 1990s.

Hanbo financed its new steel mill with borrowings from private commercial banks and government-owned
banks, including the Korea Development Bank (KDB), Korea’s largest lender. According to one report, 80
percent of Hanbo's imported mill equipment was financed with a preferential 1.5 percent loan from a
government-owned barilin investigation ultimately revealed that government officials, after taking large
sums in bribes, had exerted pressure on bank executives to provide unsecured loans to Hanbo.
Subsequently, ten people—a former Cabinet minister, four legislators, three bank heads and two Hanbo
executives—were indicted on charges of giving or receiving millions of dollars in bribes in exchange for
helping to arrange the loans to Hanbo.

In addition to pressuring banks to lend funds, Korea’s government provided millions of dollars to the
struggling steel maker to keep operations running after the company declared bankruptcy in January 1997.
As Korea’s second largest steel producer and flagship company of the Hanbo Group (then the eighteenth
largestchaebolin the natioff), it was obvious that the firm’s collapse would have repercussions on the
whole economy. A high-level Ministry of Finance official, Yoon Tae-yong, was quoted as saying, “for the
benefit of the national economy, we must keep the plant operating,” adding that the money would come
from government-controlled banksThe emergency loans that were provided by government-controlled
banks at reduced interest rdtegere typical examples of measures taken to implement a “too big to fail”
policy that perpetuated government intervention in the industrial séctor.

Some Korean steel producers, however, complained at the time to the government that Hanbo’s debt relief
“is allowing it unfairly to undercut prices in an already slow markdt’the meantime, Hanbo continued
production because the company’s creditors provided it with yet more financing. Some producers argued
that Hanbo could undercut their prices by up to 16 percent and urged the government to either sell Hanbo's
plants to overseas buyers or completely close the company.

Insolvency and U.S. Involvemenilthough Hanbo declared its insolvency in January 1997, the steel
company continued to operate while receiving infusions of capital, partly through government pressure on
banks. During this time, the U.S. Government engaged the Korean government in discussions aimed at
ending any market-distorting subsidies to Hanbo and ensuring a market-driven sale of the company.

In July 1998, Hanbo temporarily closed its hot-rolling plant. Hanbo’s remaining rebar and structurals
production facilities continued in operation. As a result of shutting down the hot-rolling facilities, the
company'’s production decreased from 2.3 million MT in 1997 to 1.4 million MT in ¥9&tracted

86 Global Steel Trade: Structural Problems and Future Solutions



negotiations for the purchase of Hanbo Steel finally concluded in early March 2000, when a U.S.-led
private consortiuri signed a purchase agreement to pay approximately $500 million in cash for the
insolvent steel mill. The purchase of Hanbo, which also includes the patrticipation of some Korean business
interests, does not include an assumption of the company’s outstanding debts. The transaction is still
pending while all the details are being finalized.

Window on Underlying ProblemsThe case of Hanbo is important because it illustrates the close ties
among the Korean government, private banks, and the cowttagbolthat resulted in imprudent lending

to steel producers. Hanbo is also important because it shows that these relationships influence the exit
process for ailing firms in Korea. Motivated by understandable concerns about economy-wide disruption
and systemic failure, the Korean government responded to the crisis by providing financial assistance to
banks and corporations. However, it is important to recognize that government policies and private
practices in the years leading up to the Asian financial crisis contributed to the structural weaknesses in the
Korean economy. In March 2000, the Korean Ministry of Finance and Economy and the Financial
Supervisory Commission (the independent financial regulatory agency) acknowledged these conditions.
Asserting the importance of recent reforms, these agencies stated that “We just escaped from a financial
crisis caused by government interference in the financial sector and by improper ties between political
circles and enterprise&”

Unsound Lending Practices Contributed to
Uneconomic Investments

Hanbo represents an extreme example of government-industry ties. However, the company’s overly
ambitious, debt-financed expansion is characteristic of the expansion of many Korean steel producers
during the 1990% In particular, it illustrates the extent to which Korean steel companies borrowed
excessively to finance the investment boom of the 1990s.

Investment grew rapidly in the steel industry, averaging more than 43 percent per annum from 1993 to
1996 Chart 3-3Q. As late as 1996, investment in new steel capacity continued to grow, increasing by 53
percent over 1995 level$The growth rate of investment contrasts sharply with a growth in estimated
apparent domestic consumption of crude steel averaging only about 14 percent per annum from 1993 to
19962 While the rate of new investments began to decline after 1996, investment levels remained high,
especially considering the dire economic conditions of 1997 and 1998.

The vast majority of the facility investment by steel producers was in expanded capacity. For example, as
late as 1997, more than 62 percent of new facility investment by steel producers went to create new
production capacit§ By 1998, capacity among electric arc furnace producers had increased by about 32
percent above 1995 levéfs.
Many of these investments
were highly concentrated
among mini-mill producers,
most of which belonged to the

3-30. Facility Investment in the Steel Industry and Percent Change

chaebol Year Facility Investment Percent Change
1993 2,131 -

At the same time, the debt 1994 3,034 42
levels of these companies 1995 4,102 35
began to grow significantly. 1996 6,277 53

. 1997 4,551 -28
Steel companies borrowed huge  ;g9g 2965 35
amounts from private 1999 1,902 36

commercial banks and

Source: Korea Iron and Steel Association.
government-owned banks
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Structural Problems in Context: A Brief History

Throughout the 1990s, Korea’s financial system suffered from fundamental corporate governance
problems, including close links between the government, banks, and the chaebol. These links fueled
imprudent lending practices, which resulted in overinvestment in risky projects. If the chaebol
encountered financial difficulties, the government often intervened with the banks to ensure a steady
stream of financing. Moreover, there was an implicit government guarantee extended to the chaebol,
because they were considered simply “too big to fail.” This government insurance resulted in the
government and banks repeatedly providing bailout loans rather than leaving failing firms to market
forces or court decisions based upon the bankruptcy laws.

As long as the economy continued to experience rapid growth and high demand, the system worked.
However, in the late 1990s, the system began to unravel when the Hanbo Steel scandal broke and seven
highly leveraged chaebol declared bankruptcy, with devastating effect on the economy. The concentration
of bank loans to a few large conglomerates fundamentally weakened and threatened the viability of many
Korean financial institutions. Ultimately, the government took control of many insolvent financial institutions,
including Korea First and Seoul First, lenders with large exposures to the steel industry.

As bankruptcies rose by 50 percent during the economic crisis of 1997, the long-standing flaws in
Korea's insolvency laws and procedures became increasingly apparent. The distortions in credit
allocation continued in 1997 as bank loans to the country’s thirty largest chaebol increased by 43
percent, many of which potentially were emergency loans at concessionary rates that helped ailing
chaebol weather the crisis. As debts mounted and banks began to face serious liquidity problems, the
government could no longer hold back the financial pressures, and the Korean economy spiraled into
a deep financial crisis.

during the years before the financial crisis. A significant amount of this financing came from th#& KDB.
These practices reflected long-standing tendencies in the Korean banking and corporaisse ttox3°
Moreover, in a number of countervailing duty cases, the Commerce Department determined that bank
lending practices in Korea constituted countervailable subgidies.

Tough Times in the Korean Steel Industry
Massive borrowing led to soaring debt-to-equity ratios for many Korean steel prodiicars3-3J.2

The most highly leveraged and unprofitable producers were Hanbo Steel, Sammi Steel, and Kia Steel. Even
companies that were not technically insolvent had high debt-to-equity ratios, ranging from 200 percent to

3-31. Debt Ratios and Operating Margins of Major Korean Producers
Debt-to-Equity Ratio®? Operating Income Margin®
Producer

1995 1996 1997 1998 1995 1996 1997 1998
Hanbo 838 3,196 n/a n/a 0.9 -9.2 -21.3 -16.5
Sammi 644 1,754 n/a n/a 7.8 2.0 -14.7 0.p
Kia 824 2,792 n/a n/a -4.6 -1.2 -18.6 -20.]
Inchon Iron and Steel 205 213 263 168 2.2 1.1 0.6 0.7
Dongkuk Steel Mill 168 213 380 239 3.1 3.4 -0.8 -1.4
Dongbu Steel Co. 237 114 215 349 3.1 1.5 1.5 1{4
Kangwon Industries 267 417 219 273 2.4 -2.3 -2.2 -6/4
Hyundai Pipe Co. 264 255 699 393 -1.7 -1.7 1.2 15
n/a = not applicable due to negative equity figures for those time periods.
Source: Korea Iron and Steel Association Yearbook, 1998.
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almost 700 percenChart 3-3). By comparison, debt-to-equity ratios for the top five major U.S. steel
companies in 1997 ranged from 9 percent to 38 peftent.

In Taiwan, whose economy resembles Korea’'s more closely than that of the United States, debt-to-equity ratios
for manufacturing companies have been below 100 percent sinc® K@@@an corporations’ overall debt
levels, in terms of the ratio of financial expense to sales, were three times higher than in Japan afid Taiwan.

The profitability of many steel producers declined as debt levels continued to rise during the expansion of
the mid-1990s. Net income for the most highly leveraged steel companies started to turn sharply negative in
1996, well before the Asian financial crisis, reaching negative 21 percent (of sales) for Hanbo in 1997.
Other major steel producers experienced negative (net) operating income margins; for example, Kangwon
Industries had negative ratios for three years, also largely due to high debt @vais3¢3).

Hanbo and four other major ste

producers declared bankruptcy

in 199734 Hankook Steel Mill 25 85%

and Kangwon Industries faced @

serious financial problems from @ 20 80% &

excess borrowing to finance new| £ 5

capacity. % 15 75% E
e =
€] -]

The huge buildup in new plants] ‘s 10 70% 2

and facilities during the 1990s, g g

and the resulting domestic 5 . . o 65% O

. Capacity Production Utilization

competition, led to lower e m —_—

capacity utilization rates 0 60%

among Korean mini-mills, 1995 1996 1997 1998 1999*

which averaged 76 percent *1999 data thru June 1999 for capacity but projecting the whole year for production.

between 1995 and 1998, and Source: Korea Market Study.

reached a low of 69 percent

during Korea’s economic crisis
in 1998° (Chart 3-33.
Capacity utilization would
have been much lower had it not been for the huge increase in exports. The dominant categories of U.S.
imports from Korea in 1998 were typical mini-mill products, such as structural steel and rebar. Most of
these imports came from the mini-mill producers, many of which were highly indebted or bankrupt.

3-32. Electric Arc Producers, Capacity Utilization Rates (Crude Steel)

By 1997 and prior to the onset of the financial crisis, the Korean steel industry was already in bad shape. The
five major producers that had declared bankruptcy and several others facing financial difficulties were placed
in government-led debt workout programs. It is unlikely that many of these firms would have survived without
direct or indirect government intervention. As a result, very little nonviable steel capacity was eliminated.

Because the pattern of excessive debts and bankruptcy was repeated throughout the Korean economy,
unsound bank lending practices also contributed indirectly to the decline in demand from steel users in
Korea who were themselves experiencing financial difficulties.

Ineffective Bankruptcy Process
The continued provision of low-cost loans from private commercial banks and government-owned banks

allowed many nonviable steel producers to keep operating, in some cases well into the crisis. Debt-laden
firms and their creditors opted for debt restructuring rather than in-court bankruptcy proceedings, and the
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government’s frequent intervention to assist business groups on the verge of failure “stifled the operations
of a well-functioning exit market,” according to the OE&I 1997, the OECD noted that

...the authorities encouraged firms and banks to enter into bankruptcy avoidance agreements, while
KAMCO [Korea Asset Management Corporation] eased pressures on financial institutions by
purchasing impaired loans with minimal conditionality.

By 1997, a number of Korean steel producers were highly indebted and financially nonviable. Hanbo was
only one of many steel producers that disregarded economic fundamentals. In the race for size and
increased exports, some companies assumed extremely large debts and sacrificédlftgansion

of many steel producers is typical of yet another tenet aftthebolbusiness ethose. the pursuit of

growth for its own sake.

Apart from Hanbo, a number of other steel companies continued to produce and export while bankrupt.

* Asearly as 1992, Sammi Steel Co., Ltd.’s creditor banks, including the KDB, had provided emergency
loans to the ailing steel producééihe problems inherent in propping up Sammi were exacerbated
when the financial crisis erupted. Sammi entered into bankruptcy in March 1997 and was under court
supervision until May 2000. Government-owned POSCO was pressed to take over Sammi’s specialty
steel bar and seamless steel pipe operations (the Sammi Changwon Steel Mill), leaving Sammi with
only its stainless steel production lirfén early May 2000, the Korea Asset Management
Corporation, under the authority of the Ministry of Finance and Economy, negotiated a plan with
Inchon Iron & Steel to take a majority stake in the bankrupt company.

» Kia Steel Co., Ltd., part of the Kia group (Korea’s eighth largeatbolbased on asset8)also
benefitted from the government’s policy of not letting weak firms fail. In 1997, the KDB exchanged
debt for equity, making the government Kia’s largest shareholder. Kia entered prolonged court
protection procedures and serviced its pre-bankruptcy loans. Kia continued to produce steel throughout
the financial crisis in 1998.

» Two other steel producers went bankrupt. Shinho, a pipe and tube producer, went bankrupt in 1994, but
its corporate liquidation plan was not approved until 1998. Hwanyung, an electric arc furnace producer,
went bankrupt in 1996, and its corporate liquidation plan was approved two years later in 1998.

* Another major mini-mill producer, Kangwon Industries, entered into a debt workout agreement with its
creditor banks in 1998.

Without an effective bankruptcy process to act as an exit mechanism for nonviable steel companies, steel
production levels may have been artificially sustained. The ailing steel companies listed above together
accounted for approximately 10 million MT of steel production capacity in 1996—almost one-quarter of
total Korean crude steel production capatifyeveral companies had declared bankruptcy and were, in
fact, insolvent. Nevertheless, they were provided emergency loans at low interest rates and obtained
rescheduling of their debt payments. As a result, they were able to continue to produce and export steel
with little interruption of their operations.

In contrast, under U.S. bankruptcy law, companies undergoing reorganization pursuant to Chapter 11 of
the Bankruptcy Code may obtain credit throughout the process only under specific court-mandated rules.
These rules measure whether such borrowing is necessary and consistent with normal busines$' practices.
The loans provided to bankrupt Korean steel producers did not appear to follow normal commercial
practices. Moreover, these loans were provided in spite of uncertain prospects of successful reorganization
(under Korea’s Company Reorganization Act ).

The Korean steel industry as a whole was thus significantly worse off than it would have been if there had
been a well-functioning bankruptcy process and exit market. This was true even before the financial crisis
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of 1997 and 1998, when capacity utilization rates were already low. The fact that bankrupt steel producers
could continue production during the crisis as the market precipitously declined only worsened the
problems faced by other viable steel produ€evho complained to the government that they had difficulty
competing against companies that were relieved of their debt obligations. As a manager at Korea Iron &
Steel Company stated in 1998, “We cannot survive under these conditions. ...It's rfétrainé end,

very little excess steel capacity was eliminated prior to or during the financial crisis.

Undoubtedly, the decline in domestic demand for steel and the depreciation of the Korean won (making the
country’s steel products much more attractive on world markets) precipitated the increase in Korean steel
exports during this period. However, Korea's weak bank lending practices contributed to conditions of
over-investment, excess capacity, and oversupply in the Korean steel market. Moreover, the ineffective
bankruptcy process kept many nonviable steel firms in operation. These factors ultimately contributed to a
diversion of Korean steel into overseas markets.

POSCO’s Dominant Position in the Korean Steel Market

While Korea’s unsound bank lending practices were a highly visible problem affecting the Korean steel
industry leading up to the financial crisis, POSCO'’s development into a dominant player is another long-
term structural issue that raises concerns about competition in the Korean steel market and potential trade
effects?’ POSCO achieved its dominant position in part through government support and the company’s
strategic role in the industrial development in Kqisse bo%). The extent of POSCQO’s dominance is

reflected in the company’s effective monopoly for major steel products and strong hold over the domestic
distribution of steel.

POSCO'’s Monopolistic Practices

A 1998 report on the Korean steel industry by Korea’s antitrust body, the RFi&intained that

POSCO engaged in monopolistic practices and actions. In the words of the KFTC report, “POSCO has the
power to dominate the market ... and the distribution sector.” In effect, POSCO has “market control over
hot-rolled steel and multiple processed godé3he KFTC report further asserts that POSCO’s

monopolistic structure “hinders competitiveness in the industijtie KFTC found that POSCO’s

dominant position had current anticompetitve effects on the Korean steel market and raised future concerns
about the company’s ability to further abuse its market power.

Anticompetitive Effects in The Distribution Sectofhe KFTC fined Posteel, POSCO'’s sales subsidiary,
for exclusionary distribution practices. According to the KFTC report, Posteel penalized sales outlets

A Brief History of POSCO

POSCO's expansion was advanced under the government’s initiative and leadership to develop the
national economy and to modernize Korean manufacturing industries. Government support during the
1970s and 1980s was largely made through its influence on providing low-interest loans for facility
investment projects. As a government-owned company, POSCO was used by policymakers to further
the government'’s industrial development objectives, which included the provision of low-cost steel to
downstream industries.

During the 1990s, however, POSCO was the exception to the pattern of excessive borrowing that
characterized other Korean steel firms. POSCO remains the only integrated steel mill in Korea and is
considered one of the world’s most efficient and well-run steel companies, and as such did not
experience many of the problems faced by the country’s mini-mills in 1997 and 1998.
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through an “instant penalty system” under which sales outlets were penalized for distributing competing
producers’ products. These distribution practices allowed Posteel to restrict sales outlets from handling
competitors products which had the effect of restricting commercially driven, market-based trade in the
domestic steel market.

The KFTC finding further found that “Posteel uses its position in business dealings to force sales outlets to
follow transaction terms determined by [Posteel] and the customer on linked and transfer sales.” Posteel
forced its sales outlets to adhere to the following transaction terms:

* A margin rate of 1 to 2 percent.
» Deferred interest payments on transaction loans.
» Conditions on guarantees.

Posteel threatened to fine sales outlets which violated these transaction terms. The KFTC cautioned that in
the course of a “normal” transaction,

POSCO'’s (Posteel's) transferring its own customers to sales outlets and demanding that they deal
with these customers according to transaction terms set by POSCO itself abuses its position in the
transaction. It is an unfair activity that imposes a handicap on the parties to the trafsaction.

The KFTC report cautions that POSCQO'’s control over the distribution sector has increased, which opens
the possibility that “new entrants and competitors will be sealed off from the market.” While the Korean
government failed to heed all the warnings present in the KFTC report, it did move to dissolve many of
POSCO's shares in the sales outlets and distribt#t®S@SCO continues to maintain its monopolistic
position and, as of July 2000, still had over 95 percent ownership in Pdsteel.

POSCO'’s Pricing Practicedn spite of POSCO’s market dominance in a number of basic steel products,
POSCO has not benefitted from high domestic prices. The principal reason is the Korean government’s price
stabilization policies which required POSCO to maintain low, stable domestic steel prices. The government
has acknowledged that it had a policy to set POSCO'’s hot-rolled coil prices as low as possible to “cultivate a
strong and growing domestic market for its produ€t$hiis policy was assisted with a three-tiered pricing
system, which served different markets: domestic prices in Korean won for products that would be consumed
in Korea,; direct export prices in U.S. dollars or Japanese yen; and local export prices in U.S. dollars. Local
export prices were provided to those domestic customers who purchased steel for further processing into
products that were exported. The Commerce Department found this pricing system to constitute an export
subsidy in the countervailing duty investigation of stainless steel sheet and strip in coils, which covered the
period 1997, because a different price was charged to customers based upon export pepfarheance.

Korean government has stated that POSCO’s tiered pricing structure was officially discontinued in 1999. The
Commerce Department has not had the occasion to review POSCO’s pricing practices to verify the
termination of the tiered structure in a countervailing duty proceeding.

POSCO Maintains Its Monopolistic Position

The KFTC was also concerned about POSCO’s market dominance and warned that the company has the
potential to abuse its position. The KFTC was patrticularly concerned that the privatization of POSCO,
which has been an ongoing process by the Korean government, would simply create an unregulated private
monopoly. The KFTC's findings led it to the following recommendations for restructuring the blast furnace
sectorj.e., POSCO, including:

» Splitting POSCO’s two integrated plants (Pohang and Kwangyang) into two companies so that the
privatization of POSCO does not create a private monopoly.
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* Regulating POSCO after privatization to prevent unreasonable diversification.

» Removing restrictions on new entry into the blast furnace sector.

« Limiting POSCO'’s control over the distribution structure and correcting the company’s exclusionary
distribution practices, particularly Posteel’s operation of an “exclusionary distribution network that
restricts its own sales outlets from handling competing companies’ proéiucts.”

The KFTC recommendations were not implemented due to opposition by government agencies, including
the Ministry of Commerce, Industry, and Energy. The Planning and Budget Commission interpreted the
recommendations as a “suggestiéiri response to U.S. government questions about the KFTC report as
part of ongoing bilateral discussions, the Korean government clarified:

The Board of Audit and Inspection recommended in June 1998 that POSCO divest its equities in [its
sales] agents, for POSCO's investment to them is inefficient in the Board’s judgement, considering
its small return. POSCO has agreed to do it step by step. ...The Korean Government decided
against splitting up POSCO into two separate companies because it would not be economically
viable to do so. The government further considered concerns over monopolization to be addressed
with the elimination of POSCO's interest in the domestic distributors, low tariff rates which are
scheduled to be reduced to zero and the proximity and capacity of the Japanese steel industry which
is a significant participant in the Korean steel market. The KFTC report was not binding on

POSCO. Moreover, other independent studies such as that conducted by the Korea Development
Institute recommended against splitting up POSCO because it would reduce the efficiencies of the
company and steel making in Koréa.

Over the past several years, the Korean government has actively protected POSCO’s dominant position in
the Korean marketplace. For instance, in the mid-1990s, the government discouraged Hyundai from
building an integrated steel plant in order to protect POSCO’s dominant p&skiigumdai had planned to
construct an integrated blast furnace plant, mostly for the company’s own steel requirements. According to
industry sources, Hyundai wanted to rely less on POSCO, in part because of Hyundai’'s need for
specialized productIn 1996, the KFTC cited this example as evidence of the existence of “tacit
restrictions to entry” into the blast furnace seétor.

How POSCO Weathered the Crisis

During 1998, POSCO'’s dominant position appears to have helped it weather the effects of the Asian
financial crisis much better than Korean mini-mills. This is strikingly evident when contrasting the position
of POSCO with that of the mini-mills in both the domestic and export markets in 1998.

Domestic SalesPrior to and during the Asian financial crisis, POSCO'’s sales mix (domestic vs. export
sales) remained fairly stable, with no major shift between domestic and export sales. However, from 1997
to 1998, POSCO's share of domestic sales of finished steel by all Korean producers surged from 54
percent to 70 percent. While POSCO'’s domestic sales declined 7 percent (1.2 million MT), other Korean
producers’ domestic sales tumbled 53 percent (from 16 million MT in 1997 to 7.6 million MT in 1998). As

a result, these producers’ share of total domestic sales by Korean producers fell from 46 percent in 1997 to
30 percent in 1998(Chart 3-33.

Export SalesKorea'’s finished and semifinished steel exports are the mirror-image of the domestic

situation among Korean producers. POSCQO'’s exports of finished and semifinished steel increased nearly 14
percent in 1998 (slightly more than 1.2 million MT)Vhile this may seem like a significant increase, the
exports of other Korean producers of finished and semifinished steel increased by more than 200 percent
(more than 4.6 million MT}® Exports of these producers (excluding POSCO) increased from 20 percent of
total exports in 1997 to 40 percent of total exports in 1998.
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Exports to the United States
Even more dramatic is the
change in Korean exports to the
United States. While POSCO's
exports of finished steel
increased by 10 percent in 1998
(from 966,000 to almost 1.1
million MT), the exports of all
other Korean steel producers
rose by almost 500 percent, an
increase of nearly 2 million
MT.%¢ (Chart 3-39. For

POSCO Mini-mills Mini-mills
53.6% 46.4% 30.5%

example, available data indicate

that the greatest percentage of 1997 1998

the increase in plate exports to Source: Korean Market Study, Korean Government Response to USTR.
the United States in 1998 was

accounted for by POSCO'’s

domestic competitor, Dongkuk. 3-33. POSCO vs. Mini-Mills: Share of Domestic Sales

The Asian Financial
Crisis in Korea and
Surging Exports

The confluence of several
factors led to the increase in
Korean mini-mill exports to the All Others All Others POSCO
United States in 1998. e 68% 32%

» The financial crisis of late
1997 and 1998 resulted in a
significant decline in
domestic demand for steel in
Korea.

» The drop in demand for steel
in several of Korea’s major

1997 1998

Source: Korean Market Study, Korean Government Response to

Asian export markets led to USTR's Questions, April 1999.

falling exports to those

countries. 3-34. Korean Steel Exports to the US:
* The depreciation of the POSCO vs. All Other Korean Producers

Korean won fueled the
export drive and gave
Korean producers opportunities to lower prices while maintaining a high level of won revenues.

Domestic ConsumptiorThe effect of the Asian financial crisis on Korean steel producers in 1998 was
significant. Demand from steel-consuming industries in Korea dropped 35 percent, a decline in apparent
consumption of more than 13 million MT in 1998 compared to ¥&@/hile some of this loss was borne by
steel imports (which declined by 3.7 million MT in 1998a number of Korean steel producers had to
significantly increase their exports to survive.

Exchange RatesSteel exporters were helped by the rapid decline in the value of the Korean won, which
immediately made Korean steel products much more competitive in world markets. The won depreciated by
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approximately 32 percent from 1997 to 1998s a result, won-denominated export revenue surged in the
early part of 1998. While Korean steel exporters did lower their prices in the U.S. market during the course
of the year, the positive impact of the depreciated won on export revenues facilitated Korean steel
producers’ ability to export in the face of a severely contracting domestic market.

These factors also helped bring about a 152 percent rise in Korean finished steel exports to the United
States in 1998, or 2 million ME.Korean finished steel exports to all countries rose by 57 percent in 1998,
an increase of almost 6 million MT. Exports to the EU, in particular, increased by 1.5 million MT in 1998,
about 2000 percent over 1997 levels (although exports to the EU started out at a much lower level than
those to the United Stateg).

The Financial Crisis Exposes Structural Flaws
in the Corporate and Financial Sectors

The surge in corporate bankruptcies and the deterioration of banks’ balance sheets brought the problems of
the Korean corporate and financial sectors to the attention of foreign investors. Many institutional investors
lost confidence in the Korean market and withdrew their investments. The central bank’s steps to protect

the Korean won failed, but not before the country’s foreign exchange reserves were severely depleted. The
won rapidly depreciated against the dollar—by 32 percent in 288en foreign banks declined to roll-

over their short-term loans, a short-term fundraising gap forced Korea to request assistance from the
International Monetary Fund.

The ensuing economic crisis in 1998 was the worst the Korean economy has faced in its modern history.
Declines in private consumption and new investment led to a 5.8 percent drop in gross domestic product
from 1997 to 1998. The government'’s attempt to stabilize financial markets by raising interest rates to
more than 30 percent caused further hardship. Higher interest costs forced more firms to default on their
loans, raising the number of bankruptcies beyond already high pre-crisis levels. Banks severely limited new
loans in an attempt to improve their deteriorating capital adequacy ratios. As domestic demand began to
decline, capacity utilization rates among manufacturing firms fell to new lows, especially among the
country’schaebol Activity in the construction and automotive sectors, for example, fell by 41 and 31
percent, respectively, in 1998.

Effects on the Korean Steel Industry

The Korean steel industry, already suffering from excess capacity, was hit hard by the financial crisis.
Apparent consumption of finished steel declined by more than 13.2 million MT in 1998 compared to 1997, a
drop of 35 percert.Underlying the fall in demand was a severe decline in steel-consuming industries, such as
automobiles, construction, and machinery. Falling demand forced steel producers to reduce production of
finished steel by 5.2 million M which led to a decline in capacity utilization rates. Overall capacity

utilization rates declined by almost 10 percent for crude steel (including declines of more than 6 percent in the
blast furnace sectof) Mini-mill producers were hit with a 13 percent drop in capacity utilization, from 83
percent in 1997 to about 70 percent in 199his drop was particularly painful given the rapid capacity
increases during the mid-199@se,, by some 32 percent between 1995 and 1998.

Korean Steel Exports to the United States

The impact of the crisis on Korean steel exports was immediate and substantial: finished steel exports
surged by 5.9 million MT in 1998, an increase of 57 percent over 1997 §&Vélks.United States and the
European Union absorbed over 60 percent (about 3.6 million MT) of the total increase in steel exports
from Korea®! In response, the U.S. industry filed eight antidumping and countervailing dut$? easkes

the European Union filed four antidumping and countervailing duty cases against Korean steel products.
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U.S. steel imports from Korea increased by nearly 2 million MT in 1998, reaching 3.1 million MT, a 109
percent increase over 1997 levels. U.S. imports of Korean heavy structural shapes and rebar (traditional mini-
mill products) accounted for more than 52 percent of the total increase over 199{0kaS-35)%

3-35. U.S. Import Surge Products from Korea and Percent Increases, 1997-1%98

Product 1997 1998 Percent Increase  Volume Increage
Total 1,486,307 3,111,496 109 1,625,189
Heavy Structural Shapes 7,565 373,449 4,778 365,793

Rebar 36,556 523,304 1,332 486,798
Cut-to-length Plate 23,805 294,728 1,138 270,928
Cold-rolled Steel 26,792 274,622 925 247,830
Line Pipe 88,246 187,825 113 99,579
Corrosion-resistant Steel 44,407 140,634 154 85,227

Source: U.S. Department of Commerce, Import Administration Steel Import Monitoring Program. Figures based on [data
provided by the U.S. Department of Commerce, Bureau of the Census.

Unlike the increase in U.S. imports from Japan and Russia, Korean hot-rolled steel products were not a
significant factor in 1998. These were mostly accounted for by a joint venture between POSCO and USX,
USS-POSCO Industries (UPI). In fact, Korea's hot-rolled steel exports to the United States in 1998
declined by more than 7 percent.

Exports to the Rest of the World

In 1998, while Japan’s steel exports to most Asian countries greatly declined, Korea’s did not. The decline
in Korean exports to Japan and the hardest hit Asian codhties offset by an increase in exports to

other Asian markets, in particular Taiwan, China, and Hong Kong. The net increase in exports to all of
Asia in 1998 was 423,000 MT over 1997. However, Korea’s exports to Asia, measured as a percent of
total exports, declined in 199€lgart 3-39.

Diversion of Domestic
Sales to Exports

All Others
12%
EU 15
1%
China
14%

The loss in sales by mini-mills
in the domestic market was
largely compensated for by
increased export€hart 3-37.
These exports became much
LZJ(-)E; more competitive in light of the
US. 3% ’ 32 percent depreciatigof the
Japan 13% Japan Korean won, which permitted
31% 17% Korean steel exporters to lower
1997 1998 dollar prices to increase their
*Includes Taiwan, Malaysia, Indonesia, Singapore, Thailand, Vietnam, exports even more. Between
Hong Kong, and Philippines. 1997 and 1998, Hanbo’s
Source: Korean Market Study. exports increased by 78 percent
from 354,000 MT to 631,000

MT, with an associated
3-36. Korean Finished Steel Exports (1997-1998) increase of 127 percent in won-

All Others Asia*
18% 21%

Asia*

31%
EU 15
10%

China
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denominated revenue. For
other mini-mill producers, the
increase in won-denominated
export revenue was equally
dramatic, reaching over 700
percent for Dongkuk Steel.

Conclusion

In light of the sudden, sharp
drop in domestic demand, it
was altogether logical for
many of Korea’s steel
companies to significantly
increase their exports in 1998.
In addition, the significant

3-37. Exports by Major Korean Steel Producers, 1997-1998

(In billion won except as noted)

D

Producer 1997 1998 Percent chang
POSCO 8,924 10,171 14
Hanbo 94 213 127
Sammi 63 178 183
Kia 23 66 187
Kangwon 74 219 196
Dongkuk 295 1,658 462
Inchon 288 673 134
Dongbu 247 529 114
Hyundai 290 359 24
Union 382 659 73

Source: U.S. Department of Commerc®JA Korea.
Note: Figures in italic print are in thousand metric tons.

depreciation of the Korean won increased their competitiveness on world markets and stimulated further
export demand. However, many of Korea's steel producers continued to produce and export beyond the

point of financial viability. By allowing these companies to borrow excessively, without appropriate risk
assessment and risk management before the crisis, the Korean banks and the Korean government created a
situation in which there was simply too much steel competing for fewer and fewer customers. If not for
emergency loans (in some cases provided under pressure from the Korean government) and insolvency
procedures that insulated these companies from crushing debt burdens, many may have been shut down and
liquidated, as advocated by a number of other, viable Korean steel companies. Ultimately, the increase in
steel exports due to market conditions was exacerbated by these market-distorting factors.

Chapter 3: Behind the Crisis—Korea

97



3.4 The Brazilian Steel Industry:
Protection at Home Supports Exports Abroad

Introduction

Brazilian steel producers have long reaped the benefits of a home market insulated from competition from
abroad and lacking any meaningful competition at home. This sheltered domestic market provides the
Brazilian steel industry a secure, profitable base from which to compete to increase or retain export volumes
irrespective of the kind of market volatility seen in 1997 and 1998. However, to the extent that Brazilian steel

companies take advantage of an insulated home market, the potential for unfair trade exists.

» Cartel-Like Behavior. Tactics employed by Brazil’s steel sector to manage competition at home

include collusion to raise pricéLartel-like behavior is fostered by segmentation of the market and the

maintenance of strong cross-ownership ties to solidify cooperation.

» Import Barriers. These practices would not succeed without a number of import barriers, supported by
government and industry, to minimize foreign competition, including high import tariffs and taxes,

import licensing barriers and “captive” distribution channels.

An Oligopolistic Steel Industry at Home

Anticompetitive practices among the large Brazilian steel firms allow the domestic industry to operate in an
atmosphere effectively sheltered from market forces. This environment enables Brazilian producers to

maintain domestic prices at artificially high leviehshile lowering export prices on certain products to

increase or maintain export sales. Of particular concern is the cartel-like behavior of CSN, Usiminas, and

Cosipa—three companies that account for almost half of total crude steel production if ‘5 e.
boxes, this page and the next.)

Cartel-Like Behavior

In 1997, Brazilian authorities found that these three producers conspired to fix domestic prices. The

Secretaria de Acompanhamento Economico (SEAE)—the Economic Monitoring Secretariat of the

government of Brazil—concluded in a July 1997 report that “a cartel had been formed in connection with
the increase in sales prices of ordinary flat steel products implemented by CSN, Usiminas, an¢ Cosipa.”

Profile: Brazil's Largest Steel Company

CSN, Brazil's largest steel producer, was established as a government-owned steel company in the
1940s. After transfer of ownership in 1974 to SIDERBRAS (a government holding company) and
subsequent privatization auctions in the early 1990s, CSN was free of direct government ownership
by 1994. At present, CSN is owned by iron ore producer CVRD (Companhia Vale do Rio Doce, which
holds 10 percent) and a consortium of private investors including Bradesco Bank, Vicunha Group,
Previ (the pension fund of state-owned Banco do Brasil, Brazil's biggest bank) and CSN employee
funds. CSN also holds 31 percent of the voting shares of Valepar, a company which in turn owns 61
percent of the voting shares of CVRD.

CSN is a major Brazilian producer of flat-rolled products, including hot-rolled sheet and strip, cold-
rolled sheet and strip and coated sheet and strip, and is the world’s largest single-mill producer of tin
plate, a type of coated, flat steel product. In 1998, CSN sold 38 percent of all hot, flat-rolled steel, 31
percent of all cold, flat-rolled steel, 75 percent of all galvanized steel and 97 percent of all tin-coated
steel produced in Brazil.
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Rounding Out the Big Three

Usiminas, Brazil's second largest steel mill, began operations in 1962 as a joint venture between the
government of Brazil and various stockholders, principally Nippon Usiminas. SIDERBRAS acquired a
majority interest in Usiminas in 1974. Usiminas was the first steel company to undergo privatization,
beginning in 1991. By 1994, Usiminas was substantially privatized. Today, Usiminas is owned by
CVRD (23 percent), Nippon Usiminas, Previ, employee associations and various other private
investors. Usiminas is the largest producer of uncoated steel products in Brazil and dominates the
automotive sector.

Cosipa was established as a government-owned steel company in 1953 and was transferred to
SIDERBRAS in 1974. Cosipa began privatization in 1993. By 1994, the Brazilian government had sold
its remaining directly held voting shares, but retained approximately 25 percent of the preferred
shares. At present, Cosipa is owned by Usiminas (50 percent), BNDES (17 percent) and several
employee participation investors and other private investors.

According to market research, Cosipa and Usiminas share the same major clients in the Brazilian
market, namely the large automotive companies.

Based on SEAE's findings, CADE (Brazil's relevant prosecuting agency) conducted an investigation of the
companies and, in 1999, determined that their behavior on that occasion was cartel-like and in violation of
Brazil's antitrust law. As a result, CADE took the unusual step of imposing fines on each of the
companies equal to 1 percent of the value of their respective 1996 sales. While this case was based on a
July 1996 instance of the big three producers together informing domestic customers of a pricéincrease,
there is evidence that the same tactics were employed again less than a year later.

These findings confirmed the existence of significant oligopolistic coordination among the major “ordinary”
(i.e. carbon) flat steel producers in Brazil. Furthermore, CADE officials discussed mechanisms in the
industry through which each steel firm notifies its clients of price increases prior to the actual increase such
that each producer can keep tabs on the pricing behavior of its compgetitors.

This coordination of pricing is one of the primary means by which the major Brazilian steel producers have
maintained high domestic prices while, at the same time, exporting at much lower prices.

Market Segmentation

The high degree of segmentation in Brazil's steel market provides further evidence of the lack of robust
domestic competition. As the Brazilian steel industry is currently structured, certain companies tend to
specialize in the production of certain product lines. This segmentation of products across companies has
been described as “the legacy of government coordination of the industry prior to privatiZation.”

As a result of this segmentation, industry leaders for each major product category have significant
pricing influence in the domestic market. In combination with the limited volume of steel imports in the
Brazilian market, they can use this influence to keep domestic prices high. According to the recent
CADE determination, new competitors “face such huge difficulties in entering the industry as to permit
an abuse of market powétAn example is the ordinary flat-rolled steel sector in Brazil, which is
dominated by the same companies found guilty of collusion to fix home market prices: CSN, Usiminas,
and Cosipa.

A recent credit rating report covering the Brazilian steel industry specifically noted that the carbon flat-
rolled steel sector in Brazil has traditionally been dominated by CSN, Usiminas, and‘€thgse
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companies have maintained their relative shares of the total domestic carbon flat-rolled market at
practically the same level from 1994 through 1998: CSN holds the largest share at approximately 39
percent, Usiminas follows with approximately 35 percent, and Cosipa is third with approximately 26
percent Chart 3-3§. Despite increases and decreases in total domestic sales of carbon flat-rolled steel
products over the years, these three producers have maintained relatively constant shares of the market. In
addition, an analysis of the

production shares of carbon
flat-rolled steel products from @
1993 to 1998 indicates 50 85 =2
remarkably consistent shares E
maintained by each of the threel © ,, @ £
companies. In terms of g 8.0 3 E
guantities produced, CSN had | % °3
. 30 o=
approximately 40 percent, = - | 15 B £
Usiminas 35 percent and ) Tt
Cosipa 25 percent during that | § 20 2h
period!* This contrasts with S ) 70 82
the varying production shares “ 10 /] ﬂ Cogla ' £
by major U.S. steel producers - U%las Domestic Sales §
during the last several yedfs. 0 65 =
The consistent market and 1994 1995 1996 1997 1998 -
production shares of Brazilian Sources: CADE & IBS.
producers do not themselves
prove the existence of 3-38. Brazilian Market Share, Common Steel Flat Products
anticompetitive behavior. (1994-1998)

However, when considered

together with the legal

determination of CADE and the extensive cross-ownership between producers in Brazil, indications are
strong that these companies operate in an anticompetitive environment and do not compete aggressively for
market share in their home market.

A Cross-Ownership Web

Extensive cross-ownership in the Brazilian steel industry—another legacy of recent government
ownership—has further insulated the industry from meaningful competitive pre¥shirk398American
Metal Marketarticle analyzing the state of the Brazilian steel industry described it as “enduring the
growing pains associated with the transition from public ownership to private ownérship.”

In 1990, the Brazilian government, as part of its National Privatization Program, determined that the steel
sector would be the first major government-controlled industry to begin privatization. By 1994, all the
voting shares held directly by the Brazilian government in the major steel-producing companies had been
sold through a series of equity auctions, largely to employee investment groups and pension funds,
consortia of private investors (including foreign companies) and other Brazilian steel producers. However,
iron ore producer CVRD, at the time a majority government-owned company, acquired significant common
share ownership in several other steel fittin.1997, CVRD itself was partially privatized, but 32

percent of CVRD is still owned by BNDES, the government-owned development bank. Considering the
present extent of cross-ownership and CVRD'’s continued financial interest in the steel industry, the
transition from public to private ownership still has a long way to go.

Four of the country’s major steel producers, CSN, Usiminas, Cosipa, and CST, all share significant levels
of cross-ownership and interlocking directorshipbdrt 3-39°).
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The most notable case of cross-ownership involves CSN, Brazil’s largest steel maker and biggest producer
of ordinary flat steel products, and CVRD, the world’s largest iron ore producer. CVRD holds stakes in all
of Brazil's biggest steel mills, including 10 percent of CSN, 23 percent of ordinary flat steel producer
Usiminas and 23 percent of CST, Brazil's biggest slab producer. CSN indirectly has a significant
ownership interest in CVRD. CSN is arguably in a position to exercise significant influence in the

Brazilian steel industry generally, and the ordinary flat steel sector specifically, through its links with

CVRD and other steel producéfs.

Import Barriers Stifle Foreign Competition

Steel imports into Brazil traditionally have been extremely low. While import levels have risen somewhat in
the last five years, reaching 6.2 percent of apparent consumption ift ##®8&stically produced steel has
continued to fill most of
domestic demandhart 3-4Q.

Several different factors explain 16
the low level of steel imports
into Brazil, some market based, 14

others pointing to potential
unfair barriers to trad®.

12

10

Market Factors Certain
market characteristics make it
difficult to export to Brazil:

Metric Tons (millions)
(o]

4 O imports

» Trade financing costs often B Apparent Consumption

have made imports too 2

expensive because of very 0

high domestic interest rates. 1993 1994 1995 1996 1997 1998
e A number of Brazilian steel Source: IBS.

consumers prefer making
their purcha.s'es In rela'tlvely 3-40. Brazilian Total Steel Imports vs. Apparent Consumption
small quantities, on a just- (1993-1998)
in-time basis.

* Longer lead times and
minimum shipment quantity requirements inherent in import purchases can make import purchases a
less attractive, less practical optin.

Import Barriers. Foreign steel makers also face several structural and procedural barriers when trying to
bring steel to market in Brazil. These import barriers, which include import tariffs and taxes, licensing
schemes, and captive distribution systems, have combined to insulate the domestic market from outside
competition, keeping domestic prices high and effectively limiting foreign competition. Thus, Brazilian
producers have been able to enjoy a significant advantage over U.S. producers and other competitors that
must face the forces of open competition in their home markets.

Import Tariffs and Other Taxes

U.S. specialty steel industry insiders have stated that the biggest impediment to exporting their products is
Brazil’s tariff and tax structur&.Although import duties have been lowered over the years, they still range
from 9 percent (for carbon semifinished) to 19 percent (for seamles$Yipgprters must also pay a
merchant marine t&and various other taxes and féeghe combination of these tariffs and taxes
discourages steel producers from exporting their products to Brazil.
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Import Licensing System

Importers may be confronted with another hurdle at the border: an import licensing system that at times is
used to impede imports. Brazil requires a license to import almost any product into the country. Under the
import licensing system, or Sistema de Comércio Exterior, licenses are issued automatically within five
days?® However, at any time, selected products can be made subject to “nonautomatic” licensing and
consequent significant delag®\ire rod and stainless steel are two steel products currently subject to the
nonautomatic procedures. The lack of consistently applied rules discourages imports into the Brazilian
market®

“Captive” Distribution Channels

According to Hans Mueller of TN Consulting in Murfreesboro, Tennessee, “[p]Jroducers in ... Brazil ...
have strong captive distribution networks, which also act as a barrier to inidte “captive” nature of
this distribution network is another key reason for the low level of imported steel inBazitently 70
percent of ordinary flat-rolled steel sold domestically in Brazil is sold directly from the mill to end users
such as the auto industry. The remaining 30 percent is sold through both independent and mill-owned
distributors. Brazil's large ordinary flat-rolled producers, CSN, Usiminas, and Cosipa, have purchased
steel distributors in an effort to consolidate distribution.

Benjamin Fernandes, president of one of the largest independent service centers in Brazil, has argued that
“this consolidation has unbalanced the market, with the large, mill-linked distributors trying to do the job of
the medium and small ones, which generally offer better delivery tith@stiers have commented that the

few independent distributors that have operations in Brazil do not pose a significant challenge to the

captive distributors, in part because they lack the sophistication of their counterparts in the United States or
Europe. As said by one analyst, “Companies like Thyssen [a major multinational trader] don’t want to take
on a fight for market share [in Brazif}*”

Brazil’'s Steel Industry Maintains Exports
in a Volatile Global Market

In mid-1998, the buildup to Brazil’s own financial crisis began as Asian economies continued to fall
and the Russian financial crisis hit. In an effort to defend its currency, the Brazilian Central Bank
raised interest rates to nearly 50 perc@Bly stifling new investments in domestic infrastructure and
other projects, high interest rates contributed to a 7 percent decline in domestic demand for steel.
Total domestic sales of steel products dropped from 14.7 mittiemic tons (MT) in1997 to 13.6

million MT in 199836

Asia was Brazil's largest steel export market prior to the Asian financial crisis, accounting for almost 33
percent of total Brazilian steel exports in 1997. After the crisis hit in 1997, the share of Brazilian exports
going to Asia dropped to about 20 percent in 1998. From 1997 to 1998, Brazilian steel exports fell by
roughly 14 percent to South Korea, 53 percent to Thailand, 60 percent to Singapore and 83 percent to
Malaysia®’

To compensate for the loss of export markets in Asia, Brazilian steel producers increased their exports to
Latin America, Europe and, for certain steel products, the United B{&bart 3-4). For example, from

1997 to 1998, the share of total Brazilian hot-rolled steel exports going to Europe increased from roughly 4
percent to 13 percent. Over the same two years, the share of total hot-rolled steel exports going to the rest
of Latin America increased from roughly 18 percent to 31 pefd@ttart 3-49. Although largely

successful at finding alternative markets, Brazilian steel makers’ exports of hot-rolled steel dropped 8.4
percent from 1997 to 1998.
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While overall U.S. steel
imports from Brazil declined
from 1997 to 1998 (mainly
due to a decline in
semifinished steel imports),
imports for some product
categories increased. Hot-
rolled steel exports to the
United States increased by
67,000 MT, or roughly 17

1997 1998 1999 percent in 1998' From 1997
to 1998, the percentage of
B Asia [ Europe M United States Brazil’'s hot-rolled exports
B Latin America [ Other shipped to the United States
grew from roughly 33 percent
Source: World Trade Atlas. to more than 41 percent.
Meanwhile, exports of cold-
3-41. Brazil—Distribution of Total Exports (1997-1999) rolled steel to the United

States nearly doubled
between 1997 and 1998,
climbing from 122,000 MT to
225,000 MT, representing an
increase in the percentage of
Brazil's total cold-rolled
exports going to the United
States from 45 percent in
1997 to 59 percent in 1998
(Chart 3-43.43

3.5%

Efforts to Maintain
1997 1998 1999 Export Levels to the

United States

B Asia [ Europe B United States
M Latin America [ ] Other With the collapse of demand in
its most important export
Source: World Trade Atlas. market and the sudden decline

of demand at home, Brazilian

3-42: Brazil—Distribution of Hot-Rolled Steel Exports (1997-1999) steel producers cut their U.S.
dollar export prices for certain products to retain export levels and maintain production and capacity levels.
In 1998, almost 26 million MT of crude steel were produced, a decline of just 1.5 percent from the
previous yeat? Sales in the United States remained profitable because companies were able to cut prices
in line with the depreciation of the Brazilian real. Despite rapidly dropping U.S. prices, especially in the
second half of 1998, the consistent depreciation of the real during 1998 kept pace with the U.S. dollar
price declines and allowed Brazilian producers to generally maintain their revenues in real terms on U.S.
sales. In 1998, Brazil's largest steel producers were profitagaldough their net profits did decrease
from 1997 levels.

Between December 1997 and December 1998, the average unit value of imports of carbon hot-rolled
steet® from Brazil dropped from $324 per MTto $263 per MT Chart 3-49. Similarly, during the

same period, the price of imported carbon cold-rolled steel from Brazil dropped from $441 per MT to
$323 per MT®® Imports of carbon semifinished steel experienced a similar pricing decline. Because
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they were able to cut their
prices, Brazilian producers 1.5% 1.0% 5_8%1 806 79%
could increase their export ~ 9'2% N /' °

volumes to the United States
of hot- and cold-rolled steel
and maintain their overall
export volumes to the U.S.
market in spite of the flood of
low-priced imports from Japan
and Russia.

1997 1998 1999
U.S. Dumping Cases
B Asia [] Europe M United States
Faced with increases of low- B Latin America [_] Other
priced imports of carbon hot-
and cold-rolled steel from Source: World Trade Atlas.
Brazil, as well as from Japan
and Russia, the U.S. steel 3-43. Brazil—Distribution of Cold-Rolled Steel Exports (1997—-1999)

industry filed antidumping
cases in 1998 against
Brazilian steel exporters of
these products. Given the
history of high steel prices in
Brazil's domestic market,
dumping allegations were not
the result of any new
situation éee box, next
page.* But the Brazilian
price drops in 1998, as
imports flooded the U.S.
market, amplified the
potential for injury to U.S. 250
producers. [ Y [ Y [ | 240
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* Inlight of the differentials
between Brazilian
domestic prices and U.S.
export prices, the
Department of Commerce found Brazil to be dumping hot-rolled steel at rates ranging from 41.27
percent to 43.40 percefitln July 1999, the United States suspended its dumping (and subsidy)
investigations of Brazilian hot-rolled steel and put in place an agreement by Brazilian hot-rolled
producers to adhere to established reference prices and a quota of 295,000 MT $é&tuysaant
to this agreement, Brazilian producers agreed not to sell hot-rolled steel for delivery to the United
States at prices less than reference prices for each product category that ranged from $327 per MT
to $390.35 per MF?

» With regard to carbon quality cold-rolled steel, the Commerce Department found that Brazilian
producers dumped at rates ranging from 46.68 percent to 63.32 percent, although the ITC ultimately
found that dumped cold-rolled steel did not injure U.S. steel companies.

Source: ITC Dataweb.

3-44. U.S. Steel Mill Imports: Carbon Hot-Rolled Steel from Brazil
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Conclusion

Dumping Cases Outside the United States

In the aftermath of the Asian financial crisis, a
protected home market insulated Brazil's steel
producers from upheaval abroad. At the same
time, they continued exporting aggressively to
maintain overall export volumes, shifting their

In April 1999, fearing that Brazilian producers
were flooding its market with dumped hot-rolled
steel, the government of Argentina imposed a
temporary $410 per MT minimum price on all
Brazilian noncoated hot-rolled steel while it

continued an antidumping duty investigation. exports away from ailing economies in Asia to
Latin America, Europe and, for certain products,

In November 1999, Argentina ended its the United States.

investigation by accepting a proposal of CSN,

Usiminas, and Cosipa that established a price In order to maintain exports to the United States,

per MT on Brazilian hot-rolled steel, and limited
imports of the product to 36,000 MT for one
year.

Brazilian steel producers cut their U.S. export
prices during 1998 in the face of low-priced
competition, particularly from Japan and Russia.
In 1998, Mexico also found that Brazil dumped The depreciation of the Brazilian currency during
“special steel” at margins as high as 37.61 percent. this same period made exporting even more
attractive to Brazilian steel producers, giving them
greater flexibility to reduce prices.

The confluence of these factors contributed to dramatically falling U.S. import prices at the same time that
Brazilian home market prices remained high. As the events of 1997 and 1998 demonstrate all too clearly, a
sheltered domestic market provides the Brazilian steel industry a secure, profitable base from which to
aggressively increase or maintain export volumes.
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CHAPTER 4

U.S. Response to the Crisis

Introduction

The response of the Administration and Congress to the U.S. steel crisis has aided the recovery of U.S.
steel prices and stimulated a recovery of the U.S. steel industry.

The Administration developed a multi-pronged approach to dealing with the surge in low-priced imports
focusing on three key elements:

» Vigorous enforcement of U.S. trade lawsThe U.S. Commerce Department expedited investigations
and issued early critical circumstances findings.

» Bilateral efforts to address the underlying problems that led to the crisisThe U.S. Trade
Representative (USTR) launched consultations with Japan and Korea to work to remedy core structural
problems, and the Commerce Department negotiated a comprehensive agreement to address steel
imports from Russia. The Commerce Department also agreed to provide technical assistance to Russia
and Ukraine, designed to help avoid trade disputes.

» Import monitoring mechanisms.Improved reporting of steel import data has aided in early detection
of potential import surges.

Congress took legislative action to help alleviate the crisis. One effort now signed into law is the
Emergency Loan Guarantee Program which will temporarily help provide financing to troubled steel
companies unable to obtain loans at reasonable rates.

These efforts helped put the industry back on the road to recovery. Following the early critical circumstances
determinations in the hot-rolled steel investigations in November 1998, imports of these products decreased
significantly—a pattern that was repeated in other investigations where determinations of dumping or
subsidies occurred. By mid to late 1999, the decline in unfairly traded imports was having a beneficial impact
on the domestic market, with production levels and capacity utilization rising significantly. However,

inventory stockpiles of imports and other factors made for lackluster financial results for most U.S. steel
producers in 1999, and the employment picture for steel workers has only recently begun to improve.

Labor and Industry Seek Relief

The United Steelworkers and the Independent Steelworkers unions launched the “Stand Up for Steel”
campaign to call attention to the impact of low-priced steel imports on industry profits and competitiveness.
In January 1999, steel workers marched on Washington to call for stronger actions against rising steel
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imports. Steel workers pushed for immediate quotas on steel products and changes to the trade laws that
would make it easier to seek and obtain relief.

As layoffs loomed, the Administration and Congress received thousands of letters from steel workers and
their supporters within communities affected by the steel crisis. This campaign helped underscore the
problems that unfair trade was causing the steel industry.

The industry and unions sought relief by
I spoke with a reporter the other day. exercising their rights under the U.S. trade laws.
Starting in September 1998, the industry and
unions filed antidumping cases against hot-rolled
consumers.” | told him, “So is smuggling. But steel from.I'_%raziI, Japan, and. Russia ’?lnd a
whether it's smuggling or dumping, it's illegal and countgrv.alllng duty.case against Brazil. As the
it must be stopped!” surge in imports shifted to other products, the
industry and unions responded with additional
Paul Wilhelm petitions against a wide range of steel imports,
President, USX's U.S. Steel Group | jncluding cold-rolled steel, cut-to-length plate,
heavy structurals, and seamless pipe.

When | complained about dumping, he
responded to the effect that it is “good for

The U.S. Government Responds

It was readily apparent to both the Administration and Congress that the sudden onset and magnitude of the
surge of low-priced steel imports called for immediate action. The Administration made it clear it would

not tolerate unfair trade practices that injure the U.S. indu$tmng. government also renewed its efforts to
address the structural problems and market-distorting practices that contributed to the crisis.

Trade Cases Turn Back the Surge in Imports

In the opening stages of the crisis, the Administration examined options that could immediately address the
problems of import surges and unfair trade but that were also consistent with U.S. law and obligations
under the World Trade Organization (WTO).

The Commerce Department shifted resources to expedite investigations, reducing the time it took to
conduct its analysis without compromising the rights of respondent parties by shortening the deadlines for
guestionnaire responses, briefs or oral arguments. This left the Commerce Department in a position to
provide relief more expeditiously.

The Department of Commerce also prescribed that in certain situations it could make an early critical
circumstances determination prior to the preliminary dumping determination, thereby putting importers on
notice in cases of potential import surges that they might be liable for duties in the period prior to the
preliminary determination. An affirmative critical circumstances determination extends the liability for
potential duties retroactively, up to ninety days prior to the preliminary dumping determination. Commerce
applied this policy in the hot-rolled steel investigations, preliminarily determining that critical
circumstances existed with respect to Japan and Russia.

Hot-Rolled and Other Steel CaseEhe combination of expedited investigations and early critical
circumstances findings had a significant impact on imports of hot-rolled steel, resulting in much earlier
relief from surging imports. Monthly import volumes had been climbing steadily since the industry’s filing
of antidumping and countervailing duty petitions, reaching a peak of almost 1.5 million metric tons (MT)
in November 1998. Following the early critical circumstances determinations that month, imports of hot-
rolled steel declined sharp{€hart 4-1) December 1998 imports of hot-rolled steel fell 65 percent
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compared to November 1998

. : 2.0
and continued to fall in 1999.
Without this early decision and
the accompanying expedited 2 15
investigation, relief from the 2
surge would likely not have £
come until March 1999. g 10
|_
o
When the industry filed 15
" . . S 05
additional antidumping and
countervailing duty cases in
early 1999, Commerce 0
continued to expedite Jan 97  Apr July Oct Jan98 Apr July Oct
inveStigation_S Where pOSSibIe- Includes hot-rolled sheet, strip and plate in coil (all grades).
T.hese mves_tlga_tlons V\_/ere also Sources: U.S. Department of Commerce, Bureau of the Census;
hlghly effective in helpmg to American Iron and Steel Institute.
reduce import levels. In the
three months following the 4-1. U.S. Imports of Hot-Rolled Steel

Commerce Department’s

preliminary determinations in

the cold-rolled steel and cut-to-length plate investigations, imports of these products fell 20 percent and 33
percent, respectively, compared to the previous three months.

Determinations Confirm Dumping
The aggressive pricing by foreign steel exporters resulted in substantial dumping margins.

» Inthe hot-rolled steel investigations, the final dumping margins ranged from 41 percent to 43 percent
for Brazil, 18 percent to 67 percent for Japan and 74 percent to 185 percent fo? Russia.

» Final dumping margins in the cut-to-length plate and cold-rolled steel investigations rangdd from
minimisto 72 percent and 7 percent to 164 percent, respectively.

* Inthe heavy structurals investigation, dumping margins ranged from 26 percent to 65 percent.

The high margins resulted in considerable antidumping duties being imposed on imports of most of these
products to offset the effects of dumping. In several cases, countervailing duties were also required to offset
the effects of government subsid{&hart 4-2)3

Criticism of Steel Cases

Importers and foreign steel producers were critical of the trade cases, arguing that they were protectionist efforts
designed to shut imports out of the U.S. market. Japan, the leading surge country and the country subject to the
most new steel dumping cases, has been especially critical and has recently formed a special task force within the
Ministry of International Trade and Industry (MITI) to bring WTO challenges against trade remedy rulings made
against Japan by the United States. Likewise, importers and trading companies, previously the beneficiary of low
prices but now potentially liable for dumping duties, raised concerns about the investigations and theif outcome.

On the other hand, many in the U.S. industry felt that relief under the antidumping and countervailing duty
laws was too slow and piecemeal. The domestic industry and unions have expressed concerns with the
potential for importers to shift to other foreign suppliers to avoid dumping orders. This practice is clearly
the prerogative of importers, but it can have the effect of undermining the relief provided and require
industry to repeatedly file new petitions.
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4.2 Recent Antidumping and Countervailing Duty Investigations on Steel Products
Range of Negative DOC
Product Countries Margins AD or CVD orITC
(percent) Orders Decisions
Stainless Steel Plate in Coils 6 AD, 4 CVD 2-45 9 0*
Stainless Steel Round Wire 6 AD 3-36 0 6
Stainless Steel Sheet and Strip in Coils 8 AD, 3 CVD 0-59 11 0
Carbon Hot-rolled Steel Flat Products 3 AD, 1 CVD 6-185 4 0
Carbon-Quality Cut-to-length Plate 8 AD, 6 CVD 0-72 11 3
Carbon Quality Cold-rolled Flat Products 12 AD, 4 CVD 7-164 0 16
Carbon/Alloy Seamless Pipe (over 4.5") 2 AD 11-106 2 0
Carbon/Alloy Seamless Pipe (4.5” or less) 4 AD 20-108 4 0
Structural Steel Beams 4 AD, 1 CVD 26-65 1 2
Tin Mill Products 1AD 32-95 - -
Circular Stainless Steel Hollow Products 1AD 62-157 - -
AD = antidumping. CVD = countervailing duty.
*The ITC split the case into two like products and went affirmative with respect to stainless hot-rolled plate in
coils.
Source: U.S. Department of Commerce, International Trade Administration, Import Administration.

U.S. industry also expressed concern that import surges often increase after the filing of antidumping
petitions. Steel traders rush to “beat the clock” and ship greater quantities of steel before remedies are in
place. U.S. laws provide a “critical circumstances” mechanism for addressing surges in response to a
petition, which allows the retroactive application of duties if certain patterns of trade are detected. Under
the critical circumstances provisions, retroactive dumping duties may be assessed if the Commerce
Department makes a final critical circumstances determination and the International Trade Commission
(ITC) makes an affirmative determination that the imports “are likely to undermine seriously the remedial
effect of the antidumping duty order to be issuetiiie Commerce Department made affirmative critical
circumstances determinations in six steel cases within the past three years. In those cases, the ITC did not
make affirmative determinations, and no retroactive duties were as$essed.

The Effectiveness of the Steel Cases

While members of the U.S. steel industry have been significant users of antidumping and countervailing
duty trade remedies, they have also at times questioned the effectiveness of these remedies.

According to U.S. Commerce Department statistics, the U.S. steel industry and unions have filed 158
antidumping and countervailing duty petitions on carbon or alloy steel mill products in the past decade,

with fewer than half of the cases resulting in the imposition of trade remedy orders. Of those 158 cases, the
ITC has made negative injury determinations in ninety cases. The U.S. industry appealed a number of these
negative determinations, asserting that the ITC did not properly consider statutory factors in making injury
determinations. In contrast, importers and foreign companies argue that the ITC’s high negative
determination rate is a gauge of the merits of the cases brought by the U.S. industry. As support, they point
to the much higher success rate of the specialty steel industry before the ITC. During the same ten-year
period, the ITC made affirmative injury determinations on thirty-six of forty-eight cases brought on

stainless products.

In making injury determinations in antidumping and countervailing duty investigations, the ITC considers a
number of factors. One issue that was extensively argued before the ITC in recent steel cases is the
treatment of “captive production.” In the steel industry, many steel products are further processed into
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downstream products. The U.S. industry believes that production which is sold to an affiliated company or
a joint venture for further processing should be considered “captive production” and, pursuant to statutory
provisions, excluded from the ITC’s injury and import analyses. The U.S. industry contends that these
intra-company transfers do not really compete with imports of the primary product and that by including
captive production, the ITC overstates the size of the U.S. market and understates the importance of
imports. Importers and foreign companies, on the other hand, contend that these intra-company sales
should be considered when determining the size of the U.S. market because they compete with these sales
and, therefore, are rightfully included in the ITC'’s injury analysis.

The Section 201 Option

Other trade law remedies, such as Section 201, were available to the steel industry to address the import
surge. The import relief provisions under a Section 201 proceeding can result in potentially broad remedies,
including quotas. However, because relief under this procedure is provided regardless of whether the
imports are unfairly traded, the standard of injury is higher than in a dumping proceeding. In a Section 201
proceeding, the ITC must determine that increased imports are a substantial cause of serious injury to a
domestic industry. In the case of an affirmative injury or threat of injury determination, the President has
the discretion to decide whether to grant relief and what remedy to impose.

At the onset of the crisis, most segments of the industry were concerned that the higher standard in the
injury test under Section 201 would result in a lower success rate for petitioners than in antidumping or
countervailing duty casésThey expressed concern that, in the ten years prior to the crisis, there were
just three affirmative 201 determinations by the ITC, only two of which resulted in a grant of relief by
the President (corn brooms and wheat gluten). Therefore, most segments of the steel industry turned
instead to the antidumping and countervailing duty laws for relief, while pushing for changes to Section
201.

However, since that time, three of four Section 201 cases filed with the ITC have resulted in affirmative
determination§.Two of the three affirmative cases pertained to steel products. The wire rod and line pipe
subsectors each obtained relief for three years.

* Wire rod imports in excess of 1.43 million MT in the first year, increasing by 2 percent in each ensuing
year, will be subject to a tariff surcharge.

» Line pipe imports will be subject to a tariff surcharge, except for the first 8,165 MT annually imported
from any country.

New Efforts to Tackle Underlying Problems
and Help an Injured Industry

As the financial health of the steel industry continued to deteriorate, Congress and the Administration
realized that the trade laws alone were insufficient to address the root causes of the crisis and to revive the
U.S. steel industry.

The Administration’s Steel Action Plan
The Steel Action Plan of January 1999 laid out the Administration’s primary strategy for addressing the
steel crisis: tough and swift enforcement of the unfair trade laws coupled with bilateral efforts to address

the surge in imports.

» A steel import monitoring program was designed to quickly identify import surges or sudden price
drops that might indicate unfair trade. In order to provide the steel industry with reliable import data as
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early as possible, the Commerce Department took the unprecedented step of releasing preliminary
monthly steel import data, three to four weeks before the release of the official import statistics.

» USTR immediately established bilateral consultations with Japan and Korea to discuss steel issues.
Negotiations with Korea resolved the long-standing trade problem regarding the sale of Hanbo Steel and
served as a forum for issues such as the privatization of Korea’s largest steel producer, POSCO, and
Korean steel industry restructuring programs.

» The Commerce Department entered into bilateral negotiations with Russia as an offshoot to the
suspension agreement negotiations then being conducted within the context of the hot-rolled steel
investigation. Commerce concluded a comprehensive steel agreement with Russia that set annual quota
limits on a wide range of Russian steel products and pig iron. Designed to complement the antidumping
suspension agreement on hot-rolled steel, the comprehensive agreement was intended to prevent future
trade frictions in these product areas and act as the basis for future suspension agreement negotiations
should cases on these products arise.

The President’s Steel Action Program

To reinforce the measures already taken and prevent future crises, the President announced a twelve-point
Steel Action Program in August 1999. Key elements of the program include:

» Codification of the new critical circumstances policy.

» Expanded import monitoring.

» Continued bilateral efforts with Japan, Korea, Brazil, Russia, and Ukraine, and dialogue with other
steel exporting countries as needed.

» The Administration’s commitment to meet with various segments of the steel industry, including producers,
suppliers and workers, to discuss the steel crisis and develop recommendations to avoid future crises.

* The Commerce Department’s commitment to produce this reortp examine and report on
subsidies and market-distorting trade barriers in the global steel industry.

Congress’ Emergency Loan Guarantee Program

Senator Robert Byrd of West Virginia introduced a temporary steel loan guarantee program to help provide
financing to troubled steel companies unable to obtain loans at reasonable rates. The program was later
expanded to address troubled companies in the oil, gas, and iron ore industries. The Emergency Loan
Guarantee Bill passed both houses and was signed into law.

At the time this report was written, four companies, Geneva Steel, GS Technologies, Northwestern Steel,
and Wheeling-Pittsburgh Steel had been approved for $365 million in guaranteeddtiaersapplications

are still being considered, including applications from Acme Steel, Gulf States Steel, and Qualitech Steel
(three firms currently in Chapter 11 bankruptcy proceedifigs).

Critics view the program as a subsidy to inefficient steel producers that will promote or prolong excess
capacity. However, the program is temporary and was designed to directly address the harm caused by
the import surge of 1998. In addition, participants must still obtain commercial guarantees for 15
percent of the loans, with the government guarantee covering 85 percent of the principal of the
financing*

Other Congressional Initiatives
Several bills were introduced to modify existing trade laws, making it less burdensome for industries to

bring antidumping, countervailing duty or Section 201 import relief cases and to obtaitt fidliefJ.S.
steel industry maintains that under U.S. trade law Section 201 has a stricter injury standard than is called
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for by the WTO. The industry argues that
changing the U.S. injury standards to conform
with the WTO standard would make Section 20]
a more viable option for addressing import
surges. However, steel consumers believe that t
current law is strong enoudbee box)Trade law
legislation related to Section 201 has yet to be
submitted for a vote.

Representative Peter Visclosky of Indiana
introduced legislation to establish quotas on al
steel mill products based on the average impor
level from mid-1994 to mid-1997. The
Administration, along with farm organizations
and a number of industry groups, opposed the
bill, citing the detrimental impact a quota would
have on the U.S. economy and noting that it
would violate international commitments,
making the United States vulnerable to
economic retaliation by other countries. This bi
passed the House but was defeated in the
Senate.

Steel Consumer Views on
Trade Law Changes

In March 1999, J. B. Porter of Caterpillar, Inc.
testified before the Senate Finance Committee
that the U.S. steel industry’s efforts to obtain
special relief from steel imports—through
legislated quotas or changing U.S. trade remedy
statutes—could undermine U.S. competitiveness
by subjecting U.S. exports to the risk of retaliation.

Representing both Caterpillar (one of America’s
largest importers of steel) and the Emergency
Committee for American Trade (comprising leading
American companies with global operations),
Porter urged that any amendments to U.S. trade
remedy statutes must maintain a balanced
approach which takes into account the interests of
not only the domestic steel industry, but of U.S.
steel users, U.S. exporters, and U.S. importers as
well. Thomas Belot of Vollrath Company (another
representative of the steel-consuming industry)
argued at the hearing that adequate protection
already exists in Section 201.

The Road to Recovery

Actions taken by the Administration and Congress produced significant results that helped put the industry
on the road to recovery. By late 1999, the decline in unfairly traded imports had a beneficial impact on the
domestic market.

However, the road to recovery has been slow. While import volumes dropped significantly during the first
half of 1999, there was a substantial lag before any recovery of prices and production.

Imports Ebb, With
Some Notable
Exceptions

35%

Steel imports fell significantly
from 1998 to 1999, with total
steel imports falling 14
percent and finished steel
product imports dropping 22
percent. As a result, import
penetration for finished steel
products declined from a peak
of 33 percent in November
1998 to 20 percent in
February 1999 and then
stayed between 20 percent
and 22 percent for most of
1999 and early 200(Chart
4-3).
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Source: American Iron and Steel Institute.

4-3. Import Penetration: Finished Steel (1998—2000YTD)
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Reports of Tightened Supply

The impact of the trade cases on steel imports has caused some steel consumers to fear that markets may
tighten, leading to shortages or long lead times. In particular, consumers have raised concerns about
potential disruptions in the heavy structurals market. One president of a major steel distribution firm

reported that inventories have declined, and that, unable to meet demand for wide flange beams (a heavy
structural product), mills have responded by instituting a “controlled order booking system,” better known

as “allocation.®

However, there have also been indications that any tightness or disruptions in the heavy structurals
market may have been temporary. Recently, prices for heavy structurals have fallen, an indication that
shortages in this product are unlik&yn addition, in a letter to the editor, H. Louis Gurthet, President

of the American Institute of Steel Construction (AISC), stated, “Considering the overall market, it
appears that supply is reasonably meeting current market def&@harthet’s letter responded to an

article that indicated that trade cases may be causing supply problems in the market for beams. AISC
represents fabricated structural producers, which purchase heavy structurals to further process for
construction purposes.

Imports Continue to Increase in Some Product Categories
While overall steel imports declined, there were some notable exceftions.

» Imports of concrete reinforcing bar (rebar) increased 49 percent in 1999 compared to 1998, on top of a
75 percent increase from 1997 to 1998.

* Imports of wire rod products increased 17 percent in 1999 over 1998. However, imports of this product
in future years will be affected by the President’s decision to grant Section 201 relief.

» Imports of semifinished steel, used by U.S. steel producers to manufacture finished steel products,
increased 27 percent in 1999 over 1998, an increase of 1.6 million MT, the largest volume increase for
any product category that year.

Steel Prices Begin to Rebound in the Second Half of 1999

While prices fell sharply in the face of surging
imports, their rebound has been much slower. | Today, as a result of the elimination of illegally
Prices remained flat for much of the first half of | imported steel, we are experiencing a very good
1999 and began to show signs of recovery only _hot—rolled and cpld—rolled market. Our _order book
the second half of the year. As the pressure froj lolsefflijrlllitzrl];ilrﬁggogmgs are extended. Prices are
unfairly traded imports subsided, companies ha '

been able to raise prices for a number of John Duncan
products. However, as of first quarter 2000, Vice President for Flat-Rolled Products
prices for most products remained below 1997 Gulf States Steel at Sunbelt Steel 2000
levels, and there are recent indications that som] (December 1999)
of the latest announced price increases are not

taking hold*’

» As of March 2000, U.S. spot prices for wide flange beams, wire rod, and galvanized sheet were still
down by roughly 15-30 percent from December 1997 lé¥els.

» Spot prices for rebar, cut-to-length plate and stainless cold-rolled sheet were also down for the same
period?®

* Although by May 2000, hot-rolled and cold-rolled prices were at December 1997 levels, they were still
down 10 percent from levels earlier in 1997.
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Effect of Excess Inventories

Much of the sluggishness in prices can be attributed to increases in inventory levels during the crisis—
estimated to range upwards of 5 million MT. Excess inventories continued to depress prices for several
months after imports began to decline. One noted industry observer recently commented that as much as
4.5 million MT of the inventory bulge in 1998 was worked off in just the first half of 999.

Production Resumes, But Financial Recovery Is Slow

With imports declining and prices rising, domestic production and capacity utilization have been on the
upswing. Capacity utilization rates, which fell from more than 90 percent in early 1998 to below 75
percent by year’s end, returned to roughly 89 percent by the end of 1999. By the first quarter of 2000,
capacity utilization rates were again above 90 per¢amrt 4-4)

Having fallen 11 percent in the
second half of 1998, domestic

) . 100
shipments returned to pre-crisis
levels by the third quarter of 95
1999. In the first quarter of
2000, domestic shipments rose 90
18 percent compared to the g
previous quarter and exceeded § 85

26 million MT, their highest
quarterly level in twenty-six 80
years(Chart 4-5)

75
While production levels were 0

recovering, the financial health Jan98 Apr Jul Oct Jan99 Apr Jul Oct Jan 00 Apr
of the industry remained

lackluster throughout most of Source: American Iron and Steel Institute.

1999. By the end of the year,

major integrated mills still 4-4. Monthly Capacity Utilization Rates

faced losses. The top six U.S.

integrated mills had a 30

cumulative operating loss of
$27 million during the fourth
quarter of 19992 The

situation for mini-mills
appeared to be better—net
income for a group of ten U.S.
mini-mills rose 18 percentin
the fourth quarter of 1999,
compared with the same
guarter of 1998. However,
Nucor accounted for much of
the improvement; excluding
Nucor, the remaining firms
collectively had essentially no 10
income in the fourth quarter of 1Q97  3Q97  1Q98  3Q98  1Q99  3Q99  1Q00
19992 By the first quarter of Source: American Iron and Steel Institute.

2000, the industry’s financial 4-5. U.S. Shipments of Steel Mill Products (1Q97 to 1Q00)
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health had improved significantly. The top six U.S. integrated mills had a cumulative operating profit of
$189 million, up roughly 425 percent from first quarter 1999 (when four of the six companies had
operating losse$y.

The industry’s financial
130 difficulties have been evident in
Basic Materials slumping stock prices. A
120 composite index of U.S. steel
110 company stock prices increased
about 30 percent between early
100 1997 and spring 1998. By late
9 summer 1998, the index had
lost all of these gains and
80 Iron & Steel plummeted another 30 percent,
20 where it remained for the rest
of 1998 and most of 1999.
60 An examination of Standard &
1Q96 3Q96 1Q97 3Q97 1Q98 3Q98 1Q99 3Q99 Poor’s Iron and Steel and Basic
Sources: Standard & Poor’s Analysts’ Handbook, January 2000 Monthly Supplement; Materla_ls |nd|c_es prowdes
Standard & Poor’s Iron & Steel and Basic Materials Indices (1Q96 = 100). further illustration of the
industry’s difficulties in 1998

4-6. Stock Prices: Iron and Steel vs. Basic Materials (1996-1999) and 1999. Down 15 percen_t in
1998 compared to the previous

year, iron and steel stock prices
rose 7 percent in 1999, compared to a decline in basic material stock prices of 8 percent in 1998 and an
increase of 24 percent in 19@hart 4-6)%

Employment Remains Flat Through 1999
but Starts to Recover in 2000

Despite signs of recovery in the steel industry, overall employment levels remained flat through most of
1999. However, recently there have been some encouraging signs as workers laid off during the crisis
return to worké’

» At Weirton Steel, 150 employees—the final group of roughly 1,000 employees laid off in 1998—were
recently called back to work following Weirton’s posting of profits in the first quarter 2000.

* Many employees have been called back at Geneva Steel, although approximately 130 workers remain
laid off.

» At Acme Steel, workers laid off in 1998 and 1999 who have not retired are being rehired.

Input Producers Are Also Affected by the Steel Crisis

Semifinished steel products are imported by U.S. mills and rerollers to produce into finished products such
as hot-rolled steel. Some saw the increase in semifinished steel imports as a positive sign ofirecovery,

in order to meet increasing demand, the domestic industry needed to supplement its production of finished
steel by rolling imported semifinished steel products. Others were alarmed that imports of low-priced slabs
were replacing blast furnace production and translated into lost jobs not only at the blast furnace, but at
iron ore mines, pellet plants, and coke ovens that supplied thesémills.

Unlike the steel industry, which began to see signs of recovery in 1999, the situation in the input industries
remained depressed or continued to deteriorate in 1999, due not only to low-priced imports of iron ore and
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coke but also to the large increase in low-priced imports of semifinished steel. Prices remained depressed
and layoffs continued into 1999 and 2000. Most recently, 1,400 workers in northern Minnesota were facing
layoffs with the announcement by LTV that it was closing its Hoyt Lakes mine and taconité plant.

These upstream industries were as concerned by the long-term impact of the increase in imports of low-
priced semifinished steel as by the immediate pressure on iron ore and coke prices. The iron ore and coke
industries were concerned that the continued presence of low-priced semifinished steel might encourage
integrated steel mills to retire rather than reline blast furnaces that were temporarily shut down during the
crisis or that need modernizati#fOnce retired, these furnaces are rarely reopened, resulting in a
permanent loss of domestic demand for iron ore and%oke.

The Iron Ore Industry

The domestic iron ore industry is concerned about imports of both semifinished steel and iron ore,
particularly from Brazif? Although Australia, Canada, China, India, Russia, and Ukraine are also
significant producers of iron ore, the U.S. iron ore industry views Brazil as its major foreign competitor,
due to its position as a major producer of both high grade ore and semifinished steel slabs.

According to the U.S. industry, competition occurs across the spectrum—ranging from unprocessed iron ore
to semifinished steel. While certain iron products may not be directly substitutable, aggressive pricing of one
product may prompt shifts in production or investment that reduce demand for the other product. In the case
of semifinished steel slabs, low-priced imports can have a greater impact on the iron ore industry than imports
of iron ore itself. Unlike the one-to-one relationship between domestic and imported iron ore, one ton of
imported slab typically displaces one and one-half tons of domestic iréh ore.

The Role of Brazilian Iron Ore and Slab

The iron ore industry has raised
concerns that imports of

Brazilian iron ore and slab have 500 $40
slowed the industry’s recovery .
from the 1998 steel crisis. % 35
(2]
>
» With the decline in U.S. 2 300
steel production in the ® $30
second half of 1998, £ 200
. oe . (8]
imports of Brazilian iron E
ore pellets fell dramatically. = 100 $25

As U.S. steel production
recovered in the spring of

. 2 0 $20
1999, imports of Brazilian Jan97 Jul  Jan98 Jul Jan99  Jul  Jan 00
iron ore pellets resumed,
but at lower prices Source: ITC Dataweb.
averaging $32 per MT in
1999, compared to $37 per 4-7.U.S. Imports of Iron Ore Pellets: Brazil (1997-2000YTD)

MT in 1997 and $35 per

MT in 1998(Chart 4-7)

During the first four months of 2000, average Brazilian iron ore pellet prices fell further, to $30 per
MT.* Data provided by the iron ore industry on individual Brazilian iron ore pellet shipments shows
prices as low as $26 per MT in January 28&0the prices in these shipments are considerably below
the industry’s constructed “world price” for a similar shipment of iron ore pellets at $29 p&r MT.
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» Of equal concern to the
industry was the dramatic 500 $300
increase in low-priced slab
imports from Brazil. Prices &
for Brazilian slab fell from g 400
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Imports of Brazilian slab

continued to climb in 2000.

During the first four months of 2000 alone, slab imports from Brazil exceeded 1 million MT, roughly

75 percent of the total amount imported throughout all of 1998. However, import prices have also risen
significantly—slab import prices in April were up 45 percent from their low point in $999.

According to the U.S. iron ore industry, the ability of Brazilian producers to price aggressively in both

products stems from the strong ties between major Brazilian producers of iron ore and slab and between these
industries and the Brazilian government—a remnant of the days when both industries were government-owned
or -controlled®® Companhia do Vale do Rio Doce (CVRD), Brazil’s major iron ore producer and the world’s
largest, was partially privatized in 199However, BNDES, the government-owned development bank, still

owns 32 percent of CVRD. While there have been no recent U.S. antidumping or countervailing duty cases on
iron ore or slab from Brazil,the U.S. iron ore industry has raised concerns that the Brazilian iron ore and

slab industries may be benefitting from government research and development assistance, regional
development programs, infrastructure projects, and preferential finghcing.

The Coke Industry

The coke industry is divided into two parts: One produces furnace coke, and the other produces foundry
coke. The two types of coke have very different properties; they must be produced separately and cannot be
used in the same applications. Furnace coke is used in steelmaking, while foundry coke is used in industrial
castings, such as engine blocks.

Furnace coke accounts for the vast majority of coke production and imports. As a result of reductions in
the number of coke plants over the past two decades, the U.S. coke industry no longer completely supplies
the needs of the domestic steel industry. However, because the tariff schedules did not distinguish between
furnace and foundry coke until recently, accurate import figures on foundry versus furnace coke imports
are unavailablé

Like their counterparts in the iron ore industry, furnace coke producers are concerned about developments in
the steel industry over the past two years that may lead to the retirement of blast furnaces. In addition, furnace
coke producers, particularly those that produce for the merchant market, are becoming increasingly concerned
about imports of furnace coke from China, a concern they share with producers of foundry coke.
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The Role of the Chinese Coke Industry

In recent years, China has become the world’s largest coke producer, displaciftjap&minese coke

industry has undergone a rapid expansion. In 1980, China produced 43 million MT of coke; by 1997, production
had increased to 137 million MIIn Shanxi, China’s largest coke-producing province, the number of coke

plants increased from five in 1980 to 1,500 by 19@bke production correspondingly increased from 1.6

million MT to more than 50 million M¥’ Chinese coke production is predicted to increase to approximately 40
percent of world capacity by the end of the year, up from 28 percent just six yefdrs ago.

Increasingly, China has turned to export markets as an outlet for its coke production. China’s coke exports
increased tenfold between 1988 and 1@%7art 4-9)*° Major markets include the United States, Europe,
Japan, and India. U.S. imports of Chinese coke increased steadily from 1996 through 1998, but fell back
by about the same amount in

1999. During that period,

import prices for Chinese coke 14

fell by roughly 30 percertt. 1

A substantial portion of é 10

Chinese coke is produced in =

beehive ovens, a process long o 8

since abandoned in the United 15 6

States because of high L

pollution and inefficient use of g,

energy* While other major

coke producing countries have 2

been retiring these ovens in 0

favor of cleaner, more efficient 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
mechanical coke ovens, China

has dramatically boosted Source: International Iron and Steel Institute.

beehive oven production.

Conversely, U.S. coke 4-9. Exports of Coke from China (1989-1999)

producers incur significant

costs associated with

environmental compliance. The U.S. coke industry is concerned about the effect of China’s environmental
standards on that country’s export competitiveness. According to Mr. Yan Suling, Deputy General
Manager of the Fifth Department, China National Coal Industry Import and Export Commission:

To expand coke exports, China will tolerate the pollution involved in beehive coke oven production
for a short period of time. ...[C]heap labor cost, adequate cokemaking capacity and relatively
lenient environmental protection regulations will enable Chinese coke exports, with sufficient and
stable supply and most competitive prices, to continue to win a large share of the world coke
market®?

U.S. coke producers are concerned that continued inroads into both the furnace and foundry coke markets

by low-priced Chinese coke producers will precipitate the closing of U.S. coke facilities or discourage new
investment in U.S. coke ovens.
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CHAPTER 5

Reforms and
Restructuring Abroad

Introduction

There are some encouraging signs that the key overseas steel producers involved in the U.S. steel crisis are
prepared to address market-distorting practices. Japan, Russia, Korea, and Brazil have each suffered from
severe or prolonged economic downturns. In the face of these downturns and to stimulate economic
renewal, these countries have begun to implement market-based reforms. In turn, such reforms could help
curb market-distorting practices that have plagued global steel trade.

» The governments of Japan, Korea, and Brazil have announced measures to address the significant
structural problems confronting their financial and industrial sectors.

» Brazil is attempting to address the probleramicompetitive business relationshipamong members
of their steel industry. There are some indications that there may be increased competition within the
Japanese steel industry.

* Russia’s new leadership has mademmitment to reform.

These efforts have had mixed success to date. It remains to be seen whether they will have a lasting
impact on the global steel market. To the extent that reforms are achieved, the U.S. steel industry and the
national economies of these countries will share in the benefits of a healthier international steel
marketplace.

Russia

Developments in Russia since August 1998 offer bright prospects for the future: the economy is growing;
barter is down; and, taxes and wages are being paid. This period of relative economic well being creates an
opportunity for reform. Politically, President Putin and Prime Minister Kasyanov have recognized the need
for reform. If the Russian steel industry uses this opportunity wisely, it can become a world-class steel
producer and can compete fairly in the future.

In a five-year development strategy issued in late 1999 under President Yeltsin, the government of Russia
laid out a plan for modernizing the industry with a limited amount of government assistance. Issues such as
the nonpayment of taxes and wages and barter are discussed, although tangentially (in the context of the
need to control input pricing and restructure companies’ deBtegsident Putin’s recently announced

economic plan, however, does aim to address many of the structural problems that have distorted the
business environment of the Russian steel industry.
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Opportunity for Change in Buoyant Russian Economy

Recent economic growth gives Russia breathing room to pursue reforms. The Russian economy is
performing better than at any time since the breakup of the Soviet Union. In 1999, economic growth was
up over 3 percent. Russia’s industrial sector grew by 8 percent in 1999 and more than 10 percent in the
first quarter of 2006 Economywide growth is expected to be up to 5 percent in 2D0énestic steel
consumption rose 10 percent in 1999 and was up approximately 15 percent during the first five months of
2000%

Tax receipts are up too and, due to the government’s insistence, so is the percentage of taxes collected in
cash. Some barter payments for regional taxes remain, but at a reducetMagelarrears are down
throughout the econoniyReportedly, the three largest steel companies are current on both their wage and
tax bills, and the rest of the industry appears to be current on their wages. Steps have even been taken to
address the issue of input pricing; although utility rates remain below world levels, gas rates were raised in
February 2000, and electricity rates in May 2000.

The extent of bartering in the overall economy has dropped from 54 percent to 36 percimtuary

2000, cash payments to the natural monopolies (the gas, electric, and railroad companies) rose to 63
percent, from 46 percent the previous year. In the steel industry, the numbers are even better. Overall,
the latest industry estimate is that barter has dropped to 15 percent of domestic steel sales; two
companies have even reported barter sales have been elinfifated998 ruble depreciation caused
export-oriented industries such as steel to suddenly become highly profitable. While costs (mostly
ruble-denominated) dropped dramatically, revenue (mostly dollar-denomiiratexfised markedly.

The sudden infusion of hard currency has made barter transactions less attractive, at least
temporarily*®

With the domestic economy doing well and domestic demand for steel on the rise, Russian steel producers
have a chance to improve their profits and, perhaps, decrease their dependence o lexjaattswo of

the largest Russian steel companies are currently reporting a slight decline in exports due to the strong
domestic economy.

The government is forecasting that domestic demand for steel will increase nearly 50 percent by 2005.
Demand for steel from the power generation, transport and heavy engineering sectors is expected to
propel demand, increasing by 70 percent. The defense and automobile industries are expected to increase
their need for steel by 65 percent and 45 percent, respectively. As a result, production of rolled steel
products is expected to increase 30 percent by 2005. Exports of Russian steel are expected to increase
slightly.t®

Over the longer term, Russian steel industry and government representatives emphasize that when the
Russian economy gets back on its feet, domestic demand for steel will increase significantly. For instance,
industry and government officials point out that many of Russia’s 120,000 kilometers of rail lines and
400,000 kilometers of pipeline will need to be repladéthese two undertakings alone will require several
million tons of steel® If increased domestic demand leads to higher profits, the Russian steel industry has
the opportunity to invest these profits in becoming a world class steel producer and a fair trader on the
global steel market.

Hopes for the Future
Not only is the economy doing well, there are encouraging signs that Russia’s new leadership has a grasp
of Russia’s economic problems and the will to go forward with significant economic reforms. President

Putin has described the problems of the Russian economy as follows:
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The current dramatic economic and social situation in the country is the price which we have to pay
for the economy we inherited from the Soviet Union. ...We had to install market elements into a
system based on completely different standards, with a bulky and distorted structure. And this was
bound to affect the progress of the refoffns.

Recognizing the need for change, President Putin has called for the end of “nonpayments, barter, and other
pseudo-monetary forms of settlemetitSimilarly, Russia’s new Prime Minister, Mikhail Kasyanov, has

called for reform and emphasized that recent economic growth is not sustainable and will only continue if
structural reforms are enactédWe cannot ease the pace of reforms, or else we shall end up standing in one
place and eventually get mired in stagnation,” the Prime Minister stated in Mayf 200dtelp integrate the
Russian economy into the world economy, prompt economic reform and foster the movement towards a
market economy, President Putin is also pursuing Russia’s entry into the World Trade Orgahization.

Russia’s 1999 Steel Development Strategy

As in its previous five-year program (1993), Russia’s steel development strategy of 1999 focuses largely on
modernizing facilities and upgrading equipment. The stated goals of the strategy are (1) to ensure the
supply of competitive products to domestic and export markets by improving the quality of Russian steel
and increasing operating efficiencies and (2) to raise the level of technology employed in the manufacturing
process. Meeting these goals, according to the strategy, will raise production for domestic consumption,
increase foreign currency earnings, enhance Russia’s economic security, and ensure socia! stability.

Centrally Planned Restructuring—Picking Winners

The strategy’s primary objective—restructuring production—calls for the modernization and renovation of
“promising” companies by:

» Improving the quality of traditional products.

» Producing new products, including galvanized sheet for cars, rails for high-speed trains, and large-
diameter pipe for gas pipelinese€boX).?? The production of new products appears premised upon a
policy of import substitutio@®

To facilitate modernization, companies have been ranked according to their importance to the Russian
economy as a whole or to the economies of specific regions. The ranking may be used to determine the

Building a New Plate Mill

Late last year, the government of Russia requested bids for a $1 billion project to build a new extra-
wide steel plate mill, known as Mill-5000, to make large diameter pipe for the Russian gas company
Gazprom. Currently, Gazprom imports roughly 750,000 metric tons (MT) of pipe each year from
Japan and Germany. Production from the new mill would replace these imports.

The government is leaning towards awarding the project to Nizhny Tagil, although financing remains
an issue. Based on press reports and U.S. embassy reporting, the Russian government is
considering taking a substantial ownership interest in the new project. Tax incentives may also be
provided for the new project. Other bidding consortia continue to say they will look to put together the
plate mill project with private sector financing.

In recent years, Nizhny Tagil has been close to bankruptcy. Industry speculation before the
announcement was that Nizhny Tagil's relatively weak financial position would actually be an
advantage in the selection process.
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priority of targeted state subsidies, either through the direct allocation of resources, or indirectly, through
tax breaks and other privileges. Russia’s economic security in metal production was a prominent
consideration. The following measures were identified as necessary to ensure economic security:

» Maintaining an adequate level for each stage of production, from mining to final product
manufacturing.

» Launching facilities to substitute domestic production for imports.

» Ensuring a certain volume of export sales with a view to replenishing the foreign currency reserves of
the state?

While the five-year development strategy is less than ideal in its lack of market orientation, it sets out
important modernization goals, which if combined with the pursuit of other economic reforms would
provide a real basis for optimism. Russia’s steel industry needs real restructuring. Without new
investment, a plant that was old and uncompetitive in 1991 is now even older and less conipetitive.
Companies that do not restructure and become competitive will form a natural constituency opposing
the imposition of normal market restraints and supporting artificially low-priced inputs in order to
maintain production and continue exporting. The longer that normal market restructuring is
postponed, the more painful the process will be. If the Russian steel industry is fully restructured,
however, Russia’s comparative advantages of a skilled, low-cost workforce and ample supplies of
energy and other inputs will make it a strong competitor that will be able to compete fairly in the
global steel trade.

Japan

The decade-long economic downturn in Japan has brought key structural problems out into the open and
increased the pressure on the financial and industrial sectors—including the steel industry—to restructure
with an eye toward increased competition and better management of market risk.

» Steel consumers are demanding a more competitive Japanese home market.

* Long-awaited banking reform may have some positive effects on the Japanese economy, including the
steel sector.

» Government initiatives may encourage companies to reduce capacity.

But the long-term impact of such developments on the steel industry remains to be seen.

» Large Japanese steel firms have announced plans to increase capacity.

» Banking sector reforms may lose momentum and have a negligible role in steel sector restructuring.

* And government initiatives intended to urge companies to scrap excess capacity may in fact make it
easier for steel producers to avoid hard choices.

The Setting: Dependence on Exports to Sustain Production

In the wake of U.S. trade actions against the surge of dumped Japanese steel exports, a respected Japanese
business journal summed up the state of the industry in mid-1999:

The steel industry has moved toward liberalization of production. Now that companies can no longer
depend on exports, which had been considered their trump card for survival, they face the heavy
burden of excess production capacity. Although it is unclear whether they plan to liberalize
production for the domestic market, only two choices remain for the large blast furnace steelmakers:
amalgamating or being weeded out through compefition.
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While this analysis is largely correct, it did not anticipate the strength of the Asian recovery from late 1999
and into the current year, which has alleviated the pressure for some kind of reckoning for the Japanese
steel industry. Increased regional demand allowed Japanese producers to continue to use exports as an
“escape hatch” to maintain—or even increase—production and capacity levels in the face of continued
weak home demand. For the fiscal year ending March 31, 2000, total Japanese exports, according to JISF
statistics, had risen to nearly 30 million metric tons (MT), their highest level in thirteen years.

Japanese exports to the United States, while down from record levels in 1998, have remained at or above
the average export levels in the years leading up to the exporéshtganwhile, domestic shipments had

yet to recover from their collapse in 1998 as of Spring 2000, and imports have failed to make headway into
the Japanese market. As a result, Japan’s steel trade surplus has remained at over 20 million MT

annually?® These developments, along with a large rise in production over the past year and recently
announced capacity expansions by Nippon Steel and other major producers, make it probable that the
industry may become even more dependent on export markets in the future, despite some recent evidence of
renewed economic growth in Japan.

Pressures on Apparent Coordination Among Major Producers

Japan’s approach to international steel markets would be unsustainable if not for the fact that Japanese
steel producers are able to command high prices in their home market with the help of apparent
coordination among major producers. The high domestic prices charged by Japanese producers under this
system reinforce the problem of low domestic demand, while providing the means to subsidize low prices in
export markets. Therefore, elimination of any such coordination is one of the most important structural
issues facing the Japanese steel industry.

The extreme rigidity of longstanding production shares under the cooperative system was underscored
recently when a change of less than 1 percent was viewed by industry analysts as a watershed event
warranting extensive commentary on the future of competition within the industry. The Nihon Keizai
Shimbun announced that changes from 0.5 percent to 1 percent among major producers in late 1999
“represents the largest-ever change in production skaréiile marginal in absolute terms, it remains to

be seen if this change signals transformation to a more competitive marketplace in Japan. Developments
over the past year indicate the possible emergence of meaningful competition among major producers,
including:

» Japan'’s largest steel buyers, the major automotive customers, have pressed for more competitive
domestic market pricing.
» Areported increase in competition from industry leader, Nippon Steel, vis-&-vis the other integrated firms.

Big Buyers

Japanese customers’ demand for lower domestic pricing has put pressure on the steel producers,
particularly with respect to automotive sales. Major automotive customers used to spread their steel
purchases among each of the five major integrated prodid¢¢ss: customers are reducing the number of
their steel suppliers to increase competition among steel companies for their business, seeking out price
reductions in return for higher volume purchalé¢%or instance:

* InJuly 1999, Mazda announced plans to limit its purchases of electrogalvanized sheet to two suppliers,
Nippon Steel and Sumitomo.

» Shortly thereafter, Nissan announced that it would demand a 17 percent decrease in prices over a period
of three years and would reduce its steel plate suppliers from five to three as part of its business
rehabilitation plan. In April 2000, Nissan selected three suppliers, Nippon Steel, Kawasaki Steel
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Corporation, and NKK CorporatiofThis move is expected to precipitate a drop in prices for steel
plate, a key revenue source for the steel makers.

It is noteworthy that both Mazda and Nissan have significant foreign ownership, by Ford and Renault,
respectively. In the first quarter of 2000, Daimler-Chrysler completed a deal with Mitsubishi Motors

similar to the Renault-Nissan arrangement. To the extent that foreign ownership introduces fierce
international competition in the automotive sector into the Japanese market, Japanese automotive producers
may become increasingly unwilling to subsidize Japanese steel producers by paying high prices.

Heightened Competition, Ambiguous Impact

The fact that Nippon Steel was selected as a priority supplier by both Mazda and Nissan touches on
another widely noted development: the perceived readiness of Japan’s leading producer to compete with the
other major steel producers. Increased competition by Nippon could reduce domestic prices and resultin a
shakeout of the five major integrated produéekHowever, the net effect on the Japanese steel industry is
unclear, for two reasons:

» The production facilities of smaller producers may simply be absorbed by larger producers, rather than
shuttered.

» Nippon appears to view increased competition in Japan as part of a larger strategy to expand
production and capacity in order to regain its status as the world’s biggest steel producer.

As one industry report put it in discussing Nippon’s recently announced plan to increase capacity by 10
percent, “It can be said that the reason why Nippon Steel decided to expand its production capacity through
restructuring of blast furnaces is because it will no longer maintain the ‘cooperative production scheme
among five blast furnace makers®”

Nippon’s current plans appear to reflect a “bigger is better” attitude due in part to the success of Korean
producer POSCO in becoming the world’s largest and one of its most efficient steel producers, while Nippon'’s
production has declined from its historic highs in the 197Rppon’s strategy is to expand its way into

more efficient production through increasing economies of scale. Nippon Steel Chairman Imai has been
quoted as saying, “The minimum level of production is 26 million tons, and we will never decrease¥om it.”

Net Effects

Steel analysts, the Japanese press, and others are watching carefully to see if the apparent coordination among
the major integrated steel companies is eliminated. By themselves, these developments do not appear sufficient
to conclude that the Japanese industry is now in a state of meaningful competition. The small changes in
production share that have occurred to date can be attributed to changes in production for export, while
domestic restraints remain in plaé&imilarly, the drop in prices paid by the largest domestic buyers in early

1999 may simply reflect the fact that Japanese producers had to increase domestic shipments as a group after
being forced to reduce exports to the United States. One report from December 1998 predicted the price drop
in the domestic market in just those terms: “Meanwhile, supply pressure is likely to build: prolonged

production cuts and the narrowing of the U.S. market forces Japanese makers to settle for adequate utilization
rates at the expense of easing domestic pri€ds.'tlate, prices in Japan for the largest buyers remain high

relative to other major markets despite continued weakness in domestic demand.

Impact of Financial Sector Restructuring on Japanese Steel

In 1999, Japan’s top banks announced a series of “mega-merger” plans, to take effect in 2001 and 2002,
that hold the potential of reshaping the Japanese financial sector into four main groups. In terms of assets,
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these four heavyweights will be able to claim top rankings in international comparisons of size. However, it
is important to recognize that it is still too early to judge what effects these merger plans may have on the
broader economy, particularly given the rather poor history of financial sector tie-ups in Japan. Moreover,
the Japanese financial system, though stabilized by significant government measures, still requires further
steps to free itself from massive debt overhang. The “bigger is better” rationale alone will not justify the
tie-ups; it will remain critical for the new institutions to focus on disposal of bad assets to improve their
balance sheets and to bolster operational profitability in order to survive in international competition. There
are two characteristics of the soon-to-be merged megabanks that might give some impetus to much needed
corporate restructuring in Japan, even within the steel industry:

» Some of the resulting banks cut across the traditional ties among Japan’s industrial conglomerates (or
keiretsy.
» These banks appear to be more focused than in the past on maximizing profits.

ReducedKeiretsuCross-Shareholding

Traditionally, moskeiretsuhave had a so-called “main bank,” or primary lender, at their core. Now some of
these main banks have agreed to merge. Two of the major banking merger deals announced in 1999 were tie-
ups among the main banks of the major steel comp&rias.plans for the unprecedented criosisetsu

bank merger for the Industrial Bank of Japan, Dai-ichi Kangyo Bank, and Fuji Bank could, according to one
source,"likely increase pressure to reorganize in a range of induétrigsifie analysts also predict that the
pending merger could affect restructuring and competition within the steel industry itself, because the newly
merged bank will become the ‘main bank’ for four of the five major steel companies.

One characteristic of tHesiretsusystem is the practice of cross-shareholding by member firms. Banks also
participate, though by law are restricted to a maximum of 5 percent stake in any one firm. By one private
analyst estimate, Japanese financial institutions currently hold 23 percent of total corporate equity
ownership, compared with just 4 percent in the United States.

Large Japanese corporations and financial institutions have been unwinding cross-held shares, spurred by
changes in accounting and financial statement reporting. One potential consequence for Japanese
manufacturers, including in the steel industry, resulting from these bank mergers may be the weakening of
the cross-shareholding system, since some mergers will cut kenatsuties*

For example, as part of the merger two of Nippon Steel's main banks are selling their #wretsin
membeicompanies®As the direct linkages of banks to steel producers weaken, traditional business
relationships are expected to evolve, and changes to the banking system may lead to industry restructuring. It
will take time, in any case, for these changes to occur and for the results to become apparent.

New Focus on Bank Profitability

The top Japanese banks posted extremely poor performances in the laté AB80st all of them
recorded losses for three consecutive fiscal years as they grappled with rising funding costs on the one hand
and a deteriorating lending environment and increasing levels of nonperforming loans on the other.

Though most reported profits in the FY 1999, core profitability remains weak. Recently, some of Japan’s
banks—including those involved in merger plans—have shown signs of a new focus on profitability, such

as adopting lending techniques that incorporate better assessment of customer risk in order to improve their
asset portfolios and raise profit level. Reflecting this new approach to lending, Yoshiro Yamamoto,

president of Fuji Bank, stated that “[nJow our lending practices are based on rational criteria. We are trying
to maximize profits.*®

Chapter 5: Reforms and Restructuring Abroad 127



The New Role of the Development Bank of Japan

In the late 1990s, Japan’s banking crisis and the scarcity of commercially available capital led some of
the steel companies to the Development Bank of Japan (DBJ) for their financing needs. In response
to the credit crunch, the Japanese government established a Tight Credit Countermeasure, allowing
companies to obtain credit which they would have been able to get from private banks before the
credit crunch. In addition, as part of its economic stimulus plan, the government expanded the range
of uses for DBJ loans to include redemption of corporate bonds and long-term operating capital.

In 1999, the DBJ became the largest creditor for both NKK (with loans of 75 billion yen) and
Sumitomo (37.5 billion yen—which exceeded lending by its main bank). In July 1999, The Economist
suggested that the DBJ had replaced the main banks as the deep pocket for the big steel companies.
“Japan has committed itself to creating a competitive banking industry. That is why, in a way, the
government’s huge emergency programme of loan guarantees and other direct lending to troubled
industries is a step forward for Japan. Because the banks are no longer willing or able to provide soft
loans for the welfare industries, the money has to be found by the government, and the cost is no
longer hidden.” While some see this as a positive step, this movement by the government raises
serious concerns about whether the financing will be market based.

The three-year decline in gross bank lending may be partly attributable to enhanced sensitivity to risks in
the current economic environment. Already, Japan’s banks have begun adjusting their lending to major
firms, including to the steel industry. As banks have begun to limit their lending, a few of the large steel
companies have turned to the DBJ for finandsee box}°The banks involved in mergers may hasten that
trend.

As of March 1999, three of the banks involved in one merger held almost 330 billion yen (approximately
$3 billion) in debt from four of the major steel mak&/hen the three banks start to jointly set loan
targets, companies unable to meet the higher-standard loan assessment criteria may fail. One industry
observer predicts that a major steel industry reorganization is likely to be set in motion before the new
bank’s operations are consolidated in the spring of 2002.

The impact on the steel industry will depend on the timing and degree to which lending banks introduce
new lending policies and interest rates based on stronger risk assessments of steel dustdroers,
aggressively the new bank will seek to spread its loan risk and achieve higher profiéiBirads.

information concerning specific interest rates for loans is not available, the specific impact of such changes
will be hard to measure.

Mixed Results to Date
Most observers of Japan agree that real financial and banking system reforms have taken place and that the
effects from the reforms will continue. However, in early 2000, some sources reported that reform efforts

appear to have lost momentdhT.he major causes for this slowdown are:

» Alack of expertise, properly trained personnel, and computer models to conduct risk assessment.
» Alessened sense of urgency as stability was restored to the banking sector.

Banking reform in Japan is still not complete, and the ultimate impact of financial sector restructuring on

the economy, while important, is difficult to gauge. It remains to be seen how these changes will effect a
transformation in the steel industry.
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Government Initiatives to Encourage Restructuring

In response to the prolonged economic downturn, the Japanese government enacted laws to promote
business restructuring in the late 1990s. These laws have allowed Japanese manufacturers, including steel
producers, to retool, restructure, expand operations or make additional capital investment at a greatly
reduced cost. Their role in bringing about much needed restructuring in the steel sector has been mixed.

Industrial Revitalization Law

The most recent measure is the October 1999 Industrial Revitalization Law (IRL), which superseded the
1995 Business Reform LaWwThe IRL encourages corporate mergers and spin-offs, as well as pursuit of
more successful enterprises and the shedding of excess c&p8eirgral measures are available to a firm
whose restructuring plan has been approved:

» Exemptions from certain commercial law requirements.

» Araised upper limit to the amount of preferred stock in the case of a debt-equity swap, which should
facilitate mergers and spinoffs.

» Support for management and employee buyout plans.

» Financial measures such as low-interest loans and guarantees.

» Tax incentives, such as allowing longer periods to carry forward losses (from five to seven years), reduced
registration and license taxes for new firms, and accelerated depreciation allowances (18-30 percent).

Although the goal of the IRL is to urge companies to scrap excess capacity through preferential tax
treatment, this has not happened to a significant degree. Many observers in the media, Diet and economic
groups fear that the IRL is little more than a “welfare plan” for large comp&ridedy one company out

of the twenty that have received approval for measures (Japan Sheet Paper) has decided to scrap facilities
and equipmertt. As of mid-March 2000, only two steel companies had applied to qualify for IRL

measures: Sumitomo and a small coated steel producer. One explanation is that more encouraging signs of
economic growth have prompted companies to shelve plans for restructuring or the scrapping of facilities
and equipmertfé

There are also questions as to whether the IRL is more of a subsidy to certain companies rather than an
inducement to restructure. Sumitomo Metal Industries Ltd., the only steel maker among the big five facing
arecurring loss in FY 1999, was the first steel company to apply for IRL measures. Sumitomo’s
application was expected to smooth the way for plans to spin off two factories and obtain loans from
governmental institutions.In November 1999, Japan’s Ministry of International Trade and Industry
announced that Sumitomo’s restructuring plan had been approved and that Sumitomo would qualify for
preferential tax treatment providing tax breaks of approximately 110 million yen and other support under
the IRL. Sumitomo received approval for IRL assistance based on expectations that, with this treatment,
Sumitomo’s profit-to-stockholder equity ratio will improve by 5 percent by the end of MarcH#2001.

Korea

As a result of the Asian financial crisis and in fulfillment of its obligations under an International Monetary
Fund (IMF) Stand-By Arrangement, the government of Korea has begun to implement a comprehensive
program to address structural weaknesses in its financial and corporate sectors. The breadth and depth of
these restructuring and reform efforts reach into virtually all facets of Korea’s economy, including the
Korean steel industry. However, it is still too early to gauge their effectiveness and permanence. A recent
report from the Organization for Economic Cooperation and Development warns that the Korean
government is moving too slowly in its overall reform efforts, and that Korea could be on the brink of
another crisis should restructuring fail and government intervention in the economy cénimeiitial
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restructuring stage in the aftermath of the crisis is over, and the Korean government is now entering the
longer-term process of corporate and financial institution reform.

» The Korean government has established general guidelines for restructuring the steel industry over the next
several years. However, while some individual firms have committed to reducing capacity, restructuring
efforts by the industry in general have been slow, in spite of continued low capacity utilization rates in 1999.

* Another problem is the government’s continued role in POSCO, Korea'’s largest steel producer.

* The government has made important progress in financial sector restructuring and reform. However, its
direct ownership of several nationalized commercial banks could allow continued intervention in the
financial sector and could impede corporate restructuring, including in the steel industry.

» The government has also enacted new bankruptcy laws and implemented out-of-court market-oriented
exit procedures that should address the problem of steel producers staying in the market well beyond
their financial viability.

Steel Industry Restructuring Leads to New Giants
and Additional Capacity

During the period leading up to the Asian financial crisis, underlying structural weaknesses in the financial
and corporate sectors contributed to market distortions in Korea'’s steel industry. Heavily indebted firms
such as Hanbo and Kia continued to borrow for investments in production facilities, contributing to excess
capacity and, ultimately, to insolven®ver the last few years, Korean steel companies have reduced
some of their debt burden, mainly through debt-to-equity swaps. However, it is difficult to ascertain
whether these swaps were market-based and what effect they had on the health of steel companies.

The Korean government’s overall economic restructuring plans include general guidelines for steel industry
restructuring to take place over the next several years:

» Finalizing and implementing the liquidation and workout plans in progress.

» Increasing capacity utilization by rationalizing production capacity.

» Supporting financially weak, but viable, steel producers by allowing creditor banks to offer conversions
of debt into equity, reductions in interest rates, and new loans.

» Promoting mergers, acquisitions, liquidations and plant shutdowns.

» Persuading the steel industry to adopt strategies focused on core competencies along company or
product lineg?

Undoubtedly, corporate restructuring cannot be accomplished overnight. The government has yet to fully
implement these guidelines, which have been in place for some time now, and steel sector restructuring appears
to be progressing slowly. The slow pace of these efforts raises concerns about further market distortions in the
steel sector, particularly with respect to the financial support provided to weak steel companies.

Mergers and Acquisitions

Under the above guidelines, several mergers and acquisitions are pending or have already taken place.
Merging and further privatizing steel companies should help to eliminate or rationalize uneconomic
capacity while improving the efficiency of existing capacity as consolidated companies focus on core
operations. In addition to the purchase of Hanbo Steelljox, next pag&)there have been major

changes, which include the following:

* In March 2000, Inchon Steel absorbed Kangwon Industries, creating the world’s second largest mini-
mill producer after U.S. firm Nucor. This merger could lead to accelerated capacity reductions,
particularly for carbon steel angles, shapes, and sections.
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U.S. Firm Takes Over Hanbo Steel

Protracted negotiations for the purchase of Hanbo Steel concluded in March 2000 when the Nabors
Consortium (a U.S.-based investment firm) signed a purchase agreement to pay approximately $500
million in cash for the insolvent mill. Once the final sale is concluded, Nabors is expected to liquidate
Hanbo and establish a new company to take over Hanbo’s assets and employees. The new company
would be free from Hanbo’s debts, while Hanbo’s creditors (many government-controlled) and public
funds will absorb the reportedly significant balance of the debt not recovered by Hanbo’s sale.

Nabors plans to diversify its new steel production from Hanbo’s current production and to collaborate
with U.S. Steel and Hylsa of Mexico in rehabilitating the ailing steel producer. Current plans for the
new company include:

» Restarting the hot-rolled carbon steel coil mill (capacity: 1.8 million MT) as soon as the final sale is
concluded.

» Completing a cold-rolled carbon steel mill (capacity: 2 million MT of crude steel).

» Completing the Corex mill (capacity: 2.5 million MT of hot-rolled carbon steel coil) within the next
few years.

* In May 2000, Inchon Iron & Steel (Inchon Steel), now a subsidiary of the Hyundai Group, announced
that it would acquire Sammi Steel. If the acquisition is approved by the Korea Fair Trade Commission
(KFTC), the new company will surpass POSCO as Korea'’s largest stainless steel producer, holding 43
percent of the market, while POSCO will hold only 31 percent of the nfarket.

» Industry experts expect the Hyundai Group to further merge Hyundai Pipe into the new Inch®n Steel.
The Hyundai Group plans to spin off the merged steel firm later this year.

» Acquisitions across borders have also taken place. A Japanese investment company purchased a 41
percent equity interest in Hyundai Pipe, making it the largest sharefoldhese industry
developments could lead to the emergence of a steel giant out of the former Inchon Steel, Sammi Steel,
Kangwon Industries, and Hyundai Pipe.

Restructuring of the Korean steel industry holds great promise for eliminating or rationalizing uneconomic
capacity. Some individual firms have committed to reducing capacity. However, restructuring efforts by the
industry in general have been slow in spite of continued low capacity utilization rates in 1999. The
government has not announced specific actions it will take to implement the restructuring guidelines and
address this problem. Again, the future of the Korean steel industry depends largely on the will of industry
and the government to sustain momentum for change.

POSCO'’s Monopolistic Position in the Domestic Market

Before competition can truly take hold in the Korean steel sector, the Korean government must follow
through with its privatization of POSCO. As Korea’'s—and the world’'s—Ilargest steel company, POSCO
has a monopolistic position in the Korean market for certain major steel products and maintains its power
over the distribution sector. As part of the Korean government’s privatization program, and at the urging of
the U.S. government to fully privatize POSCO, a portion of POSCOQO’s shares held by the government-
owned Korean Development Bank (KDB) were sold in July 1999. During that offering, KDB’s ownership
position was reduced from 21 percent to 13 percent. At that time, the Korean government stated
emphatically that the rest of the shares held by KDB would be sold by the end of 1999.

Even though KDB offered 12 percent of POSCO shares in December 1999, the sale was called off due to

differences in bid prices for the shares and the price that the government wanted to obtain for tffe shares.
However, immediately after the failed December bidding, KDB sold 3 percent of those shares to POSCO,

Chapter 5: Reforms and Restructuring Abroad 131



while still retaining over 9 percent of POSCO'’s shares. The terms of that sale were not disclosed. In early
June 2000, the government of Korea again announced that it would complete the privatization of POSCO,
this time by selling KDB’s 7 percent shares through American Depository Receipts (ADRS) in the U.S.
market and selling the remaining 3 percent of KDB'’s shares directly to POSCO. The announcement failed
to address the remaining 6 percent shares held by the government-owned Industrial Bank of Korea (KIB).
However, later in June KDB delayed that sale yet again due to a weak price in the U.S. market for existing
POSCO ADRS? Even though the open market offering was cancelled, during the previous week, the
government had sold the promised 3 percent shares directly to POB@Iwing previous patterns, the

terms for that sale were not disclosed.

In bilateral discussions with the Korean government, the U.S. government has repeatedly pressed for the
sale of the remaining 15 percent government-held shares in POSCO. The repeated delays of the planned
privatization are discouraging. Until POSCO is fully privatized, there will continue to be concerns that it
benefits from special governmental treatment and is used by policymakers to further the government’s steel
agenda. Moreover, unless the anticompetitive concerns of the KFTC are addressed, POSCO’s dominant
position, and the potential trade-related effects, could continue to undermine market forces in the Korean
steel industry.

Restructuring the Financial Sector—
Redefining the Korean Government’s Role

Corporate restructuring, following the government’s guidelines, has largely been driven by financial
institutions that are required to improve their own asset quality, capital adequacy, and profitability. For
needed reductions in debt levels and excess capacity to occur, operational restructuring must go hand in
hand with financial restructuring.

The Asian financial crisis exposed weaknesses in Korean bank lending to the country’s industrial
conglomerates, ahaebol The legacy of government-directed lending, of which the steel industry was a
major beneficiary in the past, left the country’s financial institutions unprepared to pursue sound lending
practices. Until Korean financial institutions establish sound banking and lending practices, there is a
danger that corporate restructuring, including the restructuring of the steel sector, will be delayed. Financial
sector initiatives now under way, including the resolution of nonperforming (saa® ok will help to

The Problem of Nonperforming Loans

The Korea Asset Management Corporation (KAMCO) has been an instrumental player in
restructuring the financial system. After Korea'’s financial crisis, KAMCO was responsible for
effectively liquidating non-performing loans (NPLs). This is a critical job for at least two reasons:

e The total cost of restructuring is reduced by the income generated from NPLs sales.
» Effective disposition of NPLs directly affects the success of both financial and corporate
restructuring efforts and the credibility of the financial reform program.

By the end of 1998, NPLs totaled approximately 104 trillion won (23 percent of GDP), growing to 113
trillion won by September 1999 (not including potential NPLs from the Daewoo workouts). By
November 1999, KAMCO had acquired NPLs with a face value of more than 55 trillion won
(approximately $47 billion). It is currently disposing of these NPLs through sale of assets, international
auctions and issuance of domestic asset-backed securities.

KAMCO also plans to enter into equity partnerships with foreign financial institutions and investors to
facilitate further purchases of NPLs resulting from ongoing corporate restructuring deals.
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ensure that the commercial banks follow market principles in their lending practices and that the
government no longer intervenes in the lending decisions of private financial institutions.

Bank Restructuring

The greatest progress has been acheived in the recapitalization and restructuring of private commercial
banks’2The Financial Supervisory Commision (FSC), an independent agency, how has regulatory and
supervisory jurisdiction over all bank and non-bank financial institutions, including the state development
banks.

Under FSC supervision, significant bank reform measures have been implemented in the past two years.
Among these measures are the following:

» Redefining exposure and legal lending limits.

» Adopting accounting principles and practices consistent with international accounting standards.

» Reducing and restricting “connected lending” and cross-guarantees of one corporate affiliate to
another?

» Strengthening the accountability and governance systems of banks by requiring, for example, the
appointment of outside directors and the publication of audited financial statements.

* Increasing emphasis of bank management on profitability and prudential soufidness.

Potential for Government Interference In Steel
Restructuring

The Korean government has been actively involved in bank restructuring, both through nationalizing
nonviable banks and through recapitalizing viable institutibAs.a result, the Korean government now
holds majority shares in at least six commercial banks and holds minority shares in seven others, in
addition to its ownership of KDB and KIB. This heavy government involvement in the financial sector has
the potential to counter the overall restructuring and reform effort, including corporate restructuring of the
steel sector. For example, the bankrupt Kia Steel was brought under the ownership of the Korean
government by KDB'’s conversion of debt into equity.

The concern is that the Korean government could change its policy and could interfere with corporate
restructuring and operational consolidation. Therefore, while the government’s financial sector reform and
restructuring efforts have been generally successful, it is still too early to assess whether the market
distortions caused by past government interference in the financial sector have been completely removed.

Insolvency Procedures: Need for a Well-Functioning Exit Market

In an effort to bring its businesses in line with international best practices, the Korea government has
launched a variety of reform and restructuring initiatives in the corporate S&uterof the main

objectives is to establish a market-oriented exit system by improving basic insolvency procedures. Such a
system would address the problem of some steel producers staying in the market well beyond the point of
financial viability. Of course, even with the appropriate laws and processes in place, such a system will not
function properly if government intervention is excessive.

To address procedural inadequacies in Korea's insolvency laws, several amendments were enacted in
1998 and 1999 intended to streamline the corporate restructuring process, to curb debtor abuses, and to
facilitate a smoother exit system for nonviable firfhiEhese amendments allow Korean courts to force
insolvent companies into bankruptcy and even liquidation if they are deemed to have no hope of
recovery?®
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The effects of these laws on corporate restructuring have been mixed, particularly for the steel sector, given
the government’s willingness to intervene to keep steel companies afloat.

Court Actions

In June 1998, creditor institutions under the direction of the FSC announced that fifty-five corporations
were nonviable (ande factain default)® Of these fifty-five firms, twenty-five have been liquidated,

fifteen sold, eleven merged, and four put into court receivefsiiitpe four companies put under court
receivership were all steel companies.,, Hanbo, Sammi, Hwanyung, and Shinho. To facilitate the exit of
these nonviable corporations, their creditor banks were prevented from extending new credit and financial
assistance within business groups was prohitted.

Out-of-Court Workout Scheme

One week after this announcement, 236 financial institutions signed and entered into the Corporate
Restructuring Accord (CRA), an out-of-court workout schéhtunder this program, viable companies
experiencing temporary management and financial problems enter into workout plans with their creditor
institutions, which must abide by specific workout procedgfré¢orkouts under the CRA can involve a

wide range of options, including deferred payments of principal or interest, interest rate reductions, debt
forgiveness, provision of new credit, cancellation of existing guarantees or other obligations, debt-to-equity
swaps, and sales of non-core busine¥sksy losses resulting from debt restructuring are shared fairly by
the creditor institution®

By March 1999, fifteewhaebolentered into the CRA workout procésQf the 248 companies in these
fifteenchaebolroups, twelve were deemed financially healthy and 198 were disposed of by merger,
liquidation, or salé® The thirty-eight remaining firms entered into the CRA program along with another
twenty-eight companies from smaltdraeboland twelve independent enterpri€eBy September 1999,
seventy-nine companies had finalized their workout plans, restructuring a total of 35 trillion won ($29
billion)* of debt?*

Under the Korean government’s guidelines for restructuring the steel industry, support for selected
steel producers that are financially weak but potentially viable is encouraged. The main types of
“support” to be offered by a company’s major creditor banks are: conversion of debt into equity,
reductions in interest rates, and new loans. It is difficult to tell at this time which Korean steel
companies have entered into such “support” arrangements with their creditor banks or how successful
CRA agreements have been.

Brazil

Brazil, like Japan and Korea, has taken positive steps toward structural reform. The main obstacles
standing in the way of effective steel industry restructuring include the anticompetitive behavior of
Brazilian steel companies and the lack of any meaningful import competition. A web of affiliations between
members of the steel sector has restrained competition within the Brazilian steel market. With the Brazilian
market still largely insulated from imports, Brazilian producers have been able to launch aggressive
exporting strategies. Steps taken by the Brazilian government and industry to address these market
distortions include the following:

» Enforcement of antitrust laws to combat anticompetitive behavior.

* Promotion of steel sector restructuring to eliminate cross-ownership.

« Continuation of macroeconomic reform including lowering of interest rates to create a sustainable
increase in domestic steel consumption.
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Again, while these efforts hold promise for change, a tremendous amount of progress is needed on each
front to effectively restructure the steel industry.

Investigations of Cartel-like Behavior

Collusion in the Brazilian domestic steel market remains a serious problem. During a 1999 investigation,
Brazilian authorities uncovered collusion to fix high prices. Then, in May 2000, CADE, Brazil's antitrust
agency, announced that it would begin investigating whether the steel makers had formed a cartel to
uniformly increase prices by 12—14 percent earlier that nfénth.

This most recent probe indicates that the job of curbing the anticompetitive behavior of the steel producers
has only just begun and underscores the need for the Brazilian steel industry to untangle its web of cross-
ownership.

Untangling the Web of Steel Sector Cross-Ownership

Brazilian antitrust authorities have long expressed concern over potential conflicts of interest resulting from
cross-ownership in the steel industry and interlocking directorships among steel pr&dbnens.a

growing consensus among government and industry officials that the problems created by cross-ownership
need to be addressed, it appears that the Brazilian steel industry is entering a period of merger and
consolidatior?* A 1998 analysis of the Brazilian steel industry inAmeerican Metal Markepredicted

that “[w]hat are now confusing and, in some cases, conflicting intra-company ownership patterns, will be
straightened out®® Although consolidated ownership may give rise to unforseen problems, it is hoped that
the elimination of cross-ownership will create a more competitive market.

Toward a solution, the Brazilian national development bank, BNDES, has stated that it is “open” to using
its financing to consolidate ownership in the steel sector. Maria Luisa Amarante de Andrade, manager of
the BNDES Mining and Metallurgical Studies Department, declared that “[o]nly by consolidating steel-
sector ownership in this manner will the sector gain the economy-of-scale-linked efficiencies needed to
compete with other far-more-consolidated steel makers, especially in Europe ani Asia.”

Industry reports indicate that several steel producers are discussing the possibility of'rBeagéian
steel producers Usiminas and Cosipa have
already taken the plungsge bokx®*®These
mergers may ultimately create three large
independent steel companies and foster strong
competition within the domestic market. More
robust competition could force Brazilian steel

Anatomy of a Merger: Cosipa-Usiminas

In 1993, when Cosipa was partially privatized, a
consortium of investors led by Usiminas took

makers to eliminate excess steel capacity and
focus steel production on domestic and export
market demand. However, the ultimate outcomg
of these discussions of mergers and consolidati
remains unknown.

It is also unknown what these possible mergers
could mean for Brazil’s position in the global steel
market. Some analysts believe that Brazil is rapid

becoming a world-class steel producer with the

control of the company. Usiminas has since
acquired additional voting capital stock and
currently controls 49.8 percent of the common
shares of the company. When Cosipa neared
bankruptcy in 1998, Usiminas engineered a major
restructuring via a debt-equity swap. Usiminas took
on part of Cosipa’s debt in the form of convertible
debenture, which can be converted to equity. Upon
conversion of these debentures, Usiminas will own
approximately 98 percent of Cosipa.

potential to rival leading steel-producing natiéhs.

Brazil's aggregate steel production capacity is already expected to grow by over 19 percent by 2005. Therefore,
the long-term impact of restructuring, in particular the effect it will have on the U.S. market, remains to be seen.
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Economic Challenges: Need for Stable Growth and
Increased Steel Consumption and Imports

An additional barrier to a fully competitive Brazilian domestic steel market is the lack of meaningful levels
of steel imports. Import barriers, such as a nonautomatic licensing regime, remain as fully intact as they
were during the U.S. steel crisis. In addition, the exorbitant cost of capital prevents potential importers
from financing purchases of imported steel. The lack of competition from imports plays a crucial part in
keeping domestic prices high.

Nonautomatic Licensing Regime

Brazil's use of a nonautomatic import licensing system for certain steel products may contribute to the
relatively low level of import competition in the Brazilian market. Brazil requires a license for the
importation of nearly any product. Licenses for most products are typically obtained within fiv&days.
However, the Brazilian government has made several products subject to nonautomatic import licensing,
including steel wire rod and stainless steel. Significant delays in securing import shipment clearance under
this system may discourage importers and foreign supplidtsnay also have a chilling effect on the

importing of steel products not subject to the nonautomatic procedures given the lack of transparency in
Brazil's decisions to impose such procedures.

Capital Costs

The high cost of capital in Brazil has a particularly pronounced negative impact on the importation of
steel, including steel from U.S. producers. Because of the high expense of borrowing, potential
importers cannot afford to finance the necessarily large purchases of importééf sieehermore,

with interest rates for short-term loans currently hovering between 25 percent and 30 percent, it is
simply not economical for producers or traders to maintain inventories. Instead, steel purchasers buy
just what they need on a weekly, even daily, b&3fercing them to rely on domestically produced

steel.

More affordable domestic financing in the form of lower interest rates would provide importers greater
opportunity to purchase steel produced by the United States and other countries and would promote a more
open steel market in Brazil. The resulting competitive pressures could provide the incentive needed for
Brazilian steel producers to complete their restructuring efforts.

Macroeconomic Reform

A sound economic foundation in Brazil would help to create a more stable currency environment,
eliminating the artificial price advantage that Brazilian exports have enjoyed relative to U.S. domestic
products.

The package of macroeconomic reforms prescribed by the December 1998 Brazil-IMF arranggament (
box, next pagé® promises to stabilize the Brazilian economy. By controlling inflation without resorting to
high interest rates, these reforms allow for more stable and reliable infrastructure development and
insulation from future capital flight shocks.

Greater infrastructure development in the overall Brazilian economy, along with the planned expansion of
Brazilian automotive manufacturing, should absorb some of the expected increases in Brazil’s steel
production and thereby reduce the pressure Brazilian steel companies feel to export new production to the
United States and other world markets.

136 Global Steel Trade: Structural Problems and Future Solutions



Brazil-IMF Reform Program

Throughout 1998, the government struggled to keep its currency, the real, afloat in the face of
challenges such as investor flight and international loan defaults. Tactics employed included massive
spending cuts and dramatic interest rate hikes.

In October 1998, the central bank raised interest rates from 29.75 percent to 49.75 percent in an
effort to stem the outflow of capital and relieve the downward valuation pressure on the real. Although
inflation was reduced, high interest rates restrained economic growth and stifled domestic demand,
including demand for steel products.

In December 1998, the IMF and the government of Brazil entered into a 36-month stand-by
arrangement involving over $18 billion in loans. Under the arrangement, Brazil and the IMF developed
economic policy measures aimed at:

« Steadily increasing national savings.
« Reducing the burden of public debt.
« Facilitating a sustainable decline in interest rates.

The Brazil-IMF reform program provides a foundation for the continued strengthening of the Brazilian
economy and helps make it more secure from external shocks, such as the attacks on the real in late
1998, and its collapse in January 1999.
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CHAPTER 6

New Players in the
Global Steel Market

Introduction

In light of the instability caused by Russia’s emergence as a major exporter in recent years, U.S. steel
workers and producers have expressed concern about new players that may begin to compete
internationally. Three of these players, China, India, and Ukraine, have raised the most concerns as
potential threats to the global steel market’s stability, particularly given the continued aid of their respective
governments.

AlthoughChina is the world’s largest crude steel producer, its export potential may not be as great as
overall production might suggest, due to its relatively small number of efficient producers. However, the
Chinese government is undertaking a concerted effort to upgrade key producers. Government planned
and supported investment projects will improve production techniques and product quality. And a
government-directed consolidation of the industry will concentrate steel production around a small
number of large industrial conglomerates. The Chinese government intendes for these producers to enjoy
the full benefits of economies of scale and diversified business operations. If the domestic market cannot
absorb their production, they could become more significant exporters, and continued government
support raises concerns about the potential for unfair trade. With China’s accession to the World Trade
Organization (WTO), the United States will have available several key new mechanisms for addressing
trade concerns, including a special safeguards mechanism for import surges and increased disciplines for
subsidies.

Ukraine has significant potential for exporting large volumes of steel in the near term. While Ukraine was
not a major player in the 1998 steel crisis, prior to and since 1998 Ukraine has exported large volumes of
steel to the United States. Most of Ukraine’s steel production facilities remain government-owned, and the
government continues to focus on steel exports as a way of revitalizing the formerly state-controlled
economy. The government’s involvement in the steel sector increases the potential for unfair trade in
international steel markets.

India could also become a substantial exporter. Over the past few years, domestic demand in India has
greatly decreased, increasing the need for Indian steel producers to export their products. In addition,
government subsidization has created a steel sector that has a large amount of overcapacity. Given the
government’s involvement in the steel sector, the possibility of unfairly traded steel entering the global
market rises as India increases its exports.
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The Chinese Steel Industry

Labor and Industry ConcernsChina has never been a major steel exporter and did not play a meaningful
role in the surge of steel imports into the United States in 1998. However, several factors are seen as
making China a legitimate medium- to long-term concern for steel workers and producers in many
countries, including the United States.

* Production levels that have more than doubled in the last ten years, making China the world’s largest
producer of crude steel.

» Large-scale (government-planned) investments to introduce new technologies and improve productivity.

» An array of nontariff barriers to restrict steel imports and an import substitution strategy targeting
finished steel products.

* Two recent U.S. antidumping investigations involving Chinese steel producers, although involving
relatively small amounts of steel.

U.S. steel workers and producers see China’s government support and tremendous steelmaking capacity as
enabling Chinese steel producers to enter international markets in a broad range of products, displacing
competitors with ever increasing volumes. However, in the short term, China faces some major structural
impediments, and in the medium to long-term, it will for the first time face the rigors of WTO compliance

and review.

Structural ImpedimentsChina does not yet pose the export threat that its size might otherwise suggest, for
reasons that include the following:

» Chinais a large and growing consumer of steel products, making it a net importer.

» Chinais struggling to fix a myriad of structural and performance problems that threaten its steel
industry: industry fragmentation, poor product quality, low labor productivity, an overly narrow
product range (concentrated at the low, value-added end of the market), growing domestic demand and
supply imbalances and obsolete plant and equipment. The industry remains grossly inefficient,
technologically backward and unable to meet adequately the ever-changing needs of the market.

These problems are largely due to China’s unfinished economic and institutional reforms (particularly in
the case of the large state-owned enterprises operating in China’s heavy industridlesettbe)

government’s need to consider non-economic objectergs€mployment) in its restructuring efforts.

Although these problems remain in certain sectors, China has made great strides toward overall economic
reform,e.g.,agriculture, trade and the development of industry and services outside of the state-owned
enterprise sector.

China’'s WTO AccessionWhether or not Chinese steel producers evolve into world-class competitors,
China’s pending WTO accession dramatically reduces their ability to benefit from market distorting
practices. Accession will curtail a number of tactics currently employed by China to restrict steel imports
and greatly narrow China’s ability to subsidize future steel exports. As a result of WTO accession, China
will do the following:

» Reduce tariffs on steel imports from an average 10.3 percent to 6.1 percent, with many of the largest
reductions involving high-end specialty steel products.

» Eliminate various nontariff barriers, including import substitution measures, import quotas and
nonautomatic import licensing and import registration requirements.

« Eliminate designated state trading in the steel industry.

« Eliminate its prohibition on foreign companies distributing imported steel products in China or
providing related distribution services.
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» Be subject to strong subsidy disciplines under the WTO Agreement on Subsidies and Countervailing
Measures, including elimination of export subsidies and import substitution subsidies.

* Remain subject to a special, nonmarket economy methodology for counteracting dumping for at least
fifteen years.

» Be subject to a special, China-specific safeguard mechanism to block import surges for twelve years.

Furthermore, exposure to international competition could drive a rationalization of the Chinese steel
industry. Already the government’s investment strategy seems to recognize that the Chinese steel industry
must go through a period of serious consolidation to prepare it for the competition that will be unleashed by
its WTO membership.

China’s Export Potential

China today is the world’s largest producer of crude steel, with annual output just over 120 million metric
tons (MT) in 199%.China achieved the top spot in 1996, after having more than doubled its annual output
in just ten yearsGhart 6-1).
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Old Equipment and Outmoded Production Techniques

China’s steel industry comprises a small number of large and medium-sized firms and thousands of small-
scale operationsThe largest producers are all state-owned enterpasedpx next payjleWhether in the

steel or any other sector, state-owned enterprises in China generally suffer from many of the same
problems—problems the Chinese government is trying to address. Corporate governance remains weak;
budget constraints are not sufficiently hard; large state-owned enterprises carry significant social welfare
burdens; financial and cost accounting standards remain lax; and decentralization has resulted in local and
central government policies that often conflict. These issues are at the root of many of the structural and
performance problems besetting the steel industrg §econd box next page

Fragmentation.In 1998, fifty steel firms in China produced more than 500,000 MT of crude steel; thirty-four
firms produced more than 1 million MT; and four firms produced more than 5 million MT. None produced more
than 10 million MT. The four largest firms account for more than 30 percent of total annual steel output, and the
top sixty-seven steel producers now account for close to 90 percent of China’s annual crude steel output.
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China’s Big Four

Baoshan, Anshan, Shougang, and Wuhan are China’s four largest steel producers: Baoshan is
described by many as China’s largest, most modern and efficient steel producer, with output of close
to 10 million MT of crude steel per year. It is said that Baoshan’s core steel operations benefit from a
skilled and productive workforce on par with world-class producers and from modern management
and accounting systems. In 1998, Baoshan reported sales in excess of $4 billion and net profit close
to $300 million. Exports accounted for approximately 20 percent of total finished steel output.
Baoshan exports hot- and cold-rolled flat products to Asia and North America. In terms of export
potential, Baoshan has a distinct geographic advantage over most other large Chinese steel
companies given its ready access to nearby port facilities. Baoshan has China’s most advanced steel
product line, with annual capacity of 400,000 MT of tinplate and coils, 325,000 MT of silicon sheet
and coils, 160,000 MT of color sheet, 2.6 million MT of cold-rolled sheet and coils, 2.8 million MT of
hot-rolled plate and coils, 2.2 million MT of semi-finished billets and 500,000 MT of pipe and tube
products.

Anshan, Shougang and Wuhan constitute a second tier of companies from an organizational,
managerial and performance standpoint. These three are much older than Baoshan and still carry the
legacies of state planning. All three are financially weak and in need of significant restructuring,
retooling and reorientation before they can achieve Baoshan's level of performance. Anshan and
Wuhan produce a range of steel products, e.g., sections and plate, and hot-rolled and cold-rolled coil.
Shougang’s product line consists mostly of sections, wire rod and plate. All three export, primarily to
regional Asian markets.

The Root of the Problem

The structure and performance problems that confront the steel industry stem from the incomplete
nature of China’s economic reforms to date. There continues to be a lack of sufficient separation
between the government (at all levels) and state-owned enterprise management. Corporatization has
done little to improve corporate governance at large state-owned enterprises, in part because few large
state-owned enterprises have converted to limited liability companies, and those that have remain
wholly or majority state-owned. The social, legal and institutional boundaries of large state-owned
enterprises remain unclear. Large state-owned enterprises continue to shoulder tremendous social
welfare burdens, having to finance the cost of pensions, schools, housing, entertainment, and medical
and health benefits. Lines of authority, responsibility and accountability are not well defined. As a result,
managers, ministries, and governments at all levels view state-owned enterprise income and assets as
their own and state-owned enterprise expenses and liabilities as someone else’s problem.

In this environment, state-owned enterprises cannot function as value-adding, profit-maximizing firms.
Instead, they serve as vehicles for rent-seeking behavior and for providing social welfare services. Not
surprisingly, state-owned enterprise liabilities have increased dramatically along with insolvencies.
Nevertheless, the troubled, money-losing state-owned enterprise sector continues to use a
disproportionate share of China’s investment resources.

Bank loans have kept state-owned enterprises alive. Four large, state-owned banks dominate lending
activity. Many of the loans are not being paid back. And because these banks are either unable or
unwilling to raise interest rates or lend to more credit worthy firms, bad debts have grown to the point
where they collectively are insolvent.
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Technological Backwardnes£hina’s steel production capacity—now greater than 140 millioh-M3

based on outdated steelmaking technology and equipment. Approximately one-third of capacity was built
with equipment that predates the 1970s, with some equipment still in use that predates the 1950s. About
one-half of capacity was built with equipment from the early 198@stomation and computerization of

the production process is sorely lacking, as are adequate quality control systems.

As aresult, many Chinese steel firms contribute significantly to environmental pollution. China now
recognizes environmental pollution as a huge economic and social problem that must be controlled in order
to sustain the country’s overall economic developrigPbor product quality has also been a significant

barrier to the steel industry’s ability to enter many international matkets.

Millions of Employees With Nowhere to Go

An oversized and unproductive workforce compounds the efficiency and technological problems facing China’s
steel industry. To put the labor problem in perspective, consider that one of China’s largest steel producers,
Shougang, currently employs as many steel workers as all U.S. steel companies ¢8Rbirgddy 1 million

to 2 million people are actually engaged in iron or steel production in fihas, labor productivity in

China’s steel industry—conservatively measured on the basis of 120 million MT of crude steel output—is
between 60 MT and 120 MT per worker per year. In contrast, U.S. labor productivity exceeds 600 MT per
worker per yeaf Baoshan is the exception, where workers reportedly average 650 MT pér year.

In 1998, the government set a goal of reducing the number of steel workers from 1.3 million to 1 million,
with targets for 2000 and 2005 of 800,000 and 600,000, respedfiltalgmains to be seen, however,

whether such goals are realistic from a socioeconomic standpoint. China’s steel workers tend to be
concentrated at large state-owned enterprises. Because housing and pension benefits at these state-owned
enterprises generally are not portable, the loss of a job can translate directly into the loss of one’s home and
accumulated pension benefits.

The relatively large concentration of workers at steel firms also means that the impact of layoffs on the
local economy can be significant. In many cases, steel producers are the primary employer in a region and
the primary source of tax revenue for local governments. For these reasons, local governments often
oppose layoffs.

Nevertheless, steel makers are shedding labor at a relatively rapid rate. The government’s initial goal of
reducing the industry workforce by 300,000 workers in 1998 reportedly wds Irmtiever, for labor
productivity in China’s steel industry to reach international levels, steel producers will have to go much
farther. A limit to how quickly this can happen is the economy’s ability to absorb displaced steel workers
when many other sectors are also restructuring. In 1998, 12 million workers were laid off throughout
China, and 7.5 million more in the first half of 1999 he government’s ability to manage the

socioeconomic problems of worker dislocation and re-employment will no doubt determine in large part the
extent and speed with which steel industry restructuring takes place, and ultimately, the ability of steel
producers to compete abro#d.

Wrong Product Mix

Product Mix Imbalance Despite large annual crude steel and finished product output, China’s steel
industry has not been able to control a growing imbalance between market demand and supply. Lower-
value-added products (or “low-end productg’y.,rails, bars, rods, pipes and tubes, wire rod, sections

and plate, account for about 70 percent of total finished steel duiina’s capacity in these areas
increased dramatically in the late 1980s and early 1990s in response to chronic shortages and a
construction boom. Since then, demand for low-end products has slowed, while demand for higher value-
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added products (or “high-end product&’g.,hot-rolled and cold-rolled sheet, galvanized sheet, stainless
steel and tinplate, has increased. Producers have not adjusted to this shift in market demand and continue to
churn out low-end products in increasing volurt@sart 6-2)

As a result of the government’s
30 inability to stem the flow of

Wire Rods low-end steel, there has been a
substantial increase in
inventories. By some estimates,
the current rate of oversupply
exceeds 10 million MT per
year?? and accumulated

/ Plate inventories reached 30 million

MT at the end of 199%.This
Welded Pipe and Tube has led to serious cash flow

5 — e problems for firms, and some

Seamless Tube have resorted to paying their
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Government Import Substitution Goal3his imbalance has given rise to what the Chinese government
views as China'’s excessive dependence on imports of high-end products. Total steel imports grew from 12
million MT in 1998 (about 10 percent of consumption) to an estimated 15 million MT in 1999 (about 12
percent of consumption). Nearly 70 percent of steel imports in 1999 were high-end flat products including
hot-rolled and cold-rolled sheet, stainless steel, galvanized sheet and tth{fl@einese producers

collectively are unable to determine the right product mix to satisfy demand at home, it is unclear how they
will do so to satisfy demand abroad.

Historically, Not a Big
Exporter

Historically, China has never
been and is not now a steel
exporter of significance, as the
Chinese have focused their
attention on the domestic market
(Chart 6-3) Given average
annual finished steel production
of 99 million MT during 1996—
1998°% and average exports of
4.1 million MT per year, China
consumes about 96 percent of its

Metric Tons (millions)

1990 1992 1994 1996 1998 finished steel output. Per capita
Note: 1999 figure includes fourth quarter estimate. steel consumption is low by
Source: Metal Bulletin Research/Battelle. Internatlonal Standards’ but |t |S

growing, having increased from
6-3. Chinese Finished Steel Product Exports (1990-1999) 60 kg in 1990 to approximately
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100 kg at present. Per capita consumption is expected to continue growing at tHi€paeet total
consumption exceeds 125 million MT per year. With such a large and growing steel market, China not only
absorbs most of its own production, but is a net importer.

Most of the finished steel production that China exports goes to regional markets in Asia. The regional
nature of China’s steel exports reflects the high weight-to-value ratio of much of its steel output and the
fact that China does not yet consistently meet international product standards, particularly for high-end
steel. In large part because of the Asian financial crisis, China’s steel exports dropped approximately 23
percent between 1997 and 1998 (roughly 1 million MT in absolute terms), due to reductions in shipments
to what had been China’s largest export markets, Korea and23apan.

Impact on the United State&alling exports to Asia appear to have resulted in some trade diversion to the
United States, but not to the extent that China played a significant role in the U.S. steel crisis in 1998. The
United States imported 434,000 MT of steel mill products from China in 1996; 433,000 MT in 1997; and
574,000 MT in 1998. In contrast, steel mill imports from Japan rose from 2.3 million MT in 1997 to 6.1
million MT in 1998, and imports from Russia rose from 3 million MT in 1997 to almost 5 million MT in
1998. In 1999, steel mill imports from China increased to approximately 700,0860055ibly due to the

effect of U.S. antidumping orders on imports of hot-rolled steel from Japan, Brazil, and Russia.

U.S. Antidumping Case<hinese steel producers have been subject to a limited number of U.S. antidumping
actions covering small volumes of trade. A 1997 suspension agreement on carbon, cut-to-length plate settled a
case involving Shougang, Wuhan and Anshan and approximately 271,000 MT of trade (about 19 percent of
total U.S. carbon cut-to-length plate imports). A 1999 investigation of cold-rolled flat-rolled carbon-quality

steel products involved Baoshan and approximately 125,000 MT of trade (about 4 percent of total U.S. cold-
rolled flat-rolled carbon-quality steel impore8)his investigation resulted in an affirmative finding of

dumping, but a negative injury finding by the U.S. Internatioredld Commission.

China’s Industrial Development Plans

China’s serious structural and performance problems and historically low export volumes might make
China’s emergence as a major steel exporter seem unlikely. However, because of the Chinese government’s
industrial development plans for the steel industry, there remains concern. China’s leaders have historically
viewed a modern and efficient steel industry as a fundamental basis for sustainable economic development.
For China’s current economic reformers, a strong steel industry is an indispensable part of China’s overall
effort to meet growing demand for steel products in strategic, steel-intensive sectors such as transportation
and energy infrastructure, automotive manufacturing, shipbuilding, and other so-called “pillar industries”
that will form the backbone of China’s rapidly growing econéiny.

The government’s efforts to strengthen the industry are focused on consolidation and modernization:

» Consolidationwill concentrate production around the big four producers and eliminate the
inefficiencies and wasted resources of small-scale production.

* Modernization through plant and equipment upgrades and improved industrywide production methods
and management techniques will make steel makers more competitive and more responsive to market
demands. Modernization also encompasses efforts to give steel makers a fresh start by reducing their
debt burden with debt-equity swaps and to develop China’s top producers into industrial conglomerates
that can draw profits from diverse business operations.

China’s four largest steel producers—Baoshan, Wuhan, Anshan, and Shougang—are at the forefront of
this strategic development effort. Through plant and equipment upgrades and improved production
methods, China’s industrial planners hope to accomplish four things:
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* Increase the rate of continuous casting to 100 percent.

* Automate and computerize production lines.

* Increase the average capacity of blast and steelmaking furnaces.
» Make greater use of secondary metallurgical processes.

The goal is to increase the supply of domestic substitutes for higher-end products that China imports in
relatively large volume®.g, cold-rolled sheet for automotive applications, stainless steel and oil country
tubular goods.

Modernization

The Chinese government realizes that for China’s steel industry to succeed in the twenty-first century,
surviving steel makers must behave more like profit-maximizing firms, with respect to the types and

volume of products they sell, the terms and conditions of sale and their reactions to changes in revenue and
cost. Domestic steel makers must in general learn modern production and managerial techniques and
become proficient at operating in a market environment.

Decentralization.The government is unwilling at this time to fully privatize the steel industry. Instead it

has opted for progressive decentralization of control over the steel industry. Consistent with its general
approach to reform in the state-owned enterprise sector, the central government continues to oversee large
state-owned enterprises, while allowing administrative control over smaller producers to devolve to
provincial and local governments. In 1998, the central government took several steps toward
decentralization:

« Downgrading the Ministry of Metallurgical Industries to a state bureau, which is now known as the
State Administration of Metallurgical Industries (SAMI) and is part of the State Economic and Trade
Commission (SETCY

» Eliminating SAMI’s investment oversight function and its authority to formulate production and
material distribution plans for specific enterprises.

» Liberalizing internal distribution and export trading rights in steel. SAMI now performs more of a pure
industrial policy function, for example, determining which product areas need sdpport.

Consistent with these industry-specific efforts, and as part of broader refornfgglarnmx next pagé)

the government is working to ensure that steel producers face harder budget constraints, pay greater
attention to cost and profit considerations and become generally more attuned to the market. Through the
actual and threatened removal of managers of financially troubled state-owned enterprises, and a reduction
in overall assistance and support, the government is attempting to send a signal that steel producers must
learn the ways and rules of the market. However, change is not coming easily, and the legacy and effects of
state planning are proving difficult to erase. For example, it appears that the new bank lending policies do
not apply to large state-owned enterpri8es.

Government-Planned Investment

The government recently announced that $6 billion will be spent over the next few years to upgrade and
transform the steel industry, with the hope of ensuring its international competitiveness when China
enters the WTO. Baoshan, Wuhan, Anshan, and Shougang head the list of steel producers slated to
benefit from this assistance. Nearly $3.4 billion will be in the form of low-interest loans. It is not clear
whether this amount represents the volume of low interest loans or, alternatively, the reduction in interest
payments that the government will co¥&furthermore, the central government—in administering such

key investment projects—has in the past directed that local governments give priority to key projects in
terms of land use, transport, raw material, equipment, water and power séfpplies.
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Current Reform Efforts in the State-Owned Enterprise and Banking Sectors

Past reform efforts have never been quite enough, and Chinese analysts sometimes refer to “a bowl
of half-cooked rice” in describing reforms to date of state-owned enterprises. However, many
observers believe that the government now understands fully the threat to the economy that the
banking and state-owned enterprises sectors pose—particularly in a slow growth environment—and
is taking significant steps to tackle the problems.

Banks are now subject to higher capital adequacy ratios and stricter accounting and loan
classification standards, and loan officers are being held personally (and permanently) liable for new
loans that go bad. The government is also working to enforce commercial lending practices at the
local level, to prevent local government pressure for soft loans from undermining the government’s
reform efforts. These new policies are designed to set up banks as true commercial lenders and limit
policy lending to four policy banks.

The result has been a significant slowdown in bank lending to state-owned enterprises and a
hardening of the budget constraints they face. Together with these new bank lending policies, debt-
equity swaps are being used to clean up state-owned enterprise and bank balance sheets, and give
them a fresh start in remaking themselves into market-oriented, profit-maximizing operations.

Many small and medium-sized state-owned enterprises are being liquidated or privatized. Many
managers and entrepreneurs see increasing opportunities in China’s rapidly growing private sector,
which accounts for anywhere from 10 percent to 30 percent of GDP. Reform-minded provincial
governments want to reduce or eliminate what they see as a net drain on their scarce resources and
finances. The privatization of many small and medium-sized state-owned enterprises is real in the
sense that it involves either (1) the outright sale of whole state-owned enterprises or their assets to
individuals or (2) the “appropriation” of assets by managers and/or workers for their own private use,
much like the spontaneous privatizations that occurred in Eastern Europe and Russia.

Although the central government appears determined in its latest reform efforts, some policy
inconsistencies and contradictions may still dilute the latest round of reform efforts. This is particularly
true for large state-owned enterprises, which the government intends to operate in strategic industries
such as autos, telecom, steel, machine building, energy, aerospace, petrochemicals, computers, and
electronics. For example, the new lending practices apply only to small- and medium-sized state-
owned enterprises, not to large ones. The government’s 1998-1999 infrastructure spending
program—designed to buoy state-owned enterprises and boost aggregate demand—was run through
the banks. Using banks and state-owned enterprises in this manner necessarily interferes with efforts
to commercialize the banks and reduce ad hoc government intervention in enterprise affairs.

Government-planned investment accounts for a large share of the steel sector’s total investment in fixed
assets. The nature of these investments remains a concern, despite ongoing efforts to improve the efficiency
with which investment funds are allocated and used in China. Both the allocation and use of investment
funds are based in large part on nonmarket sighatse technological upgrading and transformation of

China’s steel industry is predicated, in large part, on investment plans formulated by the State Development
Planning Commission (SDPC), the SETC, provincial governments and the largest state-owned enterprises.
The investment plan for steel must be approved by the State Council and is part of China’s broader five-
year plan for the county.China’s ninth five-year plan ends this year, and the tenth begins in 2001.

In its five-year plans, China decides well in advance on the aggregate, economywide amount of investment
that will be made over the period and the allocations to specific industries and sectors. For example, in the
ninth five-year plan (1996—2000), the central government decided that a total of $1.1 trillion would be
invested, with a little over half of that total going to seven major industrial sectors: primary industries
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(including steel), energy, electronics, communications and transportation, petrochemicals, automobile
manufacturing and machine buildiffigThese investments are financed for the most part with state bank
lending supported by the savings of China’s workers and farmers.

Effect on China’s Big Four

Under China’s five-year plans, its four largest steel producers have undergone technological upgrading and

transformation.

Baoshanrepresents the best example of explicit government support for strategic development purposes.
Baoshan was modeled after Nippon Steel’'s Kimitsu mill. Construction began in the late 1970s and production
commenced in 1985. Baoshan is, by design, the largest single Chinese steel supplier to China’s automotive,
aviation, petroleum and shipbuilding industries, and is one of China’s largest manufacturing companies.
Baoshan is the government’s primary steel import substitution véhitdea result, China’s ninth five-year

plan focused on increasing Baoshan'’s capacity to produce higher-value-added flat products, which China now
imports in relatively large volumes. These products include cold-rolled sheet for automotive applications,
stainless steel, high-tensile strength wire rod and tirtp(ate box}®

Wuhan shut down its last open-hearth furnace and commissioned two new basic oxygen furnaces at the end of
1998* Two continuous casters came on line in June 1999. Output from these casters will feed the production of
value-added steel products including high-strength, prestressed concrete reinforcement rod and high-carbon

Sino-Foreign Joint Ventures

Technological upgrading and transformation is
also taking place on a limited basis through Sino-
foreign joint ventures. For example, in 1997, the
SDPC approved a joint venture between
Shanghai Pudong (which Baoshan absorbed in
1998) and Krupp Thyssen Nirosta (KTN) of
Germany, the largest producer of cold-rolled
stainless steel in the world. KTN holds a 60
percent equity stake in the joint venture (called
Shanghai Krupp Stainless), with Shanghai
Pudong holding the remaining 40 percent.
Financing of the initial $300 million investment
was shared by KTN, the International Finance
Corporation of the World Bank, a German bank,
and Shanghai Pudong.

spring steel for automotive applications. Two new
bloom casters will raise Wuhan’s continuous
casting ratio to 100 percent. Substantial investment
in Wuhan's downstream operations will upgrade

flat steel production, including both hot-rolled and
cold-rolled coil. Renovation of a 2,800-millimeter
(mm) reversing mill is under way in order to
produce wider and better plate to supply a growing
number of large-scale bridge construction projects.
Wuhan has also upgraded its existing hot-rolled and
plate mills to improve overall finishing qualfty.
Cold-rolled sheet capacity has also increased, with
testing begun in 1998 for the production of thin,
cold-rolled sheet for automotive applicatidhs.

Anshan's modernization efforts have lagged behind
those of Baoshan and Wuhan. Nevertheless,
Anshan has recently picked up the péoeusing

on increasing its continuous casting ratio to 100
percent by this year and increasing the share of

output accounted for by processing beyond the hot-rolled stage. Several new continuous slab and bloom casters
have been installed, a 1,780-mm wide hot strip mill is being constructed, and existing hot-rolled and cold-rolled

mills are being upgraded and expantied.

ShougangJocated on the outskirts of Beijing, has made pollution abatement a top priority and has steered
recent investment under the ninth five-year plan toward slag processing and the reduction of air-borne
pollutants. Shougang primarily produces bar; plate; welded and seamless pipe; wire rod; and light, medium
and heavy sections, but it is considering a move into higher value-added flat products. Shougang is
currently installing a new carbon hot-rolled coil line with an annual capacity of 4 million MT to meet
expected demand from China’s automotive sector. In 1999, Shougang installed a ladle refining furnace for
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wire rod production with an annual capacity of 700,000 MT, and plans are in place for the installation of
additional, secondary metallurgy furnaéés.

Old Technology Phase-OuDn an industrywide basis, China intends to phase out the use of open-hearth
furnaces by the end of 20&IThe share of total output produced with open-hearth furnaces has dropped from
20 percent in 1990 (13.2 million MT) to an estimated 1 percent in 2000 (1.3 millio(QWait 6-4)

By relying exclusively on basic oxygen and electric arc furnaces, the government hopes to increase throughput
and furnace yields and improve hot metal quality. The rate of continuous casting is also increasing, which will
reduce handling and reheating costs, and increase throughput and yield. The share of output produced with
continuous casting has gone from just over 20 percent in 1990 (14.8 million MT), to an estimated 70 percent
in 1999 (85.8 million MTYChart 6-5)*° To a limited extent, the government is also trying to increase the
industry’s reliance on secondary

metallurgy and automated and

computerized controls to further 120
improve metal and finished
product quality. 100
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huge capacity, diversified production lines and large internal financial resouecgm(ional champions)

are needed to match foreign competitiétiThe central government’s belief that bigger is better for state-
owned enterprises stems in part from the impression that Korea’s chaebol contributed significantly to
Korea’s rapid growth, development and role in world industrial production and trade. Chinese officials are
also aware of the structural weaknesses and institutional inflexibility in the Korean system (which the
Asian financial crisis laid bare). Nevertheless, they intend to take the best from the Korean model and build
a better model with Chinese characteristgee boxj® They seek a modern enterprise and banking system

Building a Better Chaebol?

Baoshan is an example of the type of large
industrial conglomerate that the government wants
to build. Baoshan has thirty-seven wholly owned
subsidiaries involved in trade, finance, information
technology, engineering, computer system
administration, transportation and shipping and
construction. It recently entered into a joint-venture
agreement with Dongbei University Software
Group to establish the Baoshan Dongda
Information Industry Group, the largest software
company in China. Dongda has future plans to
move into software development, systems
integration and the production of digital medical
equipment.

with the resources and strength to compete
successfully in world markets, but without the
institutional and structural weaknesses that
would leave China unable to cope with another
Asian financial crisis.

Borrowing only the good aspects of the Korean
model may be much more difficult in practice than
in principle, given the current problems in the
state-owned enterprise and banking sectors and
China’s unfinished reforms. Moreover, China’s
industrial planners may be placing undue
importance on the role of large firms, perhaps to
the detriment of China’s overall growth and
development. Other Asian economies have
successfully industrialized by promoting the
growth and development of a private sector made
up of small and medium-sized enterpriges.

The ultimate effect of these diversification efforts on China’s domestic steel market and its steel producers’
competitiveness is unclear. In discussing China’s move toward the consolidation of state-owned enterprises,
the Organization for Economic Cooperation and Development (OECD) points out that “recent international
experience however has shown that such a course may bear negative results in the medium term ... such
holdings [groups] often stifle the development of competitiditdowever, some observers have a more basic
concern that current organizational and managerial weaknesses in the state-owned enterprise sector will

preclude any gains from diversificatiGh.

Challenges, Obstacles, and Competing Interests

The government’s mergers and acquisitions strategy walks a fine line between using the strong to help the
weak and weakening China’s strongest companies. Many of the steel company mergers in China have
involved the forced marriage of financially healthy and unhealthy firms, where little or no gain is realized
by the financially healthier firm. While these types of rationalization mergers allow the government to
temporarily avoid the socioeconomic consequences of more direct shutdowns and large-scale layoffs, they
clearly work against the government’s long-term efficiency goals.

The 1998 merger of Baoshan, Shanghai Meishan Group and Shanghai Metallurgical Holding Company
(SMHC) is a case in point. Although the resulting industrial conglomerate now accounts for 20 percent of
the fixed assets in the steel industry, bigger in this case is not necessarily better. The merger saddled
Baoshan—China’s largest, most modern, efficient and profitable producer—with outdated equipment,
additional debts and significant pension obligations. The addition of SMHC alone increased Baoshan’s
payroll from the 11,000 employed directly at Baoshan’s steelworks to over 131,000 wdikepsessing
concerns that the merger has undermined Baoshan'’s long-term viability, Standard and Poor’s downgraded

Baoshan’s debt rating to junk-bond le%el.
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Notwithstanding the negative impact that mergers and acquisitions may have on the operations of China’s
large steel makers, the broad macroeconomic goal of consolidation is to reduce the tremendous
environmental pollution and waste of economic resources that result from the “backyard” operation of
thousands of small-scale steel operations. To eliminate this waste, the government—through a combination
of mergers, acquisitions and mill shutdowns over the next twelve to fifteen years—wants to concentrate
production around a small number of large industrial conglomerates that will enjoy the full benefits of
economies of scale and diversified business operations. In 1999, the SETC scheduled more than 2,300
small-scale iron and steel plants for eliminativn.

Results of Consolidation Efforts

Because industry consolidation efforts have been under way for a relatively short period of time, there is
little data on the results. A review of available data indicates that the government’s efforts have had only
limited success to date.

ShutdownsBy November 1999, 550 small iron and steel plants apparently had been shut down,
eliminating 840,000 MT of steel productiéhAlthough this number of shutdowns appears significant, the
production volume associated with these plants is less than 1 percent of industrywide production.

Bankruptcies.Bankruptcies appear to be occurring on an even smaller scale. While this data is also
sketchy, eighteen bankruptcies apparently occurred in 1998 and perhaps a handful mor&in 1999.

Mergers and AcquisitionsAt the end of 1999, media reports indicated that SAMI had selected seven
financially troubled companies for merger in the coming year, in addition to forty-six similar mergers that
occurred last yeat.

Obstacles

The relatively slow progress in shutting down mills may be attributable to the fact that China’s steel

market, in some sense, must overcome many of the same problems that characterize the world steel market.
First, many of the mills that the government wants to shut down are operating for noneconomic reasons,
with the support of local and provincial governments. Second, plant closures are costly, particularly in

terms of the bad debt that in many cases must be written off. One strategy used to deal with this problem is
debt-for-equity swaps.

Local and Provincial Resistancd.o shut down these mills, the government’s plan is to cut them off

from all bank credit and other resources needed for produ@t®uch an approach will likely work

where the local and provincial governments are in agreement. But the central government often lacks
effective control at the local and provincial level over these mills and the resources tiejhesefore,

the government’s approach may not work where local or provincial officials oppose shutdowns because
of concerns about the public finance and socioeconomic consequences. Moreover, where local or
provincial governments have opposed a shutdown, the central government must also block future market
re-entry.

Debt-Equity SwapsThe government has recently implemented a debt-for-equity swap program to give
heavily indebted steel makers and other large state-owned enterprises a fresh start at remaking themselves
as market-oriented, profit-maximizing operations. So far, at least seventy-eight state-owned enterprises
have signed debt-equity agreements, including several of Baoshan’s subsidiaries: the Pudong Steel
Company, Shanghai Steel Companies No. 1 and 5, and the Meishan Group. About ten steel companies
have been deemed eligible for swaps, including Anshan, Panzhihua Steel, Tianjin Seamless Tube, Benxi
Steel, Baotou Steel, Xining Special Steel, and Shuicheng®Steel.
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Under the program, state-owned commercial banks transfer the debts of large, screened state-owned
enterprises to one of four asset management corporations (AMCs) in exchange for bonds backed by the
government. The banks get bonds because the corporations have no cash. The AMCs then swap this debt
for a controlling interest in the indebted state-owned enterprises, which are being converted into joint-stock
companies. The idea is that with the debt burden lifted and the AMCs free to restructure the state-owned
enterprises as they (the owners) see fit, the state-owned enterprises will become profitable. In turn, the
AMCs will be able to sell their shareholdings to investors and make good on the bonds issued to the
banks® Unfortunately, without privatization and institutional reform, potential investors have little reason
to believe that the AMCs will be able to successfully remake state-owned enterprises. If investor demand
for AMC shareholdings is insufficient, banks will likely lend again to struggling state-owned enterprises to
keep up the value of the borfds.

While the outcome of debt-equity swaps will differ from company to company, the outlook for steel

companies tied to AMCs does not look good. There is little, if any, domestic or foreign investor interest in
China’s large, struggling state-owned enterprises. Debt-equity swaps may do little more than protect the

jobs of company managers who see the swaps as the only way to clean up their balance sheets and improve
their financial statementg.

There are still questions about the process by which authorities ultimately select the companies for these debt-
for-equity swaps and whether or not the swaps are being offered as a one-time deal. Critics contend that the
swaps are simply a way to dress up the books of debt-ridden state-owned enterprises. This skepticism is due
largely to the fact that although seventy-eight enterprises have signed debt-for-equity contracts, none of the
agreements had actually entered the AMC-management stage as of Febru&yt2ddorld Bank warns

that debt-equity swaps should not be seen as a panacea for money-losing state-owned éhterprises.

China Meets the WTO

Historically, China has used a number of trade restricting measures to protect its domestic industry from
international competition, including tariffs, quotas, limitations on trading rights, product inspection
requirements and unjustified fees and taxes. When China’s likely WTO commitments are viewed in relation to
China’s industrial development policies in the steel sector, certain conflicts become evident. Consequently, as
China makes the transition to full membership in the WTO, many of these barriers will come down.

Following the conclusion of the landmark U.S.-China bilateral agreement reached in November 1999, it is
possible to provide some indication of what specific terms may affect the steel sector.

Tariffs

It is anticipated that China will reduce tariffs on steel imports from the current overall average of 10.3 percent to 6.1
percent, with many of the largest individual tariff line reductions involving specialty steel products. Currently,
nominal tariff rates range from 3 percent to 15 percent for carbon steel products and from 2 percent to 22 percent
for stainless steel. Reductions will commence upon China’s accession and will be completed by January 1, 2003.

Nontariff Barriers
The current situation concerning traditional nontariff measures and the extent to which they remain in
effect is not as clear. What is certain is that many of these practices will have to be phased out before
China joins the WTO.
Licensing and Quota System$he Ministry of Foreign Trade and Economic Cooperation (MOFTEC) has

asserted that the old licensing and quota system has been abolished and that no such measures are currently
being used to restrict steel imports. However, evidence suggests that these systems persist.

152 Global Steel Trade: Structural Problems and Future Solutions



Media reports and interviews with various importers, including both trading companies and steel
consumers, suggest that the licensing system remains in"pkateften-told story from 1999 is of a

shipment of Japanese high-end steel that sat on the dock for weeks because no one had an import license
with which to claim it. These licenses are often acquired by companies not in the business of importing
steel, who then trade them with would-be importers for a gfofit.

In addition, ample anecdotal evidence and various reports indicate the existence of a steel import quota.
There are reports of an import target of 10 million MT that the government set for thisgrednf an

outright ban on imports of thirty-five specific steel products that are currently produced ift@yna.

some accounts, the government maintains an explicit import quota on steel by means of an import
registration system. According to interview sources, steel is a “specially named or designhated commodity”
that must be registered for import. Companies wishing to import such commaodities must bargain with the
municipal government each year for the total volume they want to import. The municipal government, in
turn, gets its own aggregate quota allotment from MOFTEC.

MOFTEC described the import registration system as a transition measure to full trade liberalization after
China joins the WTO. According to MOFTEC, the newly implemented import registration system took the
place of the old quota and licensing system. MOFTEC further explained that the new system functions
merely as a monitoring mechanism. However, MOFTEC conceded that the registration system is designed
to stop steel imports from becoming, in its view, “excessive.” A representative from MOFTEC could not
identify a specific level of imports that would be deemed excessive, holkever.

It is anticipated that China’s WTO commitments will include the elimination of various nontariff barriers,
including import substitution measures, import quotas and nonautomatic import licensing and import
registration requirements.

Import Trading Rights.The situation concerning the nature and extent of explicit import quotas is
further complicated by China’s import trading rights regime. Importing steel into China is not, in
general, a business activity in which firms and individuals can freely engage. Instead, the government
limits the right to engage in such trade to approximately 170 designated traders. These designated
trading companies engage in what the Chinese refer to as general trade iire siegdorting steel that

is not subsequently re-exported after further processing or manufacturing. A separate group of
designated trading companies engages in processingiteadeyporting steel for re-export after further
processing. According to MOFTEC, the value-added tax (VAT) rebate on exports requires separation of
the two types of trad&.

Restricting import trading rights to designated traders does not, in principle, limit the volume of steel
imports into China, particularly since there are 170 such traders. In practice, however, there are serious
concerns with actual and potential limits on imports. Full liberalization of trading rights is something that
WTO members are focusing on as a condition of China’s accession to the WTO. To the extent that China’s
restriction of trading rights in steel effectively limits imports, it functions as an implicit quota.

It is anticipated that after a short phase-out period—the exact length of which has not yet been
determined—China will commit to eliminate designated state trading in the steel industry. When this phase-
out period expires, all domestic and foreign companies will have the right to import and export steel
products.

Security Depositsiccording to theNikkei Weeklysince October 1999, foreign manufacturers in China

that import for processing and re-export must post large security deposits to ensure duty-free treatment of
their raw material imports. Theikkei Weeklyurther reports that “the system is designed to protect state-
owned manufacturers mostly in the steel and chemicals industries from their comp#étitors.”
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Import Substitution ProgramChina, like other countries, is also concerned about maintaining the price
competitiveness of domestically produced steel inputs vis-4-vis imports. In 1998, China implemented the
Steel Import Substitution Program (SISP), which sets import substitution targets for China’s largest steel
producers. The SISP is designed to stimulate domestic production capability at the high end of the steel
market.e.g.,stainless steel and cold-rolled sheet for automotive applications. The industrywide substitution
target for 1999 was 3 million M.

Under the SISP, steel producers receive a rebate of the 17 percent VAT on sales to steel users who
produce for export and who would otherwise import to meet their needs. The SISP effectively lowers
by the amount of the VAT rebate the price that these steel producers can charge for thHéifisteel.
rebate appears to be working as intended, as twelve of the 27 steel producers that signed import
substitution contracts—including Baoshan, Wuhan, Shougang, and Anshan—exceeded their targets.
The industrywide target for 2000 under the SISP is thought to be 3 millioi BAoshan remains the
primary investment vehicle for producing import substitutes under the government’s broad steel
import substitution policy. Consistent with that fact, Baoshan had a 1999 import substitution target
under the SISP of 1.3 million MT—three times as great as the next largest, Wuhan’s 400,000 MT
target®?

Subsidies DisciplinesChina is expected to be subject to strong subsidy disciplines under the WTO
Agreement on Subsidies and Countervailing Measures, including the immediate elimination of export
subsidies and import substitution subsidies and certain additional disciplines that take into account the
special characteristics of China’s economy and, in particular, of its state-owned enterprises. As a WTO
member, China will not be precluded from continuing to provide government support to Baoshan, Anshan,
Wuhan, and Shougang for technological upgrading and transformation, although this effort will be subject
to discipline through the enforcement of U.S. rights under the Agreement on Subsidies and Countervailing
Measures.

Prohibition on Foreign Distributors.lt is anticipated that China will commit to eliminate, after a

short phase-out period, its prohibition on foreign companies distributing imported steel products in
China or providing related distribution services. When this phase-out period ends, foreign companies
will be permitted to engage in a full range of distribution services.

Added Protections Against Dumpindt is not clear when the Chinese steel industry will shift its

focus to the development of export markets, but when it does, the terms of China’s WTO accession
should provide the United States wittemeans to safeguard the U.S. steel industry from unfair

trade. In addition to enforcing subsidy disciplines under the Agreement on Subsidies and
Countervailing Measures (including the prohibition on export and import substitution subsidies) the
United States will be able to use its current nonmarket economy methodology in antidumping
proceedings for fifteen years after China’s accession. The United States will also be able to use a
strong product-specific safeguard to address import surges for twelve years after China’s accession.

Assessment of Export Potential

Although the export potential of China'’s steel industry is not what the size of the industry might
suggest, it is nevertheless a concern because of the government’s firm commitment to steel as a
strategic industry and involvement in investment planning. It is likely that Baoshan will be an
internationally competitive exporter of high-end products in the near future. While Chinese

government representatives and private industry analysts expect Baoshan to become an internationally
competitive exporter in the next two to three years, traders and steel consumers expect Baoshan to
reach this level much sooner. Although some of Baoshan’s most demanding customers express concern
with its quality control, less technically demanding consumers are concerned only with the fact that
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Baoshan is not equipped to provide various types of product coatings. While this assessment does not
take into account the financial burden on Baoshan of having recently absorbed several unprofitable
Shanghai steel firms, it does give some indication of the potential world-class efficiency of the
company.

Other producers like Wuhan do not yet have Baoshan’s export potential. However, these companies have
invested significantly in high-end production lines. Many steel consumetieve that it is merely a

matter of time before these companies perfect the use of the technology and are producing internationally
competitive products. The average time frame assumed for these runner-up Chinese steel producers is
three to five years. Some steel consumers believe that if Baoshan makes the jump, other steel producers
in China will need less time to catch d@ipljowing the Baoshan model.

The Administration expects China’s WTO membership and ongoing reform efforts to result in reciprocal
trade in steel that, from a supply perspective, is fully consistent with commercial considerations. If that is
not the case, a larger amount of China’s steel production may find its way into overseas markets,
particularly if China finds itself less isolated from macroeconomic shocks and market destabilizing forces
than it was during the 1997-1998 Asian financial crisis.

The Ukrainian Steel Industry

The Ukrainian steel industry has a number of impediments to its international competitiveness. Both
domestic consumption and shipments to its leading foreign customer, Russia, have plummeted. Most of its
steel production continues to be based on outdated, inefficient technology. It suffers from high input costs,
particularly for energy. And it has failed to enact a serious program of privatization thereby losing access
to much needed investment, innovation and management know-how.

Despite these difficulties, Ukrainian steel producers have set their sights on exports as never before, raising
a number of concerns for the U.S. steel industry. In its strong support of the steel industry, the Ukrainian
government has taken several measures:

» Designating the steel industry a national champion and looking to it to generate hard currency and
drive economic development. To guarantee steel’s future, the government has maintained
production levels and implemented a modernization program to upgrade the capital stock of
targeted producers.

» Tolerating market distorting practices that have kept uncompetitive, state-controlled steel companies
from closing. These include continued use of barter and bankruptcy protection.

» Dispensing to Ukrainian steel companies a range of government assistance including: reduced or
exempted taxes, forgiveness of debts and preferential interest rates.

In addition, a U.S. trade case against Ukraine could indicate an attempt to replace Russian steel imports
halted by U.S. antidumping actions during the U.S. steel crisis. The case, involving cut-to-length plate,
resulted in relief for U.S. steel producers in the form of a quota arrangement.

Profile of the Ukrainian Steel Sector

In 1999, Ukraine ranked as the eighth largest steel producing country in the world and generated over 27
million MT of crude steeF? Steel production in 1998 amounted to 23 percent of Ukraine’s total industrial
output. In contrast, during the same year, steel in Russia comprised only 4.1 percent of total industrial
production®* Considering that steel in Ukraine accounts for a larger share of GDP than in any other former
Soviet Republic, the Ukrainian government has placed great emphasis on utilizing the steel industry as a
key component of future economic developnient.
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Ukraine’s Big Four

More than half of Ukraine’s total annual crude steel productive capacity is concentrated in its four largest
integrated steel mills. Kryvorizhstal has annual capacity of 10.6 million MT, or almost one-fifth of
Ukraine’s total steel capacity; Mariupol’s annual capacity is 7.2 million MT; Azovstal’'s annual capacity is
7 million MT; and Zaporozhstal's annual capacity is 4.8 millionT.

Some Advantages

These mills benefit from a number of historic advantages that have helped the industry maintain a
respectable presence. The steel industry’s raw material sources are well developed, and many mines are
close to the steel mills themselves. Ukraine is rich in iron ore deposits and other critical raw steelmaking
materials®” Ukraine’s largest mills are well-positioned for export, with easy access to the Bla€lABda.
Ukrainian steel workers are well-trained, and the country’s labor rates &afe low.

Role of Exports

Steel exports now account for 40 percent of the country’s exports and hard currency éahmithgs.

last few years, Ukraine has exported well over 60 percent of total finished steel output. With the
exception of Russia, Ukraine now ranks as the largest steel exporter among the former Soviet Republics.
There is little doubt that the Ukrainian government will continue to give steel exports a key role in
Ukraine’s economic development and will look to exports as a vehicle for generating badly needed hard
currency.

Exports of finished steel products peaked in 1997 at 12.1 million MT before slipping back slightly to
11.9 million MT in 1998 as a
result of trade actions against
Ukraine®! Ukraine’s flat- 8
rolled steel exports have
increased significantly and
totaled nearly 14 million MT
during the period 1997-1998.
Ukraine’s exports largely
consist of hot-rolled steel and
semi-finished product&hart

Semifinished

Hot-Rolled
Sheet
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w £ (&3]

6-6), the bulk of which are Sections Other

. Cold-Rolled -
exported to Asia and the Neatf 2| coated Sheet Wire Rods
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Turkey (Charts 6-7 and 6-8) 995 996 99 998 999
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China, Turkey, and Russia
6-6. Ukrainian Steel Exports by Main Product Group (1995-1999)

Declining Domestic

Consumption and

Exports to Russia

The Ukrainian government’s heightened attention to exports has been driven by a dramatic drop in
domestic consumption and the collapse of demand from its most important foreign customer, Russia.
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Domestic Consumption

In 1998, Ukraine’s apparent
steel consumption was a mere
31 percent of its 1992 level,
having declined most
significantly between 1995 and
19982 This decline, coupled
with a corresponding drop in
Russian demand for Ukrainian
steel, led Ukraine’s steel
industry to look globally for
new market$? To some extent,
increased trade is part of the
broader process of economic
transformation. Expanding

export markets is important for
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Ukraine’s steel industry.
Ukraine’s domestic
consumption of rolled steel fell
from 7.5 million MT in 1995

6-7. 1998 Hot-Rolled Steel Exports by Destination, Ukraine

to just 3 million MT in 1999.

The decline in domestic steel
consumption was prompted by
a severe downturn in the
Ukrainian economy, which
was mirrored throughout the
former Soviet Union. Since
1991, Ukraine has beenin a
protracted economic slump,
and stagnating reform efforts
have worsened the situation.
Although considerable
progress has been made in
recent years, Ukrainian
economic reforms lag behind

Other

Turkey

Algeria
5.7%

Source: Metal Bulletin Research and Infomine.

other countries transforming
their economies. The private
sector remains in an
embryonic form, except for

6-8. 1998 Cold-Rolled Steel Exports by Destination, Ukraine

some notable exceptiofiSThe 1998 Russia crisis exacerbated an already strained economic situation
and damaged Ukraine’s traditional export markets. The Russia crisis, Ukraine’s economic over reliance
on Russia, and stagnating domestic reforms made the situation worse, leading to a further decline in the
country’s GDP and a 35 percent nominal depreciation of the Ukrainian currency, the fify¥ha.

Russian Trade
Ukraine’s steel sector had always been able to rely on Russia as an outlet. Historically, Ukrainian steel

mills were a primary raw material source for the Soviet Union’s tanks, machines and construction projects.
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After the Soviet Union’s dissolution, Ukraine continued to supply key products to Russia’s military-
industrial complex led by steel products including heavy machinery and chemicals. In 1994, Ukraine’s steel
exports to Russia remained strong with exports totaling 1.1 million MT of semifinished and finished
products. By 1998, exports to Russia had dropped dramatically to just over 700,600 MT.

Effects on Capacity Utilization and Production

Falling domestic consumption and the collapse of Russian demand had a severe impact on Ukraine’s
capacity utilization and production levels throughout the 1990s:

» Capacity. By 1998, Ukraine’s annual crude steel capacity was close to 56 million MT, yet actual output
was only half that. In 1999, capacity utilization increased slightly, to 57 percent.

* Production. Annual raw steel output dropped dramatically from 45 million MT in the early 1990s to 22
million MT in 1995 and
1996. Annual finished steel

output dropped from 30
million MT in 1991 to 16— 60
17 million MT per year - * - * -
between 1994 and 1996. | 5 50 Raw Steel
Annual finished steel output| & Finished Steel
has increased slightly to E 40 [ |
18-19 million MT in the 2 4 Capacity
last few year$® (Chart 6- L2
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challenges as it seeks to sustain _ _
its steel industry in the face of Source: Metal Bulletin Research and Infomine.

lost domestic and Russian
demand. Since the breakup of 6-9. Ukrainian Raw and Finished Steel Output

the Soviet Union, Ukraine’s

steel industry has been plagued

by bad credit, an acute shortage of working capital, low productivity and rapidly increasing debt.
Ukrainian steel producers have been slow to make significant labor force reductions and have not been
effective in replacing obsolete or worn-out equipment.

Outmoded Technology

Perhaps its single greatest challenge is outdated equipment and processes. Despite its geographic and labor
advantages, Ukraine’s steelmaking technology, in general, is decades behind that of most other major steel
producing countries. As a result, steel companies have not been able to reap maximum cost benefit from

the country’s relatively strong raw material sector.

Antiquated steelmaking technology and manufacturing processes include inefficient open-hearth furnaces
and limited continuous casting capability which require far more electricity and labor than other

methods. Open hearth furnace technology accounts for nearly 55 percent of its steel output. A mere 34
percent of output in 1998 was generated from comparatively efficient basic oxygen furnaces, and less
than 2 percent of total crude steel output was generated using electric arc furnace teé¢Hrhbgy.
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two firms, Enakievo and Konstantinovsky, have managed to move completely away from open-hearth
furnace technology.

While Ukraine’s steel sector has worked to implement continuous casting technology, it still accounts for
only 18 percent of total productidf?.Without this technology, the steel industry will continue to need an
oversized labor forc&?

Productivity. The negative effect on productivity has been profound. In 1997, Ukraine’s steel industry
employed 480,000 worket%,more than double the number of steel workers currently employed in the
United States. Even with this sizable labor force, Ukraine’s crude steel output is less than one-third of total
U.S. annual crude steel production. Brazil, with annual crude steel production almost identical to that of
Ukraine, employed an active workforce of 63,00i 1998.

Product Mix. The general lack of modern equipment has constrained the steel industry’s ability to replace
its semifinished exports with adequate quantities of higher value added products, including carbon plate
and hot- and cold-rolled steel, that meet international quality standards. Most Ukrainian mills remain
heavily oriented toward the production of low-quality long products, with only two mills producing strictly
higher-value-added flat products.

High Energy Costs

While technology has hit Ukrainian steel on the output side, energy costs have hit it on the input side. Until
1994, the Ukrainian government supported steel companies by providing significant electricity stisidies.
With the election of President Kuchma that year, the state opted to begin phasing out electricity subsidies in
order to force companies to improve efficiency. Electricity costs for the steel industry have subsequently
increased?” A typical Ukrainian steel mill is burdened by a high cost of produétfon.

Historically, the Ukrainian steel industry has depended heavily on Russian energy inputs. Ukraine currently
owes Russia roughly $1.5 billion for natural gas and has been known to “appropriate” for its own use
Russian-origin natural gas destined for Europe that flows through Ukrainian pip&lifes.has led

Russia to impose stricter conditions on natural gas supplies to Ukraine and has driven energy prices even
higher. High energy costs have resulted in growing indebtedness to suppliers of electricity and natural gas.

Ukraine Sticks With State Ownership

Despite the Ukrainian steel industry’s deeply rooted technological, product mix and structural problems, the
Ukrainian government has not yet turned to large-scale privatization as a way to jump-start the restructuring
of its steel sector. After a promising start on the path to privatization and restructuring in 1996, the Ukrainian
government quickly became protective of its steel sector and has since been reluctant to loosen its grip on the
industry. Only one steel company is effectively privatized; the rest remain government-run.

Privatization Stalls in the Steel Sector

The Ukrainian government has, generally, looked to privatization as a way to stimulate economi&%eform.
Initially, the privatization process seemed to progress smoothly. The European Union’s Technical

Assistance Program for the Commonwealth of Independent States reports that by September 1999, Ukraine
had managed to privatize 8,500 of a total of 10,000 medium-sized and large state-owned enterprises. This
effort resulted in the privatization of 70 percent of the capital of these*firms.

Ukraine’s steel industry is a different story altogether. The Ukrainian State Property Fund (SPF), the
agency charged with monitoring, regulating and implementing privatization efforts, has favored
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privatization of companies that are not considered to be of strategic importance, but it has had little interest in
privatizing large industrial sectors such as steel and other industries with potential military apptication.

In Ukraine, only the Donetsk Iron and Steel Works (Donetsk) has been privatized to the extent that
government ownership has fallen below a majority controlling skre1996 the SPF handed over 40
percent of Donetsk to ordinary citizens, with the government retaining 20 p&fddrg.SPF then went a

Example of Successful Privatization

Hope for Donetsk Iron and Steel Works came
from a Hong Kong-based steel manufacturer and
trader that was already managing Donetsk,
British MetalsRussia Ltd. Since the acquisition,
MetalsRussia has invested $9 million in
equipment and $17 million in operating capital. In
addition to these funds, which partly have gone to
the installation of modern equipment (including a
new continuous casting machine, a furnace-ladle
machine, an automatic weigher, a water
treatment unit, and updated laboratory
equipment) the new management has focused on
business strategy, such as identifying appropriate
markets, reducing energy costs, and producing
quality products. Donetsk produces semifinished

step further and offered the remaining 40 percent
to an investor who was willing to meet the
requirements of SPF’s noncommercial tender: a
modernization plan and the funding to carry it
out!®> Overall, the Donetsk privatization
experience has been a sucqssg box }*°

Despite these positive signs, the Ukrainian
government put a five-year hold in 1999 on the
proposed sale of the controlling share of eleven steel
and coal-tar chemical plants. These plants,
including Azovstal, Mariupol and
Dnepropetrovsky, three of Ukraine’s major steel
producers, remain entirely under state control.
While minority shares of certain steel companies
have been sold to private investors including
citizens and workers, the government has been
reluctant to enter into final sales agreements and

products (billets and slabs), structural shapes and
sections, and hot-rolled and cut-to-length plate.
The company claimed a profit in 1997, but was
not able to escape losses in 1998, due mostly to
the shrinking of its export markets.

continues to retain control over all but Donetsk. The
Ukrainian government exercises control over steel
companies by requiring that Ukraine’s cabinet

consult with parliament in selling off strategic and

large state-owned companies to private inve&tors.

One expert has noted that the Ukrainian

government looks at privatization as “just a way of
repairing the budget loopholes,” despite Western pressure to use privatization proceeds to promote institutional
reform in its industrial sectot¥ To the extent that privatization is favored, it has often been used as a quick fix

in paying off wages and pension arrééts.

Consequences of Retaining State-Owned Industry
Retaining control of the steel industry will only serve to reinforce existing problems in the steel industry:

» Because steel companies remain primarily state-run, many steel firms in Ukraine are missing out on
badly needed infusions of capital as banks and other profit-oriented enterprises have set their sights on
private-sector investments elsewh#gfe.

» Lacking private management expertise, the steel sector will continue to struggle to implement western
accounting practices. Ukraine’s state-owned industrial giants, including steel companies, still appear
to set prices for industrial exports with little regard for actual production costs and real market
conditions.

Market Distortions

Continued state ownership of the steel industry also means that structural problems will undermine any
efforts by the industry to modernize.
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» Barter. Ukrainian steel companies have relied in part on a barter system that allows them to trade steel
products indirectly for energy and raw material inputs. Elaborate bartering schemes have driven up
costs and increased company debt. One barter scheme, describd€iéw fhestreports that “by
selling at a loss, companies such as Kryvorizhstal cannot pay for inputs in hard currency and become
particularly dependent on energy suppliers, which they usually pay in barter. Suppliers can overvalue
the price of the inputs they provide to government enterprises and reap handsome rewards with the
commodities they earn in exchangé.”

* No Bankruptcies.Ukraine’s government has not allowed steel companies to go bankrupt. Failing steel
firms are simply shouldered by the Ukrainian taxpayer, and bankruptcy remains a concept that only
applies to privately owned companies.

U.S. Trade Cases

These structural problems, coupled with steep and prolonged declines in domestic and Russian demand,
have increasingly led Ukraine steel producers to export. Since 1993, Ukraine has exported steel in
increasing volumes to the United States, including semifinished products, hot-rolled steel and cut-to-length
plate. From 1992 to 1996, Ukrainian steel exports of cut-to-length plate to the United States rose
dramatically. As a result, the U.S. industry filed an antidumping case against cut-to-length plate from
Ukraine. A quota agreement settled the case and resulted in an immediate drop in exports.

Steel Industry Restructuring

Since the antidumping case was filed, the Ukraine government has continued with its steel industry
restructuring plan. With privatization taking a back seat role at best, the Ukrainian government has actively
moved the industry’s modernization effort forward. Structural challenges within the industry and the collapse
in domestic and regional demand have forced the government to look hard at how to effectively modernize its
steel industry. In the next decade, a handful of Ukraine’s best mills will be the focus of the government’s effort
to build a profitable and internationally competitive steel indd&tkyith the government’s backing, the steel
sector will attempt to reduce overall production capacity, upgrade steelmaking and rolling technology and
establish itself as an export-oriented industrial engine that can drive Ukraine’s domestic economic growth.

Modernization and the 2010 Plan for Steel

In 1998, industry analysts predicted that approximately 10—-12 million MT of surplus steel would float in
the world market and urged Ukrainian steel companies to throw more resources toward the production of
higher value-added steel for which there was rapidly growing deffartte government responded in

1997 and 1998, by spending 2.5 billion hryvna (approximately $800 million) on the reconstruction of the
mining and steel sectors. This included the commissioning of two wire mills and several ladle furnaces.

A new program has now been put in place to modernize the overall steel sector By T204 @rogram seeks

to reduce overall capacity and increase productivity at a number of steel plants, including two of Ukraine’s top
four firms. In the next five years, the program aims to shut down four small blast furnaces with annual capacity
of 3.3 million MT, fifteen open-hearth furnaces with annual capacity of 5.5 million MT and three outdated

rolling mills with annual capacity of 1.5 million MT. From 2006 to 2010, the plan calls for shutting down an
additional blast furnace, two open-hearth furnaces and four blooming mills with annual capacity of 14.5 million
MT. The government estimates the total cost of this project at somewhere between $1 billion and 125 billion.

Increase in Government Assistance

Because the Ukrainian government has maintained effective control over its steel industry, it is likely to
continue to prop up struggling steel firms. Absent private investment, industry will continue to have no
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choice but to look to various government programs, including low-interest loans, preferential tariffs and tax
breaks, in order to stay afloat. This assistance, coupled with the existing distortions in the Ukraine steel
sector, increases the likelihood of unfairly traded exports.

In July 1999, the Ukrainian Rada passed a law (a so-called “economic experiment”) that aims to aid steel
and mining companies to “increase their working capital for upgrading their production facilities and to
avoid barter transactions in the purchase of critical supplies (gas and energy res&tndes)dw covers
seven of Ukraine’s fifteen integrated steel makers and grants numerous rights to metal and mining
companies:

e A 70 percent reduction on profit taxes.

* A 50 percent reduction on the innovation tax.

» Exemptions from state budget debts predating July 1, 1999.

» The right to postpone payments to the state budget for a period of thre€¥ears.

In 1999, the Ukrainian government also passed a resolution exempting the largest steel producer,
Kryvorizhstal, from the payment of taxes and forgiving its extensive debts to th&&tatxchange, the
government noted that “the enterprise must submit to a government-mandated restructuring program, which
will involve transferring its ‘non-industrial’ holdings to the Kryvy Rih municipal authoritiédt’is

unclear whether the case of Kryvorizhstal is one more instance of government intervention or rather the

first steps toward much-needed restructuring, including the divestiture of social functions of the enterprise.

An Assessment

The Ukrainian steel industry is impressive in size but survives in its current form only as a result of the
government'’s willingness to prop up struggling firms, to prevent companies from entering bankruptcy and
to keep private investors outside the gates of Ukraine’s best steel companies. Ukraine’s steel industry will
likely continue to survive in an outdated and inefficient form as the government dispenses tax privileges,
preferential tariffs and duties and debt forgiveness.

Steel exports will undoubtedly continue to flow from Ukraine, given the country’s capacity for steel

production, stagnant domestic demand and the fact that its best steel firms have already established
themselves with overseas customers. The Ukrainian government appears committed to a thorough rebuilding
of the top tier of its steel industry. If the modernization plan remains on track, a handful of Ukraine’s best steel
companies will be well positioned to compete in international steel markets. Although Ukraine has not
exported substantial volumes of finished steel to the United States, the steel industry is beginning to lay claim
to a share of the U.S. market. Total U.S. imports of steel mill products from Ukraine during the first four
months of 2000 were more than ten times higher than the same period 1 T@&9dramatic increase can

be partially attributed to rising imports of hot-rolled stéehs Ukrainian producers attempt to fill a gap left

by Russian producers constrained by U.S. trade actions.With the Ukrainian government paving the way for its
steel sector, there is reason to be concerned about the potential for unfair trade.

The Indian Steel Industry

All of India’s social, political and economic complexities are reflected in its steel industry. For many years,
these complexities were of little concern to global steel trade because the Indian government was intent on
meeting domestic demand, rather than on promoting exports. With forecasts for booming domestic demand
in the 1990s, the government promoted an aggressive expansion of steel production. When domestic
demand faltered in the late 1990s, the Indian steel sector was left with unused capacity and massive
investments in the pipeline. Rather than let the market rationalize capacity, the government stepped in to
prop up the industry. This had the effect of pressuring steel producers to export.
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Today India is the world’s tenth largest steel prodi@#vith more Indian steel companies expected to

enter the global steel market, the role played by the Indian government is now a matter of serious
consideration. Of particular concern are market distorting practices, including various forms of government
assistance, import barriers, and export subsidies:

» Government AssistanceMechanisms used by the government to promote investments in steel
production or to prop up teetering enterprises include government loans, loan guarantees for private
sector loans, debt writeoffs, and tax breaks.

» Import Barriers. Indian steel producers have long enjoyed the protection of high tariffs on steel
imports, currently averaging about 25-30 percent, and they have benefitted from the cumbersome
customs procedures with which importers must contend. When faced with growing imports and falling
prices in the late 1990s, the Indian government heeded steel industry calls for protection by taking
additional steps, including setting minimum floor prices for imports and adding a 10 percent surcharge
on top of the basic import duty. The Administration is currently reviewing whether India’s floor prices
are consistent with the WTO Agreement.

» Export Subsidies.Export subsidies, which have been used by India for many years, take on a greater
significance given the industry’s new emphasis on exports. Top exporters receive a voucher for 10
percent of the value of their exports and are eligible for reduced duty rates for importing capital goods.
Exporters can also use a passback scheme to avoid paying duties on inputs. Other inducements include
licensing, duty and export financing subsidies.

With continued government assistance and protection of the domestic industry, the potential exists for
trade-distorting practices to lead to unfairly traded Indian steel exports.

Industry Profile and Development

Long considered one of India’s public sector industries destined for greatness (the so-called nine jewels),
India’s steel industry was fostered in a highly protected and controlled environment. The climate in which
the industry grew was characterized by high import tariffs, government assistance, government control over
prices and distribution and state allocation of resources. New investments in capacity were carried out with
direct government funding. A protected domestic market and seemingly endless government support
bolstered domestic production with little incentive to maximize préfits.

Era of Government-Controlled Steel Production

From 1948 to 1990, production of crude steel grew an average 6.1 percent p&mhuaang this time,

India became dependent on the industry not only for steel supply, but for employment and the other
social benefits associated with job creati®w,.,schools, medical care and infrastructure. The industry,
meanwhile, became dependent on the regulated environment and lack of competition. All steel capacity
was created through public sector units and was used largely by other public sector units in
infrastructure and industrial developmetse boxnext page}®* Under the controlled economy,

efficiency and quality were not priorities. Growth in steel production under government control was slow
vis-a-vis other developing countries, such as China. Per capita consumption of steel in India remained
among the lowest in the world, increasing from 5 kg in 1950 to only 24 kg in 1998, against a world
average of 140 k¢f®

Deregulation and Rapid Growth
In 1991, as part of the government’s economic liberalization program, the steel industry was largely
deregulated. Price and distribution controls and restrictions on trade were abandoned. The removal of

licensing restrictions permitted unfettered investments in new steel plants by the private sector, and import
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Publicly Owned Steel Companies

While there are now several private steel companies
in India, the largest steel company by far is the
government-owned Steel Authority of India Limited
(SAIL). SAIL had a crude steel production capacity
of about 10.6 million MT in FY 1997-1998 and
employed more than 175,000 people. SAIL's main
strength is its 65 percent market share of domestic
hot-rolled production. The emergence of new players
in this sector will likely increase competition for hot-
rolled steel.

Since liberalization in 1991, SAIL has invested
heavily in modernizing its plants, leaving it with a
very high debt burden—about three times equity.
The recent government debt writeoff should reduce
that burden to about two to one. In addition, SAILs
decision making process is slow and suffers from
significant bureaucracy in the Ministry of Steel.

duties were reduced. The government expected
its economic reforms to produce rapid and
sustained economic growth. This growth, in
turn, was projected to drive steel demand to
more than 32 million MT by 20087 The
government developed a strategy for
expanding the country’s steel production to
meet and exceed this forec&8t.ong-term
lending institutions, such as the Industrial
Development Bank of India, were encouraged
to extend financing for new steel capacity in
the private sector, and for modernization and
expansion of existing public sector platts.
Under these expectations of rapid economic
growth, massive investments were made in
new steel capacity and in modernization of
existing facilities(see box below/?°

According to the Ministry of Steel, nineteen
new steel projects, many of them greenfield
plants, were sanctioned after the industry was
deregulated*

In the first few years following liberalization, the economy boomed and the steel industry responded favorably
to the newly deregulated environment. Apparent domestic consumption of finished steel products grew by
almost 6 million MT between 1994 and 1996, (by 22 percent in 1995 and 14 percent it21996).

Consumption and production of finished steel grew in step, both reaching 21 million MT by*1996.

Domestic Steel Demand Screeches to a Halt

By the mid 1990s, it was clear that the government’'s demand projections had been overly optimistic. By
FY 1996-1997, the industry was stuck in a cyclical downturn; demand for steel stagnated as growth

Privately Owned Steel Producers

TISCO is India’s second largest steel producer (after SAIL) and largest private-sector steel company,
with a total capacity in FY 1998-1999 of about 3.1 million MT. Along with SAIL, it enjoyed growth in a
completely regulated steel market prior to 1991. TISCO is considered to be very well managed and,
unlike SAIL, has very good labor relations. Early in the 1990s, it began modernizing its production
facilities, replacing all open-hearth furnaces with more efficient basic oxygen furnace technology. TISCO
has responded to the emergence of new, more efficient producers such as Jindal, Essar and Ispat by
further improving its plants, and strengthening its marketing and distribution network. TISCO is also
focusing on moving its product mix toward flat products which have higher profit margins, and on
exports to improve sales growth. With plans to complete a new 1.2 million MT cold rolling mill in 2002,
TISCO executives are confident that their company will become one of the most efficient steel
producers in the world.

In addition, there are thousands of smaller, privately owned producers—i.e., small to medium-sized
induction and electric arc furnace producers, pig and sponge iron units, rerollers, and stand-alone
cold rollers and galvanizers. Having previously relied on protection in the regulated market, many
secondary producers have closed since 1991. The survivors, particularly those using electric arc
furnaces, face high power costs, uneven quality and limited availability of scrap.
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into lowering prices. Indian
steel makers that competed 6-11. Exports of India’s Major Producers

against imports from Russia

and other former Soviet

Republics faced foreign prices as low as $180 pef¥Domestic prices for hot-rolled coil dropped
from a high of more than $330 per MT to less than $195 per MT over the course df"19&es of
most domestic steel products declined precipitously in 1998, eliminating the profit margins of
domestic producers?®

Declining Exports.Indian producers also faced a loss of demand abroad, particularly in the southeast
Asian markets on which Indian steel producers had depended. India’s total steel exports to the region fell by
25 percent from FY 1996-1997 to FY 1997-1998.

Total exports fell another 18 percent in the next fiscal y&#arcing producers to lower crude steel
capacity utilization from 76 percent in FY 1997-1998 to 71 percent in FY 1998(C9@8t 6-11)'°!
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Costly Debt

By 1999, worsening debt burdens resulted in significant losses for many steel producers. Some of the new
steel plants had come on-line in the midst of depressed demand. By some estimates, some of the new flat-
rolled plants will be operating at between 40 percent and 50 percent of installed éga&tien these

investments were made, banks and investors payed little attention to expected returns or project risks, focusing
heavily on the government’s projections of booming derf@halvestors did not heed the relatively high cost

of capital, financing many new investments with short-term lending at high interest rates. The large integrated
producers, who had also invested heavily during the 1990s in plant modernization, also suffered under
unsustainable debt levels.

Structural Overcapacity

Massive investments and government intervention, combined with stagnating growth in domestic demand, have
left the Indian steel industry with significant overcapacity. These conditions contributed to dramatically falling
prices in many product categories. While steel producers have begun to see relief, Indian domestic prices have
not rebounded at the same pace

as international prices given this

excess capacity. One
24 government source cites
domestic overcapacity as the
= 24 principal problem facing Indian
5 steel producer$?
% 23
2 ’s Production The most problematic product
e Apparent category is flat products, which
= 29 domestic accounted for most of the new
2 consumption investments that were made
7 during the past decade by the
private sector. One source
21 estimates demand for hot-rolled
1996 1997 1998 1999 coils in FY 1999-2000 of just
Source: CMA India. over 9 million MT, compared
to supply of almost 12 million

MT (including imports):>* The
government forecasts that

domestic capacity of hot-rolled

coils will increase to 15 million

MT by 2001-2002 when additional projects come on-line. Domestic demand would have to grow by more
than 10 percent a year for the next four years in order to meet the government’s early 1990sforecasts
(Chart 6-12)

6-12. Indian Production vs. Consumption, Finished Products

Government Assistance

As the situation for Indian steel producers worsened in FY 1998-1999, the industry began a campaign
to obtain aid from the government, with the Ministry of Steel lobbying on their behalf. As a result, the
government stepped in to address the problem of bank overexposure and steel companies’ need for
debt relief. Another measure to assist the steel sector includes lifting the surcharges on major steel
inputs®®’ The government’s intervention has allowed producers to continue operating and maintain
capacity.
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Banks’ Debt and Equity Exposure

Debt.Low and declining sales volumes in domestic and export markets made it increasingly difficult for
Indian steel companies to service their loans. The exposure of financial institutions in India due to
aggressive lending practices in the early 1990s was already on average 12 percent of banks’ 3drtfolios.
Many of the new steel projects were not completed within stipulated time frames, forcing companies to take
on additional debt.

Equity StakesMajor equity stakes in the steel sector increased many financial institutions’ exposure.

Their stakes had originally accumulated due to the lack of public interest in the companies’ equity
issuance&® Even though these banks have refused to finance additional steel projects, their existing equity
stakes have compelled them to refinance the steel companies’ curréfit Bekitat end, the Industrial
Development Bank of India promised that while no new projects will be approved in the near future, all
plants currently in the pipeline will receive sufficient funding to be complét&ince the Asian financial

crisis, about $2 billion in additional financing has been sotight.

The ultimate effect of this assistance has been to increase company borrowing, even as company profits
declined, resulting in growing debt to equity ra(iGhart 6-13)

Import SurchargesThe government also lifted the surcharges levied on major steel inputs, forgoing tax
revenue in an effort to reduce production costs for suffering Indian steel comanies.

1996-1997 1997-1998 1998-1999
Profit D/E Profit D/E Profit D/E (%)
(million R) (percent) (million R) (percent) (million R) | (percent)
SAIL 4.5 210 -5.3 230 -18.5 300
TIS 11.3 100 8.5 110 2.1 130
ESSAR 0.7 180 1.2 210 -24.9 290

Source: CMA India.
6-13. Profits and Debt-to-Equity Ratios of Three Indian Steel Producers

SAIL Bailout

The most telling example of recent direct government intervention is the restructuring package for
government-owned SAIL. In February 2000, the Cabinet Committee on Economic Affairs approved a
package of approximately $2.2 billion for the company’s financial and business restructuring. While the
financial package does not entail direct cash infusions, the government will provide SAIL with several
valuable kinds of assistance:

» A writeoff of about $1.14 billion in loans from the Steel Development F¥nd.

* New government loans of about $86 million.

» Loan guarantees for private sector loans totaling about $67 million.

» Permission for SAIL to write off a $440 million loan advanced to its subsidiary, Indian Iron and Steel
Company, and waive $114 million in interest on loans to that subsidiary that were previously written
off.

» Guarantees for an additional $675 million in market financing; $337 million to finance SAIL's
voluntary retirement scheme, and $337 million to service its current-year debt Bétrden.
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Private Sector Response

Industry reaction to the SAIL bailout has been
mixed. Private companies, including TISCO, are
expected to ask for similar treatment.

Others have criticized the government'’s bailout of
SAIL. The most vocal has been Indofer, an
association of private steel producers including
Ispat, Lloyds Steel, Essar Steel, and Jindal Steel.
According to these companies, “The government
decision to waive steel development fund loans is
highly discriminatory and will put the company
[SAIL] above the other major steel producers in
the competitive market for financial resources.”

The government’s intervention may help SAIL
not only maintain production, but increase it as
well. SAIL faces intense domestic competition
and needs to deal with mounting inefficiencies.
This bailout largely obviates any motivation for
SAIL to take the painful steps of downsizing
and consolidation. As such, the bailout is not
expected to help SAIL get back on its feet in the
long term?%® For the most part, private sector
companies have generally refrained from harsh
criticism of the bailout. Many of these
companies maintain similarly high debt loads
and may, themselves, seek similar kinds of
government assistané®8.Some industry

groups, however, have been vocal in their
opposition(see box}se

Import Barriers,

1.8
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1.6
15
14
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1.3
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domestic industry. These
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measures, along with existing
import barriers, have
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from FY 1995 to FY 1999,

0.9
1991 1992 1993 1994 1995 1996 1997

Source: CMA India.

bringing imports down below 5
percent of domestic
consumption in FY 1999

1998 1999

6-14. Indian Imports of Steel, All Products

(Chart 6-14)

Import Floor Prices.The most

notable government intervention was the imposition of a minimum floor price regime for steel imports. At
the urging of the Ministry of Steel, the Ministry of Commerce in December 1998 specified floor prices for

import of hot-rolled steel coils, cold-rolled steel coils,

hot-rolled sheets, tin-plates, electrical sheets and

alloy steel bars and rods. Imports of hot-rolled steel coils, for example, were allowed only if the minimum
customs value was at least $254 per MPRccording to the Joint Plant Committee, “the basic purpose of
[the] imposition of [a] floor price was to safeguard against dumping of steel at low prices due to [the]

surplus scenario in [the] international markgt.”

Minimum prices on steel were withdrawn in January 2000 for primary products (excluding secondary materials

such as scrap). However, domestic producers took the government to court, and the Calcutta High Court ruled that

withdrawal of the minimum import prices was “not in the interest of the domestic industry.” Thus, in February,
minimum import prices for primary steel were reinstat&d/hile the Indian government is trying to reverse this

ruling in the Supreme Court, pressure is mounting from domestic industry to leave the measure in place. The U.S.

government is currently reviewing the consistency of this action with India’s obligations under tH€WTO.

168

Global Steel Trade: Structural Problems and Future Solutions



Tariffs. High tariff rates also continue to insulate India’s steel industry. While tariffs on steel have been
reduced substantially over the last decade, they remain high compared to other developing‘€euntries
currently averaging about 25 to 30 percent.

Surcharges.Starting in FY 1999-2000, a 10 percent surcharge has been added on top of the basic
import duty*™

Administrative Hurdles.The administrative burden of importing steel to India has remained quite high.
Customs procedures are extensive and cause frequent delays.

Export Subsidies—The Staple of
Indian Government Assistance Legacy of Past Government Assistance

L4

_— . Under the freight equalization scheme, the huge
Export subsidies have long influenced the transportation costs incurred by steel companies

bus_ln_ess practices of Indian steel companies, &l \yere paid by the government. As a result,
theirimportance is expected to grow along with| oroqyction facilities were built near iron ore

the industry’s growing emphasis on expafts. deposits, regardless of the location of the ultimate
These complex programs and schemes use steel purchaser.

various licensing, duty and export financing

mechanisms to subsidize exportisge box}’? When this program was recently eliminated, steel

producers had to bare the exorbitant cost of
transporting steel throughout India. While not
enough to alter production schedules, this added
burden has come at a difficult time for producers
already dealing with low domestic prices.

There are three specific examples:

» Special Import Licenses (SILs) Progrant’®
Exporters and manufacturers that have
attained certain export levels or that have me
certain production quality standards are
eligible to receive SIL equal to up to 25 percent of the value of their exfi@tEmpanies can use
licenses to import products from the Restricted List of Imports or sell the license for a premium equal to a
percentage of its face value on the open matket.

» Export Promotion of Capital Goods Schemekirms that meet certain export obligations are eligible
to import capital equipment at reduced duty rétes.

» Duty Entitlement Passbook Schemé&sovernment-designated manufacturers and exporters can claim
credits on certain imported inputs and use the credits to pay customs duties on subsequefitimports.
This program enables companies to import inputs without paying India’s basic customs duty.

A number of such export programs were found to be unfair export subsidies by the U.S. government in a
recent countervailing duty investigation of steel plate from IHdia.

Assessment: Problems and Some Possible Solutions

Indian steel producers have gone through one of their worst downturns in years, suffering from
stagnant domestic demand and overcapacity. Through the first half of the 1990s, high growth masked
a number of problems that are critical in a slower growth environment, including antiquated
technology and low labor productivity. Now, the Indian steel sector is going through a period of
change. In 1999, for the first time, production was curtailed in the face of weak demand and declining
prices. SAIL took the lead by shutting down two blast furnaces, although they were relit in April

2000. Temporary slowdowns in production will not, of course, solve the problems of the steel sector.
Given lackluster domestic demand in recent years, many companies plan to pursue export-oriented
business strategies. It is also likely that the government will continue to actively support the domestic
steel industry. As long as the government remains actively involved, there will be concerns that
exports from India may not be fairly traded.
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Continued Overcapacity

In the meantime, overcapacity will continue to result in increased inventories and reduced prices, and it will
adversely affect profitabiliti#* One source indicates that much of the new capacity added in recent years is
nonviable and will only survive if long-term lenders write off large portions of @ebhis may lead

private companies to look for the type of government intervention exemplified by the SAIL bailout

package. Such measures, including debt-to-equity swaps, may clear the books of bad debt but do little to
keep the debt problem from recurring.

By all accounts, the most promising strategy for addressing the overcapacity problem would be to more
fully develop India’s domestic steel demand. There are a number of standard uses for steel which India has
not yet developede(g.,truck bodies are still constructed of wood, and scaffolding of bamboo). If India
adopted these uses, domestic steel consumption would imffrdeehis end, four private sector

producers (Ispat, Essar, Jindal, and Lloyds) formed Indofer, a representative body intent on exploring
avenues for increased domestic steel consumption. Representatives of the group have stated that they
expect to increase domestic consumption by at least 2 million MT, using measures such as a ban on
asbestos corrugated sheets to increase steel consumption in constfuction.

Recently, domestic demand for steel in India picked up. Infrastructure development, a major use of steel,
grew at an annual rate of almost 8 percent during the first four months of calendar ye&t Rifitdugh

overall demand is growing, it is not keeping pace with India’s crude steel output, which grew by 12.5
percent during the first quarter of calendar year 2600.

Technology and Labor Issues

Further exacerbating the precarious situation for steel producers is the continued use of antiquated technology.
About 26 percent of India’s steel continues to be made with highly inefficient open hearth furnaces, while only 40
percent is produced by continuous castifilm order to become internationally competitive, the industry must
modernize, especially older integrated producers. While some newer mills are producing high-end niche products,
most Indian mills are inefficient. Even SAIL has its 11 million MT aggregate capacity spread across five integrated
mills. Both SAIL and TISCO have recognized this problem and made plant modernization a top®priority.

Labor productivity is a major issue closely associated to technology. Total labor costs to produce a ton of
steel in India are higher than those in either Japan or K&giaen that the production process in India is
much more labor intensive than that of the more developed producers. This translates into relatively low
labor productivity numbers, especially for the major steel producers. SAIL and TISCO produced only 49
MT and 52 MT, respectively, per employee in FY 1998-1'99@. total, SAIL employed more than
175,000 workers in 1999, while TISCO employed about 60,000.

While labor is abundant and labor costs are low in India, high employment inhibits the major producers
from rationalizing production and introducing new technologies. The steel industry in India employs an
estimated 2 million people. As much as producers appear to want to reduce their labor forces through
voluntary retirement schemes, they face stiff opposition from vocal and disruptive labor‘éfliaber, a
very powerful force in India, is wholeheartedly opposed to streamlining the steel industry. Thus, it is
unlikely that labor productivity will be improved any time in the near future.

Export Growth
While low product quality makes India’s older producers uncompetitive, the new steel plants are poised to export
a significant portion of their production given the higher quality of the pro&#ipsticularly of hot-rolled flat

products. Many of India’s steel producers, old and new, have targeted export markets as the principal source of
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new sales growtt® By 1998, even before many of the new state-of-the-art steel plants had come on line,
estimates indicate that India’s finished steel exports had increased by more than 500 percent compared to
199117 This trend is expected to continue in the coming years as even more capacity comé¥Barline.

example, according to U.S. Census data, U.S. imports of steel mill products in 1998 increased 106 percent
compared to 1997. In 1999 imports from India increased again, up 46 percent from 1998. During the first
five months of 2000, U.S. imports of steel mill products are up 187 percent compared to the same period in

1999.

With the government expected to continue assisting and protecting the steel industry, there is significant
potential for India’s market-distorting practices to disrupt global steel trade.
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CHAPTER 7

Avoiding Future Crises

Introduction

The President’s Steel Action Program states, “We will continue a policy of zero tolerance of unfair trade.”
This commitment was maintained when the Administration reacted forcefully and responsibly to the steel
crisis through the following actions:

» Since early 1998, the Commerce Department has conducted more than sixty trade remedy investigations
on steel, many completed on an expedited basis, and is currently enforcing more than 100 antidumping
or countervailing duty (AD/CVD) orders or agreements on steel products from all over the world. The
Administration also provided relief for wire rod and line pipe under the “safeguard law,” Section 201 of
the Trade Act of 1974.

* The Administration actively engaged in bilateral consultations with various trading partners to address
unfair practices supporting excess capacity. We have held several rounds of bilateral consultations with
Japan and Korea, and the Administration negotiated a comprehensive agreement with Russia to reduce
its steel exports to the United States.

These efforts were effective. However, the steel crisis showed that additional initiatives are needed to make
the trade remedy process more timely and effective, and to address subsidization and other market-
distorting practices in the steel industry that foster dumping. To accomplish these goals, the Commerce
Department and the United States Trade Representative, in consultation with other agencies, have
developed a strategy that includes the following points:

* Maintain strong U.S. trade laws consistent with the World Trade Organization (WTO).

- Work to maintain strong trade laws in the WTO.

- Increase resources for WTO dispute settlement litigation.
» Provide early warning of import surges and industry conditions.

- Continue early release of steel trade statistics.

- Monitor domestic industry trends.

- Provide timely information to domestic steel firms and their workers on changing market conditions.
* Provide faster relief for industries, workers, and communities.

- Ensure fair trade laws are responsive to crisis situations.

- Establish a federal rapid response team to help communities and workers hit by unfair trade.
» Address market-distorting practices in global steel markets.

- Continue focused bilateral engagement with Russia, Japan, Korea, and Brazil.

- Monitor key new players.
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» Reinvigorate the international steel policy agenda.
- Make the Organization for Economic Cooperation and Development (OECD) Steel Committee a
viable forum for real progress.
- Restrict government and multilateral development bank lending to expand steel capacity.

» Promote more market-oriented financial systems, including in major steel-producing countries, through
complementary measures.

Maintain Strong, WTO-Consistent U.S. Trade Laws

Recognizing the need to maintain effective trade remedies, the Administration firmly opposed all efforts to
reopen the Antidumping Agreement during the WTO Ministerial in Seattle. The United States tabled a
proposal to strengthen implementation efforts by the existing WTO Antidumping and Subsidies and
Countervailing Measures Committees and to discuss certain implementation issues raised by developing
countries regarding the existing agreements. Maintaining strong U.S. trade laws continues to be one of our
highest priorities for a new round of negotiations.

The Administration also negotiated strong terms on antidumping and subsidies in the agreement regarding
China’s accession to the WTO. Under the terms of the U.S.-China bilateral agreement signed in November
1999, China has committed to important disciplines on subsidies and agreed to guarantee our right to
continue using our current antidumping methodology (treating China as a nonmarket economy in
antidumping cases for fifteen years after China’s accession to the WTO).

Challenges to U.S. trade laws in WTO dispute settlement proceedings have been increasing. Japan has
recently formed a special task force within its Ministry of International Trade and Industry to bring WTO
challenges against trade remedy rulings made against Japan by the United States. In response, the
Administration is strengthening its resources to forcefully defend U.S. trade laws in WTO dispute
settlement litigation. The Commerce Department has increased personnel dedicated to WTO litigation
support in the Department’s Import Administration and Office of the Chief Counsel. Funding is also being
sought in the Administration’s budget request for FY 2001 to increase WTO litigation resources within the
Office of the U.S. Trade Representative (USTR) and the Commerce Department.

Provide Early Warning of Import Surges
and Industry Conditions

Early Release of Steel Trade Statistics

The Commerce Department’s Bureau of the Census will issue steel import statistics on an expedited schedule
(approximately one month early) at least through January 2002. The Bureau of the Census will also expand the list
of products for the early release of statistics to include certain steel inputs and certain additional steel products.

These actions are an extension of the commitment made in the President’s Steel Action Program to continue
the early release of steel import statistics through December 2000. Domestic steel producers, steel workers,
trading companies, and steel service center operators have indicated that the early release of steel statistics
by the Census Bureau significantly enhanced market stability by allowing market participants to better
assess market conditions. The early release of trade statistics also allows more rapid responses by
government policymakers.

Monitor Industry Trends

Our experience in responding to the steel crisis and our consultations with steel industry representatives
have highlighted the need for an early warning system for any potential future crisis. Accordingly, we
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propose to monitor additional data on the steel industry, steel consuming sectors, and steel demand each
month to more quickly detect trends in the steel industry. No economic forecasting will be conducted; the
focus will be to collect existing data to provide the greatest early warning for possible future steel industry
downturns.

The types of data that the Department of Commerce will monitor include the following:

» Shipments of total basic steel mill products and shipments by steel sector.

» Raw steel production and raw steel capacity utilization.

» Apparent consumption (shipments minus exports plus imports) of major steel product groups.

* Industry productivity.

» Import penetration (imports as a percent of apparent consumption) by product group.

» Average weekly steel industry overtime hours and other U.S. Bureau of Labor Statistics steel industry
employment data.

We will make this information available to the public on a comprehensive page within the Commerce
Department Web site (http://www.ita.doc.gov) and circulate summary reports each month to key
government agencies.

During the crisis, domestic steel producers, the United Steelworkers, and several members of Congress
expressed concern that, after trade remedy investigations were begun on certain products, the industry and
workers were still being economically injured by unfairly traded imports of related products and products
from other countries. The Commerce Department believes that during times of extraordinary import surges
such as occurred in the steel sector in 1998, intensive product-specific monitoring, including under Section
732 of the Tariff Act of 1930, can be an effective tool to monitor surges of potentially unfairly traded

goods from other supplier countries. Such intensive monitoring would include monitoring of import

volumes and prices.

Provide Timely Information to
Domestic Steel Firms and Their Workers
on Changing Market Conditions

Our discussions with smaller domestic steel producers and local unions have shown that sometimes they
are not aware of changing market conditions until they begin losing orders and reducing the number of
hours worked at their mills. Each month, the Commerce Department will provide the early warning
information it obtains to domestic steel producers and their workers through an e-mail broadcast and make
the data publicly available through the Internet.

Monitoring Global Steel Production and Consumption

The collapse of foreign steel consumption after the global financial crisis was a critical event in the 1998
steel crisis. To better assess upcoming market conditions, the Commerce Department will also monitor
foreign indicators of steel production and consumption. In addition, the Administration’s FY 2001 budget
request would support Commerce Department personnel in key posts abroad who could monitor foreign
market trends such as production and home market consumption of specific products.

Steel Report Update
The Department of Commerce will continue to monitor foreign market-distorting practices in the steel
industry and will issue an update to this report in 2001. This update will address trade trends and monitor

movements toward open markets.
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In addition to the market-distorting practices identified in this report which affect prices, there are
differences in cost which result from the different endowments of producers around the world. These cost
differences affect international competitiveness in steel production. We will conduct additional research to
document the relative differences in these costs and to determine whether cost differences occur through
normal market forces or through government subsidies or other distorting practices. The results of this
research will be published in the update to the steel report in 2001 focusing on the following areas: legacy
costs from downsizing; capital costs; and environmental regulation costs.

Provide Faster Relief for Industries,
Workers, and Communities

Strengthening the Crisis Response Mechanisms
in the Fair Trade Laws

The decline in total steel imports in 1999 was driven by the increase in products subject to AD/CVD
investigations: Imports of hot-rolled steel in 1999 decreased 43 percent from 1998 levels; heavy structural
steel imports decreased 49 percent; and cut-to-length plate decreased 57 percent in the same period. These
statistics show that AD/CVD remedies can provide effective relief from a surge of unfairly traded imports.
However, by the time the trade remedy petitions had been filed, there had already been substantial harm to
the U.S. industry. The Administration established an informal group to meet with industry and union
representatives to discuss legislative and other proposals to address these issues as appropriate.

Within existing laws, the Department of Commerce has also developed a number of initiatives to provide
faster and more effective relief under the trade laws.

Reduced Incentives for Increasing Shipments
Before Trade Remedies Take Effect

In many instances, import surges intensified after antidumping petitions were announced or filed by
domestic producers and continued until the preliminary determinations were published by the Commerce
Department. This occurred as steel traders rushed to “beat the clock” and ship greater quantities of steel
before the AD/CVD remedies were put into place. To combat this, Commerce announced two policies
during the steel surge: expediting antidumping investigations, and making early critical circumstances
determinations.

Expedited Antidumping Investigations

In response to the tremendous surge of steel imports in 1998, the Commerce Department—for the first time
ever—completed the preliminary determinations earlier than the normal schedule in fifteen antidumping
investigations. Commerce compressed the schedule for its internal work while preserving the statutory time
periods for participation by domestic and foreign parties to the proceetimgenabled Commerce to

provide earlier relief from unfairly traded imports. In addition to instituting this practice, Commerce has
issued a policy bulletin addressing the criteria to be used in deciding when it is appropriate to expedite an
investigation. Because conducting expedited antidumping investigations is a resource intensive process, the
Administration’s budget request for FY 2001 seeks funding for additional Commerce Department resources
to allow the conduct of expedited antidumping investigations.

Early Critical Circumstances Determinations

Where critical circumstances exist, U.S. law and the WTO Antidumping Agreement provide for the
imposition of retroactive antidumping measures for a period of ninety days prior to the preliminary
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determination of dumping. In October 1998, the Commerce Department announced a new policy on critical
circumstances. Under this policy, a preliminary determination regarding critical circumstances may be
made prior to the preliminary determination of dumping, assuming adequate evidence of critical
circumstances is available. The early announcement of preliminary critical circumstances determinations
will put importers on notice—earlier than ever before—that they could be liable for retroactive dumping
duties as far back as ninety days prior to the preliminary dumping determination by Commerce.

Enforcement and Anticircumvention Initiatives

As the administrator of the antidumping and countervailing duty laws, the Commerce Department depends
upon the efforts of the U.S. Customs Service to enforce these trade remedies at the border. As the 1998
steel crisis intensified, Commerce and Customs increased their coordination and enforcement efforts, with a
special focus on preventing the circumvention of trade remedies. The two agencies expanded information
and educational exchanges between steel experts at Commerce and Customs’ Strategic Trade Center in
Chicago and met with representatives of the domestic steel industry to identify their anticircumvention
priorities.

As a result of this process, Commerce and Customs have agreed to enhance their mutual enforcement
efforts in the following ways. First, the agencies will work with the Census Bureau to release statistics on
the volume and value of imports subject to antidumping and countervailing duty trade remedies to the
public on a more frequent basis. This will allow more precise monitoring to detect circumvention.

Second, the Customs Service has agreed to include language in relevant classification and country of origin
rulings to highlight the fact that Customs decisions do not affect the coverage of antidumping and
countervailing duty cases. For example, while the Customs Service might treat a steel product as a
semifinished product for purposes of Harmonized Tariff Schedule classification, this import can also meet
the definition of flat-rolled products covered by antidumping and countervailing duty actions. Including this
language in Customs rulings will help to prevent importers from circumventing antidumping and
countervailing duty trade remedies.

Third, because the vast majority of the antidumping and countervailing duty determinations apply to the
manufacturer of the imported goods, the manufacturer’s identity is critical to the U.S. government’s ability
to detect questionable trade patterns. Customs has agreed to require that importers report electronically in
their entry documentation the actual manufacturer (rather than the exporter or seller) of goods subject to
antidumping and countervailing duty trade remedies. This will facilitate any trade trend analysis that is
undertaken.

Establish Federal Interagency Rapid Response Team
to Help Communities and Workers Hit by Unfair Trade

In times of crisis, communities and workers are frequently unaware of the resources of the federal and state
governments that are available to address the economic dislocation caused by import surges. Historically,
there has not been a formal information sharing arrangement between the administrator of the antidumping
and countervailing duty laws within the Commerce Department and the administrators of trade adjustment
assistance programs within the Department of Labor and the Economic Development Administration

(EDA) within Commerce. The agencies have now agreed to establish a process through which workers and
communities identified in antidumping and countervailing duty petitions will be referred for counseling

about trade adjustment benefits and programs.

In addition, the President’s FY 2001 budget includes $35 million for the Community Economic
Adjustment Initiative (CEAI) to provide for a coordinated federal response to communities facing
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Community Economic Adjustment
Initiative

Coordinates federal response. Provides a
coordinated response to these affected regions
utilizing resources of the Departments of
Agriculture, Commerce, Education, Labor, and
Treasury; the Small Business Administration; and
other federal agencies. This will ensure that
communities are aware of all available federal
resources and that federal agencies respond in a
coordinated way both in Washington and on the
local level.

Creates an Office of Community Economic
Adjustment (OCEA). Crafts and coordinates
Administration-wide responses and provide initial
recovery funds for regions experiencing severe
and sudden economic distress.

Expands economic adjustment assistance by
$175 million over five years. The Administration
will propose a $35 million per year increase in
additional economic adjustment funding as part of
EDA's budget.

economic dislocations. The Initiative is modeled
after the Department of Defense’s highly
respected Office of Economic Adjustment—the
federal government’s first point of contact with
communities slated for a military base closure.
Under the CEAI, an Office of Community
Economic Adjustment (OCEA) would be

created within EDA to coordinate
Administration-wide responses and provide
initial recovery funds to regions experiencing
sudden and severe economic distress regardless
of cause. The OCEA would focus on, but not be
limited to, communities affected by trade. The
OCEA will ensure that communities are aware
of all available federal resources and that
federal agencies respond in a coordinated way
both here in Washington and at the local level.
OCEA will provide planning grants and
technical assistance to help communities
organize themselves and develop an economic
adjustment strategy. The Initiative also expands
EDA's Economic Adjustment program to assist
communities in implementing their adjustment
strategy. On June 21, 2000, Representative John
Larson of Connecticut, on behalf of a bipartisan
group of 163 original co-sponsors, introduced

the Community Economic Adjustment Act of 2000 (H.R. 4711), which closely tracks the President’s
proposed initiativgsee box).

Address Market-Distorting Practices
in Global Steel Markets

Bilateral Engagement

Bilateral engagement with foreign governments has proved to be an important means through which U.S.
concerns over structural distortions in the steel sector can be raised and addressed, such as occurred with
the Korean steel company, Hanbo Steel. The Administration pursued a comprehensive strategy to obtain an
expeditious and commercially viable soluti@ee box, next page).

This successful approach will be used to address the underlying structural problems in the global steel
industry. This will include the following:

* Intensive monitoring.

* Increased analysis by the Department of Commerce’s Subsidies Enforcement Office to assess whether
any activities identified constitute actionable subsidies under the WTO Agreement.

» Focused bilateral engagement through the ongoing formal dialogues on steel led by USTR; through
informal bilateral meetings at all levels of government; and through multilateral forums such as the
OECD Steel Committee.

» Potential WTO dispute settlement action.

This process of engagement will involve the concerted interagency efforts of the Administration.

178 Global Steel Trade: Structural Problems and Future Solutions



Engaging Korea On Hanbo

In late 1997, the U.S. government initiated bilateral consultations with the Korean government
regarding the financial support being provided by the Korean government to Hanbo Steel. The
Administration engaged the Korean government at the highest levels in discussions aimed at ending
any market-distorting subsidies to Hanbo and ensuring a market-driven sale of the company.

Working closely with the industry to gather information about potential subsidies to Hanbo, the
Department of Commerce was then able to direct several rounds of detailed questions to the
Korean government concerning any financial and operational support provided to Hanbo both
prior to and following the company’s 1997 bankruptcy. The Administration did not limit raising
issues concerning Hanbo to bilateral consultations but also addressed these issues in other
appropriate forums, such as the OECD Steel Committee meetings; WTO Subsidy Committee
meetings; in letters exchanged between Korean Trade Minister Han and USTR’s Ambassador
Fisher and Commerce Under Secretary Aaron; as well President Clinton and Ambassador
Barshefsky raising the steel problem with Korean President Kim during his State visit in June
1998. Secretary Daley and Under Secretary Aaron also raised the issue of Hanbo in meetings
with top Korean government officials.

Hanbo has now been sold through a process led by an independent investment bank.

Russia

During the June 2000 Presidential Summit in Moscow, the U.S. government initiated a U.S.-Russia Steel
Dialogue to focus on structural issues plaguing the Russian steel industry. The duration of the 1999
Comprehensive Steel Agreement provides the necessary stability in steel trade between the United States
and Russia, creating the opportunity to address economic, structural, and commercial factors affecting the
industry.

The Joint Steel Dialogue will have three components: high-level government-to-government exchanges;
joint government-industry discussions and activities in which industry, unions, and governments develop
programs to advance the goals of the Steel Dialogue; and direct industry-to-industry and union-to-union
contacts devised and managed by the private sector.

The first government-to-government meeting will be held in the fall of 2000 and will focus on structural

and market-based factors that have historically led to trade disputes in the steel sector; the impact of
globalization on the steel industry; and technical assistance designed to avoid trade disputes, foster stability
in steel trade and encourage the development of the Russian domestic steel market.

Japan

The information developed for this report underscores the importance of addressing the key underlying
structural problems in the Japanese steel industry.

Addressing the apparent lack of competition among major produc&tre apparent lack of competition
between major integrated producers is the most significant structural distortion in the Japanese steel
industry. Because the elimination of anticompetitive practices is necessary to the promotion of pricing and
production decisions more in line with market forces, an interagency group consisting of the Departments
of Commerce, Justice, and State; the USTR; and other interested agencies will further discuss with the
government of Japan in an appropriate forum information in the U.S. government’s possession concerning
competitive conditions in the Japanese steel market.
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In addition, the Administration is pressing Japan to strengthen its general antitrust enforcement by:

» Undertaking more aggressive enforcement activities against collusive cartel activity.

» Strengthening the criminal investigation and sanction powers of the Japan Fair Trade Commission
(JFTC).

» Taking proactive measures to promote competition throughout Japan’s economy.

» Significantly increasing the JFTC’s staff and budget.

* Making necessary changes to create a workable system allowing private parties to bring private actions
for injunctions and monetary damages.

» Taking additional measures to ensure the independence of the JFTC when it is transferred to another
agency as a result of the central government reorganization in January 2001.

Opening the Japanese Market to Imporiehe continued low level of Japanese steel imports (at a level
well under 10 percent of Japanese domestic consumption) minimizes the foreign competition that could
lower domestic prices and stimulate competition among major Japanese firms.

We will focus our bilateral discussions on import barriers by taking the following actions:

« The Administration will continue to press this issue bilaterally on all levels focusing on distribution
barriers, certification requirements and restrictive international arrangements, such as the market
sharing arrangements between Japanese and European seamless pipe producers which were the basis of
a 1999 antitrust finding by the European Commission.

» The Administration will analyze regional steel trade patterns and inquire into why imports into Japan
remain at such relatively low levels when the prevailing prices for steel in Japan are higher than those in
nearby low-cost producing markets such as Korea and Taiwan.

* The Administration will monitor import trends, including (1) overall import levels, (2) import levels by
major product, and (3) the extent to which imports compete directly with domestic products of the same
product category, or whether imports are only complementary, filling product niches which are not
supplied domestically.

Monitoring the Industrial Revitalization Law (IRL) and Its Implementationlhe Japanese

government enacted the IRL in 1999 to promote business restructuring. The IRL encourages corporate
mergers and spinoffs, as well as the sale of unprofitable businesses and the scrapping of excess
capacity.

Incentives which are provided under the IRL include low-interest loans, loan guarantees and various tax
incentives. We are concerned that these incentives could be used in a manner that preserves excess capacity,
indirectly subsidizes export efforts, or sustains nonviable enterprises.

We will focus on the following: (1) under what criteria recipients are chosen for receipt of incentives under
the IRL, (2) which companies have been selected or will be selected, (3) the types of incentives that have
been received, and (4) whether the incentives which are provided under the IRL are consistent with Japan’s
obligations under the WTO.

Monitoring the New Role of the Development Bank of Japan (DBl#) 1999, the DBJ extended credit to
several steel companies when Japanese private commercial banks, grappling with balance sheet difficulties,
reduced lending across the board. Such lending raises concerns about government financing to a mature
private industry. Accordingly, we will monitor the DBJ’s new role, to ensure that it is consistent with

Japan’s obligations under the WTO.
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Korea

Korea’s steel industry has been characterized by underlying structural problems due to past practices, such
as anticompetitive practices, unsound bank lending, and inefficient bankruptcy procedures. The Korean
government has undertaken broad economic reforms, but these reforms are far from complete. As a recent
OECD report stated, if reforms are not implemented in a timely fashion, structural weaknesses could
worsen: “Without sustained reforms to complete the current visions, the Korean economy will be mired in a
confusing and distorting policy environment that holds back growth and plants the seeds for future
problems.? Monitoring to ensure that ongoing financial and corporate reforms in Korea continue will be
especially important, given that Korea’s International Monetary Fund program will be ending this year.

POSCO.While it has sold some of its holdings in POSCO, the Korean government remains the largest
single shareholder in the company. Further, the company continues to have a monopoly position in the
domestic market for certain major steel products and maintains its power over the distribution sector.

We will seek further information on the (1) elimination of government representation on POSCO’s board
of directors; (2) termination of Korean government involvement in POSCO through full privatization
(including selling shares held by the Industrial Bank of Korea); and (3) implementation of the Korean Fair
Trade Commission’s antitrust recommendations regarding POSCO.

Steel Industry Restructuringln stride with the Korean government’s reform program, the Korean steel
industry is slated for significant restructuring. Under the Korean government’s guidelines for restructuring
of the steel industry, support for selected steel producers that are financially weak, but potentially viable, is
promoted. Support to be offered by a company’s major creditor banks includes conversion of debt into
equity, reductions in interest rates, and new loans. In addition, rationalizing the steel industry by promoting
mergers, acquisitions, liquidations, and plant shutdowns is also encouraged.

We will focus bilateral discussions on (1) which steel companies enter into “support” agreements with
their creditor banks, which creditor banks are involved, and what supports are being offered; (2) the
basis for debt-to-equity swaps in the steel industry, how the swap ratios are determined and exactly
what impact they have on the overall health of the companies; (3) how debt is being restructured or
forgiven as part of the process of mergers and acquisitions in the steel industry, and the effect on
production resulting from mergers; (4) plans for privatizing steel companies brought under the
ownership of the Korean government by conversions of debt into equity, such as Kia Steel; (5) the
relationship of the Korean Development Bank to the steel industry to ensure that it is consistent with
Korea’s obligations under the WTO; and (6) the disposition of steel company debt held by
nationalized banks.

In addition, the Administration will continue to monitor ongoing restructuring in the financial and corporate
sectors, in view of the potential risk that the Korean steel industry could benefit from targeted, industry-
specific, distortionary policies.

Steel Restructuring and an Effective Bankruptcy Systdgbme of several major objectives of the Korean
government'’s corporate reform measures is to improve insolvency procedures. Such improvement would
help facilitate a market-oriented exit system, which would address the problem of steel producers staying in
the market well beyond their financial viability. Although Korea has already modified its bankruptcy laws,
even with appropriate laws in place, the government must refrain from intervening in bankruptcy decisions
for the exit market to function properly.

The Department of Commerce, in consultation with USTR and the Treasury Department, will focus on (1)
the government’s role in bankruptcy and out-of-court workout schemes for steel companies and (2) an
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examination of the workout procedures for steel companies under the Corporate Restructuring Accord,
including deferred payment of principal or interest, interest rate cuts, debt-forgiveness, provision of new
credit, cancellation of existing debt payment guarantee obligations, debt/equity swaps, and the allocation of
any costs to creditors resulting from restructuring.

Brazil

Brazil has made significant strides to increase its market orientation and to enforce its competition laws.
Nevertheless, distortions in the Brazilian steel industry can be linked to a home market protected by
nontariff import barriers, a captive distribution system, and significant cross-ownership among steel
manufacturers which have in the past resulted in price collusion.

Elimination of Cross-Ownershipln May 2000, Brazil’'s Economic Defense Administration Council

(CADE) announced that it would begin investigating whether steel makers had formed a cartel to

coordinate the recently announced uniform price increases of 12—14 percent on certain steel products. This
recent probe underscores the need for the Brazilian steel industry to untangle the web of cross-ownership in
this sector.

The Administration will urge Brazil to expand on the enforcement of its competition laws to prevent price
collusion and other anticompetitive practices in the manufacture and distribution of steel. The
Administration will also urge Brazil to encourage its steel industry to take measures to eliminate cross-
ownership in the Brazilian steel industry and to remove the structural characteristics that facilitate
anticompetitive behavior.

Revocation of Nonautomatic Import Licensing for Steel Produditder Brazil's SISCOMEX

automated import licensing system, licenses for most products are typically obtained within five days.
However, the Brazilian government has made several products subject to a nonautomatic import licensing
system, including steel wire rod and stainless steel. Importers of products subject to nonautomatic licensing
procedures may face significant delays in securing import shipment clearance. In addition to potentially
violating the provisions of the WTO Agreement on Import Licensing Procedures, nonautomatic licensing in
Brazil has been linked to the problem of minimum reference prices, which are also used as a requirement to
obtain import licenses.

In June 2000, the United States began formal WTO dispute resolution consultations over Brazil’s use of a
minimum reference price system for the declared values of imported goods. The Administration will also
seek the removal of steel products from Brazil's list of nonautomatically licensed imports.

Iron Ore and Semifinished Steel Subsidies Monitoring Progra@iven the concerns that have been

raised about potential subsidies to iron ore and slab producers, the Commerce Department’s Subsidies
Enforcement Office will undertake an examination of subsidies to producers in these sectors in Brazil. This
comprehensive examination will be completed within 180 days. If prohibited subsidies are found, the
Administration will immediately begin consultations with Brazil for the elimination of those subsidies. If a
satisfactory resolution is not reached within sixty days, the Administration will then determine whether
additional action is warranted.

Reduction of Import Tariffs and FeedRelatively high tariffs and multiple taxes and fees are an endemic

problem in Brazil that affect imports across the board. We will urge the continued lowering of import
tariffs and fees as part of Brazil's process of general, autonomous trade liberalization.
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New Players: China, Ukraine, and India
China

Through its accession to the WTO, China will be committing to important disciplines on subsidies. Under
the Administration’s China Enforcement Plan announced in May 2000, the Commerce Department has
established a China-specific subsidies monitoring team to help ensure that China abides by its WTO
subsidy commitments. The Administration has encouraged the OECD Steel Committee to organize a
special workshop with Chinese representatives on the state of the Chinese steel industry and has
encouraged China’s observer status in the Steel Committee.

Ukraine

In December 1999, the Commerce Department concluded a memorandum of understanding with Ukraine
offering the same type of technical assistance package currently under way with Russia. Commerce will
tailor the broader program to the specific needs of the Ukrainian government and producers.

India

The Subsidies Enforcement Office will continue to monitor the actions of the government of India, specifically
with respect to practices identified in this report, to ascertain whether subsidies are granted to the steel
industry and to ensure that financing for steel companies is undertaken in a market-driven manner.

Initiate Bilateral Dialogues on Steel with Additional Trading Partners

The President’s Steel Action Program stated that the Administration will launch bilateral discussions with
other countries that have contributed significantly to the steel import surge using information developed
through the Administration’s import and subsidy monitoring programs, and information from U.S.
producers and workers to develop strategies to address specific issues.

The Administration is concerned about imports of steel from Taiwan. Since 1998, Taiwan has been subject to
antidumping investigations on cold-rolled steel, stainless steel plate in coils and stainless steel sheet and strip
in coils. Aggregate imports of steel products from Taiwan have increased dramatically. Imports during 1999
were up 54 percent from 1998 and 328 percent compared to 1997. Imports during the first three months of
this year were up 159 percent compared to the same period in 1999. The Administration is formally
requesting bilateral consultations on steel trade with Taiwan authorities.

Reinvigorate the International
Steel Policy Agenda

Renovation of the OECD Steel Committee

For more than twenty years, the OECD Steel Committee has served as the primary international steel
policy forum. During that time, the structure of the industry and market conditions have changed
considerably. As a result, the committee should be reinvigorated and its operation made more results-
oriented to address the key issues that foster instability in global steel trade.

Article 1 of the October 1978 Decision of the Council Establishing the Steel Committee charged the
committee to seek solutions to the cyclical and structural problems experienced by the global steel industry.
This original goal is still valid and important. In spite of recent constructive efforts on the part of the
committee, this goal is not being fully met.
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In recent years, the Steel Committee has expanded its membership and recruited additional observers such
as Russia, Ukraine, and India; held special seminars on restructuring and assistance to countries of the
former Soviet Union and on nonmember steel industries; agreed to hold a special seminar on China’s steel
industry available to all interested parties and a seminar on steel distribution and the role of e-commerce;
initiated member and observer surveys of trade barriers, subsidies and other measures affecting steel trade;
and, initiated a new industry-based and funded data collection effort. These efforts need to be reinforced
through high level participation, and a more results-oriented structure and process.

We recommend injecting the following elements into the existing OECD Steel Committee to render it more
effective.

Increase the Level of Participation in OECD Steel
Committee Meetings

The OECD Steel Committee now meets twice a year. The meetings are comprised of career, mid-level
government officials frequently accompanied by steel mill and union representatives. In order to bring
policy weight to the discussions and to make them more results-oriented, the committee should be attended
by representatives from each government who are of a higher rank and can speak definitively on behalf of
their governments on steel matters.

Quiality, Relevance, and Timeliness of OECD Steel Data

The Steel Committee needs to gather relevant steel market information in a more timely fashion and focus
itself on more current events and trends. The current statistical program of the committee should be
improved and expanded to collect data that is significantly more timely and relevant.

All participating countries should increase the frequency and relevance of steel data collection and
evaluation. As a first step, every member and observer country should survey market indicators relevant to
steel and itemize which are available on a weekly, monthly and quarterly basis. The United States and
Canada have each devised their own approaches to improving the timeliness of steel import data. Each
member country should explore the method which best suits its collection system. These data must be
fashioned into a coherent, timely and relevant body of information subject to serious discussion by the
senior delegations subsequent to commentary and analysis by a panel of private sector experts and the
committee secretaridtssistance should be provided to members or observers, as needed, to improve data
guality and timeliness.

These government analyses should be supplemented by industry-produced reports for the steel industry as a
whole and by appropriate product category, as was agreed in broad principle in Paris at the May 2000
OECD Steel Committee meeting. Work on the essential details of such industry-produced reports is

ongoing, and the United States must continue to ensure that potential antitrust concerns be met by avoiding,
inter alia, the creation of short-term market forecasts.

Reinvigorated Agenda for the OECD Steel Committee
Committee meetings need to be more results-oriented and relevant to current global steel issues. Working
groups should be established on specific issues. Low priority programs should be eliminated to free up
resources for new initiatives. The United States will request that the OECD Steel Committee place a
particular emphasis on the following items on its agenda.

* Market reforms of the steel industries in Russia and UkraineBuilding upon the seminar conducted
by the committee in November 1999, concrete initiatives should be developed to coordinate multilateral
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government and private sector assistance to implement market reforms of the steel industry in Russia
and Ukraine. The Committee should convene a meeting of experts from member states and international
organizations to discuss how broader assistance programs can be focused on the market reforms of the

steel industry in Russia and Ukraine.

» Elimination of formal and informal import barriers to steel. Despite substantial strides in reducing
barriers to imports, there continue to be significant barriers remaining, including market sharing
arrangements among companies, high tariffs and import fees, and nontransparent certification and
import requirements. The Committee should analyze these barriers as they pertain to steel trade and
make specific recommendations to members regarding their findings.

» Examination of the role of trading companies and steel distributors in global steel trad&he
OECD should conduct a study and establish a dialogue at the committee’s meetings to increase the
understanding of steel distribution and trading in OECD and non-OECD countries. The topics could
include (1) the role of trading companies, (2) the role of service centers in key markets, and (3) the
difference between traders that hold inventory and those that do not.

In addition, the United States will request that the OECD Steel Committee place the following item on its
agenda.

Examination of Official Export Credit Financing for Steel
Projects and the Impact on Steel Overcapacity

Although official export credit support for steel projects has declined in recent years, such financing
can contribute to global overcapacity. Accordingly, the United States will ask that the Steel
Committee review the impact of official export credit financing on steel overcapacity and consider
whether a request should be made to the OECD Working Party on Export Credits and Credit
Guarantees that it limit official export credit support for projects that substantially increase global
steel capacity.

Restrict Government and Multilateral Development Bank
Lending on Expanded Steel Capacity

The President’s 1999 Steel Action Program set forth a commitment to oppose international financial
institution lending that increases subsidized steel production. We continue to be concerned about
government intervention and support for the creation of additional steelmaking capacity around the world
despite the mature condition of the global steel industry. Such programs contribute to the expansion of
economically unjustifiable global steel capacity.

To address these concerns, we recommend the following actions to restrict government and multilateral
development bank financing for projects which substantially increase global steel capacity.

Seek a Moratorium on Multilateral Development Bank
Lending that Substantially Increases
Overseas Steel Production

The U.S. government will seek a moratorium on lending by the multilateral development banks for projects

that substantially increase steel production capacity overseas. Exceptions to this policy may be made in the

case of projects in the least developed countries (as determined by International Development Association-
only eligibility in the World Bank}.In implementing this moratorium, we will take into account the U.S.
policy of encouraging privatization of state-owned steel mills, provided that no government subsidies are
involved in the privatization.
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Urge Ex-Im Bank to Revise its Economic Impact
Procedures for Steel Projects

Currently, the Export-Import Bank of the United States (Ex-Im Bank) assesses whether its loans and
guarantees are likely to cause substantial direct injury to U.S. industry, and is required by law not to extend
such support if it would have a net adverse economic impact on U.S. production and employment. Because
of the chronic overcapacity in the global steel industry and the historic levels of injurious dumping and
subsidization that have occurred in steel trade, the Commerce Department, in its capaaffico

member of the Board of Directors of Ex-Im Bank, has urged Ex-Im Bank, in consultation with interested
U.S. government agencies, to revise its economic impact procedures to give greater consideration to these
factors and to the views of industry. Commerce has also urged Ex-Im Bank to share sufficient information
in a timely manner to prepare a comprehensive analysis and discussion of financing requests.

Promote Market-Oriented Financial
Systems in Major Steel-Producing
Countries Through Complementary Measures

A wide range of factors contributed to the sharp rise in steel exports to the United States in 1998. Foremost
was the 1997-1998 financial crisis that spread through Asia and that caused severe economic downturns in
many countries. The situation has greatly improved: Many countries have seen economic recovery and a
return to financial stability. To prevent and respond more effectively to potential future financial crises, the
Administration initiated a broad-based effort to strengthen the international financial architecture. Through
the international financial institutions and other international bodies, the Treasury Department and U.S.
regulatory agencies have been working to promote stronger and more resilient market-oriented financial
systems around the world.

In this context, the Treasury Department will continue to actively encourage other countries, including the
major steel-producing countries, to implement policies and practices to increase transparency, enhance
disclosure, improve accounting standards, develop risk management, strengthen supervision, establish
effective insolvency regimes, and strengthen corporate governance. While not part of the trade remedy
process, these efforts can be viewed as important complementary measures to address weaknesses in
financial systems that have the potential to destabilize international markets and adversely affect trade in
goods, as was seen in the case of steel.
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Rolled Steel: Structural Transformation Masquerading as Import Crisis,” attachment to an April 11, 2000 Letter from
William H. Barringer, Willkie Farr & Gallagher, to Roland L. MacDonald (Director for Policy and Analysis, Import
Administration, International Trade Administration, U.S. Department of Commerce, 1, 23-24.

67. The decline in import prices of hot-rolled steel from Brazil did not get underway until the spring of 1998,
several months later than the price declines from Russia and Japan.

68. ITC,Certain Hot-rolled Steel Products from Jap®ublication no. 320@Nashington D.C., June 1999), 15.

69. Based on Number 1 Heavy Melt Steel (Pittsburgh) scrap prices for 1997 and 1998. The 40 percent reduction in
1998 scrap prices mentioned earlier (supra note 66) is based on a comparison of January 1998 and January 1999 prices
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that Nucor’s raw material costs were little changed during 1998. For example, Nucor notes that “[t]he average price of
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72. The ITC staff report for Certain Hot-Rolled Steel Products at page V-1 notes that U.S. producers reported that
raw material costs account for about 50 percent of the cost of hot-rolled steel products. According to the
guestionnaire responses received by the ITC between January 1996 and December 1998, prices for iron ore, the
principal raw material for BOF steel making, declined only slightly while prices for scrap, the principal raw material for
EAF steel making, were “more volatile.” However, the ITC staff report does note that “most U.S. producers reported
that changes in raw material costs have had no impact on their sales prices for hot-rolled carbon steel products, and
that prices are based largely on market demand factors.” In fact the Commission itself stated in its determination that
the falling domestic prices in 1998 were not simply the result of falling costs since the decline in the unit cost of
goods sold by domestic producers was “dwarfed by the decline in the domestic industry’s average unit values.”

Causal Relationship Between Scrap and Steel Prices

A number of statements by industry members and analysts illustrate that complexities behind the correlation
between scrap and steel prices.

Peter Marcus (Managing Partner, World Steel Dynamics), in “How Do Scrap Prices Compare with Mini-mill
Stocks,"Weekly Steel Prospectivdugust 12, 1999, accessed frémerican Metal MarkéeiVeb site on July 3, 2000,
noted that “[s]crap prices tend to be high when apparent demand for steel is high.”

Vice President of marketing and sales at Midrex Reduction Corp. Frank Griscom Il stated, “[S]crap and steel
prices now often move independently,” as quoted in Tom Bagsarian, Craig Woker, Mike Greissel, and Adam Ritt,
“Riding the Market’s Roller CoasteifNew SteelJanuary 1999, accessed on May 4, 2000.

Vice President of purchasing and transportation at GS Industries Ron Mulhauser, said, “As the global
steel-product-market recovers, [U.S.] scrap exports will increase, and prices will recover for scrap and substitutes,” as
guoted in Tom Bagsarian, Mike Greissel, Adam Ritt, and Craig Woker, “Tough Times for AlternativéNieanSteel
July 1999, accessed on June 6, 2000.

El Hoeffer, “A Sea Change in the Metallic Marketdgw SteelJanuary 2000, accessed on June 12, 2000. “In the
past, the level of domestic steel production drove the domestic scrap market: Scrap supply simply responded to
steelmaking demand. Although domestic steel production remains the primary driver in this market, other factors,
especially the strength of the U.S. dollar and the stability of foreign economies, now are major considerations.”

Joseph A. Rooney (Rooney Associates Inc.), “Scrap Tags on Rise or Have They Capped?” from International
Scrap Special Issue Afmerican Metal MarketMay 31, 2000, accessed on June 6, 2000.

Continued good production should have worked down the scrap inventory, and
buying should be ready to resume. As buying resumes, will prices pick up where they
left off and continue to ramp up, or have new forces come into play that have possibly
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capped the price of scrap at least for the short term? ...While not all agree with the
numbers, we are at an apparent steel consumption level of about 125-million tons,
which is an indication of a very healthy steel industry at least from a demand and
production point of view. In the past, this would have been a signal for escalating
scrap prices. However, right now, there are a number of adverse forces working
simultaneously to suppress the price of metallics. In addition, it is reported that
traditional scrap supplies are abundant. The U.S. prices as reported in AMM have
been flat, and European Union ferrous scrap exporters are reporting a prolonged lull in
business.

Michael Marley, “Traders Seen More Optimistic About Ferrous Market,” from Ferrous & Nonferrous Scrap
Special Issudmerican Metal MarketNovember 16, 1999, accessed on June 12, 2008 .scrap market has turned
around, said one Midwest scrap industry executive, because the steel market has improved.”

Walter Carter (DRI/McGraw Hill), “Sluggish Outlook for Many Steel Sectors,” from Special Issura@ican
Metal Market January 3, 1997, accessed on June 12, 2000. “In the longer term, scrap prices will be pushed up by the
growing demand for high-quality scrap, but restrained by low steel prices, expanding supplies of DRI products and
pig iron supplies from both the domestic and world market.”
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hot-rolled steel and in support of the petitions. In addition, Nucor, along with two other mini-mills, Chaparral Steel,
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Germany, Japan, Korea, and Spain. In its preliminary determination, the ITC found no injury from imports of structural
beams from Germany and Spain.
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75.1d.

76. Chief Economist for General Motors, Dr. G. Mustafa Mohaterem, Ph.D. conversations with DOC officials,
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77.1d.

78. “GM Strike Could Impact Third QuarteiVletal Center News Onlindugust 1998, accessed on November
11,1999.

In the cold-rolled steel investigations, the ITC determined that the GM strike contributed to the price declines in
cold-rolled steel. The relatively larger share of cold-rolled steel purchases in GM’s overall purchases (80 percent of
GM'’s purchases are cold-rolled or corrosion-resistant steel) may explain the very different weight given to the GM
strike by the ITC in its injury analysis in the cold-rolled investigation versus its analysis in the hot-rolled steel
investigation. See ITQertain Cold-rolled Steel Products from Argentina, Brazil, Japan, Russia, South Africa, and
Thailand,Publication no. 328@Nashington D.C., March 2000), 23—-24.

79. According to Dr. G. Mustafa Mohaterem, Ph.D., Chief Economist for General Motors, steel purchases by the
U.S. operations of GM and its suppliers declined by approximately 620,000 MT as a result of the GM strike in mid—
1998. He estimates that only about one-third of this loss was recovered through increased purchases after the strike,
leaving U.S. steel mills with a permanent loss of roughly 400,000 MT.

80. In addition, the effects of the fifty-four-day strike at GM in mid—1998, were reportedly offset to some degree
by various other factors including (1) electric-power outages in the Midwest and the mid-Atlantic that decreased
steel production for some producers regardless of the strike; (2) a backlog of orders during the early part of the strike;
and (3) an expected two-week production outage at GM that was scheduled to take place during the same period as
the strike. See “GM Strike Could Impact Third Quartbtgtal Center News Onlindugust 1998, accessed on
November 11, 1999. See also “GM Strike Ends; Flat-Rolled Concerns PéltsistSteelSeptember 1998, accessed
on September 1, 1999, citing statements of Kenneth Hoffman, a Prudential Securities analyst.

81. ITC,Certain Hot-rolled Steel Products from Jap®ublication no. 320@Nashington D.C., June 1999), 16.

82. Father Hogan and Frank Koelble stated that the GM strike played only a minor role in the steel crisis of 1998.
Director of Fordham University’s Industrial Economic Research Institute Father William Hogan and associate director
Frank Koelble, phone interview, May 23, 2000.

83. Based on confidential discussions between Department of Commerce officials and industry representatives
and review by Commerce Department officials of proprietary information.

84. “Nucor-Yamato, Northwestern, Chaparral plan to file trade chissy'SteelMay 1999, accessed February 21,
2000.

85. A concurrent subsidy case against Brazil was also affected by the negative ITC determinations.

86. In making its determination of “no material injury by reason of subsidized and LTFV [dumped] imports” the
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ITC considered numerous factors. One particularly significant factor was the issue of captive production. The
domestic industry had argued that the portion of its production that was sold to joint ventures (for which the original
producer had a stake) and other related entities should be considered “captive production” as per 19 U.S.C. section
1677(7)(C)(iv) and not be considered in determining market share and the factors affecting financial performance. The
ITC rejected this claim. The inclusion of this “captive production” in the ITC’s analysis increased the size of the U.S.
cold-rolled steel market and so, greatly reduced the calculated market share held by imports. The “diminished”
presence of imports in the U.S. market, in turn, resulted in diminished import effects throughout the remainder of the
ITC’s analysis.

Other conditions of competition the ITC used in making its “no injury” determination include (1) strong demand
for cold-rolled steel products throughout 1996-1999, (2) lack of substitutability, (3) the importance of non-price
considerations to purchasers, particularly long-term contract sales to large end users like automakers, (4) the
dominance of the U.S. market by domestic steel producers, (5) domestic production capacity increases during 1996—
1999, (6) lack of competition between imports and domestically produced products due to a large volume of internal
transfers and contractual sales, (7) hot-rolled, cold-rolled, and galvanized prices have tended to track each other
closely over time, (8) significant productivity gains by U.S. producers, and (9) the existence of an agreement between
the United States and Russia signed on July 12, 1999, which limits imports of cold-rolled steel to half the level of 1998
imports. With respect to the price effects of cumulated imports, the ITC determined that while underselling existed
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determined that the decline in domestic prices in 1998 and 1999 reflected a number of competitive conditions in the
market and that the contribution of the relatively small volume of subject imports in the overall U.S. cold-rolled market
was not material. The two most important factors the ITC considered in this regard were the increased competition
from U.S. mini-mills, which were enjoying a competitive advantage due to declining scrap prices, and the strike at
General Motors Corp. (GM) that lasted from June 5, 1998 to July 30, 1998, which resulted in 685,000 net tons of flat-
rolled steel products (mostly cold-rolled and galvanized) not being purchased by GM or its suppliers.

87. See ITCCertain Cold-Rolled Steel Products from Argentina, Brazil, Japan, Russia, South Africa, and
Thailand Final ReportPublication no. 3283 (Washington D.C., March 2000), 23. As discussed previously, the ITC
did not apply the captive production provision of the law in making its cold-rolled determinations and compared cold-
rolled steel imports to both domestic merchant sales, domestic sales to related companies and joint ventures for
further processing, and internal transfers for further processing within the company. The ITC’s decision meant that
cold-rolled imports were examined within the context of this larger universe which diminished the impact of imports in
the ITC’s analysis.

The relatively large share of cold-rolled steel purchases in GM’s overall purchases may explain the very different
weight given to the GM strike by the ITC in its injury analysis in the cold-rolled investigation versus its analysis in
the hot-rolled steel investigation.

88. Various other factors, outside the GM strike, including continued streamlining of purchasing by
manufacturers and GM'’s new joint venture regional steel distribution center, were also cited as reasons for the
struggling of such firms See Timothy W. Triplett, “Trends in 1998 Point to Tougher 19883t Center News
Onling December 1998, accessed on November 19, 1999.

89. In the ITC's injury investigation on cold-rolled steel, 10 of 19 U.S. steel producers and 20 of 33 importers
reported that the GM strike had a significant effect on the cold-rolled market in 1998, temporarily reducing demand
and causing an oversupply of cold-rolled products. See CE@ain Cold-Rolled Steel Products from Argentina,

Brazil, Japan, Russia, South Africa, and Thailand Final Reftlication no. 3283 (Washington D.C., March
2000), 24.

90. Christopher Plummer, managing director of Feronomics, Inc. in “Hartquist, Importer Spar Over Specialty
Imports at Forum,New SteelMay 1998, accessed on May 6, 2000.

The same sentiment was echoed by others in the industry. “It's a strange market,” says Fred Mason, general
manager at Stainless Sales Corp., Chicago. “There’s a huge demand and an even bigger supply. But prices are down.”
“It's a sad story. Profits and margins are down, but consumption of stainless is good,” concurs James Norton,
president and chief operating officer, Washington Specialty Metals, Buffalo Grove, lll. Norton chairs the specialty
metals division of the Steel Service Center Institute, Cleveland.” “Actually, the market is at record-high levels,” says
Gene Salvadore, president and chief executive officer of J&L Specialty Steel. “Without imports, U.S. producers would
be able to meet all domestic demand, but imports have driven domestic producers to reduce their prices.” See Victoria
Vass, “Stainless Market: Sparkling Demand Dulled by Weak PricMgtal Center News Onlinduly 1998, accessed
on November 22, 1999.
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quarterly rate for the third quarter of 1997 and the third quarter of 1998 also shows a 32 percent depreciation of the
won against the U.S. dollar. Because Korean steel producers import significant amounts of dollar-denominated
inputs, the effects of the depreciation are offset somewhat by increased raw material costs in won terms.

92. ITC,Certain Stainless Steel Sheet and Strip from France, Germany, Italy, Japan, The Republic of Korea,
Mexico, Taiwan, and the United Kingdom FirRliblication no. 3208 (Washington D.C., July 1999), 17.
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argument made by some observers that Japanese or Russian mills were out of touch with the market conditions in the
United States, this service center stated in its questionnaire response that “the idea that foreign producers ... are not
wise to the [U.S.] market is nonsense.”

98. The Japanese trader provided a hypothetical example. Assume that a U.S. customer places an order for
Russian steel in January and agrees to pay the prevailing spot market price of $350/ton. At the same time, Japanese
steel was being offered at $400/ton because of its higher quality. The customer takes delivery of the Russian steel in
April and pays the Russian price of $350/ton. Assume that the market has collapsed over the succeeding four months
and that both Japanese and Russian spot prices drop by $40/ton. In April, the customer places a second order of
steel, this time for Japanese steel, and agrees to pay the April Japanese spot price of $360/ton. Thus, if the customer
compares the January Russian spot price (which was actually paid to the trading company upon delivery in April) to
the April Japanese spot price, it may appear to the customer that Japanese steel is being offered at Russian prices.

99. George Mcmanus, “Steel Imports: Do We Need a New Appro#rain?dnd Steel Enginegduly 1999, 56.

100. President of Acme Steel Jim Howell, conversation with Department of Commerce officials, “Town Hall
Meeting,” March 29, 2000, Riverdale, lllinois.

101. 1d.
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Steel Plate in Coils from the Republic of Karéd FR 15530 (March 31, 199®)late in Coilg; Final Affirmative
Countervailing Duty Determination: Stainless Steel Sheet and Strip in Coils from the Republic pbMdfBa
30636 (June 8, 1999%kheet and Strjp Final Affirmative Countervailing Duty Determination: Certain Cut-to-

Length Carbon-Quality Steel Plate From the Republic of K@é#&R 73176, 73178 (December 29, 19€3jt{to-
Length Platg; Final Affirmative Countervailing Duty Determination: Structural Steel Beams from the Republic of
Korea, (June 26, 2000).

In 1999, the Court of Appeals for the Federal Circuit ruled that the Department of Commerce’s 1992 investigation
lacked sufficient evidence to show that the Korean government directed credit specifically to the Korean steel
industry through private commercial bank& Steel Corp v. United Statd$92 F.3d 1367. However, in subsequent
investigations the Department of Commerce reexamined these practices in light of the Court’s decision, and
concluded on the basis of additional information that the steel industry did in fact benefit from government
involvement in the financial sector prior to 19%2eFinal Affirmative Countervailing Duty Determination: Certain
Cut-to-Length Carbon-Quality Steel Plate From the Republic of KéreRR 73176, 73178 (December 29, 1999)
(Cut-to-Length Platg Final Affirmative Countervailing Duty Determination: Structural Steel Beams from the
Republic of Korea(June 26, 2000). In the other investigations, the Commerce Department also determined that loans
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provided after 1991 by domestic banks, both private and government owned, constituted countervailable subsidies
to Korean steel companies.

28. KOSA,1998 Yearboagk286—-287; CMA-Korea, “Steel Financial Ratios.”

29. Debt-to-equity ratios for USX, Bethlehem Steel, National Steel, LTV, and Nucor (top 5 U.S. producers of raw
steel in 1998) from public financial statements.

30. International Monetary FundJlocation and Financial Crisis in Korea, IMF Working Pa#9/20
(Washington, D.C., February 1999), 9.

31. Organization for Economic Cooperation and Developn@miference on Corporate Governance in Asia: A
Comparative Perspective, Corporate Governance in K¢&mul, March 3-5, 1999), Chart |-4.

32. Averages for electric arc furnace producers are Homea Iron & Steel Association Yearbook, 1998
excerpted for CMA-Korea, “Steel Financial Ratios.”

33.Korea Iron & Steel Association Yearbook, 1988cerpted for CMA-Korea, “Steel Financial Ratios.”

34. These are Sammi Steel, Kia Steel, Hwanyung Steel, and Shinho.

35.Korea Iron & Steel AssociaticendPOSCO Research Instityi@formation translated and excerpted for
CMA-Korea, “Follow-up Questions Two.”

36. Organization for Economic Cooperation and Developraesi, and the Global Crisis — The Industrial
Dimension(Paris, 1999), 74.

37. Organization for Economic Cooperation and Developn@#aGD Economic Surveys: Korea (1997-1998)
(Paris, 1998), 83.

38. Organization for Economic Cooperation and Developraesi, and the Global Crisis — The Industrial
Dimension(Paris, 1999), 69-74.

39. Russ McCulloch, “Korean Banks Step in to Help Samitétal Bulletin July 2, 1992.

Nine Korean banks are this week due to begin disbursing some 132bn won ($167m) in
emergency loans to help the Sammi group of companies out of their financial trouble...
The Korea First Bank, Sammi Steel’'s main creditor bank will extend the largest single
portion of the new loans with 40bn won, followed by the Korea Development Bank
with 30bn and the Commercial Bank of Korea with 20bn. (21)

40. John Burton, “POSCO Pins its Hopes on IMF: Steelmaker needs freer Hlaméjhancial TimedNov. 27,
1999.

The initial government response was to press state-run Pohang Iron & Steel (POSCO),
Korea’s dominant steel company and the world’s largest in terms of production, to help
rescue its bankrupt rivals...The forced intervention of POSCO worried investors, who
feared that the spree of acquisitions would burden the steelmaker with unwanted
facilities. Credit-rating agencies threatened to downgrade POSCO if the deals were
concluded. (27)

41. Organization for Economic Cooperation and Developn@mtference on Corporate Governance in Asia: A
Comparative Perspective, Corporate Governance in K¢emul, March 3-5, 1999), Table IV-1.

42. Michael Schuman, “South Korea Risks Deepening Crisis As Ailing Firms Cling to Old PaftémgVall
Street JournglMarch 13, 1998, 1. “Like many other victims of the financial turmoil, Kia is benefitting from Korea’s
lingering willingness to allow financially troubled major companies to carry on indefinitely.”

43. CMA-Korea, “Steel Questions Four.” Includes finished steel for companies that do not make crude steel.

44, Collier Bankruptcy Manual, 3rd ed., Vol. 1, section 364.01-364.07 (2000).

45. Hanbo'’s hot-rolled mill did, however, shut-down in July, 1998.

46. Michael Schuman, “South Korea Risks Deepening Crisis As Ailing Firms Cling to Old PaftémgVall
Street JournalMarch 13, 1998, 1.

47. POSCO, the only integrated steel producer in Korea, remained healthy during the financial crisis of 1998.
Despite a colossal drop in domestic demand, POSCO increased its relative share of the domestic steel market.

48. The information in the text box was derived from the following sources: “POSCO Keeps the Momentum
Going,” Metal Bulletin MonthlyFebruary 1998; Hannuri Investment & SecuritR®SCO (0549.KS) —Up-shifting
Earnings MomentunB81 May 1999.

49. Korea Fair Trade Commissialnint Anti-Competitive Activities of 11 Scrap Demanding Companies and
Korea Iron and Steel Association: Decision No. 98-@N8vember 24, 1998). [Hereinafter KFTOvember 1998
Report] The report investigated anticompetitive practices in the steel sector from April to October of 1998. See also
Government of Korea March 9, 1999, response to USTR questions.

50. According to the KFTGlovember 1998 RepoROSCO holds 70 percent of the hot-rolled steel, cold-rolled
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steel coil, electrically galvanized plate and wire rod markets, as well as 60 percent of the heavy and thick plate market.
POSCO also leads the zinc-coated steel sheet market with a 50 percent share, and a 24 percent share of the tin-coated
steel sheet market, surpassed only by Dongyang Tinplate Corporation which holds a 40 percent <. See

Korea, “Part 1. Steel Producers.”

51. KFTC,November 1998 Report

52.1d.

53. Government of Korea March 9, 1999, Response to USTR'’s Questions.

54. KFTCNovember 1998 Repofor restricting its sales outlets from handling competing companies products,
POSCO was fined 1.64 billion won. The KFTC also found unlawful unfair joint activities of the tin-plated and other
flat steel companies, including Posteel, Dongbu Steel, Dongyang Tin Plate and Shinhwa Industries. According to the
KFTC, these companies “restrict competition in the market for their products by deciding through agreement ... the
selling price for tin-plated flat steel, freight charged to customers’ location, and their respective market shares.”
Posteel was fined 3.3 billion won for these activities. In addition, along with Union Steel and Dongbu Steel, POSCO
was found to restrict competition in the color coated steel market by agreeing to and carrying out a 19.5 percent price
increase in unfair joint activities. The fine for POSCO was 115 million won. POSCO's total fines came to about $3.5
million, at the existing exchange rate.

55.Korean Government Response to USTR's Questigmd 1999. The policy of setting artificially low hot-
rolled coils prices was officially discontinued in 1999.

POSCO has been able to maintain its profitability despite the influence of the government in setting low prices
for some products. In 1998, for example, while most Korean steel producers were struggling with huge debt burdens
and were close to collapse, POSCO recorded more than $800 million in profits out of $7.9 billion in sales, an
astounding profit margin of more than 10 percent during Korea’s worst post-war economic crisis. As explained above,
POSCO’s dominant position in the domestic market gives the company a solid and reliable sales base.

POSCO'’s success during the crisis can, in part, be explained by the company’s excellent balance sheets—the
company has a very low debt burden and excellent cash flow. Moreover, during 1998, POSCO's exports, which
increased by approximately 14 percent from 1997, resulted in higher won-denominated earnings given the 32 percent
depreciation of the Korea won. Further, according to one report, the company’s foreign currency based revenues
exceeded its raw material import costs. This report also explains that this was one reason how POSCO could maintain
its operating profit at a time when international steel prices were collapsing and domestic demand had nearly
evaporated. Hannuri Investment & SecuritR®SCO (0549.KS) -- Up-shifting Earnings MomentainMay 1999.

56. POSCO determined domestic prices for some products with reference to the price of imports. Since imports
were subject to import duties, POSCO set its domestic price in Korean Won to compete with the duty-inclusive import
price. However, for domestic customers purchasing some products to be further manufactured for export, POSCO set
the local export at slightly below the duty-inclusive import price because such imports were eligible for duty
drawback. Seé4 FR 30636, June 8, 1999. More information on this system and Department of Commerce cases in
which it was discussed, is available from “Subsidy Programs Investigated by DOC.” http://www.ita.doc.gov/
import_admin/records/esel/; Internet. The three-tiered pricing structure is also discussed in Korean Government
Response to USTR’s Questions. April 1999.

57. KFTC,November 1998 Repoitloreover, the recent acquisition of shares in the sales outlets by POSCO has
meant that the company’s power over distributors has become even stronger, which may further restrict new entrants
and competitors from entering the market.

58. “POSCO Struggling to Cope with Challenges at Home, Abrdéd, Korea HeraldNovember 23, 1998.

59. Government of Korea March 9, 1999, Response to USTR'’s Questions.

60. “S. Korea Cautions Business on Expansiovistiial Steel NewsOctober 16, 1997 Web site available from
http://www.Virtualsteel.com; Internet, accessed February 8, 2000. Oh Kang-hyun, then-Korean Deputy Minister for
International Trade, noted that the South Korean Government had repeatedly expressed its “hope and desire” that
Hyundai would not enter the steel business. “Hyundai wanted to build an integrated steel mill which would have
competed with POSCO's position of being the only integrated steel mill in Korea. Samuel Len, “Steel Firms to Face
Stiffer Competition,"Korea Herald January 10, 2000 “Hyundai’s aspirations to secure its own steel supply has been
blocked by a government that has been touting a small-business strategy.”; Yoo Cheong-mo, “Presidential Hopefuls
Advocate Free MarketRorea Herald July 23, 1997 [Kim Dae-jung criticized] the government’s opposition to
Hyundai’s entry into steel-making business; Lee Kap-soo, “Hyundai to Introduce Technology for Construction of
Steelworks in Hadong from Germany or Jap#&mfea Herald October 29, 1997 “[Hyundai’s steel] project, however,
is expected to face serious difficulties as the government objects to Hyundai's latest move, citing concerns over a
possible glut in steel supply.”
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61. Catholic University of Korea Professor Mahnsoon Kwack, and Associate Professor Dong Joon Min,
interview by Department of Commerce analysts, November 17, 1999, Catholic University of Korea offices, Seoul.

62. KFTC,November Repart

63. POSCO’s domestic sales figures derived from Government of Korea March 9, 1999, Response to USTR's
Questions. Percentages derived for all other Korean producers domestic sales of domestic production is a function of
(POSCO's domestic sales/domestic sales of domestic production). Domestic sales of domestic production is a
function of (all producers production of finished steel - exports of finished steel). Domestic production of finished
steel data from CMA-Korea, “Part 2: The Steel Market and Market Trends: Table 2-1.” Exports of finished steel data
from Metal Bulletin Research, MBRyofile, 93.

64. CMA-Korea, “Steel Questions Four, Part 3.”

65. Figures derived from CMA-Korea, “Part 2: The Steel Market and Market Trends: Table 2-6.”

66. POSCO export figures from Government of Korea March 9, 1999, Response to USTR’s Questions; data for all
other Korean producers derived from Global Trade Information ServicedMortd, Trade Atlas: Korea CD-Rgm
(June 1999) [Hereinafter GTIS, WTA-Korea].

67. Korean exports of plate to the U.S. increased by over 313,000 tons from 1997 to 1998. It appears that over 80
percent of this increase was exports of plate by Dongkuk. Government of Korea March 9, 1999, Response to USTR’s
Questions.

68. CMA-Korea, “Steel Market and Market Trends: Part 2.2: Domestic Demand, Table 2-4.”

69. Imports of finished steel fell from 5,667 thousand MT in 1997 to 1,980 thousand MT in 1998. Data adapted
from Korea Iron & Steel Association, POSCO Research Institute and Korea International Trade Association for
CMA-Korea, “Steel Market and Market Trends: Table 2-4.” Foreign producers’ import penetration (imports as a
percent of apparent consumption) for finished steel declined from 15 percent in 1997 to 8 percent in 1998. Compiled
from CMA-Korea, “Steel Market and Market Trends: Table 2-4.”

70. Exchange rate comparison made on a yearly average. Figures obtained from Federal Reserve Statistical
Release H:10, available from http://www.bog.frb.fed.us/realeases/H10/hist; Internet, accessed May 18, 2000.

71. It's important to note that while Korean finished steel exports to the United States rose by 152 percent in 1998
compared to 1997, U.S. steel imports from Korea rose by 109 percent in 1998 compared to 1997. One of the major
sources of such a difference would be the amount of time it takes for the product to be shipped to the United States.
In other words, some steel exports that were shipped in 1998 would be counted as U.S. imports in 1999; thus, the
export surge and import surge numbers are somewhat different. GTIS, WTA-Korea.

72.1d.

73. Korea’s exports thus became much more competitive, offsetting some of the loss in domestic demand.
According to Bank of Korea information cited in the CMA-Korea, “The Steel Market and Market Trends,” the
average exchange rate for 1998 was Krw1398.9/1USD. The average exchange rate for 1997 was Krw951.1/1USD. This
represents an average depreciation for the Korean won of 32 percent against the US dollar. At the same time, Korea’s
total exports of goods and services increased by 13 percent in volume terms in 1998. International Monetary Fund,
IMF Staff Country Report No. 00/11: Republic of Korea: Economic and Policy Develofdiastsngton, D.C.,

February 2000), 16.

74. Korea Iron & Steel Associatiodprean Steel Industry Outlook for 1999: Declining Steel Exports in ‘99
Amidst Rebound in Domestic Dema¢&koul, April 1999), 23.

75. CMA-Korea, “Steel Market and Market Trends: Part 2.2: Domestic Demand.”

76. Ibid., at table 2.1.

77. Korea Iron & Steel Association, information translated and excerpted for CMA-Korea, “Follow up Questions

78.1d.

79.1d.

80. GTIS, WTA-KoreaWhile the volume of Korean exports might be expected to increase substantially due to
the decline in domestic demand and the sharp depreciation of the won, to some extent these effects would be offset
by the fact that the Korean steel industry relies a great deal on imported raw materials, which are often priced in U.S.
dollars. As an importer of raw materials, Korean producers would face significant increases in the won-denominated
cost of these imports, to the extent that they were priced in U.S. dollars or were sourced from countries unaffected by
the region’s financial crisis. These more costly won-denominated raw materials would thus offset some of the
advantage gained from the Korean won'’s depreciation.

81.1d.

82. Seenttp:/lia.ita.doc.gov/stats/caselist.txt; Internet.
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83. U.S. Department of Commerce, Import Administration Steel Import Monitoring Program. Figures based on
data provided by the U.S. Department of Commerce Bureau of the Census.

84.1d.

85. Indonesia, Malaysia, Singapore, and Thailand

86. According to Bank of Korea information cited in the CMA-Korea, “The Steel Market and Market Trends,” the
average exchange rate for 1998 was Krw1398.9/1USD. The average exchange rate for 1997 was Krw951.1/1USD. This
represents an average depreciation for the Korean won of 32 percent against the US dollar.

87. CMA-Korea, “Steel Questions Four.” Note that these value percent increases will be higher than percent
increases in volume terms. This is the because the depreciation of the won would by itself increase the won-
denominated revenue earned on foreign currency sales. Notwithstanding this, even the volume increase was
significant for these producers. For example, Dongkuk’s exports of plate increased from about 151,000 in 1997 to
about 869,000 MT in 1998, an increase of over 475 percent. The company’s rebar exports increased even more during
the same period, by about 680 percent, in percentage terms. Hannuri Investment & Séduniihdls—

Turnaround in Sight30 July 1999. Hanbo's exports also surged, from 354,000 MT to 631,000 MT, or almost 80
percent. Government of Korea March 9, 1999, Response to USTR’s Questions.

3.4 Brazil

1. Conselho Administrativo de Defensa Economica (CADE) Report, Administrative Proceeding No. 08000.015337/
94-48. [Hereinafter CADE Report]

2. For example, Brazil's largest steel producer, CSN, stated in its 1998 annual report filed with the U.S. Securities
and Exchange Commission that Brazilian home market steel prices historically are higher than those in the export
market. See Securities and Exchange CommisSiBN,s 1998 Form 20-F Filing6.

3. Instituto Brasileiro de Siderurgia (IB®)nuario Estatistico: Brazil Steel Databo(Rio de Janiero, May,

1999), 1/7 and 1/8. [Hereinafter IBSuario Estatisticp

4.1d.

5.Brazil Country Market Analysj$Hereinafter CMA-Brazil]

6. CADE Report, 17.

7.1d. U.S. Embassy officials in Brasilia have reported to the Department of Commerce that the companies have
appealed CADE's finding to the Brazilian federal courts. They have not paid the fines imposed by CADE, pending the
appeal.

8. It is interesting to note that price increases for automobile assembly plants did not increase by the same high
percentages, nor at the same rapid pace, as those to other customers. This is due largely to the automobile plants’
larger collective bargaining power.

9.1d.

10.1d.

11. “DCR Assessment Finds The Brazilian Steel Industry Poised for Change,” PRNewswire, May 11, 1999.

12. CADE Report, 12.

13. “DCR Assessment Finds The Brazilian Steel Industry Poised for Change,” PRN Newswire, May 11, 1999.

14. CADE Report, 20.

15. See Chart 3—19 in the Japan section of this chapter.

16. At the same time, opinions regarding the degree of competition that exists among Brazilian producers in the
domestic market are not unanimous. In interviews for this report, officials from various Brazilian investment banks
stated their opinion that Brazilian steel producers are “fiercely competitive.” Interviews with Liberal (Bank of
America) and Bozano-Simonsen by Department of Commerce analysts, December 1999, Rio de Janeiro, Brazil.

17. Joseph J. Innace, “Brazil: World class steelmaking, global growing pamsrican Metal Marketlune 23,

1998.

18. As of September 2, 1999, CVRD owned roughly: 10 percent of CSN; 23 percent of Usiminas; 20 percent of
CST; and 2 percent of Acominas. S¥8dA-Brazil, 29, 43, 54, and 83.

19. Source for cross-ownership chart came from Banco Nacional de Deservolvimento Economico e Social.

20. “Complicated Restructuring Ahead;azeta Mercantil OnlineJanuary 20, 2000. Noting that “there are share
investments throughout the [steel] sector,” and that “[Steel] companies are shareholders in other, competing steel
firms, opening the path for possible conflicts of interest.”

21. IBSAnuario Estatistico

22. In its 1999 finding of collusion to fix steel prices CADE noted that ordinary flat steel products “cannot be
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acquired on economically viable terms on the international market.” CADE Report, 47. According to CADE, steel imports
are not competitive in the Brazilian market because of “nationalization costs.” “[IJmports are not competitive. The
internal price is lower than the world price when nationalization costs are included. ...[T]he domestic market for flat steel
products differs from the international market because of the high cost of nationalizing the foreign product—42% for hot-
rolled products ... 36% for cold-rolled products ... and 30% for galvanized plate and coils.” CADE Report, 19.

23. Industry Trader interviews by Department of Commerce analysts, December 1999, Sao Paolo, Brazil.

24. This is based on a February 25, 2000, conversation between a Department of Commerce staff member and
representatives from Carpenter Technology, a stainless steel producer based in Reading, PA.

25. Industry Trader interviews by Department of Commerce analysts, December 1999, Sao Paolo, Brazil. See also,
CMA-Brazil, 118. Brazil's steel tariff rates for these products are higher than those of some other Latin American
countries €.g.,Chile has a flat tariff rate of 11 percent, Venezuela’'s rates range from 5 to 15 percent, and Mexico’s
range from 0 to 5 percent) and lower than othexs (Argentina’s range from 5 to 24 percent). See International
Customs Journal , 1998-1999. See OES&tel Trade and Trade-Related Issues 19951998, Country Profiles:

Ukraine CMA-India.

26. CMA-Brazil, 155.

27. Other taxes and fees include brokerage fees, wood burning fees, warehousing fees, a tax on the circulation of
goods, and an industrial products tax. CMA-Brazil.

28. U.S. Department of StatkQ97 Country Reports on Economic Policy and Trade Practices: Brazil
(Washington D.C.), 4.

29.1d.

30. With regard to steel imports, on a December 1999 trip to Brazil, Department of Commerce officials were told
that the Brazilian government had suspended the automatic licensing procedures for imports of stainless steel and
wire rod. Brazilian officials stated that the suspension of automatic licensing procedures was due to trade disputes.
However, the suspension of automatic licensing appears to be a less than transparent process. As noted in a 1999
decision by the European Commission concerning the Brazilian import licensing regime for steel plates, European
Community steel producers complained that the Brazilian government suspended automatic licensing procedures for
their stainless steel plates and imposed special import payment restrictions on them. The producers complained that
“no announcement of [the] change or explanation of the legal basis authorizing the dismissal of licence applications
experienced by importers of the Community products was provided by Brazilian authorities, and that the change
appeared to result from internal guidelines of the Brazilian administration.” Interview with Brazil's Ministry of
Development by Department of Commerce analysts, December 1999, Rio de Janeiro, Brazil.

31. As quoted in Corinna C. Petti Volatile Outlook for Latin America’s SteelMetal Center Newdlarch 1999.

32. Evidence suggests that Brazilian stainless steel producers also require distributors to purchase a certain level
of all types of steel products. This may serve to artificially maintain production of steel products with less demand.
From interview with Brazilian steel industry experts by U.S. Department of Commerce officials, December 1999, Sao
Paolo, Brazil. See also Corinna C. Petry, “A Volatile Outlook for Latin America’s Skéeld] Center Newdarch
1999.

33. Michael Kepp, “Steel Service Centers Continue to Consolidategtican Metal Marketiugust 25, 1998.

However, other sources say that consolidation of the distribution networks has had positive effects. For instance,
some of the large service centers have indicated that “this sector concentration has enabled them to get a bigger slice
of the market by using economy-of-scale advantages to reduce their prices.” Further, Brazilian steel officials have

been credited with saying that “increased steelmaker control of the distribution system is good for both sides. The
mills reduce costs by selling more steel to fewer distributors. ...” Michael Kepp, “Brazil Experiences Consolidation
Gains,”American Metal MarketAugust 19, 1997.

34. Corinna C. PetryA Volatile Outlook for Latin America’s SteelfMetal Center Newdylarch 1999.

35. “Economy-Brazil: High Interest Rates Hurt in Many Places,” International Press Service, October 22, 1998.

36. IBS-Anuario Estatistico.

37. World Trade Atlas Brazil CD-rom (December 1999 ver.).

38.1d.

39.1d.

40. Id. Exports of Brazilian hot-rolled steel dropped from 1,205,570 MT in 1997 to 1,104,150 MT in 1998.

41. Id. Exports of hot-rolled steel to the United States increased from 393,000 MT in 1997, or approximately 33
percent of total hot-rolled exports, to 460,000 MT in 1998, or approximately 42 percent of total hot-rolled exports.

42.1d. Brazil's exports of cold-rolled steel to the United States increased from 122,000 MT 1997 to 225,000 MT in
1998, representing a shift from 44 percent of total cold-rolled exports in 1997 to 59 percentin 1998.
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43.1d.

44, 1BS-Anuario Estatistico

45, CMA-Brazil, pt. 7.1- 7.3. CSN's net profit for fiscal year 1998 was U.S.$384.15 million. Likewise, Usiminas
earned a net profit of approximately U.S.$279.92 million for fiscal year 1998. CST followed this trend, earning a net
profit of U.S.$48.12 million for fiscal year 1998. An exception to this statement is Cosipa. In 1998, Cosipa incurred a
net loss of -U.S.$270.91 million. Cosipa’s lack of profitability may perhaps be explained by the short-term debt crisis
experienced by the company in 1998.

46. Carbon hot-rolled steel includes hot-rolled sheet, strip and plate-in-coil.

47.U.S. ITC Dataweb available from http://dataweb.usitc.gov; Internet. The Brazilian decrease was
commensurate with the decreases in average unit values of U.S. imports of carbon cold-rolled steel from Russia and
Japan. In January 1998, the average unit value of U.S. imports of carbon cold-rolled steel from Russia was U.S.$266
per metric ton. In December 1998, this value had decreased to U.S.$195 per metric ton. Similarly, average unit values of
U.S. imports of carbon steel from Japan decreased from U.S.$328 per metric ton in January 1998 to U.S.$277 per metric
ton in December 1998.

48.1d.

49. See Argentina’s Semi-Annual Report Under Article 16.4 of the Agreement to the WTO Committee on AD
Practices, August 1999; See also Livia Ferfakirgentina Ends Legal Action On StgeGazeta Mercantil Online,
November 19, 1999); Michael Kepp, “Argentina Not Likely To Impose Dutfas@rican Metal Markets-ebruary
11, 2000. This will increase to 38,000 tons during year two and 39,000 tons during years three through five.

50. ITC, Suspension of Antidumping Duty Investigation: Certain Hot-Rolled Flat-Rolled Carbon-Quality Steel
Products From Brazjl64 Federal Register 38792 (July 19, 1999). Under the World Trade Organization’s Antidumping
Agreement, dumping occurs when the export price of a product is less than the price for which a like product is sold
for consumption on the domestic market. See Agreement On Implementation Of Article VI Of The General Agreement
on Tariffs and Trade 1994, art. 2.1.

51. ITC,Suspension of Countervaling Duty Investigation: Certain Hot-Rolled Flat Rolled Carbon Quality
Steel Products From Brazb4 Federal Register no. 38797.

52. ITC, Suspension of Antidumping Duty Investigation: Certain Hot-Rolled Flat-Rolled Carbon-Quality Steel
Products From Brazil38794.

53. Unlike U.S. imports from Japan, in the aggregate, steel imports from Brazil did not surge in 1998. Rather, they
declined slightly, at ever lower prices. However, for specific products, such as hot-rolled and cold-rolled steel, imports
increased significantly. The overall small drop in Brazilian steel imports from 1997 to 1998 was mostly due to the fall
off in semi-finished steel imports. However, Brazilian semi-finished steel imports roared back in 1999, increasing over
70 percent.

Chapter 4

1. As discussed in Chapter 2, imports of steel mill products in 1998 increased 33 percent or roughly 9 million MT
over 1997, the previous record year for imports. Import penetration for steel mill products in 1998 reached 30 percent,
an all time high. Import penetration for finished steel products in 1998 reached 26.4 percent, the first time in ten years
that the figure exceeded 20 percent. Hot-rolled steel imports in 1998 increased 74 percent or 4.5 million MT compared
to 1997, while imports of heavy structurals rose 170 percent, an increase of 1.6 million MT. Imports of reinforcing bar,
cut-to-length plate and line pipe in 1998 increased 75, 53, and 37 percent, respectively, compared to 1997 levels.

2. In order to provide effective relief to the industry and U.S. steel workers while addressing particular concerns
regarding Russia and Brazil, the Commerce Department negotiated antidumping suspension agreements with Russia
in the hot-rolled and cold-rolled steel investigations (the cold-rolled suspension agreement was terminated as a result
of the ITC decision), with regard to Brazil an antidumping and countervailing duty suspension agreement was
reached in the hot-rolled steel investigations.

The suspension agreements imposed pricing disciplines upon Brazilian and Russian steel shipments to the
United States and set annual import quotas on the products involved that greatly reduced shipments to the United
States. The agreements also included moratoria on steel shipments that addressed the injury caused by the earlier
surges.

3. Final ITC determinations have yet to be made with respect to the two structural beam investigations against
Korea, and the investigations on tin mill products and circular seamless stainless steel hollow products.

4."U.S. Steel Mills Come Under Fire for Uncompetitive Pricigéetal Bulletin May 19, 2000 available from
http://www.metalnet.co.uk; Internet. Please note that datieetafl Bulletinarticles cited may not correspond to the
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date of publication in printed versionMetal Bulletin “Donald Pratt, chairman of Butler Manufacturing Co., a
manufacturer of steel buildings, noted that U.S. prices for galvalume are 10-20 percent higher than in Europe and
domestic hot-rolled coil prices are at least 20 percent higher. ‘The steel industry must be globally competitive,’ he
said. ‘Trade cases only delay the inevitable.”

Also, “Steel Users Call Attention to Trade Woestherican Metal Marketlune 29, 2000, available from http://
www.amm.com: Internet. “The IADC’s (International Association of Drilling Contractors) senior vice president of
government affairs, Brian Petty said, ‘The current system is fatally flawed with bias against consuming industries.
Please note that datesAaherican Metal Markedrticles cited may not correspond to the date of publication in
printed version oAmerican Metal Market

5. In making this determination, the statute directs the ITC to consider “(1) the timing and the volume of the
imports, (2) a rapid increase in inventories of the imports, and (3) any other circumstances indicating that the remedial
effect of the antidumping order will be seriously undermined.”

6. The ITC has made affirmative critical circumstances determinations in two antidumping investigations in the
past twelve year&oumarin from the PRGndPreserved Mushrooms from the PRC

7.1n 1984, the steel industry successfully pursued a Section 201 case against a wide range of steel imports which
resulted in voluntary restraint agreements (VRAS) with major steel exporters to the United States (excluding Canada).
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13. President, Metals USA, Insteel Steel Group, Larry G. Brown, “Where Have All the Big Beams Gone?” from
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delivery delays prompt claims of shortages. Vice President of Marketing and Sales, Chaparral Steel Co., James
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http://www.metalcenternews.com; Internet, accessed on November 19, 1999. Please note thi elatids exfrs
Center Onlinearticles cited may not correspond to date of publication in the printed versigiesabfNews Center
Online

15. Gurthet states, in the same letter to the editor regarding the article, “Beams take roller coaster ride back to
square one,” which appeareddMM’s North American Steslipplement on May 17, 2000:

There is one other issue that | would like to comment on and clarify. The article
indirectly quotes Andy Johnson, vice president of AISC Marketing Inc., as saying that
trade cases have created supply problems in the industry. That is not the position of
the American Institute of Steel Construction. Neither Johnson nor the institute has
data to support that position.

16. The information on imports in the bullets that follow were derived from import data reported by Census and
AISI.

17. A number of articles in May and June 2000 have noted that price hikes may not hold and that prices are
softening: “Another Surge of ImportsRew SteelMay 2000, available from http://www.newsteel.com; Internet,
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accessed on July 7, 2000. Please note that daksnoBteedrticles cited may not correspond to dates of
publication in printed versions dfew Steel‘U.S. HR Coil Import Prices SlippingMetal Bulletin May 9, 2000,
accessed on July 7, 2000; “Rate Increases Slow Steel Industry More Than FordadbStfeet Journaljune 5,

2000, B4; “Stock Correction Weakens U.S. Steel Priddstal Bulletin June 15, 2000, accessed on July 7, 2000;
“Tags Slide as Sheet Buyers Bite Badkiherican Metal Marketlune 19, 2000, accessed on July 7, 2000; and “Rush
to Destock Dents Stainless Pricesiherican Metal MarketJune 21, 2000, accessed on July 7, 2000.

Although prices have been on the rise, in several instances, so have costs. Mini-mill producers, largely reliant on
scrap as a major input, were hit by sharply higher scrap prices, offsetting much of the gains from price increases. For
example, Birmingham Steel average scrap costs in January 2000 were up by over 30 percent compared to January
1999. See “Birmingham Plans to Raise Sections Productvetal Bulletin February 24, 2000, accessed on February
24, 2000. More recently, however, renewed weakness in carbon steel scrap prices has been reported.

Prices for stainless steel products rose substantially from the depths of the crisis, although they remain below
previous levels. However, much of the stainless steel price recovery has been offset by raw material price increases
which in many instances led to higher stainless steel prices through surcharges. Based on estimates provided by
Purchasing Magazinghe price of nickel, a significant input for many stainless steels, roughly doubled between
early 1999 and early 2000. This could translate into an increase in stainless steel costs of over $500 per metric ton for
certain types of stainless steel, more than offsetting the increase in stainless steel prices. In fact, Carpenter
Technology, a producer of stainless and other specialty steels, recently stated that despite increases in production,
shipping volumes, and pricing, it expected substantial negative effects on its fiscal third-quarter (Jan-March 2000)
and full fiscal year earnings resulting from its sharply increased nickel costs. “Carpenter Sees Nickel Nicking
Earnings,”American Metal MarketMarch 21, 2000, accessed on March 24, 2000. More recently, however, renewed
weakness in nickel prices has been reported.

18. Based oPurchasing Magazinprices.

19. Based oPurchasing MagazinandWorld Steel Dynamic&ut-to-length plate) prices.

20. Based on Nucor prices. While Nucor’s official public prices remain unchanged, recent press reports indicated
that flat-rolled prices were becoming soft and that recently announced price increases might not stick. “Stock
Correction Weakens US Steel Pricddgtal Bulletin,June 13, 2000.

21. George J. McManus, “Demand for Steel RisASE Steel Technologiovember 1999, accessed on January
12, 2000. The same observer has recently stated that “[t]he inventory bulge left by 41 million [net, or 37 million metric]
tons of imports in 1998 was worked off in the first half of 1999.” As quoted by George J. McManus, “A Good Start for
the New Century,AISE Steel Technologyanuary 2000, accessed from Association of Iron and Steel Engineers Web
site, January 12, 2000.

22. “Losses Outweigh Profits at U.S. Big Sikjétal Bulletin February 21, 2000, accessed on June 6, 2000.

23. “U.S. Mini-Mills Boost Profits,'Metal Bulletin February 29, 2000, accessed on March 1, 2ae€al
Bulletinincluded the following companies in its totals: Nucor, Birmingham Steel, the NS Group, Steel Dynamics Inc.,
Commercial Metals Co., Ameristeel, Oregon Steel, and Bayou Steel. The remaining two companies were not specified.

24, “US Big Six Saw Strong Q1 Earningbjétal Bulletin June 6, 2000, accessed on June 6, 2000.

25. Peter F. Marcus and Michael A. Organek, World Steel Dyna@iigsal Steel FinancéNovember 17, 1999),

8. Note that the figures cited in the text are derived from observation of a chart in this publication, which does not
present the actual percentages. The same research firm compared the relative performance of the stock prices of U.S.
and Canadian integrated vs. mini-mill producers, and found that the performance was very similar. After rising

through the spring of 1998, both groups plummeted. Lows were hit in the period from July 1998 to March 1999, and
from that point through late 1999 recovery was very limited, with stock prices still down in November 1999 about 30
percent from their levels in January 1997. Peter F. Marcus and Karlis M. Kirsis, World Steel DyimamMais and

the Majors: How Do They ComparéDecember 16, 1999).

26. “Standard & Poor’s Analysts’ Handbook—January 2000 Monthly Supplement,” Standard & Poor’s, January
2000, 8, 38.

27. Steel industry employment increased in June 2000. The preliminary figures indicate an increase of 1,800
employees. BLS (SIC 331).

28. Because of their reliance upon integrated steel mills for purchases of their product, input suppliers to the U.S.
steel industry were directly affected by the steel crisis. Integrated steel producers typically produce molten iron from
iron ore, coke, and other raw materials which is then further processed into crude steel in basic oxygen furnaces.
Mini-mills typically produce crude steel from scrap and other iron-bearing irpgtd¥RlI) in electric furnaces. In
some instances, significant quantities of traditional inputs, such as coke, have been replaced in the production
process by alternative inputs.g, pulverized coal, natural gas).
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Producers of iron ore and coke, the major inputs into integrated steelmaking, saw a sharp decline in their orders
as a result of the production cutbacks undertaken by integrated mills in response to the crisis. Producers in both
industries were forced to lay off workers. But unlike workers in the steel industry, workers in the iron mines, taconite
(iron ore pellets) plants and coke plants were unable to benefit from Trade Adjustment Assistance because their
layoffs were the result of imports of steel products, rather than imports of iron ore or coke, the so-called “like”
product that must be imported in order to receive trade adjustment assistance.

In 1999, workers at Thunderbird Taconite applied for trade adjustment assistance because of layoffs and
cutbacks resulting from the flood of finished steel imports during 1998, and rising semifinished steel imports in 1999.
The surge in finished steel imports resulted in integrated mills cutting back on production which meant cutbacks in
taconite (iron ore pellets) purchases. The increase in low-priced semifinished steel imports affected the taconite
producers more directly. Mills were choosing to purchase semifinished steel slabs as a substitute for melting the iron
ore in blast furnaces and producing slabs directly. The Department of Labor denied the request.

Trade Adjustment Assistance can only be given if the harm to the industry and workers was caused by “like or
directly competitive” imports. In denying trade adjustment assistance to workers at Thunderbird Taconite, the
Department of Labor ruled that steel imports were not like or directly competitive products, consistent with a 1987
CIT case which affirmed a Labor Department ruling that coal miners were not entitled to TAA when the layoffs were a
result of increased imports of steel which led to declining coke production. United Mine Workers of America v. Brock,
664 F. Supp. 543 (1987).

Similar “like product” provisions also made it difficult for the input industries to take full advantage of the unfair
trade laws. Under the WTO and U.S. law, the industry, unions or trade organizations that file an antidumping or
countervailing duty petition against a particular imported product must produce the product. Thus, although imports
of dumped or subsidized semifinished or finished steel products may displace sales of iron ore and coke, producers
of these products have no recourse to address the problem through the unfair trade laws.

The problem is particularly troubling to the iron ore industry which believes that, even if it could obtain relief
under the unfair trade laws on imports of Brazilian iron ore, such relief could be immediately undercut by Brazilian
producers shifting to exports of semifinished steel products such as slab. In response to industry concerns,
Representative Oberstar from Minnesota has introduced legislation which would modify U.S. law to allow the iron ore
industry to bring a case against imports of slab from Brazil. However, a case on slab imports brought by iron ore
producers may face difficulties under the WTO agreement.

The input industries are also somewhat hamstrung in their efforts to address unfair trade, because their interest
may be at cross-purposes with that of their owners. Most of the iron mines, pellet plants and the coke ovens are
owned by the major integrated steel mills which also import a portion of their iron ore and coke inputs and may also
import semifinished steel, such as slab, as well.. Like any producer, steel companies are interested in procuring low-
priced inputs. The fact that integrated mills imported low-priced semifinished steel while filing cases against low-
priced finished steel imports was the subject of several articles in 1999 and is a sore subject with workers in the Iron
Range. Chris Adams, “Trade Secrets: Steelmakers Complain About Foreign Steel; They Also Import It-Firms See No
Inconsistency Saying Metal They Buy Has Not Been ‘Dumped’—Mills That Need More Bfal Street Journal,

March 22, 1999, Al. See Also Tom Bagsarian, “Mills Bring in the Sldesy SteelJune 1999, 42—45.

29. “LTV Steel Announces Intention to Close Minnesota Iron Mining Operations,” LTV Corporation Press
Release, May 24, 2000; and “LTV Shuts Minnesota MiMgtal Bulletin May 30, 2000, accessed on June 5, 2000.

The Hoyt Lakes operation was the oldest continuously operating taconite facility on the Iron Range, and reports
indicate that significant investment would have been required to make the facility competitive. See also “Iron Mine
Closure Called an AberratiorRmerican Metal MarketMay 25, 2000, accessed on June 5, 2000.

30. Some integrated firms, including Geneva Steel and Ispat Inland, are reportedly considering shifting to electric
furnace production. See George J. McManus, “The New Home of Electric Steelmakiig,Steel Technology,
February 2000, 71-72.

Geneva Steel and Weirton Steel restarted or planned to restart blast furnaces shut down temporarily during the
crisis. “Weirton Expects Turnaround This Quarter,” no by-IMetal Bulletin March 14, 2000, accessed on March
14,2000, and John E. Sacco, “Geneva Steel Restarts Blast FuAraedg¢an Metal MarketSeptember 9, 1999,
accessed on March 21, 2000.

31. In May 2000, Ispat Inland announced that it will retire two of its East Chicago blast furnaces and replace them
and steelmaking basic oxygen furnaces with electric arc furnaces. As a result, about half of the company’s 5.4 million
MT capacity would be switched over to electric arc furnaces, which use scrap steel rather than iron ore (whether in
lump ore form or some further processed form such as pellets, iron ore is used in blast furnaces to produce molten
iron, which in turn serves as the primary iron source for the steelmaking basic oxygen furnaces). “Inland Goes
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Electric,”Metal Bulletin May 4, 2000, accessed on May 5, 2000. “Mittal Outlines Plans for EAFs at Inldethl’
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32. Primarily located in northern Minnesota and Michigan, the iron ore industry in the United States processes
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34. Average import values from ITC Trade Dataweb.
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the Department of Commerce.
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from Brazil held steady. Slab prices in both 1997 and 1998 were roughly 80 percent of hot-rolled sheet but dropped to
68 percent in 1999. In the eyes of the industry, the increasing gap between slab and hot-rolled prices is a sign that
dumping is taking place. Submitted by the Iron Mining Association of Minnesota to the Department of Commerce.
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39. Prior to its partial privatization in 1997, CVRD purchased significant shares of Brazil's major steel producers,
including 23 percent of CST, Brazil's biggest slab producer. (As of September 2, 1999, CVRD owned: 10 percent of
CSN; 23 percent of Usiminas; 22.5 percent of CST; and 2.3 percent of Acominas.) CMA-Brazil. The cross-ownership
between Brazil's largest iron ore and slab producers and the continued significant presence of the government in the
ownership of CVRD, presents both companies with the opportunity to coordinate their efforts in the home market and
abroad, and provides them with the potential for government assistance in the sector.

40. CVRD, in conjunction with BHP of Australia, agreed to take over two Brazilian iron ore companies, Samitri
and Samarco. If approved by Brazil's antitrust authorities, the takeover will boost CVRD's iron ore mining and
pelletizing capacity by about 30 million MT, giving it an estimated 50 to 60 percent share in the world iron ore pellet
market. See “CVRD and BHP link up to buy Samitri-Samareietal Bulletin Newsjune 1, 2000, accessed on June 6,
2000.

41. The industry filed a countervailing duty case against iron ore from Brazil in 1986. The ITC found that the
industry was not injured as a result of these imports.

42. “Investing, Licensing & Trading Brazil, January 199Ehe Economist Intelligence UriiB—18, accessed on
May 9, 2000.

43. Until January 2000, furnace and foundry coke were classified under a single HTS number. The ITC is currently
conducting a section 332 investigation on foundry coke and, as part of that investigation, will be trying to identify
foundry coke imports for 1997, 1998, and 1999.

44. “The Coke Crisis?” paper presented at the 1998 Intertech Conference on the Coke Industry (March 4-6,
1998), accessed from the Internet on May 25, 2000.

45. Tian-Rui Li, Chairman of Shanxi Provincial Government and Economic Trade Commission, “Trend of Coking
Industry in Shanxi, China,” a paper presented at Coke Outlook ‘99 (New Orleans, La, February 3-5, 1999), 6.

46. lbid., 7.

47. Ibid., 7 and chart 3.

48. “The Coke Crisis?,” paper presented at the 1998 Intertech Conference on the Coke Industry, (March 4-6,
1998), accessed on May 25, 2000.

49. Tian-Rui Li, Chairman of Shanxi Provincial Government and Economic Trade Commission, “From 1988 to 1997,
China’s coke exports increased ten times ..."” as reported in “Testimony submitted by the American Coke and Coal
Institute” as part of th&ection 332 Foundry Coke Studebruary 25, 2000).

50. ITC Trade Dataweb.

51. 48 percent of total Chinese coke production and 85 percent of the coke produced in Shanxi, China’s primary
cokemaking province, is produced in beehive ovens. If implemented and enforced, new environmental regulations in
China may eliminate a significant amount of beehive coke production. An estimated 80 percent of current beehive

222 Global Steel Trade: Structural Problems and Future Solutions



production may be shut down by the end of 2000 because of failure to comply with the new environmental standards.
See Tian-Rui Li, Chairman of Shanxi Provincial Government and Economic Trade Commission, “Trend of Coking
Industry in Shanxi, China,” a paper presented at Coke Outlook ‘99 ( New Orleans, La, February 3-5, 1999), 7-8.
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