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I. INTRODUCTION

Nucor Corporation (“Nucor”) is the largest steel producer and largest steel recycler in the
United States. Nucor employs approximately 30,000 teammates at facilities around the country in
both upstream and downstream segments of the steel industry. Nucor manufactures a full range
of flat, long, and structural steel mill products, exclusively in electric arc furnaces (“EAF”) that
use recycled steel scrap as their primary feed stock. These facilities are among the most energy
efficient and environmentally friendly steel mills in the world. Nucor’s downstream operations
include manufacturing of sheet and pipe piling, metal building systems, rebar fabrication, and
others. Nucor is thus not only the country’s largest steelmaker, it is also a significant steel
consumer. Itis deeply familiar with the economic impact of the Section 232 and Section 301 trade
actions on all portions of the U.S. steel industry. Both actions were necessary when taken, both
have been overwhelmingly beneficial for the steel industry without inflicting pain on steel

consumers or the U.S. economy more broadly, and both remain necessary today.

II. THE SECTION 232 RESPONSE WAS NECESSARY FOR U.S. NATIONAL
SECURITY

The steel industry is vital to U.S. national defense and critical infrastructure. Steel is an
essential material for construction of roads, bridges, and other transportation networks. It is also
used in an array of national defense applications, from armor plating in tanks, Humvees, and
armored personnel carriers, to the hulls of submarines and battleships. As the United States
transitions to a low-carbon energy grid, greater volumes of steel will be needed to build out
renewable energy infrastructure, from wind towers and solar arrays, to the new transmission
infrastructure that will be needed to connect renewable energy installations to centers of power

demand. The domestic steel industry must be capable of supplying material for these applications
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not only in peacetime, but also in times of crisis, when demand may surge beyond the industry’s
typical production levels. The industry’s ability to maintain sufficient capacity for specialized
national defense applications depends on its performance in the broader commercial market.>
When the Department of Commerce (“Commerce”) initiated its Section 232 investigation
of steel imports in 2017, the U.S. steel industry was in a state of crisis. The open U.S. market had
become a dumping ground for the world’s heavily subsidized excess steel production. In the 2004-
2008 period leading up to the global financial crisis, the domestic steel industry averaged more
than 106 million tons per year of production, at capacity utilization rates of nearly 88%.> After
the financial crisis, however, the industry never returned to this baseline, even as the rest of the
economy recovered. Instead, imports disproportionately captured the benefits of the recovery in
U.S. demand. From 2010 to 2017, import volumes increased by more than 13 million metric tons
(“mt”),* to nearly 35 million mt, far outpacing the recovery in U.S. consumption. Because of this
import surge, domestic capacity utilization remained well below 80% in the runup to the Section

232 response, as shown by the table below.’

2 See U.S. Dep’t Commerce, Bureau of Industry and Security, The Effect of Imports of Steel on the National

Security (Jan. 11, 2018) at 25, (“Steel Imports Report”) available at
https://www.commerce.gov/sites/default/files/the effect of imports of steel on_the national security -
_with_redactions_- 20180111.pdf.

3

See American Iron and Steel Institute Industry Data, attached as Exhibit 1.

4 Herein, “mt” refers to metric tons, while “tons” refers to short tons.

5 American Iron and Steel Institute Industry Data, attached as Exhibit 1.
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U.S. Steel Industry Monthly Capacity Utilization
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Surging import volumes began to erode U.S. production capabilities. After production
gradually recovered to a post-financial crisis peak of 97.8 million tons in 2012, domestic producers
shed nearly 8 million tons of production and more than 8 million tons of capacity over the next
five years, with surging imports displacing domestic production.® By 2017, the industry was
operating at a utilization rate of approximately 74 percent, nearly 14 percentage points below its
pre-financial-crisis average.” Low utilization rates were accompanied by deteriorating financial

performance. Industry-wide net income was negative in five of the nine years from 2009 to 2017.%

6 1d.
7 1d.
8 1d.
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The industry’s average profit margin over this period was -0.16 percent.” Moreover, from 2015 to
2017, asset depreciation exceeded new investment by a cumulative $915 million, meaning that the
industry was divesting instead of investing.!” Put simply, the industry was in a tailspin.

The primary cause of these adverse conditions was chronic excess capacity in global
markets, which increased rapidly in the wake of the global financial crisis. According to the
Organisation for Economic Co-operation and Development (“OECD”) Steel Committee, global
crude steel production capacity exceeded production by approximately 600 million mt as of
2017.'" Worldwide, the industry was operating at around 74% capacity utilization, driving long-
term declines in prices.'> Heavily subsidized production in the rest of the world thus pummeled
U.S. producers over the course of a decade, forcing the domestic industry to repeatedly petition
for relief under the U.S. trade remedy laws. These laws are the primary way for the industry to
defend itself against specific types of unfair trade in specific products by specific countries, and
they remain vital to maintaining healthy conditions in the U.S. market. But given the severity of
the excess capacity crisis, the breadth and extent of foreign government support and intervention,
and the speed with which heavily subsidized producers can build new capacity in third countries,
targeted antidumping and countervailing duty petitions alone could not keep pace. Nor are these
petitions designed to achieve broader national security objectives related to supply chain resilience

in critical industries or combating climate change. The Section 232 response’s comprehensive

9 1d.

10 American Iron and Steel Institute, Annual Statistical Report (2020), at Table 4.

1 OECD Steel Committee, Steel Market Developments, 84" Session (Mar. 5, 2018) at 8, attached as Exhibit 2.
12 1d.
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approach closed gaps that foreign steel industries exploited, solidifying the domestic steel
industry’s ability to begin recovering and reinvesting.

III. THE SECTION 232 RESPONSE HAS BEEN EFFECTIVE

In combination with antidumping and countervailing duty orders, the Section 232 response
has contributed to a stable market environment in which U.S. steel producers have been able to
begin recovering and reinvesting. The response has helped to reduce the volume of excess global
steel production targeted at the U.S. market through gaps in trade remedy orders. In 2017, steel
imports reached approximately 34.7 million mt and accounted for around 27 percent of U.S.
consumption.’* Following a series of antidumping and countervailing duty orders in 2016 and
2017, and the Section 232 response on March 8, 2018, import volumes began to decline. By 2019,
prior to the outbreak of COVID-19, U.S. steel imports had fallen to approximately 25.4 million
mt.'* In 2021, following the broader economic recovery, U.S. steel imports remained significantly
below pre-232 levels, at 28.6 million mt.'3

Without cutting off the U.S. market from overseas sources or competition, the Section 232
measures, in combination with trade remedy orders, have contributed to a meaningful reduction in
excess import supply and thus to a stabilization of market-based pricing. This has allowed
domestic steel producers to return to more sustainable financial footing and make necessary
investments towards a cleaner and more efficient future for the industry. According to one recent

analysis, the Section 232 response furthered market improvements that “{make} it possible for

13 U.S. Dep’t Commerce, U.S. Steel Import Monitor, U.S. Imports of Steel Mill Products (For Domestic
Consumption) Annual Data (Census Data Only) (accessed June 22, 2022) available at https:/www.trade.gov/data-
visualization/us-steel-import-monitor.

14 Id.
15 1d.
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U.S. producers to achieve economically viable financial margins and stabilize expectations of
market conditions enough to entice reinvestment in new production capacity.”!®

From a low of approximately 86.5 million tons in 2016, U.S. steel production increased to
96.7 million tons in 2019, prior to COVID-19, and to nearly 95 million tons after the recovery in
2021."7 Capacity utilization increased along with production, to 79.8 percent in 2019 and 81.6

percent in 2021.8

After operating at a loss in five out of nine years leading up to the Section 232
response, the industry has returned to more stable profitability.!” Greater market stability and
improved financial performance have allowed the industry to begin reinvesting. As of 2021, U.S.
steel companies had announced plans to invest around $15.8 billion in new or upgraded
steelmaking facilities, creating more than 3,000 high-wage U.S. jobs in the process.?’ Another
$5.9 billion has been invested in facility acquisitions to further efficiency-enhancing industry

restructuring.?!

According to AISI, the industry has invested approximately $22 billion in new,
expanded, or restarted production since March 2018, when the Section 232 measures were

implemented.*

16 Adam S. Hersh, Revoking Tariffs Would Not Tame Inflation But it Would Leave our Supply Chains Even
More Vulnerable to Disruption, Economic Policy Institute (June 21, 2022), attached as Exhibit 3.

American Iron and Steel Institute Industry Data, attached as Exhibit 1.

18 1d.

19 1d.

20 Adam S. Hersh and Robert E. Scott, Why Global Steel Surpluses Warrant U.S. Section 232 Import Measures,
Economic Policy Institute (Mar. 24, 2021) at 11, Appendix 1, attached as Exhibit 4.

21 1d.

2 Pre-Hearing Statement of Kevin M. Dempsey, American Iron and Steel Institute, Inv. No. 332-591 (July 8,

2022) at 6 (“AISI Prehearing Statement™).
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These broad improvements in the industry’s competitive position and development
prospects are vital components of the national security objectives that the U.S. Government
articulated in implementing the response. As Commerce explained in its report to the President:

U.S. steel producers would be unable to survive purely on defense or critical
infrastructure steel needs. In the steel industry, it is commercial and industrial
customer sales that generate the relatively steady production needed for
manufacturing efficiency, and the revenue volume needed to sustain the business.
Sales for critical infrastructure and defense applications are often less predictable,
cyclical, and limited in volume.?

Steel production is a capital-intensive industry. Production for national security and critical
infrastructure applications requires the same facilities, maintenance, and workforce expertise as
production for common commercial applications. As a result, limiting production to the volumes
required for national security and critical infrastructure applications would be financially
unsustainable. This is especially true as the industry anticipates increasing investment costs related
to decarbonization, and higher energy and raw material costs due to ongoing supply chain
disruptions from the Russian invasion of Ukraine and COVID-19 volatility.

The national security benefits of the Section 232 response are not limited to ensuring stable
and resilient domestic supply chains for critical steel materials. One of President Biden’s first
actions after taking office was to issue an Executive Order on Tackling the Climate Crisis at Home
and Abroad.** That Order articulated a policy “that climate considerations shall be an essential

9925

element of United States foreign policy and national security. The Section 232 measures

advance these climate-related national security objectives as well.

2 Steel Imports Report at 25.
2 Tackling the Climate Crisis at Home and Abroad, Exec. Order No. 14,008, 86 Fed. Reg. 7619 (Jan. 27, 2021).
2 1d.
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The U.S. steel industry is one of the lowest-emission and most energy-efficient steel
industries in the world. Approximately 70 percent of U.S. steel production occurs in EAF
facilities.’® In contrast, major sources of U.S. steel imports, including Brazil, China, Germany,
Japan, Russia, and Korea rely overwhelmingly on higher-emission blast furnace production.?” The
average EAF mill in the United States generates approximately 600 kg of carbon dioxide per ton
of steel produced, compared to 2,238 kg per ton for the average blast furnace worldwide.?®
Because of its higher share of EAF production, the U.S. steel industry has the lowest CO: intensity

of the world’s nine largest steel producing countries or regions.*’

Total CO, Emissions Intensity - Nine Largest Steel
Producing Countries and the EU-27 (2019)
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Adapted from: Hasanbeigi, “Steel Climate Impact: An International
Benchmarking of Energy and CO, Intensities,” Global Efficiency Intelligence,
2022.

The Section 232 measures have allowed U.S. steelmakers to invest in new or expanded, state-of-

the-art EAF capacity that will increase the domestic industry’s climate advantage vis-a-vis major

26 Sustainability of the American Steel Industry, American Iron and Steel Institute (Mar. 2021) at 4, attached as

Exhibit 5.
27 Ali Hasanbeigi & Cecilia Springer, How Clean is the U.S. Steel Industry? An International Benchmarking of

Energy and CO; Intensities, Global Efficiency Intelligence (Nov. 2019) at 19, attached as Exhibit 6.
28 Id. at 22, 24,

» Sustainability of the American Steel Industry, American Iron and Steel Institute (Mar. 2021) at 3, attached as
Exhibit 5; AISI Prehearing Statement at 9 (citing Hasanbeigi and Springer, supra n. 26).



PUBLIC DOCUMENT

import sources even further. The billions of dollars of new investments noted above includes 10
projects for new, expanded, or upgraded EAFs.*

The Section 232 response, in other words, plays an important role in ensuring that lower-
emission U.S. steel production is not replaced by significantly higher-emission foreign blast
furnace production. Preventing this type of trade-related “carbon leakage” is a critical tool for
combatting climate change and advancing the climate-related national security interests of the
United States. According to recent estimates, decarbonizing the steel industry between now and
2050 could require additional investments ranging from $278 billion to $1.4 trillion.' The
domestic industry’s ability to absorb these higher investment costs depends on continuation of the
market stability that the Section 232 response has helped create.

This is especially true as major U.S. trading partners intervene extensively to subsidize
their domestic steel producers and absorb the costs of their industries’ transition. The European
Union, for example, is providing hundreds of billions of euros in state support for EU steel
companies to “foster{} the green transition” by upgrading facilities that would otherwise need to

32 The Canadian government is implementing similar subsidy programs.*> These

shut down.
subsidies include government funding for transitions from blast furnace to EAF production, which

the U.S. industry standardized through decades of private investment, without relying on help from

30 Adam S. Hersh and Robert E. Scott, Why Global Steel Surpluses Warrant U.S. Section 232 Import Measures,
Economic Policy Institute (Mar. 24, 2021) at Appendix 1, attached as Exhibit 4.
3t Steel Industry Set to Pivot to Hydrogen in $278 Billion Green Push, Bloomberg NEF (Dec. 1,2021), attached

as Exhibit 7; Hector Forster, Banks Seeking to Finalize Framework for Steel Decarbonization in Q2, SP Global (Feb
9, 2022), attached as Exhibit 8.

32 See, e.g., Moving Towards Zero-Emission Steel: Technologies Available, Prospects, Timeline and Costs,

European Parliament (Dec. 2021) at 35-37, attached as Exhibit 9.

33 See, e.g., Press Release, ArcelorMittal Decarbonization Project in Hamilton, Canada Confirmed with the

Announcement of a CADS500M Investment by the Government of Ontario, ArcelorMittal Website (Feb. 15, 2022),
attached as Exhibit 10.
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U.S. taxpayers. Foreign governments absorbing the costs of these investments puts U.S. producers
at a severe competitive disadvantage and works at cross-purposes to the broader objective of
reducing excess capacity and restoring balance to international markets.

While the steel industry’s condition has improved significantly since the Section 232
measures went into effect, the recovery is incomplete. According to Commerce, long-term
capacity utilization rates of at least 80 percent “are necessary to sustain adequate profitability and
continued capital investment, research and development, and workforce enhancement in the steel
sector.”®* These levels of utilization must be sustained over the course of the business cycle to
reflect long-term improvements in the industry’s position. The industry is moving towards these
objectives, but it has not achieved them yet. It has only broken 80 percent annual capacity
utilization in one year since Section 232 implementation — in 2021, when significant production
capacity remained curtailed due to COVID-19.%

Because the threats of supply chain disruptions, global excess capacity, and state
intervention in industries around the world are still acute, the Section 232 measures remain vital
to the industry’s ongoing recovery and its investments in a sustainable, low-carbon future.
According to the OECD, global excess capacity remains at approximately 544 million metric tons
as 0f 2021.3¢ While China is the largest contributor to the overcapacity crisis, it is not just a “China

problem.” As noted above, governments around the world, including U.S. allies, continue to

34 Steel Imports Report at 4.
35 See American Iron and Steel Institute Industry Data, attached as Exhibit 1.

36 915 Session of the OECD Steel Committee — Chair’s Statement, OECD (Mar. 2022), attached as Exhibit 11.

10
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expand subsidies in the name of decarbonization, exacerbating chronic excess capacity and market
imbalances that continue to threaten market-oriented producers.?’

The Section 232 measures that remain in place are thus vital to U.S. national security
interests regarding both climate change and the resilience of national defense and critical
infrastructure supply chains. Any further narrowing of the program’s coverage would seriously
undermine its effectiveness with no meaningful economic benefits. The United States has already
agreed to exemptions and other alternative arrangements with a number of U.S. allies and major
sources of steel imports that allow significant volumes to enter the United States without Section
232 tariffs. These include full exemptions for Canada, Mexico, and Australia; tariff-rate quota
arrangements for the European Union, Japan, and the United Kingdom; quota arrangements for
Argentina, Brazil, and Korea; and a suspension of Section 232 measures as applied to imports from
Ukraine.

In addition to these country-specific alternative arrangements, the Commerce continues to
liberally grant product exclusions. According to Nucor’s internal analysis, Commerce has granted
more than 220,000 product exclusion requests covering more than 87 million tons of potential steel
imports as of June 14, 2022. These exclusions remain available for volumes in excess of quotas
or tariff-rate quotas under the alternative arrangements outlined above. Commerce has also
granted a number of “general approved exclusions” (“GAE”), which exclude entire tariff lines of
steel imports from all sources from Section 232 tariffs on an indefinite basis. Based on 2021
import volumes, Nucor estimates that only around 17 percent of total steel import volumes remain

subject to Section 232 tariffs after accounting for these agreements and exclusions, not including

37 Adam S. Hersh and Robert E. Scott, Why Global Steel Surpluses Warrant U.S. Section 232 Import Measures,
Economic Policy Institute (Mar. 24, 2021) at 7-8, attached as Exhibit 4.

11
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GAESs. Any further narrowing of the program would significantly undermine its effectiveness and

national security objectives.

Estimated 2021 Section 232 Duty Coverage

Duty-Possible
Imports, Total
4,995,124

17%

Free
11,774,183
40%

Annual Exclusions
1,787,807
6%

Agreement
4,381,981
15%

Quota
6,661,960
22%

IV. THE SECTION 232 RESPONSE HAS NOT HARMED DOWNSTREAM
CONSUMERS OR THE BROADER ECONOMY

The Section 232 response has contributed to the domestic steel industry’s recovery without
harming downstream consumers. Nor has it contributed to broader inflationary pressures resulting
from COVID-19 supply chain disruptions and the Russian invasion of Ukraine. The actual effect
of the Section 232 response on steel consuming industries and the broader economy has been
remarkably consistent with the U.S. International Trade Commission’s (the “Commission”)
conclusions regarding the effects of similar action taken on steel imports in 2001 under Section
201 of the Trade Act of 1974. The Commission’s analysis there estimated that the Section 201

measures had a negligible economy-wide welfare impact, ranging “from a positive 0.0006 percent

12
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to a negative 0.0011 percent of gross domestic product.”*® The effects were so muted that “many
firms had difficulty distinguishing between the effects of the safeguard measures and other changes

in market conditions.”°

The Commission also noted that after imposition of Section 201
measures:

e Steel prices initially increased but then declined;
e Opverall sales and profits in downstream industries increased; and

e Wages and productivity in downstream industries increased, while overall employment
fell by less than in the period preceding the Section 201 measures.*’

The impact of the Section 232 response on downstream industries and the broader economy
has likewise been negligible, even as the response has contributed to meaningful improvements in
the steel industry’s condition and prospects. While steel is essential to U.S. national and economic
security, steel consumption is ultimately a small share of total U.S. economic activity. In 2021,
the total value of U.S. steel consumption was approximately $121 billion, or less than 0.53 percent
of U.S. GDP.*! The value of U.S. steel imports in 2021 was approximately $26.2 billion, or
approximately 0.11 percent of U.S. GDP.*> As noted above, only a small share of these imports
are actually affected by Section 232 tariffs.

Steel likewise represents a small share of the total cost of downstream products in even the

most significant steel-consuming industries. A recent study concluded that steel inputs account

38 Steel-Consuming Industries: Competitive Conditions with Respect to Steel Safeguard Measures, Inv. No.

332-452, USITC Pub. 3632 (Sept. 2003) (Final) at 4-4.

39 Id. at xxvii.

40 Id. at vii-viii.

4 United States Geological Survey, Mineral Commodity Summaries (2022) at 88-89, available at
https://pubs.usgs.gov/periodicals/mcs2022/mcs2022.pdf.

42 U.S. Census Bureau, U.S. International Trade in Goods and Services, Annual Revision (June 7, 2022) at

Exhibit 7, available at https://www.census.gov/foreign-trade/Press-Release/ft900/final _2021.pdf.

13
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for between 1 percent and 9.8 percent of total production costs in the seven industries that consume
the largest volume of steel products.** The study concluded that the impact of the Section 232
measures on prices in these industries “ranged from zero to economically insignificant.”** The
measures thus had no meaningful impact on employment in downstream sectors, or in the U.S.
economy more broadly. Total U.S. manufacturing employment increased from approximately
12.4 million workers at the beginning of 2017 to approximately 12.8 million workers in February
2020, just before the COVID-19 shutdowns, and it has returned to approximately 12.8 million
workers as the economy has recovered.* Likewise, total U.S. unemployment fell steadily from
4.7 percent in January 2017 to 3.5 percent in February 2020, and it has returned to 3.6 percent as
the economy has recovered.

The negligible impact on steel consuming industries and the broader economy is consistent
with steel price trends following the Section 232 action. While prices increased temporarily
immediately after imposition of the Section 232 measures, the increase was temporary, and prices
declined rapidly as U.S. producers ramped up production and supply chains adjusted. By the end
of 2019, steel prices were lower than they were in 2017, prior to the announcement of the

investigation.

s Adam S. Hersh and Robert E. Scott, Why Global Steel Surpluses Warrant U.S. Section 232 Import Measures,
Economic Policy Institute (Mar. 24, 2021) at 19 (Table 1), attached as Exhibit 4.

4 1d.
+ See FRED, All Employees, Manufacturing, St. Louis Fed. (accessed June 30, 2022).

14
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U.S. inflation remained low throughout the period between the initiation of the Section 232
investigation and the outbreak of COVID-19, including during the period of temporary steel price
increases in 2018. Annual inflation in the years from 2017-2019 was 2.1 percent, 1.9 percent, and
2.3 percent, respectively.*

Gradual declines in U.S. steel prices continued until the outbreak of COVID-19. The
pandemic led to widespread shutdowns and supply chain disruptions throughout the global
economy, including in the U.S. steel industry. Along with the rest of the economy, the steel
industry reduced output dramatically in response to plummeting demand. In the spring of 2020,
the domestic steel industry’s capacity utilization rate fell as low as 54.6 percent. Faced with the

prospect of long-term demand depression, end users and distributors alike rapidly destocked

46 News Release, Consumer Price Index — May 2022, U.S. Bureau of Labor Statistics (June 10, 2022) at Table 5,
available at https://www.bls.gov/news.release/pdf/cpi.pdf.

15
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inventories. The economic recovery, however, occurred more rapidly than expected. After
contracting at annualized rates of 5.1 percent and 31.2 percent, respectively, in the first two
quarters of 2020, U.S. GDP grew at an annualized rate of 33.8 percent in the third quarter and at
an average annualized rate of 5.3 percent in the quarters through the end of 2021.%

This swift economic recovery was coupled with a shift in consumption away from services
and towards goods, and durable goods in particular.* The combination of facility shutdowns and
surging demand for goods led to temporary supply shortages and price spikes in industries ranging
from lumber, to steel, to semiconductors.*’ This is a global phenomenon. According to an analysis
by Pew Research, annual inflation in the first quarter of 2022 was at least two times higher than in
the first quarter of 2020 in 37 out of the 44 economically significant countries examined.>
Inflationary pressure around the world, especially on food and energy prices, has been exacerbated
by Russia’s invasion of Ukraine. According to the Federal Reserve’s modeling, geopolitical unrest
related to the invasion has contributed approximately 1.3 percentage points to global inflation, as
the conflict “destroy{s} human and physical capital, shift{s} resources to less efficient uses,

divert{s} international trade and capital flows, and disrupt{s} global supply chains.”!

4 News Release, Gross Domestic Products (Second Estimate), Corporate Profits (Preliminary Estimate), U.S.

Bureau of Economic Analysis (May 26, 2022) at Table 1, available at https://www.bea.gov/news/2022/gross-
domestic-product-second-estimate-and-corporate-profits-preliminary-first-quarter.

4 See, e.g., Demetrio Scopelliti, COVID-19 Causes a Spike in Spending on Durable Goods, Monthly Labor
Review (Nov. 2021), attached as Exhibit 12.

49

See, e.g., Susan Halper and Evan Soltas, Why the Pandemic Has Disrupted Supply Chains, White House
Blog (June 17, 2021), attached as Exhibit 13.

0 Drew Desilver, In the U.S. and Around the World, Inflation Is High and Getting Higher, Pew Research Center
(June 15, 2022), attached as Exhibit 14.
31 Dario Caldara et al., The Effect of the War in Ukraine on Global Activity and Inflation, FEDS Notes (May

27,2022), attached as Exhibit 15.

16
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The onset of higher U.S. inflation rates coincided with these phenomena and not with any
U.S. trade action, whether the Section 232 action or the Section 301 action. A recent analysis
concludes that “{t}he timing of the tariffs clearly shows no correlation with inflation,” and that

“the size of the tariffs . . . are simply insufficient for their removal to make a dent in current

inflation.”?

12-month percentage change, Consumer Price Index, selected categories, not seasonally
adjusted
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The Section 232 response has thus contributed to the national security objective of
returning the U.S. steel industry to a healthier and more sustainable development trajectory. It has
done so without harming downstream consumers or impacting broader economic conditions.

Recent inflationary pressure has been caused by temporary supply-demand imbalances and supply

2 Adam S. Hersh, Revoking Tariffs Would Not Tame Inflation But it Would Leave our Supply Chains Even

More Vulnerable to Disruption, Economic Policy Institute (June 21, 2022), attached as Exhibit 3.

17
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chain disruptions related to COVID-19 and the Russian invasion of Ukraine. Arguments that
further narrowing the scope of the Section 232 program would have any impact on U.S. inflation
rates are inconsistent with the facts.

V. THE SECTION 301 TARIFFS ON CHINA HELP ENSURE ROBUST DOMESTIC
SUPPLY CHAINS FOR CRITICAL INDUSTRIES

The Section 301 tariffs imposed in response to China’s acts, policies, and practices related
to intellectual property and technology transfer are another important factor contributing to the
long-term development of U.S. steel industry supply chains. China’s industrial policy objectives
in the steel industry have never been limited to simply expanding production and capacity for steel
mill products. Instead, the government has sought to use the expansion of steel mill production in
large part to support the development of higher value-added downstream industries. This involves
not only subsidizing basic steel production to ensure a stable supply of low-cost inputs to
downstream industries, but also the acquisition of advanced production technologies using many
of the same means that the Chinese government has used to acquire advanced technologies in other
sectors.

The acquisition and application of advanced technologies to enhance production
capabilities in more traditional manufacturing sectors was an underappreciated aspect of China’s
Made in China 2025 plan, and it remains a point of emphasis in current steel industry industrial
policies. The Made in China 2025 policy called for “supporting priority industries, high end
products, and key sectors in implementing technological restructuring” and ‘“promoting

development of {traditional industries including steel} towards the high end of the value chain.”?

33 Notice of the State Council Regarding Promulgation of Made in China 2025 (1545t =T Bl (b [E i
2025) [P %), State Council Doc. No. 28 (May 8, 2015) at § 1.7.

18
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More recent steel industrial policy plans retain this emphasis on supporting advanced production
for higher value-added downstream applications. The 2022 Guiding Opinion of Three Ministries
Regarding Promoting High-Quality Development in the Steel Industry calls for “supporting steel
enterprises in developing with an eye towards industrial upgrading and strategic emerging
industries, and towards prioritizing development of high-quality special steels, special alloy steels
for high-end equipment applications, and other diverse, low-volume steel products used in core
and foundational components. . . .”*

Given the Chinese government’s continued interventions in support of technology
acquisition and downstream steel manufacturing, the Section 301 response remains a vital bulwark
against the threat of Chinese dominance in advanced, high-value-added steel industry supply
chains. U.S. steel producers, including Nucor, are only as healthy as their customer base. China,
moreover, has not lived up to its commitments under the Phase One trade agreement entered into
on February 14, 2020.%

As with the Section 232 measures, the Section 301 tariffs have had no negative impact on
U.S. prices or employment and may have contributed to positive employment trends in the United
States. The Section 301 tariffs went into effect beginning in 2018, long before U.S. inflation began
increasing due to COVID-19 and the Russian invasion of Ukraine. The Chinese government,
moreover, engineered a depreciation of the RMB against the dollar by approximately 15 percent,

which partially offset the effect of the nominal Section 301 tariff rates on prices and demand for

4 Guiding Opinion of Three Ministries Regarding Promoting High-Quality Development in the Steel Industry,

Ministry of Industry and Information Technology Doc. NO. 6 (Feb. 7, 2022) at § 2.11.

55 See, e.g., Chad P. Bown, U.S.-China Phase One Tracker: China’s Purchases of U.S. Goods, PIIE (Mar. 11,
2022), attached as Exhibit 16.
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imports of Chinese goods.*® In other words, the “{Section} 301 tariffs have nothing to do with the
current inflationary spike.”’ As noted above, both U.S. manufacturing employment and total U.S.
employment increased between the implementation of the Section 301 tariffs and the outbreak of
COVID-19, and both have recovered along with the broader economy, notwithstanding
continuation of the tariffs.

The United States should not sacrifice its leverage in future negotiations with China by
revoking Section 301 tariffs that are important to U.S. supply chain security and that do not

meaningfully contribute to inflationary pressure or negatively impact the broader economy.

V. CONCLUSION

The economic impact of the Section 232 and Section 301 measures has thus been
overwhelmingly positive for the U.S. steel industry. Neither action, moreover, has negatively

affected downstream consumers or to the U.S. economy.

36 Adam S. Hersh, Testimony Submitted to the U.S. International Trade Commission, Inv. No. 332-591 (July 8,
2022) at 2.
57 Adam S. Hersh, Revoking Tariffs Would Not Tame Inflation But it Would Leave our Supply Chains Even

More Vulnerable to Disruption, Economic Policy Institute (June 21, 2022), attached as Exhibit 3.
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EXHIBIT 1



Year Production (Tons) Capacity (Tons) Utilization (%) Sales (Million)] Net Income (Million) Net Margin (%)
2004 109,879,000 116,100,000 94.60% $38,504 $3,216 8.40%
2005 104,605,000 119,550,000 87.50% $41,186 $2,918 7.10%
2006 108,621,240 123,526,808 87.90% $42,701 $3,861 9.00%
2007 108,227,178 124,410,972 87.00% $48,081 $3,360 7.00%
2008" 100,696,663 124,688,882 80.80% $66,606 $4,701 7.10%
2009 64,150,172 124,503,002 51.50% $32,188 ($1,746) -5.40%
2010 88,730,450 126,067,417 70.40% $46,564 ($251) -0.50%
2011 95,236,975 127,892,088 74.50% $57,373 $914 1.60%)
2012 97,769,374 129,983,657 75.20% $51,981 ($388) -0.70%
2013 95,766,186 124,885,268 76.70% $49,419 ($906) -1.80%
2014 97,194,908 125,412,785 77.50% $53,874 $975 1.80%)
2015 86,912,000 124,000,000 70.10% $42,301 ($1,737) -4.10%
2016 86,504,000 122,700,000 70.50% $40,129 $879 2.20%
2017 89,962,000 121,600,000 74.00% $48,122 $2,648 5.50%
2018 95,468,000 122,100,000 78.20% $57,885 $5,099 8.80%
2019 96,740,143 121,200,000 79.80% $52,350 $1,482 2.80%
2020 80,173,447 117,700,000 68.10% $39,558 $242 0.60%
2021 94,719,681 116,078,040 81.60%

Source: AISI Annual Statistical Reports
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84th session of the Steel Committee

Paris, March 5, 2018

Contact: Structural Policy Division,
Mr. Daichi MABASHI, Daichi. MABASHI@oecd.org;

Mr. Fabien MERCIER, Fabien.MERCIER@oecd.org;

Mr. Christian STEIDL, Christian.STEIDL@oecd.org

ITEM 3B: STEEL MARKET DEVELOPMENTS

&) OECD

BETTER POLICIES FOR BETTER LIVES



Global capacity developments

Global crude steelmaking capacity and production

Capacity-Production gap (mmt) Capacity utilisation rate
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Note: Capacity data reflects all information on changes up to December 2017. Annual production data for 2017 is calculated by applying the y-o-y
growth rate for Jan-Nov production of 2017 to the annual production in 2016.
Source: OECD for capacity and World Steel for production.
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= Economic Policy Institute

Working Economics Blog

Posted June 21, 2022 at 2:00 pm by Adam S. Hersh

Revoking tariffs would not tame inflation

But it would leave our supply chains even
more vulnerable to disruption

Key takeaways:

= Section 232 and 301 tariffs have nothing to do with the current
inflationary spike. The tariffs—implemented in 2018—had little effect on U.S.
prices, and inflation only spiked after the pandemic recession began in February
2020.

= Eliminating tariffs would not significantly reduce inflation. At best,
removing these tariffs would result in a one-time price decrease of 0.2%—a drop
in the bucket when consumer prices have risen by more than three times as much,
on average, every month since January 2021, driven largely by pandemic-related
global supply chain disruptions and the war in Ukraine.

= Removing these tariffs would undermine U.S. steel and aluminum
industries and increase domestic dependence on unstable supply
chains. Tariff removal would result in job losses, plant closures, cancellations of
planned investments, and further destabilize the U.S. manufacturing base at a
time of intensifying strategic importance for good jobs, national security, and the
race to green industry.

With dwindling options on inflation and a mounting chorus of special interest business lobbies,
the Biden-Harris administration is reportedly considering removing some Trump-era tariffs
in an effort to moderate rising prices in the U.S. economy.

Tempting as such an action may seem, it is certain to have unnoticeable effects on overall prices
—at best. And the action will ensure, moving forward, that our supply chains will be even more
vulnerable to the kinds of disruption risks we are seeing play out right now. These tariffs offer a


https://www.epi.org/
https://www.epi.org/blog
https://www.epi.org/people/adam-s-hersh/
https://www.nytimes.com/2022/06/14/business/economy/biden-china-tariffs-inflation.html

tangible policy response to a real-world economy rife with market failures that invalidate the
predictions of canonical economic trade models used to argue against keeping the tariffs.

In the absence of a more comprehensive approach to U.S. industrial strategy, the tariffs are
working to resuscitate America’s industrial base and have done so with no meaningful adverse
impacts on prices. Pulling the rug from under this rebuild now, without first putting in place
other policy solutions to address costly market failures, risks undoing this progress and
jeopardizing the financial conditions in industries that are critical to building the infrastructure
and renewable energy investments needed to power future economic growth.

Two broad sets of tariffs implemented under U.S. trade law in 2018 are under review by the
Biden-Harris administration. The first and biggest group retaliated against findings of
intellectual property theft and forced technology transfer in U.S. companies doing business in
China, following a United States Trade Representative (USTR) investigation under Sec. 301
authority. This led the Trump administration to negotiate a “Phase One” economic agreement
with China.

The second set of tariffs invoked national security concerns under Sec. 232 of the trade act to
bolster U.S. steel and aluminum industries, perennially at risk of financial insolvency amid
long-running, state policy-driven global supply gluts. Since joining the World Trade
Organization in 2001, China’s mushrooming steel investment accounted for nearly 70% of the
growth in the world’s steel production capacity—a 423% increase—though the tariffs apply
more broadly to cover imports from a range of countries where industrial policies are driving
investment on a non-commerecial basis, worsening chronic overcapacity in global steel and
aluminum markets, among other energy- and carbon-intensive basic industries.

Ever since these tariffs were enacted, business lobbies and orthodox economists have warned
that tariffs would devastate the economy. One can debate what alternative policy outcomes
were possible or preferable, but it is clear that tariffs didn’t make the sky fall. The data show no
material adverse impact on consumers or the broader U.S. economy. Previous EPI analysis has
shown that the Section 232 measures on steel and aluminum imports have had no
meaningful real-world impact on the prices of the leading metal-consuming products (such as
motor vehicles, machinery, construction materials, and more).

The unspectacular effects of these tariffs on prices are plain to see by breaking up the recent
experience into three periods. Figure A compares the average inflation rate performance
across consumer price and various key industrial goods price measures in the period preceding
these tariffs, the nearly two-year period with tariffs in effect prior to the pandemic, and from
the pre-pandemic business cycle peak through the latest May 2022 data. Inflation, broadly,
decelerated substantially after implementation of the tariffs in the pre-pandemic period. This is
true for manufactured goods writ large, as well as for consumer prices overall, measured in the
Consumer Price Index (CPI). Tellingly, price increases for steel and aluminum slowed sharply
to 0.7-0.8% annually from roughly 10% and 4% annually, respectively—largely attributable to
U.S. producers redeploying and reinvesting in domestic production capacity amid improved
financial conditions resulting from the tariffs.


https://ustr.gov/countries-regions/china-mongolia-taiwan/peoples-republic-china/phase-one-trade-agreement/text
https://www.epi.org/publication/why-global-steel-surpluses-warrant-u-s-section-232-import-measures/
https://www.epi.org/publication/aluminum-producing-and-consuming-industries-have-thrived-under-u-s-section-232-import-measures/
https://www.epi.org/publication/why-global-steel-surpluses-warrant-u-s-section-232-import-measures/
https://www.epi.org/publication/aluminum-producing-and-consuming-industries-have-thrived-under-u-s-section-232-import-measures/

Price increases for transportation equipment—the biggest metals-consuming industry,
including for cars and trucks and their parts—slowed by more than one-third. In some other
leading metal-using industries, prices accelerated modestly, but nothing to affect the overall
downward trend in prices, and nothing on the order of doomsday predictions prophesied by
tariff opponents. In other words, for two years markets and policymakers adjusted to these
measures before the pandemic without a hiccup. Inflation, broadly, only spiked after February
2020; it is simply not plausible to infer that these tariffs had a causal role in pandemic-era
inflation.

FIGURE A

Tariffs have nothing to do with the current inflationary spike
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Source: EPI analysis of BLS 2022 data.

It should not be surprising that these tariffs, though affecting a wide swath of U.S. imports, had
little effect on U.S. prices. First, Chinese policymakers responded to the tariffs by depreciating
their exchange rate by 15% from February 2018 to late 2019, offsetting much of the price impact
by making all Chinese exports to the United States that much cheaper in dollar terms.



Second, the tariff measures themselves are rather porous, allowing significant shares of imports
to pass around these duties. The Department of Commerce has granted hundreds of thousands
of exclusions to both the Section 301 and Section 232 tariffs where businesses could
demonstrate adverse economic impacts from limited alternative domestic sources, and where
deemed essential under the COVID-19 public health emergency. More importers bypassed the
tariffs by transshipping products through countries with preferable access to U.S. markets,
perhaps after performing some trivially minimal transformation to qualify as a different
product under U.S. trade rules.

Finally, the tariffs are levied on a much smaller base than is implied by the volume of imports
covered: the primary steel and aluminum and intermediate inputs of more processed parts and
materials. These make up just a fraction of the overall cost of a final good supplied to
consumers. For example, looking at pre-pandemic prices, the steel inputs required to make a
new U.S. car amount to just 2% of the sales price, compared with 40% for semiconductors and
other electronic components.

This suggests that removing the tariffs now—even ignoring impacts on already strained supply
chains—would have a similarly negligible impact on the surging inflation we are now
experiencing. Figure B illustrates why: overall tariff and customs duties paid on U.S. imports
amount to a trivial share of overall personal consumption expenditures. In the nearly two years
following the Sec. 232 and Sec. 301 tariffs, customs duties as a share of consumer expenditures
increased from 0.3% to 0.4%, on average, relative to the period preceding tariffs. Even if one
were to assume (implausibly) this was due to Sec. 301 and 232 tariffs and no other factors, they
amounted to at most a 0.1% increase in prices.

But, of course, there were other economic factors at work and the increased tariff collection did
not translate into higher inflation. In fact, Figure B shows that consumer prices decelerated
from 2.0% to 1.8%, on average, annualized, after implementation of the tariffs and through the
business cycle peak in the first quarter of 2020. Customs duties continued to ratchet up during
the pandemic, minimally and mechanically, as people shifted from consuming services—less
available in the pandemic—to goods, and imports surged with a stronger U.S. dollar, adding
another 0.1% as a share of consumer spending. At best, removing these tariffs would result in a
one-time price decrease of 0.2%—a drop in the bucket when you consider consumer prices have
risen by more than three times as much, on average, every month since January 2021.


https://www.epi.org/publication/why-global-steel-surpluses-warrant-u-s-section-232-import-measures/

FIGURE B

Eliminating tariffs would yield at best inconsequential gains for
consumers
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This is not to say that the tariffs had no impact—they did, particularly in helping U.S. steel and
aluminum producers. The increase in the price of imported metal products makes it possible for
U.S. producers to achieve economically viable financial margins and stabilize expectations of
market conditions enough to entice reinvestment in new production capacity. Nonetheless,
conditions of global chronic glut—especially given expected global growth slowdown from
China’s partial economic lockdown, the war in Ukraine, and ongoing pandemic-related supply
chain disruptions—continue to threaten U.S. metals industries. This affects the strategic goods
they produce and the millions of jobs they support directly and indirectly—and a robust
manufacturing base more generally. The tariffs may be a crude instrument, but absent other
feasible policy options to address the glaring market failures in global trade, they remain a
critical tool to support ongoing industrial rebuilding and to ensure that these essential
industries have the necessary resources for technology investments to decarbonize moving
forward.

Congress applied different criteria for considering these two sets of tariff measures. The Sec.
232 measures clearly prioritize national security concerns over economic efficiency and
consumer welfare; under conditions of chronic global gluts, U.S. steel and aluminum producers
have been perennially at the brink of economic viability to the extreme that only one producer
in a NATO country is capable of producing military- and aerospace-grade aluminum. The
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Department of Commerce identifies an 80% capacity utilization rate in steel production as a
minimum threshold for long-term financial viability of the industry. In the business cycle prior
to the 232 tariffs, U.S. steelmakers reached this level of activity less than 5% of the time; though
this has improved to 26% of the time since March 2018. The Sec. 232 measures afforded metals
producers the financial breathing space to start rebuilding the industry with expanded
investment and job creation.

As for the Sec. 301 tariffs, the Phase One agreement with China has gone largely unfulfilled in
terms of the bulk commodity purchases pledged by Chinese policymakers and the promise to
continue negotiations on further prying open Chinese markets to U.S. foreign direct investment
and intellectual property monopolies. Ironically, however, if Chinese policymakers had lived up
to their end of the bargain, the United States would arguably be in a worse position today in
regard to inflation and supply-chain vulnerabilities. The kinds of intellectual property
protections and free reign for their foreign investment in China that U.S. business interests
sought would make it easier for big corporations to move—or merely threaten to relocate—
operations to China, and to book profits in offshore tax havens.

People often focus on trade’s tendency to push down prices. But by exporting in bulk U.S.
natural gas and agricultural products to China, Phase One would have made these commodities

scarcer, and therefore prices paid by American businesses and households for electricity and
food would be higher.

It is clear that the United States is in dire need of an economic strategy rethink. Until a more
comprehensive policy approach to U.S. industrial development is heeded, policymakers should
at least keep in place the parts of policy that are working to promote U.S. industry.

Enjoyed this post?

Sign up for EPI's newsletter so you never miss our research and insights on ways to make the economy work
better for everyone.

Email


https://www.piie.com/research/piie-charts/us-china-phase-one-tracker-chinas-purchases-us-goods

EXHIBIT 4


















































































































EXHIBIT 5




































EXHIBIT 6



NOVEMBER 2019

HOW CLEAN IS THE U.S.
STEEL INDUSTRY?

An International Benchmarking of Energy and CO, Intensities
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Figure 13. The share of EAF from total steel production in the studied countries in 2016

The ranking of the CO, emissions intensity of the steel industry among the countries studied
(Figure 14) is slightly different from the energy intensity ranking. Spain has the lowest and China
has the highest CO, emissions intensity. The U.S. steel industry’s CO, emissions intensity
again ranks 4th lowest among the countries studied. Mexico and Canada switched ranks with
Turkey and have lower CO, emissions intensity. This is partly because of higher share of natural
gas used in Mexico and Canada (70 percent and 65 percent of total fuel used in steel industry,
respectively) compared to that in Turkey (30 percent of fuel used). Natural gas has a
significantly lower emissions factor per unit of energy compared to coal and coke, which are
the primary type of energy used in the steel industry in many countries. Other factors affecting
the CO, emissions intensity of the steel industry are discussed in section 5.4.
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Figure 16. The CO, intensity of BF-BOF steel production in the studied countries in 2016

The weighted average CO, emissions intensity (weighted by their share of production in total
production) of BF-BOF steel production in the fifteen countries studied in 2016 was 2,238 kg
CO,/t crude steel.
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Figure 17. Weighted average CO, emissions factors of fuels in the steel industry in the studied
countries in 2016
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The ranks of countries for CO, intensity of EAF steel production in somewhat different from
that of energy intensity. Figure 19 shows that France and Canada have the lowest and India and
China have the highest CO, intensity of EAF steel production. In addition to the energy
intensity that influences CO, intensity of EAF, the other important factor is electricity grid CO,
emissions factor. The primary type of energy used in EAFs is electricity. Therefore, if the
emissions factor of the electricity used in the steel industry is lower, it will help to reduce the
CO, intensity of EAF steel production. As can be seen in Figure 20, France and Canada have
the lowest electricity grid CO, emissions factors. India and China not only have the highest
energy intensity of EAF steel production, they also have some of the highest electricity grid
CO, emissions factors among countries studied.
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Figure 19. The CO, intensity of EAF steel production in the studied countries in 2016

The weighted average CO, emissions intensity (weighted by their share of production from
total production) of EAF steel production in the fifteen countries studied in 2016 was 1,173 kg
CO,/t crude steel.
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In the U.S. and around the world,
inflation is high and getting higher

BY DREW DESILVER
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Produce prices are displayed at a grocery store on June 10, 2022, in New York City. (Spencer Platt/Getty Images)

Two years ago, with millions of people out of work and central bankers and politicians

% Pew Research Center

Please take a short survey to help us
consequence of snarled supply chains, labor shortages and other issu improve our website.

N
A

striving to lift the U.S. economy out of a pandemic-induced recession

like an afterthought. A year later, with unemployment falling and the

many of those same policymakers insisted that the price hikes were *

themselves sooner rather than later.
Now, with the inflation rate higher than it’s been since the early 1980 No Thank You
administration officials acknowledge that they missed their call. Accoraing to tne latest
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report from the Bureau of Labor Statistics, the annual inflation rate in May was 8.6%, its
highest level since 1981, as measured by the consumer price index. Other inflation
metrics also have shown significant increases over the past year or so, though not quite to

the same extent as the CPI.

How we did this @

Inflation in the United States was relatively low for so long that, for entire generations of
Americans, rapid price hikes may have seemed like a relic of the distant past. Between the
start of 1991 and the end of 2019, year-over-year inflation averaged about 2.3% a month,
and exceeded 5.0% only four times. Today, Americans rate inflation as the nation’s top

problem, and President Joe Biden has said addressing the problem is his top domestic

priority.

But the U.S. is hardly the only place where people are experiencing inflationary whiplash.

A Pew Research Center analysis of data from 44 advanced economies finds that, in nearly

all of them, consumer prices have risen substantially since pre-pandemic times.

Where inflation is highest and lowest across 44 countries
Annual inflation rate, first quarter 2022
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Note: Chart includes 37 of 38 member nations of the Organization for Economic Cooperation and Development (OECD) and
seven other economically significant countries for which the OECD provides data.
Source: Pew Research analysis of OECD data.
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In 37 of these 44 nations, the average annual inflation rate in the first T X
was at least twice what it was in the first quarter of 2020, as COVID-1 % Pew Research Center
deadly spread. In 16 countries, first-quarter inflation was more than j

two years prior. (For this analysis, we used data from the Organizatio Please take a short survey to help us
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Among the countries studied, Turkey had by far the highest inflation rate in the first
quarter of 2022: an eye-opening 54.8%. Turkey has experienced high inflation for years,
but it shot up in late 2021 as the government pursued unorthodox economic policies, such

as cutting interest rates rather than raising them.

U.S. inflation rate has almost
quadrupled over past two years,
but in many other countries, it's
risen even faster

Change in annual inflation rate between first
quarter of 2020 and first quarter of 2022
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averaged 3.36% in the first quarter of this year, more than 25 times the inflation rate in the

same period in 2020.

Besides Israel, other countries with very large increases in inflation between 2020 and
2022 include Italy, which saw a nearly twentyfold increase in the first quarter of 2022
compared with two years earlier (from 0.29% to 5.67%); Switzerland, which went from
-0.13% in the first quarter of 2020 to 2.06% in the same period of this year; and Greece, a

country that knows something about economic turbulence. Following the Greek economy’s

near-meltdown in the mid-2010s, the country experienced several years of low inflation —
including more than one bout of deflation, the last starting during the first spring and
summer of the pandemic. Since then, however, prices have rocketed upward: The annual
inflation rate in Greece reached 7.44% in this year’s first quarter — nearly 21 times what it

was two years earlier (0.36%).

Annual U.S. inflation in the first quarter of this year averaged just below 8.0% — the 13th-
highest rate among the 44 countries examined. The first-quarter inflation rate in the U.S.

was almost four times its level in 2020’s first quarter.

Regardless of the absolute level of inflation in each country, most show variations on the

same basic pattern: relatively low levels before the COVID-19 pandemic struck in the first

quarter of 2020; flat or falling rates for the rest of that year and into 2021, as many
governments sharply curtailed most economic activity; and rising rates starting in mid- to

late 2021, as the world struggled to get back to something approaching normal.

But there are exceptions to that general dip-and-surge pattern. In Russia, for instance,

inflation rates rose steadily throughout the pandemic period before surging in the wake of

its invasion of Ukraine. In Indonesia, inflation fell early in the pandemic and has remained
at low levels. Japan has continued its years-long struggle with inflation rates that are

too low. And in Saudi Arabia, the pattern was reversed: The inflation rate

surged during the pandemic but then fell sharply in late 2021; it’s risen a bit since, but still
is just 1.6%.

Inflation doesn’t appear to be done with the developed world just yet. An interim
report from the OECD found that April’s inflation rate ran ahead of March’s figure in 32 of
the group’s 38 member countries.
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The Effect of the War in Ukraine on Global Activity and Inflation

Dario Caldara, Sarah Conlisk, Matteo lacoviello, and Maddie Penn'’

Global geopolitical risks have soared since Russia's invasion of Ukraine. Investors, market participants, and policymakers
expect that the war will exert a drag on the global economy while pushing up inflation, with a sharp increase in uncertainty
and risks of severe adverse outcomes.? As an example of these concerns, the April 2022 edition of the International
Monetary Fund's World Economic Outlook contains more than 200 mentions of the word "war." Some economic effects
are already materializing. The economies of Russia and Ukraine are contracting sharply as a direct result of the war and
the sanctions imposed on Russia. Commaodity markets are in turmoil and financial markets have been highly volatile since
the start of the conflict. In light of these developments, a key question is: How much will geopolitical tensions weigh on
economic activity in 2022 and beyond?

In this note, to answer this question, we first quantify the recent rise in geopolitical risks using two measures based on
textual analysis: one focusing on newspapers articles, and another constructed from transcripts of firms' earnings calls.
Armed with these numerical measures, we use an econometric model and recent data to provide empirical evidence on
the global macroeconomic effects of movements in geopolitical risk.

Our main result suggests that the rise in geopolitical risks seen since the Russian invasion of Ukraine will have non-
negligible macroeconomic effects in 2022. Relative to a no-war counterfactual, the model sees the war as reducing the
level of global GDP about 1.5 percent and leading to a rise in global inflation of about 1.3 percentage points. The adverse
effects of geopolitical risks in the model operate through lower consumer sentiment, higher commodity prices, and tighter
financial conditions. Additionally, firm-level indicators suggest that a hit to the European economies will likely be greatest,
especially in goods-producing industries.

Measurement of Geopolitical Risks

A key challenge to understanding and quantifying the effects of heightened geopolitical tensions pertains to their
measurement. Our first measure is the Caldara-lacoviello geopolitical risk (GPR) index, constructed using searches of
newspaper articles that mention adverse geopolitical events and associated risks. The GPR index tracks references to
wars, terrorist attacks, and any tensions among states and political actors that affects the course of international
relations.® The index starts in 1900 and is based on automated text searches of the Chicago Tribune, the New York
Times, the Washington Post, and, for recent years, seven additional newspapers from the U.S., U.K., and Canada. Figure
1 plots the GPR index since 1970: spikes in the index are associated with wars, risks of war, and major terrorist events. Of
note, the index spiked in the aftermath of the Russian invasion of Ukraine—in March 2022, readings of the index reached
one of the highest values in the past 50 years, comparable with similar peaks during the Gulf and Iraq Wars.

Figure 1. The Geopolitical Risk Index
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The two building blocks of the overall GPR index are the geopolitical threats (GPT) index, which captures concerns about

scope, duration, and ramifications of geopolitical tensions and conflicts, and the geopolitical acts (GPA) index, which

captures events such as the start and the actual unfolding of wars.* As shown in the left panel of Figure 2, the GPT index,
which surged between January and March, declined in April and May, consistent with the view that extreme outcomes of
the war, such as direct involvement of more countries, are perhaps perceived as less likely. The GPA index also spiked in

the aftermath of the invasion and is retracting, albeit more slowly.

Figure 2. Recent Geopolitical Concerns

A. Geopolitical Risk and its Components B. Firm-Level Geopolitical Concerns
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Note: The left panel plots recent movements in the GPR index and its two sub-components, the geopolitical threats (GPT) and geopolitical acts
(GPA) indexes. The right panel plots the evolution in the share of globally listed firms’ earnings calls that mention concerns over conflict between

Russia and Ukraine. Both panels extend from October 2021 to May 2022. *Preliminary Reading.
Source: Federal Reserve Board staff calculations; S&P Global market intelligence.
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We complement information from the GPR index with a second, alternative measure of geopolitical risks constructed by
searching the transcripts of the earnings call of globally listed firms for mentions of the Russian invasion of Ukraine.®
Concerns about the conflict have been pervasive in earnings conference calls across the globe, with 40 percent of all
earnings calls held in April 2022 explicitly mentioning the conflict. As the right panel of Figure 2 shows, the geopolitical risk
measure based on earnings calls shares very similar dynamics to the newspaper-based indexes, lending support to the
notion that the newspaper-based GPR indexes are capturing information that is relevant to firms and investors.

Quantifying the Effects of Higher Geopolitical Risks on GDP and Inflation

Historically, periods of elevated geopolitical risks have been associated with sizable negative effects on global economic
activity. Wars destroy human and physical capital, shift resources to less efficient uses, divert international trade and
capital flows, and disrupt global supply chains. Additionally, changing perceptions about the range of outcomes of adverse
geopolitical events may further weigh on economic activity by delaying firms' investment and hiring, eroding consumer
confidence, and tightening financial conditions.

Our numerical measure of geopolitical risk allows us to quantify the effects of its recent spike on global economic activity.
To this end, we estimate a structural vector autoregression (VAR) model and use the estimated model to quantify the
effects over time of the recent spike in geopolitical tensions. The model includes monthly measures of world GDP, world
inflation, global stock prices, real oil prices, the broad real dollar, commodity prices, global consumer confidence, and the
geopolitical threats (GPT) and geopolitical acts (GPA) indexes.” The VAR model uses data from January 1974 through
April 2022 and includes three lags.® We assume that changes in the GPT and GPA indexes drive all within-month
fluctuations in the other economic variables, so that any contemporaneous correlation between geopolitical risks and
financial variables, say, is assumed to reflect the effect of geopolitical risks on financial variables, rather than the other
way around. But with a lag, each variable can affect all variables.

Figure 3 uses a historical decomposition of the estimated VAR results to simulate the effects over time on global GDP and
inflation of the heightened geopolitical risks since January 2022. The rise in geopolitical risks observed thus far this year
produce a drag on world GDP that builds throughout 2022, cumulating to a negative impact of around 1.7 percent on the
level of global output. Similarly, the rise in geopolitical risks boosts prices, causing an increase in global inflation of 1.3
percentage points by the second half of 2022, after which the effects begin to subside.

Figure 3. Effects of the Recent Increase in Geopolitical Risk
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Note: The figure plots the response over time of world GDP (left panel) and world inflation (right panel) to a rise in geopolitical risks sized to
mimic the increase occurred between January and April 2022. The solid red lines in the figure plot the central estimates. The dashed blue lines
denote the 70 percent confidence intervals. The variables are plotted from January 2022 to December 2023 in deviation from a no-war baseline.

Source: Federal Reserve Board staff calculations.
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How are geopolitical risks transmitted to the global economy? With various channels controlled for, the structural VAR
estimates leave us well-positioned to answer this question. Figure 4 presents a more detailed picture of the way the global
economy responds to a geopolitical risk shock. The effects of elevated geopolitical risks in 2022 are associated with
declining consumer confidence and stock prices, factors that weaken aggregate demand. The exchange value of the
dollar appreciates, in line with the evidence that spikes in global uncertainty and adverse risk sentiment can trigger flight-
to-safety international capital flows (Forbes and Warnock, 2012). Commodity prices and oil prices increase, putting
downward pressure on global activity and upward pressure on inflation.

Figure 4. Transmission Mechanisms of Higher Geopolitical Risk on Macroeconomic Variables
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Note: The figure plots the maximum impact in the first year of a rise in geopolitical risks sized to mimic the increase occurred between January
and April 2022. For each variable, the red dots plot the central estimates of the maximum impact in the first year. The blue bars denote 70
percent confidence intervals. The effect is measured in percent deviation from a no-war baseline for all variables except inflation, for which it is

measured in percentage points.
Source: Federal Reserve Board staff calculations.
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Country and Industry Exposure to the Conflict.

The regional nature of many geopolitical risks suggests that their economic repercussions may not be distributed evenly
around the globe. We gauge the exposure of a country to the current conflict by calculating the share of firms that mention
the Russian invasion of Ukraine in their quarterly earnings calls, based on the country where the firm is headquartered.®
Figure 5 visualizes country exposure in a map of the world, with warmer colors denoting higher exposure. Countries in
Europe, and especially those that are in proximity to the conflict, are the most exposed. Roughly 80 percent of firms in
Finland and Poland, countries sharing a border with Russia or Ukraine, are concerned about the war. For Germany, a
country with high exposure to the conflict through the import of energy from Russia, the fraction of firms mentioning the
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conflict is 75 percent. The rest of the world does not appear to be exposed as intensely.'? All told, this evidence is
suggestive of the risk that European countries may suffer relatively more from the economic fallout from the conflict.

Figure 5. Firm-Level Geopolitical Concerns by Country in 2022

Note: This chart depicts the exposure of a country to the Russia-Ukraine war, calculated using the share of firms’ earnings calls mentioning the
Russia—Ukraine war, based on the country where the firm is headquartered. Earnings calls’ share is calculated for countries with at least 10
earnings calls between March 1, 2022, and May 13, 2022. Countries with no earnings calls or with less than 10 earnings calls are shown in gray.
White indicates that no firm mentions concerns related to the conflict, while deep red indicates 100 percent of firms mentioning concerns related
to the conflict.

Source: Federal Reserve Board staff calculations; S&P Global market intelligence.
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The economic effects of the conflict are also likely to be heterogeneous by type of industry. Figure 6 calculates the share
of firms that mention the Russian invasion of Ukraine in their quarterly earnings calls based on their industry of operation.
The effect of the current conflict appears more concentrated in goods-producing industries that reportedly had been
experiencing bottlenecks even before the Russian invasion, with an incidence of around 80 percent among European
automobile companies. Meanwhile, industries that are less affected by supply disruptions—such as services—are less
likely to express concerns over the war.

Figure 6. Firm-Level Geopolitical Concerns by Industry in 2022
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Note: This chart illustrates the share of firms’ earnings calls mentioning the Russia—Ukraine war between March 1, 2022, and May 13, 2022,
based on firms’ industry of operation and geographic location. Industry classifications are based on the Global Industry Classification Standard
(GICS). Note: Russian and Ukrainian firms are excluded from the Europe region. Aggregation from the GICS is as follows: Automobile includes
Automobile & Components. Capital & consumer goods includes Capital Goods, Consumer Durables & Apparel, Semiconductors &
Semiconductor Equipment, Software & Services, and Technology Hardware & Equipment. Energy & Food includes Energy, Food & Staples
Retailing, Food, Beverage & Tobacco, Household & Personal Products, and Materials. Services includes Banks, Commercial & Professional
Services, Diversified Financials, Health Care Equipment & Services, Insurance, Media & Entertainment, Pharmaceuticals, Biotechnology & Life
Sciences, Retailing, and Telecommunication Services.

Source: Federal Reserve Board staff calculations; S&P Global market intelligence.
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Concluding Remarks.

The increased geopolitical risks induced by the Russian invasion of Ukraine will weigh adversely on global economic
conditions throughout 2022. Such effects are estimated in our model to reduce GDP and boost inflation significantly,
exacerbating the policy trade-offs facing central banks around the world. While sizeable, these effects do not appear to be
large enough to derail the global recovery from the pandemic. However, the future of the war is highly uncertain, and
unforeseen developments in the conflict could generate further changes to geopolitical risk and worsen its economic
effects.
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