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Summary

In 2001, atrade dispute devel oped between the United States and South Korea
over allegations that the Seoul government was propping up Hynix Semiconductor
Inc., presently theworld’ sthird-largest producer of dynamic random access memory
(DRAM) semiconductor chips. Since late 2000, the entire semiconductor industry
has been mired in its worst slump ever, especialy for manufacturers of DRAMSs.
Where once there were many DRAM producers, now only four companies, two of
them from Korea, account for over 80% of worldwide sales. Global DRAM sales
had reached nearly $30 billionin 2000, but have declined by almost two-thirdssince
then. TheU.S. industry has been winnowed from over ten DRAM producersto one:
Micron Technology Inc., the world’ s second-largest producer.

Over the past two years, Micron, Members of Congress, and the Bush
Administration protested when Hynix’ sleading creditors—most of which are owned
by the Korean government — orchestrated a series of rescue packages that have kept
Hynix in business by enabling it to restructure its debt of 8.6 trillion won (more than
$7 billion). Critics of the support packages have argued that they amounted to
government-sponsored bailouts, and that by keeping Hynix in business they were
contributing to the oversupply of DRAM chipsinworld markets. Inearly December
2001, the impetus for the dispute was apparently reduced by the announcement that
Micron and Hynix had begun negotiating apossiblestrategic aliance. In April 2002,
the two sides announced that Micron would acquire Hynix's DRAM business.
Hynix’s board, however, vetoed the deal.

On November 1, 2002, Micron filed a countervailing duty (CVD) case under
U.S. law against both Hynix and Samsung, the other Korean DRAM producer. The
U.S. International Trade Commission on December 13, 2002, made a preliminary
finding of material injury. The Commerce Department investigation in April 2003
made a preliminary determination that Hynix had been subsidized and established a
CVD rate of 57% on Hynix imported DRAMsfrom Korea. Final action onthiscase
is scheduled for completion in June-August 2003. The European Commission also
pursued atrade complaint against the K orean companies under European Union law,
and in April announced a provisional 33% CVD against Hynix DRAM imports.

Inthe 108th Congress, | egislation has been proposed on the one hand to require
or encourage the Bush Administration to establish a high level of CVDs against
Hynix DRAM imports (S. 492, S.Con.Res. 11 and H.R. 1494), or, on the other, to
caution the Administration on the need to prevent the semiconductor case from
raising tensions with Korea in a difficult period and to endanger the jobs of
Americans who work for U.S. manufacturing plants of Korean semiconductor
companies (S.Con.Res. 29 and H.Con.Res. 124).

Thisreport examinesthe Hynix controversy. It assessesthe statusof theDRAM
industry and the impact of the issue on U.S.-Korea relations. The report will be
updated, especially as legal actions against Hynix proceed.
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The Semiconductor Industry and South
Korea's Hynix Corporation

Introduction

Development of the Dispute. In 2001, atrade dispute developed between
the United States and South Korea over financial assistance provided to Hynix
Semiconductor, presently the world's third-largest producer of dynamic random
access memory (DRAM) semiconductor chips. AsHynix wasforced to the brink of
bankruptcy by plummeting global chip prices, itscreditors gavethe company astring
of aid packages that restructured the company’s 8.6 trillion won in debt at that time
(more than $U.S. 7.1 hbillion)." Hynix’s leading creditor banks have been
government-owned since Korea's 1997 financial crisis, when Seoul used public
funds to rescue a number of failing banks. Since 2000, Hynix has posted |osses of
over 9.5 trillion won (nearly $8 billion). Hynix's net losses in 2002 were over 1.9
trillionwon ($1.7 billion). In thefirst quarter of 2003, Hynix posted anet loss of one
trillion won ($833 million).

For most of 2001, Micron Technology, the Idaho-based company that is the
world’'s second largest producer of DRAMS, led a campaign against the support
packages, arguing that they amounted to government-sponsored bail outs, which kept
Hynix in business and allowed it to export at prices below the cost of production.
Micron, which has been suffering from large losses, threatened to submit
countervailing duty and anti-dumping petitionsto the Bush Administration. Prodded
by Micron and some Members of Congress, the Bush Administration raised the
matter in bilateral and multilateral meetings with South Korea. U.S. officias
publically criticized the rescue packages.? The Bush Administration also considered
requesting that the World Trade Organization (WTO) establish adispute settlement
panel to investigate whether the support packages violate WTO rules against
government subsidies.

In December 2001, however, Micron and Hynix announced that they were
negotiating apossiblemerger. By April 2002, the companies had reached atentative
deal, whereby Micron would acquire the Hynix business, supported by the largest
Hynix creditors and the Korean government. But in May the Hynix board vetoed the
deal, arguing that the sale price was too low and that arise in chip prices at that time
meant that the company could survive independently. Hynix’s creditors have
managed the company since June 2002, when they acquired amajority ownershipin

! Throughout this report, an exchange rate of $1 = 1,200 won is used to approximate the
dollar values of Korean figures.

2 The Asian Wall Street Journal, November 1, 2001.
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the aftermath of the board’ sdecision to reject the company’ ssaleto Micron. Micron
states that it no longer has any interest in acquiring Hynix.

Legal Cases Brought Against Hynix. On November 1, 2002, severa
months after its bid to acquire Hynix had been reected, Micron initiated a
countervailing duty (CVD) case against both the Korean DRAM producers, Hynix
and Samsung. Micron alleged that K orean government subsi dization enabled thetwo
competitors to cut prices and take market share in the United States from both
Micron and the fourth major producer, Infineon Technologies. On December 13,
2002, the U.S. International Trade Commission (ITC), acting under Title VIl of the
Tariff Act of 1930, made a preliminary finding of material injury to U.S. producer
interests and the Commerce Department made a preliminary subsidy determination
on March 31, 2003. The preliminary finding against Hynix was for a subsidy of
57%, while for Samsung the finding was de minimis (less than 1%). Unless the
Korean and U.S. governments can negotiate an agreement to suspend the preliminary
CVD, itwill beappliedtoHynix imports, until the Commerce Department completes
itsinvestigation in June 2003 and the I TC makesafinal injury determination by early
August 2003. In May 2003, talks between Seoul and Washington over a suspension
agreement broke down.

In addition to the Micron petition, the DRAM companies are involved in other
legal actions. In June 2002 Infineon, the German-based fourth-largest producer of
DRAMs, filed a petition with the European Commission alleging that Hynix and
Samsung Electronics had received illegal subsidies. In April 2003, the Commission
announced apreliminary subsidy finding agai nst Hynix, and established aprovisional
countervailing duty of 33% against Hynix imports from Korea (see below). Alsoin
June 2002 reportsemerged that the U.S. Justice Department was pursuing an antitrust
investigation against all four leading DRAM producers -- Micron, Samsung, Hynix
and Infineon —aswell as some Taiwanese producers. According to one source, this
step resulted from resentment by computer makers at an effort of DRAM
manufacturersto raise pricesearlier in 2002 despite the continuing weak PC market.®
That investigation is continuing.

The December 2002 Rescue Package. Shortly after the ITC's
preliminary finding, in December 2002, Hynix’s creditors finalized another long-
anticipated support package that restructured nearly all of the company’s5.9trillion
won in debt and provided an additional $188 million in loansto a Chinese company
that was searching for financing to help purchase aHynix subsidiary. The creditors,
who emerged from the deal with an 86% stake in the company, have announced their
intention to sell off additional assets and seek a buyer for Hynix. This strategy is
believed to hinge upon afuturerisein chip prices, which would be necessary not only
to boost Hynix's value, but also to provide its competitors with the capital to
complete a purchase. Micron and Infineon officials have charged that the latest
rescue package is another instance of Seoul’ s subsidization of Hynix.

3 Wall Street Journal, June 20, 2002; Dow Jones wire service story, “Micron Confirms
Justice Department Investigating DRAM Makers,” June 19, 2002.
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Sincethe disputefirst broke out, Korean government and Hynix officials have
countered such charges by arguing that the decisions on whether to aid Hynix have
been entirely in the hands of the company’s creditors. They have pointed out that
some foreign banking interests have supported the rescue packages, while some
government-owned banks have decided to write off their loans to Hynix rather than
increase their exposure to the struggling company. Hynix and Samsung's
representatives both testified at the preliminary ITC hearing that low prices were a
general condition of the semiconductor market, that Micron had been telling
investors that the company was in reasonabl e shape to weather the present industry
downturn and, in Samsung's case, that there was no evidence of subsidies by the
Korean government being paid or needed. The new Korean administration of
President Roh Moo-hyun reappointed the same Minister of Trade, who reiterated
these views. He maintained that Korea was continuing fundamental reforms of the
banking sector, that government ownership of some bankswas atemporary measure
and that the government did not become involved in specific lending decisions.*

Theeconomic stakesinthisdisputeare high. South Koreaisthe seventh largest
U.S. trade partner, and semiconductors are the number one U.S. import from and
export to Korea. Imports of South Korean DRAMs alone in 2000, before acrashin
world prices, were nearly $2.2 billion, or over 5% of Korea's exports to the United
States.® Incontrast, Korea sexportsof iron and steel to the United Statestotal ed just
over $1.5 billion in 2000.° A successful countervailing duty case would compel
Hynix to pay higher duties on its DRAM exports to the United States, or possibly
drive it out of the competitive U.S. market altogether. Any sudden, significant
deterioration in Hynix’ s performance probably would have amajor impact on South
Korea seconomy. Hynix accountsfor an estimated 4% of South Korea' sexportsand
over 150,000 Koreans are employed by Hynix and its network of suppliers.
Additionally, Hynix shares are the most widely held stock in South K orea and some
of Korea' s largest banks are heavily exposed to Hynix.

Furthermore, the Hynix packages call into question the Korean government’s
broader commitment to its economic reform program, which it launched in the
aftermath of the virtual collapse of the country’s financesin 1997. At thetime, as
part of a$58 billion International Monetary Fund (IMF) rescue package spearheaded
by the United States, Korea pledged to liberalize its corporate and financial sectors,
to make them more responsive to market pressures, and to end the past practice of
rescuing troubled conglomerates that were considered “too big to fail.”

Congressional Interestin the Hynix Support Packages. Aswithmost
high-profile trade disputes with South Korea, Congress has closely monitored the
Hynix situation. Several Members have protested the Korean government’ s alleged

“ Letter from Korean Minister of Trade Hwang Doo-yun to U.S. Trade Representative
Robert Zoellick, March 17, 2003.

®> Semiconductors of all types accounted for nearly 20% of South Korea's total shipments
to the United Statesin 2000.

& Compiled from U.S. International Trade Commission, [http://dataweb.usitc.gov].
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involvement in the support packages and urged the Bush Administration to act.” In
September 2001 an amendment sponsored by Senator Larry Craig, which protested
the “Republic of Korea's improper bailout of Hynix,” was incorporated into the
Senate’ s version of the FY 2002 appropriations bill for the Commerce, Justice, and
State Departments, but was stripped fromthebill in conference.® Asthe Micron case
moved forward in the early months of the 108" Congress, Senator Craig and other
Membersin both Houses of Congressintroduced legislation critical of alleged Hynix
“bailouts,” and urging or requiring corrective executive action (S. 492, S.Con.Res.
11 and H.R. 1494). On the other hand, resolutions were also introduced regarding
the importance of U.S.-Korean relations and indicating that the dispute over
semiconductors should not increase tensions or lead to U.S. job losses (S.Con.Res.
29 and H.Con.Res. 124). These proposals are discussed later in the report.

The story of Hynix’s support packagesis a useful case study of South Korea's
economic reforms, a process U.S. trade officials and Members of Congress have
monitored closely. Indeed, by virtue of Hynix’s size and political connections, the
company’s fate is being closely watched as a litmus test of the government’s
commitment to reforming Korea schaebol (conglomerates). Additionally, theHynix
case highlights the troubling issue of state ownership of Korea s banking industry.
Even before the dispute emerged, American officials had been asking their Korean
counterpartsto set atimetablefor privatizing the banksthat had been nationalized in
the wake of the 1997 financial crisis. In the past the U.S. and South Korea have
argued over alleged Korean government subsidies — most prominently in the steel
industry. These bilateral disputes may resurface in the future and form a continued
backdrop to strategic relations made more tense by the dispute over North Korea's
nuclear weapons and missile programs.

Global and Domestic Conditions in the
Semiconductor Industry?®

The immediate cause of the Hynix dispute was the collapse in DRAM
semiconductor prices and demand that followed the “dot.com” crash and the
electronicsindustry downturnin 2000. The semiconductor market isboth global and
cyclical. Semiconductors and other microelectronic components are the physical
building blocks of industries—including hardware, software and applications— that
are increasingly based on common international standards, worldwide
interconnection, and interoperability. Demand in the semiconductor industry is, of
course, linked to the general businesscycle. But the semiconductor industry also has
itsown internal product development cycle, first described by the former CEO and
co-founder of Intel, Gordon Moore. “Moore sLaw” statesthat thetransistor capacity
of semiconductor chipswill double every 18 months.

" Seeg, for instance, July 11, 2001 letter to Ambassador Robert B. Zoellick from four U.S.
Senators, reprinted in Inside U.S Trade, July 13, 2001.

& The amendment appeared as Section 626 of the Senate-passed hill.
° Prepared by Stephen Cooney.
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This means that the design, engineering and manufacturing of ever more
powerful and compact integrated circuits (ICs) have required higher and higher
investments by the microelectronics industry. Today's inexpensive pocket
calculators, Palm Pilots and wireless phones contain more computing power than
room-sized Pentagon computers of a generation ago, so manufacturing the
semiconductor chips that are at the heart of these products has become ever more
complex and expensive. A commercial-scale facility to fabricate the wafers from
which chips are cut now cost upwards of a billion dollarsto build.*®> Moore's Law
meansthat supplierscannot simply shut production down, sit out adownturn and sell
from inventory, as may be possible in some other industries. Inventory and
technology become obsoletein ahurry. Similarly, if producers missthewave of the
next upturn, they may never catch the competition. Consequently, producers must
expand output rapidly to meet increasesin demand, while simultaneously investing
large sumsto shift rapidly to higher-speed products. Producerstherefore are subject
to seriousfinancia problemswhen demand suddenly declines. Thisin part explains
the semiconductor industry’s “boom and bust” cycles.

Figure 1 shows that the dollar value of global sales of all semiconductors has
increased by more than tentimesover the past 20 years. But theindustry is presently
in its third sales slump during this period, and one that comes shortly after the
prolonged down market of 1996-98, when the cumulative annual value of salesfell
by 13% over a three-year period. Recovery was sharp in 1999-2000 as sales
rebounded by 63% over two years to $204 billion. But then sales fell again in 2001
by one-third, or $66 billion. Sales rebounded by less than 2% in 2002, to just over
$140 billion — and that gain was solely because of a strong increase (almost 30%)
limited to one region, Asia and the Pacific outside Japan.

Figure 1: World Semiconductor Sales
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10 atest estimates for developing anew “fab” capable of handling the 12-inch chip wafers
now becoming standard (Infineon already has onein production in Dresden, Germany) are
$3 billion. Forbes, “Hardships Are Driving Chip Rivals Together,” Aug. 2, 2002.
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Figure 2: World Semiconductor Capacity Utilization
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Figure 2 shows how the industry has been whipsawed over capacity.
Companiesweretrying to gear up for the high rate of demand at the end of the 1990s,
demand driven by strong U.S. growth, especially in the technology sector. Wafer
manufacturing capacity surged morethan 30% from late 1998 to early 2001 (capacity
is shown on the left scale). By the middle of 2001, the industry had achieved a
capacity of more than 1.3 million wafer starts per week. As it added capacity in
2000, the semiconductor industry was running flat out. The factory utilization rate
(right scale) reached nearly 100% in mid-2000. But then, the bottom fell out of
demand. Capacity utilization dropped to about 83% in the first quarter of 2001 and
lessthan 73% by the second quarter, in keeping with plummeting global demand for
electronics products following the “dot.com” crash. By the latter half of 2001,
capacity utilization fell below 65%. It recovered somewhat in 2002, as small
amounts of capacity went offline, but by the end of the year was still only just over
80%.

The Decline of Japanese Semiconductor Companies. The overall
U.S. semiconductor market not only grew phenomenally in the 1990s, but sources of
supply have aso shifted dramatically. In the 1980s, U.S. companies were hard-
pressed by Japanese competitors, whose market share in the Americas (according to
SIA’s world industry statistics) rose from 10% in 1982 to more than a quarter by
1989. Starting with their commanding (86%) share of their home market, Japanese
suppliers led the American companies by 46% to 39% in global market share.

After falling to near 60% of the home market in 1995, U.S. domestic companies
share of thismarket stabilized at above70% since then, and their annual dollar value
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grew rapidly to $45 billion in sales by 2000. Japanese companies’ market share
declined globally in thelate 1990s. They were replaced in part by product from third
countries, particularly Korea. By 2000, Japanese company saleswerelessthan 12%
of the Americas market ($7.4 billion), while third-country company sales supplied
18% of the market ($11.2 billion). U.S. companiesin 2001 had more than 50% of
the market sharein every major regional market except Japan; even there, the home
companies share was down to about 70%. While Japan’s global market share fell
from 46% in 1991 to just 28% ten years|ater, third countries market share was now
regularly greater than 20%. Korean and Taiwanese producers have now closed the
technological gap with Japan, not only in chips, but aso in many downstream
electronic products.*

The Consolidation of the DRAM Industry. The strong recovery of the
U.S.-based semiconductor business in the 1990s did not apply to DRAM chips,
which are the long-time backbone of the semiconductor industry included in most
electronic products. DRAM chips are characterized by an inability to fix or hold
memory when electrically discharged, and have been substituted in many applications
by more flexible, sophisticated and higher-value memory chips. However, in 2000
the global value of DRAM saleswas still nearly $30 billion, or more than 14% of all
chipssold. Butin 2001, as shown in Figure 3, sales of DRAMsfell by 60%.

Whileinthemid-1980stherewereabout adozen U.S.-based DRAM producers,
only one U.S.-based producer remains in business today — Micron Technology Inc.
of Boise, Idaho. Ironically, the landmark 1986 U.S.-Japan agreement gave a
significant boost to the K orean competitionfor both U.S. and Japanese-based DRAM
manufacturers. The agreement created a process for monitoring penetration of non-
Japanese-company source chipsin the Japanese home market. WhileU.S. producers
gained market share as aresult of the agreement, Korea also became a big supplier.

Fluctuations in semiconductor demand in the late 1990s hastened the exit of
most well-known producers from the DRAM market. Four Japanese recessions in
ten years and the East Asian economic crises of 1997-98 strongly affected the
financial viability of many Asian firms, including the predecessors of Hynix. Strong
U.S. growth created asurgein demand and arisein pricesamong remaining DRAM
manufacturers, as well as the rapid increase in capacity discussed above. When
demand turned down in 2000, prices collapsed from $12-13 per DRAM chip to as
low as $0.90-1.00.? Virtually all DRAM manufacturers were producing chips at a
substantial |oss. Y et, because of the competitive pressuresdescribed at the beginning
of this section, individual producers felt they could not raise prices or temporarily
halt production. Each player hoped that another company would beforced to exit the
industry first, thereby removing capacity from the industry and pushing up prices.
The most significant move in the last two yearsis the virtual departure of Japanese
companies from the DRAM business.

1 wWall Sreet Journal, June 20, 2002.

12 Nihon Keizai newspaper, quoted in Japan Digest (October 24, 2001). Pricesrose again
in early 2002 to $3-4, leading to speculation about price collusion among major suppliers
and a Justice Department investigation.
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By 2001, just four major companies dominated the worldwide DRAM market.
Samsung of Korea was the world's leading supplier in 2000, with about 23% of
global sales; that share increased to about athird of a much weaker market in 2001.
Micron and Hynix, a new company created in 1999 by joining the semiconductor
operations of South Korea's Hyundai and LG groups, each had about 20% of the
market in 2000 and 2001. Infineon Technologies of Germany, a spinoff from the
Siemens electrical group, isthe only remaining significant European-based DRAM
producer. Infineon accounted for only about10% of sales, but now claimsto be the
technologically low-cost producer and has been aggressively seeking alliances with
newer Taiwanese companies, having earlier sought its own deal with Hynix."* The
three Japanese DRAM companies together held a 16% market share in 2000, but
have now amost disappeared. Hitachi and NEC have combined to create a new
semiconductor spinoff, Elpida (to which the DRAM operations of Mitsubishi have
recently been added), while Toshibais no longer in DRAMSs.

Figure 3: Major World DRAM Producers
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* Japanese Companies = 2000: Hitachi, NEC, and Toshiba; 2001: Elpida (merger of NEC and Hitachi
chip production facilities), and Toshiba (exited the market).

Source: Electronic Buyers News. “Market Focus: Top Semiconductors Suppliers,” June 10, 2002.

3 Infineon press releases, “Infineon to Cooperate with Taiwanese Winbond and Mosel
Vitelic to Secure Higher Memory Chip Capacity” (Mar. 11, 2002) and “ Infineon and Nanya
to Cooperate on DRAM Memory Chips by Collaborating on Technology Devel opment and
Founding a Production Joint Venture” (May 2, 2002); Financial Times (Dec. 10 and 11,
2002).
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Since 1998, most companies producing DRAMS in the United States have
exited the business or are leaving it:

e Hitachi sold its DRAM plant in Texas to Texas Instruments, which
subsequently closed the plant and left the DRAM business.

e NEC closed its California DRAM plant.

e |IBM hasleft the DRAM manufacturing business and sold its share
in a joint venture manufacturing plant in Virginia to Toshiba
Toshiba subsequently has announced its own exit from the DRAM
manufacturing business and has sold the Virginia plant to Micron.

e Motorolahasleft the DRAM business, deciding instead to focus on
more advanced static random access memory chips. Motorola sold
its share in a joint venture manufacturing plant in Virginia to
Infineon, its original partner there.

e Thetwo maor Korean companies, Samsung and Hynix, each have
a U.S. wafer fabrication plant. Samsung’s operation isin Austin,
Texas. TheHynix plant in Eugene, Oregon, was closed for aperiod,
but has been revamped and resumed production in late 2001.

Thiswave of mergers, closings and exit decisions|eaves Micron’ sthree wafer
fabrication plants (two in Idaho, one in Virginia) as not only the last U.S.-owned
DRAM manufacturing facilities, but also among thefew still operating in the United
States. Inits2001 and 2002 financial years, Micron’ stotal losseswere $1 billion per
year.** On February 18, 2003, the company announced its first layoffs since 1985:
10% of itsworkforce, or about 1,800 people. Thisincluded 560 workersin Virginia,
about half of that plant’s workforce, with most of the remaining reductions at the
Idaho facilities.™

DRAMs and U.S. National Security. With respect to national security
implications, Micron reported that primary Defense Department contractorsusetheir
productsin “awide variety of military products, including satellites, smart bombs,
rockets, rocket launchers, tanks, ground combat vehicles, communications devices
and recording devices. In addition, Micron memory is used in the F15, the F16, the
F22, Comanche helicopters and Stinger missiles.” ¢

The Department of Defense Office of Industrial Policy was contacted with
respect to the national security implications of relying solely on offshore or foreign-
owned DRAM producersfor defense-rel ated applications. Theresponsewasthat the

14 Testimony of Micron CEO Steve Appleton, USITC staff conference (Investigation no.
701-TA-431), November 22, 2002, p. 5.

1> Washington Post, February 22, 2003.

16 Memorandum from Bonnie Byers, Hale & Dorr, on behalf of Micron Technology Inc.
(October 22, 2001).
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Defense Department currently does not maintain a broad program regarding
semiconductor availability and relies on the commercial market. The Defense
Advanced Research Projects Agency (DARPA) inthe 1990s did have a program to
sustain a U.S.-based source for active-cell matrix liquid crystal displays used in
aircraft instrument panels, but this project failed to sustain a U.S. manufacturing
base. Currently the sole manufacturing source for active-cell matrix LCDsis from
Korea, and the office noted no other special domestic semiconductor industry
programs. South Koreaand the United States have shared aMutual Defense Treaty
since the end of the Korean War.

The Dispute over the Hynix Rescue Package'’

The collapse in DRAM pricesin 2000 and 2001 had a particularly devastating
effect on Hynix. Asmentioned above, Hynix wasformed in May 1999 by the merger
of rivals Hynix*® and LG Semiconductor. The merger was one of the so-called “big
deals’ the South Korean government instigated in the aftermath of Korea's 1997
economic crisis to try to force each of the country’s largest conglomerates to
concentrate in fewer business activities. Asaresult of the merger, Hynix took on 6
trillion won in LG’ sdebt on top of itsown.” Simultaneously, other members of the
Hyundai conglomerate began to suffer from cash-flow shortfalls. Since Hynix was
flush with cash dueto the el ectronics boom of 1999 and 2000, it wastapped for funds
to prop up ailing members of the Hyundai corporatefamily —then acommon practice
among K orean conglomerates. Thus, Hynix had few reservesto draw uponwhenthe
bottom fell out of the DRAM market in 2000.

Since the beginning of 2001, Hynix has been kept afloat by four financial
assistance packages, the first three of which are the centerpiece of Micron's
countervailing duty petition.* (See box below.?) This section of the report deals
only with these cases of specific assistanceto Hynix. Notethat additionally, Micron
alleges that Hynix (as well as Samsung) have benefitted from certain types of
subsidies that have been given to the Korean semiconductor industry in general.
The debate over Hynix’sfinancial assistance packages has revolved around three
guestions:

" Prepared by Mark Manyin.

18 Until it separated from the Hyundai conglomerate in March 2001, Hynix was known as
Hyundai Electronics Industries (HEI). For the sake of simplicity, the name Hynix will be
used to refer to HEI throughout this report.

% Business Asia, September 19, 2001, as published by the Economist Intelligence Unit
Viewswire.

2 Countervailing Duty Petition (Public Version) Submitted by Micron Technology Inc.,
“Dynamic Random Access Memory Semiconductors from Korea,” Case No: C-580-851.
Because the petition covered the period from January 1, 2001 - June 30, 2002, Hynix's
December 2002 rescue package was not included in the countervailing duty investigation.

21 Note that the box does not list Hynix’s June 2001 sale of $1.3bn via global depository
receipts because, in contrast to the other new financing Hynix received in 2001, this sale
was market-based.
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e To what extent is the Korean government involved in the Hynix
rescue? That is, were the rescue packages market-based initiatives
or government subsidies?

e IsHynix suffering from structural problems or temporary liquidity
difficulties?

e Finally, does the Korean government’s involvement violate the
WTO rules prohibiting certain subsidies?

These issues will be examined after a review of the details of the rescue
packages.

Details of the Rescue Packages. Only the first of the four assistance
packages ostensibly was sponsored by the government. In January 2000, the state-
owned Korea Development Bank (KDB) unveiled a bond-refinancing program to
assist companiesthat were likely to default on their debts at atime when the Korean
bond market had effectively ceased to function due to asevere credit crunch. Hynix
was one of four affiliates of the Hyundai conglomerate (and six companies overall)
to qualify for the program, under which 80% of the company’s 3.6 trillion won ($3
billion) in maturing debt wasrolled over, repackaged (with government guarantees)
and resold to the public. Charging that the program amounted to a government-led
bailout of Hyundai, the Bush Administration raised the issue in a WTO subsidies
committee, and told Seoul that it was considering filing a case against Korea at the
WTO. The Korean government denied these charges, arguing that the program was
opento all “qualified” and economically viable firms, would run for only one year,
and used market-based interest rates.

The Korean government did not play a direct role in subsequent assistance
packagesto Hynix, perhaps because of the criticism of the KDB plan. Instead, when
Hynix’s cash flow problems worsened in the winter and spring of 2001, it was
Hynix’s creditors that orchestrated the company’s bailout. On October 31, 2001,
after months of negotiations, over 100 creditors agreed upon a massive financial
assistance package that restructured virtually all of the company’s then 8.6 trillion
won ($7.2 billion) in debt, including 650 billion won ($541 million) in fresh loans
from five creditor banks. The package was widely interpreted as an attempt to tide
Hynix over until semiconductor pricesrecover and presumably restorethecompany’s
profits.

The December 2002 Rescue Package. Hynix, however, continuedto post
huge losses. In December 2002, over 100 creditors agreed to another large scale
rescue package that granted the company relief on al but 1 trillion won of its 5.9
trillion won ($4.92 billion) in debt, three-quarters of which was due to mature in
2003 and 2004. The net result of the package reduced Hynix’s total debt to 4.3
trillion won ($3.6 billion) and reduced its monthly interest payments from 35.4
billion won ($29.5 million) to 20 billion won ($16.7 million). The creditors had
taken acontrolling stakein June 2002, shortly after Hynix’ sboard had rejected adeal
between the creditors and Micron for the latter to purchase the company.
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The December package included a $188 million in loans to Beljing Orient
Electronics (BOE) Technology Group Co. to help the China-based company finance
its $380 purchase of Hydis, Hynix’'s flat-panel display unit. $180 million of these
loans are to be issued by the Korea Development Bank (KDB, $100 million), the
Korea Exchange Bank (KEB, $50 million), and Woori Bank ($30 million), banksin
which the K orean government hasamajority ownership stake.?? Officialswith KEB,
Hynix’s lead creditor, have stated that the debt restructuring is designed to put
creditorsin abetter positionto eventually sell Hynix. At aFebruary 25, 2003, Hynix
general shareholders meeting, the debt relief plan was approved over the loud
protests of agroup of minority shareholders. Inthe days after the meeting, about 50
top executives, including the Chief Executive Officer, resigned.

Summary of Financial Support Packagesfor Hynix in 2001 and 2002

January 2001 - 1.3 trillion won ($1.08 billion) in new aid. The state-owned Korea
Development Bank (KDB) unveiled abond-refinancing programto assist several troubled
major companies that were likely to default on their debts at a time when the Korean
bond market had effectively ceased to function dueto asevere credit crunch. Hynix was
one of four Hyundai affiliates (and six companies overall) to qualify for the program,
under which creditor banksrolled over 80% of the company’s 1.625 trillion won ($1.35
billion) in maturing debt that wasrolled over for oneyear, repackaged (with government
guarantees) and resold to the public.

May 2001 - 17 of Hynix's Korean creditor banks agreed to buy 1 trillion won ($833
million) in Hynix bonds.

October 2001 - Over 5 trillion won ($4.2 billion) in new aid. More than 100 creditors
agreed to asweeping plan to restructure virtualy all of the 8.6 trillion won ($7.2 billion)
they held in Hynix debt. The package included: a3 trillion won ($2.5 billion) debt-for-
equity swap, which will take placein 2002, until which time Hynix will make no interest
payments; a3-year rollover of 4.4 trillionwon ($3.7 billion) in debtsand maturing bonds,
with interest rates slashed in half (areduction of about 276 billion won [$230 million] in
interest burdens); an infusion of 650 billion won ($542 million)in new loans by five
creditors; awriteoff of 1.2 trillion won ($1 billion) in debt at just over 25% of face value
by seven banks that refused to issue fresh loans to Hynix. Hynix pledged to raise 2.6
trillion won ($2.2 billion) by the end of 2002 by selling assets and retiring debt.

December 2002 - Hynix received relief on all but 1 trillion won of its 5.9 trillion won
($4.92 billion) in debt, three-quarters of which was due to mature in 2003 and 2004.
Over 100 creditors agreed to apackagethat included: arollover until 2006 inthe maturity
of 3 trillion won ($2.5 billion) in debt, the interest of which was reduced from 6.7% to
3.2%,; a 1.9 trillion won ($1.6 billion) debt-for-equity swap; a 21-1 capital write-down
(i.e. every 21 shares of existing Hynix stock will be converted into 1 share); the sale of
future Hynix assets; and $188 millioninloansto BOE Technology Group Co. to help the
Chinese company finance its $380 purchase of Hynix's flat-panel display unit. $180
million of these loans are to be issued by creditors that are owned by the Korean
government. This rescue package was not included in Micron’s anti-subsidy petition.

2 As of the end of 2002, the South Korean government’ s stakes were as follows: KDB,
96%, KEB, 43.17%, Woori, 100%. As of December 2002, the South K orean government
also owned 80.04% of Chohung Bank, another major Hynix creditor.
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Were the Rescue Packages Government Subsidies? Critics of the
Hynix support packages have charged that they have been orchestrated by the
government. As evidence, they point out that the assistance packages have been
organized by a consortium of banks that have been owned or controlled by the
Korean government since 1998, when Seoul nationalized many weak banks in the
aftermath of the country’ s1997 financial crisis. AsTable1 shows, for instance, over
90% of the new loans given in October 2001 to Hynix werefrom bankswhoselargest
shareholder is the Korean government. This has |led to widespread speculation that
Seoul financial officias, who historically have maintained a considerable
involvement in the financial system, put direct or indirect pressure on Korean banks
to bail Hynix out.?

Criticsof thebailouts also charge that K orean government officialshad broader
political and diplomatic motives for allegedly orchestrating the rescue packages.
Government support was given to Hynix, the argument runs, in part to repay Hynix
for taking over LG Semiconductor in 1999. The Kim government pushed for the
dismantling of the Hyundai conglomerate—aprocessthat began in the spring of 2001
— and thus had an interest in having the process proceed with a minimum of
disruption. Furthermore, it has been widely speculated that the South Korean
government was reluctant to cause economic disruption before the December 2002
presidential election, in which Roh (pronounced “noh™) Moo-hyun, the candidate of
current president Kim Dae Jung' s party, won a narrow victory.

Some suspect that the Kim government may have alegedly pursued a bailout
to repay the Hyundai conglomerate for being the only maor South Korean
conglomerateto support Kim Dae Jung’ s“ sunshinepolicy” of engaging North Korea
by investing in the North.?* Indeed, Hyundai officials have admitted they illegally
transferred $500 million to North Korea just days before President Kim's historic
summit in June 2000 with North Korean leader Kim Jong-il. Hyunda and Korean
government officialsdeny any linkage between the payments and the summit, saying
the paymentswere made to win the North K orean government’ s support for business
projects.

Hynix’ sbackers, aswell as some independent analysts, argue that the evidence
of government involvement in the creditors decisions is circumstantial at best.
Seoul and Hynix official srepeatedly have argued that the decisionson whether to aid

% For an example of such speculation, see Don Kirk, The New York Times, November 10,
2001, inwhichthe soon-to-retire President of KoreaFirst Bank, Wilfred Horie, speaksabout
the indirect pressure he received when his bank refused to participate in the January 2001
KDB bond rollover program. For more on the history of government intervention and
guidance of the banking system, see Marcus Noland, Avoiding the Apocalypse: The Future
of the Two Koreas, (Washington, DC: Institute for International Economics, 2000); and
Catherine L. Mann, “Korea and the Brave New World of Finance,”in Joint U.S-Korea
Academic Studies, Val. 10, 2000, (Washington, DC: K oreaEconomic Institute of America).

2 Jay Soloman, Hae Won Choi, “Southern Exposure: At Huge Korean Conglomerate,
Bridgeto North Takes Its Toll — Leading the Drive for Business Acrossthe DM Z, Hyundai
Suffers Big Losses, Scandal,” Wall Street Journal, March 4, 2003.
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Hynix have been entirely in the hands of the company’s creditors. They point out
that many foreign banking interests — notably Citibank and Commerzbank (which
overseesthe credit decisionsof Hynix’ sleading creditor, the Korea Exchange Bank)
— have supported the rescue packages.”> Non-K oreans sit on the boards of directors
of several of Hynix’ screditors, including the K orea Exchange Bank, Kookmin Bank,
HanaBank, and KorAm Bank. Also, at thetime of the October 2001 rescue package,
some government-owned banks (such as Seoul Bank) decided to write off their loans
to Hynix, accepting 75% |l ossesrather than increasing their exposureto the struggling
company.

Table 1. Hynix Semiconductor’s Major Bank Creditors
(Billions of won)

Before
Oct.2001 |  Oct. 2001 Package | Total Dec.
Package 2002 _
Bank Name T otal =y Ownership
Exp%sure LZ)ans Write-off Slr_1|are_ "
i nix
to Hynix | (estimate) (estimate) Y
Korea Exchange Bank (KEB)? 970.1 2474 20%
Korea Devel opment Bank 1,138.9 11%
Hanvit Bank (now part of Woori 944.5 240.9 19%
Financial Holdings) °
Chohung Bank 732.8 117.2 11%
K ookmin Bank® 753.9 324.1 n.a
Shinhan Bank 400.6 260.3 n.a
KoreaFirst Bank 273.8 127.7 n.a
Seoul Bank 242.1 105.2 n.a
Hana Bank 206.8 128.8 n.a
KorAm Bank 191.6 106.1 n.a
National Agricultural 167.9 26.9 na.
Cooperative Federation '
Citibank Korea 110.0 17.6 n.a
Total 6,133.0 650.0 1,052.2 61%
Source: Korea Exchange Bank (KEB) for 2001 figures; Korean Financial Supervisory Service for
2002 figures.

Note: Shaded rows indicate banks in which the Korean government is the largest sharehol der.
#KEB’s second largest investor, Germany’s Commerzbank, oversees KEB's credit decisions.

® Includes figures for Korea Housing & Commercial Bank, which was absorbed by Kookmin in
November 2001.

A Shared Interest in Keeping Hynix Afloat. The reaity may be more
nuanced. Even if Hynix’s most enthusiastic supporters — KEB, Hanvit Bank, and

% Notethat, as Table 1 shows, Citibank’ sexposureto Hynix wasrelatively low (110 billion
won, or $92 million) and accounted for less than 2% of Hynix’ stotal bank exposure at the
time the latest support package was unveiled in October 2001.
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Chohung Bank — were not owned by the government, they would have powerful
incentives for keeping Hynix afloat. Theseinstitutions are among Korea' s weakest
banks, which is why they were taken over by the government in the first place. A
default by Hynix would befinancially damaging to these banks, which haveinvested
large sumsin the company. Furthermore, a Hynix collapse could have a cascading
effect that would further hurt these banks, which are known to have significant
exposure to other members of the former Hyundai conglomerate. Although the
Hyundai group is being dismantled under pressure from creditors and the
government, several members of the former Hyundai corporate family still own
nearly 10% of Hynix shares.

Thus, atthevery least, Hynix’ sleading creditors sharethegovernment’ sinterest
in propping up the company in the hope that DRAM prices will recover. Hynix
accountsfor an estimated 4% of South Korea' sexports, employsover 14,000 people
directly, and has approximately 2,500 subcontractors and suppliers that employ
another 150,000, representing over 0.5% of South Korea stotal workforce.”® Hynix
also is the most widely held stock in South Korea, with over 300,000 individual
shareholders.

Moreover, the institutional culture of the Korean banking industry islikely to
have played aroleinthedecisionto keep Hynix onlife-support. Historically, Korean
financial institutions have been silent partners in the government-business-finance
relationship. Credit was allocated to politically connected or preferred firms, not
according to an assessment of risk and return.”

By many accounts, this banking culture has been changed — or at least, has
begun to be changed — by the economic reforms enacted in the aftermath of South
Korea s financial crisisin 1997. Since then, the country’s financial industry has
undergone a fundamental restructuring. After 1998, nearly a quarter of Korea's
financial ingtitutions, including 9 of 26 banks, were merged or liquidated, and
thousands of financia service employees were laid off. The government imposed
morestringent accounting rules, including arequirement that banksrai setheir capital
adequacy ratios to over 10%, above the international standard of 8%.

However, it isunclear whether these broader changes apply to the case of large
companies; in other words, there is anecdotal evidence that in some cases, the “too
big to fail” dynamic may still be at work in South Korea. Furthermore, the
government has preferred to deal with insolvent manufacturing firms primarily by
relying upon bank-led workout programs rather than legal bankruptcy proceedings.
The result has been that relatively few failing firms have been forced to change
management, and even fewer have exited the market. While the policy may have
helped to avoid widespread corporate and financial crises in the short term, it has
allowed hundreds of non-profitable, “zombie” firmsto continue operating, thereby
draining financial resources and creating incentivesto dump products on the market
in the medium term. For instance, generous debt relief packages kept financially

% Financial Times, August 31, 2001. 0.5% of the U.S. workforce is nearly 700,000.

2 Mann, “Korea and the Brave New World of Finance,” p.56-58; Noland, Avoiding the
Apocalypse, p. 199-203.
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ailing Daewoo Motors in business for nearly three years after the collapse of the
Daewoo conglomerate. Many of Hynix’'s leading creditors — including Korea
Development Bank, Woori Bank, Chohung Bank and K orea Exchange Bank —were
also mgjor lenders to Daewoo Motors. In 2002, General Motors purchased the
company for afraction of the offer it made, and the government rejected, in 1999.

Restructuring by Hynix —Is It a Viable Company? A related issueis
whether the financial assistance packages have been accompanied by restructuring
plansfrom Hynix. On the one hand, there have been anumber of changes sincethe
KDB program was unveiled in January 2001. Most importantly, after changing its
name from Hyundai Electronics in the spring of 2001, Hynix left the Hyundai
conglomerate, as part of the dismantling of the Hyundai corporate family. Other
steps have included the sale or spinning-off of most of Hynix’ s non-semiconductor-
related assets, the temporary suspension of production in the company’s factory in
Oregon, the sale of Hydis, and rotating furloughs given to Hynix's Korean
employees. None of these moves has entailed significant layoffsin South Korea.

Supporters of the Hynix bailout packages have argued that Hynix continuesto
beahighly competitive company that only needs short-term assi stanceto weather the
current downturn in global demand for semiconductors.?® Their position assumes
that chip prices rebound significantly in near future. Others, however, contend that
Hynix is suffering not from temporary liquidity problems, but from fundamental
structural flaws that will prevent the company from becoming self-sufficient in the
near future. Additionally, Hynix’ sfinancial troubles are preventing it from keeping
pace in technological improvements. For example, one source noted that Samsung,
spending about $4 billion in technology upgradesin 2001, would outspend Hynix by
20-to-1.% Hynix’s December 2002 rescue package did not include funds for such
investments, meaning that Hynix somehow will havetoraiseontheorder of 1trillion
won to keep pace with its competitors. Inrecent months, Hynix has announced new
investmentsin research and development, including $100 million to upgrade its D-
RAM chip manufacturing facilities of the Eugene plant. Inthefirst quarter of 2003,
Hynix posted a net loss of one trillion won ($833 million), the fourth consecutive
quarterly loss and the largest shortfall since the fourth quarter of 2001.

2 Business Week, October 1, 2001.

# Asian Wall Sreet Journal, October 26, 2001. More recently, Samsung announced
increased planned capital expenditures for 2003, despite declines in quarterly profitsin
semiconductors — a move designed apparently to increase pressure on both Hynix and
Micron; Financial Times, April 19-20, 2003.
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The Micron Countervailing Duty Case Against
Korean DRAM Producers®

On November 1, 2002, Micron filed a countervailing duty case under U.S. law
against both Korean DRAM producers, Samsung as well as Hynix. The petition
charges that the Korean companies are subsidized by their government, enabling
themto continueto sell DRAMsintotheU.S. market at competitiveprices, apractice
that has consistently undercut the market shares of Micron and Infineon. The
Commerce Department announced in aNovember 27, 2002, Federal Register notice
that it would pursue an investigation of the alleged subsidization.*

The ITC on December 13, 2002, made a preliminary determination of material
injury to the petitioner, based on its initia investigation.®®* Subsequently, the
Commerce Department made a preliminary determination on March 31, 2003, that
subsidies are being provided to Korean producers, and announced its findingsin an
April 7, 2003, Federal Register notice.®® The Department determined that the total
estimated net countervailable subsidy ratesfor Hynix and Samsung are, respectively,
57.37% and 0.16%.* According to a Financial Times analysis, if the Hynix
preliminary countervailing duties stand, “it could be a fatal blow” to Hynix. The

% This section is written by Stephen Cooney and Jeanne J. Grimmett. More detail on
relevant U.S. trade law is available in Antidumping and Countervailing Duties, by Jeanne
J. Grimmett, from the CRS Trade Briefing Book at [http://www.congress.gov/brbk/html/
ebtra67.html].

3 Dept. of Commerce. International Trade Administration. “Initiation of Countervailing
Duty Investigation: DRAMs from South Korea,” November 21, 2002, and 67 Fed. Reg.
70927 (2002); “U.S. to Pursue Micron’s Chip Charges,” Wall &. Journal, November 25,
2002; DER, “ Commerceto Investigate Allegationsof Subsidiesfor K orean Semiconductors’
(Dec. 3, 2002).

% USITC. News Release 02-114, “ITC Votes to Continue Case on DRAMs and DRAM
Modulesfrom Korea,” (Investigation No. 701-TA-431), December 13, 2002; International
Trade Commission. “Dramsand Dram Modulesfrom Korea,” 67 Fed. Reg. 79148 (2002);
DER, “KoreaSemiconductor Importsinjurious, | TC Reportsin Preliminary Determination”
(Dec. 16, 2002).

% Dept. of Commerce. International Trade Administration. “Preliminary Affirmative
Countervailing Duty Determination: Dynamic Random Access Memory Semiconductors
from the Republic of Korea,” 68 Fed. Reg. 16766 (2003).

% The Department also found an “all others’ rate of 57.37 % (the rate appliesto companies
not individually investigated and new exporters and producers). Once it made its
affirmative preliminary determination and announced estimated countervailable subsidy
rates, the Department was al so required to order the posting of cash deposits, bonds or other
security for each imported entry based on the estimated rates, and to order the suspension
of liquidation of entries of the subject merchandise entered on or after the date the
preliminary subsidy determination was published in the Federal Register. Tariff Act of
1930, § 703(d), 19 U.S.C. § 1671b(d). Entries from Samsung are not subject to this
suspension of liquidation because Samsung's rate was preliminarily determined to be de
minimis. See 68 Fed. Reg. at 16783, and note 14, infra.
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subsidy findings on Samsung were described in the same article as“ insignificant.”*
The Korean government tried to have the imposition of preliminary countervailing
duties suspended, in talks associated with the visit to Washington of President Roh
in May 2003, but this effort was unsuccessful .*

The Commerce Department must now make a final determination within 75
days of its preliminary finding, or on or about June 14, 2003. If the Department
makes afinal determination that confirms subsidization, the ITC must then make a
final determination asto whether material injury to the domestic industry is caused
or threatened by the subsidized imports. The ITC currently lists a completion date
of August 4, 2003, for itsinvestigation.

Under U.S. trade law, domestic antidumping (AD) and countervailing duty
(CVD) proceedings may be self-initiated by the Department of Commerce or, asin
this case, requested in a petition filed with the Commerce Department by an
“interested person,” including afirm, on behalf of the affected domestic industry. In
deciding whether to initiate a case by petition, the Commerce Department had to
determine whether there was sufficient industry support for the proceeding. While
it decided that there is sufficient domestic industry support in the case, it also
determined that wafers fabricated at the Hynix and Samsung facilitiesin the United
States are not included in the scope of this case, even if the chips are then shipped to
Koreafor fina assembly in modules and re-imported into the United States. “The
principal reason for this determination is that in numerous past proceedings on
DRAMs and similar products...the Department has consistently maintained that the
country of origin is the country where the wafer fabrication has occurred.”* This
could ultimately be of some significance in the determination of the final level of
injury.

Micron allegesin this case that the financial arrangementsinvolving Hynix, as
noted in the table in this report, are direct and indirect subsidies from the
government-controlled banks. With respect to Samsung, Micron stated that it “has
not received subsidies of the same magnitude as Hynix,” but “the subsidies it has
received have provided the company with an unfair advantage over non-subsidized
competitors outside Korea.” These subsidies have included direct government
support of product development, export subsidies and a structure of the Korean
“financial and banking system [to funnel] both public and private resources and
financial assistancetofavoredindustries.”* These subsidiesallowed both Hynix and

% Joshua Chaffin and Andrew Ward, “Huge Import Sanctions May Cripple S. Korea's
Hynix,” Financial Times (April 2, 2003).

% Andrew Ward, “ Hynix Semiconductor LosesUS Tariff Battle,” Financial Times(May 19,
2003).

3" Dept. of Commerce. International Trade Administration. “Notice of Initiation of
Countervailing Duty Investigation: Dynamic Random A ccessMemory Semiconductorsfrom
the Republic of Korea,” 67 Fed. Reg. 70927, 70928 (2002); DER, “ Commerceto Investigate
Allegations of Subsidies for Korean Semiconductors’ (Dec. 3, 2002).

% 0n Samsung’ sinclusion, seeMicron Technol ogy Inc. Countervailing Duty Petitionbefore
(continued...)
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Samsung to keep up with Micronin technol ogical devel opmentsand to price product
at alevel low enough to hold or gain market share, Micron argued in the ITC
preliminary injury staff conference on November 22, 2002.%

In response, counsel for Hynix argued that Micron in statements to investors
emphasized the company’ srelative heal th and strong cash position, despite expected
operating losses during a periodic industry downturn. And counsel for Samsung
stated that therewasno evidenceat all that Samsung had received subsidy assistance,
implying that Samsung was only included in the petition to inflate the amount of
subject imports and therefore the likelihood of a material injury finding.*

The South Korean government has vigorously denied that any government
subsidization of Hynix occurred and has threatened to take the issue to the WTO,
should U.S. trade penalties be imposed. Although some banks were nationalized
during the 1997-98 financial crisis, the government did not directly control their
subsequent lending decisions, Korean government officials argued at the time that
theU.S. anti-subsidy casewasfiled.** The Korean Minister of Commerce, under the
administration of newly elected President Roh Moo-hyun, reiterated this point in a
March 12, 2003, letter to the Commerce Department. Furthermore, in a separate
attachment, the Minister made the case that as the Hynix market share of the U.S.
DRAM market fell during the ITC period of investigation in 2001, Hynix could not
have been a source of injury to Micron, whose own market sharein the United States
remained stable during the period, the Minister claimed. Hisconclusionisthat the
general fall inworld DRAM market prices, not Korean government subsidization of
Hynix, is the source of Micron’s problems.*

In its preliminary determination, the Department of Commerce found that the
government of Koreadirected |oansto the semiconductor industry through1998, and,
for the period from 1999 through June 30, 2002, directed or provided |oansand other
benefitsthat were specificto current or former Hyundai Group companies, including
Hynix.* It also determined, however, that the Korean government did not direct

% (...continued)

the International Trade Administration of the Dept. of Commerceandthe U.S. International
Trade Administration (public version). Dynamic Random Access Memory Semiconductors
from Korea (Nov. 1, 2002), pp. 124-26.

¥ USITC staff conference (Investigation No. 701-TA-431), November 22, 2002. Testimony
of Steve Appleton and Michael Sadler, Micron Technology, Inc., and Bonnie Byers, Hale
and Dorr, LLP.

“0 1 bid. Testimony esp. of James P. Durling of Wilkie Farr & Gallagher, on behalf of Hynix
and Warren E. Connelly of Akin, Gump, Strauss, Hauer & Feld, LLP on behalf of Samsung.

41 “U.S. to Pursue Micron’s Chip Charges,” Wall S. Journal, November 25, 2002.

“2 _etter, with attachment, of K orean Minister of Commerce, Industry and Energy Y oon Jin-
sik to U.S. Secretary of Commerce Donald Evans, March 12, 2003.

3 For a domestic subsidy to be countervailable, it must be specific in law or in fact to an
enterprise or industry, or group of enterprises or industries, within the jurisdiction of the
authority providing the subsidy. Tariff Act of 1930, 88 771(5)(A), (5A)(D), 19 U.S.C. §8

(continued...)
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credit to Samsung or the semiconductor industry as awhole during the latter period.
The benefits to Hynix were found to be conferred primarily through programs
associated with its financia restructuring and recapitalization, including benefits
from long-term and short-term loans, new bonds, and debt-to-equity swaps. The
Commerce Department further determined that Hynix benefitted from debt
forgiveness and the Korea Development Bank “Fast Track” Debenture program,
devel oped to enablecompaniesto deal with liquidity problemsfrom especially heavy
corporate borrowing following the 1997 Korean financial crisis. Commerce aso
found that both Hynix and Samsung benefitted from government-directed loans
provided prior to 1999. The net countervailable subsidy from the above-described
programs and activities was determined to be 57.23% for Hynix and 0.01% for
Samsung.

The Commerce Department additionally determined that benefits accrued to
Samsung from a temporary investment tax credit and to both Hynix and Samsung
from a government interest-free loan program supporting new semiconductor
technologies; countervailable benefits of lessthan 1% were found for the companies
from these two programs. Thus, while Samsung is found to have received some
benefit from Korean government programs, the level of benefit is considered de
minimis under U.S. trade law.* Should subsidization of importsfrom Samsung be
found to be de minimisin thefinal Commerce determination, aquestion the I TC may
consider is whether imports from Hynix alone could be a source of material injury
to Micron.

If both the Commerce Department and the ITC make affirmative fina
determinations in the case, duties will be imposed on the subject DRAMs and
DRAM modulesintheamount of the net subsidy. The Commerce Department could
also subsequently suspend an investigation, if it enters into an agreement with
exporters or with the government of a country where the countervailable subsidy
practice is aleged to occur either for the exports to cease, or for the subsidy to be
offset or eliminated.®

Beyond the U.S. action, the European Union has aso hit Hynix with heavy
countervailing duties. Infineon filed an anti-subsidy and antidumping petition with
the European Commission, which claimed that Samsung and Hynix are subsidized
by the Korean government. Micron, which has EU manufacturing facilitiesaswell,

3 (...continued)
1677(5)(A), (5A)(D).

“ In the case of imports from devel oped countries, acountervailable subsidy is considered
deminimisif DOC determinesthat the aggregate of the net countervailable subsidiesisless
that 1% ad valorem or the equivalent specific rate for the merchandise under investigation.
Tariff Act of 1930, § 703(b)(4), 19 U.S.C. § 1671b(b)(4). The Tariff Act requires the
Commerce Department to disregard any de minimis countervailable subsidy in making
preliminary and final determinations in a CVD proceeding. Accordingly, under DOC
regulations, the Department excludes from an affirmative final subsidy determination any
exporter or producer for which it determines an individual net countervailable subsidy rate
of zero or deminimis. 19 C.F.R. § 351.204(e)(1).

> See Asian Wall Street Journal, April 8, 2003.
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agreed with the substance of thiscomplaint. The European Commission pursuedthis
petition and sent itsinvestigatorsto Korea.*® They returned with afinding that Hynix
was subsidized intwo ways, abond program set up through the K orean Devel opment
Bank to benefit Hynix, and the October 2001 financing package provided by Korean
banks. On April 24, 2003, the European Commission applied a provisiona 33%
CVD on imports of Hynix DRAM chips, pending afinal decision that will be taken
by the Commission in August 2003. Aswith the U.S. Commerce Department, the
European Commission also found subsidization of Samsung to be below the de
minimis threshold.*” The Financial Times article cited above concludes that,
“Together the Washington and Brusselssanctions... will price Hynix out of theU.S.
and European semiconductor markets, making it heavily reliant on salesin Asia.”®

Proposed Legislation on the Hynix Issue

Membersof Congress, especially from directly affected statesand districts, have
been closely following the Hynix subsidy issue and semiconductor trade case. In
September 2001 an amendment sponsored by Senator Larry Craig of 1daho, which
protested the* Republic of Korea simproper bailout of Hynix,” wasincorporated into
the Senate’ s version of the FY 2002 appropriations bill for the Commerce, Justice,
and State Departments.” The amendment noted that in 1998, the Omnibus Fiscal
1999 Appropriations Act (P.L. 105-277) required that the IMF's $58 billion
assistance package not be used to support South Korean companies that compete
unfairly with U.S. companies. The Craig amendment was stripped from the bill in
conference. Senator Craig also joined in co-sponsoring the controversial Dayton-
Craig Amendment to the Senate version of the 2002 Trade Act that granted President
Bush trade promotion authority. The amendment would have required a separate
votein Congressto approve any changes negotiated in trade agreementsto U.S. trade
remedy laws. While approved 61-38 in the Senate, the provision was dropped in
conference.™

Early in the 108" Congress, legidation was introduced in the Senate that
specifically focused on the issue of Korean government subsidies to Hynix, in the
wake of the case brought by Micron, and following large layoffs announced by

4 Asian Wall Street Journal, July 25, 2002; Dow Jones International News, “ South Korea
Government Denies Providing Subsidies to Chip Makers,” Sept. 24, 2002.

*" DER, “EU Commission Imposes Interim CV Duties on Korean DRAM Chips Produced
by Hynix,” April 25, 2003.

“8 Financial Times (April 2, 2003). Reflecting its own concern with adiversion of Korean
DRAMSs, Taiwanisalso reportedly considering initiation of atrade safeguard action and an
antidumping investigation; Financial Times, April 19-20, 2003.

49 The amendment appeared as Section 626 of the Senate-passed hill.

0 Congressional Record (May 14, 2002), pp. S4299-4326; BNA. Daily Executive Report
(DER), “House Democrats Push to Include Dayton-Craig in Trade Conference Bill” (May
24, 2002) and “TAA Deal, Dumping of Dayton-Craig Clause Crucial to Agreement on
Omnibus Trade Bill” (July 29, 2002). The 2002 Trade Act, without the Dayton-Craig
amendment, was signed into law by President Bush as P.L. 107-210 on August 6, 2002.
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Micron at its plantsin Idaho and Virginia. On February 27, 2003, Senator Craig
introduced S. 492, which would direct the Secretary of Commerce and the Customs
Service effectively to impose an 80% ad valorem countervailing duty on all DRAM
semiconductors entered into the United States that are “produced or imported by
Hynix Semiconductor.”®* On the same day, Senators Crapo and Allen introduced
S.Con.Res. 11, which would urge the Administration to consult with Korea, while
undertaking trade enforcement actions against aleged Korea government
subsidization of Hynix.** Both S. 492 and S.Con.Res. 11 were referred to the
Finance Committee.

On March 27, 2003, the two House members from Idaho, later joined by a
member from Virginia, introduced H.R. 1494. The bill was similar in intent to S.
492, in that it mandated an 80% CVD, but only when and if the “administering
authority” madean affirmative subs dy determination against Hynix Semiconductors.
The80% level wasestablishedinthebill “inlieu of any amount that would otherwise
be ordered.” H.R. 1494 was referred to the Trade Subcommittee of the Ways and
Means Committee.

Members of Congressfrom Oregon, where Hynix hasitsU.S. wafer fabrication
plant, have responded by sponsoring resol utionsurging cautionin managing thetrade
dispute with Korea on semiconductor issues. S.Con. Res. 29, introduced on March
25, 2003, by Senators Smith and Wyden, and H.Con. Res. 124, co-sponsored two
dayslater by the five members of the Oregon House del egation, sought to moderate
concerns on the issue. These two identical resolutions noted current “geopolitical
tensions” involving Korea. They emphasi zed that semiconductor tradeissuesshould
not “create geopolitical or economic tensions between the United States and the
Republic of Korea,” nor “result in the loss of highly skilled jobs in the United
States,” including jobs at U.S. “facilities of Korean semiconductor manufacturers.”
These resolutions were also respectively referred to the Senate Finance Committee
and the House Ways and Means Committee Trade Subcommittee.

Concluding Remarks™:

Continued Shakeout of the DRAM Industry. The Hynix dispute
highlightsimportant economic transformations that are currently taking place. One
is the increased globalization and concentration of the semiconductor industry,
including its requirement for repeated expensive upgrades in manufacturing
equipment. Whether U.S. companies, and, for that matter, European and Japanese
companies, stay in the DRAM business would appear to depend in part on whether
their governmentsarewilling to undertake, or at |east to threaten, traderemedy action
against alleged dumping by and subsidization of the other countries’ producers, such
as, inthe present case, Korea. While* national champion” companies are no longer

51.S, 492 82 (a).

%2 Seeintroductory remarks by Sen. Crapo, Congressional Record, pp. S2979-80 (February
27, 2003).

3 Prepared by Mark Manyin and Stephen Cooney.
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fashionableininternational trade, that may well be what is emerging with respect to
DRAM production, along the following rationalized lines:

e Samsung, asthe magjor Korean producer;

e Micron,theU.S.-based producer, whichrecently acquired Toshiba's
remaining U.S. plant;

e The Japanese Hitachi-NEC-Mitsubishi consortium, Elpida;

¢ Infineon, the remaining European producer;

e A group of Taiwanese producers, which generally began as
semiconductor foundry operations, and of which the largest is
Nanya.

A Future Challenge from China? A significant unknown factor, and
perhapsthe key reason Micron wasinterested in Hynix, isChina. Chinaisemerging
asamajor semiconductor customer, especially givenitspotential appetitefor cheaper
DRAM applications. The Chinese market for many applications, notably
telecommuni cations equipment, is substantial, but still largely in the future. But the
experiencewith Chinasofar, asit emergesasanew and active WTO member, isthat
its government and industry appear not be content only to supply the domestic
market. It appears also to have significant export ambitions.> Additionally, the
president of Hynix’s leading creditor, the Korea Exchange Bank, has said that
Hynix's creditors may try to sell the firm, or sharesin it, to buyersin China.®

Korea’s Economic Reforms. Another significant transformation is South
Korea' sattempt to create adomestic economic system lessconcentrated in the hands
of a few giant conglomerates, less reliant upon guidance from the centra
government, and more responsive to the information, incentives and pressures
provided by the market. The ambiguity of the Korean government’ srolein rescuing
Hynix encapsul ates the mixed record of President Kim Dae Jung’ seconomic reform
program. For instance, two of the country’s largest conglomerates, Hyundai and
Daewoo, have been dismantled since 1999. But many of their constituent parts
continue to remain in business despite insolvency.

It is unclear how the administration of newly inaugurated South Korean
President Roh Moo-hyun ultimately will handle the Hynix issue. On the one hand,
Roh campaigned on a platform of improving income distribution and reforming
Korea' s conglomerates, which continue to dominate the country’ s economy. Roh’'s
early movesindicate acommitment to follow through on his pledges. Additionaly,
unlike his major opponent in the 2002 election, Roh did not endorse explicit
government support for Hynix. It is unclear what level of priority Roh gives the
Hynix issue. To date he has made few if any public comments on the Hynix
situation, and during his trip to Washington, DC, in May 2003, Roh reportedly did
not raise the subject in meetings with U.S. government officials.

> Business Week has particularly focused on the phenomenon of Chinese development, as
in “High Tech in China: Is It a Threat to Silicon Valey?’ (Oct. 28, 2002) and “ Greater
China’ (Dec. 9, 2002). See aso Electronic News, “China Gains as U.S. Economy
Struggles,” (Sept. 23, 2002).

% “Hynix Semiconductor Sale In China Possible,” Korea Industry Update, May 8, 2003.
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On the other hand, Roh campaigned as a populist candidate, and clearly
benefitted from a surge in Korean nationalism that has occurred over the past year.
Additionally, if hisgovernment doesnot support Hynix, Roh couldrisk antagonizing
South Korean organized labor, which is one of the few big and coherent interest
groups with which Roh has close ties. These political considerations may lead his
government to be more supportive of —or at least not to oppose — granting further
support packagesto Hynix. Reportedly, the Hynix dispute was not raised by Roh or
U.S. government officials

A key determinant will be how quickly Roh’ sadministration movesto continue
the privatization of the Korean financial sector. Over the last four years, Korea's
banking system has undergone a major restructuring, including the merging or
liquidating of one-third of the country’ sbanks. However, most of these actionswere
made possible through nationalization. The government has only begun to follow
through on its pledge to privatize its stake in the financial industry.

The government’s ownership of major Korean banks at best raises questions
about the independence of those banks' decisions. Asthe Hynix case shows, these
decisions can have global repercussions. At worst, government ownership provides
avehiclefor Seoul to influence bankers’ lending decisions—through direct pressure
or through subtle guidance. Either way, the partial nationalization of the Korean
banking system is inhibiting the development of a system of credit-analysis that
rewards profitability, not size or personal connections. These characteristics of the
Korean financial industry will no doubt be highlighted if the Hynix controversy
remains asignificant U.S.-Korean international trade dispute.

For Additional Reading

CRSReport RL31708. Semiconductors: TheHigh-Technology Downturnand I ssues
in the 108" Congress, by Stephen Cooney.



