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PREFACE

On August 3, 1988, the Commission instituted investigation
No. 332-256 on the Western U.S. Steel Market, for the purpose of analyzing
market conditions and assessing the economic effects of the Voluntary
Restraint Agreements (VRAs) on steel-producing and steel-consuming
industries in the Western United States. 1/ The investigation was
initiated by the Commission after receiving a letter from the Honorable Dan
Rostenkowski, Chairman of the Committee on Ways and Means, U.S. House of
Representatives, requesting a study under section 332 of the Tariff Act of
1930. 2/

The Committee asked that the Commission, in assessing market
conditions and the effects of the VRAs, focus on the following issues: (1)
structural changes which have occurred in the Western U.S. steel industry
in recent years, including developments in Western States' capacity to
produce the steel products subject to the investigation; (2) consumption of
steel mill products in the Western region; (3) patterns of supply to the
Western region (i.e., the changes in market share of imports from both VRA
and non-VRA countries, Western regional production, and nonregional U.S.
production in the market); (4) factors limiting the use of domestically-
produced steel manufactured outside the Western region, including industry
transportation costs relative to other regions; (5) factors affecting the
importation cost of steel produced in foreign mills, including foreign
inland freight and port costs, ocean freight and insurance, and U.S. port
costs and other importation expenses; (6) issues affecting the Western
steel market with respect to steel imports from non-VRA countries,
including the impact of steel exported from VRA countries to non-VRA
countries for further manufacture and reexport to the Western U.S. market;
and (7) the economic implications of continued import restraints on
producers of steel products subject to the VRAs and selected major steel-
consuming industries in the Western region.

Notice of the investigation was given by posting copies of the notice
of investigation in the Office of the Secretary, U.S. International Trade
Commission, Washington, DC, and by publishing the notice in the Federal
Register (53 F.R. 30118, Aug. 10, 1988). 3/

The Commission held a public hearing on this investigation at the
U.S. International Trade Commission in Washington, DC, on October 25, 1988,
and received testimony from interested parties, including numerous steel
industry officials. The transcript of the hearing may be seen in the
Commission's Office of the Secretary, 500 E Street SW., Washington, DC,
20436 (202-252-1000).

1/ The Western United States comprises the following states: Alaska,
Arizona, California, Colorado, Hawaii, Idaho, Nevada, New Mexico, Oregon,
Utah, Washington, and Wyoming.

2/ The request from the Committee on Ways and Means is reproduced in app. A.
3/ A copy of the Commission's Notice of Investigation appears in app. B.
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During the course of this investigation, the Commission collected
data and information from questionnaires sent to Western U.S. producers,
Western U.S. purchasers, and Eastern U.S. producers and distributors.

After receiving completed questionnaires, the Commission's staff edited and
reviewed each response for accuracy, resolved questions with respondents,
and tabulated the returns. In addition, information was gathered from
trade and private publications; industry meetings; various public and
private sources; domestic fieldwork with independent industry analysts, and
industry officials representing steel. producers, importers, purchasers, and
distributors; and other sources.

The information and analyses provided in this report are for the
purpose of this report only. Nothing in this report should be construed to
indicate how the Commission would find in an investigation conducted under
other statutory authority covering the same or similar subject matter.

il
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EXECUTIVE SUMMARY

Structural Changes in the Western Steel Industry

As a result of industrywide restructuring efforts during the 1980s, most
primary (i.e., raw steel) producers in the Western U.S. region elected
to withdraw from the market, as did many fabricators; most facilities
continued operating, however, under new ownership.

Modernization

Under new owners, facilities have undergone significant renovation
designed to improve the various companies' competitive positions. In
addition to investing in new plant and equipment during 1983-88, new
owners have negotiated favorable raw material contracts and labor
agreements, leading to reduced costs. Capital expenditures increased
from 2.7 percent of sales ($34.5 million) in 1983 to 7.5 percent of
sales ($237.4 million) in 1988, with the greatest percentage in 1988
being invested in flat-rolled products.

Highlighting the investment activities is a joint venture undertaken by
Korean and U.S. interests to construct a new finishing facility in
California, the cost of which will exceed $350 million. Discussions
with producers indicate that further investment can be anticipated,
though more likely on a lesser scale, in the near future.

Investment in the Western region industry has been favorably influenced
by the sharp appreciation of the yen against the dollar in the past
several years. The appreciation has strengthened the relative cost
competitiveness of U.S. producers versus Japan, the largest foreign
supplier of steel products to the region, thereby raising potential
returns on capital invested in the industry.

The modernization which has occurred has resulted in a reconfiguration
of the industry. Two of the three integrated facilities that produced
steel from iron ore no longer do so. At one facility (CF&I), the scale
of operations has been reduced and steel is being produced in electric
furnaces using scrap metal. In addition to a reduced need for raw
steel, the closure of integrated capacity reflected declining resources
of coal and iron ore deposits in the region. At the other facility
(CSI), steel is being rolled from purchased semifinished steel slabs,
the majority of which are currently being imported from Brazil, which
has one of the few mills in the world that specializes in producing
semifinished steel for the commercial market.

Capacity
Reflecting the restructuring which occurred in the Western industry

during the 1980's, raw steel capacity declined by 36 percent during
1983-88., Finishing capacity, however, increased markedly in flat-rolled

X
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products, reflecting the reactivation of Kaiser's rolling mills and
increased efficiency at other facilities.

Financial Position

o Strong domestic demand during the past two years, combined with the
effects of restructuring and the effects of the appreciation of the yen
on the competitive position of Western producers, resulted in a return
to profitability of the Western steel industry. Following losses during
1983-86, producers' ratio of net income to sales equaled 4.0 and 7.5
percent, respectively, in 1987 and 1988. By comparison, in 1987 and
1988, return on sales for the entire U.S. steel industry averaged 3.8
and 10.1 percent (January-September), respectively; whereas the return
on sales for all U.S. manufacturers averaged 7.3 and 8.5 percent,
respectively.

Consumption of Steel Mill Products in the Western Region

o The overall increase in industrial production which occurred in the
United States during 1983-88 was accompanied by increased steel demand.
The Western U.S. market shared in this growth; apparent consumption of
steel products increased by 29 percent during 1983-88, which compares to
a 24-percent increase in the total U.S. market.

Patterns of Supply to the Western Region

0 An analysis of supply patterns in the Western U.S. steel market
indicates that the region depended increasingly on outside sources to
meet its total steel needs during 1983-88; dependence on imports and
Eastern U.S. suppliers rose from 63 percent in 1983 to 78 percent in
1988. Steel fabricators accounted for a relatively large portion of the
steel purchased from non-Western sources (i.e., Eastern U.S. suppliers
and imports). Netting their purchases out shows that net dependence on
these outside sources to supply end users' needs declined from 54
percent in 1983 to 48 percent in 1988.

o The overall role of imports in the Western market rose from 50 percent
of apparent consumption in 1983 to 57 percent in 1985, before declining
to 45 percent in 1988. Net dependence on imports to supply end users
(i.e., total imports less steel imported by fabricators for further
processing), however, declined from 42 percent in 1983 to 32 percent in
1988.

Factors Limiting the Use of Domestically Produced Steel Manufactured
Qutside the Western Region

Factors that limit the ability of non-Western U.S. producers to supply
the Western market include transportation costs, production costs, product
availability, capacity, and lead times. During the 1980s, non-Western U.S. .
producers improved their cost position relative to foreign competitors, and
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also improved their competitive position in transportation costs compared
with both Western U.S. producers and foreign suppliers, as follows:

Production Costs

o By successfully reducing production costs in recent years through the
closure of obsolete facilities, renegotiation of long-term raw materials
and labor contracts, investment in more efficient plant and equipment,
and increased efficiency in the use of labor, non-Western U.S. producers
lowered their production costs relative to those of foreign producers.
Further assisted by the effect on relative costs of the depreciation of
the dollar vis-a-vis the yen, production costs for non-Western producers
are currently considered by steel analysts to be 12 percent lower than
for Japanese producers, their principal foreign competitors in the
Western U.S. market. U.S. production costs still, however, exceed those
of most other countries by 2-18 percent.

Transportation Costs

o Although it is generally less expensive to transport merchandise by
water, U.S. regulations (i.e., the Jones Act) currently render such a
mode noncompetitive for shipments of steel from non-Western mills to the
west coast; instead, rail is commonly used for such shipments.

o The deregulation of rail rates in the early 1980s significantly improved
the ability of non-Western U.S. producers-to compete with imports and
Western producers in the Western market. The deregulated rates are
approximately one-half the prior rates, and are roughly equivalent to
the cost of shipping steel from major foreign suppliers to the west
coast.

Lead Times

o The average time required to ship steel from non-Western mills to the
West (10-14 days) is more than double the time required for regional
shipments within the West (4.5 days), which marginally affects the
competitive position of non-Western mills. When compared with foreign
producers, however, non-Western producers enjoy a substantial advantage,
as imported steel must be ordered 90 to 120 days in advance, whereas
domestic producers require an average of only 30 days from time of order
to arrival of shipment. Moreover, waterborne trade tends to be less
reliable than rail in terms of meeting schedules.

Product Availability and Capacity

o Non-Western U.S. producers are constrained in their ability to supply
the Western market by their capacity and their ability to produce the
products required in the West. Although this has not generally posed
problems, during 1985-88 the U.S. Department of Commerce granted twelve
short supply requests involving the Western market. One Western company.
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(UPI) has indicated that U.S. producers are currently unable to supply
the quality of steel sheet needed to run its new rolling mill as
efficiently as is planned. In response, one company testified at the
Commission hearing that certain U.S. companies would likely be able to-
supply UPI's sheet requirements following modernization of their
facilities. Another Western producer (Davis Walker) has similarly
argued that certain of its wire rod requirements cannot be fully met
domestically, a claim which domestic rod producers have contested.

Factors Affecting the Importation Cost of Steel
Produced in Foreign Mills

o Factors affecting the cost of importing steel into the Western United
States include foreign inland costs, loading costs, shipping and
insurance costs, wharfage fees, applicable customs duties, and U.S.
inland freight costs. Much of the steel imported from Japan and Korea
involves little or no foreign inland freight charges since production
facilities are located on deep water ports. The cost of insurance and
freight from the two countries to the West Coast averages $36 to $40 per
ton, while wharfage and other port charges add $10 to $12 per ton to the
cost. Customs duties assessed during January-November 1988 averaged $19
per ton (or 4.4 percent ad valorem). U.S. inland freight charges vary
according to the final destination; trucking charges from a west coast
port to a local destination would add a minimum of $5 per ton. The
total overseas delivery cost of $70 to $74 per ton for imports compares
with an average delivery cost of $78 per ton for products shipped from
the Chicago area.

Steel Imports from Non-VRA Countries

o Under the steel VRAs, steel that was produced in a VRA country and
further processed in a non-VRA country was not counted against the VRA
country's quota as long as the product had been substantially
transformed in the non-VRA country. 1/ An examination of trade during
1983-88 suggests that there were a number of imports of substantially
transformed products into the Western region. Imports of wire products
from Canada, much of which appears to have been produced from imported
wire rod, increased their share of total Western U.S. wire imports from
14 to 35 percent during 1983-88.

o Increases in imports from Singapore and Thailand of fabricated
structural steel products and pipe and tube products, apparently

1/ The Omnibus Trade and Competitiveness Act of 1988 (Public Law 100-418,
Section 1322) includes a provision that affects the manner in which
"transformed imports" are treated by specifying that any steel product
covered by VRAs, manufactured in a non-VRA country from steel that was
melted and poured in a VRA country may be treated as a product of the
arrangement country. This provision may be applied at the President's

discretion, and has not been applied to date. <ii
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produced from imported stock, also increased during the period, but to a
lesser degree. Imports of galvanized sheet from New Zealand, produced
from steel manufactured in Japan, also occurred; the increase in
tonnage, however, was small relative to total imports.

Effects of the VRAs on Producers and Consuming Industries
in the Western Region

The results of increased levels of shipments by Western producers in
response to growing demand and their return to profitability created
additional financial resources, and also lowered the level of risk
associated with decisions on modernization and investment. Several
producers indicated that the operation of the VRAs was an important
factor in their ability to acquire financing for projects.

The VRAs have been a factor underlying the decisions by steel purchasers
to alter their purchasing strategies, according to the Commission's
questionnaires and fieldwork. 1In addition to increasing the level of
domestic shipments, a number of steel service centers attribute a return
to market stability in the Western market to the effects of the VRAs,
which apparently served to reduce disruptive surges in imports.

Effects on Supply

From the perspective of steel consumers, one of the effects of the VRAs
has been to create shortages in certain products. The twelve short-
supply requests involving Western U.S. purchasers, covered a broad range
of steel mill products. Tonnage approved accounted for less than 1
percent of apparent consumption during the period. Although supply
problems can be redressed through the filing of a request for increased
imports, this action places a cost on petitioners in terms of the time
and expense associated with the petition as well as the risk associated
with an unknown outcome and potential delays in obtaining products
needed to meet production schedules.

Effects on Prices

The economic effects of the VRA's on Western steel-producing and steel-
consuming industries depend largely on whether or not the VRA quotas are
binding (filled). Binding quotas effectively reduce the volume of
imports below that which would have entered in the absence of such
quotas, causing import prices to rise as U.S. consumers compete for the
restricted supply. Nonbinding quotas (i.e., those that are not filled)
should have relatively little effect, if any, on the quantity of steel
imported or on steel prices.

From their initiation in 1985 through 1986, the quotas were binding.
During this initial period, the price of steel in the U.S. market was
undoubtedly higher than it would have been without the VRA's., In 1987
and, to a much lesser extent, in 1988 export quotas for certain products.
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and countries also appear to have been filled; as a result, import
levels and prices may also have been affected by the restraints in these
years, even though the quotas were not filled on a global (i.e.,
aggregate) basis. ‘

On an aggregate basis, some 94 percent of the total export ceilings
established under the VRAs quotas were filled in 1987; the degree to
which they were filled fell to an estimated 75 percent in 1988. 1In
1987, less than 90 percent of the quotas were filled in three product
categories (bars, wire and wire products, and rails and rail products),
of the nine under investigation. The effect of the VRAs on prices would
therefore appear to have diminished during 1987. By 1988, imports from
countries covered by the agreements fell so significantly short of VRA
ceilings that it appears that the price effect of the VRA's, if any, was
relatively small.

The increase in both import and domestic steel prices which occurred
during 1983-88, took place principally during 1987 and 1988, at a time
when the steel VRAs were becoming less binding (i.e., fewer country and
product quotas were being filled), or nonbinding, which, as noted above,
limits the degree to which the measures could have affected steel
prices. Further, price changes (in dollar terms) were not restricted to
steel or to the United States. Prices of two other major metals, copper
and aluminum, neither of which were subject to trade restraints during
the period, rose by significantly greater margins and home-market prices
of steel in other major producing countries increased at an equal or
greater rate.

The magnitude of the steel price increases is reflected in data
~collected from steel purchasers located in the Western U.S. region,
which indicate that the lowest price quotes for most imported steel-
products rose by 25 to 35 percent from mid-1983 through the end of the
third quarter of 1988; the increase in the lowest price quotes from
domestic producers, however, was significantly lower, ranging from 10 to
25 percent for most products.

Although prices were undoubtedly higher as a result of the VRAs during
the initial years of their existence, information developed by the
Commission suggests that other factors, such as the decline in the value
of the dollar versus major foreign suppliers' currencies, and the rise
in demand for steel worldwide, were of significantly greater importance
in explaining the overall price increases that occurred in the Western
U.S. market during 1983-88.

In a previous study the Commission estimated that the dollar would have
to depreciate by more than 8.9 percent in real terms for the steel
import restraint program to become inoperative. Between 1985 and 1987,
the dollar declined, on average, by 31 percent against the currencies of
VRA countries.
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The greater importance of the dollar depreciation and rising steel
demand in worldwide price increases indicates that the VRAs did

not have a significant direct effect on wages or on employment levels in
the Western steel industry, nor did they have a direct effect on
product prices or production levels of downstream users of steel in the
Western United States.

Potential Future Effects

Extension of the VRA program beyond September 1989, at the 1989
restraint levels, could eventually result in binding quotas that would
affect the Western region's steel employment levels and consumer prices.
Three different scenarios of potential import growth, developed on the
basis of a 17-year time series (1971-87), yield the following
projections of when the VRAs might become binding.

First scenario; average import growth

o

If steel imports were to continue to grow at 1.1 percent per year (the
average annual rate observed during 1971-87), the VRAs likely would not
become binding until 1997.

Second scenario: fast import growth

(o)

If steel imports were to grow at 3.7 percent per year (the average
annual rate observed between 1980 and 1984), then the VRAs likely would
become binding as soon as 1990. For the second scenario to be
plausible, the dollar would have to significantly appreciate against the
currencies of important U.S. trading partners.

Third scenario: import decline

o

If steel imports were to decline at 0.9 percent per year (the annual
rate observed between 1971 and 1975), then the VRAs likely would never
become binding.

Implications

Implications of continuation of the VRAs depend in part on one's market
prognosis. If the VRAs are nonbinding, there are no direct effects,
although the system would still provide a form of insurance to producers
that imports would not exceed a certain level; such insurance could well
affect investment decisions and the terms under which financing could be
obtained. On the other hand, if the VRAs are binding, they will
continue to transfer income from steel consumers and foreign producers
to domestic suppliers in terms of greater shipments and higher prices.

Examination of the costs and benefits associated with continuation of
the steel VRAs also has to consider what would occur in their absence.
Removal of the VRAs could result in the filing of numerous unfair trade
complaints, the results of which could be either more or less XV
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restrictive than the VRAs, depending on the volume of trade affected by
affirmative findings and the level of additional duties assessed.

In terms of the effect of continuation of the VRAs on trade, to the
extent that the VRAs are binding, further increases in imports from non-
VRA countries can be anticipated, particularly in long products, which
appear to be more susceptible to non-VRA import penetration than do
flat-rolled products.

Xvi



CHAPTER 1. STRUCTURE OF THE WESTERN U.S. STEEL INDUSTRY

The steel industry is composed of integrated producers, which produce
steel using blast furnaces and coke ovens; nonintegrated producers, which
produce steel in electric furnaces using scrap as a feedstock; and
fabricators, which purchase partially advanced steel for further
processing. One integrated producer, nine nonintegrated producers, and
hundreds of fabricators exist in the Western region. The product area of
greatest importance to the Western region's steel industry is that of sheet
and strlp, accounting for approximately 40 percent of shipments in 1988, as
shown in table 1-1.

Integrated Producers

There were three integrated producers located in the Western United
States in 1982: Kaiser, in Fontana, CA; CF&I, in Pueblo, CO; and US Steel,
in Geneva, UT. The combined raw steelmaking capacity of these integrated
Western producers was approximately 8 million tons per year.

In 1987, only the Geneva operation, with raw steelmaking capacity of
2.0 to 2.5 million tons per year, remained integrated, albeit under
different ownership. US Steel had announced the permanent closure of its
Geneva Works in April 1987 after a labor strike halted work in 1986.
Months of negotiations resulted in the plant being sold to Basic
Manufacturing and Technologies in August 1987 and subsequently being
reopened as Geneva Steel.

Kaiser, although prosperous throughout the early and mid 1970s, closed

in 1983 when its $233 million modernization program, costs associated with
environmental regulations, and relatively high wage rates left the company

1-1



1-2

Table 1-1
Steel: Salient statistics for Western U.S. steel producers, by products,
1988

Capacity Return Capital
Product utilization Production Shipment Employment on sales ~ expenditures
Percent --1,000 short tons--- Percent 1,000 dollars”
Semifinished
steel 1/.... 84.2 4,821 143 1,135 (16.0) 15,097
Plates...ve... 50.7 947 871 847 15.6 9,200
Sheets and
strip....... 69.7 2/ 3/ 3,035 3,793 9.8 186,699
Bareeeeeeeses. 98.3 1,859 1,824 1,323 4.4 8,664
Pipes and
tubes...... . 52,1 574 539 1,250 7.9 10,214
Other 4/...... 3/ 3/ 816 2,573 5/ 7.491
Total....... 3/ 3/ 7,228 10,921 © 7.5 237,365

1/ Ingots, blooms, billets, and slabs.

2/ Weighted average of hot-rolleld sheet, cold-rolled sheet and coated sheet.
3/ Not available.

4/ Includes rails, structurals, wire rods and wire products.

5/ Confidential.

Source: Compiled from data submitted in response to questionnaires of the
U.S. International Trade Commission.

with debts it could not recoup in the soft steel market of the early 1980s.
In 1984, Kaiser's rolling and finishing facilities were purchased by
California Steel Industries (CSI), a joint venture which currently has two
partners, Kawasaki Steel and Comphania Vale do Rio Doce, a state-owned
Brazilian natural resources company. -

In the early 1980s, CF&I found integrated steelmaking increasingly
uneconomical as its sources of iron ore and coal were depleted. Moreover,
the market for rail and oil country tubular goods experienced declining
demand in the late 1970s and early 1980s. As a result, Crane Co., then the
owner of CF&I, decided to scale back capacity and production by retiring
its coke batteries, blast furnaces, and basic oxygen furnaces and relying
on two existing electric furnaces for raw steelmaking capacity. 1/

The decline of the Western region's integrated mills appears to be
caused by a number of factors. First, investment often occurred at
inopportune times, as noted in the modernization program undertaken by
Kaiser. CF&I, on the other hand, rebuilt its-rail mill to produce longer
rails in the late 1970s only to see the demand for rails decline as rail

1/ For more detailed company profiles, see app. C.
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track in the United States shrank by over 20 percent between 1975 and 1985. 1/
Second, the locations of the Western region's integrated steel mills were
less than optimal as a result of efforts to build Kaiser and the Geneva

Works outside the range of enemy attacks during World War II. Third,
production costs were higher relative to foreign producers, reflecting, in
part, higher wage rates and the high value of the dollar prior to 1985 (see
ch. 6). Other factors underlying the decline of the Western region's
integrated mills include more stringent and costly State pollution

standards along the West Coast.

One consequence of the lost raw steelmaking capacity in the Western
region (now only 2 to 2.5 million tons per year) is increased imports of
semifinished steel, mainly of slabs purchased by CSI, the Japanese-
Brazilian joint venture. From 1983 to 1988, the Western region's imports
of semifinished steel increased about eight fold, from 125,000 tons in 1983
to approximately 1,000,000 tons in 1988. 1In contrast, imports of all other
steel products into the Western region grew by about 4 percent during 1983-
88. The structural changes cited above have been accompanied by a number
of joint venture<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>