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History:

Canada-U.S. Softwood Lumber Trade Relations (1982-2002)

Chronology

Lumber I

	October 7, 1982
	The U.S. industry first petitioned against Canadian softwood lumber imports under the U.S. countervailing duty law alleging that various forest management practices in Canada were providing subsidies to Canadian manufacturers, producers and exporters focusing on the stumpage programs in British Columbia, Alberta, Ontario and Quebec. 

	May 31, 1983
	After a full investigation, the U.S. Department of Commerce (DOC) concluded that stumpage did not constitute a countervailable subsidy.


Lumber II

	May 19, 1986
	U.S. industry again petitioned for countervailing duties. 

	October 16,1986 
	In its preliminary determination the U.S. Department of Commerce found that Canadian stumpage systems conferred a weighted average subsidy to lumber producers of approximately 15%. 

	December 30,1986
	Canada entered into negotiations with the United States and concluded a Memorandum of Understanding (MOU) to resolve the dispute. With the signing of the MOU, the preliminary determination of 15% was declared without legal force and effect and the investigation and appeals therefore were terminated. 

	The 1986 MOU
	Pursuant to the MOU, Canada agreed to collect a 15% export charge on all exports of lumber from Canada, a level that coincided with the DOC's preliminary determination of "subsidization". The MOU also provided that provincial governments could reduce or eliminate the 15% export charge by implementing so-called "replacement measures", defined as increased stumpage or other provincial charges on softwood lumber production. 

Both British Columbia and Quebec made forest management policy changes that the United States accepted as replacement measures for the export charge. The charge was eliminated for British Columbia and reduced in stages for Quebec from 15% to 3.1%. While keeping all other measures in place, Canada thereafter exercised its contractual right to terminate the MOU.


Lumber III

	October 31, 1991
	Commerce self-initiated a new countervailing duty investigation while imposing a temporary bonding requirement on imports (which bonding requirement ultimately was found by a GATT panel to contravene the obligations of the GATT Subsidies Code). 

	May 28, 1992 
	The DOC issued its final affirmative determination of subsidy. It found that the forest management programs in the four provinces and the log export controls imposed by British Columbia conferred countervailable subsidies. 

	July 15, 1992
	The final subsidy determination by the DOC was followed by the issuance of a final affirmative determination on injury by the International Trade Commission (ITC). As a result, final countervailing duties of 6.51% were imposed on lumber imports from Canada. Atlantic Canada was excluded from the duties. 

	August 1992
	Canada appealed both final affirmative determinations on subsidy and injury to binational panels established under Chapter 19 of the  Canada-U.S. Free Trade Agreement (FTA). The panel remanded the decision twice back to the DOC because there was not sufficient evidence or legal basis to sustain the DOC finding of subsidy. After the second remand, the DOC accepted the finding that stumpage and log export restrictions were not countervailable subsidies and terminated the countervailing duty order. 

The United States Trade Representative requested the establishment of an Extraordinary Challenge Committee under Article 1904 of Chapter 19 of the FTA alleging conflict of interest on the part of the two Canadian panelists. The majority of the ECC found for Canada. August 16, 1994 the DOC published a notice in the Federal Register confirming termination of the countervailing duty order and ordered liquidation of all entries. All countervailing duties tentatively paid by Canadian exporters (totalling approximately US$800 million) were refunded. Canada agreed to participate in consultations with the U.S. on softwood lumber trade. 

	December 1994
	A consultative process that included industry and governments of both countries was established.


The Canada-U.S. Softwood Lumber Agreement 

	May 29, 1996
	Canada and the U.S. finalized an agreement on softwood lumber covering the five-year period to March 31, 2001. 

	March 31, 2001
	The Canada-U.S. Softwood Lumber Agreement expired.


Lumber IV

	April 2, 2001 
	The U.S. Coalition for Fair Lumber Imports filed countervailing and anti-dumping duty petitions with the United States government. The countervailing duty petition alleged a subsidy rate of 39.9% and named federal and provincial stumpage and log export restraints, as well as five federal government and 22 provincial government programs, as the sources of the alleged subsidies. The anti-dumping petition alleged margins of 22.53% to 72.91%. 

	April 18, 2001
	The Government of Canada held consultations with the United States to point out the deficiencies in the petitions, to urge the United States not to initiate the investigations and to pursue a number of issues related to any future investigations. 

	April 23, 2001
	The U.S. Department of Commerce initiated the countervailing and anti-dumping investigations. The DOC narrowed significantly the scope of the subsidy investigation, and has adjusted the margins in the anti-dumping investigation. 

	July 27, 2001 
	The U.S. Department of Commerce amended its Notice of Initiation to exempt the provinces of Newfoundland, Nova Scotia, Prince Edward Island and New Brunswick from the countervailing duty investigation. Atlantic Canada remains subject to the anti-dumping investigation. 

	August 9, 2001 
	The U.S. Department of Commerce issued its preliminary subsidy determination in its countervailing duty investigation of softwood lumber from Canada. The DOC found that Canadian softwood lumber exports to the United States were subsidized in the order of 19.31%. The DOC also made affirmative critical circumstances determination, concluding that there had been a surge of softwood lumber exports from Canada since April 1, 2001. As a result of these two decisions, the DOC could apply retroactive measures, in the form of bonds or cash deposits in the amount of 19.31% to shipments made on or after approximately May 17, 2001. 

	September 4, 2001 
	The U.S. Department of Commerce instructed U.S. Customs Service to collect the 19.3% countervailing duty on the "entered value" (the full value of the lumber as it enters the United States) rather than a "first milled" (the value of the lumber as it leaves the primary sawmill) basis. In previous investigations, the subsidy rates were based on the "first mill" value of production; accordingly, the bonding requirement was imposed on the "first mill" price of lumber, this hurt manufactures.

	October 29, 2001
	The Government of Canada submitted company exclusion applications to the DOC, seeking exclusion from countervailing duties for those eligible exporters of softwood lumber that do not benefit from the programs under investigation. 


Highlights 

· “Canada ranks number one in the world for newsprint production and export, number one for exports of softwood lumber and wood pulp and ranks number two for production of softwood lumber and wood pulp. “

Our forests are the workplace for one of our most important industries - the industry which ranks first in terms of balance of trade.

In brief, Canada's forest sector (1997) consists of: 

· 365 000 direct employment within the logging, lumber, and pulp and paper industries 

· 465 000 indirect employment, for a total of 830 000 direct and indirect employment (1 job in 17) 

· 11.8 billion dollars in salaries and wages 

· 18.1 billion dollars contribution to the GDP 

· 69.6 billion dollars worth of products, of which 39 billion dollars (56 %) are exported, generating a positive balance of trade of 31.8 billion dollars 

In the fall of 2001 the U.S. Department of Commerce decided to implement a combination 27 per cent combination anti-dumping and countervail tariff against the Canadian softwood exports retroactive to March 31, 2001.  March 31 represented the exportation of the Canada-US Softwood Lumber Agreement which was negotiated in 1996.  Canadian softwood exports have always been a trade irritant between the two countries.  The modern history has been one of American protectionism and negotiated settlement.

Reason for Dispute

The dispute between the two countries is based on differing property rights.  In America most lumber harvested comes off private land, where a lumber company wanting to manufacture the wood product would have to compensate the private landowner the market price of the wood.  Whereas in Canada (expect Atlantic Provinces where it is mostly private land ownership) the majority of lumber is harvested off public lands owned by the crown.  The lumber companies pay the stumpage fees that are set by the provinces for the harvesting of trees.  


The American industry has always felt that the low stumpage fees paid by Canadian softwood producers are equivalent to government subsidization.  The Canadian government has always argued that the lumber industry is not subsidized and that although the stumpage fees may be below American market value but that Canadian market value for softwood lumber is lower and that the stumpage fees do not include the cost of forest renewal costs that are bore by the Canadian softwood producers. When the American government enacted the tariffs in 2001, the lumber industry assumed that Canadian producers of softwood lumber would as they had in the past, cut lumber production, which ensured that the American producers would be subsidized by Canadian producers and a high lumber price.
Effect of Tariffs  
So far this has not been the case.

 “When American lumber companies persuaded the U.S. government to slap a countervailing duty on Canadian softwood imports more than 15 years ago, Canadian mills cut back their production, and the dispute quieted down quickly. This time around, things are about as quiet as a screaming band saw.  Since May 2001, when the U.S. government again hit Canadian producers with a countervailing duty, the Canadians have ramped up production, lumber prices have dropped like a fresh-cut fir falling from the stump, and many Inland Northwest mill workers have lost their jobs.”

Instead Canadian producers have ramped up production in order for their mills to be able to operate at capacity and allow the companies to take advantage of economies of scale.  This allows the Canadian companies to operate where their boards per feet costs are the lowest.  This situation is not ideal for Canadian companies though because through their increased production there is an excess of lumber supply on the market which has driven lumbers prices down, and as a result enough the lumber companies are producer more they are much less profitable than they were before the tariff was implemented.

“John Allan, president of the British Columbia Lumber Trade Council, which is based in Vancouver, B.C., confirms that Canadian mills, in response to the U.S.’s countervailing duty, have ramped up production to keep their unit costs down. ‘It’s a double-edged sword,” Allan says. Canadian mills are “running at reduced cost, but the end result is there’s a lot of lumber in the market. Companies on both sides of the border are hurting’”.

American producers and land owners who thought that when the tariffs were instituted that they would benefit from lower supply of softwood lumber and as a result higher prices have been dumbfounded.  In fact theses companies are now in a worse competitive position and less profitable now, then when they were under the Canada-U.S Softwood lumber agreement.  This means that both countries softwood lumber industries are now less profitable and as a result less valuable to the North American economy then they were before the tariff was implemented.  The main reason that softwood industry on both sides of the border has become less valuable is because the lumber commodity is no longer as scarce as it was before the tariff and the resulting abundance of lumber reduces its value to society.

“Jon Anderson, publisher of Eugene, Ore.-based Random Lengths, an international newsletter that covers the wood-products industry, but doesn’t advocate for any group or issue, says that while some American mills are either closing or curtailing production, not a single Canadian mill has shut its doors since May. Says Anderson, ‘I think the Canadian manufacturers have been put into a position of survive or go out of business. They’re showing they intend to survive. ‘He adds, “Given the results so far, you’d at least scratch your head and wonder what’s going on. If you look at the tariff to this point, it has not had the effects desired” by American policy-makers and industry supporters. U.S. lumber prices are hovering at 10-year lows, and with winter approaching and homebuilding slowing down, demand for lumber isn’t expected to increase soon, Anderson says.”


The Canadian government response was to challenge the tariff in the legal arenas of the WTO and NAFTA tribunals.  So far both international bodies have come down with decisions that have benefited both countries???  So far this legal mess has done nothing to resolve the dispute.  Also the Canadian and American governments tried to negotiate an agreement.  The agreement they negotiated was rejected by Canadian industry as being too American bias.  The Canadian softwood producers felt that they could receive a better through the legal process.  Also the Canadian big producers are not as worried of the tariff as they once were.  The big producers know that they will benefit from a legal decision and are willing to wait for it, and besides if a few smaller mills in both countries go out business they benefit from fewer competitors.
Value Theory

From value theory -VPlnP, the desire of big American companies for a tariff can be explained.  They did not want higher lumber prices in the sort run; they wanted to reduce the amount of producers in their industry.  This also explains why major Canadian producers have hesitated and only half-heartedly supported negotiating a settlement, and why they were even willing to reject a negotiated settlement.  Major players on both sides of the border are willing so far to deal with less profitability now to increase the value of their industry in the future.
From the value theory, the total value of the lumber industry is represented by –VPlnP, where P is the proportion of lumber on the market.  V is the total volume of forest.  The total volume of the forest will be represented by the total volume of gross merchantable timber productive soft wood lumber in the forest.   The proportion of lumber on the market will be measured by the net merchantable volume of soft wood harvested in a year. 

The total volume of the forest is re assessed approximately every five years.  The last time it was completed was in 1994.  The volume of the forest in 1994 was 19,267,000,000.  The proportion of lumber on the market will be measured by the net merchantable volume of softwood harvested in a year.  The price of lumber will be measured by the raw materials price index for wood.
The linear correlation coefficient between wood price and stock price is positive .6624.  This means that there is a positive relationship between the movement in stock price and the movement in wood price.  Our intuition tells us that as the price of wood increases, the value of a company should increase if everything else remains the same.  There is a weak correlation between wood price and wood production of .3375%.  The correlation between stock price and wood production is positive .6394, which means that there is a positive relationship between the movement in stock price and wood production.  As the production of wood increases, a company will receive economies of scale.  If the supply of wood does not exceed the demand for wood, than the increase in production will not decrease the value of wood, however, with the softwood lumber agreement in place the Canadian Forest Companies have flooded the wood market and the price of wood has decreased.  So the lumber companies are producing more wood, but are much less profitable on each foot of lumber produced because the oversupply of wood has decreased the price the companies receive for each foot of lumber sold.

From Jing Chen’s value theory, -VPlnP, the value of the forest in 2000, 2001, and 2002 was 777,870,835.8, 737,123,438.9, 804,159,607.1 respectively.  The total volume of the forest was 19,267,000,000 in all three of the years because the forest inventory is completed once every five years.  The movement in the value of the industry from year to year was caused by the variation in wood production from year to year.

The total costs for Canfor in the year 2000 were 626,000,000; the fixed costs were 138,500,000 and the variable costs were 487,500,000.  The fixed costs make up 22.13 percent of total costs, and the variable costs make up 77.87 percent of total costs.  The fixed costs were estimated by selling and overhead expenses, and the variable costs were estimated by the costs of manufacturing.


The return of lumber products for Canfor is equal to –VPlnP/Total fixed costs of Canfor+ .2213VP.  By plugging all the number into the equation Canfor has a rate of return equal to 3.18073E-10.  The actual rate of return in the year 2000 was -40.38%.

Trading Opportunities

The forestry industry is a highly complex industry, which is highly regulated and affected by many different organizations.  To be able to find trading opportunities a person would have to have a very good understanding of the numerous organizations that affect forestry companies.  A person if they knew the value theory could have predicted that small companies would have been the ones hurt by the tariff; as a result they could have short sold these stocks.  A person if they knew the value theory could have predicted that small companies would have been the ones hurt by the tariff; as a result they could have short sold these stocks. For example, the lumber companies in Canada would be able to cut back on their production, putting an end to the over supply of wood on the market, and would cause an increase in the price of lumber.  Furthermore, the companies’ profitability would increase because they would not be paying a twenty percent tariff on the lumber exported to the United States.  A company’s profitability is highly affected by the price of lumber.  Determining or predicting the price of lumber is a very difficult task in itself.  In a statistical study by Zhang and Sun, graduate professors at the School of Forestry and Wildlife Science, Auburn University, on lumber price in the United States they found that lumber prices were affected by variations in housing starts, and supply restrictions on federal timber in the western United States have contributed to softwood lumber price volatility.  Also, environmental concerns in other parts of the country, cyclical trends in the global economy and industry speculation may have, to some extent, influenced soft wood lumber prince volatility. 
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