Strategic Insights From WSD

Goliath in the glass house: worse than a bull in a China shop

Picture this: The steel industry of each
country lives in its own glass house.
Everything is visible — there are no
secrets. Goliath, who is representa-
tive of the Chinese steel industry’s
unprecedented threat to the viability
of the non-Chinese steel companies,
is circling the houses.

What’s the necessary action for the
non-Chinese steel mills to prevent
Goliath from entering the houses and
destroying them? The needed action
is to build a massive cast-iron gate that
keeps Goliath on the outside.

One might say that, in this new
world, protection against offshore
steel deliveries is the trump card.

This evolving steel industry struc-
ture is not a happy one for some
players:

The Chinese and other sizable
steel-exporting countries will
be facing import restraints in
a growing number of countries,
which will greatly reduce their
deliveries (Tables 1 and 2). Yes,
protectionism reduces trade.
Steel-exporting mills delivering
only a small portion of their
product to affiliated steel-con-
suming units will find it very
difficult to sustain exports, and
they will suffer from a lower-
value-added export mix than if
they had downstream affiliated
outlets.

Steel mills located at deep
water ports in the Pacific
Basin — there are about 26 of
them — will remain in a very
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China’s Steel Products Real Consumption (million metric tons) Source: WSD estimates

*Reported by China Customs Statistics and includes double counting (including imported hot rolled band or cold rolled coil to be galvanized or painted).

competitive exporting environment. For example,
a new US$11 billion 6 million-metric-ton-per-
year steel plant in Vietnam is starting up with no
good market for the higher-end products that
can be produced by its state-of-the-art hot strip

mill. It also has no ownership of downstream steel
processing entities in Vietnam or elsewhere. The
profit outlook for this mill, which may face inter-
est expenses of more than US$100/metric ton, is
quite a challenge.

World price: the key driver of international steel profitability

What about the future?

At least since the early 1970s, the evidence has been per-
suasive that the world export price for hot rolled band is
the key indicator of global steel mills’ profitability. When
the export price is high, the domestic steel mill gets a
better price in its home market because, otherwise, it

will boost its exports. When the
export price is low, the domestic
mill has much-reduced export-
ing opportunities and, as well, is
likely to be confronted with low-
priced foreign steel in its home
market.

This situation is about to
change because of the incred-
ibly low hot rolled band export
price that prevailed at the end
of 2015 (Fig. 1). At that time, the
Chinese mills were offering to
export hot rolled band at about
US$75/metric ton below the
marginal cost of their median-
cost mill. Concurrently, many
leading international steel mills
decided to cut their price close
to the Chinese mills’ price, deliv-
ered to the offshore customer.
Why? They no longer could tol-
erate a further sizable decline in
their share of world export deliv-
eries even though this might
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continue to drive down the world price — which it did
— and, this drove them into a condition of “financial
calamity.”

Looking ahead, might the world export price be a less
potent profit driver? WSD suspects the answer, at least
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World hot rolled band price vs. global steel mill EBITDA. Source: WSD’s Financial
Dynamics of International Steelmakers reports published annually since 1982.
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statistically speaking (looking after the fact), is “prob-
ably not.” Although, a rising number of steel mills have
cajoled their governments into providing them with
significant import protection reflecting: (a) the damage
caused by the collapse of the world export price late last
year; and (b) the prospect that the global steel industry
is facing more than a decade of significant oversupply as
Chinese steel demand seems likely to decline at least 100
million metric tons in the next decade.

Steel mills have the potential to generate a good profit
margin even when the world export price is depressed in
countries where the mills have created a “fortress” condi-
tion with regards to domestic steel versus foreign steel
and the number of suppliers is not so substantial (not

the case in China and perhaps not the case in Western
Europe).

What does WSD conclude? For the steel mills, protec-
tionism and mercantilism are great and free/fair trade is
bad. Is this good or bad for the country? That’s another
subject. In 1971, this writer joined Mitchell Hutchins,
a well-regarded Wall Street research boutique. In the
office next to me was Larry Ross, the top-ranked paper
analyst in the country. He said, “Do you know that what’s
good for the steel industry is bad for the country?”

Please note that, in Fig. 1, the scale is 12-to-1 for the
export price per metric ton and major international
mills’ EBITDA per metric ton. Hence, there’s a one-to-
one relationship between the figures.

This report includes forward-looking statements that are based on current expectations about future events and are subject to uncertainties and
factors relating to operations and the business environment, all of which are difficult to predict. Although WSD believes that the expectations
reflected in its forward-looking statements are reasonable, they can be affected by inaccurate assumptions made or by known or unknown risks
and uncertainties, including, among other things, changes in prices, shifts in demand, variations in supply, movements in international currency,

developments in technology, actions by governments and/or other factors.
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And some of the best steel comes off a line with an ESSCO ROLL-
CLEANING SYSTEM. Because we know you can't compromise on
appearance and finish—especially with automotive and appliance
steel. That's why we custom engineer every system for the
consistency and uniformity that will truly set your steel apart.

PH: 920.494.3480 || 800.835.7134 || esscoincorporated.com
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