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 1)
Welcome:

Good morning.


Bob, thank you for your kind introduction.  We appreciate the opportunity to address the members of the National Association of Steel Pipe Distributors today.

Special thanks to you, Bob, Ted Kahn, Susannah Porr, and Gail Belcik for your warm reception and fine hospitality.


We have enjoyed your Fall Conference and thank you, again, for asking me and my OmniSource associates to participate at your conference.

 2)
Our program today will focus on (2) two major objectives:

a.
The first objective will be to provide a brief but comprehensive outline as to the events which led to the current status of the scrap market.

This opening statement will review the historical and critical issues affecting the recent scrap market.  I will then close my remarks with OmniSource’s perspective regarding the future scrap market and its effects on the pricing of new steel and, in particular, flat rolled products.

b.
The second objective will be to provide a forum for discussion of Key Issues that are relevant to all steel pipe distributors regarding the scrap market and industry.  Potential topics for discussion have been prepared and hopefully everyone received a copy.  We thought this would help streamline the discussion and question and answer process.
It will be up to you to decide which issues you would like to discuss.  In addition, if you have any other questions relating to our industry we will also try to answer those.
 3)
OmniSource Associates – Introduction:


Joining me from OmniSource Corporation will be a panel of OmniSource associates that will help in discussing these various topics.  As I call your name, please stand so you can be recognized.

a.
Clarence Fauber

Clarence is a member of OmniSource’s National Ferrous Brokerage and Sales Group.  Clarence’s responsibilities include major sales responsibilities with Timken, AK Steel, Republic Engineered Products, Wheeling Pittsburg, and ISG Weirton.

Clarence is also involved in helping manage many of our major industrial accounts in Ohio and Pennsylvania.
b.
Jason Redden
Jason is OmniSource’s Vice President of National Accounts and Industrial Sourcing.  Jason’s responsibilities include:

•
Overseeing the purchase of all scrap raw materials being generated by our National Accounts and coordinating the business development activities and customer retention of these accounts.  In addition, Jason coordinates OmniSource’s Foundry Sales.
c.
Tom Zahorec

Tom is one of OmniSource’s marketing representatives and is working in the National Account area.  Tom reports to Jason Redden.  Tom previously worked for the Nucor Corporation.

d.
Mike Herrmann

Mike is OmniSource’s Division Manager of our Scrap Management Group.  This division specializes in consulting, designing, engineering, building, financing, operating and maintaining on-site scrap management facilities.  In addition to developing the scrap systems and procedures for these facilities, OmniSource also is responsible for marketing the scrap commodities generated at the various on-site scrap management facilities.  These on-site processing and material handling plants are located at various DaimlerChrysler, Ford Motor Company, Shiloh Industries, and Mitsubishi Motors facilities.  These are in addition to our scrap management processing services which we provide for Gerdau AmeriSteel’s steel mill in Jacksonville, Florida.

Would you please welcome our panel.  Thank you.
 4)
The following is an outline as to the current status of the scrap market.
 5)
When discussing the current status of the scrap market, the first item to review is the economy. 

 6)
From an economic perspective we are witnessing an economic recovery which appears to be in full swing.  Overall the economy’s report card is good.

 7)
 Please review the following key economic indicators.  These graphs, taken as a composite, indicate that the key economic indicators are clearly indicating the economy is having a strong recovery.

From a planning perspective, OmniSource looks at the following key economic indicators:  

•
Commodity Research Bureau Sub-Index
•
Real GDP growth.






•
Consumer price index.





•
Interest rates.
•
Change in non-farm payrolls.

•
Unemployment rate.

•
Industrial Production.

•
Steel mill operating rate.  (Raw steel production capacity utilization.)
 8)
When reviewing these key economic indicators it is obvious that essentially what is happening is a big boom in U.S. manufacturing and this increase in manufacturing activity is leading to a strong economic recovery.

 9)
In relating the general economic conditions to the scrap and steel industry, there have been numerous factors behind the worldwide metallic raw materials shortage that we have seen during the first three (3) quarters of 2004.

10)
During the last quarter of 2003, the development of these factors or conditions which I will describe appeared to be signals that commodity prices were ripe for a dramatic increase in price.

11)
The factors or conditions that have caused both the domestic and worldwide scrap and steel prices to rise to record price levels are as follows:

12)
China – was growing very fast.
•
When you have an economy this big, and it is growing at 8 – 9% per year for the past   5 – 7 years, you are going to have logistical problems.

•
Therefore, transportation issues such as the quantity of vessels available and their corresponding freight rates need to keep pace with that growth.

•
The cost to ship iron ore, scrap, steel, and other raw materials to China had been steadily climbing.  Ocean freight rates doubled or tripled during the 1st quarter of 2004.

•
In the past, low shipping rates were one of the biggest advantages to China.

•
During the last quarter of 2003, shipping started to become rationed.  There were not enough vessels to ship all the raw materials to China that they required.

13)
Therefore, commodities being shipped also become tight, i.e., supply was tight not only because of demand but because the commodities, such as scrap, steel, and iron ore could not be shipped as fast as they were needed.
14)
Inventories:

Inventories of all basic commodities, scrap, steel and copper began to steadily decline over the last quarter of 2003.  This decline in inventories contributed to the shortages, thus resulting in a decrease in supply.
15)
Global Steel Shortage:  

China’s appetite for new steel has caused the global steel shortage.  China is a developing nation and, thus, China needs steel to build roads and factories.  China has been buying large quantities of new steel to meet their demand.

•
In fact, from 2001 to 2004, according to the International Iron and Steel Institute, China accounted for nearly 3 / 4 of the increase in global steel consumption.

16)
Since China was importing new steel at such a fast pace, this has caused global steel prices to rise which, in turn, makes it more difficult to import steel in the United States.

17)
Therefore, our domestic mills’ operating rate began to climb during the second half of 2003 and has now increased from the 80% range to a high at 92%.  The mill operating rate is presently 91%.  

18)
In addition, it should also be noted that all the import and export traffic going to China from the United States has forced the railroads to run at capacity.  Their freight rates have also climbed during the first  three (3) quarters of 2004.  In addition to the base freight rates climbing, there have been additional fuel surcharges added on to these rates.  In addition, there is a shortage of railcars in the United States to move all the freight.  In particular, there is a shortage of gondolas.

19)
For the past 10 years, the United States’ economy has been run on a just-in-time basis, i.e., manufacturers are working on just-in-time inventories.  Now, all of a sudden in the year 2004, goods aren’t coming in just-in-time or not coming at all.  This is another key factor effecting the supply and demand equation of raw materials.
20)
The value of the U.S. dollar has also been an indicator of higher priced steel and scrap commodities.  Fluctuations in the U.S. currency directly affect metals because they are priced in dollars.  When the dollar falls, metal prices rise to adjust to the dollar’s decline.

21)
Therefore, as a result of the above factors, in January 2004 the metallic market swiftly took off like a rocket.

•
Prices soared to unprecedented levels.

•
Scrap and pig iron prices rose over $50 per gross ton from December 2003 to January 2004.

22)
Essentially, what happened was the demand for scrap rose strongly while an already tight supply situation was exacerbated by seasonal factors in addition to freight and currency factors helping to push prices upwards.

23)
Furthermore, another important factor was the growing shortage of blast furnace raw materials, especially merchant coke.  The shortage in the supply of coke reduced the supply of hot metal at individual steel mills which, in turn, forced them to increase their scrap consumption in BOF steelmaking.

24)
Fundamentally, the price surge came down to a structural shortage of supply.
25)
Basically, the ability of the obsolete scrap supply to respond to rising prices was limited and scrap substitutes (DRI, HBI, and pig iron) were unable to fill the gap in the short term due to capacity constraints.

26)
Therefore, from a pure economic standpoint, since the supply of raw materials was fixed, it follows that each upward movement in the demand curve sent prices even higher.

27)
During this same time frame, steel mills began to pass their cost increases to end users.

28)
During Jan/Feb 2004, demand was driven by China’s huge imports of steel and as long as China’s steel demand remains high, scrap demand across the Far East will also remain high.  Most economic observers felt that the overriding factor for the dramatic increase in prices is the significant increase in Chinese steel production and consumption.
29)
With respect to North America, we saw the manufacturing sector activity improve due to the plummeting of the U.S. dollar during the first 2 quarters of 2004.

30)
The booming demand for U.S. scrap exports continued to divert large amounts of material overseas, particularly in the first quarter of 2004, at increasingly higher prices while depressing scrap supply in our local domestic market.

31)
In February 2004, rising domestic demand combined with buoyant export orders and a weak U.S, currency sent U.S. scrap prices soaring again.
32)
Asian scrap prices rocketed to over $300 per ton.  To add to the extreme tightness in scrap supply came a renewed explosion in freight rates.  Shipments of scrap from the USA (East Coast) to the Far East hit a high of $105 per ton during the first quarter of 2004.  On the West Coast, they were reporting freight charges of $75.00 per ton.  In addition, pig iron and HIB from South America to China were reporting freight costs in excess of $120 per ton.

33)
These rates were four times higher than historical freights rates.

34)
Steel prices also rose aggressively to accommodate the increase in production costs.

35)
In February, prime grades of scrap were being sold at approximately $290 GT delivered the domestic mills.  Scrap supply in the U.S. had tightened drastically.  With booming demand for U.S. scrap overseas being the main factor and with the addition of higher ocean freight costs, prime scrap rose above the $300 GT level in March 2004.

36)
Scrap prices in March 2004 hit new highs at the beginning of the month.

•
Prompt industrial grades (busheling and #1 bundles) were being sold in the $330 - $340 per gross ton range delivered the domestic mills.

•
#2 grades (shredded and #1 heavy melting) also reached new highs.

•
The factors contributing to these increases were identical to those mentioned previously.

37) 
The winter weather also became a factor in the East and Midwest.  All of these factors continued to add to the tightness in supply of scrap raw materials.

38)
Steel prices rose along with the prices of other raw materials and commodities.

•
Hot roll sheet prices approached $500 per net ton in February 2004.
•
Please see the graph indicating the correlation between steel hot band pricing and #1 industrial bundles.  
•
Steel prices rose for the following reasons:
•
There was a strong cost push pressure coming from a sharp demand for raw materials at both the mini-mills and BOF shops.  Scrap, pig iron, and coke all rose to record highs during the first quarter of 2004.

•
China continued to show a strong growth in demand for both hot rolled sheet and long products.

•
The recovery was also on the way for sheet consumption (flat rolled products) in North America and Europe.

•
In addition, rising freight costs for both steel making raw materials and finished steel products contributed to the rise in steel prices.

•
Furthermore, the drop in the U.S. dollar was another key factor to the rise in steel prices.

•
Finally, there was a decrease in production from the re-rolling mills of sheet products due to the shortages of merchant slabs and high prices for slabs.


Therefore, based on the above factors, steel prices from a global perspective began to soar upwards.
39)
In April 2004, a lull in the ferrous export market became evident.  During April, ferrous scrap exporters, the busiest side of the U.S. market for the first quarter 2004 became quiet in the market place.

40)
China was missing from the ferrous buyers and, thus, the market began to weaken quickly.

41)
Turkey also did not enter the market place since they were filling their melt needs closer to home with scrap from the Black Sea export yards; therefore, the price of prompt industrial scrap steel in the United States declined to about $260 per gross ton.  The market decline was over $40 per gross ton.  The steel mill utilization or operating rate in the U.S. continued to be in the 90% range.

42)
During May 2004, the U.S. ferrous scrap exporters saw little or no business from China or other Far East nations; therefore, prices of prime and secondary grades of scrap continued to slide in May 2004.  The mill operating rate also dropped to the 87% range.  Prime grades were down $30.00 GT.  Obsolete or secondary grades were the hardest hit.  These grades plunged as much as $50 per gross ton.

43)
In June 2004, the market began to strengthen again.  There was anticipation that the Chinese, Korean, and Turkish steelmakers would enter the market.

44)
The steel mill operating rate also increased in the U.S. from approximately 87% to 92%. Prime industrial grades, such as #1 industrial bundles and busheling, rose $10 - $12 per gross ton.

45)
It should be noted that despite the $60 per gross ton decline in scrap prices in April and May 2004, the domestic demand for iron and steel scrap had not weakened significantly.

46)
Normally, ferrous price declines signal a weakening in steel demand but this was not the case.  Steel mill operating rates exceeded 90% and they have not showed significant signs of weakening.

47)
In July 2004, the scrap market began to tighten again particularly the prompt industrial grades of scrap.  The main reason for this tightening was due to the time of the year.

48)
Auto makers and many of their suppliers shut down for a week or two for summer vacation and for product changeover reasons.  Therefore, in July and August the flow of prompt industrial scrap was reduced substantially.
49)
As expected, the scrap supply chain in July 2004 became very tight due to the automotive related shutdowns.

50)
The key factor is that the scrap supply chain was already in a delicate balance.  The lack of supply in July caused prompt industrial grades to increase in the $55 - $60 GT range.

51)
In August, due to the lack of scrap generated in July from the major manufacturers, the steel mills increased their price for prompt industrial scrap and prices rose to $400 - $420 per gross ton delivered the mills for #1 industrial bundles and busheling.  These prices represent the high point in the scrap market.  Spot hot band prices also rose to new record levels during this timeframe.
52)
In August, scrap prices went up quickly and started to retreat as quickly as they went up.  Particularly, the secondary grades of #2 shredded and #1 heavy melting declined quickly.  The surge in price increased the flow of secondary grades into the processors’ facilities.

53)
The market appeared to peak in August.  There was an acute shortage of prime grades which drove up prices.  The availability of low residual scrap remains scarce.  Prime grades surged up $75 - $85 per gross ton.

54)
In September, the scrap price cycle turned sharply down and scrap prices declined across the globe.

55)
Obsolete scrap has seen the sharpest fall, hit by a combination of expanding supply and lower demand.
56)
In contrast, the price reductions for prompt industrial scrap have been much more moderate reflecting the continued squeeze on supply.
57)
Shredded scrap plunged by as much as $60 - $70 per gross ton.  In comparison, prices for U.S. prime grades of scrap fell approximately $20 per gross ton.

58)
Fundamentals for premium scrap remain especially strong.  As mentioned, a seasonal slowdown in industrial scrap generation has led to a severe squeeze on prompt scrap supply.
59)
Additionally, coke shortages and record U.S. steel prices are boosting demand.

60)
The price differential between prime grades and secondary grades of scrap has risen to a record $160 per gross ton.  The high premium for low residual material reflects its limited availability.

61)
The underlying demand continues to remain strong.  Operating rates are averaging 89 – 90% boosted by soaring steel prices at home and low import penetration.

62)
In addition, demand is being buoyed by coke shortages which have led to U.S. integrated mills consuming more scrap in the steelmaking process.  The mill operating rate, the continuing shortage of raw materials, scrap and coke, have forced steel prices to continue to rise and spot hot band prices have increased to over $700 per net ton.  Scrap surcharges from the electric furnace mini-mills have reached levels of $195 - $240 per net ton in September 2004.
63)
As previously noted, the Chinese purchases of steel scrap played a role in the 2004 price surge in the United States.

64)
However, these purchases might not be the central factor or main factor for the significant price rise in scrap commodities in the United States.

65)
The changing structure of the U.S. steel industry away from blast furnaces to electric furnaces played a central role in the domestic scrap price surge.

66)
In the past, when there was an extreme tightness in the supply of scrap, blast furnace capacity could be added and, thus, more hot metal was created.

67)
Today, all the blast furnaces are in use.  There is no buffer capacity.  Pig iron and other scrap substitutes can help but they are also in short supply.

68)
The steel mills seem to blame the scrap industry and the effects of exports for the record high prices of scrap in 2004.

69)
However, when we examine the following information, an interesting picture begins to develop:

Exports of scrap in 2003 were 11.8 million tons.

Exports of scrap in 2004 are projected to be 12.7 million tons.
70)
Imports of scrap in 2003 were 3.8 million tons.

Imports of scrap for 2004 are projected to be 4.9 million tons.
71)
Actual scrap leaving the United States in 2003 was 8.0 million tons.  


Actual scrap leaving the United States for 2004 is projected to be 7.8 million tons.

72)
Thus, this analysis indicates there has been a decrease in net scrap leaving the United States from 2003 to 2004.

73)
The answer to the question of why there was a significant surge in scrap prices could be that electric furnace production has come on so fast that people misread the availability of scrap in the United States.
74)
This analysis concludes the first phase of our first objective.  Essentially, we have reviewed from a rear-view mirror perspective what happened to the scrap and steel markets during the first three quarters of 2004.

75)
The second phase of our first objective is to outline what could possibly lie ahead for the scrap market and its corresponding effect on the new steel market.

76)
Looking to the 4th quarter, we believe the scrap market appears poised to see another rebound.
77)
Despite recent price falls, underlying demand remains healthy.
78)
Again, when looking into the future with respect to the scrap and steel markets, we need to look at the economy.

79)
The economies of the U.S. and Canada should continue to grow in 2005, although at a slightly lower rate than in 2004.

80)
The rapid growth of China and its demand for metallics, energy, raw materials, and other building blocks of a modern economy have been a contributing factor which caused a distorted metals market in North America.  We see little change expected in 2005.

81)
We still have a low interest rate environment with solid growth and inflation remains moderate.

82)
U.S. gross domestic product will rise 3.5 - 4% this year.

83)
The economy should continue to prosper over the next 18 months.

84)
Therefore, based on our economic assumptions, we anticipate:

a.
That global melt rates will continue to trend higher buoyed by high steel prices.

b.
Scrap orders are expected to rise as mills look to rebuild stocks for winter.  The supply of obsolete material normally tightens during winter.

c.
Planned cuts in U.S. auto production in the 4th quarter will ensure the supply of low residual scrap remains squeezed.

d.
In addition, a rebound in Asian demand could add to the upward pressure on prices.

e.
China normally purchases its scrap in the October – January period.  We look for China, Turkey, and Korea to enter the export market again during the 4th quarter of 2004.

f.
China has remained on the sidelines and is waiting for price corrections to run their course.  With the October rebound of #1 bundles increasing approximately 30 G.T., we believe that the price corrections have already run their course and, if China doesn’t step in now to buy, they will be paying significantly higher prices over the next several months.
g.
Thus, with the lower obsolete prices, particularly on the east coast, China will probably enter the domestic market for scrap in late October or early November.
85)
Export will pick up again in November and December.  The U.S. scrap market will level off and remain steady although at historically high price levels.

86)
Due to automotive shutdowns in November and the second half of December, we look for the delicate balance of prime industrial grades to again cause a shortage in the scrap supply chain similar to August and, thus, scrap prices will continue to move up in January and February 2005.
87)
In addition, with the onset of winter, we anticipate that the flow of obsolete scrap will again tighten.
88)
The demand for U.S. scrap remains strong in the domestic market.  We also anticipate the demand for export will pick up again in the first quarter of 2005.

89)
Although China appears to be pulling in the reins on its economy, China will continue to be a major factor in the global market place.  The Chinese regulators have put the following policies into effect to help slow the Chinese economy:
a)
thus, they instituted new land use guidelines to rein in booming industrial growth

b)
they raised reserve requirements for banks

c)
they capped the percentage of debt companies can use to fund cement, steel, aluminum, and real estate projects, and,

d)
they introduced tighter credit policies.

90)
Prices for some raw materials began to drop by mid-year 2004 after China took these steps to curtail growth.


91)
Meanwhile, even as China cools parts of its economy, it is moving forward with other expensive development projects that will require huge amounts of metal, coal, and other raw materials.


For example, China is expected to add about 40 gigawatts of new electricity plant capacity in 2004 – 2005.  This is roughly equivalent to the capacity of a large European country.

92)
Commodity prices for raw material (steel, coke, nickel, pig iron, HBI, lead and coal) will continue to remain strong in 2005.  With these higher commodity prices, we could see consumer prices rise in 2005. 

93)
We anticipate that raw material shortages will keep the steel market tight.

94)
Basically, in 2005, we see sustained high raw material input costs reflecting supply availability together with ongoing tightness in the overall supply/demand balance for steel.

95)
We see global capacity utilization in the steel industry approaching 90 – 91% by 2006.  Along with high capacity utilization and soaring raw material costs, reflecting a combination of factors including strong demand, high freight costs, and supply disruptions, have contributed and will continue to contribute to robust steel pricing.

96)
We look for consumption growth in steel to outpace capacity growth.  Also industry consolidation in the United States has been a positive factor for the steel industry resulting in increased pricing power and, more importantly, increased price discipline.

97)
There is one issue that cannot be ignored and that is the divergence of spot market pricing for steel hot band between the U.S/Europe and Asia.  Hot rolled prices abroad are around $500 per net ton or roughly $200 - $300 per net ton below domestic prices.  Thus, in 2005, we expect spot hot rolled steel prices in Europe and the U.S. to moderate.  Chinese prices will rise.  We look for hot band prices to settle in between $460 - $500 per net ton in the U.S.  Scrap prices will be trading in the $250 - $350 per gross ton range (this is a blended average of #1 & #2 grades).
98)
We look for contract steel pricing to rise given the divergence between contract and spot prices.  Contract pricing in the steel industry could rise at least $100 per net ton.

99)
We, thus, anticipate that $700 per ton spot hot rolled sheet prices are non-sustainable and also destructive for American steel makers.  We look for these prices to decline but remain strong due to basic economic fundamentals.

100)
In the short run, we see the automotive industry may cut back production which could put a damper on the economy.  During the last quarter of 2004 with Hurricanes Charley, Frances, Ivan, and Jeanne wreaking havoc in Florida (the nation’s second largest market) for new cars and trucks, most analysts are expecting disappointing sales over the next few moths.
101)
Also, auto sales in the rest of the nation appear to be sluggish despite large incentives.  We are anticipating a 7% decline in automotive production over the last quarter of 2004.
102)
Auto sales in the U.S. remain relatively strong.  Sales of light vehicles and trucks appear to still be in the 16.5 million range.  In 2005, we look for auto production to be in the 16.2 million range with sales slightly higher than this.
103)
We look for the dollar to strengthen as we head toward 2005.  Interest rates could move up another 50 basis points in late 2004 or early 2005.  Rates will most likely not move up until the election is complete.
104)
In summary, for the last quarter of 2004 and first quarter of 2005 we see a structural change in the scrap and steel markets.  By a structural change, we are indicating that scrap will be traded at higher levels ($250 - $350 range) and will remain expensive by historical standards and we do not anticipate that scrap prices will significantly decrease.  We anticipate that prices will decline but will level off at new plateaus.

105)
With respect to new steel prices and, in particular, flat-rolled products, it appears that they will remain relatively high.  Forget economic cycles.  It is the evolution of new industries like shipbuilding and automobiles in China and other developing nations that will drive the international steel sector.  In the U.S., we also anticipate a continued strong demand for flat steel products – coupled with tight supplies which will keep base prices at relatively high levels.
106)
Presently, there is a clear shortage of steel in the global market place.

I will close with the following comment on the topic of risk management:
1)
The longer the steel market goes without a major correction, the closer the average value of inventories reflects today’s skyscraping prices for which the steel mills are selling their products.

2)
The worry for service centers or pipe distribution centers or anyone else with steel in a warehouse, is that, once prices begin to decline, the value of all the material they are holding will be based on the lower replacement cost not the higher prices they might have paid months earlier.
3)
When prices start to decline, and they will at some point in the future, history shows this can trigger a liquidation binge.

4)
There is credible support for the view that sudden falloffs of the past are not likely to be repeated.

5)
Domestic steel ownership has consolidated and, thus, there is a better chance that pricing discipline can be maintained.

6)
However, everyone should be aware that even if China’s demand does not crumble, its dominant role, i.e., 30 percent of global steel consumption, is tied to China; thus, this alone contains seeds of destabilization.

7)
Even a moderate decline in China’s needs could divert massive tonnages formerly destined for China into world trade channels which would affect the U.S. market.  Domestic mills would need to cut production or reduce prices.

8)
Therefore, risk management will become a key component for successful companies in both the steel and scrap industries in 2005 and beyond.
Thank you.  Would the panel members please join me for the panel discussion.
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