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Domestic demand will likely support the steel industry in 2019

Mariana Silva de Freitas

Chart 1: Vehicle production and implied consumption of steel
12 months

Source: Anfavea, IABr, Bradesco
Left axis: national vehicle production, in thousands of units
Right axis: implied consumption of steel, in thousands of tons

Brazil’s steel sector has been steadily recovering after an extended downturn. Last year, crude steel output
grew around 10% after a five-year decline, bringing capacity utilization closer to the historical average. Total
output in 2018 was affected by the truck drivers’ strike in May and the recovery rate, which was lower than
expected for the year. Nonetheless, production rose 2.6% in the year, along with a gradual recovery in the
consumption of steel.

Besides the positive performance in exports, this trend reflects an improvement in the automotive sector
during the period, which drove domestic demand for flat-rolled products higher. The auto industry has been
one of the most dynamic sectors of the economy this year: light vehicle production rose 9.0% until October and
heavy vehicles leaped 33.3%, year-over-year.

Amidst the major challenges posed by the external environment for the sector in 2019, the expected upsurge
in domestic activity should boost demand for steelworks products. We forecast real GDP growth of 2.8% next
year, matching a scenario of recovering investments as the reform agenda pushes through.
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In this scenario, the flat-rolled steel segment should benefit from the still positive performance of the
domestic automotive sector, besides the upsurge in household appliance sales – driven by a more consistent
recovery in personal loans and consumption. The capital goods sector should also start to recover.

As for long steel products, this sector should show a slower growth rate since demand is more sensitive to
investments in the construction industry. The recent upturn in new housing starts suggests a positive scenario
for steel. The demand for infrastructure projects, on the other hand, should start off slow and pick up the pace
in the second half of the year.

Meanwhile, the recovery of domestic demand – tied to a more stable exchange rate – could benefit the
sector’s imports next year. A set of circumstances helped bring down imports throughout 2018, such subdued
growth, more volatile exchange rate, and internal prices negotiated at a discount, becoming cheaper than
imported steel. Despite the recovery in domestic price premiums, external purchases were still restrained –
imports accounted for approximately 7% of the sector’s apparent consumption in October.

The external demand scenario, however, is much more challenging. We highlight two negative aspects: (i) the
establishment of export quotas on Brazilian steel by the U.S. government, since June this year; and (ii)
prospects regarding an economic recession in Argentina. In addition, as global growth slows down and the
Brazilian currency stabilizes, this could impact the sector’s exports.

According to the note released by the Brazilian Department of Industry, Foreign Commerce and Services
(MDIC), Brazilian exports to the U.S. are subject to quotas based on the average for the last three years. The
quota set for semi-finished steel – Brazil’s main export– was 100% of the average, compared to 70% applied to
other finished products. Later on, in August, the U.S. government authorized the renegotiation of quotas for
products with insufficient quantity or quality manufactured in the country. It is important to note that the U.S.
is the main destination of Brazilian steel exports – accounting for nearly one third of total steel exports last
year, more than 80% of which was semi-finished steel.

Chart 2: Brazilian steel exports – Main destinations
12-month accrual, in thousands of tons

Source: Funcex, Bradesco
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The aftermath of protectionist measures applied to Brazilian exports is still somewhat hazy. Funcex data
showed a spike in volatility in the months following negotiations. To some extent, the agents could have
anticipated shipments to the U.S. amidst all of the uncertainty surrounding the deals, which led to an unusual
upsurge in exports in June – besides the normalization of logistics conditions after the strike in the transport
sector. This trend could also have benefited from the fact that the additional 25% tariff was not applied to
Brazil, with an increase in shipments while the quotas are not reached. Moreover, the behavior of external
sales over the next few months will reveal any potential effects of these quotas on the steel industry. It is
important to remember that the sector has been affected by the capacity surplus worldwide, which could
thwart efforts to reroute Brazilian exports to other countries.

The final highlight relates to the risks arising from the slowing Argentinean economy. Although Argentina is
not the main recipient of Brazilian steel – the country accounts for only 10% of steel exports –, the indirect
effects (e.g. automotive industry demand) tend to be more evident. Argentina accounts for approximately 20%
of Brazil’s automobile production.

We have already seen a drop in exports in recent months: in the first ten months of the year, Brazilian light
vehicle exports dropped 11.1% year-over-year. This drop could affect national production, but we believe
internal demand could offset some of these effects, allowing the automotive sector to maintain a strong growth
trend in 2019.

In short, despite the persistent risks in the external scenario, we believe domestic demand should keep the
steelworks industry in high gear next year. The sector should be particularly favored by the current scenario of
recovering economic growth, household consumption and investments. However, it is important to note that
our macroeconomic scenario relies on the advancement of the reform agenda to put the country back on track,
in order to maintain favorable conditions at a lower risk.
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