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Research Update:

Natura Cosmeticos Outlook Revised To Stable

From Negative On Lower Turnaround Risk; 'BB'
And 'brAAA' Ratings Affirmed

Overview

« The performance of Brazil-based cosnetics conpany, Natura Cosngticos
S.A, has been in line with our expectations. The Body Shop's (TBS)
turnaround plan is on track, while its operations in other Latin Anerican
countries and the retail business Aesop have delivered strong growh over
the past few quarters, offsetting the still sluggish nargins inprovenent
in the conpany's donestic operations.

* We're revising the outl ook on the conpany to stable fromnegative. W're
al so affirm ng our global scale issuer credit and issue-level ratings on
Natura at 'BB' and our national scale issuer and issue ratings at 'brAAA

e The stable outlook reflects our view that risks stenmm ng from overhauling
TBS following its acquisition have dinm nished, enabling Natura to capture
operating inprovenents and gradually increase cash flows, while it
gradual |y extends its debt maturity profile. Al though operations in the
conmpany's | argest market, Brazil, continue to suffer fromfierce
conpetition and the currency's slide, Natura's foreign operations and its
conmitnent to reduce sharehol ders' remunerati ons have hel ped contain
| everage. W expect the conpany to reach a debt to EBI TDA close to 3x by
the end of 2018.

Rating Action

On Aug. 23, 2018, S&P d obal Ratings revised its outl ook on Natura Cosméticos
S.A (Natura) to stable fromnegative. W also affirmed our gl obal scale

i ssuer credit and issue-level ratings on the conpany at 'BB . In addition, we
affirmed our national scale issuer credit and issue-level ratings at 'brAAA .
We have al so kept recovery rating at '3'" on Natura's unsecured debt rated,
refl ecting our expectation of an average recovery of 50% unchanged.

Rationale

The outl ook revision reflects our view of dimnished risks associated with the
turnaround of TBS's operations. W believe Natura's strategy for TBS has been
assertive so far, consisting of price adjustnents, optimzation of
brick-and-nortar stores, closure of 52 locations, and cost controls, with
further potential benefits stenming froma gl obal procurement of raw materials
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and ot her back-office synergies. These factors increased TBS' s reported EBI TDA
(excludi ng the overhaul expenses) to R$82 million in the first half of 2018
froma loss in the same period of 2017. Reorganization is still ongoing, and
shoul d total about R$125 million in additional expenses in 2018 and 2019.

In addition, Natura's operations in other Latin American countries and its
Australian retail operation, Aesop, have posted strong revenue growth and

mai ntai ned resilient margins, which we expect to persist over the next couple
of years. The replication of Natura's direct-sales nodel in Latin Anerica and
t he conti nued gl obal expansion of Aesop's stores support our estimates of a
revenue increase of around 7% in 2019.

In Brazil, which is Natura's |argest narket, the conpany was able to recapture
mar ket share through the restructuring of its direct-sales channel by

i ncreasing the focus on key consultants and inproving productivity levels. It
has al so opened sone retail stores in key |locations to pronote the brand.
Nevert hel ess, the conpany has struggled to raise its margins due to

depreci ation of the currency that increased input costs and due to stil

fierce conpetition. The latter makes price adjustnments to end products nore
difficult, while conmpetition tends to foster pronotional activities to support
vol unes and share. These factors will restrain Natura' s nmargi ns bel ow 20% this
year, in our view, and they're likely to remain in that area for the next
several quarters due to Brazil's sluggish economic growmh. On a consolidated
basi s, we expect the conpany's adjusted EBI TDA nargins to be around 18.5%in
2018 and inproving gradual ly afterwards.

Nat ura expects to reduce expenses by R$420 million in the next three years

t hrough gai ns of scal e on vol unes purchased, logistics, third parties

servi ces, packaging and inputs. Qur base-case forecast only considers a
portion of these synergies, which should allow the conpany to inprove adjusted
EBI TDA nargi ns to around 20% as of 2020

The conpany has mai ntai ned a nore conservative approach to sharehol ders
remuneration, and we expect its payout ratio to remmin at around 30% down
from100% of net incone distribution in recent past, contributing to the

del everagi ng. W expect Natura to maintain this policy until the conpany
returns to its historical |everage of below 2x. It has also issued a $750
mllion bond to fund TBS's acquisition and additional issuances to extend the
overall maturity profile. The bond is fully hedged into Brazilian reais,
because the majority of Natura's cash flow still comes fromits operation in
Brazil, excluding exchange-rate risks.

Qur base-case scenario for Natura assunes the follow ng assunptions:
e Brazil's GDP growth of 1.6%in 2018 and 2.4%in 2019;
 Average CPlI in Brazil at 3.7%and 4.1%in 2018 and 2019, respectively;

* End-of -period forei gn-exchange rate at R$3.70 per $1 in 2018 and R$3. 75
per $1 2019;

e (perations in Brazil at fairly stable volunmes and hi gher productivity in
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the direct-sales channel, slightly inproving nargins starting in 2019;

* The Latin Anerica operation to increase its market share in direct sales,
with vol unes growi ng by 4.5%

» Aesop's volunes rising through the opening of new stores, with growh of
around 25%in 2018 and 10%in 2019;

» TBS' s net revenue of about R$3.8 billion in 2018 and R$4.2 billion in
2019, with reported EBITDA margins in the 7.5%9.5%range, reflecting
partial effect of the turnaround plan that identified najor gaps in
profitability in each of the unit's regional operations;

e Capital expenditures of R$560 million in 2018 and R$650 million in 2019;

A dividend payout at around 30% of previous-year net inconme in the next
few years;

« W& adjust the conpany's debt by operating | eases, which add R$1.8 billion
to the debt and about R$500 nmillion to the EBI TDA

G ven our assunptions above, we expect the followi ng netrics:
Consol i dated net revenue of R$12.5 billion — R$13.0 billion in 2018 and
R$13.5 billion - R$14.0 billion in 2019;

» Adjusted consolidated EBI TDA margi ns around 18.5%in 2018 and in the
19-20% range for the next years afterwards;

o Debt to EBITDA close to 3.0x in 2018 and 2.5-3.0x in 2019; and
 EBITDA interest coverage of 2.5x-3.0x in 2018 and above 3.0x in 2019.

The rating on Natura is one notch above the '"BB-' rating on Brazil. Therefore,
we continue to test the conpany's ability to withstand a soverei gn default
scenario. In such a scenario, we assume a GDP decline of 10% inflation at

12. 5% affecti ng domestic costs, doubling of floating rate interest rate, and a
50% currency depreciation. As result, Natura's EBITDA in Brazil would decline
about 40% from our base-case assunptions, offset by the increase in cash fl ow
contributions fromthe international operations. W al so assune the conpany
woul d reduce its annual capex to maintenance |evels of around R$300 mllion

In the default scenario, we also consider a 10% haircut on the conmpany's cash
and bank deposits and 70% on short-terminvestnent position

Nat ura woul d have enough liquidity sources to cover its short-termneeds in
the year of a sinulated stress scenario, which allows the conmpany to have a
hi gher rating than on the sovereign. This is thanks to Natura's operations in
i nternational markets, relatively | ow exposure to short-termdebt in foreign
currency, and sound cash position and cash generation

Liquidity

We naintain our view the conpany's liquidity as adequate. W expect Natura's
sources of cash to exceed uses by about 1.7x in the next 12 nonths and net
sources to remain positive even in a scenario of a 15%drop in EBI TDA. Thanks
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to managenent's ongoi ng debt refinancing, Natura has naintained | arge cash
position and manageabl e short-term debt maturities. Neverthel ess, the conpany
is still somewhat exposed to large maturities in the next 24 nonths, which
prevents a stronger liquidity assessnent. However, we expect the conpany to
continue refinancing with confortable time cushion

We understand that Natura has a well-established relationship with banks and
general |y prudent risk nmanagenent. Additionally, we expect the conpany to
conply with all of its covenants with significant headroom of above 25% which
requi re a maxi mum | everage of 3.5x--neasured by debt to EBITDA in 2018 and

bel ow 3. 25x in 2019 excl udi ng | ease.

Main |iquidity sources:
e Cash and short-terminvestnents of R$1.9 billion as of June 30, 2018;

» Forecasted funds from operations (FFO of around R$1.1 billion over the
next 12 nonths; and

 Available revolving credit facility at TBS of £70 mllion, or around
R$360 million.

Main |iquidity uses:
e Short-termdebt of R$1 billion as of June 30, 2018;

« Wrking capital outflows of about R$195 million over the next 12 nonths;
* Capex of R$610 million in the next 12 nonths; and

e Dividend distribution of 30% of net incone.

Outlook

The stable outl ook reflects our expectation that Natura will gradually

del everage in the next 12 nonths. It also reflects our view of dinnished

ri sks stemming fromrestructuring TBS after its acquisition. W expect
Natura's operations in Brazil to post nodest growth with gains of productivity
starting in 2019, a robust growh at Aesop and operations in other Latin
American countries, and ongoing margi n i nprovenent at TBS. Qur base-case
forecast considers that Natura will reach a debt to EBI TDA of about 3x in 2018
and between 2.5x and 3.0x in 2019, and EBI TDA interest coverage of 2.5x-3.0x
in 2018 and above 3.0x in 2019.

Downside scenario

We could lower the ratings in the next 12-18 nonths if Natura faces operating
problenms at TBS while the Brazilian market further deteriorates--through
falling demand, rising conpetition, increasing raw materials costs due to the
currency's depreciation--deviating the conpany fromits current del everage
path. In this scenario, we would see debt to EBI TDA and EBI TDA i nt erest
coverage consistently above 3.0x and bel ow 3x, respectively.

Al so, we could downgrade Natura if it doesn't nmmintain a conservative
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financial policy with confortable liquidity cushion in order to pass the
hypot hetic soverei gn stress scenari o.

Upside scenario

We could raise the ratings in the next 24 nonths if Natura's turnaround and

i nvestnments bear fruit. W would expect the conpany to denobnstrate a tangible
i mprovenent in profitability with margins consistently above 23% and nore
robust revenue increase by defending its market share in Brazil even in a
scenari o of weak market conditions, while the conpany continues to grow
abroad. In this scenario, we would see debt to EBITDA consistently bel ow 3. 0x,
FFO to debt between 30% and 45% and free operating cash flow to debt above
15% Natura would al so need to maintain confortable liquidity cushion in order
to maintain its global scale rating above that on the sovereign.

Ratings Score Snapshot

Corporate Credit Rating:
d obal scale BB/ St abl e/ - -
Nat i onal scale br AAA St abl e/ - -
Busi ness risk: Fair
e Country risk: Mderately high

* Industry risk: Low
e« Conpetitive position: Fair

Fi nanci al risk: Significant
* Cash flow Leverage: Significant

Anchor: bb
Modi fi ers:
e Diversification/Portfolio effect: Neutral (no inpact)

e Capital structure: Neutral (no inpact)
 Financial policy: Neutral (no inpact)

e Liquidity: Adequate (no inpact)
 Managenent and governance: Fair (no inpact)

e Conparable Rating analysis: Neutral (no inpact)

Issue Ratings--Recovery Analysis

Key analytical factors

We rate Natura's senior unsecured debt at 'BB', reflecting the issuer credit
rati ng on the company, given our expectation of meaningful recovery
expectation around 50% on a hypothetical default scenario.

The conpany's debt is nainly conmposed of working capital lines, a bond, and
| ocal debentures. In addition, Natura has an avail able comritted revol ving
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credit line of about R$360 nmillion, which we consider would be 85%drawn in a
default scenario. Qur hypothetical default scenario occurs in 2023 with a
conbi nati on of prol onged period of |ower volunmes and recession affecting,
erodi ng demand in Brazil while TBS s perfornance deteriorates, along with a
tighter access to credit markets. Qur sinulated path to default for Natura
woul d al so i nmpact working capital because inventories would take |onger to be
sol d. Under such a scenario, Natura woul d be unable to generate enough cash to
service its debt or refinance short-termnmaturities with banks or capita

mar ket s.

We consider that follow ng a hypothetical bankruptcy process, the conpany
woul d be restructured and continue to operate, generating higher value to
creditors conpared to a liquidation course. W val ue Natura using a 6. 0x

mul tiple applied to our projected energence-level EBITDA of R$768.9 nmillion,
arriving at a stressed enterprise value of R$4.6 billion.

Simulated default assumptions
e Sinmul ated year of default: 2023

 EBITDA at energence: R$770 million

« EBITDA nultiple: 6x

e Estimated gross enterprise value (EV): R$4.6 billion

* Net EV, after 5% of adm nistrative expenses: R$4.3 billion

Simplified waterfall
e Total clains at subsidiaries: R$483 nillion

e Secured debt: R$382 nillion
* Unsecured debt: R$6.7 billion (bank | oans, unsecured note and debentures)

» Recovery expectations on unsecured debt: 50% 70%

Related Criteria

» CGeneral Criteria: Methodol ogy For National And Regional Scale Credit
Rati ngs, June 25, 2018

e Criteria - Corporates - General: Recovery Rating Criteria For
Specul ati ve-Gade Corporate Issuers, Dec. 7, 2016

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

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

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

e Criteria - Corporates - Industrials: Key Credit Factors For The Retail
And Restaurants Industry, Nov. 19, 2013
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e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ust ments, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Mthodol ogy, Nov. 19, 2013

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

e CGeneral Criteria: Ratings Above The Soverei gn--Corporate And Gover nnent
Rati ngs: Methodol ogy And Assunptions, Nov. 19, 2013

e General Criteria: Methodology: Industry Risk, 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

Ratings Affirnmed; CreditWtch/Qutl ook Action

To From
Nat ura Cosneticos S. A
| ssuer Credit Rating
d obal Scal e BB/ St abl e/ - - BB/ Negati ve/ - -
Brazil National Scale br AAA/ St abl e/ - - br AAA/ Negati ve/ - -
Rati ngs Affirned
Nat ura Cosneticos S. A
Seni or Unsecured
d obal Scal e BB
Nat i onal Scal e br AAA
Recovery Rating 3(50%

Certain terms 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 www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col umm.
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