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Increasing pressure on steel mill margins

The profitability of many steel mills was relatively robust until August 2018. The
global steel price was high thanks to solid demand for steel and the prices of the
main raw materials for making steel (iron ore and coking coal) were under pressure
due to overproduction. But the tide has turned since September 2018. The global
steel price fell more sharply, while raw material prices showed a strong recovery.
This price dynamic ultimately has a major effect on steel mill margins.

Figure 1: Steel price versus prices of iron ore and coking coal
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Global steel price

Since the announcement of President Trump's import tariffs in March 2018, prices in the
ferrous sector have been on a downward trend. The global steel price had lost 18% at
year-end 2018, mainly due to the combination of weakening demand for steel and
sufficient availability. But the negative sentiment of investors also depressed the price. The
trade war that reared its head after March 2018 resulted in further worries about the global
economy and China. This translated into a further decline in the growth of metals demand.
In addition, the business activity in the Chinese construction, manufacturing and
automotive sectors decreased, which led to a weaker demand for steel, depressing the
iron ore price by 11% from March to December 2018. But the structural overproduction in
the iron ore market also played a role in the price pressure. In view of this, the loss of just
3% on the price of coking coal in the same period qualifies as relatively low.

Since the start of 2019, the price of steel has declined further (due to the persistently weak
sentiment), while the iron ore price increased sharply. Until February, the iron ore price
rose by more than 23%, partly due to the dam disaster in Brazil. The flooding that

Trend in global steel price:

SpOt price Price trend in one Price trend in one Price trend in three Price volatility over Price volatility Price volatility
(06/02) week (in %) month (in %) months (in %) last months since start 2018 since 2000
Steel HRC USD 546/t 1.1% -0.7% -9.9% 2.0% 2.9% 4.5%

Volatility is the difference in the highest price and lowest price over the
period mentioned (on a monthly basis, moving averages)
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was caused by the collapse of the dam resulted in a supply restriction and has caused
damage to the infrastructure near the mines. Prices for iron ore surged as a result. Chances
are that raw materials prices will rise further during the first quarter. But it is not just Brazil
that has supply problems. Australia is also expected to experience some mining disruptions.
The first quarter of the year is the so-called 'Wet Season' there, which is accompanied by a
lot of rain that causes mines (mainly coking coal) to flood. This keeps prices of raw materials
for steelmaking at elevated levels.

Because the steel price is expected to weaken further and the prices of iron ore and coking
coal will probably remain relatively high in the coming months, the profitability of many steel
mills is decreasing. The costs of iron ore and coking coal together make up over 50% of the
total costs of steelmaking. Some steel mills are able to pass on the increased raw material
costs to end users. Another strategy to limit the rising costs of iron ore, mills can switch to
lower-grade iron ore. These are relatively low in price, but they require more energy on
balance. And the costs of gas and electricity have risen as well. In total, utility costs account
for 6% of the total. In addition, the price of steel scrap — often an indispensable ingredient
via the Basic Oxygen Furnace route — has increased since the start of 2018. Making up 11%
of total costs, this also contributes to pressure on margins. On average, transport costs
account for approximately 6% of total costs and they declined during 2018, contrary to all
other cost items. On balance, however, this has contributed only fractionally to the margins,
since the price of transport were relatively low to begin with and will, for the time being,
remain low.

Figure 2: Higher prices iron ore, coking coal, scrap pressures margins

100% Margin (% of HRC-price)
2% { = Capital charges 70%
90% Labour
20% Other costs
Refractories
7%
# Flunes
809 wFeroalioys .
wIrdustrial gases A |
50%
» Electricity "\ A
0% u Stoel scrap delivery /\_/\.\ \/
s u Steel scrap 10% \/
= Coal ranspon
20% f -
aCeal
0% wiron Ore transpornt
®ron Ore
oo

Cost shructure steeimaking

Source: Thomson Reuters Datastream, Steel-on-the-net, ABN AMRO Group Economics

ABN AMRO expects the recent supply disruptions in iron ore and coking coal to be
temporary. Prices of both raw materials are likely to start falling again in the beginning of the
second quarter. After all, in the long term, sufficient iron ore and coking coal will still be
available worldwide, while the growth in demand for steel is not expected to increase
significantly. Moreover, many steel mills are less likely to replenish their inventories at these
high prices and will first source from their existing stock and await lower prices. On balance,
ABN AMRO believes that the margins of steel mills will remain under pressure in the first
quarter of 2019. During the second quarter, margins will recover somewhat thanks to lower
prices for iron ore and coking coal.
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This document has been prepared by ABN AMRO. It is solely intended to provide financial and general information on economics and commodities. The
information in this document is strictly proprietary and is being supplied to you solely for your information. It may not (in whole or in part) be reproduced,
distributed or passed to a third party or used for any other purposes than stated above. This document is informative in nature and does not constitute an offer
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forecasts and assumptions contained in the document or on its completeness, accuracy or fairness. No representation or warranty, express or implied, is
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