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IMPEDIMENTS TO COMPETITIVENESS
IN RUSSIA’S MINERALS AND METALS
SECTOR

David Lundy'

lundy@usitc.gov

(202)205-3439

The minerals and metals sector is a major part of Russia’s economy,
accounting for about 25 percent of exports and employing more than 1.5
million people. Russia's vast underdeveloped and rich natural resources
are a leading candidate for economic development. However, most of the
industries in the sector are uncompetitive, reliant on existing low-grade
mines, and hampered by old equipment. In addition, Russian products face
growing restraints on access to foreign markets. Many trading partners
have retaliated against allegedly unfair trade of Russian products by
applying added duties to Russian imports.  The sector's recovery is
strongly dependent on a turnaround in the Russian economy or access to
world markets or to both because domestic consumption has declined
dramatically and cannot support the present capacity. To compete in
global markets, Russian industries need to have new technology, become
more efficient and reliable suppliers, produce quality products, and price
products appropriately. However, several impediments affect any
prospective achievement of these goals. This article examines these
impediments, focusing on the sector's current condition and restraints on
imports from Russia in foreign markets.

During the mid-1980s, the former Soviet Union had the largest minerals and metals sector
in the world.? Russia inherited much of this industry when the Soviet Union was dissolved
in 1991, and has a huge natural resource base, a relatively well-educated work force with
substantial industry expertise, and improvisation skills to keep plants operating that

! The views expressed in this article are those of the author. They are not the views of the
International Trade Commission or any of the Commissioners.

2 The minerals and metals sector includes those industries producing ores, concentrates,
unwrought metal, and semifabricated metal products (e.g., sheet, plate, bar). For the purposes of
this article, the oil/gas industry is not included. Primary sources for this article include: David
Dyker, ed., "Investment Opportunities in Russia and the CIS," The Royal Institute of International
Affairs, (Washington, DC: The Brookings Institution), 1995; trade and economic journals, such as
Natural Resources Policy and Metal Bulletin Monthly; and reports from the U.S. Geological
Survey, Organisation for Economic Co-operation and Development (OECD), and the World
Trade Organization. Economic and trade data is taken mainly from U.S. Geological Survey,
World Bureau of Metal Statistics, and OECD reports.

3 Russia is now dependent on foreign suppliers for some mineral and metal products that were
produced exclusively in other ex-Soviet Republics. .

1
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reportedly have impressed foreign observers. Nevertheless, most minerals and metals
industries face a number of impediments to technical development and integration in global
markets. Plant facilities are old and they use obsolete technology in many cases. Many
deposits that are mined currently are low-grade and near exhaustion. The amount of
pollution and environmental damage is substantial. In addition, mining operations are
typically in remote areas with harsh climates. The former Soviet policy of creating
interdependence between regions remains prevalent in the industries’ structure--in many
cases, raw materials mined in one location must be transported thousands of miles to a
processing plant. Products destined for export must also be transported great distances
before leaving the country; the average distance from a production plant to a seaport is over
4,000 kilometers.*

The minerals and metals sector is a large part of the Russian economy. Employment in the
metallurgical sector, which includes mining and fabrication operations, is 1.5 million,
including employees in support functions such as healthcare and education.’ These people
make a relatively significant portion of Russia’s entire workforce, which is about 66 million
people. Of the 1.5 million employees, approximately 900,000 are direct employees.

The most serious challenge confronting the Russian minerals and metals sector is the
precipitous decline in domestic consumption during the 1990s. For example, steel
consumption declined from 66 million metric tons in 1990 to approximately 18 million
metric tons in 1995, a decrease of more than 70 percent.® Figure 1 shows similar trends for
Russian consumption of aluminum, copper, zinc, and nickel. These shrinking figures for
consumption trends reflect the general contraction of the Russian economy. Real GDP
declined throughout the period so that in 1997 it was just 60 percent of the GDP in 1989;
capital investment was 25 percent of the 1990 level; and employment declined by 12 percent
during 1990/95.” Developments in the defense sector have had a large detrimental effect on
minerals and metals consumption. Budget cuts implemented after dissolution and
restructuring problems severely curtailed demand in the Russian defense sector.?

4 "East European & CIS Metals," supplement to Metal Bulletin Monthly, Apr. 1997, pp. 6-19.

S World Bank, facsimile from Moscow Resident Mission, May 13, 1998. This figure does not
appear to cover all types of minerals and metals operations (for example, it does not include
diamond mining). Therefore, total employment in the sector is likely substantially more than this
figure.

¢ World Steel Dynamics, "Russian Steel: Not to be Underestimated," Apr. 1997, p. 4.

7 OECD Economic Surveys, 1997-98, Russian Federation, Organisation for Economic
Co-operation and Development.

$ For example, the Soviet army received almost 3,000 tanks in 1988, but the Russian army
(which inherited most of the defense sector) received only 20 in 1992. David Dyker, ed.,
"Investment Opportunities in Russia and the CIS," The Royal Institute of International Affairs,
(Washington, DC: The Brookings Institution), 1995, pp. 138-142. 5
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The decline in consumption also reflects the breakdown of commercial links between Russia
and the other ex-Soviet Republics. Before dissolution, a significant portion of finished
goods made in Russia using raw materials produced in Russia were shipped to other Soviet
Republics. Since dissolution, the other Soviet Republics have had their own economic
adjustment problems that have caused a decline in consumption of finished goods. These
countries have also established customs duties for revenue purposes that have complicated
commercial relations.

Largely because of the decline in domestic consumption, and despite a large increase in
exports, Russian production of most mineral and metal products has substantially declined,
in contrast to increasing world production.” The increasing Russian production of primary
refined aluminum and of refined copper (including secondary production) make exceptions
to this trend. These industries have developed significant “toll” operations in which raw
material from a customer is imported, processed into metal, and returned to the customer.
Table 1 illustrates these relative trends in production, consumption, and exports for various
mineral and metal commodities.

Despite relatively large declines in production of certain commodities, reportedly few
mineral and metal plants have closed. Many plants are operating well below their rated
capacity. Few workers have been discharged and these operations still maintain large social
costs such as health care and education for the associated communities. The financial
condition of most companies is precarious. Liquidity is a major problem--working capital
is in such short supply that normal payment arrangements have broken down, and in many
cases barter has become the standard method of payment.!® Companies are unable to pay
suppliers or employees, and customers are unable to pay for the products they have received.
In addition, companies are unable to pay taxes; arrearages are reported to be substantial."!

Rising transportation and energy costs are significant problems as subsidization by the
central government has been discontinued. Both the transportation and energy industries
are monopolies and currently subject to little government price control.”” Laws designed
to regulate prices in the energy and transportation sector have been proposed, but no action
has been taken.

° Based on statistics from World Bureau of Metal Statistics, World Steel Dynamics, and
International Iron and Steel Institute.

19 One author has estimated that 45 percent of all industrial sales was in the form of barter
exchanges in 1997. James R. Millar, Director of the Institute for European, Russian, and Eurasian
Studies and Professor of Economics and International Affairs, George Washington University,
"Crisis in Russian Reforms," seminar presented at the U.S. International Trade Commission, July
16, 1998.

! Estimated tax arrearages are 18 to 19 trillion rubles; wage arrears, 6 trillion rubles; fuel and
electricity arrears, 15 trillion rubles (these figures are totals, not just for mineral and metal
companies). Despite not getting paid, workers tend to remain on the job because companies
typically provide other benefits, such as housing and healthcare services. Ibid.

12 Railroads, which provide the primary mode of transport for the minerals and metals sector,
are government-owned monopolies. Energy companies are mostly privately owned monopoliesz‘

4
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Table 1

Russian Resources

Trends in indexes of world production and Russian production, consumption, and exports for selected

commodities, 1993-97

(1992 = 100)
Index change,

Commodity 1993 1994 1995 1996 1997 1992/97
Iron ore:’

World production . ................ 103 106 11 110 114 14

Russian production ............... 93 89 92 85 88 -12
Steel:

World production, crude ........... 101 101 105 104 110 10

Russian production, crude . ......... 87 73 77 74 70 -30

Russian consumption, finished steel . . 64 53 37 36 40 -60

Russian exports, finished steel ...... 306 303 678 688 656 556
Bauxite (aluminum ore):’

World production . ................ 103 101 106 110 113 13

Russian production ............... 95 79 79 84 84 -16
Aluminum, primary refined:

World production .. ............... 101 98 102 108 111 11

Russian production? .............. 102 96 100 103 105 5

Russian consumption ............. 53 38 38 35 34 -66

Russianexports . . ................ 164 243 256 277 270 170
Copper ore:'

World production . ................ 100 100 107 117 121 21

Russian production . .............. 83 81 87 87 87 -13
Copper, primary and secondary refined:

World production .. ............... 101 98 102 108 111 11

Russian production® .............. 87 89 90 93 101 1

Russian consumption ............. 54 48 46 98 32 -68

Russianexports . ................. 319 750 1,379 1,027 1,079 979
Zinc, primary and secondary:

World production . ................ 103 102 103 106 111 11

Russian production ............... 109 74 90 88 88 -12

Russian consumption ............. 83 60 59 60 29 -71

Russianexports .. ................ 975 1,808 1,563 2,983 2,925 2,825
Nickel ore:"

World production . ................ 90 - 93 104 110 109 9

Russian production ............... 76 77 81 81 82 -18
Nickel, primary refined:

World production . ................ 91 95 105 109 115 15

Russian production ............... 76 77 82 77 95 -5

Russian consumption ............. 74 52 53 25 27 -73

Russianexports .. ................ 68 85 11 142 180 80
Gold ore:'

World production . ................ 100 101 98 99 103 3

Russian production ............... 101 96 89 83 83 -17

T Consumption and export data not available.

2 Includes toll production.

Source: Based on statistics from World Bureau of Metal Statistics, World Steel Dynamics, and International Iron and

Steel Institute.
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Because companies are struggling financially with day-to-day operations, there are few
financial resources to deal with long-term competitive and environmental problems.
Reinvestment for new equipment to improve quality and reduce costs is minimal.
Investment in environmental controls, which was insubstantial during the Soviet era, has
declined to virtually nothing. Wasteful energy consumption and high costs could be better
controlled by adopting energy conservation technology. Exploration for new reserves has
declined significantly according to the latest available data, dropping 24 percent in 1994 as
compared with 1993, which dropped 61 percent as compared with 1991.” The Russian
Geological Committee stated in 1995 that if exploration remains at such low levels, most
currently mined deposits would be exhausted by the end of the century.**

The following profiles elaborate on the condition of several Russian mineral and metal
industries.

Steel®

Steel is the largest minerals and metals industry in Russia. It is comprised of over
200 enterprises, including 27 mines and concentrators, 4 ferroalloy plants, 59
steelworks, 14 tube mills, 18 refractory plants, 5 coke plants, 14 wire mills, and 78
scrap processing plants. In 1995, it employed 865,000 workers, or 60 percent of the
total minerals and metals industry.’® Twenty cities are either totally or largely
dependent on this industry for their economic well-being."” The industry uses 14
percent of the country’s fuel, 16 percent of the electricity, and 40 percent of the raw
materials. Steel products account for 30 percent of the total rail loads.

As domestic consumption collapsed, Russian steel companies developed export
markets. In 1990, Russia did not export steel products; by 1995, more than one-half
of steel production was exported. Some plants ship over 70 percent of their output
abroad. However, plants on average are operating at only 60 percent of capacity.
In addition, it is becoming more difficult to compete as rising costs have reduced
profit margins. The cost of transportation and raw materials (coal, iron ore)
increased from less than 16 percent of total costs in 1990 to over 50 percent by

13 Richard Levine, "The Mineral Industry of Russia (1994 report),” U.S. Geological Survey,
Reston, Va., p. 1.

14 James P. Dorian and Peter S. Kort, "Joint mineral ventures in the former Soviet Union:
Prospects, problems, and realities," Natural Resources Forum, vol. 20, No. 3, pp.199-213.

15 Most of this information in this section from Alexei Mordashov, "Future of Russian Steel
Industry," presented at Steel Survival Strategies XI, New York, NY, June 18, 1996; Leonid
Shevelev and Alexander Gurov, "CIS Steelmakers Grapple with the New Era," Metal Bulletin
Monthly, June 1998, pp. 12-17; and Matthew J. Sagers, "The Iron and Steel Industry in Russia
and the CIS in the Mid-1990s," Post-Soviet Geography and Economics, vol. 37, no. 4, April 1996,
pp. 195-263.

16 Figure includes workers in support functions. S.Z. Afonon, "Challenges and Current
Situation in Russian Steel Industry," conference paper, American Iron and Steel Institute General
Meeting, May 23, 1996.

17 Marcus, Peter and Kirsis, Karlis, "Russian Steel: Not to be Underestimated", World Steel

Dynamics Monitor Report, Apr. 1997. 6
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1995.® In 1996, three steel plants declared bankruptcy and about one-third were
unprofitable.

Although the Russian steel industry has made some technological improvements,
it remains reliant on obsolete technology. In 1997, open hearth furnaces accounted
for 32 percent of steel production, and only 47 percent was continuously cast,
compared with 50 percent and 28 percent in 1992, respectively. In contrast, no
open hearth furnaces exist and continuous casting accounts for over 90 percent of
production in the most developed countries, such as the United States, the European
Union (EU), and Japan. Reinvestment and modernization have slowed in recent
years because of increasing costs. Capital investments were 3.5 billion rubles in
1990, but less than 1 billion rubles in 1995 (using 1991 adjusted rubles).” Some
equipment purchases sit in warehouses because companies do not have the funds
for installation. Despite the difficulties faced by Russian steel companies, three
large companies--Severstal, Novolipetsk, and Magnitogorsk--reportedly have good
long-term competitive prospects.?’

Aluminum?!

A significant portion of Russia’s aluminum smelters is owned by the Great Britain-
based Trans-World Metals Group (TWG), which purchased shares of several
companies at government auction.”> TWG restructured the plants’ operations,
choosing to become a large toll-smelting company using foreign alumina (the basic
raw material used in primary aluminum production). Toll smelting has several
advantages: it allows for hard-currency payments for the tolling service and no
expenditures for the major raw materials. However, the foreign alumina imports
associated with the toll-smelting operations make it more difficult for domestic
alumina producers to sell their product, and they have been adversely impacted.
The aluminum is exempt from export taxes and the imported alumina is exempt
from a value-added tax (VAT) that applies to most imports, although the VAT
exemption may be abolished by the beginning of 1999. Reports indicate that the
smelters will not be profitable once the VAT is applied. This tolling arrangement
has allowed the aluminum smelters to maintain production levels, unlike most of the
other mineral and metal industries, but the circumstances surrounding the purchases
by TWG? as well as concerns about whether the plants pay enough taxes, have
raised questions within the Russian Government about the desirability of foreign
investment.

'8 Tbid.

¥ Ibid., p. 7.

2 Ibid, p. 1.

21 Most of the information in this section from U.S. Geological Survey and Mining Journal.
2 TWG owns a majority of the shares of the companies that operate Russia’s two largest

smelters (Bratsk and Sayansk smelters), and owns shares of three other companies that operate
smelters in Russia.

2 In Russia, there has been considerable controversy surrounding TWG and whether it paid too
little for the shares. Mining Journal, CIS supplement, Nov. 14, 1997, p. 4.

7
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Russia also has a bauxite (aluminum ore) mining industry that operates several
underground mines in the Urals region. The bauxite from these mines is low
quality, and is mined at great depths in poor conditions: two significant competitive
disadvantages while most of world bauxite is produced much less expensively at
surface mines. In addition, domestic consumption has declined because of the
tolling arrangements used by the smelters.

Gold and diamonds*

Gold and diamond deposits in Russia are typically high quality, and have attracted
the attention of international mining companies. Two gold-mining companies
developed with the aid of foreign investment have cash operating costs of well
under $200 per ounce, making them very low-cost producers by world standards.?
By contrast, South Africa, the world’s largest gold producer, has average cash costs
in excess of $290 per ounce.”® The gold industry employs more than 400,000
people, many of whom are private entrepreneurial prospectors called “artels” that
account for over one-half of the gold produced.

A recent presidential decree now allows Russian producers to sell their gold directly
to export markets. Previously, only the central bank and licensed commercial banks
were allowed to export gold. The government hopes this will stimulate investment
and production in the gold industry. In addition, the government reportedly is
planning to build a processing facility in the east to reduce local miners’ shipping
expenses; most gold is produced in the east and must be shipped to the western part
of Russia for processing.

Nickel”’

Russian nickel deposits are rich and have the potential to form the basis for a
competitive industry. Deposits now in production have mineral co- and byproducts
(usually platinum-group metals and copper) that greatly aid the economics of
mining and processing. The major company is Norilsk Nickel, which produces over
90 percent of Russia’s nickel at two main mining and processing sites.”®

Norilsk reportedly is currently in poor financial condition and owes hundreds of
millions of dollars to its natural gas supplier, its shipping company, and in taxes to
the government. Moreover, company smelters have been the source of as much as

24 Most of the information in this section from Mining Journal and interviews with industry
representatives.

%5 These companies are Omolon Gold Mining Co., in which Amax Gold Co. (United States)
owns 50 percent, and Buryatzoloto, in which High River Gold Corp. (Canada) has a 23-percent
equity investment.

% .S. Geological Survey, Mineral Industry Survey--Precious Metals in Feb. 1998, prepared
by Earle B. Amey.

27 Most of the information in this section from U.S. Geological Survey.

28 Norilsk is an important world producer of nickel, palladium, and platinum, ranking in the top
three for all these metals.

8
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8 percent of all harmful emissions in Russia, which have been particularly harmful

to the Scandinavian countries.?® Future substantial environmental expenses by this
company will likely be necessary to curtail emissions.

Export Markets and Trade Actions

Developing markets and competition are new to Russian companies. The ability to ascertain
production costs, set prices, establish business relationships with customers, assess market
trends and strategy, position products in the market, and make other business decisions that
are second nature to companies accustomed to operating in a market-based system are not
well understood by many company officials. Product quality is typically unreliable and
products are frequently not delivered on-time. Too many middlemen in the sales process
make it difficult to develop adequate knowledge about customers, and profits are reduced.
Nevertheless, as illustrated in table 1, Russia has been successful in finding foreign
customers, and exports of many mineral and metal products increased significantly between
1993 and 1997.

In the first few years after the dissolution of the Soviet Union, as Russia made the
commitment to a market-based economy and began to integrate with the global economy,
countries made efforts to improve access for imports from Russia. The United States, for
example, granted Russia most-favored-nation tariff treatment and also made Russia eligible
for trade preferences under its Generalized System of Preferences; this allows for duty-free
entry of a wide variety of mineral and metal products. The initial period of goodwill began
to unravel beginning in 1993 when the quantity of Russian exports of aluminum began to
alarm the world’s aluminum producers. Pressure by domestic producers on their
governments resulted in negotiations with Russian government officials and the creation of
a Memorandum of Understanding (MOU) on Jan. 28, 1994, in which Russia agreed to cut
aluminum production for a period of no more than 2 years.*

Trade frictions between Russia and the rest of the world are not new. For example, in the
1960s, the United States applied antidumping duties to titanium imports from the Soviet
Union (which were applied to Russian titanium exports after dissolution). However, the
number of trade cases was not significant until after the 1994 MOU, coincident with large
increases in exports of mineral and metal products from Russia. Other than the MOU,
virtually all trade actions taken by countries against Russian exports have been antidumping
actions, which have resulted in the imposition of antidumping duties and other restrictions
pursuant to suspension agreements. The EU has had the most antidumping cases, reflecting
the fact that the region is Russia’s largest trading partner. Initially, only developed countries
instituted trade restraints. However, beginning in 1996, other countries also became
concerned about Russian exports and began to take trade actions. To date, 39 countries
(including EU members) have or are in the process of applying trade actions to imports from

» U.S. Geological Survey, Russia Annual Report for 1996, prepared by Richard Levine.
30 U.S. Geological Survey, Aluminum, 1994, yearbook chapter, prepared by Patricia Plunkert,

1995, p. 1. The MOU expired in early 1996. 9
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Outlook

Russia (table 2). Another country (China) is considering trade action. The largest number
of cases involve steel product imports; some of the largest consuming markets (United
States, EU) as well as a host of other countries, notably Canada and Mexico, currently have
antidumping orders in effect on Russian steel imports.

The minerals and metals industry could be a major factor in the potential revival of Russia’s
economy because of the country’s well-developed technical expertise and rich mineral
endowment. However, realizing this potential will be difficult considering the sector’s
many impediments. Domestic markets have been lost because of reduced consumption, and
antidumping measures have likely contributed to reduced exports to foreign markets. Most
Russian companies are now in precarious financial positions, with limited funds available
for exploration, new equipment, pollution control, and environmental remediation. The best
hope for the sector is for the recovery of Russian consumption, but the probability of this
in the short term is not good because of the country’s economic problems. Additional
foreign investment is a possibility. Several major international companies are currently
involved in exploration and/or feasibility studies in Russia, primarily in gold and nickel
projects. These companies include Outokumpu Oy (Finland), Echo Bay (Canada), Western
Pinnacle Mining (Canada), and Arian Resources (United Kingdom).

Most of the global trade actions taken to date (table 2) affecting imports from Russia have
occurred during a time of relatively strong economic conditions in major consuming and
producing countries, and were initiated before the full economic consequences of the Asian
economic crisis (which began to surface in late 1997) were realized. Global consumption
of many mineral and metal commodities has subsequently decreased, contributing to the
recent decline in commodity prices (table 3). As the effects of these lower prices take their
economic toll, producers may become more concerned about the state of the Russian
minerals and metals sector.

10
10
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Table 2

Russian Resources

Trade actions taken or in effect during the 1990s against imports from Russia in various countries

Description of action

Industry/country Specific product and status Initial date Comment
Steel:

United States Hot rolled sheet/strip AD petition filed; September 1998  Petitioners allege
preliminary injury dumping margins of
determination made up to 200 percent

United States Carbon steel plate Quota/minimum price  December 1996  Quota = 100,00
in effect as result of metric tons per
suspension agreement year, minimum

price = $300 per
metric ton'

Argentina Flat-rolled carbon steel AD case; status Unknown ®
unknown

Canada Hot- and cold-rolled AD petition filed October 1998 ®

Canada Certain hot-rolled carbon  AD duties in effect December 1996  25.2 percent final

steel and high strength margin
low alloy plate

Chile Cold-rolled coil AD duties in effect October 1996 ®

China High-silicon carbon steel ~ Considering initiation ~ Not applicable ®

flat products of AD investigation

European Union Seamless pipe/tubes AD duties in effect April 1998 32.9 percent

(EV) provisional margin

EU Grain-oriented cold-rolled AD duties and May 1994 40.1 percent final

sheets/strips of silicon- price/quantity margin
electrical steel restrictions in effect®

EU Certain flat-rolled and Quotas in effect 1996 1997 quota =

long products 841,224 metric
tons*

EU Hematite pig iron AD duties in effect January 1991 Margin is difference
between selling
price and minimum
import price

India Hot-rolled coils, sheets, AD investigation in October 1997 e

plates progress

Indonesia Hot-rolled coil and plate ~ AD duties in effect April 1997 19 to 39 percent
final margins

Indonesia Cold-rolled coil AD case; status Unknown ®
unknown

Indonesia Wire rod AD investigation in Unknown ®
progress

Korea H-beams AD investigation in October 1996 ®
progress

Malaysia Cold rolled steel AD case; status Unknown ®

See footnotes at end of table.

unknown
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Trade actions taken or in effect during the 1990s against imports from Russia in various countries

Description of action

Industry/country Specific product and status Initial date Comment
Steel (continued):
Mexico Hot-rolled sheet/strip AD petition filed October 1998 Petitioners allege
dumping margins of
23 to 45 percent
Mexico Hot-rolled coils AD duties in effect Unknown ®
Mexico Plate AD duties in effect March 1998 ®
Mexico Cold-rolled steel AD investigation in June 1998 ®
progress
Philippines Billet AD case; status Unknown
unknown
Philippines Wire rod AD case; status Unknown
unknown
Philippines Rebar AD case; status Unknown ®
unknown
Taiwan H-beams AD duties in effect July 1996 ®
Thailand Hot-rolled sheets AD duties in effect Unknown ®
Turkey Billets AD duties in effect Unknown ®
Turkey Hot and cold rolled AD case; status Unknown ®
sheets unknown
Venezuela Flat-rolled carbon steel AD case; status Unknown
unknown
Vietnam Round bar AD case; status Unknown
unknown
Ferroalloys:
United States Ferrovanadium AD duties in effect May 1994 3.75 to 108 percent
final margins
United States Ferrosilicon AD duties in effect May 1992 104.18 percent final
margin
EU Ferrochrome AD duties in effect 1993 ECU 0.31 per
kilogram final
margin
EU Ferrosiliconmanganese AD duties revoked in  October 1995 No margins
1998
Aluminum:
Australia, Canada,
EU, Norway,
United States Primary aluminum MOU: Russia agreed to January 1994 Reduction of
reduce production 500,000 metric tons
per year for 2 years

United States

Aluminum

See footnotes at end of table.

Industry representative October 1998

predicts AD case

12

No margins as yet
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Table 2

Russian Resources

Trade actions taken or in effect during the 1990s against imports from Russia in various countries

Description of action

Industry/country Specific product and status Initial date Comment
Magnesium:
United States Pure and alloy AD duties in effect March 1994 0.0 to 100.25
magnesium percent final
margins for pure;
0.0 to 153.65
percent final
margins for alloy
EU Unwrought pure Suspension agreement January 1994 Minimum price
magnesium in effect established
Titanium:

United States Titanium sponge AD duties revoked in 1968 No margins
August 1998

United States Titanium Industry representative October 1998 No margins as yet
predicts AD case

Uranium:

United States Yellowcake (U,0;) Suspension agreement October 1992 Quota and
negotiated in Oct. 1992; matching sales
amended in March 1994 provision®

Zinc:
EU Unalloyed, unwrought zinc AD duties in effect April 1997 5.5 percent

" Quota and prices subject to adjustment by the U.S. Department of Commerce based on consumption and price

trends in U.S. market.

2 No other information available.
3 Quantity limitation and minimum prices agreed to by 3 Russian suppliers (AD duties do not apply to these

suppliers).

4 Quota scheduled to increase by 5 percent in 1998, and 2.5 percent each year thereafter until 2001, after which
time quotas will be removed entirely if Russia has implemented certain competition and environmental legislation.
5 Imports of Russian material must be matched with sales of domestic material.

Note.—Depending on type of action, initial date refers to date of antidumping petition filing or to agreement date.
Month unknown is some cases.

Source: Organization for Environmental Conservation and Development, “The Situation in the NIS Area: Recent
Developments,” Oct. 9, 1997, document No. DSTI/SI/SC(97)31; Canadian Government; World Steel Dynamics, Apr.
1997 Monitor Report; Metal Bulletin Monthly, June 1998; press reports; Federal Register, Apr. 1, 1994; etc.
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Table 3
Trends in prices of selected commodities, 1995-98
Percentage
Commodity 1995 1996 1997 1998' change, 1995/98
Aluminum (dollars per pound) .. .. 0.82 0.68 0.73 0.59 -28
Copper (dollars perpound) . . . . ... 1.33 1.04 1.03 0.72 -46
Zinc (dollars perpound) ......... 0.47 0.46 0.60 0.43 -9
Nickel (dollars perpound) . . . .. ... 3.74 3.40 3.14 1.76 -53
Gold (dollars per troy ounce) . . ... 384.2 387.7 331.1 296.6 -23
T October 1998 price.

Note. Prices, except gold, are London Metal Exchange average cash settlement prices for the period. Gold price is

average London fixed price for the period.

Source: World Bureau of Metal Statistics.®
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NONSTORE RETAILING:
ALTERNATIVE RETAILERS
ATTRACTING CUSTOMERS

Amanda J. Yarusso'
ayarusso@usitc.gov

(202) 205-3459

The popularity of nonstore retailing is increasing as consumers seek
convenient, cost-effective, and safe ways to shop. Nonstore retailing
encompasses all catalog mail order, television home shopping, and Internet
retailing;? vending machine sales; and direct sales, including those
transacted through house-to-house canvassing, party-plans, telephone, or
temporary locations such as trucks.” Total nonstore retail sales in the
United States were 375 billion in 1997, reflecting average annual growth
of 8 percent since 1987. This article examines factors contributing to the
rapid growth of domestic and international nonstore retailing, advantages
and challenges associated with this emerging trend, and the degree of
global adoption of these new retailing methods.

Nonstore retailing comprises all shopping done beyond traditional “brick and mortar” retail
outlets. Based on available sales data, shopping by catalog mail order, Internet retailing, and
television are the most popular forms of nonstore retailing. Top nonstore retailers by sales
volume include J.C. Penney Catalog, Gateway, Fingerhut, Spiegel, QVC Network Inc.,
Land’s End, Home Shopping Network, Hanover Direct, Victoria’s Secret, and Lillian
Vernon.’

To attract and maintain consumers, many catalog companies, Internet retailers, and
television home shopping firms are attempting to match store-based retailers’ generous
guarantees and expedient return policies. Internet retailers are also particularly aware of the
need to create an interactive, entertaining, and user-friendly environment to attract
consumers. For example, to better inform and facilitate purchase decisions, Virtual

! The views expressed in this article are those of the author. They are not the views of the
International Trade Commission or any of the Commissioners.

2 The term “mail-order sales” includes catalog, television, and Internet sales. Total mail-order
sales were $49 billion in 1997. U.S. Department of Commerce (USDOC), Bureau of the Census,
Current Business Reports, Series BR/97-RV, Annual Benchmark Report for Retail Trade:
January 1988 through December 1997, Washington, DC, 1998.

3 Vending machine sales and sales from trucks are not analyzed in this report because of their
relatively small contribution to overall nonstore retailing sales. Ibid.

4 USDOC, Bureau of the Census, Current Business Reports, Series BR/97-RV, Annual

. Benchmark Report for Retail Trade: January 1988 through December 1997.

5 “ eading Nonstore Retailers,” Chain Store Age, found at Internet address

http://chainstoreage.com/, retrieved Mar. 12, 1998. 5
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Vineyards offers online advice on selecting wines for certain menus,® and Etoys.com
reviews and recommends toys.” However, nonstore retailers typically cannot offer all of the
in-store features that customers find appealing. For example, nonstore consumers generally
cannot physically examine goods or directly interact with sales staff. Nonstore retailers
principally compensate for these shortcomings by providing consumers greater convenience,
lower prices, and a safe and comfortable shopping environment.

The Advantages of Nonstore Retailing

Convenience

Convenience often attracts consumers to nonstore points-of-purchase (POP). In the United
States, approximately 60 percent of families have at least two members who work, which
limits the time available for shopping, household chores, and recreation.® This is the
principal factor that has limited the amount of time consumers are willing and able to spend
in stores. This trend is identified in an industry report that indicates that the average U.S.
consumer’s shopping time per month declined from 4.3 hours in 1993 to 3 hours in 1996.°
A 1995 poll found that 21 percent of all households surveyed were shopping from home to
save time."

Lower Pricing

Nonstore retailers generally have lower operating costs, and more cost-efficient distribution
centers than their store-based competitors. Instead of stocking multiple stores, nonstore
retailers ship directly from warehouses or distribution centers, thereby reducing handling
costs.!! Nonstore retailers also can “drop ship” or sell products directly from manufacturers’
inventories rather than from their own, virtually eliminating inventory costs.' This results
in lower prices and greater product choice, since nonstore retailers can stock or have access
to larger amounts of inventory. Disintermediation is particularly evident among Internet
retailers. Computer manufacturers such as Dell and Gateway market computers directly to
the consumer at a 10 to 20 percent discount, largely by cutting out the middleman."

¢ Aaron Schavey, “Online Retailing: Today’s Promise and Tomorrow’s Opportunity,” Business
America, Jan. 1998, p. 41.

7 Joel Kotkin, “The Mother of All Malls,” Forbes ASAP, Apr. 6, 1998, p. 62.

8 Mary Schwartz, “The Impact of Nonstore Competition on Retail Stores,” Urban Land, July
1997, vol. 56, No. 7, p. 51.

? Jan P. Murphy, “Study: Apparel Shopper’s Pulse Has Quickened,” Marketing News, Apr. 14,
1997, found at Internet address http://proquest.umi.com/, retrieved Mar. 10, 1998.

1 Tbid.

1! Raymond R. Burke, “Do You See What I See? The Future of Virtual Shopping,” 4cademy
of Marketing Science Journal, fall 1998, found at Internet address http://proquest.umi.com/,
retrieved Feb. 26, 1998.

12 «Tyirect Sales Use More Direct Connections,” Computer Retail Week, Jan. 5, 1998, found at
Internet address http://proquest.umi.com/, retrieved Mar. 25, 1998.

13 Bill Marback, “Where to Shop,” Fortune, Winter 1998, p. 28. 6
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Trends

Safety

Concerns over violent crime at U.S. shopping centers have driven consumers to seek safer
alternatives. A national survey reported that 48 percent of respondents will not shop in an
unfamiliar area after dark, and one in four consumers is shopping closer to home as a result
of crime.”* The number of nighttime shoppers has declined by 20 percent since 1990."
Another survey found that 48 percent of consumers believe that shopping malls are less safe
now than they were 2 to 3 years ago.'® Consequently, consumers are increasingly likely to
purchase from nonstore retailers to avoid shopping at unsafe locations and hours.

During 1992 to 1997, nonstore retailing grew at an average annual rate of 6.3 percent,
outpacing both store-based growth of 5.6 percent and GDP growth of 5.3 percent. Retailers
reportedly will emphasize nonstore channels as growth continues (figure 1). In fact, such
shifts are already evident. For instance, Egghead, a software and computer peripherals
retailer, recently switched from store-based to nonstore retailing. The firm closed all of its
traditional retail outlets, opened an Internet storefront, and changed its name to
Egghead.com."”

Catalog

Catalog mail order earns the largest share of revenue in the nonstore retailing sector. In
1997, the 51 top business-to-consumer catalog firms earned $19.4 billion."® The most
popular items include clothing, home furnishings, housewares, toys and games, and sporting
goods.” In 1996, U.S. shoppers spent $550 per capita on mail order purchases,” with
approximately 68 percent of U.S. adults making such a purchase. Most spent at least $100.
A 1996 Catalog Age survey found that people shop through catalogs primarily for their

14 Elaine Santoro, “Poll Finds Consumers Afraid to Shop at Night,” Direct Marketing, June
1996, found at Internet address http://proquest.umi.com/, retrieved Mar. 17, 1998.

15 Richard Halverson, “Crime Steals Shoppers’ Confidence,” Discount Store News, May 6,
1996, found at Internet address http://proquest.umi.com/, retrieved Mar. 10, 1998.

16 Ibid.

17 Kristen Kennedy and Roger C. Lanctot, “Egghead’s Shift Draws Shock Amid Applause,”
Computer Retail Week, Feb. 13, 1998, found at Internet address http://www.pointcast.com/,
retrieved Feb. 13, 1998.

18 Catalog Age ranks the top 100 business-to-business and business-to-consumer companies in
the United States on an annual basis. This report focuses on business-to-consumer sales. Rama
Ramaswami, “The Big Players.” Catalog Age, Aug. 1997, found at Internet address
http://proquest.umi.con, retrieved Feb. 24, 1998.

19 Mary Meeker and Sharon Pearson, “The Internet Retailing Report,” (Morgan Stanley Dean
Witter, May 28, 1997) p. 14-5, found at Internet address http://www.ms.com/, retrieved July 21,
1998.

2 Amold Fishman, “Highlights of the 1996 Mail Order Marketplace,” Direct Marketing, Sept.
1997, p. 35. 17
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Figure 1
Nonstore retailing, as a percentage of total retail sales, 1987-97

3

Percent

2
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

Source: U.S. Bureau of the Census, Annual Benchmark Report for Retail Trade: January 1998 thorugh December
1997.

convenience, and because certain products are available only through catalogs.?* Also, in
1996, Kurt Salmon Associates’ annual Consumer Pulse Survey found that 72 percent of
respondents reported they had participated in direct shopping, with most being “very
satisfied” or “satisfied” with the outcome.?? The Direct Marketing Association predicts the
industry’s revenues will grow almost 7 percent per year through the year 2000, mainly as
a result of current mail order shoppers increasing their purchases, rather than from an
increase in the number of catalog shoppers.

Catalog companies face several challenges in marketing their goods, including saturated
markets, look-alike catalogs, rising costs for market penetration, paper and ink costs, and
distribution. Significant product return rates are also often a problem.” To increase
revenues, many existing catalog retailers are experimenting with other forms of marketing,
such as CD-ROM catalogs and Internet sites. A 1996 Catalog Age survey found that 59
percent of catalog retailers plan to use Internet sites as a supplemental distribution channel,
making it the most popular alternative source of revenue for catalog firms.?* Many
catalogers have been successful Internet vendors because their distribution mechanisms are
easily applied to the Internet and they can capitalize on their existing consumer database.

21 Michael P. Niemira, “Are Nonstore Sales a Threat to Traditional Store Business?: A Look at
Cyberspace and Catalog Sales,” Chain Store Age, Sept. 1996, p. 26.

2 Murphy .

2 Ramaswami.

24 Meeker and Pearson, p. 14-2. "
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Direct Selling

Direct selling is generally an individual seller-to-consumer transaction away from a retail
location. The World Federation of Direct Selling Associations estimates that U.S. direct
sellers had $20.8 billion in sales in 1996.* Approximately 71 percent of all direct sales
occur in the consumers’ home, followed by 14 percent in the workplace, and 8 percent over
the telephone. Consumers, who often select the location and time of the transaction, consider
the greatest benefits from direct selling to be receiving higher quality information and
personal attention from the seller.”®

Virtually all direct selling occurs through one of two methods: person-to-person (78 percent)
and party-plan (21 percent) selling. Prominent person-to-person direct sellers include
Amway and Electrolux. With party-plan selling, consumers meet at one location, where the
direct seller typically demonstrates products and invites consumers to participate. The
social and entertaining atmosphere of this method of direct selling reportedly has a positive
impact on sales.”’” The Longaberger Co., a Dresden, Ohio-based direct retailer of
hand-woven baskets, switched from store-based retailing to “home shows,” increasing sales
from $6 million in 1984 to more than $600 million in 1997.2 Tupperware is another
prominent direct seller that uses the party-plan.

Internet Retailing

Increases in Internet access and use have contributed to Internet retailing becoming the
fastest growing nonstore sector. There are more than 35,000 sites on the Internet that sell
products and services, including those of major catalog companies such as Land’s End, L.L.
Bean, and The Sharper Image.” Internet retailing is well suited to the U.S. market because
a growing number of consumers are becoming technologically sophisticated--approximately
35 million people are currently connected to the Internet®® and Internet access charges are
relatively inexpensive. Surveys show that convenience is the primary reason that consumers
shop on the Internet. However, maintaining consumer loyalty on the Internet is difficult
because the costs to switch to a competitor’s Internet site are negligible. Thus price, service,
ease of use, and entertainment play important roles in retaining customers. New

25 World Federation of Direct Selling Associations, “Worldwide Direct Sales Data,” Nov. 14,
1997.

2 Robert A. Peterson and Thomas R. Wotruba, “What Is Direct Selling? -- Definition,
Perspectives, and Research Agenda,” The Journal of Personal Selling & Sales Management, Fall
1996, found at Internet address http://proquest.umi.com/, retrieved on Mar. 9, 1998.

77 Ibid.

% David Gill, “Consumers Set Product Lineup,” Home Textiles Today, Feb. 2, 1998, found at
Internet address http://proquest.umi.com/, retrieved May 13, 1998.

» Schwartz, p. 70.

30 Meeker and Pearson, p. 2-1. 19
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technologies such as telephone gateways that enable consumers to connect to a live operator
while online will potentially improve services and ease of use.”!

According to Morgan Stanley, Internet sales for 1996 were approximately $600 million and
1998 sales are projected to be approximately $35 billion.’? Six percent of consumers
indicated they will purchase goods online in 1998, double the 1997 figure.** According to
Media Metrix, a provider of media and digital technology measurement services, the number
of Internet shopping site visitors increased 35 percent in 1997.3* Jupiter Communications
Inc., reported that the top revenue-generating purchases on the Internet in 1997 included
travel services, groceries, PC software, music, and clothing (figure 2).>* Books and
intangible items such as financial services and insurance products are also highly suited to
an online retail environment.

Figure 2
Top revenue-generating Internet retail sales categories by percentage, 1997

Travel 79.7%

Clothing 1.9%
Music 3.4%

PC Software 6.7%

Grocery 8.3%

Source: Eric Flemming, “E-tailing 2002: What Will Work, What Won't,” Interactive Investor, July 16, 1998.

31 Erick Schonfeld, “Efusion,” Fortune, July 6, 1998, p. 73; Chris Bucholtz, “From Basement
to Business Tool,” Telephony, Aug. 12, 1996, found at Internet address http://proquest.umi.com/,
retrieved Oct. 27, 1998; and “Better, Faster, Cheaper,” The Economist, Sept. 13, 1997, p. 33.

32 Meeker and Pearson, pp. 4-3 - 4-5.

33 John A. Quelch, “The Internet and International Marketing,” Sloan Management Review,
Spring 1996, found at Internet address http://proquest.umi.com/, retrieved Feb. 27, 1998.

34 “Number of New Visitors to Shopping Websites Increases Thirty-Five Percent Since Last
Year,” Dec. 15, 1997, found at http://www.npd.com/corp.press/press_mm38.htm/, retrieved Mar.
27, 1998.

% Eric Fleming, “E-tailing 2002: What Will Work, What Won’t,” Inter@ctive Investor, found
at Internet address http://www.zdii.com/, retrieved July 16, 1998. 20
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Although Internet retailing provides additional outlets for catalog and television home
shopping retailers, many store-based retailers are concerned about losing sales to the new
technology. However, progressive store-based retailers like Kmart, Wal-Mart, J.C. Penney,
and The Gap have all created Internet sales sites. Some retailers, such as American
Greetings Inc., have adjusted marketing strategies to include Internet venues which attract
a young clientele.*®

Several issues, including privacy, transaction security, and taxation,”” limit Internet
commerce. Consumers are wary of providing too much personal information on the
Internet, particularly if they are unsure how it will be used. The Federal Trade Commission
conducted a <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>