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Research Update:

Coty Inc. Downgraded To 'BB' Following
Operational Misses; Credit Facilities Ratings
Lowered To 'BB+'

Overview

 New York-based cosnetics nanufacture Coty Inc.'s operating perfornmance
fell short of our perfornance expectations in fiscal 2017 and adjusted
| everage is in the md-5.0x area.

* W believe the conpany will continue to face headwi nds fromthe nass
channel at a tinme when it is repositioning the acquired P&G beauty
assets. We have revised downward our forecast for sales and profits and
believe its adjusted |l everage will remain elevated for at |east the next
year.

* W are lowering our corporate credit rating to 'BB from'BB+ and the
rati ngs on the secured bank debt to 'BB+ from'BBB-'. The recovery
rating remains a '2'.

« The stable outlook reflects our expectation that managenment wl|
stabilize and grow the P&G beauty business as it has put in place
initiatives to revitalize the brands. In addition, we expect the conpany
to realize greater efficiencies and achieve cost reductions in its fisca
2018. CQur forecast incorporates weakness in the first half of its fisca
2018 and that Coty's pro forma adjusted | everage will decline to | ow 5. 0x
by year-end fiscal 2018 and progress toward 4.0x thereafter

Rating Action

On Aug. 31, 2017, S&P d obal Ratings lowered its corporate credit rating on
Coty Inc. to "BB from'BB+ . The outl ook is stable.

At the same tinme, we lowered the ratings on the conpany's senior secured
credit facilities to 'BB+ from'BBB-'. The recovery ratings renmi ns unchanged
at a '2', reflecting our expectation for substantial (70% 90% rounded
estimate 70% recovery for lenders in case of a paynent default.

Rationale

The downgrade reflects our expectation that it will take |Ionger for Coty to
reposition the P&G beauty assets it acquired in COctober 2016 and that adjusted
| everage will remain el evated because of a conbinati on of weakness in the mass
channel and Coty's need to revitalize its brands, especially the ones that
conpete in the nmass channel

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT AUGUST 31,2017 2

THIS WAS PREPARED EXCLUSIVELY FOR USER CONSTANTIN THUN HOHENSTEIN.
NOT FOR REDISTRIBUTION UNLESS OTHERWISE PERMITTED.



Research Update: Coty Inc. Downgraded To 'BB' Following Operational Misses; Credit Facilities Ratings Lowered
To 'BB+

Coty's operating performance was weak in the fourth quarter of fiscal 2017,
causing pro form adjusted | everage to increase fromthe low4.0x area to nore
than 5.0x. Coty's consuner beauty segnent's organic sales dropped 10%in the
fourth quarter of its fiscal 2017 (ended June 30) because of a conbi nation of
promotional activity, loss of shelf space, and a decline in the beauty
category in the mass channel. Rimel and Sally Hansen were the biggest drag
because of reduced shelf space. In addition, the segnent was weakened due to
unfavorable m x shift because of its Hypermarcas acquisition. Its other
segnents showed sone i nprovenent in the quarter on a sequential basis but also
faced headw nds. Its luxury business' organic sales declined 6% for the year
primarily because of reduced distribution to mass channel and negative price
and m x, and its professional beauty business' organic sales fell 12%for the
year because the sales of its new OPI gel products did not offset the decline
inits lacquer products. The segnment was al so hanpered by unfavorable

regi onal, channel, and pronotional mx

We estimate pro forma adjusted | everage was 5.5x in fiscal 2017 conpared to
our expectation for adjusted leverage in the low 4.0x area. Qur prior estimte
had a | ower pension adjustment and did not incorporate our adjustment for the
conpany's redeenmabl e noncontrolling interests of $551 mllion. These two itens
contributed a half a turn of |everage. The redeenabl e noncontrolling interests
consist of a 33%interest in a consolidated subsidiary in the United Arab
Emirates and a 40% interest in the consolidated subsidiaries related to the
Youni que acquisition. Since the noncontrolling interest are outside of the
conpany's control, we have added it to our debt adjustnents. W forecast that
t he conpany shoul d be able to expand margi ns above 18%in fiscal 2018 from an
estimated pro forma 16.4%as it should benefit frominitiatives already in

pl ace to reposition its brands, the divestment of noncore underperform ng
brands, greater efficiencies fromthe forner P&G beauty assets, and cost
reduction. Adjusted | everage should decline to roughly 5.0x by year-end fisca
2018 if the conpany achi eves our base-case forecast. Excluding the redeemable
noncontrolling interest, our adjusted |leverage estimate is 4.8x for year-end
fiscal 2018.

Coty's nargins are well bel ow those of its peers. W estimate its pro forma
EBI TDA margin was just under 17%in fiscal 2017, which is well below the 22%
and 23% nmargins that L' Oeal and Estee Lauder respectively nmaintain but above
Revlon's pro forma 13.2% depressed margi ns. W& do not expect Coty's EBI TDA
margin to exceed 20%until fiscal-year 2019 given its need to reposition the
P&G brands; previously we estimted the conpany woul d expand it's EBI TDA
margin to that level by its fiscal year-end 2018

Qur ratings also reflect Coty's good cash flow generation capabilities and

that it will repay a nodest ampunt of debt annually. W forecast adjusted

| everage will decline to the low4.0x area in fiscal 2019 due to a conbi nation
of debt reduction and EBI TDA growt h. In our view, the conpany will nopderate
its financial policy such that it will not make additional |arge acquisitions
until it fully integrates the P&G beauty assets. W expect Coty to generate
operating cash flow of $1.1 billion in fiscal 2018 assum ng neutral working
capital and excluding restructuring and it will increase further as it
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achi eves synergies fromits acquisitions and benefits fromits cost reduction
progr amns.

The assunptions in our base-case scenario for the newy conbi ned conpany in
fiscal years 2018 and 2019 i ncl ude:

* Gobal GOP growth 3.1%in 2017 and 3.6%in 2018 and 2019

e Revenues decline at a lowsingle-digit rate in fiscal 2018, bel ow the
i ndustry rate and gl obal GDP growth, as we believe it will continue to
face headwi nds in the mass channel and managenent has stated that it
pl ans to divest underperform ng noncore brands equaling 6% 8% of sales.
In fiscal 2019, we forecast sales will be roughly in line with
econoni cgrowt h as we believe the conpany will be successful at gaining
shel f space in mass and that consuners will respond well to its new
products introductions.

* Pro forma EBI TDA margi n expands above 18%in fiscal 2018 from an
estimated pro forma about 17% and exceeds 20%in fiscal 2019 as it
benefits fromexiting sone underperform ng noncore brands, scale, greater
efficiencies in the fornmer P&G brands, and a focus on cost reductions.

e Dividends of about $415 nillion

* No material acquisitions and no share repurchases over the next two
years.

Though we expect Coty to continue to face headwinds in the first half of its
fiscal 2018 as it integrates its transformational acquisition of the P&G
beauty assets, with $9 billion in annual sales, it has the potential to be a
form dabl e player in the cosnmetics industry. The conpany holds the No. 1
position in the global fragrance market with al nbst tw ce the market share of
its next largest competitor, L'Oreal. In the color cosmetics market, the
conpany holds the No. 3 positon, though we expect Coty will gain additional
mar ket share fromits conpetitors, such as Avon, Shiseido, and Revlon
However, it will be hard for Coty to gain market share fromL' Oreal and Estee
Lauder, which have solid positions in nost of their categories, a history of
strong brand managenent, and a greater |level of financial resources to invest
in their businesses. Coty holds the No. 2 position in the professional hair
sal on category. Its market share is about half that of L'Oreal's but tw ce the
size of Henkel's. W believe it could be difficult for Coty to take market
share away fromL' Oreal and Henkel given their financial and nmarketing
strength; however, Coty's salon business is significantly |arger than Kao's,
Est ee Lauder's, Shiseido's, and Revlion's, and we believe it has the potentia
to gain share fromthese players. Due to the increasing diversity of the
beauty products industry, Coty faces conpetition fromboth cosnetic

bel | wet hers and smal I er niche players with uni que product propositions (i.e.
fast-fashion approach, |ocal players that use indigenous ingredients, or an
experiential approach). These small niche players have been increasingly
taki ng market share away fromthe well established conpani es whose products
have hi gh brand equity.

In our view, Coty not only needs to focus on rebuilding the P& beauty assets
but will also need to maintain a high |level of innovation and packaging
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uni queness while accelerating the sale of its products through e-conmmerce
channels to at least maintain its market share. Mdreover, in order to renmain
conpetitive and accelerate its top-line growh, we believe Coty will need to
acquire conpanies in the enmerging nmarkets and ni che cosnetic conpanies that
are uni quely positioned.

Coty should benefit fromthe favorable trends in its industry. The beauty
sector is one of the nobst attractive industries in consuner products, val ued
at approximately $300 billion according to Euronbnitor, and it has grown at a
conmpound annual growth rate (CAGR) of 3.8%over the |last five years.
Furthernore, we expect the industry will grow at a higher than 3. 0% CAGR over

t
[

he next five years. W forecast Coty will be able to stabilize and strengthen
ts operating perfornmance because of its diverse portfolio of brands and

products at a wide range of price points. Its luxury and professional segnents
have al ready denonstrated inprovenent. However, we expect it to growits sales
at a slower pace than its key peers and the rest of the industry because of

ts exposure to the nmass channel and the fact that it still predonm nantly

conpetes in devel oped narkets, where growth is slower than in the energing
markets, and that it is under-indexed conpared with its key peers in the skin
care category.

f Coty is successful at repositioning the P& s beauty assets it should be

able to slowy close the gap between its growh rate and the growth rate of

t

he overall industry as the P& s beauty assets provide Coty with additiona

expansi on opportunities in faster-growi ng markets such as Brazil and Japan

ts acquisition of the Hypernmarcas Brands should also help it accelerate

growmh in Brazil. Moreover, Coty now has representation in all channels.

Liquidity
We believe the conpany has adequate liquidity. W expect the conpany's

iquidity sources to be at least 2x its uses over the next two years and

anticipate its sources will cover its uses even if its forecasted EBI TDA
declines by 50% Qur view of the conpany's liquidity also incorporates our
beli ef that the new conmpany has sound relationships with its banks.

Based on our quantitative analysis, Coty qualifies for a stronger liquidity
assessment; however, it does not neet our qualitative requirenments. Coty does
not have any public bonds or other data to assess its standing in the credit
mar kets. Moreover, we do not believe the conmpany has the ability to absorb

hi gh-i npact, |ow probability events (such as nmarket turbul ence, sovereign

r
r

i sk, or the activation of material -adverse-change cl auses) without
efinancing. In addition, it is too soon to assess whether the conpany is

comitted to maintaining its current high level of liquidity.

Principal liquidity sources:

Ongoi ng cash bal ances of nmore than $500 mllion and $2.2 billion of
availability under its revolving credit facilities that total $3.0
billion; and

Funds from operations of nore than $250 nillion in fiscal 2018 and nore
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than $900 nmillion in fiscal 2019.

Principal liquidity uses:

* Capital spending of roughly $400 million in fiscal 2018 and 2019;
 Dividends of about $415 million per year; and

e« Mandatory debt anortization of roughly $215 nillion per year

Outlook

The stable outlook on Coty reflects our expectation that nmanagerment will
stabilize and grow the acquired P&G beauty assets as it has put in place
initiatives to better nmerchandi se the brands and nanagenent has a history of
devel opi ng new products and successfully market them In addition, we expect
the conpany to realize greater efficiencies fromthe fornmer P&G brands, and
achi eve cost reductions in its fiscal 2018. Qur forecast incorporates weakness
inthe first half of fiscal 2018 and that pro fornma adjusted | everage will
decline to roughly 5.0x by year-end fiscal 2018 fromthe m d-5.0x area at
year-end fiscal 2017.

Downside scenario

We could |l ower our rating on Coty if it continues to encounter difficulty in
repositioning P& s beauty business, resulting in the conmpany not being able
to expand its EBITDA margin and reduce leverage. If this were to occur, we
could reconsider the business risk. W could also lower the rating if the
conpany's financial policy beconmes nore aggressive such that it nakes
addi ti onal debt-financed acquisitions and sustains adjusted | everage above
5. 0x.

Upside scenario

We could raise our rating on Coty if it gains traction in rebuilding the P&G
brands, stemming its decline in narket share, denonstrating that it can
maintain its strong market position in the beauty category, and inprove its
profitability such that its EBI TDA margi n expands to 20% or above resulting in
it being able to sustain adjusted | everage bel ow 4.0x. W believe this is

unli kely over the next year given its recent weak operating performance.

Ratings Score Snapshot

Corporate Credit Rating: BB/ Stable/--
Busi ness risk: Satisfactory

e Country risk: Low

e Industry risk: Low

 Conpetitive position: Satisfactory
Fi nanci al risk: Aggressive

* Cash fl ow Leverage: Aggressive
Anchor: bb

Modi fiers
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e Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

« Financial policy: Neutral (no additional inpact)
 Managenent and governance: Fair (no inpact)

e Conparable rating analysis: Neutral (no inpact)

Recovery Analysis

Key analytical factors

e Qur simulated default scenario contenplates a default in 2022, primarily
due to its inability to integrate P& s beauty busi ness.

« W believe that if the conpany were to default, a viable business nodel
woul d continue to exist given Coty's portfolio of well-recognized brand
nanes and its geographic diversity.

« W continue to value the conpany on a goi ng-concern basis using a 7.0x
nmul tiple of our projected energence EBI TDA

W estinmate that for Coty to default, its EBITDA would need to decline
significantly fromrecent |evels.

e Jurisdiction insolvency regines: The conpany has operations globally,
with approximately 30% of its EBITDA generated in the U S. and 70%
overseas. The conpany's debt is incurred primarily in the U S., and each
of the facilities is cross-guaranteed and cross-collateralized. In the
event of an insolvency proceeding, the conpany would nost likely file for
bankruptcy protection under the auspices of the U S. federal bankruptcy
court system even though it has significant foreign operations and will
not involve any filings in foreign jurisdictions. The conpany could file
for bankruptcy protection in foreign jurisdictions as well but in such a
case, it would add conplexity to the adninistration of the bankruptcy
case and woul d incur additional bankruptcy-related costs, resulting in
| ower recovery prospects.

Capital Structure consists of senior secured:

e Coty $1.5 billion revolver credit facility due 2020

e Coty $1.75 billion term A bank due 2020

e Coty $600 nmillion termB bank due 2022

» Coty euro 665 nmillion termB bank 2022

« Coty $975 million incremental term A due 2021

e Coty B.V. euro 325 nmillion increnental term B due 2022
» Coty B.V. euro 140 nillion increnental term A due 2020
e Galleria $1.5 billion revolver credit facility due 2021
e Galleria $944 mllion term A bank due 2021

e Galleria Co. $1 billion termB bank due 2023

Simulated default assumptions

* Year of default: 2022

e EBI TDA at energence: $986 nillion
e Inmplied EV nultiple:7.0x
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Simplified waterfall

* Net recovery value (after 5% adnmin. costs): $6,560 nil.
* Valuation split in % (Obligor/non-obligors): 30% 70%

» Collateral for secured creditors: $3,294 nil.

e First-lien clainms: $5,619 nil.

e Recovery expectation: 70-90% (rounded estinmate 70%

Note: All debt ampunts at default include six nmonths accrued prepetition
interest. Collateral value equals asset pledge fromobligors less priority
clains plus equity pledge from nonobligors after nonobligor debt.

Related Criteria

e« Criteria - Corporates - Ceneral: Recovery Rating Criteria For
Specul ati ve-Grade Corporate Issuers, Dec. 7, 2016

e Criteria - Corporates - Recovery: Methodol ogy: Jurisdiction Ranking
Assessnents, Jan. 20, 2016

e Criteria - Corporates - Industrials: Key Credit Factors For The Branded
Nondur abl es I ndustry, May 7, 2015

e Criteria - Corporates - Ceneral: Mthodol ogy And Assunptions: Liquidity
Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

e Criteria - Corporates - GCeneral: Corporate Methodol ogy, Nov. 19, 2013

e Ceneral Criteria: Country Ri sk Assessnent Methodol ogy And Assunpti ons,
Nov. 19, 2013

* CGeneral Criteria: Methodology: Industry Risk, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ust ments, Nov. 19, 2013

e General Criteria: Group Rating Methodol ogy, Nov. 19, 2013

e CGeneral Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Ratings List

Downgr aded/ Qut | ook Acti on
To From
Coty Inc.
Corporate Credit Rating BB/ St abl e/ - - BB+/ St abl e/ - -

Rat i ngs Downgr aded/ Recovery Rating Unchanged

Coty Inc.

Gl leria Co.

Coty B. V.

Seni or Secur ed BB+ BBB-
Recovery Rati ng 2(70% 2(70%

Rat i ng Downgr aded/ Recovery Rati ng

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT AUGUST 31,2017 8

THIS WAS PREPARED EXCLUSIVELY FOR USER CONSTANTIN THUN HOHENSTEIN.
NOT FOR REDISTRIBUTION UNLESS OTHERWISE PERMITTED.



Research Update: Coty Inc. Downgraded To 'BB' Following Operational Misses; Credit Facilities Ratings Lowered

To 'BB+'
To From
Coty Inc.
Seni or Secured BB+ BBB-
Recovery Rating 2(70% 2(75%

Certain terns used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further

i nfornati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at wwww. gl obal creditportal.comand at www. spcapitalig.com All
ratings affected by this rating action can be found on the S& d obal Ratings'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
in the left colum.
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