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The model is your tool... for telling a story
-~

Favored Tools Favored Tools
- Accounting statements - Anecdotes
- Excel spreadsheets - Experience (own or others)
- Statistical Measures - Behavioral evidence
- Pricing Data

A Good Valuation

The Numbers People | > The Narrative People

lllusions/Delusions
1. Creativity cannot be quantified
2. If the story is good, the investment will be.
3. Experience is the best teacher

lllusions/Delusions
1. Precision: Data is precise
2. Objectivity: Data has no bias
3. Control: Data can control reality




Severstal: Reading the (historical) tea

leaves
O

Severstal: Revenues, Operating Income and Margins
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Operating income, Reinvestment & Return

on Capital -
-

Severstal: Return on Invested Capital over time
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Fundamentals: Steel Companies in April

2017
1

Expected Debt to
Historical growth| growth in | Returnon | Pre-tax Capital
in Revenues - | revenues - |Capital (ROC|Operating |Effective Tax|  Ratio Dividend
Broad Group Last 3 years |[Next 2 years| or ROIC) Margin Rate (Market) |Debt/EBITDA| Payout
Emerging Markets
-3.34% 9.51% 4.70% 5.35% 14.58% 12.50% 4.38 100.30%
Global -2.96% 8.03% 3.65% 456% | 15.17% 12.05% 3.89 70.32%
Severstal -14.40% 5.61% 47.64% |25.81% | 5.65% 3.75% 1.07 56.82%

/ ! / /

Shrinking faster & Immensely more ~ Has less debt While

expected to grow  profitable than the than other holding
slower than peer rest of the sector steel back more
group companies cash
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The Severstal Story: A Reality Based Steel

Company!
N
0 Severstal is a company in a bad business (shrinking
revenues, margin pressures) that has worked at divesting
the portions of its business that have the lowest margins
(North America), reducing its debt load and focusing on
its high margin domestic business

o In my story, the company will continue to emphasize
high margins over growth and while country and
commodity price risk lurk, it will be able to weather the
storms with its domestic profits. Growth with return to
low single digits and margins will stabilize at close to its
current high levels (because of the company’s
competitive advantages in Russia).



Severstal: Valuation (April 2017)

1997-2003 | 2004-2011 | 2012-2016 | 2016GlobalSteel| | Revenue growth o';::ﬁ‘:g Sta: e
Revenue Growth | 426% | 2012% | -1785% | 7508  5.04% gf 3% a year for margin Sales to Cost of capital = 8.5%
. . ears, movin i : e .
OpersingMargn| 1751 | 1013 | omn | asam  ased | p A PORC) decreases to capital atio S . P
. O, orl. =Z. . = =
ROIC 0% | 1931% | 1787 | 3586 209% in year 10 19.13% over i i °
SoelovCapiel | 122 | L0 | 12 | 15 0% Terminal Value10= 868/(.085-.025) = $14.460
Base year 1 2 3 4 5 6 7 8 9 10 \
Revenue growth rate 3.00% | 3.00% | 3.00% | 3.00% | 3.00% | 2.90% | 2.80% | 2.70% | 2.60% | 2.50% Terminal year
Revenues $ 5916 $6,093 | $6276 | $6,465 [ $6,659 [ $6,858 [ $7.057 [ $7.255 | $7.451 | $7.644 | $7.835 T—— S 803135
EBIT (Operating) margin | 2581%| 25.14% [ 24.48% [ 23.81% | 23.14% [ 22.47% [ 2180% | 21.13% | 20.47% [ 19.80% [ 19.13% EBIT (Operating) margin | 19.13%
EBIT (Operating income) | $ 1,527 [ $1,532 [ $1,536 [ $1,539 [ $1,541 [ $1,541 [ $1,539 [ $1,533 [ $1,525 [ $1,513 | $1,499 EBIT (Opcrating income)| § 1.536.40
Tax rate 17.20%| 17.20% | 17.20% | 17.20% | 17.20% | 17.20% | 17.76% | 18.32% | 18.88% | 19.44% | 20.00% = peratig St
PV (Terminal value) $ 606696 | |EBIT(1-t) $ 126451269 8127281274 81276 [ $1276 [ 1265 $1252 [ $1237] 81219 81,199 B rofe ecdind
PV (CRovernext 10years) |5 698762 | | - Reinvestment $ 148]$ 152|s 157|S 162]S 166]$ 166S 165|5 163|s 161[s 159|  [EBITU-D) ¥ 121
Value of operating assets = | $13.05458 | [FCFF $1,121 [ $1,120 [ $1,117 [ $1,114 [ $1,110 [ $1,100 [ $1,088 [ $1,074 | $1,058 | $1,040 - Reinvestment $ 36151
- Debt $ 201300 | < [ [ [ [ I [ [ FCFF $ 86761
- Minority interests $ 1500 ' I ' [ [
+ Cash $ 1,173.00 : o .
e ——— i Cost of capital = 10.34% (.852) + 4.00% (.148) = 9.32% I Cost of capital decreases to
Value of equity 5 12,465.58 A 8.5% from years 6-10
Number of shares 837.72
Estimated value /share $ 14.88 Cost of Equity .
1;2“’ = 3 9;30?:7 10.24% Cost of Debt Weights ": A?("' 2017’;.he :
ceds % of vae % Bond rating: BB+ E =85.2% D = 14.8% $13 84/chare.
(2.5%+2.5%)(1-.20) = 4.00% -oalshare.
ERP
Riskfree Rate: g?; X 8.70%
Riskfree rate = 2.5% ’
* A
Region Weight | ERP
| Russia 64.52% | 9.24%
| D/E= 17.36% l Western Europe | 19.91% | 6.81%
Middle East 5.70% | 7.03%
Unlevered| Africa 5.07% [12.00%
Business Weights Beta Asia 2.36% |7.12%
Steel 74.83% 0.7355 Latin America 1.49% [10.21%
— = North America | 0.95% | 5.69%
Metals & Mining 25.17% 0.9178 Seversial 100.00% | 8.70%
Severstal 100% 0.7814
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