ECONOMIC GROWTH CENTER
YALE UNIVERSITY

Box 1987, Yale Station
New Haven, Connecticut

CENTER DISCUSSION PAPER NO. 385

THE POLITICAL ECONOMY OF UNITED STATES-JAPAN YRADE IN STEEL

Hugh Patrick and Hideo Sate

September 1981

Notes: Paper presented at the Symposium on U.S.-Japan Economic
Relations, March 23-27, 1981.

Center Discussion Papers are preliminary materials circulated
to stimulate discussion and critical comment. References in
publications to Discussion Papers should be cleared with the
authgr to protect the tentative character of these papers.




Revised
May 1981

THE POLITICAL ECONOMY OF UNITED STATES-JAPAN

TRADE IN STEEL

Hugh Patrick and Hideo Sato

Yale University

Paper presented at the Symposium on U.S.-Japan Economic Relations,

March 23-27, 1981

" Quote or cite only with permission of the authors .




I. INTRODUCTION

Purpose of Study

The focus of this paper is United Stétes-Japan bilateral trade and
trade policy in steel products during 1975-80. These were years
of worldwide recession and excess capacity in steei; an increase
in the import share in the U.S. market,vand the A;erican impos-
| ition, suspension and reinstatemept qf a trigggr prige mechanism whi;h
set a de facto floor brice on steel. During this period, notably in 1977,
steel tréde becaﬁe highly politicized. | .

Tﬁere are six main actors: the American steel industry; the Japanese
steel industry; the American government; the Japanese government; the
European Economic Community (EEC) steel industry; and the EEC governmental
organizations, pational ané supranational. No single actor is homogeneous,
of course. It is a story without beginning or end. The antecedents lie |
in the quite different histories of the steel industries in the United
States, Japan, and Western Europe since World War II. The American
industry modernized somewhat without expanding capacity greatly, the
European industry expanded capacity considerably and modernized somewhat,

and Japan built a very large, modern industry comparable in size

to the United States. In the process comparative advantage moved away

. *The authors are respectively Professor of Economics and Associate
Professor of Political Science at Yale University. We express our ap-
preciation to Tae-dong Kim for research assistance, to those many Japanese
and American policymakers and specialists whom we have interviewed and
whose anonymity we respect, and to the Luce Foundation for financial
_support.




from the United States to Japan.1 This process continues. The bit
actors--with larger future roles--are the industries in Canada,
Australia, and particularly a number of de§eloping countries where
labor costs are low and industrialization ﬁéll under way.

The ongoing, iﬁtertwined gheme is héw the American steel industry
has responded to substantially enhanced competitiop in the American
market and how Japanese séeel producers have entered the American market.
One important response by the American industry has been to seek pro-
tection by restriction of imports. Many of the issues revolve around
determination of "fairness" and "unfairness'" in the cantext of free
trade. The American industry has been successful in obtaining protection
because it is large, politically well organized and powerful, and
generally considered an important basic industry. At the same time it
is constrained by the fact that major users of steel are also politically
powerful and want prices kept competitive, especially as their products,
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and at home.

In the last five years there have been a number of government,
industry, security analyst, and academic studies of the changing competitive
position of the American steel industry vis a vis Japan and Europe, and to
a lesser degree the other steel producing nations. See Federal Trade Com-
mission (FTC 1977), Council on Wage and Price Stability (COWPS, 1977),
Office of Technology Assessment (OTA, 1980), Government Accounting Office
(GAO, 1981), American Iron and Steel.Instipute_(AISI, 1980 ), the Putnam,
Hayes and Bartlett studies (1977 and 1978) for AISI, Marcus and Kirsis
{(World Steel Dynamics, 1979),.reports by Charles Bradford of Merrill Lynch,
Pierce, Fenner and Smith (Steéel Industry Quarterly Review, various issues),
the numerous studies by Kawahito and Mueller (see references cited), and
Crandall (1980a, 1980b) as well as his forthcoming Brookings Institution
study. ' ‘ L '




Import restrictions harm users by raising prices and by increasing
the rate of inflation (important since steel input cost increases are
often passed on by users). In the longer run it reduces the competitive
stimulus for the steel industry (management and labor) to get costs in
line. It results in socially inefficient allocations of capital and
labor. And particularly in the case of steel, import restrictions in-
vite retaliation. The beﬁefits of import restrictions accrue to workers
in the steel industry through more steel jobs and higher wages than
otherwise, to management in higher salaries, and to stockholders in
higher profits. If such a redistribution is desired, import restriction
is a particularly clumsy and inefficient way of achieving it. -

Much of the recenf story involves the trigger price mechanism (TPM),
which was an Ameri;an political solution to some of the economic problems
Iconfronting its steel'industry. In tﬁe remainder of this section we
outliﬁe American antidumping legislation and administration, and the
import control system of the late 1960s and early 1970s. We then discuss
the evolving structure and competitiveness of the American and Japanese
steel industries in a world context. The two. following sections consider
the political and economic circumstances which led to the creation of the
TPM, and provides a ﬁriéf-;;sé;ié£id; of it; its suspeﬁsion and rein-

- statement in 1980 are treated in Section V. Section VI proﬁides a brief
eva}uation of the TPM. In the final section we speculate upon future

préspects for U.S.-Japan steel trade and trade policy.




The Antidumping Law

One of the tasks of trade policy has been to define "unfair" com-
petitive practices such as predatory pricing, dumping, and export sub-
 sidization, to establish criteria for determining their occurrence, and
to provide mechanisms (such as antidumping or countervailing import
duties) to offset demonstrable injury to domestic producers of import-
competing products. In steel the main trade issue in recent years has
;evolved around American industry allegations of foreign dumping in the
U.S. market. Two criteria are basic in an antidumping case: imports
must have been sold at "less than fair value" (dumped); and this dumping
must cause material “njury to domestic producers.

The U.S. Antidumping Act of 1921 defined three alternative measures
of less than fair value, in‘descending order of application. First was
comparison between prices in the exporting nation and export prices;
exporf prices less than home prices are unfair. Second, if there were
insufficient home-market sales, comparison is made with prices of exports
to third-country markets. Third, if neither set of price comparisons
could be made, export prices were compared with a "constructed valué"
based on costs of production including overhead (fixed) costs of at least
10 percent of direct costs plus an 8 percent profit margin. This final
criterion was not frequently used because price data were wusually avail-
able. Note the first criterion allowed marginal cost pricing abroad if
also done at home.

The 1974 Trade Act fundamentally altered the use of these criteria,

substantially increasing the degree of import protection for industries




subject to strong cyclical recessions or persistent excess capacity.
Essentially it has eliminated the possibility of marginal ﬁost pricing
for exports, éubstituting instead some measure of average cost of pro-
duction from the comparison with export prices. It made antidumping
sﬁits more attractive since the constructed-vélue criterion for deter-
mining less than fair value could be applied. In recessions, producers
.in industries with high fixed costs will sell at‘prices below average
costs because small losses are preferable to large. Now they run the
danger of antidumping suits if they pursue this competitive pricing
behavior in exports to the United States.

This new definition of dumping places major emphasis upon cost of
production in recessions. And, as the trigger price mechanism experience
indicates, costs are extremely difficult to measure. It poses an ad-
ministrative nightmare (Crandall, 1980a). Unfortunately, this definition

has spread to others; the European Economic Community adopted a similar

Nonetheless, antidumping suits are not a panacea for import-competing
firms and industries. The information-gathering and legal costs, time
lags in implementation, and uncertainty as to final determination make
it expensive. However, if dumping and injury are found a preliminary
anti-dumping duty is assessed, subject to a final determination of the
amount of the duty. Imports that clear Customs after the preliminary
determination are subject to the duty at the (unknown) rate to be set

in the final determination. As a consequence, imports of the affected




product virtually cease from the affected exporter during the approxi-
mately six-month period between preliminary and final determination, a
draconian solution.

Previous Import Control Efforts

Satisfied with the large, pfosperous domestic market, the U.S.
steel industry--like many other American industries—remained complacent
about export markets for many years. As.others became stronger and the
-competition grew, the industry was forced to struggle with smaller shares
of the home market. Since 1959, when there was a major domestic steel
strike and imports exceeded exports in ﬁolume for the first time, the
share of imforts in apparent domestic consumptionzsteadily increased
from about 5 percenﬁ at the beéinning of the 1960s to 17 percent in
1968. As imports increased, so did domestic protectionist efforts and
government receptivity thereto. Until the late 1960s, the government
had maintaineé a rather antagonistic position toward the domestic in-
dustry, underscored by the confrontaéion in 1962 between President
Kennedy and Roger M. Blough, then chairman of US Steel, over prices.

The siﬁuation was considerably different in 1967-68.

In 1967 steel mounted a major anti-import compaign, focusing
largely on lobbying Congress to pressure the Executive. This led to
introduction of an omnibus bill providing for mandatory import quotas
on a number of products, including steel. Regarding such legislative
moves as too protectionist, the State Department negotiated with Japanese
and European steelmakers a three-year voluntary export restraint (VRA) .
The VRA went intoveffect January 1; 1969,'and was extended in 1972 for

another three years.

2Apparent consumption = apparent supply = production + imports -
exports, i.e. inventory change is not taken into account.




While American producers were more or less content with VRAs,
which limited imports and allowed them to raise domestic prices, consumer
groups in the United States were unhappy. In October 1972 the Consumers
Union brought an antitrust suit againét the State Department, the domestic
gteel industry, and foreign séeel producers, charging they violated the
Sherman Act by conspiring to restrain foreign commerce. The Court of
Appeals ufheld the State Department's authority to negotiate the agree-
ment and dismissed an expression by the District Court suggesting that
" there was an antitrust violation. The antitrust issue had been with-
drawvn from the case by agreement of counsel because it would have re-
quired protracted litigation.' Nonetheless; this case has led most
observers to believe that there are antitrust risks in a VRA which is
not entered into pursuant to foreign governmental direction or specific
" U.S. legal authority. Ihe VRA was allowed to expire im 1975, partly
for this reason.
In July 1975, American specialty steel (alloy and stainless) producers
_ backed by the United Steelworkers of America (USW) filed a petition for
relief frcm imports under t .
the 1974 Trade Act. In January 1976, the International Trade Commiésion
(ITC) ruled in favor of the industry, recommending import quotas for a
five-year period on a product-by-product basis. Upon receipt of this-
ITC recommendation, President Ford instructed his Special Trade Representa-
tive, Frederick B. Dent, to negotiate intergovernmental voluntary restraint
agreements that did not risk antitrust violations, called "orderly market-
-ing agreements" (OMAs), with principal exporting countries. While Japan
was willing to accept an OMA, the EEC and Sweden refused, so Ford imposed

three-year quotas on specialty steel imports (Adams and Dirlam, 1979, pp. 98-101).




Meanwhile, the Europeans had persuaded the six major Japanese pro-
ducers voluntarily to limit shipments of general steel products to the
EEC. The U.S. industry reécted immediately, by filing, in October
1976, a Section 301 complaint with the Office of the Special Trade
Representative (STR). The 301 provision of the 1974 Trade Act is
Ispecially intendéd to deal with foreign practices and policies adversely
affecting the U.S. economy, including distortioms of trade that result
_from foreign government afrangements. The suit charged the Japanese pro-
ducers' restraint agreement unfairly diverted steel from Europe to the
United States. Although the Ford Administration did not seriously act
on the suit and it was dismissed fourteen months 1a£er for lack of
sufficient evidence, the 301 case prepargd the ground for a new round
‘of steel trade politiés under the Carter Administration (Sato and Hodin,

t

1980, pp. 8-13).

I1. The American and Japanese Steel Industries in World Perspective

e A 32 L n L K T, .
1S does not differ from producer t d

Steel o
However, steel refers to an enorﬁous variety of specific steel products.
The American Iron and Steel Institute (AISI) classifies 32 product
categories, and many pro&ucts within each category. Each product is
further distinguished by grade, size (width and length), other specified
qualities (such as coating, finish, tolerance, packaging), and other
special conditions which enter the priée. In general, steel refers to
bgsic carbon steel. Stainless and alloy (specialty) s;eels are suf-

ficiently different products, with specialized producers, to have had

a separate trade policy in the 1970s, as noted above,




Most steel is produced in integrated mills whe;e economies of scale
are signiéicant, and optimal scale is very large. About 85 percent of
steel in the United States is ﬁroduced by integrated producers (OTA, 1980,
p. 10). The proportion in Japan is comparable. A limited range of
products~-mainly rods, angles and bars--are efficiently produced from
scrap in electrical furnaces in minimills. Such plants can be located
near markets.

Viewed in longer-run perspective the world steel industry since World

War II has gone through a remarkable transformétion——in technology, in
total capacity, in geographic location of production. Demand in the
United States has not grown substantially since the mid-1950s, especially
relative to capacity. Between 1955 and 1979 U.S. production increased by
11 percent, European, 108 percent, and Japanese, 1000 percent. Over

"this period world trade in steel grew, as did the role of all the
Western European nations and Japan; their respective shares of the 139
million tons exported (excluding intra-EEC trade) in 1979 were respectively

33 and 29 percent (OECD, 1980a). The steel industry has reflected the

dynamics of eveolvi

¥ volving comparative advantage and countries have success-—

fully pursued infant industry protection in steel. Japan has become

the low-cost producer. However, costs both of building efficient inte-
grated mills and of operating them are now lower in developing countries
due to low wage rates even relative to productivity (Crandall, 1980b,

p. 144). The excess capacity in world steel since 1974 will continue
well into the 1980s. The eventual major new integrated plants will
probably not be built in Western Europe, the United States, or Japan.

Detailed analyses of the cost, price, structure, technology
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and other characteristics of the industry are provided elsewhere (see

Footnote 1). A brief summary follows.

Market Structures

Economies of scale mean the steel industry in any country is oli-
gopolistic. Competition across national boundaries is impeded by sub-
stantial fransport costs ;nd various trade barriers. The Japanese indus-
try is most concentrated, the United States next, and the EEC less so.

US Steel, the largest American producer, has relatively old plants
specializing in carbon sheefs (Crandall, 1980a, p. 19). Much of the American
import problem is a US Steel problem: in 1955 its U.S. market share

was 31 percent, imports were negligible; by 1979 US Steel's share had
declined by 13 percentage points to 18 percent, and imports increased

‘to 15 percent (Bradford, February 1980, pp. 13-14). Lynn (1980) and

Woolcock (1980) discuss the structure and probleﬁs of the American

industry. ’

The Japanese industry has ten integrated producers. It is dominated
by the Big Six (Nippon Steel, Nippon Kokan, Kobe, Kawasaki, Sumitomo, and
Nisshin). Nippon Steel, the largest producer in the world, exercises
considerable leadership among the Big Six. They are all considered highly
efficient producers. Since late 1977 they have been regarded as the
world's most efficient, cost competiti&e, integrated steel producing
firms, Certainly, however, some American and European mills are as
efficient as Japanese mills, and Japanese firms are not the minimum-cost

producers of all steel products. For further detail see Kawahito's

various studies, Imai (1975), and Watanabe and Kinoshita (1970).
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The steel iﬁdustry in the EEC is more heterogeneous and less
concentrated, not surprising since it consists of firms, some state-
owned, in all the member countries. There are national differences in
industry and government attitudes and policies, and in degree of com-
petitiveness. A number of new, large modern plants have been built at
deep-water sites, but many obsolete facilities have yet to be modernized
or scrapped.

More than fifty developing countries have some type of steel pro-
duction, but only nineteen have integrated steelmaking capacity (Kawahito,
1980b, p. 68). Since optimal scale for an integrated facility is now on
the order of 6 million tons annual capacity; not surprisingly developing
countries build eléctric furnances and fabrication facilities until
domestic market size makes an integrated plant economic. Thus they import

some steel products and export others.

Pricing Behavior

Price and service (assured supplies, early delivery dates, technical
policy of friendly competition since 1910, when US Steel was established
(Adams, 1977, p. 88). The industry engages in what the Federal Trade
Commission study (1977) terms "barometric price leadership." In Japan,
Nippon Steel has been the main price leader since it was established
in 1970 by the merger of Yawata and Fuji. Woolcock (1980, p. 5) des-
cribes European pricing practices as imperfect collusion.

List prices are the starting point for the pricing of steel products.

They are changed infrequently, but are in ﬁractice only a reference point.
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Actual market prices reflect short-run demand and supply céndifions.
Price variability is considerably greater than price 1ndexes suggest;
comprehensive data are difficult to obtain.

Itvappears that in recession U.S. producers are reluctant to shift
far from administered (average cost plus mark-up) pricing strategies
toward marginal cost pricing. Japanese producers apparently are somewhat
more willing to do so, in both domestic and export markets. Thus Japanese
(and European) steel firm pricing practice is a substantial gonstraint.upon

the market power of the American industry. Kawahito has considered Japanese

domestic pricing arrangements in various studies.

Techhology

Substantial innovatidn haé taken place in steel production over
the past thirty years in both product and process technologies. This
affected the national industries very differently. Japan, with all its
capacity builg since the 1950s, has’béen able to take advantage of new
technologies. Almost all current American integrated steel capacity was
built prior to 1950. The optimum size of integrated mills has increased,
but American firms have had to bear higher costs introducing new tech-
nologies into existing, now relatively small, plants.

It is estimated at least one-fifth of American steel facilitieé

are obsolete (OTA, 1980, p. 129).3 It is too expensive

3Father W. T. Hogan, a well-known economist specializing on the
steel industry, has suggested only 70-75 percent of U.S. capacity con-
.sists of good, modern equipment (speech before the Japan Society, New -
York, November 29, 1979).
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and inefficient to modernize much--probably most--of this obsolete
capacity. Europe has had a similar problem of the overhang of existing,

outdated capacity. Thus, while the same "best" technologies are embodied

in the efficient modern mills in Japan, the United States, and Europe,
on average the technological level is lower in the United States and
EEC. The OTA 1980 study stresses the United States does not lag ser-
iously in product technologies but does in process technologies.
American management has also been conservative and slow.4

Steel is often regarded as caéital intensive. In fact it is

in the middle range aé measured by the proportion of grosslﬁalue
added by labor, similar in the United States to bakery products and
costume jewelry. By this measure it is substantiaily less capital-
Aintensive than industrial inmorganic chemicals or petroleum refining
(Crandall, 1978).

v

Costs of Production

Considerable research has been done in the United States over the
past five years concerning the comparative costs of production of the
American steel industry and its major competitors, since these estimates
provide the basis for evaluating allegations of dumping .

Federal Trade Commission and Council on Wage and Price Stability studies
of 1977 were of éreqt importance in changing perceptions. Japanese

firms were no longer seen simply as dumpers but as the most efficient,

4Lynn has done an excellent study of the differential diffusion rate
of the blast oxygen furnace in replacing the open hearth in Japan and the
United States. By 1960 it was clear the BOF technology is superior: it costs
less both to build and to operate. Since then no new open hearth furnaces
. have been built in Japan or the United States. BOF was developed in the
early 1950s; its superiority was not initially evident since there were
many technical problems and high pollution. However, during the crucial
introduction period 1954-60 Japanese firms selected the BOF process in
8ix of nine cases of investment, and American firms in four of twelve
(Lvan. 1980. p. 51).
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iow cost produéers; the competitive difficulties of the American industry
came to be seen rather more as problems of controlling its own costs
and slownéss in technological innovation and diffusion. It was gen-
erally concluded that even after transport costs Japanese average (and
presumably marginal) costs were below American costs in the Américan
market, though how much was unclear. Moreover, Japanese costs were not
subsidized by the government. Besides neﬁer plants, Japan's relative
cost advantage has several other aspects. The decline in ocean relative
to land transport costs means the United States and Germany no longer
have the advantage of relatively cheap domestié raw materials. (Crandall,
1980b). Another reason is that American steel worker wages‘have risen
not only absolutely but'as a ratio to all manufacturing wages; it is now
considerably above the ratio in Japan.5 Table 1 provides comparisons
of Americah and Japanese labor and raw material costs over time.

Capital costs are moreldifficult to compare. Short-run marginal
costs are about two-thirds and fixed costs one-third of total average
costs at normal (90 percent) capacity utilization rates. A major dif-
ference in capital costs between the United States and Japan lies in the
financing structure of companies. A common rule of thumb is that
respective debt/equity ratios are 40:60 and 80:20. Accordingly Japanese
firms pay more interest and earn less profits per ton of steel. It is
not clear that it makes a great deal of sense to compare average rates
of profit (return on equity) in the Unitedetates and Japan since the

variance among firms is substantial, particularly in the United States

5The premium of steelworker wages over those in all manufacturing,
about 30 percent in 1970, had risen to 75 percent by 1980. This has
been in large part the consequence of the union contract since 1974 in-
corporating the Experimental Negotiating Agreement, by which unions have
pledged not to strike in exchange for real wage increases including a
cost of living clause. If the United States had the 1978 Japanese ratio
of steelworker wages to all manufacturing of 32 percent, then hourly labor
costs in 1978 would have been $2.28 lower, and the cost/ton of steel lower
by $22.89. By 1980 the attendant per ton cost differential $30-840 (GAO,
1981, p. 7-13). : ' _
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(see OTA, 1980, p. 122). 1t is a remarkable indication of Japanese
industry cost competitiveness that they have operated profitably in
the past three years at only 70 percent capacity utilization; in part

this is due to an upgrading of steel product mix.

Government Policy

Governments treat steel differently from.most other industries.
Steel is regarded as a basic input for industrial activity. Thus it
is encouraged through both domestic and foreign trade policies. About
30 percent of non-Communist world capacity is government-owned. There
is no government ownership in the United States or Japan, but substantial
ownership in Europe except for West Germany. Government ownership has
| been linked to subsidy, especially in recessions. At the same time Steel
is an oligopolistic industry with considerable market power. Price
increases become inflationary signals. It is also an industry which
. generates much pollution. These lead to government regulatory efforts.
Until the early 1970s the Japanese industry was protected from
foreign competition from imports or direct‘investment in Japan. Overall,
the Japanese government has been very supportive of the industry. United
States government policy toward the American steel has been more ambivalent,
reflective of the general ambivalence towatrd industrial policy. The
industry blames its difficulties on the government. At the same time
there is little evidence the industry has used the 1969-75 and 1978—80
periods of import restraint to accelerate its reétructuring and modern-

izing efforts.
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The World Steel Recession, 1975-80

The American, Japanese, and world, steel industry face two broad
problems: structural, and cyclical. There Qre two interrelated struc-
tural problems: the shift in comparative advantage from the United
States and Europe to Japan and some developing couﬁtries;
and the large world excess capacity that has emerged since 1975 as a
consequence of world recession and excessively optimistic expansion
programs begun in the mid-1960s by»European, and to a lesser extent,
Japanese firms. Excess capacity 1s more than a cyclical problem,
though the cyclical recession has exacerbated it.

. Steel continues to be a troubled industry. Prospects are poor
until world demand catches up with world supply. The American industry
has a vested interest in forecasting future shortages in order to jus-
tify government support now. The general view is that serious shortages
of more than a temporary nature afe unlikely within five years, probably
longer. (See OECD, 1980b; a summary of various projections appears in
OTA, 1980, pp. 145-50.) This issue is considered further in the final

section.

Comparisohs of American and Japanese Steel Industries: A Summary

Contrasts between the American and Japanese steel industries are
substantial. The Japanese industry is modern, large-scale, efficient,
: lowlgost; the American industry is a mixture of these characteristics and
substantial (20-25 percent) obsolete capacity. The Japanese average
technological level is higher, especially in process technology where
diffusion has been more répid. Japanese wage rates are lower, absolutely

and relative to wages in all manufacturing. Japanese capital costs are
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lower, due mainiy to its financial system which tolerates high debt/
equity ratios. Many American firms are vertically integrated; the
industry relies mainly on domestic coal and iron ore. Japanese firms
i4mport all iron ore and coal; they have benefitted from the development
of new low-cost foreign sources of supply, often based on long-term
contracts with Japan, and sharply reduced relative costs of ocean
transport £y glant carriers. The Japanese industry is located at deep-
water ports, minimizing transport costs of imports and exports. The
U.S. industry.is located mainly in the Midwest, near traditional mar-
kets but distant from growing South, Southwest and West Coast markets.
The Japanese industry benefitted from rapidly growing domestic
demand in the 1955-1973 period, making profitable rhe building of new,
large-scale efficient mills. Demand has not grown substantially in the
‘United States, especially relative to existing capacity. The Japanese
industry has long had a global strategy which took into account export
épportunities in planning production and capacity expansion; the American
industry has focussed on the U.S. market, with little attention to
possible export opportunities. Japan exports over 30 percent of its
production; the United States, less than 3 percent, and has been a net
importer since 1959. The Japanese iﬁdustry appears to have engaged
relatively more in marginal cost pricing in recessions, in both domestic
mafkets and abroad.6 It has benefitted from a somewhat more favorable

government policy environment than the American industry.

6Given the oligopolistic structure of steel industries, pricing
under such circumstances was below "normal" average cost but probably
not often so low as short-run marginal costs.
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The industries also havé important similarities. They are very
large, and have lafgé domestic markets. They both have high technological
capabilities, to do R&D and to implement innovation. Both induystries
are mature: neither is likely to add substantially to capacity, and any
addi;ions are ;ikeiy to be in expansion of existing facilities and

electric furnance minimills.

III. Creation of the Trigger Price MEChanisn7

This section deals with the political-economic processes leading
to creation of the Trigger Price Mechanism (TPM) in the United States.
The TPM was a way to provide imporf relief to domestic industry while
avoiding a trade war and political confrontation with major steel ex-
porting countries, particularly those in Europe. Imports from Japan,
however, were the first target of the steel lobby in 1977. The new
Carter Administration immediately came under strong pfessure from the
domestic steel industry. Both the companies and the steelworkers
union emphasized limiting imports from Japan, which were 37 percent higher
than in 1975. Vice President Mondale on his Tokyo visit in éarly February
expréssed concern but stopped short of proposing any.specific measures. Never-
thglégs,, this was a sufficient signal for the Japanese steel industry.
on Fébrﬁary 5, Eishifo Saito; President of Nippon Steel, and seQen
other exexgti&es proposed to MITI Minister Tatsuo Tanaka that there

be intergoﬁernmental negotiations to reach an orderly marketing agree-

7Unless otherwise noted, this section is a summary of Hideo Sato
and Michael W. Hodin, "The Politics of Trade: The U.S.-Japanese Steel
Issue of 1977," paper prepared for the Japan-United States Economic
Relations Group, October 1980.
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ment (OMA). 1Indeed, the Japaneée industry had been more or less will-
ing to restrain exports ever since the issue first arose with the
United States in 1967.

Why 1s steel less resistant to export restraint? Four interrelated
reasons are usually given by experts in Japaﬁ: (1) the interdependent nature
of the industry, (2) its sense of indebtedness (on) ‘to the United States for
earlier assistance, (3) profi;ability of quantitative export restraint,
and (4) fear of losing a large and stable market share in the United
States. Of course, relative emphasis given to these factors varies.

Nippon Steel Chairman Yoshihiro Inayama, known as Mr. Cartel for his’
strong belief in the importance of export restraint and orderly mar-

kets, singles out on as most important.

LN

Gilmore'Files an Antidumping Suit

While Japanese steelmakers did not particularly mind their American
counterparts calling for an intergovernmental agreement to restrain their
exports to the United States, they abhorred another kind of actiom, i.e.,
antiduﬁping suits. Gilmore Steel, a small firm in Portland, Oregon, in
Febfuary 1977 filed an antidumping suit against five major Japanese
steelmakers, charging their selling carbon steel plate for $77 below the
average U.S. domestic price per ton was dumping. Finding Gilmore's documenta-
tion in order, Treasury began an investigation on March 29. Although
Gilmore was a small company, an affirmative determination could affect
all Japanese carbon steel plate exports to the United States. Japanese

steelmakers were also disturbed by what they regarded as a "peculiar"
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definition of dumping under the 1974 Trade Act. They feared Eeing
forced either to stop exports altogether or to raise prices sufficiently
to avoid further allegations, thereby losing their competitive edge.

Meanwhile, the AISI and the steelworkers union were organizing
major nation-wide campaigns to enlist supporf. Their strategy included
efforts to achieve quantitative import control (through an OMA or an
appeal under the 301 provision of the Trade Act) or iimiting imports
through antidumping suits. Their ultimate goal has been a multilateral
éectoral agreement to regulate steel trade under GATT auspices along
the lines of the Multifiber Arrangement (MFA) on textiles. |

Tﬁé Aiél ;émmisgioﬁéd ; report (Putnam, Hayes and Bartlett, 1977)
that charged foreign suppliers (including the Japanese) were practicing
discriminatory pricing between home and export shipments; that various
types of direct and indirect aid by national governments had led to
large-scale capital expansion; and that pressures existed to export at
prices below f;ll unit costs in order to help pay for this.substantial
investment. Finding the AISI allegations fraught with factual errors and
misrepresentations, the Japanese industry prepared a formal rebuttal
(Japan Iron & Steel Exporters Association, 1977) which appeared in July.
In addition, because Japanese industry leaders interpreted the AISI
move as indicative of a serioﬁs intent by the U.S. industry to seek
import control, they renewed their call for intergovernmental negotia-
tions to wdrk out an OMA. However, MITI preferred to wait until a
formal United States government request was received.

It soon became known that US Steel was preparing an antidumping

suit against all major Japanese steel imports. Because European steelmakers
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were less efficient than Japanese and therefore more likely to have
dumped steel, one may wonder why the focus was on Japan. It appears
Edgar B. Speer, US Steel's chairman, and others were effectively using
Jgpan as a scapegoat. There was a growing climate of opinion critical
of Japan because of the enormous bilateral trade imbalance beginning in
1977. And, in the context of Americafsbroader trade negotiations involv-
ing Japan, an_image of unfair Japanese trading practices had been
similarly emphasized in public speeches of political leaders and in
news reports. The general lack of knowledge about Japan in the United
States and Jaﬁanese reticence.to respond made such allegations sound
even more credible. . \

There was no consensus within the Carter Adminis;ration on how
to cope with the problem. However, haviﬂg just concluded an OMA with
Japan on color television imports, there was a reluctance to handle steel with

quantitative restrictions. The industry was an oligopoly and such

restrictions would only mean an opportunity to raise prices. On

the other hand, many in the executive branch who normally would have
opposed protéction were reluctant to because of their greater con-

cern for successful completion of the multilateral trade negotiations
(MIN). They were willing to allow some assistance to steel in exchange
for steel's support for the MIN. Eventually, those opposed to

quantitative import control as inflationary held sway.




-22-

The first sign of confrontation between the governments of the
United States and Japan on steel surfaced in late July when the
Japanese steel industry refused to submit production cost data to the
Treasury for the Gilmore case investigation. The Japanese agreed to
provide price dgta but refused to submit pro&uct—by—product cost data.
Industry leaders looked on the suit as a pretext to obtain production
secrets. The Japanese government also opposed submission of such cost
data, and advised noncompliance.
The Japanese industry was in a dilemma. To clear themselves of the dump-
ing charge Japanese firms felt they had to cooperate with Treasury. If they did

not, the Americans could say the Japanese had admitted their guilt.
Moreover, without the cost data Treasury would depend on less reliable
figures available in the Unitea States, including data submitted by
Gilmore. ‘

MITI officials were sandwiched between the Jaéaneée industry, which
wanted volunt;;y export restraint through an OMA, and the United States
government, which opposed such approaches. Under these circumstances,
Naohiro Amaya, MITI's Director of the Heavy Industries Bureau, visited
the United States in August. It became clear from these talks that
the U.S. government was more inclined to support a price-oriented
approach. Amaya reported on his trip to Inayama. But Inayama refused

to believe him, saying the U.S. government would definitely push for a

quantitative approach.
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The Raging "Firestorm' Against Imports

Still unable to obtain any government support for import restric-
tions, U.S. industry and labor leaders esca}ated their anti-import
campaign. This well-orchestrated effort coincided with some bad news
about the domestic industry. Youngstown Sheet and Tube announced it
would severely cut back operations at Youngstown, Ohio, permanently
furloughing five thousand production workers. Bethlehem and Armco
announced closings that eliminated eight thousand jobs. Some of the
closings may have been announced intentionally to put pressure on the
government.

On September 19, US Steel filed its antidumping suit against the
six largest Japanese steel companies, alleging they were "dumping
their excess steel products at.distress prices" (allegedly 23 percent
_below costs). Just the day before, Inayama had stated in a press
conference that the Japanese industry was prepared to resort to uni-
lateral exporf restraint. Again there was a problem of perception:
eagerness for voluntary restraint was interpreted by some Americans as
an admission of guilt.

With no particular solutions emanating from the Carter Administra-
tion, the steel lobby stepped up pressures on Congress. This resulted
in the formation of Senate and House steel caucuses. Congressional
mobilization in support of the steel lobby's position was seen by the
Administration as a preview of Congressional "stonewalling" on the
MIN -agreement if influential lobbies such as steel were not satisfied.

Further encouraging the anti-import campaign, Treasury ruled on

Gilmore's suit that carbon steel plate from Japan was being sold in the
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United States at less than fair value, with a dumping margin estimated

at an average of around 32 percent. Thus, according to the provisions

of the U.S. trade law, as of October 3, importers of Japanese steel

plate were required to post a bond equivalent to 32 perceng of the
declared value of ﬁew shipments to pay the higher duties if deemed
necessary by the final determination. This itself was a deterrent

to new shipments. Japanese industry leaders were Surpriséd at Treasury's
preliminary ruling and attributed it to the Japanese refusal to provide
fhe cost data. (See Mueller and Kawahito, 1979b, p.9.)

The Treasury ruling on the Gilmore case encouraged similar suits
against European steelmakers, particulariy after P;esident Cértcr éa@e'
his blessing to the antiduﬁping approach in his October 13 meeting with
domestic industry representatives. Initially, the legal remedy of anti-
dumping suits under the Trade Act of 1974 seemed a rgasonable solution,
certainly preferable to quantitati&e restrictions én steel imports.
However, the Carter Administration had not really thought through how
to cope with a large number of antidumping cases and became panicky.

It did not have_the staff ability to handle so many cases.

A more serious policy concern was how to avoid a major political
confrontation with Europe. Many U.S. officials had come to realize
(from the FIC and Council on Wage and.Price Stability studies) that
the Japanese were indeed the world's mpst.efficient producers and
that their dumping, if any, would not be widespread. At the same time
it became increasingly clear that European firms had been engaged in
large-scale dumping. Japanese imports had levelled off for some time
in volume and declined as a share of imports in part in response to the
U.S. antidumping actions. European 1mpdrts,exceeded Japanese from

around August.
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In September 1977, Carter asked Treasury Underseh;etary Anthony
Solomon to produce a plan which would defuse the domestic political
crisis in steel--to convince the industry the Administration was ser-
ious about helping it; The plan was to address all of the industry's
problems--modernization, environmental regulations, and trade. 1In
early November there were press reports the Sqlomon task force would
propose imported steel could be sold in the United States at or 5 per-
cent below a price based on production costs of Japanese steel companies.

Meanwhile, Japanese and Commén Market officials were being briefed
on the emerging price-oriented mechanism to regulate imports. 1In
effect, the Administration was establishing a system which discriminated
in favor of the Europeans, a conscious political choice. By using
Japanese production costs, the system allowed most Europeans to con-
tiﬁue to sell in the American market below average costs without retalia-
tion. Bﬁt the Japanese were nof particularly bothered; the system
would not cost them a great deal and would give them what they wanted--
peace and higher pfices. Sstill, it took a face-to-face meeting between
Solomon and Inayama to dispel some uncertainty on the part of the
Japanese industry.

In a meeting with Treasury officials in Washington on November 18,
Hachio Iwasaki, Director of MITI's Iron and Steel Division; was informed
Japan should submit average cost data for the Big Six Japanese firms for
the purpose of determining the reference prices for imﬁorts. Iwasaki
promised to submit such data within six wéeks, and the Japanese companies
su@sequently agreed.

The announcement of the TPM on December 2, 1977 had an immediate

effect. Industry and Congressional outcries against the Japanese (and
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European) steel producers quickly subsided, and the highly politicized
U.S.-Japan steel issue of 1977 virtually came to an end. However, that
was not the end. Concern by US Steel over renewed imports in a softening
market in late 1979 led to new antidumping suits and a suspension of the
TPM in March 1980, and its resumption in October following intense
negotiations. That process is traced in Section V; first, however, the

trigger price mechanism itself is described.

IV. The Trigger Price Mechanism

Trigger prices were first announced in January‘1978. They took
effect from May 1, 1978 to provide a grace period for import contracts
already signed and to allow importers and foreign producers time to
adjust to the system. The TPM has the following general features:

1) The average cost of production in dollars of the most efficient
foreign steel producer is determined. This becomes the trigger price.

2) All steel imported at or above the trigger price, plus trans-
port costs, w e Subjec Fernmen
investigations; such imports can enter freely.

3) Steel imports at less than the trigger price automatically
initiate investigation of possible dumping and injury. If dumping

is found (using the constructed value definition) and injur§'has oc-
curréd, countervailing duties are applied to all shipments by that
foreign producer so that its average cost of production (higher than

the trigger price) becomes the effective minimum price for its ex-

ports to the American market.
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The TPM involved important assumptions. First; it was to be a
substituté for antidumping suits initiated by the steel companies, as
.well as for any use of quantitative import restrictions. Originally
Treasury (sipce 1980 Commerce) has had responsibility for assembling
data and for taking action. While the steel companies could not be
denied their right under the law to initiate antidumping suits, it was
made clear if they did so to ény substantial degree the government
would terminate the TPM. At the same time the government iﬁformed

the Europeans they did not have an unlimited license to dump.

Second, the TPM was viewed as a temporary measure, until the
gradual increase in world demand eliminated the overhang of excess
capacity so that world priciﬁg returned to normal (Solomon Report,

1977, p. 20). While only implicit in the Solomon Report, it was made

cleér in October 1980 resumption of the TPM that the American and

European industries would be expected to scrap or modernize obsolete
facilities so as to become fully efficient. Ag discussed later, the TPM was
to last no longer than five years from the fall of 1980, with the
possibility of termination after three years if the U.S. industry

does not make adequate progress in rationalization.

Utilization of the TPM brought on a number of immediate practical
problems. How were costs to be estimated? How would the system be ad-
ministered? Considerable effort h#s gone into resolving these issues
and problems. The determination of the average cost of-production of the
wost efficient (i.e. ioweét cést) pféducer has been a central concern. At
the individual plant or firm level such data are regarded as proprietary
and highly secret. The agreement of MITI and the Japanese industry to

provide production cost data averaged for the Big Six producers has

been an essential ingredient for the TPM.
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The initial estimates of Japanese costs of préduction had to

be made duickly, within three weeks; the team of American specialists

was very small. The first Japanese cost estimates appeared low to
the American officials, in part because of different assumptions con-
cerning steel yields and fixed costs. While there apparently was no
explicit, politically-determined minimum reference price based on
then-current U.S. prices, it was understood by the Solomon Task Force
staff that the average cost of Japanese production plus transport
costs had to be within politically acceptable limits (say 5-10 percent
below US priées) or the TPM was not a feasible solution. Fortunately,
the American estimates were within an acceptable range; the continued
appreciation of the yen during fall 1977 fortuitously helped make
that possible. |

Estimation of costs of production is difficult. It involves con-
ceptual and definitional as well as measurement problems. All the
evidence indicates the Japanese have been scrupulously honest in

provision of the basic data; this has never been a serious source of

the Japanese industry came to realize it would benefit more from

cost estimates on the high rather than the low side. Kawahito and
Mueller have argued in a series of techmnical papers that costs have
been overestimated in the trigger price calculation; not surprisingly
the American steel industry has suggested underes;imation. Regardless,
the data used are an upward-biassed approximation of lowest foreign
costs of production, since Japanese firms are not equally efficient in
all products and since other foreign mills_may produce specific products

more cheaply.,




The cost structure in setting the trigger price formula contains.

the following main elements: raw materials, direct and indirect labor

costs and output/man-houf, steel yieid rates from raw steel, and
capital costs. Iron ore and coal costs are estimated directly in
dollars, the unit-for import contracts; about one-third of costs
for Japanese integrated producers are dollar-denominated (Treasury
News, May 15, 1979, p. 4).

The capital costs involve two controversial issues: the appropriate
- operating rate (capacity utilization) for averaging depreciation, in-
terest costs, and other fixed costs per ton of steel; and the appropri-
ate profit rate. The higher the capacity utilization rate used, the
lower average production costs. MITI at first proposed an 85 percent rateé
the twenty-year historic average. The TPM administrators have in-
stead used the most recentifive—year average, initially using 1973-77
annual data and from 1980 (first quarter) quarterly data on the
justificatiog this represented the business cycle. The average rate
has typically been above the actual operating rate.

The Japanese permanent employment-system adds some fixity
to labor costs. MITI in its cost calculations assumed labor costs
were 100 percent fixed, disadvantageous when utilization rates were
declining but advantageous when actual rates were less than the average

. rate used, as has typically been the case. The TPM administrators

have regarded both labor costs and other expenses as 50 percent fixed,
S0 percent variable. Depreciation is 90 percent fixed, interest costs

75 percent fixed (Treasury News, July 20, 1978).
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The profit rate is mandated under the 1974 Trade Act, so has not
been a matter of contention. The before-tax profit rate is setvat
8‘percent of operating costs (raw materials, labor, and other expenses).
There is little economic rationale for this_method, muchless for the
specific profit rate used. The U.S. government has suggested (Treasury
Notice, July 20, 1978) that 8 percent translates into a 13.1 perceﬁt

pretax return on total steel-making assets and regarded this as reason-

~able. Applying the ratio of fixed assets to equity from AISI's 1978

annual statistical report results in a pretax return on net worth in the

United Stétes of 14.5 percent. However, since Japanese steel firﬁs
are highly leveraged an 8 percent pretax profit on current costs
implies a far higher return on net worth, as is discussed later.
Japanese cost data, except for 1mported'raw materials, are esti-
mated in yen. One burdensome issue has been what exchange rate to use

in an era of floating rates, especially since sales contracts are

.typically signed several months before shipment, muc*&ess delivery.

The TPM administrators used the 60-day average prior to announcement

of ;he trigger price for the coming'quarter-rates prevailing some

4-7 months prior to the actual landing of steel in the United States.
The yen/dollar fluctuated widely between late 1977 and early 1980.

That had not been anticipated, and added an element of price fluctuation
undesired by ﬁn industry in which list prices change relatively in-
frequently. Because of the time lag, when the yen was appreciating the
trigger price underestimated the actual dollar cost and made Japanese

firms less competitive, and the reverse when the yen was depreciating.
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The Japanese industry complained bitterly about this aspect of the TPM
formula. When the TPM.was reinstituted in fall 1980, it was revised so
that an average exchange rate for the latést-36 months is used.

Table -2 provides the U.S. government estimates of Japanese steel-
making costs, and the trigger price in effect each quarter. Tﬁe TPM
formula has a flexibility band (+ 5 percent) to allow for temporafy,
short-term disturbances; while not used since fall 1980 it remains in

. effect in principle. It was used in 1979 to moderate the swings in
Japanese cos£ estimates due to exchange rate fluctuations. Adjustments
were also made in the first quarter of 1980, despite the ngglible
éhange in Japanese costs in dollar terms, apparently to placate the |
American industry at a time when US Steel was starting iﬁs threats to

- file its antidumping suits.

Establishment of the quarterly trigger price for steel is only
the first step. There is also an adjustmént for prices of specific
steel products, and the determination of transport costs. The trigger
price is in terms of basic steel produced by integrated producers.
Separate trigger price estimates have been made for steel products
produced by electric furnaces. |

As already noted there are many different steel products, each

with its own well-defined characteristics. The cost of production and
market price differ for each specific product. Accordingly trigger
prices havé‘to'be set not simply for "steel" but for a lafge number

of products. The 1981 first quarter Trigger Price Mechanism Price

Manual uses 268 pages to list trigger prices by product by port

by type of extra specification.
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The Japanese cost of production estimates are for steel in Japan.
To this must be added the shipping costs to United States ports: ocean
freight, insurance, interest, and unloading charges. Data are provided
by MITI. The major component is ocean freight; its cost is typically
in the 6-18 percent range of the trigger prige, depending upon the
product and the port. Steel (and other commodities) enter the United
States in ports in four geographic areas: Pacific Coast, Atlantic
" Coast, Gulf Coast, and Great Lakes, From Japan, shipping costs are
lowest to the Pacific Coast, and increasingly costlyAto the Gulf, .
Atlantic and Great Lakes ports; the difference between Pacific and
Great Lakes is typically $20-30 per-ton. ’Thesevfransport costs
significantly affect the competitiveness in different regions of the .
United States among American producers and importers. Thus Europe's
historic markets are the Great Lakes and Atlantic coast, Canada's
industry is located close to the Great Lakes markets, and Japan has been
 particularly competitive in Pacific and Gulf markets.

Accordingly, the trigger price consists of the basic price for steel as
given in Table 2, éppropriate cost adjustments for each product, plus
appropriate shipping costé. This price is then compared with the
actual import price, adjusted where nécessary to correspond to the
TP definition of unloading and handling costs. The trigger prices
are revised quarterly. As this description of the procedure implies,
substantial administrati&e and technical effort has been required to

put the TPM into place and make it work effectively.
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A further complication 1s that some efficient producers can

deliver certain products to certain ports at prices below the TPM
but not below their average cost of producfion. This_competitiveness
is further enhanced when the yen (and hence. the TPM) appreciates re-
lative to their local currencies. Such firms can request an investiga-
tion of their costs of production and obtain preclearance to sell at
specified minimum prices below the TPM. This clearly enables them

- to outcompete all other exporters subject to the trigger price. The
four Canadian stéel producers sought and obtained preclearance on
their steel exports to the Great Lakes markets, thereby expanding

exports to the United States.

V. _Suspension and Reinstatement of the Trigger Price Mechanism

The Trigger Price Mechanism (TPM) was suspended in ﬁarch 1980 when
bS Steel brought a massive antidumping suit against European producers.
This sudden turn of events created new uncertainty in international
steel trade and threatened to cause'a trade war with America's
European allies, the avoidance of which was the primary United States
motivation behind the establishment of the TPM in the fifst place.
This section will examine the interaction of political and economic
processes involving the suspension and the eventual reinstatement of
the.TPM in October 1980.

There were several factors peculiar to this second phase of the
steel trade issue. First, Europe--rather than Japan--was the main

target. Second, administrative jurisdiction over the TPM and anti-
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dumping (as well as countervailing-duty) enforcement had been trans-
ferred from Treasury to Commerce in January 1980. Third, two new steel-
related institutions (one domestic, the other international) had come
into existence: the Steel Tripartite Advisory Committee (STC) created

in the United States in July, 1978 to coordinate steel policy discussions
among government, industry, and labor; and the OECD Steel Committee
established in October, 1978 as a forum for exchanging views on steel

industry and trade among OECD member countries.

US Steel Challenges the Administration

Under the TPM Japanese steel exports to the United States dropped
sharply in 1976 (Table 3). Japanese producers were selling in the
U.S. market slightly above the trigger prices partly because the doliar
value rose as the yen appreciated vis-a-vis the dollar. Moreover, Japan's
six major companies were resorting to self-imposed cutbacks to make sure
japanese imports would not alarm the U.S. industry agaip. They believed
that such self-restraint, on top of the TPM, would be necessary to help
the U.S. industry revitalize itself.’

However, the U.S. industry did not get much respite from imports,
though they were able to raise domestic pficés because of the TPM
depreciation of the dollar, as European steel imports declined less
rapidly, and imports from Canada and third-world countries actually
rose. Moreover, US Steel's new chairman, David M. Roderick, shared
with the rest of the domestic industry the conviction that Carter's
domestic programs to help the industry did not go far enough and

government tax and environmental regulations were still too rigid to
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permit sﬁfficient capital formation and investment for revita%izing

the industry. Under these circumstances, US Steel decided to spearhead
a major campaign seeking further improvements in the government's
gteel-industry relief program. US Steel persuaded the AISI to devote
considerable staff work in 1979 for thg preparation of an industry

position paper (AISI, 1980) referred to as the "Orange Paper",

published in January 1980. While evaluating the TPM as "an innovative

attempt to he}p deal with wholesale dumping,' the paper called for
substantial changes in the mechanism (p. 56). However, the paper spent
most of its pages building a case for stronger government support fbr
the industry's modernization ;nd revitalization program.

While the "Orange Paper" was being put :ogether, US Steel was
-preparing to file antidumping complaints against European producers.
In fact, the "Orange Paper' was prepared in part to set the stage.
US Steel executives apparently concluded that large-scale antidumping
suits against European producers would act as a useful political device to
force the Administration to pay more serious attention to the plight
of the industry--precisely because the United States wanted to avoid
a major political confrontation with Europe.

The media in the United States started reporting on the impending
US Steel suits in November 1979. In early December interagency dis-
cussions began at both staff and high-policy levels within the Adminis-
tration on how to head off the suits and, in case this failed, on what
to do with the TPM. US Steel seemed determined to go ahead; In early

February 1980, Commerce Secretary Philip M. Klutznick and U.S. Special Trade

Representative Reubin Askew tried to work out a compromise whereby US
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Steel would limit its antidumping comélaints. But the company would
have none of that because it wanted to maximize the political effect of
its antidumping actién. Finally, well before the actual US Steel action,
the decision was made to maintain the TPM in the absence of antidumping suits
and to suspend it as soon as a single major éqmplaint was made (Gordon,
1980, p. 558).

At first, the Europeans did not take the rumor of the US Steel suits

seriously, believing the threat was mainly directed at the U.S. governmment.

As one person interviewed séia; “It must be Roderick's ploy to squeeze con-
cessions on government regulations." But as the possibility of the suits became
more real, EC officials became anxious and wanted to head off the suits.
Japanese officials and industry leaders, for their part, were apprehensive
about the possible chaos U;S. antidumping complaints might bring to steel

trade, which they thought had been relatively well-handled under the TPM.

They were also concerned about what they considered a lack of serious
U;S. efforts to revamp the domestic industry.

On March 19, 1980, the Commerce Department, after considerable
delay, announced that the trigger price would not be changed for the
second quarter and at the same time made a last-minute attempt to
forestall the antidumping complaints by repeating the threat to sus-
pend the TPM if US steel went ahead with the suits. However, two
days later, the US Steel filed a massive antidumping suit against 16
steelmakers in seven European countries (Ffance, West Germany, Belgium,
Luxgmbourg, Italy, Britain and the Netherlands), all of which had
problems of steel overcapaci;y and unemployment. US Steel charged

that steel products accounting for 75 pefcent of the $1.5 billion in
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European steel shipped to the United States in 1979 were "dumped" or
gsold at "less than fair value."
Why did U.S. Steel choose this particular timing for filing the
suit? European imports--which had been rapidly declining since late
1979--were reaching a nadir. There are seve;al possible explanations.
It may simply have taken several months to prepare the 72 boxesvof
documents for the complaints. It is also possible US Steel waited because
Commerce was considered more receptive than Treasury to industry interests.
Moreover, the action may have been timed to prodﬁce maximum pressure
on Carter's re—eiection caméaign. Commerce would be required to make
its preliminary determination on the antidumping pegitions filed
March 21 by October 17 at the latest, about two weeks before the
-presidential election. |
On April 10, the Commefce Department announced it had found

"gufficient evidence" to start antidumping investigations. Mindful
Sf the strong European frustration over the US Steel acfion and the
TPM suspension, Administration officials emphasized the United States
would make its ﬁtmost effort to workltoward the reinstatement of the
TPM. The Administration was most anxious not to antagonize the
European allies at a time when the United States was accumulating a
large trade surplus with the European Community--at an annual rate of
$20 billion--and was energetically seeking cooperation in regard to
the seizure of hostages in Teheran and the Soviet Union invasion of

Afghanistan.




-38-

The ITC Issues a Preliminary Determination

US Steel survived the first major test on its antidumping action
‘May 7 when the International Trade Commission ruled 3 to 2 that there
was "reasonable indication" of injury. Within the Administration as
well as without, there had been efforts to persuade the ITC to dismiss
the complaints. In hearings leading up to the ruling, the Justice
Department contended imports were not the cause of US Steel's troubles
because imports as a portion of domestic steel consumption actually
dropped from 18 percent in 1978 to 16 percent in 1979. The Council
on Wage and Price Stability joined Justice in arguing US Steel's .
problems "had more fo do with domestic competition than foreign imports."
On May 22, Lewis W. Foy, Chairman of Bethlehem Steel and the AISI
hinted at a.possibility of compromise. "We want to avoid a trade war,"
he said, adding that some kind of compromise might be possible if the
TPM could be improved to reflect faithfully the production costs of
both Japan and the European Community. But the Europeans were never
1nterested in the idea of setting higher trigger prices for the EC than
for Japan for obvious reasons. This approach was never seriously con-
sidered even by Commerce officials because the administration would be
too cumbersome. Commerce officials at one point suggested using European,
instead of Japanese, production costs for the TPM. The idea was strongly
opposed by Japan for fear of being priced out of competition. Moreover,
as one official put it, "European cost data are not very reliable and
may create all sorts of confusion in the course of TPM enforcement."

Japanese industry leaders resented repeated dumping allegations
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by US Steel, since they were the basis of.the TPM itself. They also
pointed out what théy considered a gross inconsistency in the be-
havior of the American steel industry. They said certain American
companies were negotiafing to sell South Korean and Southeast Asian
mills hot-rolled cﬁils at prices 10-20 percent below the trigger price
of $285 (FOB) per ton for the 1980 first quarter. Nonetheless, the
threat of antidumping suits restrained any possible aggressive Japanese
selling in the American market during this TPM suspension period.

After the bitter experience of being made scapegoats in 1977 theré

emerged a growing realization in the Japanese industry of the need
to speak up against accusations and allegations. This feeling was
particularly strong among the younger generation of industry execu-
tives and staff. An '"Overseas Public Relations Committee" had been
created within the Japan Irbn and Steel Exporters Association (JISEA)
for the purpose of countering foreign allegations and disseminating
"correct" information about the Japanese steel industry. This com-
mittee brought up the subject of_U.S. dumping in a paper put out

June 10 to rebut US Steel's criticism of Japanese dumping (JISEA, 1980).

Some Progress Toward TPM Reinstatement

The European steelmakers had been fully cooperating with Commerce's
antidumping investigations by submitting fairly detailed sales and pro-
duction cost data. They had'little other choice. Unless they sub-
mitted their own data the United States would automatically use
domesticélly-available data, including that supplied by U.S. Steel.

Besides, any incentive to protect production secrets was weaker than
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that of Japanese, given the state of their industry. In order to
verify the data the U.S. government sent inspectors to Europe. It
was also feared the data might not be sufficiently reliable--not
necessarily because of cheating but because the EC Commission did

not necessarily have strong enough authority to obtain full coopera-
tion. Besides, methods of calculating production costs are not fully

consistent from company to company.

By late July Commerce had collected substantial data about the
European steel industry. As a resﬁlt, there was now a real possibility
of having to impbse substantial antiduﬁping duties on most European
steel imports covered by the US Steel suits. As this possibility
increaéed, the opposition on the part of some ranking Administration
officials (including Kahn, Miller and Schultze) to the TPM reinstate-
ment gradually weakened in interagency discussions for fear of trigger-
ing a major political confrontation with the European allies. In
falks in Washington in July, the EC's Etienne Davignon drove home the
seriousness of the situation by making an implied threat that if the
TPM was not reinstated by late Septeﬁber the EC would be forced to
re-examine its entire trade policy with the United States. Another
relevant development was that the EC Commission had become more serious
about reducing steel producing capacity in member countries and re-
structuring the European steel industries.

The Steel Tripartite Advisory Committee (STC) also played a
part in the resolution of the steel trade issue. Composed of

representatives from government, industry, and labor, the STC was created




by Carter on July 26, 1978 for the purpose of servi;g "as a mechanism to
ensure a éontinuing cooperative approach to the éroblems and prospects

of the American steel industry." (STC Report to the President). The

STC's role was crucial in developing recommendations for industry re-
vitalization acceptable to both the industry and the Administration.

U.S. Steel Chairman Roderick, himself a member of the Committee, was
generally bleased with the STC work, for much industry data were

utilized by the STC, including the AISI's "Orange Paper," which Roderick
insisted the Committee use as a basis for analyzing modernization and
capital formation (Initial Report to the Working Group on Modernization

and Capital Formation, p. 5). In August 1980 he began to voice his

view publicly that he would consider withdrawing US Steel's petitions

for dumping relief if it received "equivalent protection" in other

'ways. |

The international trade section of the report recommended 'the TPM
should be feiﬁstated in a restructed form that would remedy the defects,
asserted by industry, in tﬁe previous TPM and, during the period of industry
modernization, the U.S. market should not be disrupted by excess volumes of
imports." (SRC, 198Q,p.1§.0n September 15 the Administration's Cabinet-
level Economic Policy Group chaired by Treasury Secretary Miller approved
the.substance of the reporﬁ and forwarded it to the President for final
approval.
Meanwhile, Commerce Secretary Klutznick had not been able to persuade

Roderick to accept the specifics of the government proposal for reinstating
the TPM—éthough MITI had been advised in mid-August that a broad framework

of agreement had been reached. The Administration proposed an antisurge
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, provision. Specifically, the government would initiate investigations

if aggregate foreign imports increased beyond 15.2 percent of domestic
consumftion when the domestic industry was operating below 85 percent

of capacity. Roderick wanted the activation of the antisurge provision
even if the industry was operating above 85 percent and a trigger price
increase well over the government proposal of 10 percent. The compro-
mise reached in late September was to raise the trigger price 12 percent,
Fnd the antisurge provision would be activated if the industry operated
below 87 percént.‘ Commerce could have prolonged the negotiations but
‘the Administration was eager to settle the issue before October 17, the
deadline for Commerce to make ‘a preliminary determination on the US

Steel antidumping suit.

The TPM is Restored

On Septeqber 30, President Carter announced the reinstatement of
the TPM and the withdrawal of the US Steel antidumping petitions. There
was also a broad package of domestic programs proposed earlier by the
STC. The President would recommend an amendment to the Clean Air and
Water Acts that would allow granting an individual steel mill an
extension -of up to three years for compliance. In addition, the
rate of depteciation for equipment (which accounts for 85-90 percent
of the steel industry's fixed capital) would be about 40 percent
greater than permitted under current law, and there would aléo be a
fuli 10 percent regular investment tax credit for all new equipment
with more than a one-year life, along with an extra 10 percent credit

for capital investment (The President's Program, pp. 5, 9).
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Effective for steel shipped from October 21, tﬁe trigger prices
would be still determined on the basis of Japanese production costs and
the exchange rate would be calculated on the basis of a 36-month rolling
average. The TPM.woﬁld be in effect for a maximum of five
years. If the industry were judged to be making adequate
progress toward modernization at the end of three years,
the TPM would remain in effect for the full period. Otherwise,

it would be terminated.

. A Comparative Analysis of the First aad Second Political Phases

During the first phase the steel issue was increasingly escalated
and led to the firestorm of the fall of 1977--despite the willingness
of the Japanese government and indhstry to cooperate. The principal
reason was that Americ#n officials did not underétand the seriousness
of thé»issue, partly a result of the ignorance of the new Administration,
and partly because of the low profile of the issue early on. Lack of sufficient
government response ;o calls for import relief in early 1977 made indus-
try and labor lea
Japanese), linking trade problems to unfair practices of foreign firms
and government. Hence the politicization of the issue.

During the second phase, by contrast, escalation of the issue
triggered by the US Steel's antidumping complaints was avoided because
the Administration moved quickly--even before the complaints were
actually filed--in trying to work out a compromise with US Steel and
the European Community. The Administration had a more receptive ear,

and the industry did not feel the need to launch a massive lobbying

campaign.
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What explains this difference? First, the industry's anti-import.
campaign in 1977 (particularly before September that year) was multi-
facetted and did not necessarily focus on antidumping actions on which
the Administration wag legally bound to act within a specified time
period. The indust;y in 1976-77 was more interested in the traditional
quantitative restriction approach. . The 301 Complaint filed in
October 1976 by the AISI did not require the Administration to come
up with a decision in a definite time frame. The industry could also
have filed for relief under Section 201 of the 1974 Trade Act, which
has deadlines for action. But the industry chose not to, apparently
because it was not certain of winning an affirmatiﬁe ITC decision.
Among Carter aides there was much opposition to the quantitative ap-
proach both for feér of adding fuel to inflation and because of its
inferiority to price-oriented mechanisms of import restraint. Con-
sequently, the Admipistration delayed action.

In céntraét, the US Steel's  antidumping action in March 1980
was a well-focused and carefully-prepared move which politically (as
well as legally) forced t

Sgcond, the steel issue in 1977 was allowed ﬁo escalate because
Japan, not Europe, was the main target. MARiAé Japanésé steélmakérs
scapegoats was politically useful in winning public sympathy; it was
difficult for U.S. officials to be sensitive to Japanese interests,
especially ‘in light of Japan's huge bilateral trade surplus. On the
othér hand, the European Community which became the target of the 1980
US Steel antidumping action, had been piling up a large trade deficit,
and the U.S. political climate was not conducive to the berating of

Europe, despite the open secret that the TPM enabled the Europeans
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to continue to dump steel. Moreover, American poliéymakers feared the
Europeans might retaliate by launching their own antidumping and

other actions against such major U.S. exports as soybeans, synthetic
textiles, and petrochémicals. A related factor was the growing real-
ization among U.S. officials in 1977 that the Japanese were not in-
volved in dumping as extensively as the Europeans, if at all. 1t

was only after major antidumping complaints were filed against the
Europeans in the fall of 1977 that the administration became serious
about developing the TPM.

Third, unnecessary escalation of the issue was avoided in 1980
because, unlike 1977, the Administration was sensitive to both domestic
and European (as wellbas Japanese) steel interests through the Steel
Tripartite Committee and the OECD Steel Committee. By the time the
Us éteel action was brought against the Europeans eight months after
the STC started working, government representatives on the STC, including
Commerce Secretary Klutznick and USTR Askew, were well informed of what

the industry wanted. Without the comprehensive industry revitalization

[
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program that the STC recommended in September US Steel wou ot have
withdrawn its antidumping complaints and thus the issue would have be-
come enormously more difficult to resolve. Moreover, the fact that
the STC provided a regular forum where industry and labor leaders
could speak their minds before ranking Administration officials in
closed sessions reduced the necessity of politicizing the issue
through lobbying in Congress and through media campaigns as had been
done in 1977,

Last but not least, Commerce and USTR officials were united in

efforts to work out a compromise. At the‘highest level, Klutznick




directly negotiated with Roderick, and Askew with Davignon. This
cooperative relationship was related in part to the transfer of
administrative jurisdiction over antidumping and countervailing

duties from Treasury to Commerce in January 1980. Treasury has been
known to be more free-trade-oriented than eifher Commerce or the USTR.
Also, in 1977, USTR-head Strauss and Treasury Secretary Blumenthal did

not get along well.

VI. An Evaluation of the Trigger Price Mechanism

The Economic Rationale

The previous sections describe how the trigger price mechanism
came about, was suspended, and reinstated. Two objectives of the
U.S. government stand out: to provide‘some help for the American in-
dustry by restriction of imports; and to pre&ent major confrontétion
with the European Community. Relations with Japan were also a concern,
but as it came to be perceived that the Japanese industry was indeed

it was not the central issue. Given

1 < £
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efficient and not s
these policy aims, what then was the most efficient approach? The
policymakérs (Blumenthal, Solomon, Bergston, Cooper) realized that
price mechanisms were preferable to quantity restraints. Antidumping
suits and investigations was neither politically desirable nor adminis-
tratively feasible, as the Administration quickly realized in fall 1977
wvhen it went that route. Nor was the imposition of a tariff feasible;
it could be subject to retaliation, and would be directly counter to
the intent of the Multilateral Trade Negotiations under way.

The TPM can be viewed two ways: as simply a technique for more
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efficient_administration of laws against dumping; or as a way of setting
a minimum.price for steel in'the U.S. market. Either way it is an in-
strument of proiection against imports. The real culprit is not the

TPM per se, but the protectionist provision in the U.S. 1974 Trade Act
which newly defines fair value in terms of average rather than marginal
costs of production.

Koo 61979) provides a nice analysis of the TPM as a.minimum price
system. While tariffs and quotas have an equivalent efficiency impact
under perfect competition domestically and worldwide, this is not the
case for the steel industry in the United States, japah, or Europe;
where industries héve oligopolistic market power, tariffs impose less
social cost than quotas (Morkre and Tarr, 1980, ch. 1). Koo makes the
following assumptions: the U.S. steel industry behaves oligopolistically
"(i.e. it faces a declining marginal revenue curve and equates marginal
revenue and rising marginal cost); steel imports are supplied com-
petitively ingo the U.S. market; and the TPM minimum price is less than
the U.S. price with tariffs imposed. He demonstrates analytically that
under the TPM not only will the U.S. price of steel be below that under
tariff protection, but that imports can be less and U.S. production
(and profits) greater as well. These results derive essentially from
the fact TPM makes the U.S. industry marginal revenue curve discontinuous
with a horizontal portion where the minimum price becomes relevant.

This analysis ignores the distributional implications among buyers of
steel, producers, and taxpayers,since tariff revenues accrue to the
government and the trigger price minimum does not.

The TPM benefitted foreign firms relative to the imposition of
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a tariff since the higher revenues accrued to them.' In.fact, the
average cost formula made the unit profits on Japanese‘sales to the
American mérket high indeed;'and total profits even on a smaller
export volume substantially higher than wouid have occurred under

free trade during this period. It is not clear whether the TPM
benefitted Japanese firms relative to a quota. Presumably their
prices and revenues would have been even higher under a quota system.
However, since ;he Administration apparently never seriously considered
quotas, this question is moot.

Technically, the TPM does not set a minimum price for steel imports;
selling below it triggers quickly-instituted government investigations
to determine whether dumping has occurred. Howeﬁer, because the TPM is
based on the average costs of production of the most efficient producer
(the Japanese industry), any firm exporting to the United States below
that price must be selling below its avérage costs of production, i.e.
dumping. Moreover, the implication is that if significant quantities

of imports take place, injury is occurring.

U.S. market at the trigger price are selling below their average costs
of production, since they are (by definition and in reality in most
cases) less-efficient producers. In effect they have a license to
dump as defined in terms of average costs. The argument is that these
sales do not constitute injury to the American industry, as they simply
reflect competition between Japanese and non-Japanese foreign producers
in the American market for a given totél import share as determined by
the interaction of U.S. demand and supply at the given trigger price,

80 long as efficlent foreign producers have excess capacity (Soclomon




-49- ,

Report, 1977, p. 18). This argument is valid since Japan had a large
excess capacity over the 1975-80 period. Since Japanese firms are
forced to sell at average costs while others can sell at marginal
costs, conceptually the Japanese are at a.competitive disadvantage vis
a vis other foreign suppliers.

The pps;fion of the U.S. government has been that the trigger price
meéhaﬁism is ;n efficient way to admiﬁister the antidumping law, and is
pot in itself a protectionist instrument. The Solomon Report (1977)
suggests two majof criticisms of the case-by-case antidumping procedure:
the long time it took to process a dumping complaint by a U.S. producer;
and the draconian impéct on imports where dumping is found.8

In fact the TPM is an instrument of proiection: it is a more compre-
hensi§e means of administering the aQerage cost (constructed valug) defin-
.ition of dumping in the U.S. law. The Gilmore case was the first
application of the constructed value approach since the passage of the
1974 Trade Act. The TPM is an extension of this new, and protectionist,
principle to all steel trade. Moreoﬁer, it applies a particularly protection-
ist interpretation of the 1974 Trade Act. The Act requires that sales be made
"at prices which permit recerry of all costs within a reasonable period of
ﬁime in the normal course of time." It can be argued a reasonable period
in the business cycle, that profits in boom offset losses or very low profits

in recession, and hence marginal (or less than average) cost pricing is

8Once an antidumping suit was filed, it took the Treasury and ITC
13 months on average to process the complaint; the six-month lapse
between preliminary and final determination so increase the uncertainty
and risk of duties to be paid that imports of affected products cease,
as noted earlier.
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acceptable as long as profits are reasonably averaged over the cycle.
However, the TPM as set up requires continuous covering of costs.
"The lack of a cyclical allowance [for profits] appears to be at

variance with the intent of Congress.'" (Morkre and Tarr, 1980, p. 171).

Administration of the TPM

The actual monitoring and enforcement of the TPM is done by U.S.
Customs at the various ports, under the general guidance first of Treasury
and since 1980 of Commerce. A GAO study (Government Accounting Office,
1980) provideé an evaluation of the monitoring of the TPM ffom its
inception through early May 1979. It documents that at the beginning
the actual administration was rather loose: lags in Customs reporting
to Washington; errors in calculating trigger price comparisons; inadequate
evaluation of related-party_transactions; inadequate case follow-up from
Washington to determine whether dumping had actually occurred.

The stﬁdy also. found that, once initial investigations had been done
for preclearance of specific Canadian mill products, all Canadian

steel had been entering.under automatic preclearance for entrv below
trigger prices. The GAO estimated that about 6 percent (355,700 tons)
of steel imports between October 1, 1978 and March 1, 1979 were in
serious violation of the trigger price floors. Of this, cases in-
volving only 61,800 tons had been pursued for antidumping investiga-
tions. Only one case involved a Japanese company; it was not acted
on.

The GAO study was critical of Treasury administration of the TPM.
Certain of its recommendations have been put into practice by Commerce.

However, the GAO criteria for evaluation are narrow. Treasury argued
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that the main purpose of the TPM was to eliminate injury done to the
American steel iudﬁstry through dumping of imported steel. It suggested
that serious vioclations (the estimated 6 percent of imports) was
minimal, and caused no injury relati?e to overall U.S. consumption.
However the relevant criterion is whether specific products are

being imported at "less than fair value." The results of the anti-
dumping investigations to date suggest that injury has not been sub-
stantial. Treasury further argued the day~-to-day administrationms,
which admittedly should be improved, was cost-effective despite delays.
In effect, the méiﬁ-iméaéﬁ of the ifM’i; as a aeééf;én;.'

To some extent the GAO repdrt was counterproductive because it
implied the government was not seriously enforcing the TPM, so evasion
was a relatively low-risk strategy. There is some suggestion that by
late 1979 evasion was beco;ing a realnproblem, especially where foreign
producers and American importers were related (subsidiaries, etc.).
Their share of total imports had risen from 40 percent to 60 percent
(GAO, 1980, p. 21). Their activities were inadequately monitored.

No transactions between these (or other firms) above trigger prices
were ever audited--a major GAO criticism. The one case of possible
fraud in misrepresenting import prices brought before a Federal

grand jury as of early 1981 involved allegations Mitsui & Co. USA
had made false declarations to U.S. Customs for steel imports to
West Coasé markets in 1979 and had sold below the trigger price.

This somewhat surprising situation, given the general policy of the
Big Six to exercise self-restraint in exports, may be due to the fact
that Kaiser Steel, the main West Co;st producer, had instituted a

vigorous program of pricing its products below the trigger prices.
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The Economic Impact of the TPM

It is difficult to determine with much accuracy the impact of
TPM on American and Japanese producers and consumers of steel because
so many factors influence supplies and demands and because it is not
clear what the alternative American policy would have been. Nonethe-
less, some crude appraisals can be made. The volume of imports and
the ratio of imports to domestic apparent supply dropped sharply
: following the imposition of the TPM from May 1978 (Table 3). A dis-
proportionate share of the decrease was borne by Japan; This evidently
was the result of decisions by Japan's_Big Six producers to exercise
self-restraint in the American market (see references to this behavior
in Steel Tripartite Committee;, 1979 and Kawahito, 1980a).. This was not
in the form of a (known) private voluntary agreement among the Japanese
producers; that would have been illegal under U.S. antitrust laws.
Nor was it the result of Japanese government legislation or even MITI
formal guidance. Rather, it seems to have been the consequence of
a general concensus within the industry and a fear of antagonizing
competitors, perhaps enhanced b& the leadership behavior by Nippon
Steel and its chairman Mr. Inayama. Japanese producers have continued
not to sell aggressively in the American market even at the trigger
prices. EC producers reduced their exports much less sharply, and
Canada actually increased exports. A rule of thumb developed among
industry leaders (not necessarily shared by smaller firms or younger
leaders-to-be) that the United States would accept a 15 percent import
penetration rate, and that it was reasonable for that import share

be divided roughly one-third each among Japan, the EC, and others.
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Given Japan's strong competitive position this seems a remarkably
conservative stance, though it may in fact have been profit-maxi-

mizing.

The decrease in imports came at a time American demand for steel
was rising. The American industry benefitted in terms of substantially
increased shipments in 1978 and the first three quarters of 1979. It
is difficult to determine the degree to which the TPM contributed to
the decrease'in import volume. The decline is attributable not only
to the initial rise in the import price of steel to TPM minimum levels,
but also to the subsequent iﬁcreaSes in the trigger prices which made
imports less competitive. In 1978 this was due almost entirely to the
depreciation of the dollar relative to both the yen and the European
currencies. In one seﬂse this was windfall to American producers since
it was built dnto the TPM miniﬁum price formula, and had not been
anticipated by policymakers. In a broader context the U.S. steel
industry had been penalized in competing with imports by the over-
valued dollar, so depreciation was no more than a macro-economic
adjustment toward an equilibrium rate. However, relative strength
of the dollar between early 1979 and early 1981 offset part of this
windfall. All of the increase in the trigger import price since
early 1979 has been due to rising costs, common in degree if not
absolute amount for all steel producers.

Table 4 provides comparative data on annual rates of price in-
creases in the United States for general producer prices, steel mill

products, steel import prices, and the trigger price. It is striking
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that domestic steel prices rose less rapidly follo@ing the imposition.
of the TPM than the general producer price index. Bradford (Steel
ggarterlx, February 1979, p. 4) points out that discounts from list
prices (used for the index) were prevalent in 1977 so the 1978 increase
was closer to 15 percent than the 10.7 percent recorded. There was
also some discounting from lisF prices in late 1980.

The sharp increase in import prices in fhe first year of the

TPM 1is also noteworthy. Part was probably due to the once~and-for-all

.upward adjustment to the TPM minimum price levels; most however is

attributable to the appreciation of foreign currencies. This makes it
all the more difficult to separate out the effects of dollar deprecia-
tion and the TPM on domestic steel prices and levels of imports.
Crandall (1980a, p. 23) estimates that through 1979 the TPM raised
steel import prices by about 10 percent, prices of U.S. mill products
by about 1 percént, and steei prices in the United States by about 2.4
percent; the direct effect on the U.S. price level in 1978-79 was no
more than 0.1 percentage points. The rise in prices due to the TPM
cost American consumers about $1 billion annually.. Since the major
impact of the TPM was on import prices, roughly two-thirds of this
tranéfer accrued to foreign exporters (in dollars, less in terms of
appreclated own currencies) and one-third to American steel producers.
Roger E. Alcaly, Chief Economist for the Council on Wage.and Price
Stability, in testimony at hearings on the TPM in December 1979
est{mated that the TPM increased steel import prices by about 8 per-
cent and domestic steel prices by about 1.5 percent; of the $1.1
billion iﬁcrease in revenues $600 million went to foreign firms, $500

million to American firms (GAO, 1981, p.. 6-15). The price impact was
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too small to help the American industry much; it benefitted more from
decrease in import volume. The effect on steelworker employment was
minimal, a maximum of 12,000 jobs according to Crandall.(IQSOa, p. 24).
Protection is in steel as in other industries a very expensive way

to create or maintain jobs.

The TPM has proven highly profitable for the Japanese steel in-
dustry. The formula 8 percent pretax profit rate on current cOSts
translates into a pretax return on equity for Japanese firms of
41-46 percent because of the high debt/equity ratios. (For 1975-77

current costs were 82-83 percent of sales and sales were 6.18-6.95

times equity (Tekko Tokei Yoran, 1979).) In 1976 and early 1977 the
deé?eséea iépaqese steel industry had engaged in vigorous price
competition in selling in the'U;S. market. American consumers were
benefitting, not Japanese producers. It is not surprising the Japanese
industry was willing to negotiate any restriction on its exports that
.would result'in substantial price increases. The TPM has been a
particularly beneficial mechanism for Japanese producers. It mandated
high profits at TPM prices below which its foreign competitors could
not readily compete (without invoking the threat of an anti-dumping
inQestigation), and below which the American industry usually chose
not to compete.

The alternatiﬁes for the Carter Administration were the TPM,
antidumping suits, or Import quotas. Quotas'seehed clearly inferior.
Pursuit of the antidumping approach has high political costs, as
stressed in Sections III and V. It also hasidirect and indirect

" (retaliatory) economic costs. Crandall (1980a, p. 23) argues that

antidumping suits would have disrupted the flow of imports far more,
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and would have made conditions possible for greatef pr;ce increases
,by/Ameriéan producers. Ceftainly antidumping suits increase sharply
the risk and uncertainty of importing, as stressed above. Thus, the
TPM appears to have been a reasonable political compromise under the
circumstances. But it is nonetheless a substantial step in the

protectionist direction.

VII. Future Prospects

U.S.~Japan trade in steel has now developed its own mechanisms
and behaviorél patterns. In this section we briefly consider six
broad areas: world steel supply and demand; the TPM itself; the
Japanese steel industry; American steel industry modernization; U.S.
gdvernment policy options vis-3-vis the American steel industry; and,

. briefly, some of the broader implications.

First, how long will the present world excess steel capacity
persist? The key is the European steel industry, in terms both of
trade policies ahd trade flows. As long as the European industry
ort to the
United States at less than average costs of production. The lesson
of the TPM experience is that it has the political clout to do so.
American steel users benefit, and the wider economic and political
costs to the United States of imposing antidumping duties on imports
from Europe are too great. Two factors will reduce European excess
capacity: a growth of world (especially European) demand for steel;

and a restructurihg of the steel industry by scrapping or modernizing

obsolete steel production facilities.
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Forecasts of world steel demand are hazardous, more so even
than with steel capacity. It seems unlikely that by the mid-
1980s shortages will occur, despite some projections to that effect.
Substantial excess capacity exists in Europe and Japan; modest ad-
ditions to capacity can be fairly readily achieved in existing facil-
ities. Tﬁe expansion of capacity in developiﬁg countries is likely
to be only commensurate with demand growth in the next five years

(Florkoski; OECD, 1980b, p. 11). Moreover, the world price of steel

is low--below the level necessary to sustain existing capacity levels
indefinitely. As the world supply-demand gap narrows, the relative

as well as absolute price of steel can be expected to increase. But
that appears some years away. In the interim the steel industry is
unlikely to achieve average levels of profitability of all manufactur-
ing in Europe or the United States, and perhaps Japan as well, unless
the rules of the trade game are substantially altered as to provide

very substantial insulation from import price competition. This seems

Second, what are the prospects for the TPM? There is always the
possibility the Reagan administration will end it. We consider al-
ternatives to the TPM below. Here the issue is whether the revised
TPM will be a credible deterrent. Much lies in thé effectiveness,
or at least the.perceptions of the effectiveness, of the administration
of the TPM. There are many avenues for evasion By opportunists. The
GAO (1981, pp. 7-24) is skeptical that it can be administered effectively.

The Commerce staff is small. Much will depend on success in auditing




transactions, and in generating highly-publicized éases of fraud to
which seéere penalties are attached, as well as antidumping investi-
gations themselves. The administrative difficulties in enforcing the
TPM are in effect a built-in mechanism to ensure its temporariness.
Apparently some of its inventors were aware of that from the start.
From the perspective of steel users and consumer welfare, the
optimal system under current law is one sufficiently credible to the
American steel iﬁdustry that it does not bring it down with anti-

- dumping suits and yet sufficiently porous in terms of low Japanese
costs of production, preclearance of even more efficient firms in
other nations, and evasion, that a high degree of import competition
is maintained. This balance is difficult to achieve--as the 1980

US .Steel suit demonstrated.

Third, what about the.Japanese industry? It is secure in its
current position as world low-cost producer, and confident that in
the longer r&n it can remain competitive through product specializa-
tion and continuing product and process innovations that raise pro-
ductivity. Yet it is unlikely to build any new, major integrated
plants in the foreseeable future. As a mature industry with sophisti-
cated leaders, it is likely to continue its policy of caution and high
unit profits in the American market in anticipation of potential
political problems, and to continue to seek export diversification.
The industry will generate substantial cash flow; while some will be
used to reduce debt/equity ratios, investment in foreign iron ore and

coal mines also appears likely.
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The TPM has some inheréﬁt problems for the Japanese industry,
though so far it has proven an immensely profitable device. While
Japanese firms appear to be willing to play by the rules, they fear
others will not--thaﬁ Japan will be undercut by others evadihg the
trigger price floors. Several Korean pipe producers have recently
requested preclearance. Apparéntly they are purchasing steel from
Japan at relatively low (marginal cost?) prices, and hence are able
to fabricate pipe at cosﬁs below Japanese average costs. Mofe
broadly, nof onl& Canadfan firms but Qery efficient European producers
of certain steel products are currently requesting preclearance at
prices below the TPM applicable to Japanese firms. If this should
become widespread it could both reduce Japanese competitiveness and
undermine the political assumptions of the TPM itself.

Fourth, what are the prospects for the American steel industry?

It faces fundamental structural problems: it has lost comparative
advantage, and has the overhang of substantial obsolete capacity.

Its wage rates are relatively very high (now 75 percent above those

for all American manufacturing), and almost double Japanese steel
worker wages; union power has been strong, and it has reduced con-
siderably the ability to compete against imports. The industry's
application of process technology lags--the still-low rate of continuous
casting i§ an outstanding example. Its rate of R&D is low and declin-
ing (see OTA 1980, pp. 96-97). It haé engaged in inadequate investment
in steelmaking to modernize facilities rapidly. It has a major problem
of access to finance--perhaps its most sérious problem. The ratio of

total liabilities to equity by 1979 was 124 percent; profit rates are
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below the avefage for all manufacturing; dividend rates remain stable
and high. The induétry argues it is difficult to increase private
long-term borrowing or equity issue significantly, and hence funds
must be obtainedithrough higher profit conditions and faster rates of
capital cost recovery through more rapid depreciation rates.

Industry strategy has involved a mix of investment for moderniza-
tion of steel capacity, diversification into nonsteel activities, and
the seeking of government assistance through protection from imports
and a variety of domestic programs. In recent years about one-quarter
of new investment has gone into diversificatiom. Ihis is not an
uﬁwise policy~-so long as the American people are not asked to subsidize
the indﬁstry. Investment ratés are inadequate to bring about rapid
restructuring of the industry; the incentives are apparently insuf-
ficient, judged by industry statements and performance.

Whether the industry can restructure itself so as to become
more competitive is the key issue for trade policy. Indications so far
have not necessarily been bad. For the first time in recent years,

BQe US Steel reported a small profit in its steel division for 1980.

This was made possible in part by permanently closing 15 older plants

Aemploying 12,500 workers in 1979. The company seems determined to

continue this conéolidation effort. Many firms are adopting Japanese
technology and production methods; ‘Indeed US Steel was seeking
assistance from Sumitomo Metals and Nippon Sfeel for blast furnance
technology even while'preparing its antidumping cases. Nonetheless,
it appears unlikely that the industry will succeed both in iestructur—

ing itself and in maintaining an 85 percent share of the American
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market without specific government support in one form or another.
.This brings us to United States government policy optioms
for the American steél industry. There aré three broad choices, which
can be termed the efficient core option, the renewal option, and the
high investment option.
The efficient core-option is to scrap obsolete plant and to base

the industry on the remaining modern mills, integrated and electric

- furnace. At its most pessimistic the AISI estimates up to 20 percent

of capacity might be eliminated (Orange Paper, 1980, p. 39). This

would leave capaci;y in excess of 113 million tons, which as Crandall
stresses, is far more than enough for a national security crisis

(1980a, p. 24). Crandall is one of the main proponents of the efficient

core option. It also seems to be implicit in the Report of the Japan-

United States Economic Relations Group (January 1981, pp. 76-77).

This optidn like the others would benefit from a general policy to

increase incentives for investment, saving, and R&D for all industries;

it would not require specific policies targeted for steel. It would
make possible free trade in steel even with marginal cost pricing.
The renewal option is suggested by the Office of Technology
Assessment (1980, especially chapters 2 and 10). It would require
an increase in industry investment for modernization from the past

average of $2 billion to about $3 billion (1978 dollars). The main

emphasis would be placed upon new electric furnace mills, with
some modernization of integrated mills; the electric furnace

market share would almost double to 25 percent. Capacity would expand

to meet demand grbwth; imports would be at about the 15 percent level




-62-

(apparently assuming the TPM would remain in placé). This option
would require a modest rate of direct government support targettéd
to the steel industry. |
The high investment option is propounded by the AISI, and was

supported by the Steel Tripartite Committee-under the Carter adminis-
tration. It would require annual investment rétes for modernization
on the order of $4.9 billion (1978 dollars). Most would go for
‘modernization and capacity expansion of existing integrated mills.
This option requires substantial government support——through higher
relative prices and profits by restricting imports, and/or'capital
subsidies and related measures. Crandall (1980a, é. 24) estimates
a9 peréent increase in relative prices would generate $4 billion in
annual profits (at the expense of consumers), and would employ 36,000
new people at most. This annual subsidy for employment would be
expensive--about $110,000 per new job created.

Associated with these options are alternative packages of policy

instruments. The renewal and high investment options require some
degree of government support for thé industry. The-cost falls on
American taxpayers and consumers, who on average are less well off

than steel workers, management, and stockholders. For import pro-
tection the government can choose among quotas (OMAs, VRAs), indusfry
antidumping suits, or the TPM, at least for the period of restructuring.
If_the government intends to move toward the classical free trade pos-
ition it would have to get rid of the TPM. But that would imply a

more fundamental reform: revision of the 1974 Trade Act so as to return
to the original, price criteria for dumping, and to relegate average

cost of production and constructed value to a minor role.
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Finally, one should be aware of a number of b;oader implications
of US trade policy in steel--for trade policy generally, for American
industrial structure, for US-Japan relations. The extension of the
average cost of production criterion for dumping to other industries
would be a major protectionist step, as would attendant extension of
the TPM to other products. Moreover, trade ;n steel must not be
viewed in a partial equilibrium context. The price of steel in the
United States has become substantially above that in Japan, and
indeed in a number of countries. This directly affects the competitive
strength of industries using steel. Automobiles is one obvious and
extreme example. But the high cost of steel will hurt, to varying
degrees, the competitiveness of many other steel-fabricating American
industries too.

We do not predict what will occur in steel trade and trade policy.
Our guess is that in five years\time, when the TPM is to expire, these
basic problemé will still be with us. Neither the American nor
European steel industries will have restructured sufficiently to
restore adequate competitiveness. World excess capacity in steel
will have diminished but not eliminated. It will be politically so
difficult that any more liberal definition of dumping will not be
legislated, in the United States or in GATT. Problems in steel trade
will not disappear; trade will be substantial, and rather competitive,
but at higher prices, lower volumes, and less competitive thrust than
under true free trade. The TPM, with all its problems, seems likely
tq be with us for some time to come since it embodies a pélitical

compromise among all the main actors.
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The pattern of politicization of the U.S.-Japan steel trade
{ssue has both specific and general features. Previous U.S.-Japan
trade issues followed a familiar pattern. First, growing Japanese
imports cause a U.S. domestic industry to seek import relief from
its government. Then, the U.S. government asks its Japanese counter-
part to accept some type of export quaﬁtity restraint. The Japanese
government refuses to comply due to domestic industry opposition, and
the issue becomes increasingly politicized as it remains unresolved.
This is the pattern seen most clearly in the U.S.-Japan textile
wrangle of 1969-71 (Destler, Fukui and Sato, 1979). The steel issue
has not fully conformed to this pattern.
It is true that increasing Japanese steel imports did cause the
U.S. industry to seek U.S. government actioms in reducing imports in
1977. But inter-governmenlal negotiations in the_traditional sense
&id not ensue. The U.S. government never asked the Japanese govern-
'ment; formaliy or informally, for export quantity restraints. Nor

did the Japanese and U.S. industries maintain incompatible and con-
tradictory interests causing the two governments representing them

to clash. On the contrary, voluntary quotas which the U.S. industry
wanted Japan to implement were exactly the kind of solution the
Japanese industry was prepared t§ accept. The Japanese government,
too, was willing to acquiese fo such a settlement. Nevertheless,
steel became a major source of friction between Japan and the United
States--largely because of the unduly slow political response on the
part of the U.S. government. U.S. officials at first were not respon-

sive to domestic industry pressures because they were preoccupied with




macroecoriomic issues (the curbing of inflation and expansion of U.S.
trade through the MIN) and did not fully realize the potential serious-

ness of the issue from the standpoint of domestic and alliance politics.

Government inaction induced the domestic steel industry to escalate
its anti-import, anti-Japanese compaign through media exposure and
lobbying in Congress. Thus, disagreement between government and
vindustry in one country can and did escalate a bilateral 1issue even
~when the two industries and the two govérnments do not have mutually
contradictorf interests. This occurred because the mechanism for
protection became as important as the issue of protection itself.
Does the steel pattern apply to other U.S.-Japan trade issues?
The auto issue of 1980-81 falls somewhere between the different
~ patterns represented by tbe}textile wrangle and the steel issue
. (Destler and Sato, 1981, pp. 12-14). While the Japanese government
(particularly MITI) was prepared to make necessary adjustments, the
U.S. government remained indecisive as to an appropriate solution.
Thus, like steel, the indeciveness on the part of the U.S. government
contributed to the prolongation and escalation of the issue. On the
other hand, the Japanese auto industry was nowhere nearly as united
and as cooperative as the steel industry for issue resolution--
though Japanese auto makers in 1980-81 were not as intransigent as
Japanese textile producers in 1969-71. Since MITI has become more
internationalized and more cooperative in settling trade disputes--
in contrast to the time of the textile issue--it may well be that
in future trade disputes Japanese government willingness and indus-

try reluctance, the pattern represented by the auto issue may become
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more typical in the future.. In this repsect the steel industry is an

. exception. .
For the United States the steel issue was far more than one of

bilateral relations with Japan. The Eﬁropean factor played an im-

portant role in 1977 and again in 1980. Apart from macroeconomic

(and legal) considerations, it would have been difficult for the

U.S. government to accept the Japanese "offéf" of export restraint

short of a similar offer from the Eurépean Community in 1977. As

- goon as massive antidumping suits were filed against the Europeans

in fall 1977 the Carter Administration sought the new TPM approach

which clearly favored the European Community. ‘And no sooner had US

Steel threatened to file major antidumping complaints against the

Europeans in late 1979 (thus challenging the TPM) than the U.S. govern-

ment began talks with the EC Commission and US Steel to avert a

political confrontation across the Atlantic. All this suggests that

in the eyes of American policymakers the US-Japan relationship is more

‘asymmetric than the US-EC relationship, and that, ceteris paribus, the

United States continues to tend to be more sensitive to European
interests than to Japanese. The auto issue was seen more exclusively
as a US-Japan issue since Japan was by far the most dominant foreign
supplier of automobiles in the U.S. market in 1980-81. West Germany
was not made a target of anti-import attacks since Volkswagen had
begun producing cars in the United States several years earlier.

But the European connection was not totally absent, either. Indi-
vidual European countries, notably Great gritain, France, and Italy,
hah already béen limiting Japanese auto imports, a fact sometimes

used by those Americans seeking protection. And as the possibility
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of_Japanese export quota restraint vis-3-vis the United States in-
creased in spring 1981 the Europeans exerted pressure on Japan to
accept a similar export restraint arrangement vis-3-vis the European
Community as a whole. In 1976 the Europeans succeeded in getting
Japanese steel makers to restrain exports to the Common Market, and
then the AISI filed the "301" complaint, and sought similar relief
from Japanese imports, charging that the Japanese were unfairly
diverting steel exports from Europe to the United States. The tri-
 1atera1 relationships among the United States, Japan, and the EC
are complex and difficult. Where any two agree on a bilateral

- restraint arrangement, almost inevitably the third seeks a similar
accomodation. This is a major weakness in the seeking of bilateral

solutions when both partners are so large in the world economy.

1
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Table 1. United States and Japan: Labor and Raw Materials Unit Costs
Per Ton of Steel Mill Products
(Dollars per Metric Ton)
1 : 2 . 3
Year Unit Labor Cost™ Basic Material Cost Total Gap
U.S. Japan B.S. Japan u.s. Japan (Japan-U.S.)
1956 54.67 26.66 56.17 93.17 110.84 119.83 8.99
1960 71.83 23.01 48.35 62.07 120.18 85.08 -35.10
1965 65.06 22.11 47.93 54.27 112.99 76.38 -36.61
1970 80.81 23.22 56.42 54.83 137.23 78.05 -59.18
1975 132.87 . 49.93 137.40 109.33 270.27 159.26 -111.01
1976 136.42 49.64 151.12  112.29 287.54 161.93 -125.61
t 1977 148.58 60.53 146.24 . 115.32 294,82 175.85 -118f97
1978 154.33 75.25 151.46 121.79 305.79 197.04 -108.75
1979 168.21 66.10 . 175.62  133.80 343.83 199.90 -143,93
Notes:

Sources:’

FIC 1977 for pre-1976. For 1977-79, the FIC series has
been updated using the same method and sources, except

as noted. Underlying sources are:

Pederal Trade Commission, Staff Report on the United States
teel Industry and Its International Rivals: Trends and
Fectors Determining International Competitiveness, November
977, for pre 1976. 1977-79.

§
]

Substantial data problems exist for comparisons of capacity
as vell as some inputs; such figures are indicative rather
than precise.
1The total man-hours for U.S. were taken from AISI, Annual
Statistical Report. The total number of employees for the
Japanese steel industry were obtained from JISF, Steel
Statistics Survey. The total man~hours for Japan are calcu-
Tated by using monthly hours worked per worker from JISF's
The U.S. labor cost for 1976 is a FTC

American Iron and Steel Institute, Annual Statistical Report,
various issues. :

Japan Iron and Steel Federatiom, Monthly Report of the Iron

Monthly Report.

revision of a projection in FIC 1977. For U.S., the total
ewploysent cost per nour was taken from AISI, Annual Statistical
Report. For Japan, monthly earnings per worker and employee

and Steel Statistics, various issues.

Japan Iron and Steel Federation, Steel Statistics Survey
(Tekko Tokei Yoran), various issues.

U.S. Department of Commerce, Survey of Current Business,
various issues.

talen from JISF, lonthly Report were converted to hourly figures

"
“For Japan, the quantity of electric power purchased by the steel
industry for each of the years 1977-79 was computed from the
percent purchased in 1975-76. Producer price indexes have
been used for extending the FIC 1977 series except for labor
costs (see note 1), and Japan iron ore, scrap, coking coal,
and fuel oil, where extensions of the series in the FIC's
sources are used. Also, includes iron ore, scrap, coking and
pon-coking coal, fuel oil, electric power and natural gas.
3There has been considerable debate on the average cost differ-
ential; much depended on assumptions regarding yield, Japanese
labor subcontracting, and the use. The estimates ranged from
861 (COWPS) to $120 (FTIC), with Crandall initially at $65-70,
Bradford at $85-97, and Mueller-Kawahito $97. See Kawahito
letter, Challenge, November-December, 1978. A recent dis-
cussion appears in OTA (1980, chapter &).
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AISI.
Bradford, Charles A., Steel Industry Quarterly.

Table 4. American Steel Price Increases (Annual rate, %)
Steel Carbon Yen
General Mill Steel Appreci- Japan Average Export
Producer Products Products ation  Trigger FPrice of Steel to U.S.
Price (Producer Import (Trigger Price
Index Price) Prices Price) Index Amount % Increase
1975 11.5 16.0 1.9 $ 357.52
1976 4.6 6.3 -17.5 315.96 -11.6
1977 6.2 9.6 3.4 352.12 11.4
1978 7.8 10.7 14.5 23.0 460.21 30.7
1979 . 12.6 10.2 21.3 1.6 506.51 10.1
11980 "14.0 8.0 . 13.6 13.1 575.18° 14.8°
May-Oct. 75 7.9 2.8
Nov. 75-April 76 2,7 8.3
May-Oct. 76 7.3 13.8 9.7
Nov. 76-April 77 6.9 7.2 -0.3
May-Oct. 77 6.0 11.7 -2.5
Nov. 77-April 78 5.8 12.9 11.9
May-Oct. 78 8.7 7.3 31.4 20.8 19.1 455.99
Nov. 78-April 79 14.5 9.8 35.0 16.7 14.0 503.95 21.0
May-Oct. 79 13.2 9.8 -6.3 -20.3 -2.8 502.31 -0.1
Nov. 79-April 80 9.0 10.9 22.0 -18.4b 6.2 520.37 R 7.2
May-Oct. 80 - 9.6 2.2 1.1 1.8b 24,2 596.72 29.3
Nov. 80-May 81 4.5 10.6
Notes:
a: Second-fourth quarterly comparison at annual rate.
b: Comparison with first quarter 1980.
c: Through November (annual rate).
Sources: U.S. Department of Labor.
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