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Abstract

Jeronimo Martins is an international retail group based in Portugal, operating in the food
distribution and specialized on retail field. The company occupies a leading market
position in all the countries where the group operates due to value creation and sustainable
development strategies.

The objective of this study is to determine the enterprise and equity values of Jerénimo
Martins Group, by developing an equity report.

For that purpose, we analyze the company’s performance alongside its growth perspective
and all other factors that have a significant impact on the operational outcome. The
methods used to value the company where the Discounted Cash-Flow model, more
specifically, the Flow to Equity model because the weight of debt in firm’s capital
structure is not significant. As a robustness check, we use other Discounted Cash-Flow
models and Relative Valuation. In addition, we perform a Monte Carlo simulation to
evaluate the risk of the valuation.

We estimate that Jeronimo Martin’s enterprise value is between 9.290 € million and
16.231€ million, corresponding to a price target between 13.2 € and 25 €, which represent
a decrease of 20% compared with the stock price at 14 of October 2017. The Relative
Valuation estimates a price target of 10.15 €.

We recommend the investors to sell their stock of Jerénimo Martins Group.

Keywords: Equity research; Jeronimo Martins; Firm valuation; Equity value; Discounted

cash-flow (DCF); Monte Carlo simulation; Multiples.



Resumo

Jeronimo Martins é um grupo de retalho internacional com sede em Portugal que atua no
setor de Distribuicdo Alimentar e no Retalho especializado. A empresa ocupa uma
posicdo de mercado lider em todos os paises onde o grupo atua devido as estratégias de
criacdo de valor e desenvolvimento sustentavel.

O objetivo deste estudo ¢ avaliar o valor das acdes do Grupo Jerénimo Martins e calcular
o valor da empresa. Para alcancar uma conclusdo, foi realizado um relatério de equity
research.

Para este efeito, nds analisamos o desempenho da empresa juntamente com as perspetivas
de crescimento e todos os outros fatores que tém um impacto significativo no resultado
operacional. Os métodos utilizados para avaliar a empresa sdo Flow to Equity (FTE) e 0s
maultiplos comparaveis, visto que o peso da divida em relacdo as vendas é reduzido.
Tratando-se de uma analise robusta, usamos outros modelos Discount Cash-Flow, bem
como a Relative Valuation. Adicionalmente, realizamos uma simulacdo Monte Carlo para
avaliar o risco de avaliacao.

Nos estimamos que o valor da empresa da JM se encontra entre de 9.290 milhdes de euros
e 16.231 milhdes de euros, correspondente a um valor de 13.2 € e 25€ por acdo, que
representa uma queda de quase 20% quando comparado com o valor real das agdes a 14
de outubro de 2017.

Recomendamos os investidores a vender as suas a¢des do Grupo Jerénimo Martins.

Palavras-chave: Equity research; Jeronimo Martins; Firm valuation; Equity value;

Discounted Cash-Flow (DCF); Monte Carlo Simulation; Multiples.
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1. Introduction

Jeronimo Martins (JM) is an international group leader whose business focus in food
distribution and specialized retail in three different countries, Portugal, Poland and
Colombia. The main goal of the company’s is to provide quality services by reinforcing
the price competition, satisfying the expectations of their stakeholders and at the same
time contributing for the sustainable development in the regions where the company
operates.

In terms of performance, JM group has increased their value continually, especially
between 2012 and 2016, when JM opened their first store in Colombia and reinforced
their present in Portugal in Poland. By the end of 2016, JM had more than 3550 stores, of
which 221 are located in Colombia. The revenues have been increasing reaching a total
of €14.610 million in 2016. This was only possible due to its strategy based on Corporate
Responsibility, Value Creation and Sustainable Development.

In this study, we perform an equity research to evaluate the enterprise value of JM, as
well as the intrinsic value of its stocks. To this end, we analyze the business performance,
the financial data, opportunities and risks of the firm.

We apply the Discounted Cash Flow (DCF) model, more specifically the Flow to Equity
(FTE) model. We choose this method because the revenues are constantly growing and
the debt represents a small fraction of the capital structure of the firm. As a robustness
check, we apply the Weighted Average Cost (WACC) model and the Relative Valuation
by comparing the JM with its peers. Additionally, we perform a Monte Carlo Simulation
to understand the main drivers of growth.

At 14 October of 2017 JM stock price was € 15.760, we recommend that the investors

should sell their stocks, since we considered the prediction of € 13.2 more realistic.



This equity research follows the following structure : the next section presents the
literature review appealing to the importance of valuation and valuations models; section
three analyzes JM’s economics and financial performance; section four identifies the
business risks and opportunities that the company may face in long run; section five
presents the valuation methodologies and the assumptions; the last section concludes the

equity research and presents the recommendation to the investors.



2. Literature review

2.1. The importance of firm valuation

Valuation “lives” in the heart of finance (Damodaran, 2006). It can be described as the
process to calculate the impact of a company’s strategies and policies on value creation
(Fernandez, 2007).

Despite the several types of valuation, there are three factors that affect the firm value:
risk, cash and timing. For Luehrman (1997), managers who want to perform a valuation,
they need to value opportunities, operations and ownership claims. According to
Goedhart et al (2010) to create value the company must focus on market opportunities
and assess the industry sector where it operates. However, valuation not only includes
objective factors but also subjective and contingent factors (Neves, 2002).

The key role of valuation, as Fernandez (2007) stated, is to estimate the firm value and
its stock price and with these results recommend investors to sell, buy or hold their stocks.
Luehrman (1997) refers that valuation is not only used by financial analysts but also by

managers to determine the future strategies and resources decisions.

2.2. Valuation methods

In valuation, we must select the methods more appropriate for the company being valued.
As stated by Damodaran (2006 and 2012), the methods are divided into four groups:
Discounted Cash Flows (DFC), Relative Valuation, Contingent Claim Valuation and

Asset Based Valuation (Table I).



Table |

Methods used in valuation
Discounted Cash Flow (DCF) Relative Valuation Contingent Claim Valuation Asset Based Valuation

Equity Valuation Models: Multiples: Black Scholes Book Value
DDM - Dividend Discounted Medel FER. Binomial Value Liguidation Value
FTE - Flow to Equity BBV Beplacement Cost

Firm Valuation Models: EVBV
APV - Adjusted Present Value EV/EEITDA

EVA - Economic Value Added
WACC - Weighted Average Cost of Capital
Capital Cash-Flow

Source: Damodaran (2006 and 2012)

2.2.1. Discounted Cash-Flow (DCF)

Discounted Cash Flows (DCF) is one group of methods that estimates the intrinsic value
of an asset as a function of the future cash flow generated by the asset and not how much
it is worth it. The cash-flows are then discounted at a rate that describes their risk
(Damodaran 2006, Goedhart et al, 2005; Fernandez, 2007). The DCF method are the most
flexible and accurate methods. These methods are not only used to value firms but also
used to value other financial assets and have an important role calculating the Initial
Public Offering (IPO) price. They provide the initial price of the firm and their stock price

(Luehrman, 1998).

In the finance literature, there are several Discounted Cash Flows methods. We will focus
on the most used models: Equity Valuation Models and Firm Valuation Models

(Damodaran, 2006).

The models used in Equity Valuation are Dividend Discounted Model (DDM) and Flow
to Equity. Both models consider only the value to the equity investors and the cash flows
are discounted by the rate that best suitable for the equity risk of the firm, in other words,

the cost of equity (Damodaran, 2006; Fernandez, 2005)

The Dividend Discounted Model (DDM) is the oldest approach and it is relevant for firms

that pay a constant growing dividend (Foerster, Sapp, 2005; Farrel, 1985), however, the
4



main disadvantage of this method is its variability with the inputs (Damodaran, 2002).
Williams (1938) was the first to find that there was a connection between the value of the
shares and its dividends. The theory was created by Durant (1957) subsequent analyzed
by Gordon (1962) who created the Gordon Growth model. Flow to Equity Model (FTE)
is not a radical departure from the DDM, the different is that the FTE model considers all
the potentials dividends. Not only it includes the distributed dividends but also the
dividends that the company created and did not distributed. As Steiger (2008) state, this
model is only suitable for the equity holders. This model is usually used to value financial
institutions and help in decision in shareholders restructuring. In both cases is important
to follow a close approach of mutual evaluation of operational and financial decisions
(Goedhart et al 2005a). In the FTE model, the firm has low levels of debt and it assumes

that they will not vary much over time (Damodaran, 2006).

The Firm Valuation, Models estimates the value the whole company by analyzing all the
cash flows related to shareholders and creditors and discounting them at the appropriate
cost of capital (Damodaran 2006). The most used models are Weighted Average Cost of
Capital (WACC) model, Adjusted Present Value (APV) model and Economic Value
Added (EVA) model. These models are based on the Free Cash-Flow to the Firm (FCFF),
which is described as the amount of operating cash flow remaining after reinvestments
(Fernandez, 2007), or the amount of cash that the company has after reinvestments or
operations (Brealey et al. 2006). The cash flows equal the operating earnings, after taxes,
and after the necessary reinvestments, and before paying any debs (Damodaran, 2006;
Fernandez, 2002 and 2007). The value of the firm is calculated by dividing the cash flows
result by Weighted Average Cost of Capital (WACC) rate (Sabal, 2005; Luehrman
1997b). According to several authors, the WACC model should only be used by

companies that aim for a debt-to-capital ratio constant over time (Damodaran, 2002 and



2006; Fernandez, 2002; Miles & Ezzell, 1980). Goedhart et al (2005a) state that this
model should be used when valuating firms with several businesses and in valuating of
investments projects. The EVA model, as Damodaran (2006) describes, it an example of
excess return model, which results from the investments made. In other words, EVA is
used by companies to estimate the value to the shareholders by calculating the residual

and performance income of their investments (Brealy et al, 2008).

The APV model, like the WACC model, values the overall business. Myers (1974) was
the first to discover this model. Since the APV model is one of the most direct, flexible,
trustfully and versatile models (Luehrman, 1997), the managers can use this model to
understand and analyze the value of firm in a different perspective. To calculate the APV
model, we must compute the tax shield. As Sabal (2007) state, the tax shield should be
estimated period-by period, which would make the result more trustworthy, so having a
constant tax rate, as in the WACC model, is no longer the better option. However,
Damodaran (2006) considers that the APV model has several disadvantages such as the
accuracy of the assumptions, the tax shield can only be computed for profitable company

(Brealey & Myers, 1996).

2.2.2. Contingent Claim Valuation

Contingent Claim Valuation uses the option pricing models such as the Black-Scholes
model and the Binomial Pricing model (Damodaran, 2012). The use of this method in
company valuation, helps the firms to predicts the value of certain opportunities that the
company can take in the future. However, some authors consider that the contingent claim
valuation is costly and less intuitive and the final value can have more estimation errors
than the DCF models (Damodaran, 2012; Luehrman, 1997a). Nevertheless, Copeland and

6



Keenan (1998) refer that besides all the problems, the option pricing models are a better

tool than the DCF model.

2.2.3. Assed Based Valuation

Asset Based valuation calculates the company’s value through the value of its own assets

(Fernandez, 2007).

In this method, there are three types of valuation. The first is Liquidation Value, which is
the sale profits of the assets hold by the company. The second is, as Meitner (2006) state,
the Replacement Cost that represents the cost to substitute all the assets that a firm has
today. The third type is the Book Value, which evaluates the value of the company by the
accounting value of its assets (Damodaran, 2012). The disadvantage of using the asset
based valuation is that this method does not considers the future evolution of the company
or the markets, they only can determinate the value of the company in a certain moment

in time (Damodaran, 2006; Fernandez, 2002).

2.2.4. Relative Valuation

The Relative Valuation model values a company based on the values of similar company

in the market (Damodaran, 2006 and 2012).

This method is divided in three steps. The first step is to search for companies that work
in the same industrial areas or sector, with similar risk, growth expectations and same
cash flows level as the company in question. The second step is to use the research on

market prices and make a system that can produce unique variable prices that can be



comparable. The third and last step is to adapt the system to differences across the

companies.

The Relative Valuation model assumes that the markets are efficient. This is the easier
model and it provides a faster estimate of the value of the company. However, it is only
possible to compute this model if there are enough comparable firms. Nevertheless, as
Damodaran (2006) states, the definition of a comparable company is subjective. In fact,
it depends in the assumptions used. For this reason, this method is used as a complement
or a second phase to the DFC model (Goedhart et al, 2005b; Fernandez, 2007). According
to Fernandez (2013), the principal and most common used multiples are divided into three

groups. Table Il presents the multiples.

Table 1l

Multiples

Multiples based on the company's  MMultiples based on the company's Growth-referenced multiples

capitalization (Equity Value) value (Equity and Debt Value)
E.g: E.g: E.g:
1z2 Value ! . .
Price Earning Ratio (PER) E‘:BIEIE;D _iu to EBITDA Prce Eaing to Growth (PEG)
ize Value :
Price to Book Value (PBV) Enterprise Value to Sales (EV/Sales) i orPrise Value to EBITDA

Growth (EVEG)
Price to Sales (B/S)

Source: Fernandez (2013)

The choice of the most adequate multiples depends on the specific characteristics of the
company and the market where the company operates (Fernandez, 2013; Lie, 2002).
However, Liu et al (2002) consider that the multiples evaluate different levels of
performance. This implies that a company should choose several multiples to better

describe and evaluate the different levels of performance.



3. Company overview

Jeronimo Martins (JM) operates in the food distribution and specialized retail. JM has

more than 3550 stores located in three countries: Portugal, Colombia and Poland.

3.1. History

In 1792, JM was created and opened a single mini market in the center of Lisbon. After
186 years and different owners, in 1978, the owners of JM made one of the most important
decision of the company, entering the modern food distribution in Portugal with the
creation of Pingo Doce. Pingo Doce stores were opened in 1980. In 1989, the JM group
dispersed 15% of their shares in the NYSE Euronext Lisbon through a Public Offer for
Sale, since then, the value has increased and about 35% of their capital is dispersed in the

market.

The internationalization began in Poland, in 1994, with the purchase of cash and carry
Eurocash in Poland. Shortly after the purchase, the process “Biedronka” was on the move.

Nowadays, is the largest supermarket chain in Poland.

In 2011, the group announced a new destiny for their internationalization, Colombia.

Only in 2013, the firm opened the first stores with the name of Ara.

Between 2012 and 2015, JM saw the financial crisis as an opportunity to change their
strategies points and reinforce their market position in Poland and investing in Colombia.

In 2013, JM stock price reached a maximum value of €18.47.



In 2016, JM counts with more than 3550 stores, which 221 corresponds the total number
of stores in Colombia, a stronger market present in Portugal and in Poland, reaching

14.610 million in revenues.

3.2. Strategy and operations

The core business of JM includes the business segments: retail and wholesale (food

distribution) and specialized retail concepts.

In the retail segment, JM is leader with the insignias Pingo Doce in Portugal and
Biedronka in Poland, Retail is also composed by ARA stores in Colombia. JM plans to

expand the ARA stores in the near future.

In the wholesale segment, JM operates through Recheio, which represent almost 20% of
the sales in 2016 just in Portugal and 6% of total sales. In terms of sales, the retail and

wholesale segment contributes almost with 98.85% of the total sales, see Table IV.

In the specialized retail concepts segment, JM operates through the concepts: Hussel and
Jeronymo coffee shop, both implemented in Portugal, and Hebe drugstore, created in

Poland. This segment has a marginal contribution for the total sales of the group.

Table Il presents the JM business segments and insignias.

Table 111

JM Business Unit Sales

Operation' Country Poland Portugal Colombia
Food Distribution Biedronka Pmgo D?CE ARA
Recheio
Specialized Retail Hebe drugstore Hussel
Jeronymo coffee shop
Sales Margin (Average) 66% 33% 1%

Source: JM

10



Table 1V represents the evaluation of sales by operation between 2012 and 2016.

Table IV

JM Operations Sales by business segments

2012 2013 2014 2015 2016
Food Distribution ~ $9.09% 38.,99% 98.82% 98.81% 98.85%
Specialized Retail 091% 1.01% 1,18% 1.18% 1.15%

Source: JM

JM’s strategy relies on three axes: Corporate Responsibility, Value Creation and
Sustainable Development. Corporate Responsibility is based on the improvement of the
quality of life in the regions where the group has business, with the task of suppling
healthy food products and more solutions, fighting for human rights and working
conditions, preservation of natural resources and reassuring a more cohesive and balanced
social fabric, based on the actual financial situation of the countries where JM operates.
In Value Creation, JM strategies rely on balance sheet strength, risk management,
economies of scale and synergies and innovation to gain competitive advantages.
However, the main objective of these aspects is to achieve the leading position in every
country where JM operates. JM also focus on the development of the current and new
chains and brand and a constant growth of the business units, in terms of sales and
margins. To reach these objectives, JM group is following several lines of action. They
include improve operational efficiency, identify new opportunities for a profitable
growth, incorporate technological updates and a reinforce lead in turns of price
competitiveness. In terms of price, JM strategy relies on the brand reputation in the
quality-price of their products, which represent an advantage compared with rival
companies, Furthermore, JM strategy for expansion is based on the increased of stores,

especially in Colombia.

11



Sustainable Development is based on involving the social and environment concerns into
the value chain, in order to reach a sustainable development, JM defined several priority
commitments such as promoting health through food, supporting the surrounding
communities and respect the environment of the communities in the regions where JM

operates.

3.3. Economic and financial performance

The focus of JM growth was in Food Distribution with operations in Portugal, Poland and
Colombia. The Figure 1 presents JM Distribution of sales from 2012 until 2016. In 2016,
Poland was the country with the major value with 68% of JM total output and since 2012,
the output in Poland as increase constantly. In 2016, Portugal had a total of 31%, however,
since 2012, the output from Portugal as decreased a total of 6%, the remaining output had
part in Colombia with only a total of 2% which is expected since the first stored to open

in Colombia was in 2013.

80,0%
A— A—
60,0%
40,0%
) Colombia
20,0% Portugal
Poland

0,0%
2012 2013 2014 2015 2016

u Poland 63,3% 65,6% 67,2% 67,8% 67,7%

®mPortugal = 36,7% 34,2% 32,3% 31,3% 30,7%

#@Colombia’  0,0% 0,2% 0,5% 0,9% 1,6%
uPoland m®mPortugal ®Colombia

Figure 1- JM Distribution of Sales 2012 — 2016

Source: JM
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The Table V presents the JM main indicators from the income statements since 2012 to
2016. According to the table, the total revenues in 2016 increased by 6,51% as a result of
a growth in all business areas, in particular, the growth in 6.25% of Biedronka. In 2013,
the total revenues had a deceleration due to inflations, deceleration of economic growth
and the change of the customer patterns. In term of EBITDA, in 2014 JM had decrease
of almost 6% caused by a high level of food deflation in Portugal, Poland and the impact
of new investment in Colombia and in Poland, ARA and Hebe, respectively. In 2016, due
to a continuation of high level of food deflation and a significantly increase of personnel
costs in Portugal and in Poland, the EBITDA only increased 7.78% compared to the
results obtained in 2015-2014 which was 9.06%. Jerénimo Martins Earning Before
Interests and Taxes (EBIT) in the first two years, 2012 and 2013, as an increase tendency,
however, between 2013 and 2014, the value of EBIT dropped significantly, which may
be due to the increase of operational costs. Between 2014 and 2016 the EBIT shown an
increase tendency due to the increase of sales and services. Net Profit, in 2014, contracted
by 17% in comparison with the value in 2013, this contract was mainly due to the increase
of operational cost, in 2016 the net profit increase almost 10% due to sales growth,

balance sheet solidity and cost control.

Table V
JM Main Indicators of Consolidated Income Statement 2012 — 2016

Income Statement Consolidated 2016 g 2015 g 2014 z 2013 g 2012
Total Revenues 14621 000 6.51% 13727000 826% 12680000 7.19% 11829000 10.73% 10683 000
EBITDA 261 819 1.78% 799 644 9.06% 733 246 -5.65% 777 134 5.08% 739 586
EBIT 535576 10,18% 486 107 825% 449075 -1447% 325043 4.58% 502 057
Net Profit 393 348 9.87% 358 208 10,19% 325078 -1719% 392 542 7.16% 366 326
Source: IM

The Figure 2 represents JM’s revenues between 2012 and 2016.

Thus, in Portugal, the revenues increased by 1.2% in 2014 versus 3.21% in 2013, This

difference is due to high level of food deflation especially in the second and third quarter.
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JM kept their strategies of quality and variety of products and achieved a 1.7% of total
revenues and a 1.2% like-to-like. In 2016 and 2015, the revenues increased by 4.26% and
4.89% obtain in 2015, respectively. This increase was possible due to the competitive of
food retail strategy promotions relying in. In terms of revenues, Pingo-Doce had an
increase of 4.4% and a like-for-like of 1.2% in relation to 2015 while, Recheio had a

revenues growth of 5.9% in relation to 2015.

In Poland, the revenues registered an increase of 9.75% in 2014 versus 14.7% in 2013,
this different is due to food deflation of 0.9%, besides the investment in 194 new stores.
The increase in sales, the like-for-like had a negative value of 0.8% but in terms of volume
sales, Poland recorded a gradual improvement over the quarters. In 2016, it occurred a
deceleration in revenues of 6.42% comparing to 9.24% in 2015. Beside this different, the
like-for-like recorded a growth in almost 10% with influence of negative inflation. The
almost 6.5% growth in revenues was due to an increase in Poland minimum wage, a new
allowance for family with more than one children and with constant innovations in market

approach.

Colombia account for a small position of JM consolidated total revenues. In 2013, ARA
accounts of 0.2%. In 2014, the revenues increase to 66 million, a growth of 214%. In
2016, ARA closed the year with a revenue of 236 million which represents a total growth

of 93%, this growth was mainly due to an increase in the number of stores.
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Figure 2- JM Revenues and number of Stores between 2012 and 2016

Source- IM

The Table VI represents the main financial statement indicators from the consolidated JM
between 2012 and 2016. Thereby, the Net of debt has increased continuously from 2012
until 2013, mostly due to an increase in medium long-term debt. In 2016, JM repaid the

medium and long-term debt and added a short-term debt due to future Colombia strategy

operations.

JM Net Debt/Equity ratio was stable between 2012 until 2014. In 2014, JM had an

increase of 20%. Furthermore, in 2016, the result suffers a major decrease with a result

of negative 12%.
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Table VI

Jerénimo Martins Financial Statement Consolidated 2012 — 2016

Financial Statement Consolidated 2016 =4 2013 =4 2014 =4 2013 =4 2012
Equity 1900511 2494% 1393219 -2.77% 1638691 645% 1339366 249% 1501926
Debt 180872 -7420% 700933 -763% T38977 1.62% T46852 4.15% TIT106
Assets 5464064 248% 5332715 310% 5172421 415% 4966370 408% 4771711
Cash & Equivalents 422834 427%% 441683 256% 430660 1587% 371671 -091% 375072
D/E 994 - 44% - 46% - 49%; - 48%
Net Debt -240 685 -192.79% 259373 -21.63% 330044 -11.79% 375181 9.69% 342034
Net Debt Equity -12% - 16% - 20% - 24% - 23%
Source: IM

Jeronimo Martins, SGPS, SA with a ISIN code of PTJIMTOAEOQQ01 is currently in PSI 20
stock market with a weight of 11.70%, PSI ALL-SHARES with a correspond weight of
17.70% and PSI consumers services with a 65.38% of weight, Bloomberg and Reuters.
In terms of Iberian, JM as a weight of 1.33% in the Iberian index.

As we can see in Figure 3, the stock prices of Jeronimo Martins group as since 2012 to
middle 2013 as increased constantly until it reaches the max value, since the beginning
of JM stock price history, of € 18.47 in 25 of April 2013. However, between middle 2013
to 2015 the prices as gone to a lower of € 7.110 at 3 of November 2014, after reaching
the lower value, the stock prices since that day as increased until reaching a higher value
of €18.010 in 07 of Jun 2017. At 14 October of 2017, the stock price of Jeronimo Martins,
SGPS, SA was € 15.76 which correspond a decrease of almost 20% compared with our

prevision € 13.2.
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Figure 3- Jeronimo Martins Stock Prices

Source: https://www.euronext.com

3.4. Future strategies

The JM group strategies for the future, relies on the same plans already explained in
section 4.3., that is, promoting better health through food, through better brand products,
providing healthier solutions and giving more information to its customers. To respect
the environment by reducing the carbon emissions and reducing the quantity of water
used per year. Buying with responsibility, means that 80% of the total purchases of JM
group are from local suppliers, for all insignias.

In terms of Financial strategies, JM group intends to keep investing in all three countries,
especially in Colombia, which is the only country where JM is not already a leader in the
market. However, the economic growth rate of Colombia, according to predictions, is
going to fall and this could represent a risk. Another strategy is to keep investing in new
types of products and manufacturing more brand products. Furthermore, according to the
previous president of JM Group, Alexandre Soares dos Santos, JM intended to expand to

other countries in two or three years’ time.
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4. Business risks and opportunities

In this section, we will shortly describe the macroeconomic context of the main regions

where JM operates: Europe and South America.

4.1. Macroeconomic framework

First, we begin by analyzing the macroeconomic performance of Portugal and Poland,
since both are part of Europe.

In 2012, Europe faced a financial crisis with a gross domestic product (GDP) contracting
of 4.0% compared to 1.8% in 2011. To overcome the financial crises it was implemented
tight budgetary policy that caused a growing deflation, higher number of unemployment
and lowest interest rates. However, in 2015, European Central Bank (ECB) started a plan
to restart the economy by fixing low inflation rate and increasing the private consumption
with the goal of stimulate the economy, not only in the Euro Zone but in the rest of the
world.

As stated by Ocampo (2013), in Colombia, since 1990, the government did a large
investment in economic private sector and spend a large quantity to invest, in particularly
social services. In 2013, the financial global crisis hits Colombia with a problem of
managing due to a constant insecurity in international economic environment and caused
by local long-term trends, such as, the loss of competitivity in the sectors of agricultural
and manifesting and the major problem of internal inequalities. Furthermore, in order to
achieve a higher economic growth, Colombia had to reform their social and economic

policies.
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In terms of Economic growth, Portugal and Poland represent a bull effect, unlike
Colombia economic growth, which represents a bear effect.

Since 2010, the GDP of Portugal fall constantly until 2013. In 2014, the Portuguese
economy was growing due to a real increase of the GDP of 0.9%. Furthermore, Portugal
had an increase of 1.8%, in 2015. In 2016, the GDP of Portugal had an increase of 1.5%.
The forecasts for the Portuguese economy growth is positive, since the expected value

for 2018 is between 4% and 5% (Figure 4).

10

2008 2010 2012 2014 2014 2018

Figure 4- Portugal GDP Annual Growth Rate

Source: www.tradingeconomics.com

Unlike Portugal, Poland had a constant positive economic growth, only in 2012 it has a
reduction of 5% to 1.6% and to 1.4% in 2013. However, in 2014, there GDP increased to
3.3% and consequently in 2015 to 3.8%. In 2016, Poland had a growth rate of 2.8%.
Regarding the future, has expected, a similar evolution as Portugal, that is, a constant
increasing of GDP and in 2018 is expected a GDP annual growth rate of 4% to 5% (Figure

5).
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Figure 5- Poland GDP Annual Growth Rate

Source: www.tradingeconomics.com

Between 2010 and 2011, Colombia had a real growth rate of 6.6%, however in 2012 it
has dropped to 4.0%. In 2013, it raised again to 4.9%. However, from 2013 to 2016, it
had a deceleration up to 2.0%. In terms of forecast, the expected scenario for Colombia

is a slowdown of 0%-0.5% (Figure 6).

10

2008 2010 2012 2014 2014 2018

Figure 6- Colombia GDP Annual Growth Rate

Source; www.tradingeconomics.com
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4.2. Sector framework

The retail market, in Portugal, since 2012 and 2013 has suffered a slowdown, due to a
high level of unemployment and the restriction implement by the International Monetary
Fund (IFM) which cause a decrease of Portugal GDP (figure 4) and a decrease in the
consumer confidence. However, the growth rate of the retail market in 2013 was 1.8%
compared with 2012. In 2014, the retail market had the first positive signal that it was
growing but the high level of unemployment and the deflation of the prices caused a
reduced growth. In 2015, the real GDP as increased which caused a slow growth in the
retail market and an increase of Portuguese confidence in the economy. In 2016, the food
retail had a growth of 4,2% compared with 2015, this growth was due to an increase of
real GDP, a decrease of unemployment and an increase of Portuguese’s confidence in
Portugal economy.

In Poland, the food retail market registered a growth of 1.5% in 2013, even with a
decelerated GDP growth (Figure 5), the fact the cost of life was more expensive in Poland,
several independent company had to close their stores. In 2014, with the acceleration of
the Poland economy growth, the food retail market increased by 2.3% compared with
2013, mainly due to a grew of private brand consumption. In comparison with 2014, in
2015, the food retail market increased by 2.1%, mainly due to a continues growth of real
GDP and the prices deflation. In 2016, besides the slow growth of GDP, the food retail
market registered an increase of 4.2% compared with 2015.

In Colombia, the food retail market grew by 4.2% in 2013, compared with the 3% growth
in 2012. This growth was mainly due to an increase of real economic growth. In 2014, it
opened more than 300 stores of retail, which cause an increase on the food retail market

of 8.6%. However, in 2015, the food retail market had a small increase of 5.1% and the

21



opening of 197 new stores, which represent the deceleration of Colombia real GDP
growth. In 2016, beside the deceleration in Colombia economy, the food retail market
registered an increase of 7.4% compared to 2015.

The forecasts for Portugal and Poland is to increase their food retail market, since the
historical data proves that the increase in the food retail market is directly related with the
increase in the real GDP growth. On the contrary, the forecast of Colombia retail food

market is to slowly decrease alongside their economy deceleration.

4.3. Strategic analysis

The main strength of JM relies on being a market leader in retail distribution in Portugal
and Colombia, and also market leader of wholesale in Portugal. The group has a
diversified stores and efficient and skilled operators. The weaknesses are the lack of
countries where JM’s operates, this represents an incapability of having global impact,
the constant rotation of their employees, due to the part time programs especially in the
summer vacations, the lack of stores in Colombia and small probability of increasing the
market share in Poland, since JM has a group already dominating market position. The
growth in the emerging economies represents an opportunity for JM. The possibility of
expanding the number of stores in Colombia, the increase in the demand of JM brand
products represents a possible investment in new brand products, new technology and
new sales methods. The possible concerning threats the company may face are lower
profitability, due to growing competition, the increase of fuel prices and due to the
competition services, in order words, the increase cost in exportation and importation.

Table VII presents IM’s SWOT analysis.
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Table VII

SWOT Analysis

Strengths Weaknesses
Multiple store format; Constant rotation of their employees;
Leader in retail in Portugal and Poland markets; New methods of sales and new technology;
Leader in wholesale in Portugal;
Strong market reputation;
Efficient and skilled operations;
International operations;
JM brand products;

Opportunities Threats

Expand their brand products; Increasing cost of gas and shipping fees;
International expansions; Increasing costs of raw materials;
New methods of sales and new technology; Decrease of GDP in Colombia.

Increasing the number of stores, especially in Increasing of services from competitions;
Colombia;

We also performed the five forces of Porter, which is represented in Appendix 1.

4.4, Industry

Between 2012 — 2017, the Food Retail & Distribution industry’s increased constantly
their growth of sales, due to the increase of economic growth rate and the confidence of
the customers, the increase of competition, which represents a threat for the JM group,
and the growth of new methods of selling.

The Industry of JM outcomes from a Joint Venture between Jeronimo Martins and
Unilever, which JM as 45% of the company and Unilever has the remaining, 55%. With
this Joint Venture, the group manufactures several brands in Portugal, such as, Ola, Dove,
Knorr, Planta and Gallo. The Join Venture represents a major opportunity, since JM can
benefit of selling and represent such brand that have a global reputation. Meanwhile, the
Unilever benefits for having a partner which is the market leader in Poland and in

Portugal.
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5. Valuation

In this section, we define the valuation methodologies and the key value drivers to
estimate JM’s firm value and stock price by using the Discounted Cash Flow (DCF)

model and Relative Valuation model.

5.1. Discounted Cash Flow Method

DCF model is a method used by several financial analysts, to calculate the firm value.

To apply this model, we use JM’s consolidated financial reports between 2012 to 2016.
We choose the Flow to Equity (FTE) model, as JM revenues are constant overtime and
since the debt accounts for a small weight in the firm capital structure. Furthermore, we
also estimated JM’s firm value using the Weighted Average Cost of Capital (WACC)

model.

In the next sub-sections, we define the key value drivers used in this valuation.

5.1.1. Cost of equity

To compute the cost of equity (R,), specified in the Equation 1, we use the following
assumptions:
[1] (Re) = Ry + (Levered Beta = ERP)

1. Risk-free rate () is the yield to maturity of Germany government bonds with 10

years maturity. The value obtained was 0.208% using as source the Bloomberg

platform (see Figure 7).
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Figure 7- Risk-free rate of Germany government bonds 10 years maturity

Source: Bloomberg

2. Therisk premium (Erp) is the weighted average of the total Equity Risk Premium
(based on Rating) of the countries where the firm has operations (Portugal, Poland
and Colombia). Table VIII presents the calculations of the equity risk premium.
The equity risk premium is 7,64%.

Table VIII

Equity Risk Premium

Portugal Poland Colombia

(1) "Mature" Market Equity Risk

. . 5.69%a 5.69% 5.6%9%
Premium (Based on Rating) 0T 20T BT

(2) Country Risk Premium 355%  121%  2.71%
3) Total Equity Risk Preminm d
(3) Total Equity g (Basedon o) 00  690%  8.40%
Rating)
Formula (3 =(1)+(2)
4} Weighted of Total Equity Risk
(4) Weighted of Total Equity 283%  467%  0.14%
Premnun
(5) Total Equity Risk Premium JM (Risk 7 64%

= S
Premium)
Formula (5) =(Sum of 4 )

3. To obtain the levered Beta (f5;,), we use equation (2). We use the unlevered beta,
retrieved from Damodaran (2017) of 0.53 by the marginal tax rate of 23.73% and
the net debt divided to equity ratio of -4.19%. In the end, the levered beta equals

to 0.51.
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Net Deb
[2] Levered Beta () = Unlevered Beta (By) [1 +(1-1) ( ;;u;yt)]
Table 1X presents the Cost of Equity. The cost of equity is 4.10%.
Table IX
Cost of Equity (Re)
Jeronimo Martins

(1) Rf (OTS Germany) 021%

(2) Total Equity Risk Premiun JM (Risk Premium) 7.64%

(3) Levered Beta (Calculated) 051

(4) Cost of Equity (CAPM) Re 4.10%

Formula @H=+2*3)

The cost of debt was also calculated in order to perform other models, see appendix 4.

5.1.2. Revenues assumptions

To estimate the revenues between 2017 and 2019, we used the average nominal growth
rate since 2012 until 2016 for each insignia of JM (see Table X). Furthermore, for the
perpetuity calculation, we use the forecasted economic growth rate for each country.
Poland economic growth rate will be 1.1% and was used for Biedronka and Hebe.
Portugal economic growth rate will be 2.5% and was used in Pingo Doce and Recheio.
Colombia economic growth rate will be 0.7% and was used in Ara. For the other
adjustments, we could not divide it by country, thus we use the forecast for the eurozone

of 1.8%, since most of their sales in 2016 were done in Europe.
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Table X

Revenues

016 2015 014 2013 012 Average
Biedronka 0781 9206 8432 7703 6731 ]
g 625%  018%  046%  14.44% - 9,83%
Pingo Doce 3558 3407 3234 3181 3063
g 443%  535%  167%  3.85% - 3,83%
Recheio 87 520 799 805 )
g 501%  37%  075%  164% - 2,64%
Ara 236 122 66 21 ]
g 0344%  8485% 21420% - - 130,86%
Hebe 122 100 87 59 Ep)
g 2.00%  14.94%  4746%  8438% - 42,19%
E;ﬂ::;i];:imm 16 63 62 60 63 ]
g 2698%  161%  333%  -7.69% - 7,43%

M Consolidate 14 621 000 13 727000 12680000 11 822000 10683000 3032%

Growth Sales and

3194 26% T.19% L 13% - -
Services Delivery 6.31% 3.26% 1995 10, 73%

Source: JM

5.1.3. EBITDA assumptions

To estimate the EBITDA, we analyze the EBITDA margin for each JM’s insignia. We
compute the historical average between 2012 and 2016.
Table XI presents the historical nominal growth rate. We also calculate the EBITDA

margins for each insignia of JM, presented in Table XII.
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Table XI

Assumption

2012 2013 2014 2015 2016 Awverage

EEITDA T30386 TTT134 733246 790644 361819 -
EEITDA /Sales 6.92% 6.57% 378%% 35.83% 3899 620%
EBIT 302037 325043 449075 486 107 333578 -
EEIT/Sales 470% 444% 3354% 354% 366% 3.08%
Interest Paid -12393 21662 -20268 -11312 -12039 -
Results before Interests (EEBI} 482 664 3503 381 422807 474795 3233517 -
Income Tax 116338 110839 103729 116 587 129 %69 -
Tax Rate 24100 2202% 24199 2456% 2483% 21.00%
Net Income 366 326 392342 323078 338208 303 548 -
Source: JIM
Table XII
EBITDA by insignia
EEITDA 2016 2015 2014 2013 2012
Biedronka TOT000 641000 S73000 600000 3552000
Margins T12% T0%% 6.8% 7.3% 8.2%
Hebe 14000 13000 13000 10000 33000
Margins -115% -130%  -149%%  -169%  -1031%
Pingo Doce 192000 183000 127000 133000 171000
Margins 3400 532% 578% 373%  538%
Eecheio 47000 44000 42000 47000 50000
Margins 333%  551%  3246% 384%  631%
Ara AT000 42000 44000 -31000 -
Margins -19.02%;  34.43%  -G667% -147.62% -
Others adjustments of consolidate -23 181  -18336 -11734 -11866 @ 414
Margins -304% -281%  -190%  -19.8% -0.6%
Source: JIM

5.1.4. Capital Expenditures and Depreciations Assumptions

Capital Expenditures (CapEXx) is the difference of gross fixed assets from one year to the

other, which means the investments and reinvestments made in one year. In this case, we

used the historical data for the ratio CapEx/Sales between 2012 and 2016.
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Fixed assets include the tangible and intangible assets. CapEx is computed using Equation
3:

[3] CapEx = Gross Fixed Assets,,_; — Gross Fixed Assets,,

We assume that the CapEx/Sales equals to 1.4%. We assume that JM is going to invest
in short, median- term, in Colombia.

Table X111 presents the CapEx assumptions.

Table XIII

Gross fixed assets and CapEx

2012 2013 2014 20135 2016 Average
Gross Fixed Assets 40900615 3203043 56441043 35008075 63004637 -
CapEx - 204 328 45102 357030 302 562 -
CapEx/Sales - 251% 2.74% 2.62% 2.10% 1.40%

Source: JM

Depreciations, Amortizations, Provisions and Impairment were calculated using an

average of the historical data. The estimations are present in Table XIV.

Table XIV

Depreciations, amortizations, provisions and impairment

Depreciations, Amortizations, Provisions and Impairment 2012 2013 2014 2013 2006 Average
(1) Amortizations and impairments 1633 560 1837165 2061 527 2298 166 2 490204 -
(2) Variation in Amortizations and impairments - 203605 224362 236639 102128 -
Vartation in Ameortizations and impatrments - 407 424% 419 320% 3.93%
(3) Provizions 00830 77049  B1828 83047 213582 ]
(4) Varations in Provisions - -21 910 3879 2119 -62 363 0
Varation in Provisions/Sales - 019%% 0,03% 0,02%  053% 0.17%
(3) Depreciations and Ameortizations 221124 249280 276746 204484 204240 -
(6) Variation in Depreciations and Amortizations - 28156 27466 17738 2233 -
Variation in Depreciations and Amortizations/SALES - 024%  022%  0,13% - 0,13%
(7) Total Depreciations, Amortizations, Provisions and Impairment ] 2164394 2420101 2676 397 2 806 123
Formula (M= + 3 +(3)
(8) Variation Depreciations, Amortizations, Provisions and Impairment - 200 851 235707 256496 120328 -
Formula B=Q)+H+(6)

Source: JM
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5.1.5. Changes in Working Capital Assumptions

The forecasted values for the working capital of current assets and current liabilities are
presented in Table XV and Table XVI, respectively. We compute the average of each
working capital item by sales. The Net Working Capital is presented in Table XVII, which
corresponds to the current assets subtracted by the current liabilities.

Table XV

Working Capital Assets

Working Capital (Assets) 2012 2013 2014 2015 2016 Average
474056 374562 372004 638335 T1S6I1S
Wariation of Inventory / Sales - 0.85% -0.02% 0.48% 0.55% 0.535%
(2) Deferal and Clisnts 232 677 253578 313463 277275 311130
. 0,18%  047%  026%  023%  0.15%

(1} Inventory

Variation of Deferal and Clients / 3ales
47 652 41 126 2217 1373 2037 -

(3} Income Tax
Variation of Income Tax /| Sales - 0,055%  -0.307%  -0.006% 0003% 0.005%
(4) Working Capital Assets T34 335 B8p0 606 B3T7 634 0916937 1031785 -
Formula =1+ 2y+(3)
Source: JIM
Table XVI

Working Capital Liabilities

Working Capital (Passive) 2012 2013 2014 2015 2016 Average
2232472 2477738 2616004 2 871717 3 166 527 -

(1} Craditors, Accruals and Deferrad
Wariation of Craditors, Aceruals and
o i - 2.07% 1,08% 1,36% 2.02% 1.76%
Diefarrad / Salas

127085 65794 14514 27559 44 644 .
- 0,52% -040%  010%  0,12%  -0.18%

(2} Income Tax payabls
Wariation of Income Tax payabls / Sales

2359557 2543332 2630518 2899276 3211171 -
Ey=(1)+(2)

(3} Working Capital Liabilities

Formula

Source: JM
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Table XVII

Net Working Capital

Worling Capital 2012 2013 2014 2015 2016
(1) Working Capital Assets 754385 869606 887684 G16587 1031785
(2) Working Capital Liabilities 2359 557 2543532 2630518 2899276 3211171

(3} Mat Worldng Capital 1805172 -1 673 836 -1 742 834 -1 6982289 -2 179 386

Formula Gy=(1¥+(2)

Warition in MW -63 664 -G8 098 2304535 197087
Source: JM

5.1.6. Tax Rate Assumptions

Using the historical data since 2012 to 2016, the average effective tax rate is 23.94%. We

use, the marginal tax rate of 21% plus surtax rate of 1.5% and plus the state surtax rate

3%, the total is 25.5%.

5.2.

Firm value

Table XVIII presents the JM’s Free Cash Flow to Equity (FCFE). The balance sheet and

income statement between 2012 to 2016, is presented in Appendix 5 and the forecasted

income statements are presented is Appendix 6.

Table XVIII

Free Cash Flow to Equity

FCEFE 2012 2013 2014 2015 2016 2017 2018 2019 Perpetuity
(1) Net Income 366326 302342 325078 338208 303545 410661 400066 304287 401 834
(1) Variation of Depreciations,
Amortizations, Provisions and 200851 233707 2564%% 120328 236002 265646 276670 233423
Impairment
(3) CapEx 206328 345102 357030 302362 223384 233445 2063542 202 381
(4) Variation in NWC -68 664 -08 008 -230433 197007 140 907 -158 451 -185 394 -104 356
(3) Variation of Net Debt 33147 44237 71371 500038 78638 -148 367 231435 7344
(6) FCFE 407876 260444 4253538 -82447 669034 432251 328383 4942390
(1+Re) - 1.04 1.08 1.13 1,13
Formula (6)=(1)+{2)-(3)-H+(3)

FCFE are computed using the following formula:
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[4] FCFE = Net income + Depreciation — Capital Expenditures —

A Working Capital + (New Debt Issued — Debt repayments)

The result obtained in 2016 is due to a repaid the medium and long-term debt and added

a short-term debt.

After we obtained the FCFE for the explicit and perpetual period, the values were
discounted by the cost of equity. To obtain the equity value, we must subtract the minority
interest. We reach an Equity Value of € 8.522.288 million. At 14 October of 2017, the
stock price of Jeronimo Martins group was € 15,760 and our price target is € 13,2 (Table

X1X), which represents a depreciation of almost 20%.

The Firm Value is computed by adding the net debt, the minority interests and the other

liabilities. The Firm Value equals € 9.290.531 million.

Table XIX

FCFE Price Target

FCEE Price Tarzet

(1) Discounted Value (2017-2019) 1.333.512
(2) Perpetuity 7218230
(3) Other Liabilities 402319
{4) Net Debt 83424
(3) Minority 232300
{6) Firm Value 0280983
Formula: (6) = (1) + (2) + (3) + (4) + (5)
{7) Equity Value 8.551.742
Formula: (7= (1) +(2)

{8) Number of Shares 629203
(%) Price Target 132

Formula: (%) =((1)+(2)- (7)) /()
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6. Robustness Check

In this section, we perform a Sensitivity Analysis and a Monte Carlo simulation in order
to confront the target price obtained, since the estimation was based on a set of
assumptions.

We perform a Sensitivity Analysis, as represented in Table XX, using as key value drivers
the growth rate of capex and the cost of equity (Re). Both have an important role for the
estimation of the stock prices, especially the Re, since it takes into account the equity risk
premium of each country where JM operates.

After analyzing the results obtained in ceteris paribus framework, we conclude that a
variation on the Cost of Equity of 0.4% has an impact of 1% in the stock prices. However,
a variation of the growth rate in 0,1%, the stock prices changes between 3.1% and almost
4.7%

The Sensitivity Analysis does not include the last stock price of Jeronimo Martins, which

was 15.760 at 14 of october of 2017.

Table XX

JM Re and g of Capex Sensitivity Analysis

g of Capex\Re 2,9% 3,3% 3, 7% 4,1% 4,5% 4,9% 5,3%

1,0% 13,82 13,66 13,51 13,36 13,21 13,06 12,91
1,1% 13,78 13,62 1347 13,31 13,16 13,02 12,87
1,2% 13,73 13,58 1342 13,27 13,12 12,98 12,83
1,3% 13,69 13,54 13,38 13,23 13,08 12,93 12,79
1,4% 13,65 13,49 13,34 13,19 13,04 12,89 12,75
1,5% 13,61 13,45 13,30 13,15 13,00 12,85 12,71
1,6% 13,56 13,41 13,26 13,10 1296 12,81 12,67
1,7% 13,52 13,37 13,21 13,06 1291 12,77 12,62
1,8% 1348 13,32 13,17 13,02 12,87 12,73 12,58
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7. Monte Carlo Simulation

The Monte Carlo Simulation was estimated using the inputs presented in Table XXI, and

the output is presented in Figure 8.

Table XXI

Inputs of Monte Carlo Simulation

hionte Carlo Simulation Inputs

Name Mean Min  Max Distribution Correlation
with Salas
Bf 0.2% - - Standard Deviation  0.23% -
Eeta Leverage 031 043 121  Uniform Distribution - -
Total Equity Risk Premium JA G en = ean 4o : S
(Risk Preminm) 16% 3.64% 1164% Uniform Distribution - -
Economic Growth Rate 1.4% - - Standard Deviation  1.00% -
Growth of Sales Poland 1.1% Standard Dewviation  1.83% 0,75
Growth of Sales Portugal 2.3% Standard Deviation  1,83% 0,73
Growth of Sales Colombia 0. 7% Standard Deviation  1,83% 0.73
Growth of Sales 1.4% - - Standard Deviation  1.83% 0,75
Capexn/Sales 1.4% - - Standard Dewviation  0.28% 0,85
Variation of Provisions for habilifies . L ) _
0.2% - - &y 2% .
and charges/Sales 0,2% Standard Deviation 0,0 0,83
Variation of Depreciation and 01% - . Siandard Deviation 0,11% 0,85
Amortization Sales
Variation of Borrowing 1% - _ StandardDevistion 2% 083
obtains/Sales
Benefits granted to 01% - . Standard Deviation 005% 0,85
employees/Sales
Variation of Borrowing 03% - _ StandardDevistion 142% 085

obtains/Sales

Price Target

0,04

0,03

=

:

8 ooz

(=

i

0,01

o.ogp

120 80 40 00 40 80 120 60 200 240 280 W0 360

13,1969988202079

Figure 8 — Monte Carlo Simulation, Price Target
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The values were estimated after 10.000 observations. With a standard deviation of 9%,
the average stock price value of JM was € 12.10, which compared with our price target
corresponds to a depreciation of 9% but compared with JM real stock price, corresponds

to a depreciation of almost 30%.
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8 Risk Factors

Investment Risks for JM, consists of several types of risk, such as, Generic Competition,
Competitive Products, Regulatory and Legal Risk, Pricing, Research and Development
and the Global Economic Environment

In the case of Generic Competition, the risk is based on the potential growth of the
competition, in Portugal and Colombia, due to different strategies taken, which may cause
pricing wars that can mean significant market losses. The Competitive Products risk are
based on the quality of the products of the competition, whether self-manufactured or
exclusivity of distribution and the price-quality gap, which can also cause a significant
lose of market cap. In terms of Pricing risk, the JM group can control the prices of their
products partially, since there are several products that depend on external conditions,
such as the atmospheric conditions, consumer confidence in the economy and the
expected growth rate of the economy, especially in Colombia, due to the forecast of its
deceleration (Figure 6). The Regulatory and Legal represent a major risk for the JM
group, since each government, where JM operates, have their own regulations and laws
regarding the prices of several types of products and different tax rates and fees, which
can represent a major threat to the strategies planned by JM. In terms of Research and
Development, the risk is based on the technological advances, such as new types of sales
methods, the research of new products, new types of marketing and different modes of
payment. In terms of the Global Economic Environment, the principal risk that could
represent a major risk for the Food Retail and Distribution market is another financial
crisis. For the JM Group it also represents a major risk, since JM is presented in three
countries and is currently planning to internationalize for the third time and a financial
crisis can threaten all the strategy planned for the next few years and put the very existence

of JM group at risk.
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However, the JM group is a conservative company, which means that their investments
are made to be stable and long-lasting investments, in order to have a reduced exposure
to risk. With this control and a well-planned strategy, JM group can maintain their
leadership in Portugal and Poland. However, the economic growth rate of Colombia is
the major risk that JM group faces. They are, currently, investing hard in Colombia and

if it failis to succeed, JM group can face difficult times.
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9. Relative Valuation

We performed a Relative Valuation by comparing the performance of JM and the
performance of 163 firms reported by Damodaran for retail sector (grocery and food)
sector. We use three equity multiples: Price to Earnings (PER), presented in Table XXII,
Price to Book-Value (PBV), presented in Table XXIII, and Price to Sale (PS) presented

in Table XXIV. In Appendix 7 we also estimated three firm multiples.

Table XXII

Multiples, Price to Earnings (PER)

Price to Earnings (PER)
(1) # Stocks 629 253
(2) Price by Share (APWV model) 20,76
(3) Jeronimo Martins Shareholders 372 540
(4) Jeromimo Martins Shareholders by share 059
Formula (4y=(3)/(1)
(5) Price to Earnings 1229
Formula (5)=1(2)*(4)
Equity Value M 7735031
Price to Earnings Sector (PER)
(1) Price to Earnings from Sector 33,86
(2) Earning per Share Jerdnimo Martins 0,54
(3) Price per Share Jeranimo Martins 31,96
Formula (3)=1(1) *{2)
(4) # Shares 629 293
(5) Equity Value Jerdnimo Martins 20114 330
Formula (3)=1(3) *(4)
Table XXIII

Multiples, Price to Book — Value (PBV)

Price to Book-Vale (PBV)

(1) # Stocks 629 293
(2) Price by Share (APV model) 20,76

(3) Book value 1990 511
(4) Book valie by share 3.16
Formula 4)=(3)/(1)
(5) Price to Book-Vahie 6,56
Formula (5)=(2)* (4)
Equity Value TM 4130 764
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Price to Book-Value Sector (PBV)

(1) Price to Book-Value from Sector

(2) Book Value per Share Jerdnimo Martins

(3) Price per Share Jeronimo Martins
Formula

(4) # Shares

(5) Equity Value Jerdnimo Martins
Formula

2,07
3,16
6,56

(3] =(1)*(2)

629 293
4126 544

(5)=(3)*(4)

Table XXIV

Multiples, Price to Sale (PS)

Price to Sales (PS)

(1) # Stocks 629293

(2) Price bv Share (APV model) 20,76

(3) Turnover 14 621 738

(4) Turnover by share 2324

Formula 4)=(3)/(1)

(5) Price to Sales 0.89

Formula (5)=(2)*(4)

Equity Value TM 562 336
Price to Sale Sector (PS)

(1) Price to Sale from Sector 0,44

(2) Turnover per Share Jerdonimo Martins 23,24

(3) Price per Share Jerdnimo Martins 10,15

Formula (3)=(1) *(2)

(4) # Shares 629 293

(5) Equity Value Jerdnimo Martins 6390 334

Formula

(5)=(3) * (4)

from the retail sector.
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By analyzing the tables above, the first table of each multiple corresponds to the

estimation of JM stock price and equity value, the second tables correspond to the values

Using the Price to Earnings multiple, we have a stock price of € 12.29 and an equity value
of € 7.735, however, when compared to the value of the sector, JM should have a share
price of € 31.96 and an equity value of 20.114. Using the Price to book-value (PBV)

multiple, in comparation with the retail sector, JM almost the same share price and almost



the same equity value, € 6.56 and 4.130. The last multiple estimated was the Price to Sale
(PS), we obtained a share price of 0.89 and an equity value of 562, which compared with

the values calculated from the sector, is low.

9.1. Peer Group Analysis

In order to have a complete analysis of the Relative VValuation model, we also compared
the performance of comparable companies. In the case of JM, there are several
comparable companies in the same market (Food Retail & Distribution).

Table XXV, represents the Peer Group Market based on Japanese, U.S and European

companies.

Table XXV

Peer Group Market Share and Stock Price

Company Name Stock Price (EUR) Market CAP
Wal-Mart Stores Inc 82,35 63,82%
Retalil Partners Co 10,63 12,68%
Albis Co Ltd 31,38 7,34%
Ahold Delhaize 18,82 5,17%
Tesco PLC 234,09 3,74%
Carrefour 17,88 3,07%
Jeronimo Martins SGPS SA 16,17 2,29%
Metro AG 17,48 1,41%
Sonae Group 1,10 0,48%

In accordance with Figure 9 and Table XXV, in terms of market cap, JM has 2,29% of
the market share. However, his direct rival (Sonae Group) have only 0,48%. In
comparison with the all market, the results obtained are in line with our SWOT analysis,

it means that JM does not have a global impact.
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Market CAP

1,41%

2,29%
3,07%

A\
%

3,74%

= Wal-Mart Stores Inc = Retail Partners Co

Ahold Delhaize m Tesco PLC

m Jeronimo Martins SGPS SA = Metro AG

Figure 9 — Peer Group Market Share.

0,48%

Albis Co Ltd
= Carrefour

m Sonae Group

In terms of Multiples, represented in Table XXVI, JM has the higher Price to Sale and

Price to Book value, in comparison with their peer group. However, in terms of Price to

Earnings, JM stock price is only 12.29 € which compared with the highest value, Tesco

PLC, represents a difference of 24.39 €.

Table XXVI

Peer Group Market Multiples

Company Name Price to Earnings  Price to Sale  Price to Book
Tesco PLC 36,68 0,30 1,59
Wal-Mart Stores Inc 25,77 0,58 3,78
Ahold Delhaize 19,36 0,37 1,56
Carrefour 18,93 0,17 1,37
Metro AG 17,00 0,17 1,99
Albis Co Ltd 15,49 0,41 1,53
Jeronimo Martins SGPS SA 12,29 0,89 6,56
Sonae Group 10,52 0,38 1,11
Retail Partners Co 2,50 0,30 0,91
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10. Conclusions

The main objective of this equity research is to forecast JM’s Firm and Equity Value, in
order to provide important information to the potential investors, stakeholders and
shareholders.

The JM group is one of the most important groups in Portugal and one of the worldwide
player in the retail distribution market.

The first method we used to estimate the JM stock price was the FTE model. We reached
a value of € 13.2 for the stock price and € 9.289.985 million of JM firm value. The target
price is below the stock price at 14 October 2017 (€ 15.76), which represents a
depreciation of almost 20%. The same results were obtained in the sensitivity analysis,
which we conclude that a price of € 15 does not appear in our results, since in our result
the max value is € 13.82. Furthermore, the results obtained in the relative valuation also
proved the JM stock price is overvalued. In the end, we performed the Monte Carlo
simulation, with a standard deviation of 9%, the average stock price of JM was € 12.10,
which also validates that the JM real stock price is overvalued.

In conclusion, we recommend the investors to SELL their shares and, to the future

investors, wait for the stock price to depreciate in short-term.
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Appendix 1 — Five Forces of Porter

THREAT OF NEW ENTRANTS (Low):

With the increase of the industry profits, there are several companies that will try to enter
in the Food Retail and Distribution market, however, the new companies/entrants will
consequently cause a decrease of the industry profits. Eventually, the new entrants will
have several barriers, such as, difficultly accessing to distributions and suppliers due to
their fidelity, the customer loyalty with brand, the strong market present of their rivals

and patents and copy rights.

THREAT OF SUBSTITUTES (High):
There are several factors that can make the customer change their loyalty to other
company, such as, the price that the rival companies can sell, another type of products

with better quality, the reduction of the brand quality.

DEGREE OF INDUSTRY RIVALRY (High):

In terms of industry rivalry, there are several companies, which are already very well
established in the market, making difficult to new company to enter in the Food Retail &
Distribution market. There are several factors that influence the company’s rivalry, such
as, innovation, especially in technology, sustainable development and position, the level

of advertising and the politic and strategy of the company.

BARGAINING POWER OF BUYERS (Medium):
The bargaining power of buyers is the capability of the buyers to reduce the prices, in
other words, it is the ability to level the cost by changing one product to other less

expensive. In this case, the power of buyer is low if there are less alternative products in
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the market, and it is high if there are several options available. The factors that can
influence the power of buyers are the constant changing cost of a buyer, the sensitivity

price of the buyer and the competitive advantage of brand products on the company.

BARGAINING POWER OF SUPPLIERS (Low):

The bargaining power of suppliers consists of the power that the suppliers have in the
product price, however, it depends on the supplier if has a strong market presents. In the
case of small supplier company’s, it is difficult to change the price, since there are several
companies that are available to take their place. The factors that can influence the power
of suppliers are the input differentiation, the costs of diversity, the strength of distribution
centers and the input variety available.

Appendix 2 — Beta

Industry Name Number of firms Beta D/E Ratio Tax rate Unlevered beta Cash/Firm value
Retail (Grocery and Food) 163 0,77 0,60 0,24 053 0,07

Appendix 3 — Unlevered Cost of Capital
4. Risk-free rate (ry) is 0.208% using as source the Bloomberg platform (see Figure
7).

5. The risk premium (ErP) is 7,64%, see Table XVIII

6. We used the unlevered beta, retrieved from Damodaran (2017) of 0.53

Unlevered cost of Capital

Jerdnitno Martins
(1) Rf (OTS Germany) 0.21%
(2) Total Equity Risk Premium JM (Risk 7645
Premium}) '
{3) Damodaran Unlevered Beta 0,53
(4) Unlevered Cost of Capital (Ru) 423%
Formula WH=M+@)*3

Ry =17+ By * ERP
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The unlevered cost of capital is 4.23%.

Appendix 4 — Country Risk Premium and Cost of Debt
7. Risk-free rate (r¢) is 0.208% using as source the Bloomberg platform (see Figure
7).
8. The country risk premium (crp) is the weighted average of the total Country Risk
Premium (based on Rating) of the countries where the firm has operations
(Portugal, Poland and Colombia). The Table presents the calculations of the

country risk premium. The country risk premium is 1,95%.

9. To obtain the Cost of Debt (R;), we use equation below. To obtain the Default
spread, we devided the net interest by the interest cover ratio and we reach a result
of 2.57. Furthermore, we retreated of Damodaran (2017) the spread equivalent to

B1/B+, which was 3.75%.

The cost of debt is 5.91%.

Country Risk Premium

Portugal Poland Colombia

(1) Country Risk Premium 355%  121% 2.71%
(2) Weighted of Country Risk Premium  1.09%  0.82%  0,04%
(3) Total Country Risk Premium JM 1.95%

Formula (3)=(Sum of 2)

Rq = Ry + Default spread + CRP

Rating

48



> =to Ratingis Spreadis
12.5 100000 Aaa/AAA  0.60%
935 12499999 Ax2/AA  (0.80%
75 9499999 Al/A+ 1.00%
6 7499999  AWA 1.10%
45 5999999 AJA- 1.25%
4 4499999 Baa2 BBB 1.60%
35 39999999 Bal/BB+ 2.50%
3 3499999 Ba2BB  3.00%
25 2999999 Bl1/B+ 3.75%
2 2499999 BB 4.50%
15 1.999999 B3i/B- 5.50%
125 1499999 Caa/CCC 6.50%
038 1.249999 Ca2/CC  8.00%
03 0799999 C2/C 10.50%
-100000 0499999 D2D 14.00%
Cost of Debt
Jeronimo Martins
(1) Rf (OTS Germany) 0.21%
(2) Total Country Risk Premium JM 1.95%
EBIT 335576
Net Interest 208 619
Interest cover Ratio 257
Rating (Damodaran) B1/B+
(3) Spread (Damodaran) 3.75%
(4) Cost of Debt (Rd) 591%
Formula ) =(1)+(2)+(3)
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Appendix 5 — Financial Statement between 2012 and 2016

Income Statement 2012 2013 2014 2015 2016
EEITDA T30 386 777134 733246 To9 644 861819
EBIT 302057 525043 449075 486 107 335376
Financial Result -19303 21662 -20268 -11312 -12039
Eesults before interest 482 664 303 381 428807 474 793 523 517
Income Tax 116 338 110832 103 720 116587 120040
Net Income before Non-controlling interests: 366 326 302 342 323078 358 208 303 548
Non-controlling interests 5864 10286 23367 24866 21008
Jeronimo Marting Shareholders 360 462 382236 301 711 333342 3723540
BEalance 2012 2013 2014 2013 2016

Aszzets
Tangible fixed assets 2371705 2632929 2773324 2890 113 3023 360
Intangible azzets 794 350 BO5B4D  B06 104  BODTRG  TBG OB3
Others noncurrent assets 276198 266225 271032 273304 107 344
Total of noncurrent assets 3642254 3725003 3831450 3973503 4007 387
Inventory 474036 574992 372004 638339 T18618
Biological Assets - - - 400 11581
Income Tax 47652 41126 2217 1373 2037
Creditors, accruals and deferred 232677 233378 313463 277273 311130
Derivative financial instruments - - 2627 128 1277
Cash and Equivalents 373072 371671 430660 441688 422834
Total of current azsets 1120457 1241367 1320971 1339212 1457077
Total azsets 4771711 4966370 5172421 53332715 5464 064
Equity
Capital 620203 620203 620203 420203 420203
Other equity instrumernts 382238 674238 766323 712400 1108718
Non-controlling interests 200305 235833 242875 251526 232500
Total Equity 13501926 1339366 1638691 1393219 19903511
Liahilities

Loans obtained 370781 369073 3T3ETT 534422 114829
Creditors, accruals and deferred - 251 236 813 193
Others liahilities 11 862 2033 2681 - 283
Emplovees benefits provided 33061 37464 42450 42008 61 823
Provisions for liabilities and charges 93838 77049 81828 83047 21382
Deferred tax 81376 34837 38800 34327 39742
Total non-current liabilities TOT B30 343137 360372 T16617 230062
Loans obtained 107406 324716 340025 1233510 224381
Creditors, accruals and deferred 2232472 2477738 2616004 2871717 3166 327
Derivative financial instrumesnts 40358 13 390 1715 a3 317
Deferred tax liabilities 127083 637 14514 27330 44644
Deferred state subsidies 25 - - - -
Total current liabilities 2471946 2883847 2073158 3022 879 3436 060
Total hiabilities 3260783 3427004 3333730 3730496 3605131
Total equity and liabilities 4771711 4966370 3172421 3332713 5464 064
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Appendix 6 — Financial Statement Forecast

Income Statement 2017 2018 2019 Perpetuity
EEITDA 032840 10330930 1198920 1254413
EEIT 336873 379021 602047  TT5107
Financial Result 20049 21233 22487 23813
Fesults before interest 376024 600234 624535 708022
Income Tax 157262 100288 230248 2783600
Net Income before Non-controlling interests: 419661 409066 394287 401834
Non-controlling interests 19883 10423 18481 19 039
Jeronimo Martins Shareholders I00T7E 300343 375606 382813
Balance 2017 2018 2019 Perpetuity

Aszzets
Tangible fixed assets J1537731 3303086 3460324 3620302
Intangible assets TB3B02 74323 T3l 781738
Others noncurrent assets 175902 152490 127 165 101 383
Total of noncurrent assets 4119435 4240102 4370635 4303313
Inventory 305460 800400 1001020 1104460
Biological Assets 2016 2019 3897 4892
Income Tax 12342 27896 44721 -61 840
Creditors, accruals and deferred 333323 361911 300 435 419514
Derivative financial instruments 459 426 -1384 -2338
Cash and Equivalents 438170 454760 472706 490 975
Total of current assets 1569287 1620669 1821974 1935642
Total az=ets F688722 3030771 6192607 6439136
Equity
Capital 620203 §20203 520203 620203
Other equity instruments 047074 1025468 1109297 1120264
MNon-controlling interasts 322237 3483570 377074 383 851
Total Equity 1890504 2003340 2115664 2142418
Liabilities

Loans obtained -33327 -198793 0 336151 428731
Creditors, accrials and deferred 1061 133083704 1664 4563 1083.686386
Others liabilities 34N -7 543 -11 948 -16 432
Employees benefits provided 69 706 T8 421 37732 97230
Provisions for liabilities and charges 4811  -33 361 -84 243 -035 636
Deferred tax 32280 44226 33504 26623
Total non-current labilities 61337 1153700 -307 423 413010
Loans obtained 266983 312836 362477 412 901
Creditors, accruals and deferred J445015 3746260 4072149 4 403 893
Derivative financial instruments -362 -2 138 -3 518 -4923
Deferred tax labilities 163542  -13856 46740 -30 216
Deferred state subsidies
Total current liabilities 3727681 4043131 4384368 4731747
Total liabilities IT7B0218 3927431 4076943 4316737
Total equity and liabdlities J688722 3030771 6192607 6430156
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Appendix 7 — Relative Valuation

Equity Value [EV/EBIT)

{1) EV/EBIT Sector 20,20

(2) EBIT Jeronimo Martins 535.576

{3) Other Assets 197.544

(4) Other Liabilities 402.319

{3) Firm Value Jeronimo Martins 10.613.786
Formula (3)=(1) *{2) +(3) - (4)
(6) Net Debt 83.424

(7) Minority 252.500
Mumber of Shares £29.293

(8) Equity Walue Jeronimo Martins 10.277.862
Formula (B) =(5)-(6)-(7)
Price Target 16,33

Equity Value (EV/EBITDA)

(1) EV/EBITDA Sector 8,38

(2) EBITDA Jeronimo Martins 861.819

{3) Other Assets 197.544

(4) Other Liabilities 402.319

{3) Firm Value Jeronimo Martins 7.019.323
Formula (53)=1(1) ®{2} +(3) - (4)
(6) Net Debt 83.424

(7) Minority 252.500
Number of Shares 529.293

(8) Equity Value Jeronimo Martins 6.683.399
Formula (8)=(5)-(6)-(7)
Price Target 10,62

Equity Value (EV/EBIT(1-1))

(1) EV/EBIT (1-1) 28,68

(2) EBIT({1-t} Jeronimo Martins 402.613

(3) Other Assets 197.544

(4) Other Liabilities 402.319

(5) Firm Value Jeronimo Martins 11.343.289
Formula (3)=(1) ® {2} +(3)-(4)
(6) Net Debt 83.424

(7) Minority 252.500
Mumber of Shares 529.293

(8) Equity Value Jeronimo Martins 11.007.365
Formula (8) =(5)-(6)-(7)
Price Target 17,49
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Appendix 8 — Another’s DCF Methods

FCFF 2012 2013 2014 2015 2016 2017 2018 2019  Perpetuity
(1) EBIT*(1-t) 381045 400434 340443 366742 402613 439931 4357426 475617 377454
(2) Variation of Depreciations,
Amertizations, Provizions and 200851 255707 256406 120528 256002 268 480 282840 204285
Impairment
(3) CapEx 206328 345102 357030 302362 280730 325353 381268 2024602
(4) Varition in NWC 0 -63664 63008 230453 107097 -140907 -138 451 -183394 -104 336
(5) FCFF 301 621 320046 305663 426676 547151 35358508 5623593 633 403
(1+Ru) - - 1,042 1.086  1.132 1132
Formula B)=M+@)-(HD+H)
FCET Price Target

(1) Discounted Value (2017-2019) 1.667.527

(2) Perpetuity 14.564 403

(3) Other Liahilities 402319

(4) Debt 180.872

(%) Minority 252,500

(6) Firm Value 16231930

Formula: (6) = (1) +(2)
(7) Equity Value 16.031.033
Formula: {7} ={6) - (4)
(8) Number of Shares 629203
(O Price Target 254
Formula: {3y ={ {1} +{2)-(T) ) /(&)
WACC 012 2013 2014 2015 2016 2017 2018 2019 Perpetuity

(1) EBIT*(1-t) 381045 400434 340443 366742 402613 430031 437426 473617 377434
2) Variation of Depreciations,
Amortizations, Provisions and 209851 255707 256496 120528 236002 265646 276679 288425
Impairment
(3) CapEx 206328 345102 337030 302362 223384 233445 296342 300611
(4) Varition in NWC 0 -63664 -689098 -239433 -197097 -140907 -138 431 -183 394 -104 336
(3) WACC 301 621 320046 505 663 426676 611346 623078 641148 669623
(1+WACC) - - - - - 1.041 1083 1,128 1,128
Formula @=M+D-(F+H))
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WACC Price Target

(1) Discounted Value (2017-2018)  1.735.916

(2) Perpetuity 13.330.467

(3) Other Liabilities 402319

(4) Debt 180.872

(3) Minority 252500

() Firm Value 15.275.384
Formula: (6)= (1) + {2}

(7} Equity Value 16.051.038
Formula: (7) = (6) - (4)

(%) Number of Shares 620293

{9 Price Target 2539

Formula: () =((1)+(2)- (7)) /(8)

APV Price Target

(1) Discounted Value (2017-2019) 1.880.772
(2) Perpetuity 13.811.810
(3) Other Assets 197544
(4) Interest tax shield (ITS) 18.708
(3) Net Debt 83424
(6) Firm Value 13.461.648
Formmula: (6)=(1)+ () + 3+ @+
(7) Minority 2016 232,500
(%) Non Operating Liabilites -30.742
(¥} Equity Value 13.063.982
Formula: (%)= (6)-(7)-(8)

(10} Number of Shares 620203
(11) Price Target 20,76

Formula: (11) = (9) / (10)
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