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Independent Auditors” Report

The Board of Directors snd Sharcholders
DA Severstal
Cherepovets, Russia

We have sudied the accompanying non-consolidated balance sheet of OAQ Severstal (the
“Company™ as at 3| December 1998 and the related non-consolidated statements of operations, cash
flows and changes in sharchalders” equity for the year then ended. These non-conselidated financial
statements are the responsibility of the Company's management. Our responsibility i1s:-to express an
opinton on these non-consolidated Anancial statements based on our audit.

We conducted our audit in accordance with International Standards on Auditing. Those Standards
require that we plan and perform the audit to obtain reasonable assuramce about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also imcludes assessing
the acoounting principles used and significant estimates mede by management, as-well as evaluating
the overall financeal statement presentation. We believe that our audit provides a reasonable basis for
our opinion.

Mhe Company has not prepared consolidated financial statements: as: required by International
Accounting Standards. As disclosed in note 3e, the mvestments mn subsidiary and associated
companies have been valued at cost less provisions for permanent diminution in value. International
Accounting Standards require that if investments i subsidiary and associated companies are stated at
cost instead of their equity value, the effect of this difference be disclosed. Such disclosure has not
been made,

In our opinien, except that non-consolidation and the omission of the mformation referred 1o m the
preceding paragraph result i an meomplete presentation, the non-consolidated financial statements
present farrly, in all materinl respects, the financial position of the Company as at 31 December 1998
oned of the results of its operations, cash flows and changes in shareholders” equity for the year then
ended in accordance with Intermanonal Accounting Standards.

Without further qualifying our opinion, we draw attention to the mformation contained in notes 1 and
22 1o the non-consobidated financinl statements regarding the operating environment in Russia and
the 1ssues relating 1o the Year 2000 problem.

We have not nudited or reviewed the 1996 non-consolidated financial statements and, accordingly, do
not eXpress an opinion or any other form of assuranee on them.

K oA G Liwibea

EPMG Lunated
Moscow, Russian Federation
30 July 1999



OAO Severstal

Non-consolidated balance sheets
31 December 1998 and 1997
(Amounts expressed in thousands of US dollars)

Note 1998 1997
Assets
Current assets:
Cash and cash equivalents 10 19,499 27,645
Trade accounts receivable - net 11 119,106 174,876
Amounts receivable from related parties 13 49,738 57,272
VAT recoverable 39,395 136,026
Inventories - net 12 82,015 260,809
Income tax recoverable 2,854 -
Other current assets 14 19,065 62,975
Total current assets 331,672 719,603
Non-current assets:
Property, plant & equipment - net 15 1,251,379 1,443,907
Investments - net 16 74,314 66,796
Total non-current assets 1,325,693 1,510,703
Total assets 1,657,365 2,230,306
Liabilities and shareholders' equity
Current liabilities:
Trade accounts payable 123,448 225,218
Amounts payable to related parties 17 28,415 161,277
Income taxes payable - 11,677
Other taxes and social security payable 45,079 105,543
Special funding agreements 9,579 32,694
Short term loans 19 132,988 249,359
Other current liabilities 18 61,489 142,367
Total current liabilities 400,998 928,135
Non-current liabilities:
Long term debt 19 48 167
Deferred tax liabilities 278,163 -
Other non-current liabilities 20 33,800 115,922
Total non-current liabilities 312,011 116,089
Shareholders' equity:
Share capital 2la 4,248 4,248
Restricted capital reserve 21b 3,306,881 3,306,881
Accumulated deficit (2,366,773) (2,125,047)
Total shareholders' equity 944,356 1,186,082
Total liabilities and shareholders' equity 1,657,365 2,230,306
2

See the accompanying notes to the non-consolidated financial statements



OAO Severstal

Non-consolidated statements of operations
Years ended 31 December 1998, 1997 and 1996
(Amounts expressed in thousands of US dollars, except shares and earnings per share)

(1996 unaudited)
Note 1998 1997 1996

Sales

Net sales - other 1,478,804 1,868,017 1,777,868

Net sales - to related parties 13 395,612 638,496 605,528
Net sales 4 1,874,416 2,506,513 2,383,396

Cost of sales (1,167,533)  (1,678,155)  (1,789,990)

Depreciation expense:

- total productive assets 15 (142,465) (142,369) (151,814)
Repair & maintenance expenses (210,772) (296,106) (281,406)
Indirect taxes & contributions (57,488) (95,698) (121,824)
Selling, general & administration expense (77,908) (81,952) (117,892)
Other operating income 5 44,361 8,243 56,605

Total costs and expenses (1,611,805) (2,286,037)  (2,406,321)
Profit/(loss) from operations 262,611 220,476 (22,925)
Financing and other expenses:
Net non-operating expenses 6 (114,113) (61,773) (79,041)
Depreciation expense:

- community & infrastructure assets 15 (3,729) (3,839) (4,150)

Net interest expense 7 (36,780) (42,228) (78,238)
Profit/(loss) before income taxes 107,989 112,636 (184,354)
Income tax expense 8 (349,715) (106,414) (29,925)
Profit/(loss) for the year (241,726) 6,222 (214,279)
Weighted average number of
shares outstanding during the year 22,074,192 22,074,192 22,074,192
Profit/(loss) per share (10,95) 0,28 (9,71)

3
See the accompanying notes to the non-consolidated financial statements



OAO Severstal

Non-consolidated statements of cash flows
Years ended 31 December 1998, 1997 and 1996
(Amounts expressed in thousands of US dollars)
(1996 unaudited)
1998 1997 1996

Operating activities:
Profit/(loss) for the year (241,726) 6,222 (214,279)
Adjustments to reconcile loss to
cash provided by operating activities:

Depreciation (total assets) 146,194 146,208 155,964
Deferred tax expense 278,163 - -
Remeasurement loss (22,604) (166) (22,812)
Asset write down 35,754 - -
Loss on disposal of property, plant & equipment 6,004 3,652 7,687
Profit on disposal of investments (165) - -
Inventory obsolescence provision 1,722 517 24
Write down of investments 13,790 197 2)
Provision for doubtful accounts receivable (72,704) (873) (974)
Changes in operating assets and liabilities:
Trade accounts receivable 128,474 86,056 111,955
Amounts receivable from related parties 7,534 (14,760) (9,095)
Inventories 223,256 (10,803) 1,697
VAT recoverable 733 (49,122) (7,361)
Other taxes and social security (11,019) (21,647) (35,544)
Other current assets 11,405 (34,693) 28,445
Trade accounts payable (101,770) (228,189) 88,734
Amounts payable to related parties (132,862) (139,802) 7,127
Income taxes (19,446) 3,406 934
Special funding agreements (2,103) (21,531) (28,317)
Accrued loan interest (1,931) (373) 138
Other current liabilities (27,102) (8,237) 72,090
Other non-current liabilities (82,122) (5,810) 8,223
Cash provided from operating activities 137,475 (10,144) 164,634
Investing activities:
Additions to fixed assets (62,189) (103,757) (164,268)
Additions to investments (5,840) (6,873) (15,690)
Proceeds from disposal of investments 465 - -
Proceeds from fixed asset disposals 4,813 9,437 946
Cash used for investing activities (62,751) (101,193) (179,012)
Financing activities:
Repayment of borrowings (80,122) 31 -
Proceeds from borrowings - 131,757 17,942
Cash provided from financing activities (80,122) 131,726 17,942
Effect of exchange rates on cash (2,748) (1,825) (297)
Net increase/(decrease) in cash and cash equivalents (8,146) 18,564 3,267
Cash and cash equivalents at beginning of year 27,645 9,081 5,814
Cash and cash equivalents at end of year 19,499 27,645 9,081
4

See the accompanying notes to the non-consolidated financial statements



OAO Severstal

Non-consolidated statements of changes in shareholders’ equity
Years ended 31 December 1998, 1997 and 1996
(Amounts expressed in thousands of US dollars)

(1996 unaudited)
Restricted

Share capital Accumulated

capital reserve deficit Total
Balance at 31 December, 1995 4,248 3,306,881 (1,916,990) 1,394,139
Loss for the year - - (214,279) (214,279)
Balance at 31 December, 1996 4,248 3,306,881 (2,131,269) 1,179,860
Profit for the year - - 6,222 6,222
Balance at 31 December, 1997 4,248 3,306,881 (2,125,047) 1,186,082
Loss for the year - - (241,726) (241,726)
Balance at 31 December, 1998 4,248 3,306,881 (2,366,773) 944,356

5
See the accompanying notes to the non-consolidated financial statements



OAO Severstal

Notes to the non-consolidated financial statements
(Amounts expressed in thousands of US dollars)
(1996 unaudited)

Operations

OAO Severstal (‘the Company’) began operations on August 24, 1955 and completed the
development of an integrated iron and steel works in Cherepovets during February 1959 when
the first steel was rolled. On September 24, 1993, as part of the Russian privatisation
program, the Company was registered as a Joint Stock Company and privatised. The
Company’s shares are traded on the Moscow stock exchange. At December 31, 1998 the
Company had approximately 50,000 shareholders, the majority of whom are employees
(including management) of the Company.

The Company’s principal activity is the production and sale of steel products. The Company
also has various social responsibilities such as the operation and maintenance of sports
complexes, retirement homes, holiday and recreational facilities, public housing and
kindergartens. The farming activities provide basic foods for the Company’s canteens,
restaurants and shops. Other activities include restaurants and shops (see note 25 for
segmental information).

The Company is wholly based in the Russian Federation and is consequently exposed to the
economic and political effects of the policies adopted by the Russian Government. These
conditions and future policy changes could have a material effect on the operations of the
Company and the realisation and settlement of its assets and liabilities.

Presentation of the non-consolidated financial statements

These non-consolidated financial statements were prepared in accordance with International
Accounting Standards (‘IAS’). The Company’s statutory financial reports are prepared in
accordance with accounting principles derived from Russian law, which differ in certain
respects from IAS. The accounting policies adopted, and consistently applied (with the
exception of income taxes - see note 3g) in the preparation of these non-consolidated financial
statements are set out in note 3. Certain comparative figures have been restated to correspond
to the current year presentation.

These non-consolidated financial statements have been prepared on a going concern basis,
which contemplates the realisation of assets and the settlement of liabilities in the normal
course of business.

The preparation of financial statements in conformity with IAS requires management to make
estimates and assumptions that affect the amounts reported therein. Due to the inherent
uncertainty involved in making such estimates, the actual results reported in future periods
may be based upon amounts that differ from those estimates.

Management believes that the US dollar provides a more accurate expression of its financial
statements than the Russian rouble, consequently, since the US dollar is not a
hyperinflationary currency, no adjustments as required by IAS 29 “Financial reporting in
hyperinflationary economies” have been made. The remeasurement from the Russian rouble
to the US dollar was performed using historical exchange rates for non-monetary assets and
liabilities, while monetary assets and liabilities were translated using current exchange rates.
Results of operations were translated using a combination of historical and average exchange
rates, and all remeasurement adjustments were reflected in the statements of operations. An



OAO Severstal

Notes to the non-consolidated financial statements
(Amounts expressed in thousands of US dollars)
(1996 unaudited)

analysis of the remeasurement gain is given in note 23 of these non-consolidated financial
statements. The remeasurement into US dollars should not be construed as a representation
that the Russian rouble amounts could be converted into US dollars at the exchange rates used
for the remeasurement or at any other rate. The Central Bank of Russia’s exchange rates at
December, 31 each year were as follows:

Date Exchange rate to the US dollar

Roubles
December 31, 1994 3.55
December 31, 1995 4.64
December 31, 1996 5.56
December 31, 1997 5.96
December 31, 1998 20.65

Summary of the principal accounting policies
Cash and cash equivalents

Cash equivalents are considered to be all highly liquid temporary cash investments with
original maturity dates of three months or less.

Allowance for doubtful accounts

Provisions are made against trade accounts receivable whose recoverability is considered
improbable.

Inventories

Inventories are stated at the lower of cost or market value. Cost is determined using the
weighted average method, which is increased by purchases at cost and reduced by transfers to
cost of sales at revised average amounts per unit of inventory after purchases have been added
to opening inventory balances. Provisions are recorded against slow moving and obsolete
inventories when considered necessary.

Foreign currency transactions

Transactions in foreign currency are recorded at the exchange rate on the date of the
transaction. Foreign currency monetary assets and liabilities are translated at the exchange
rate on the balance sheet date. Exchange differences are recognised in the statements of
operations as they occur.



OAO Severstal

Notes to the non-consolidated financial statements
(Amounts expressed in thousands of US dollars)
(1996 unaudited)

Non-current investments

Investments, which comprise items held for purposes other than trading, are recorded at
historical cost less a provision for permanent impairment in their value when considered
necessary.

Property, plant and equipment

Property, plant and equipment is stated at appraised replacement value, as determined in
1993, and additions in subsequent years at historical cost less accumulated depreciation. In
the case of assets constructed by the Company, related works and direct project overheads are
included in cost. Repair and maintenance expenses are charged to the statements of
operations as incurred. Gains or losses on disposals of property, plant and equipment are
recognised in the statements of operations.

Depreciation is provided so as to write off the net book value of property, plant and
equipment, from the dates they are brought into use, over their expected useful lives.
Depreciation is calculated using the reducing balance method for steel making assets (coking
and sintering plants, blast furnaces, smelters and converters) while the straight line basis is
used for all other assets. The estimated useful lives of assets are reviewed regularly and
revised when necessary. The principal periods over which assets are depreciated are as
follows:

Buildings and constructions 20 — 50 years
Plant and machinery 10 — 20 years
Other productive assets 5 —20 years
Community and infrastructure assets 5 —50 years

The Company has an indefinite right to use the land on which it is situated, for which it pays
taxes to the municipal government.

The Company evaluates the carrying value of long-lived assets when events and
circumstances warrant such a review. The carrying value of a long-lived asset is considered
impaired when the anticipated cash flow from such an asset is separately identifiable and is
less than its carrying value. In that event, a loss is recognised based on the amount by which
the carrying value exceeds the fair market value of the long-lived asset.

Income taxes

Current tax expense is calculated on the pre-tax income/(loss) determined in accordance with
Russian tax law. Deferred taxes result from temporary differences between the amount of
assets and liabilities recorded for tax and financial accounting purposes.

With effect from 1 January 1998 the Company adopted the provisions of IAS 12 (revised)
“Income Taxes”. Under the revised standard it is necessary to calculate deferred tax on the
difference between the Company’s fiscal balance sheet (denominated in roubles and
translated using the exchange rate at the year end) and its reporting balance sheet. As a result
of the devaluation of the rouble against the US dollar during 1998, significant differences
occurred between the Company’s fiscal and reporting balance sheets, which gave rise to the
need to recognise a deferred tax expense and liability of US$ 278.2 million (see note 8). The
methodology used in previous years would have resulted in net deferred tax assets of

8



OAO Severstal

Notes to the non-consolidated financial statements
(Amounts expressed in thousands of US dollars)
(1996 unaudited)

approximately US$ 1,500 million as at 31 December 1998. The adoption of IAS 12 (revised)
did not result in a net deferred tax liability as at 31 December 1997 and the comparative
information presented in note 8 has been adjusted to reflect the adoption of the new
accounting standard.

Due to the uncertain nature of the tax environment in Russian, net deferred tax assets are not
recognised.

Indirect taxes & contributions

Indirect taxes & contributions are taxes and mandatory contributions paid to the government,
or government controlled agencies, that are calculated on a variety of basis, but exclude taxes
calculated on profits and value added taxes calculated on revenues and purchases.

Loans

Loans include accrued interest at the balance sheet date. Borrowing costs are recognised as
an expense in the period in which they are incurred.

Contingent liabilities

Provisions for contingencies are based on estimates as to the likely outcome of outstanding
litigation at the balance sheet date.

Revenue recognition

Revenues are recognised when products are shipped. Sales to export customers are recorded
at the ‘free-on-board’ price of products sold and services rendered. All other sales represent
the invoice price of products sold and services rendered.

Net interest expense

Net interest expense represents interest received/paid and the remeasurement gains/losses on
investments and loans as a result of restating Russian rouble balances in US dollars.

Research and development

Research and development costs are expensed as incurred. Expenditure on research and
development was US$ 1.8 million in the year ended 31 December 1998 (1997: USS$ 4.3
million; 1996: US$ 3.7 million).

Retirement and post employment benefits

The Company has voluntarily created a retirement benefit scheme under which it pays a
supplement to each employee up to a maximum of RUR 180 (US$ 10.90 as at 31 December
1998) (1997: RUR 160) per month, dependent the employee’s length of service. This liability
is not separately funded and is fully accrued for over the estimated service life of the
employees. Retirement benefit obligations are determined by management using estimated
actuarial valuations based on projected benefits.



OAO Severstal

Notes to the non-consolidated financial statements
(Amounts expressed in thousands of US dollars)
(1996 unaudited)

Earnings/(losses) per share

Earnings/(losses) per share were calculated by dividing the net profit/(loss) by the weighted
average number of shares outstanding during the year.

Net sales

Sales by product were as follows:

1998 1997 1996

Sales outside the Commonwealth of Independent States:
Rolled steel 1,028,408 1,172,285 1,021,095
Semi-finished products 24,846 - -
Cast iron - - 3,277
Other 4,452 24,748 68,011

1,057,706 1,197,033 1,092,383
Sales within the Commonwealth of Independent States:
Rolled steel 750,279 1,123,302 1,082,847
Cast iron 8,235 205 20,721
Chemical by-products 23,875 9,595 3,215
Other 34,321 176,378 184,230

1,874,416 2,506,513 2,383,396

Export sales by destination were as follows:
1998 1997 1996

United States of America 369,118 304,863 222,226
Europe, excluding Germany 198,341 73,955 42953
Central and South America 124,291 140,172 74,982
The Middle East 91,005 200,739 110,392
Germany 60,670 58,513 59,973
South-East Asia, excluding China & Taiwan 32,842 227,452 279,224
Taiwan 12,597 35,684 29,803
China 7,245 64,271 214,042
Others 161,597 91,384 58,788

1,057,706 1,197,033 1,092,383

10



OAO Severstal

Notes to the non-consolidated financial statements
(Amounts expressed in thousands of US dollars)
(1996 unaudited)

In the year ended 31 December 1998, Severstal’s sales were 7,487,524 tonnes, comprising
4,277,625 tonnes of exports and 3,209,899 tonnes of domestic sales. The biggest export
customers were:

Steel Coils Inc. accounting for 800,586 tonnes;

Cargill Ferrous International Inc. accounting for 634,233 tonnes;

Nova Steel Group Ltd. accounting for 468,989 tonnes;

First Royal Steel-Tex Corp. accounting for 280,454 tonnes ; and

Durfeco SA accounting for 271,411 tonnes.

The biggest domestic customer was OOO ‘BTS’ (Cherepovets) accounting for 755,375
tonnes.

Other operating income

1998 1997 1996
Special funding agreements 23,349 4,487 41,519
Remeasurement gain on  special
funding liabilities 21,012 3,756 15,086
44,361 8,243 56,605

The Company has special agreements with the taxation authorities to spend a proportion of its
tax liabilities on special projects, the costs of which are included in ‘Cost of sales’ and
‘Selling, general and administration expenses’. The unspent balances relating to these special
agreements are shown in the balance sheet. Since these liabilities are rouble denominated any
unspent amounts lose value in US dollar terms and give rise to a remeasurement gain as
shown above.

Net non-operating expenses

1998 1997 1996
Dividends received from non-current investments 7 1,052 423
Profit on disposal of long term investments 165 - -
Cancellation of social security fines 14,243 - -
Social expenditure (48,214) (45,979) (47,978)
Write-down of projects under construction (35,754) - -
Tax penalties (13,864) (11,771) (24,027)
Write-down of long term investments (13,790) (197) 2
Loss on disposal of property, plant & equipment (6,004) (3,652) (7,685)
Charitable donations (4,399) (2,792) (1,185)
Remeasurement loss on rouble cash balances (2,748) (1,825) (297)
Political donations (36) (348) (596)
Government obliged expenditure - 42) (1,378)
Accelerated amortisation of special funding - 21,214 -
Other (3,719) (17,433) 3,680

(114,113) (61,773) (79,041)
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