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EXECUTIVE SUMMARY

. With weakening domestic demand and consumption, Chinese steel makers have
accelerated their expansion overseas since 2017.

. The export of China’s excess production capacity to ASEAN member states is
leading to excess steel production in the region. This will have implications for
domestic producers, especially if the excess supply in each country cannot be
exported to the region and beyond.

. The challenges encountered in the steel sector in ASEAN may be replicated in
other industries experiencing excess production capacity in China, such as
cement, shipbuilding, and solar power panel manufacturing.

. ASEAN has to more actively monitor the impact of the export of excess production
capacities from China to the region.

. The increase in production capacities in ASEAN may create employment and
possibilities for technology transfer, but it can also impinge negatively on local
producers who lack the scale and technology to compete with the larger scale of
Chinese production and technology. Therefore, national FDI policies have to be
more cognisant of regional developments in their planning.

* Tham Siew Yean is Visiting Senior Fellow at ISEAS — Yusof Ishak Institute and Professor
Emeritus, Universiti Kebangsaan Malaysia, and Yeoh Wee Jin is Secretary-General,
Southeast Asia Iron & Steel Institute (SEAISI).
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INTRODUCTION

According to the World Steel Association, China was the leading producer of steel in the
world in 2018, followed by India, Japan, US and South Korea.! This development can be
traced back to the early 1990s, when steel production was classified as a strategic industry.
Being the basic raw material for a host of manufacturing and construction activities, it is a
backbone sector for development. Consequently, steel production has been expanding
rapidly under substantial state support such as subsidies and loans from state-owned banks
on non-commercial terms.?

Notwithstanding increasing domestic demand, excess production capacity emerged in the
early 2000s and peaked in 2015.> Although there are ongoing efforts to reform the steel
sector, such as production curtailments and a nominal ban on new net capacity, excess steel
production capacity continues to plague China till this day.*

In 2013, the launch of China’s “Belt and Road Initiative” (BRI), was followed by a “going
out” strategy for Chinese enterprises, to “move out” China’s overcapacity as a basis for its
development strategy and foreign policy.> China considered this to be a “win-win” strategy
as the excess capacity in China could now be used to meet shortfalls in production capacity
in host countries. The BRI and the “going out” strategy contributed to an increase in China’s
investment in the Association of Southeast Asian Nations (ASEAN) member states, which
was further accelerated by the US-China trade war in 2018.¢ Although the Covid-19
pandemic in 2020 may slow down, delay and even lead to the cancellation of some BRI
projects as China diverts resources to resuscitate its own economy, these disruptions are
deemed to be temporary and BRI initiatives are expected to continue since these are China’s
flagship projects.’

For iron and steel, China has identified Southeast Asia as the market with huge potential.
The region’s high demand for infrastructure such as MRT lines, highways, bridges, roads,
flyovers, dams and power plants match BRI aims, and fuel the demand for steel. ASEAN’s
push for improved connectivity also dovetails with the focus on infrastructure building.

ASEAN STEEL DEMAND AND SUPPLY

ASEAN-6’s8 steel demand was 80 million tonnes in 2018 (Figure 1). The construction
sector is the largest steel consuming sector, taking up 70% of the total demand, while the
automotive sector comes second (11% share), and the third largest is the shipbuilding sector
(3.7% share). The other steel consuming sectors are the machinery, packaging, oil & gas
and other sectors.’

Steel products are broadly divided into long and flat products. Long products refer to bars,
wire rods, sections and H-beams. Flat products are plates, hot and cold rolled coils, sheets
and strips. Generally, a large portion of long products are used for construction and most
flat products are used in the shipbuilding, automotive and machinery sectors which are the
higher value-added steel consuming industries.
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ASEAN-6’s steel producers manufactured 42.8 million tonnes of steel products in 2018,
which is slightly more than half of the steel demanded in the region. Most ASEAN
producers make long products, namely bars, wire rod and sections, while some produce
plates and sheets meant for the construction, shipbuilding, automotive and other sectors. Of
the steel produced in ASEAN, 71% are long products and 29% are flat products.

ASEAN-6 imported a total of 50.5 million tonnes of steel in 2018, of which 13.2 million
tonnes were long products and 37.3 million tonnes were flat products. Net imports amounted
to 37.2 million tonnes (Figure 1). More than 80% of the long products imported were for
the construction sector. China is a major source of imported long products (48%). By
contrast, 75% of the flat products are imported from Japan, China and South Korea. AMS
produces steel that is mainly for use in the construction sector and therefore needs to import
higher quality flat products to meet the steel demand in other sectors.

Figure 1. Consumption, Production and Net Import in ASEAN-6, 2018
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CHINA’S STEEL INVESTMENTS IN ASEAN

With weakening domestic demand and consumption, Chinese steel makers, both private and
state-owned enterprises have been accelerating their expansion overseas since 2017.
ASEAN as aregion is a potential growth market with an increasing number of infrastructure
projects as well as rising manufacturing activity. In particular, Foreign Direct Investment
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(FDI) in manufacturing is expected to grow in this region due to the expected relocation of
manufacturing activities from China as a result of the trade war and shifts in the supply
chain precipitated by the on-going coronavirus pandemic.'”

In 2019, it was estimated that almost half of the 14.2 million tonnes per year of existing
overseas capacity from Chinese mills were located in the region.!! There are currently three
Chinese steel mills which are up and running with a total capacity of 8.5 million tonnes per
year, in Indonesia and Malaysia (Table 1). But there are seven new projects with even bigger
capacities in the pipeline, which all together will triple the capacity (or 41.6 million
tonnes/year), if they are realized. These will also be based in Cambodia, the Philippines and
Myanmar, meaning that five AMS out of the ten will be hosting Chinese steel mills.

Table 1. China’s Overseas Steel Projects in ASEAN, 2018

Currently operating Location Crude steel Type of steel
capacity
(million
tonnes/yr)
Alliance Steel (2017/18) Malaysia 3.5 Long products
(LP)
Eastern Steel (restarted 2018) Malaysia 2.0 Flat products (FP)
Tsingshan Holding Group Indonesia 3.0 LP and FP
(2015/18)

In the Pipeline

Hebei Bishi Group Indonesia 3.0 n.a.

Wen’an Iron and Steel Malaysia 10.0 FP and LP
Dexin Steel Indonesia Indonesia 3.5 LP

Baowu Steel Group Cambodia 3.1 n.a.

Hebei Iron and Steel Philippines 8.0 LP

Panhua Group Philippines 10.0 FP

Kunming Iron and Steel Myanmar 4.0 FP

Total 50.1 F.P. and L.P.

Notes” n.a.: not available; there is no proposed investment from China in Vietnam.
Source: Zhang et.al., 2019 and Southeast Asia Iron & Steel Institute (SEAISI, unpublished
data).

OPPORTUNITIES AND CHALLENGES

Investments in the steel sector have the potential to create employment and attract more
capital and technology for the development of a capital-intensive industry. For example,
Alliance Steel in Malaysia is reportedly investing USD1.4 billion!? for their new steel mill
at the Malaysia-China Industrial Park in Kuantan, which has just started operations in 2017.
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However, since each AMS is only considering investments within their own borders, the
emerging capacity in the region is not monitored. Information about this is important, and
more so since there are also other new investments in the steel sector in ASEAN besides
those coming from China. Table 2 shows these other investments, whose plants will add
another 25.7 million tonnes/year to the total production, if all the planned expansion is
realized.

Table 2. Planned Investments from Other Countries in the Steel Sector in ASEAN,

2018
Current and Future Location Crude steel
capacity (million
tonnes/yr)
Krakatau Steel (Local Indonesian) Indonesia 1.2 (FP)
Krakatau Steel / Krakatau POSCO Indonesia 4.0 (FP)
(Indonesia/Korea)
Gunung Group (Local Indonesian) Indonesia 1.5 (FP)
Formosa Ha Tinh (Taiwan/Japan) Vietnam 15.0 (FP and LP)
Hoa Phat Group (Vietnam) Vietnam 4.0 (FP and LP)
Total 25.7

Source: SEASI (unpublished data).

Since the production of steel requires mineral inputs, it is not surprising that China has also
invested strategically in Indonesia’s substantive mineral mining resources. Indonesia’s ban
on the export of unprocessed minerals in 2014 has served to attract Chinese investors to
increase their investment in the local production of nickel, aluminium and electrical
power.'? Thus, over the last 4-5 years, Tsingshan, for example, has invested in nickel and
stainless steel production facilities in Indonesia, which also provides the lowest costs of
production. Although there are similar mines in other parts of ASEAN, these are on a
relatively smaller scale, as in the case of copper, nickel, gold mining in the Philippines.'*

Estimates from Southeast Asia Iron and Steel Institute (SEAISI) indicate that the ASEAN-
6’s steel consumption grew at 4.9% y-o-y to reach 80 million tonnes in 2018. It is estimated
that there is an existing capacity of 97 million tonnes, indicating an excess capacity of about
17.0 million tonnes. Nevertheless, there is a net import of 40 million tonnes due to pricing
and quality differences between regional production and imported goods. Imports of steel
from China increased significantly after the reduction in tariffs under the ASEAN-China
Free Trade Agreement signed in 2009 and which entered into force in 2010.

Steel makers in ASEAN are not able to compete with China-produced steel not only because
the latter uses blast furnaces and cheaper iron ore in contrast to the region’s electric arc
furnace plants using more expensive scrap as raw materials, but also because of extensive
Chinese government support for its steel producers. The ASEAN market is served mainly
by imports, about half of which are from China,'’ leading to idle production capacity,
financial losses and risks of closure for the region’s domestic producers. '
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Whether the existing and increased capacity in AMS, (as at 2018), can be absorbed by
consumption within the region depends on the type of steel that is produced. SEASI
estimates that in 2000-2018, the regional supply of long products in the ASEAN-6 was
sufficient for the market level (Figure 1). Fundamentally, current capacity exceeds current
production in ASEAN due to price and quality differences between imported and locally
produced steel.

Figure 1. Long-steel Production, Consumption and Capacity in ASEAN-6, 2000-2018
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In the case of flat steel, consumption appears to be catching up with ASEAN steel capacity
in (Figure 2). But given the increase in new capacity in flat products, there is a potential for

excess capacity to emerge in the future.

Figure 2. Flat Steel Production, Consumption and Capacity in ASEAN-6, 2000-2018
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Unless there is a significant jump in demand from the region, it would appear that there will
be excess capacity in the long products produced. Not all the new investments are meant for
import substitution since domestic consumption capacities in some countries are limited,
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and some are explicitly meant for export as in the case of Alliance Steel in Malaysia where
an export condition is included in the investment approval.

However, investments in niche steel products such as hot rolled coils by Formosa Ha Tinh,
Krakatau Posco in plates and Tsingshan Steel in stainless steel, are reported to be meeting
the demand for these specialized products in Vietnam and Indonesia. These players’ strategy
of positioning themselves in niche steel segments that are not fully served by the existing
steel producers have allowed them to be able to substitute imports. Since specialized steel
is also in demand in ASEAN, these players are also able to export their excess production
to the region.!’

But overall, the current excess capacity of 14-20 million tonnes is estimated to grow to
around 82.8-88.6 million tonnes in the future, if all planned capacities are realized and
assuming a consumption growth of 5.0% per year. This inevitably implies spill-overs from
the region’s steel production into the export market. Export destinations may include the
ASEAN region, especially since exports to the US will face the steel tariffs imposed by
Trump, while exporting back to China is unlikely due to the excess capacity there, as well
as competitive pricing.!® China is instead a sizeable import source for ASEAN, providing
43% of the total steel imports in ASEAN 2018.! ASEAN markets do not actually need most
of the planned steel production as there is sufficient domestic and regional steel capacity.
The sizeable import of steel in ASEAN is mainly due to China’s overcapacity and its trade
practices, as highlighted by the Steel Industry Coalition in the United States.?’

There are also Chinese investments in steel in other parts of the world, such as Pakistan,
Uzbekistan, UK, Macedonia, Serbia, Bangladesh, South Africa and Zimbabwe. Therefore,
exporting to other countries along the BRI corridors may also be somewhat constrained.?!
Exporting the excess capacity in steel will therefore be the key future challenge for the
region. Finally, steel producers selling locally will face constraints as well since domestic
producers will find it difficult to compete with steel produced by Chinese companies,
whether locally or in China.

POLICY IMPLICATIONS FOR ASEAN

Unlike investments in risky mega-infrastructure projects, China’s investment in traditional
and new manufacturing activities are met with open arms in ASEAN because FDI brings in
capital, creates employment and provides opportunities for technology transfer. Each
member country competes for these FDI through fiscal, non-fiscal incentives and the
creation of special economic zones. Competing for investments have also led to an
“incentive war”” among member countries as exemplified by the special incentives packages
that aim at attracting investors affected by the US-China trade war.?

The role of incentives in promoting FDI has been studied extensively, and the general
consensus is that these incentives are of secondary importance. The primary factors for
attracting FDI into a country pertain to more fundamental variables such as market-size, the
availability of natural and human resources, especially skilled labour for the higher value-
added investments.??
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A Dbetter policy option is to provide an investment-friendly legal and business climate
through the removal of investment barriers. In this regard, accelerating the implementation
of the ASEAN Economic Community (AEC) Consolidated Strategic Action Plan on
improving the investment climate by establishing an open, transparent and predictable
regime in the region is of primary importance. AMS should therefore prioritize improving
transparency in investment-related policies and regulations over other measures.
Accelerating this initiative is vital for a refocus on the importance of ASEAN for the region,
given the negative impact of the Covid-19 pandemic on national economies and increasing
signs of a retreat from regional initiatives through export bans on items such as rice, rubber
gloves and other products deemed essential to each country in managing the pandemic.

The extraction of essential minerals for the production of steel in ASEAN should support
the initiatives in the ASEAN Minerals Cooperation Action Plan 2016-2025. It is especially
important for the sustainable development of these resources to foster the use of best
practices, particularly in the social and environmental dimensions and in good governance,
in line with the third objective of the Plan which is to strengthen capacity in sustainable
mineral development.?*

Since steel is excluded in the ASEAN sectoral cooperation initiatives, it is pertinent to
underline the importance of dialogue to foster cooperation instead of competition. In this
regard, the ASEAN Iron and Steel Council needs to enhance and accelerate its role in terms
of information sharing and cooperation among the AMS by monitoring the increase in
production and trade in this sector in each member country over time. This information
sharing should seek to identify:

(i) ASEAN’s manufacturing capacity and building capability for products that are not
manufactured or for which there is already sufficient capacity, within ASEAN,

(i1) Excess capacity for consolidation for synergistic benefits,

(i11)) Distortions that can artificially foster increases in production and capacity that will
impinge on the region’s trade through its spill-overs into the export market.

At the national level, it is important for each AMS to consider incoming investments from
a regional perspective, rather than a national one alone. While each investment may have
the potential to contribute to each country’s development, the export push has to consider
the region’s development, since each country is equally keen to promote exports, especially
to the region. It is therefore important to consider the region’s production and export
capacity in a particular sector before export-oriented investments are approved in one’s
country. National governments should utilize information sharing from the ASEAN Iron
and Steel Council to identify what sort of steel investments are needed for the region and to
discourage investments in steel products that are already facing excess capacity.
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CONCLUSION

Besides iron and steel, industries such as cement, shipbuilding, and solar power pa nel
manufacturing are also facing overcapacity issues. China has taken several initiatives
to combat this by discarding ageing and outdated facilities, prohibiting manufacturers
from blind expansion of their production scales, and attempting to streamline the
industry through consolidation. Concurrently, there is also an ongoing effort to export
its excess production capacities through outward investments. The resultant expansion
in the steel sector in ASEAN may therefore be replicated in other industries, as will its
implications on the region’s total capacity as a whole and on the subsequent need to
export.

ASEAN therefore has to play a more active role in using existing initiatives or creating
new approaches to monitor the impact of the export of excess production capacities from
China into the region. The increase in production capacities may create employment and
possibilities for technology transfer, but it can also negatively impact the sustainability of
existing ASEAN steel producers who lack the scale and technology to compete with the
larger scale of Chinese production and the technology that are supported by the Chinese
government in the form of tax rebates, financing support, grants, and others. In short,
national FDI policies have to be cognisant of regional developments in their planning.
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