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Key messages

The financial crisis and global economic
slowdown are having major impacts on
steel companies, with most companies less
likely to make fewer acquisitions in the
coming year.

M&A remains a critically important business
strategy, and steel companies need to
master the ability to carefully evaluate
potential targets and quickly execute
acquisitions in order to be well placed when
the economy regains steam.

Most companies will need to make progress
in acquiring key competencies needed

in acquisitions—especially in integrating
management processes, managing cultural
differences, and capturing synergies.



Executive summary

In 2008 steel industry consolidation—awhich had accelerated at a blistering pace over
the past decade—hit a brick wall. With the advent of the global economic decline and,
in particular, the freezing of credit markets, demand plummeted and the availability of

[financing to support transactions all but disappeared.

In fact, some companies are facing debt covenant viola-
tions, requiring them to consider share issuances and dives-
titures to maintain financing for their current operations.
As a result, the number of completed deals in 2008 fell by
25 percent and deal value dropped by more than half, to
US$31 billion. !

Yet, despite the current cool down in consolidation, merg-
ers and acquisitions (M&A) remains a critically important
business strategy to achieve synergies, expand the customer
base, and enhance competitive position. Even in today’s
challenging business environment, steel companies need

to master the ability to carefully evaluate potential targets
and quickly execute acquisitions in order to be as well-
placed when the economy regains steam. In a recent study
of global steel consolidation, Deloitte Touche Tohmatsu's
(Deloitte) Global Manufacturing Industry Group sought out
major players in the steel industry to learn more about their
overall M&A business strategies, the impact of the credit
crisis and economic downturn, and the challenges they face
in planning and executing acquisitions. From 15 October
2008 to 6 April 2009, a global online survey and case study
interviews were conducted, including 10 of the top 15 larg-
est global steel producers. Sixty-nine percent of the execu-
tives who completed the survey were from companies with
annual revenues of USS5 billion or more. Senior executives
from ArcelorMittal, POSCO, Severstal, Tata Steel, and U.S.
Steel participated in one-on-one interviews to gain further
insight on how major players are addressing M&A and the
new challenges presented by today’s economy. Finally, the
report draws on the extensive experience of Deloitte leaders
in steel industry M&A.

In general, executives surveyed underscored the impor-
tance of developing and executing a successful acquisitions
strategy by stating their intent to keep M&A squarely in
view. And though most executives did cite the economic

" Mergermarket.com historic deals database, accessed 25 March 2009.

downturn as a significant factor in their short-term decisions
regarding M&A activity, companies expected they will be
making acquisitions over the next three years. Indeed, 69
percent of the executives surveyed are currently considering
an acquisition. They also anticipated the climate for M&A to
become increasingly competitive in the coming years.

But while M&A will continue to play a key role in steel
companies’ strategies going forward, many need to make
progress in acquiring the key competencies required to ef-
fectively carry out an acquisition. Taking a new view of the
overall processes used to evaluate an acquisition should be
a top priority. That includes looking beyond financial fac-
tors and seeking a more holistic perspective of an acquisi-
tion. Focusing heavily on financial issues in due diligence,
companies often fail to delve deeply into cultural issues or
consider the potential integration challenges in deciding
whether to proceed with a deal. Strikingly, less than half of
the executives surveyed said their companies conducted a
detailed analysis of corporate or cross-border cultural issues
when considering an acquisition or that these issues were
very important when deciding whether to proceed. This was
despite the fact that 64 percent termed cultural issues as ex-
tremely or very challenging when managing an acquisition,
making it the highest-rated challenge. The survey also found
that companies had a high interest in future cross-border
transactions—only heightening the importance of cultural
considerations to the completion of a successful acquisition.

Beyond integration, companies should have an explicit plan
to identify and capture the synergies that provide the ra-
tionale for an acquisition—and evaluate the potential non-
financial obstacles that must be overcome to be successful.
In general, M&A processes need to expand to include more
than evaluating the recent financial performance or capacity
of the target asset and take a broader view of the full range
of challenges—and opportunities.
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The M&A imperative

With the availability of easy credit, a commodities market that was on fire, and an ever-

increasing demand for raw materials from emerging markets, the past decade saw the

ideal set of civcumstances for the rapid consolidation of steel companies.

To expand market share, build synergies, and extend supply
chains, merger and acquisition activity took off from 2000
t0 2008.

This M&A furor hit a new peak in 2006 with the merger

of industry giants Arcelor and Mittal to form the colossus
ArcelorMittal—an enterprise with a 2008 steel production
of approximately a 103 million tonnes.2 Another milestone
was Tata Steel’s 2007 acquisition of Corus Group—itself the
result of a 1999 merger between British Steel and Konin-
klijke Hoogoven—uwhich contributed to their ranking that
year as the sixth-largest steel producer3 in the world and

their current standing as the eighth largest.4 Indeed, metals
industry M&A reached new heights in 2006 and 2007, both
in terms of volume and value, with 200 deals taking place in
2007 at a total amount of US$73 billion.>

But then came the global economic meltdown—and the
credit crisis that sent M&A fever into a deep freeze as cash
preservation became the industry’s business priority. The
second half of 2008 saw a significant dip in M&A activity:
only 52 deals completed as compared to 107 deals in the
first half of 2008.6 And in the first quarter of 2009, only
14 deals were closed.” With continuing tight credit markets

Figure 1: Importance of objectives when making acquisitions
Percent of executives responding “extremely” or “very important”

Achieve economies of scale
Increase negotiating power
Enter new locations

Achieve synergies

Acquire capacity in lower-cost locations
Acquire skilled talent

Vertical integration--forward

Fill gaps in product lines
Vertical integration--backward
Gain access to best practices
Acquire advanced technologies
Replace inefficient capacity
Acquire technical expertise

Source: Deloitte's Global Manufacturing Industry Group

2 ArcelorMittal profile, ArcelorMittal.com, 2008 production volume, accessed 3 April 2009.
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3 “Top steel producers 2007". World Steel Association. www.worldsteel.org., accessed 6 April 2009.
4 "Global steel slowly consolidating - but still fragmented,” Iron and Steel Statistics Bureau, www.issb.co.uk.

5 Mergermarket.com historic deals database, accessed 25 March 2009.
6 |bid.
7 |bid.



Figure 2: Success of acquisitions over last three years in achieving objectives

Achieving business
objectives

Achieving integration
objectives

m Extremely successful
Source: Deloitte’s Global Manufacturing Industry Group

and stagnant demand, most industry observers do not
foresee a major pick-up in M&A activity until at least late in
20009.

Yet executives are clearly still considering acquisitions a

key strategy to achieving business objectives. Two-thirds

of the executives surveyed rated M&A as an extremely or
very important business strategy, and roughly two-thirds of
executives said their companies are currently considering a
potential acquisition.

There are a variety of reasons why steel companies pursue
acquisitions. According to executives surveyed, achieving
economies of scale, increasing negotiating power with
customers and vendors, and entering new geographies
lead the list, with 75 percent rating these as extremely or
very important (see figure 1). Take the leading Korean steel
manufacturer POSCO. So far, this company has relied mostly
on greenfields investment in the Korean market to expand.
With merger frenzy in high gear over the past few years,
greenfields construction proved more cost-efficient, costing
USS$1,000 per tonne compared to US$1,500 per tonne for

64%

59%

= Very successful

M&A. However, POSCO has used acquisitions to defray
rising raw materials costs, including the purchase of 10
percent of common stock of McArthur Coal Ltd. to ensure a
fixed-cost supply of coal.8

Yet POSCO sees M&A as a key component to their future
growth. Their 10-year plan lays out the goal of increasing
annual production from 33 million to above 50 mil-

lion tonnes. They are also planning to expand non-steel
revenues, reconfiguring the balance from steel providing
90 percent of their revenues to a split of 70 percent steel
revenues and 30 percent non-steel. This strategy relies
heavily on acquisitions—and POSCO, with its strong capital
position is now poised to execute. This recognition of the
importance of M&A is borne out in practice. Survey results
show roughly 60 percent of executives rated their past
acquisitions as successful in achieving their business and
integration objectives (see figure 2). This level of success in
past transactions would seem to provide the confidence to
bolster continued M&A activity in the future.

8 Deloitte interview with Mr. Young-Hoon Lee, Senior Vice President, Finance and formerly Senior Vice President, Corporate Strategic and Planning Development, POSCO,

11 November 2008.
9 Ibid.
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Russian steel manufacturer Severstal is also looking to M&A
to help create value. They are seeking to diversify within
markets as well as attain more size. This will allow them to
increase the efficiency of production and achieve economies
of scale. “We are always looking for ways to reinforce and
strengthen our position in our current and potentially new
markets,” says Nicolas Vallorz, Head of Corporate Develop-
ment at Severstal.’0

POSCO's and Severstal’'s M&A business objectives reflect
another goal embraced by most acquisition strategies—en-
tering new markets. Of the roughly two-thirds of executives
surveyed who expected their companies to make at least
one acquisition over the next three years, most stated that
these transactions were likely to take place outside their
home country. In 2007 and 2008, close to 25 percent of
the target companies for M&A were in the United States,
compared to approximately 18 percent of bidding compa-
nies, indicating a number of non-U.S. companies investing
in the country, according to Mergermarket.com. In the BRIC
countries (Brazil, Russia, India, and China), 46 acquisitions
were made by domestic companies compared to 24 targets
in the region. Russia was particularly active in cross-border
deals, with 12 companies acquiring compared to one seller
from the region in 2008."" Severstal made four acquisitions
in the United States in 2008—in fact, all their acquisitions
last year were outside of Russia.!2

10 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development,
Severstal, 6 April 2009.

11 Mergermarket.com historic deals database, accessed 25 March 2009.

12 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development,
Severstal, 6 April 2009.



And with 81 percent of executives surveyed rating securing
new customers as an extremely or very important busi-
ness strategy, this cross-border trend should only increase
over the coming years (see figure 3). One of Tata Steel’s
major business objectives is to expand beyond operations

in India—a goal served by its acquisition of UK-based Corus
Group in 2007 and before that of NatSteel, Singapore and
Millennium Steel Thailand.'3 The Corus acquisition allowed
Tata to gain or increase their presence in the 22 countries in
which Corus operates—including major production facilities
in the United Kingdom and the Netherlands.

However, domestic deals have recently dominated steel sec-
tor M&A in terms of volume and value, with approximately
60 percent of deals taking place within borders in 2008

and value close to double that of cross-border deals.'# This
is supported by one of the top business objectives of the
executives surveyed in the Deloitte survey—to expand sales
to existing customers, rated extremely or very important by
69 percent. In recent years, European companies topped
the list of domestic activity, both as targets and buyers. BRIC
countries were also active acquirers of domestic steel assets:
these four countries accounted for 24 percent (39 deals of
160 domestic deals globally) of total volume as acquirers in
2008. But there is no question that China will soon be the
leader in domestic M&A activity, given the Chinese govern-
ment's recent push for domestic consolidation. 1>

Figure 3: Importance of strategies in achieving business objectives

Lowering costs

Securing new customers

Expanding sales to existing customers
M&A

Innovative products

Accessto new technologies
Locating/expandingin emerging markets
Securing new sources of raw materials
Expanding productline

Entering new countries

= Extremely important

Source: Deloitte’s Global Manufacturing Industry Group

88%

= Very important

13 Deloitte interview with Mr. N. K. Misra, Vice President and Head of M&A, Tata Steel Group, 23 December 2008.

14 Mergermarket.com historic deals database, accessed 25 March 2009.
15 |bid.
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Weathering the storm

Although MEA is considered a critical part of overall business strategy, the economic

downturn is having a major impact on acquisition plans, in some cases prompting a

complete rethinking of short-term tactics to further business strategies.

In response to the credit crisis, 73 percent of executives
surveyed said their companies were likely to assess the
implications of decreased liquidity and the higher cost of
capital. Sixty-seven percent expected to manage capital to
free up cash, and 60 percent said they were setting new
priorities for capital investment. This indicates an overall
more cautious approach to acquisitions, at least until the
credit markets thaw. Severstal, though it has a strong cash
position, is, like other companies, now looking to conserve
cash. The company will most likely be less active over the
next year or so in cash deals.'6

Conserving cash is clearly becoming a top priority for com-
panies. Eighty-eight percent of executives surveyed stated
that lowering costs was an extremely or very important

part of their current business strategies. And, according to
executives, cash and bank loans were the most common
sources of financing for acquisitions. With bank loans nearly
non-existent, using precious cash to finance an acquisition
is now heavily scrutinized. This is especially true as expecta-
tions about the impact of an acquisition on the bottom line
are relatively low: half of the executives surveyed expected
revenue growth of less than 25 percent as a result of acqui-
sitions over the next three years. Additionally, the volatility
and uncertainty of the equity markets have made share-
based transactions problematic and made it more difficult to
value assets.

And yet, many companies are seeing opportunity in this
down market. M&A plans may have slowed in the current
crisis—but deals are still happening. Cash-rich companies
with low debt will most likely use the current crisis to
acquire businesses deemed “non-core” by competitors or
smaller companies weakened by the financial turmoil. For
the weak companies, an acquisition by a strong competitor
may be the only chance for their business to survive. Others
will just “stay the course.” Tata Steel still has aspirations to
acquire raw material companies and continue its vertical
integration process.'” And while the pace may slow for its
acquisition of other steel companies and there will be less
reliance on debt acquisitions, the company still believes it
can raise debt for an acquisition supported by a strong busi-
ness case. Tata Steel has also started to use more innovative
structures to pursue a deal. For example, with their New
Millennium acquisition, it acquired an option to purchase
assets after the feasibility study had been completed.'8

Similarly, POSCO CEO, Chung Joon-yang, says the company
plans to forge ahead with their M&A plans—especially now
that acquisition costs have dropped to around US$500 per
tonne.' "This isn't a time to remain skittish,” he has pointed
out, adding that the company will actively explore merger
and acquisition opportunities overseas this year, citing falling
asset values as a prime motivation.20 Even more important,
he believes POSCO, with its conservative approach and
strong capital position, has the ability to acquire companies
at today’s lower prices when it makes sense.2

16 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development, Severstal, 6 April 2009.
17 Deloitte interview with Mr. N. K. Misra, Vice President and Head of M&A, Tata Steel Group, 23 December 2008.

18 |bid.

19 Deloitte interview with Mr. Young-Hoon Lee, Senior Vice President, Finance and formerly Senior Vice President, Corporate Strategic and Planning Development, POSCO,

11 November 2008.
20 “POSCO’s new CEO aims at expansion,” The Korea Times, 27 February 2009.

21 Deloitte interview with Mr. Young-Hoon Lee, Senior Vice President, Finance and formerly Senior Vice President, Corporate Strategic and Planning Development, POSCO,

11 November 2008.



The economic downturn hasn’t led U.S. Steel to change its
ME&A strategy either, but they may delay pursuing acquisi-
tions as they keep an eye on the economy and their cash
position. And though values have declined—making poten-
tial targets more attractive—they are weighing the fact that
credit has become less available and more expensive for
any acquisition. The current economic uncertainty has also
made it especially difficult: “A major challenge is determin-
ing the value [of a potential acquisition],” points out James

Kutka, Senior Vice President, Strategic Planning and Business

Development for U.S. Steel.22

Apart from the decline in overall activity, the significant dif-
ference in most transactions in the near-term will most likely
be the size and form of the deal. Almost three-quarters of
executives surveyed expected their largest acquisition over
the next three years would be valued at less than US$500
million. This is most likely due in large part to a lack of
credit as well as the overall lower valuations of companies.
“The financial crisis has made it more difficult to execute
deals since the availability of capital has shrunk and the cost
has shot up,” points out Sudhir Maheshwari, member of
ArcelorMittal’s Group Management Board, responsible for
M&A and Business Development, and previously Manag-
ing Director, Business Development and Treasury at Mittal
Steel. “Today, only the best companies and transactions can
attract capital.”23

But companies in a strong position right now may do well
not to let M&A activity slip too much and seek out oppor-
tunities quickly. With many companies in a weak financial
position and looking for relief—paired with the difficulty

of getting financing—it is a buyer’s market. And while only
one-quarter of executives surveyed described the current cli-
mate for acquisitions as being very competitive, almost two-
thirds expect competition to increase over the next three
years (see figure 4). The window for easy bargain shopping
may slam shut sooner than companies think once credit
markets begin to revive and economic volatility lessens. Now
may be the time for steel companies to position themselves
to lead when the economy and credit markets improve.

22 Deloitte interview with Mr. James Kutka, who recently retired and held the role as Senior Vice President, Strategic Planning and Business Development, U.S. Steel Corporation,

12 November 2008.

23 Deloitte interview with Mr. Sudhir Maheshwari, member of ArcelorMittal’s Group Management Board, responsible for M&A and Business Development, and previously

Managing Director, Business Development and Treasury at Mittal Steel, 2 April 2009.
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Figure 4: Climate for making acquisitions

Today

m \ery competitive

Expected change over next three years

= Somewhat competitive

= Not too competitive

B More competitive

Source: Deloitte’s Global Manufacturing Industry Group

In addition to lower valuations, there are distinct advan-
tages to pursuing an M&A strategy in the current economic
climate. When the M&A market was white-hot, targets had
greater leverage in dealing with potential acquirers and
limiting access to their organizations, making due diligence
more difficult and often preventing a broader view of their
culture and management structure. Now, however, an
acquirer is in a position to demand more transparency from
its target. This is critical to developing a clear, actionable
integration strategy prior to closing an acquisition. And
though deals may take longer to complete—as skittish buy-
ers more closely scrutinize the merits of each potential deal
and sellers provide more data and access—the chances of
identifying problems early on improve, which could cause an
increase in uncompleted transactions.

= No change

H | ess competitive

With today's lower valuations, however, also comes more
reluctance to sell—especially among those companies with
stronger balance sheets whose share prices have been bat-
tered by equity market volatility. These targets—who most
likely will attract much M&A attention—may be unwilling to
see their assets sold for much less than what they perceive
as their true worth (unless they view the stock being offered
by a prospective buyer as being equally battered by the
market). So low stock valuations may prompt another shift
in acquisitions strategy, that is, away from direct negotia-
tions. Both of U.S. Steel’s recent acquisitions—of Lone Star
Technologies and Stelco—were acquired through direct
negotiation, right now by far the most common type of
acquisition transaction.24 Survey results support this trend
with 77 percent of executives surveyed saying that privately
negotiated purchases were used almost always or frequent-
ly. Hostile acquisitions, in contrast, accounted for only 7
percent—a number that may increase in response to fewer
motivated sellers as well as the overall increased competi-
tion for attractive targets.

24 Deloitte interview with Mr. James Kutka, who recently retired and held the role as Senior Vice President, Strategic Planning and Business Development, U.S. Steel Corporation,

12 November2008.



Making the most of M&A

According to Louis L. Schorsch, Executive Vice President and CEO, Flat Americas,
AvrcelorMittal, the steel industry continues to be a “fragmented industry—rthe

consoldiation wave still has a long way to run.

His observation of M&A in the steel industry aligns with the
views of most executives surveyed. Interestingly, the top

15 global steel producers hold a market share similar to

the cumulative share they held in 2006—about 35 to 38
percent, depending on the source.26 And with the current
climate for acquisitions expected to become increasingly
more competitive, mastering the ability to carefully evaluate
potential targets and quickly execute acquisitions will be
critical for companies to maintain competitive advantage as
the economy recovers.

Pursuing an acquisition should enhance a company’s market
position, help achieve its business strategy, diversify risks,
and support the overall growth of the organization. Yet,
while almost 55 percent of executives surveyed considered
their past acquisitions to be very successful in achieving
business objectives, only 9 percent said they were extremely
successful in doing so. Clearly, challenges remain. Steel com-
panies need to improve their key competencies that would
yield the most successful M&A transaction—mainly the
ability to assess, plan, and integrate an acquisition quickly
and effectively.

Set standard processes

Only slightly more than half of executives surveyed said their
companies have standard procedures for acquisitions—with
the rest leaving this process to develop on a case-by-case
basis. Establishing a comprehensive M&A process for the
company that clearly supports its business goals is vital to
effectively managing each deal. Developing core criteria

by which any potential acquisition can be evaluated will
also save time, effort, and money. And while acquisition
objectives will vary for each target, the high-level processes

525

for evaluating and integrating an acquisition should be
standardized and performed by team members who are
savvy enough to know when to tailor new processes to the
situation at hand. For example, by working within a business
process with three-year rolling projections, U.S. Steel uses a
set base case to assess all potential acquisitions. A dedicated
strategic planning and business development group leads

all M&A processes.2’ Similarly, Tata Steel has established
standard processes and criteria for both identifying and
evaluating targets, with all M&A activities overseen by a
dedicated M&A group.28 Severstal M&A goals are set by the
executive committee, including the strategy department,
which screens targets to see if they offer a strategic fit as
well as synergies.22 And POSCO is in the process of develop-
ing its own acquisition processes.30

Take a broad view

When setting evaluation and integration processes, it is
important that companies incorporate a wide range of
triggers and benchmarks that will yield a broad view of the
transaction. For example, with approximately 90 percent of
executives surveyed citing financial reasons as the key fac-
tors in deciding whether to proceed with an acquisition (see
figure 5), a positive assessment of a target’s finances alone
can keep a transaction moving forward. While this is obvi-
ously important, companies should build into their processes
not only financial measures that will indicate if a deal should
proceed, but also procedures to identify and address non-
financial “deal breakers,” or issues that would cause them to
walk away.

25 “More steel consolidation near: execs say,” American Metal Market, 8 October 2008; Euromoney.com, October 2008.

26 [ron and Steel Statistics Bureau, http://www.issb.co.uk/.

27 Deloitte interview with Mr. James Kutka, who recently retired and held the role as Senior Vice President, Strategic Planning and Business Development, U.S. Steel Corporation,

12 November 2008.

28 Deloitte interview with Mr. N.K. Misra, Vice President and Head of M&A, Tata Steel Group, 23 December 2008.
29 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development, Severstal, 6 April 2009.
30 Deloitte interview with Mr. Young-Hoon Lee, Senior Vice President, Finance and formerly Senior Vice President, Corporate Strategic and Planning Development, POSCO,

11 November 2008.
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Figure 5: Importance of factors in deciding whether to proceed with potential

acquisitions

Growth prospects
Financial performance
Financial strength
Reputational risks
Operational risks
Management capability
Production capabilities
Corporate culture

Cross-borderculturalissues

m Extremely important

Source: Deloitte’s Global Manufacturing Industry Group

Severstal looks at a variety of financial and nonfinancial
factors when reviewing a deal, including quality of man-
agement and facilities, whether the target has sufficient
capacity, and the nature of their raw materials supply. And
they have decided not to proceed because they found such
problems as poor management or facilities or issues with
long-term raw materials contracts. They also look beyond
financials by identifying early on key stakeholders and their
concerns—and then engaging them with strong communi-
cations. When acquiring Esmark in 2008, Severstal was in
competition with another company. Yet they were able to
acquire the target at the same price, in part because they
had obtained the support of the unions, which knew Sever-
stal from their other U.S. companies.3’

92%

91%

91%

25%

= Veryimportant

To broaden the view of the transaction, company’s acquisi-
tion processes should also draw on the expertise of a wide
range of business functions. Though many companies have
a “single owner” for each transaction, to avoid deal breakers
and other critical issues from slipping through the cracks, a
“deal team” that comprises internal and external functional
experts to provide a comprehensive view of the target often
yields the best results. For each potential acquisition, U.S.
Steel forms a team with the appropriate executives from
across the company to evaluate the target. For example, if
the target is a raw materials supplier, then the company’s
raw materials group will be involved to assess the compa-
ny's future needs.32 Assembling teams comprising the core
competencies that are required to assess the opportunity is
one of the best ways to ensure a holistic view of the target
is obtained.

31 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development, Severstal, 6 April 2009.
32 Deloitte interview with Mr. James Kutka, who recently retired and held the role as Senior Vice President, Strategic Planning and Business Development, U.S. Steel Corporation,

12 November 2008.



Develop an integration plan

Taking a broader view of a transaction will also help when
planning the integration and synergy capture process once
a transaction is concluded. While critical to the success of
an acquisition, integration remains problematic for many
companies: 50 percent of executives surveyed named
integrating acquisitions as one of their top three challenges
facing their companies over the next 12 months. And

58 percent of executives cited integrating management
processes as extremely or very challenging when conduct-
ing acquisitions. Part of the problem may be determining an
integration strategy—and then executing on it. Although
almost 60 percent of executives surveyed said the goal of
their companies was to fully integrate acquisitions, roughly
40 percent said they only somewhat integrated them or left
them largely independent.

Though employing markedly different approaches, both
U.S. Steel and Tata's goals in terms of integration are well-
defined and supported. For U.S. Steel, it is important to
integrate an acquisition quickly. To that end, the company
develops a “first-day plan,” laying out precisely what will
happen on the day the acquisition is completed. Post-
merger integration is led by the heads of the business units
with the involvement of functional areas such as human
resources and information technology. The team identifies

33 Ibid.

the synergies to be achieved and creates a business plan to
guide the process and track progress. “After an acquisition,”
says Kutka, “Our goal is to disseminate best practices—both
of U.S. Steel and of the acquired firm—across our com-
pany."33

In contrast, Tata Steel chooses not to fully integrate its
acquisitions—using what it terms a “one enterprise, two
entities” approach. That is, acquisitions continue to operate
as separate companies with management left in place to
manage day-to-day operations independently but within
Tata's overall financial and business objectives. The company
then uses a strategy and integration committee (SIC) to inte-
grate corporate and other functions where appropriate, for
example, technology. Tata has registered significant gains by
sharing best practices using SIC as a forum. This reflects Tata
Steel’s philosophy to seek the good will of the target and
the community: “In acquisitions, we follow a collaborative,
non-disruptive approach,” says N.K. Misra, Vice President
and Head of M&A at Tata Steel 34

In ArcelorMittal’s case, companies that are acquired oper-
ate fairly autonomously in executing their business plan.
Integrating business processes and technology is not an im-
mediate priority, due to the costs and risks. “When it comes
to processes and systems it can not be changed overnight
just because it is different to what the group is following.

If it has been working for a company for years, you have to
be very careful about changing it. Overtime, people tend

to come together towards developing a common system.
it's an interative process.” What is a top priority, however, is
leadership involvement in the integration—a lesson learned
from the original merger of Arcelor and Mittal. “Leadership
from the top is the most critical aspect,” says Maheshwari.
"“After the ArcelorMittal merger, the CEO of Mittal spent
hundreds of hours with the top 200 executives at Arcelor to
share his vision and learn what they do. Arcelor had many
misconceptions about Mittal, but they found there were
many similarities between the two companies. The personal
involvement of the CEO changed the views of the top
executives overnight.”3>

34 Deloitte interview with Mr. N.K. Misra, Vice President and Head of M&A. Tata Steel Group, 23 December 2008.
35 Deloitte interview with Mr. Sudhir Maheshwari, member of ArcelorMittal’s Group Management Board, responsible for M&A and Business Development, and previously

Managing Director, Business Development and Treasury at Mittal Steel, 2 April 2009.

Consolidation in the global steel industry






Though Severstal’s approach is on a case-by-case basis, they
also generally look to keep local management intact. And
with their acquisitions all cross-border in 2008, it was even
more important to keep management in place, rather than
sending executives from their headquarters in Russia. “We
may sometimes try to integrate regionally,” says Vallorz,
“such as in the United States, where to achieve efficiencies
we put in place centralized reporting, financial manage-
ment, and sales forces. But mostly we try to leave compa-
nies autonomy in day-to-day operations.”36

In terms of synergy capture, a “One Mill” model of decision
making is also a reliable approach. This entails considering
all the choices a steel company has to make—about prod-
ucts, supply chain, production, and logistics—with a view
of the business as if it were a single operation. This holistic
view can expose many different types of post-closing syner-
gies and can help further define the integration process.

36 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development, Severstal, 6 April 2009.
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The culture disconnect

One of the most striking findings of the Deloitte survey is the critical vole culture plays

in acquisitions. Even the most-detailed integration and synergy capture plans will not be

effective if companies fail to address culture—~both corporate and cross-border.

Almost two-thirds of executives surveyed agreed in prin-
ciple, rating managing corporate cultures as an extremely
or very challenging issue in acquisitions—the highest-rated
issue (see figure 6). Yet, less than half of the executives said
their companies conducted a detailed analysis of cultural is-
sues when considering a potential acquisition (see figure 7).
And only 42 percent deemed corporate culture as extremely
or very important when deciding whether to proceed with
an acquisition (see figure 5).

Corporate culture can be understood as the shared beliefs
and attitudes that underlie the companies’ leadership style,
its responses to change, its employees’ decision-making
approach, its cooperative work ethic, and its beliefs about
personal success. Assessing cultural issues can be difficult,
especially prior to the deal closing when access to a target
may be limited. However, corporate cultures that do not

Figure 6: Challenges in conducting acquisitions

Percent rating issue “extremely” or “very challenging”

Managing corporate cultures
Integrating management processes
Managing change

Managing vendor relationships
Integrating production processes
Managing customer relationships
Integrating IT

Managing language and local cultures
Financial management and reporting
Managing governance issues
Complying with antitrust/disclosure requirements
Integrating HR policies

Source: Deloitte’s Global Manufacturing Industry Group

complement each other, or worse yet, stand at odds with
each other, can make it extremely difficult for companies to
make decisions quickly and operate effectively at the critical
time period just following a merger or acquisition. “Steel has
been a fragmented industry, with each company having its
own processes and practices,” points out Maheshwari. “Not
all targets are best-in-class, but it is often hard for employ-
ees to change their practices.”3”

To overcome obstacles that differences in these cultural
areas can pose, a rigorous program to effectively harness
culture and address cultural integration needs to be em-
ployed. This can be done by linking merger and acquisition
cultural programs to measurable business results. Above

all, Maheshwari recommends a collaborative and inclusive
approach. “Be transparent and open,” he advises. “Don’t
just tell the acquired company what to do; have them meet

64%
58%

25%
18%
16%

37 Deloitte interview with Mr. Sudhir Maheshwari, member of ArcelorMittal’s Group Management Board, responsible for M&A and Business Development, and previously Man-

aging Director, Business Development and Treasury at Mittal Steel, 2 April 2009.



Figure 7: Level of detail in analysis when investigating potential acquisitions

Percent responding very detailed (4 — 5 on 5-point scale)

Financial performance
Growth prospects
Financial strength

Management capability
Production capabilities
Operational risks
Reputational risks
Corporate culture

Cross-border cultural issues

Source: Deloitte’s Global Manufacturing Industry Group

with other divisions to see how it is done. Use peer learn-
ing and understand that every company has something to
teach other companies. It's not a one-way street.” Execu-
tives in the target, he notes, are more receptive to changing
practices if their own practices are duly recognized as having
merit.38

38 |bid.

100%
100%
92%

Given the challenges of integrating and managing cultures,
mechanisms to evaluate cultural compatibility must be built
into the due diligence process. In spite of the human impact
on achieving success, cultural issues, as demonstrated in the
survey, are considered by many the least important aspect to
investigate during the diligence process. However, Tata Steel
understands the importance of the link between business
culture and business success and focuses on culture even
before due diligence has begun. “When assessing a poten-
tial acquisition,” says Misra, “we ask if there is a cultural fit,
and only consider targets that are compatible with the Tata
culture.”39

And both U.S. Steel and POSCO consider recognizing and
managing cultural differences a key challenge, but critical
to executing an effective merger. “You have to realize there
are cultural differences when integrating two established
organizations,” says Kutka, “and also that there is value to
each culture.”40

39 Deloitte interview with Mr. N.K. Misra, Vice President and Head of M&A, Tata Steel Group, 23 December 2008.
40 Deloitte interview with Mr. James Kutka, who recently retired and held the role as Senior Vice President, Strategic Planning and Business Development, U.S. Steel Corporation,
12 November 2008, and Deloitte interview with Mr. Young-Hoon Lee, Senior Vice President, Finance and formerly Senior Vice President, Corporate Strategic and Planning

Development, POSCO, 11 November 2008.
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Figure 8: Expected locations of future acquisitions

Based on executives at companies somewhat or very or extremely

likely to make an acquisition over the next three years

China 60% CIS 20%
United States 30% Canada 20%
India 30% Africa 10%
Brazil 20% France 10%
Australia/New Zealand 20% Argentina 10%
Central/Eastern Europe 20% Middle East 10%
Mexico 20% Russia 10%

Note: Percentages total to more than 100 percent because respondents could make multiple selections.

Source: Deloitte’s Global Manufacturing Industry Group

This challenge to link culture to business value will only
intensify as steel companies increasingly expand across
borders. Fifty-seven percent of executives surveyed that are
expecting to make an acquisition in the next three years be-
lieved it will take place outside their home country. Consid-
ering both domestic and foreign expected acquisitions, the
most frequently named market was China, at 60 percent—
nearly double the next most-named location, the United
States (see figure 8). Language, management philosophy,
and a business environment heavily influenced by the state
are just some of the potential challenges of entering the
Chinese market. And yet only a mere 27 percent of execu-
tives surveyed undertook detailed analyses of cross-border
cultural issues as part of their due diligence.

Addressing cultural issues will have to take on greater con-
sideration as M&A increasingly goes global. Take Severstal
and their expanding non-domestic portfolio. They use
their presence in a market to help inform their handling of
cultural issues with other acquisitions. For instance, as they
already own several U.S. companies, they leverage their
experience with other targets in the country.4!

Those companies that are successful in cross-border
acquisitions—which could be, by default, those that are
successful at all going forward—are those who incorpo-
rate cultural reviews into their overall M&A strategy and
processes. This is readily acknowledged by POSCO: “One
of our biggest challenges is gaining the ability to manage
the culture aspects of acquisitions outside Korea,” remarks
Young-Hoon Lee, Senior Vice President, Corporate Strategic
Planning Development at POSCO.42

41 Deloitte interview with Mr. Nicolas Vallorz, Head of Corporate Development, Severstal, 6 April 2009.
42 Deloitte interview with Mr. Young-Hoon Lee, Senior Vice President, Finance and formerly Senior Vice President, Corporate Strategic and Planning Development, POSCO,

11 November 2008.



Making culture a priority

A rigorous program with clearly stated objectives
should be put in place to address cultural
integration. By linking the cultural program to
measurable business results, suggested below,
this critical issue will merit a higher degree of
attention.

Make culture a major component of the
change management work stream.

Identify who “owns” corporate culture and
have them report to senior management.

Insist that the cultural work focus on the
tangible and the measurable.

Consider the strengths of both existing
cultures, not just the weaknesses.

Implement a decision-making process that is
not hampered by cultural differences.

Build the employee brand with a view
toward how it will be understood by
employees.

Put people with culture-change knowledge
and experience on the teams that define
the key interfaces in the new organizational
model.

Source: Cultural issues in M&A, M&A Consultative Services, Deloitte
Development LLC. Copyright © 2008.
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Bouncing back

While the feverish pace of acquisitions seen over the last decade may not be seen again for

many years to come, consolidation is expected to continue within the steel industry. But

what will be the indicators that will let players know it is safe to get back in the water?

Most industry observers agree that it will be a loosening of
the credit markets and the recovery of the economy—with
the short-term outlook not encouraging.

Yet the economic downturn presents enormous opportuni-
ties for the steel industry. Many industry observers believe
that the consolidation that the industry has experienced
over the past decade has improved the ability to manage or
idle excess capacity until steel markets rebound. The ability
to extend up and down the supply chain by picking up
bargain assets or to “fix" the cost of raw materials may al-
low many companies to emerge from this crisis in a stronger
position than ever. Regionally, the playing field seems to be
shifting as well. BRIC market players are increasingly target-
ing companies in the developed markets, with distressed
U.S. producers at the top of the list.

But even when credit markets rebound and equities calm
down, there remains the question of global demand. This
economic crisis may yield permanent changes in the pattern
of consumer consumption—rparticularly for the products
and services that use steel. While problematic for the overall
steel industry, the changes could make the case for consoli-
dation even more compelling.

There's no way to know for sure how the steel industry will
look in the years to come. But the playing field is sure to
hold fewer players, as consolidation regains its pace. And
with this reality comes the imperative to develop the capa-
bilities that will allow a company to make the most of their
acquisitions. Those who don’t master M&A may disappear
from the field altogether—while those who do, emerge as
the next industry leaders.



About the study

Deloitte Touche Tohmatsu’s (Deloitte) Global Manufactur-
ing Industry Group global steel consolidation study sought
the perspectives of major players in the steel industry to
learn more about their overall M&A business strategies, the
impact of the credit crisis and economic downturn, and the
challenges they face in planning and executing acquisi-
tions. A global online survey and case study interviews
were conducted, including 10 of the top 15 largest global
steel producers. The online survey was conducted from 15

October to 24 November 2008 and completed by 16 execu-

tives, with a significant representation of major companies:
14 companies with annual revenues of US$1 billion or more
and 9 companies with annual revenues of USS5 billion or
more. To gain further insight on how major players are ad-
dressing M&A and the new challenges presented by today’s
economy, the survey was complemented by one-on-one in-
terviews with senior executives from ArcelorMittal, POSCO,
Severstal, Tata Steel, and U.S. Steel, from 11 November
2008 to 6 April 2009. Finally, the report draws on the exten-
sive experience of Deloitte leaders in steel industry MGA.

Figure 9: Survey participant by headquarters location
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Russia, 6%
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Brazil, 6% ./ '

Spain, 13%

Source: Deloitte’s Global Manufacturing Industry Group
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Figure 10: Survey participant primary business activities

Integrated steel mill

Processor

Distributor

Mini mill/electric arc mill

Raw material supplier

Other 13%

Source: Deloitte’s Global Manufacturing Industry Group
Other: Metals service centers; Seamless stainless steel tube & pipe facility
Note: Percentages total to more than 100 percent because respondents could make multiple selectios.
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