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Introduction

“History doesn’t repeat itself but it often rhymes” - a quote said to have been penned by
Mark Twain, has a large significance in the world of Finance. The Multi-Act approach has
always been to put the company’s history under a microscope and identify if the past has
given us any warnings and reasons to question the market’s optimism or pessimism. This
helps us to pick quality stocks and minimize downside risk.

About the Company

We came across a company which operates a Multi-Level Marketing model for the distribution
and sale of its range of cosmetic products for personal skincare and wellness.

USA, China, Japan, Brazil are the leading markets for cosmetics and skincare products. As per
reports the cosmetics industry in these four countries combined clocked a turnover of USD
207 billion in 2017.

The company is listed on the Singapore Stock exchange and forms part of the MSCI
Singapore Small Cap Index. The company’s stock had been gaining momentum since 2016
and had risen from a market cap of SGD 73 million in December 2015 to a market cap of SGD
1320 million in December 2018 when we analysed the company.

A key driver for this huge rise was the company’s entry into China. It received a much
sought-after Direct Selling Licence (Chain Marketing/Multi-Level Marketing) in 2016.
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Our approach is to look into a company’s long term history, and we analysed the financials
over a period of 17 years to understand what was driving the business, what the growth
drivers were, and whether they were sustainable.

Our analysis helped us discover some red flags on both the business’ and the fundamental’s
part, which we felt were strong enough to avoid the stock despite its meteoric rise.

Issue 1- Business Model

The company operates a Multi-Level Marketing Model. This model works by making a chain of
distributors. Every distributor is encouraged to recruit more distributors and is incentivised by
a percentage (%) of the sales from the distributor they recruit and also a commission from
the sales of the distributors recruited by the new recruits.
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MLM Business Structure 3
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The distributors are usually users of the products; they are encouraged to sell the products to
their close friends and relatives.

However, this kind of chain marketing has many similarities with the pyramid schemes
(where only the persons at the top profit while no real product is sold, e.g. Business In
Motion). There have been numerous instances of legislation and suits1 against multi-level
marketing firms alleging that they are pyramid schemes.

There have been cases of requlatory crackdowns and outright bans; for example, China
began a review of companies operating the structure as recently as 2017 following the
deaths of two salespersons involved in multi-level marketing. At present, China happens to
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be the key market for the company.

Issue 2 - Volatile Sales growth

The company sells personal care products; this segment faces high competition from well-
known brands and established players. The personal care industry has been known to be
stable as the companies tend to have steady sales as a result of consumers being habituated
to the products, which relatively have lower cost and have higher consumer involvement.

The growth in sales of the company, however, was much more volatile than that of its direct
competitors.

Sales growth
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(Source: Company Annual Reports)

Such volatility in sales growth is uncommon in the industry. To understand the reason for
this, we took a look into the company’s numbers and fundamentals.

Issue 3 - Entering new markets when growth slows, changing
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disclosures, Membership growth challenges.

The main reason for the wildly fluctuating sales growth was that the company entered into a
new market when an existing market slowed down. The first major market it entered was
Singapore.

Singapore accounted for 76% of sales in 2001, but after years of de-growth, it was barely 3%
of sales in 2017. The company got permission to enter China in 2016, which has been the key
driver of sales growth in the last two years. This strategy of entering a new market when
sales slow down would prove to be unsustainable.

Another issue we noticed was the inconsistency of disclosures. The company chose to report
certain geographical segments when they performed well but chose to stop reporting them
when they fared poorly.

Salesbreakup| 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
China nfa nfa nfa nfa nfa % 4% nfa nfa nfa nfa 17% 19% 1954 50%
Taiwan nfa nfa nfa nfa 7 n/a n/fa nfa 1% 16% 2054 32% 30% 55% 61% 40%
Singapore 75% 57% 33% 31% 19% 18% 18% 26% 24% 20% 20% 12% 7% 4% 3%
Malaysia 23% 35% a42% 42% 5% 205 15% 14% 10% 54 7% nfa nfa n/a n/fa
Indonesia  |n/a nfa 24% 3% 45% 46% 30% 12% 15% 10% 10% 2% 8% 3% 2%
Thailand nfa nfa nfa nfa n/a % 13% 19% 19% 109 8% n/a nfa n/a n/a
Philippines |n/a nfa nfa n/a nfa nfa nfa n/a n/a nfa 6% 25% 3% nfa nfa
Korea n/a nfa n/a nfa nfa n/a nfa n/a nfa 17% 3% n/a nfa nfa n/a
Others 2% 8% 2% 4% 10% 11% 19% 18% 16% 15% 14% 12% 9% 4% 4%
Total 100%  100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Growth 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2007
China nfa nfa n/a nfa nfa nfa 41% nfa nfa nfa nfa nfa 52% 193% 91%
Taiwan nfa nfa nfa nfa nfa nfa nfa nfa 15% A% 38% 72% 148% 118% -28%)
Singapore 31% 38% 1% 34% -18% -12% -24% -5% -20% -6% -14% 9% -16% -5% 9%]
Malaysia 141%  176%  115% 0%  20%  -26% 4% 3%  -38%  -14% 2% nfa n/a nfa n/a
Indonesia |nfa  nfa  nfa % 162% 4% S1% 3% 6% 2% 4%  31%  125%  -16% 2%]
Thailand nfa nfa nfa nfa n/a nfa 46% -2% -17% -37% -32% nfa nfa n/a n/fa
Philippines |n/a nfa nfa nfa n/a n/a nfa n/a nfa n/a nfa 610% -85% n/fa n/a
Korea nfa nfa n/a nfa nfa n/a nfa n/a nfa nfa -88% n/a nfa nfa n/a
Others 156% 709%  54%  168%  236% 2% 3% 3% 26% &% 1% 65% 7% 15% 7%
Total 48% 81% 78% 40% 33% -6% -248% -32% -16% 16% -15% 83% 35% 97% 10%

(Source: Company Annual Reports)

This also raises a question regarding consumer preference. The company’s model of chain
marketing may push sales in the initial year or two but, the products are, after all, personal
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care products and consumer preference does matter. The sales growth spurts were
coinciding with the increase in the rise of the company’s memberships (revenue per member
declined at a CAGR of 9.85% from 2004 to 2017). It highly depends on the recruitment of new
members and their active involvement.

Year 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Total Members 45,000 68577 99,708 148428 186759 210630 229498 245444 278789 298251 377830 402422 435765 490,041
Growth 9%% 52%  45% 4%% 26% 13% Ph Th 14% 7% 2% Th 8h 12%
Revenue per member 664 792 768 683 498 327 213 164 161 124 159 200 Eyil 224
YoY Change Sl% 19% 3% 1% 2Th -34% -35% 23% 2% 8% 28% 25% 63% -31%
Commission per member 9 8 16 11 11 1 3 14 14 10 7 8 8 9
YoY Change 198% -16% 106%  -33% 2% 5h 10% 9% h 8%  -25% 3% 3 9%

(Source: Company Annual Reports)

Numbers such as revenue per member and the growth in members were not stable. The
details of the active members were not published until 2017, and only 8% of the total
members in 2017 were active according to the investor presentation.

Issue 4 - High cash on hand, Low yield on investment, unstable cash
conversion cycle

A large portion of the company’s net worth is in the form of cash and cash equivalents
balances. Nearly half of the cash balances do not even earn interest. The company has a

negligible yield on investments, a low pay-out ratio, and has not explained what it intends to
do with high cash balances.

Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Cash Equivalents and Investments (Millions) /3 B1L 311 36.7 320 282 343 412 49.2 57.0 932
Cash and investments as % of Networth 7% 6% 69% 73% 66% 59% 69% 73% 7% 63% 72%
Cash balances not earning interest as a % of

total Cash and Cash Equivalents 76% M%  43% 66% 75% 94% 74% 91% 79% 53% 1%
Idle Cash as % of Networth 59% 8%  29% 48% 50% 55% 52% 67% 59% 32% 30%
Dividend payout ratio 4% A% 4% 129% 210% 136% A07% 3% 35% 35% 41%
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(Source: Company Annual Reports)

Year 007 2008 2009 2010 2011 2012 208 2014 2015 2016 2017
Interest and Dividend Income 03 0286 0219 0138 0168 0225 023 0175 0311 035 0428
Yield on total Cash Balances 13% 08%h 05k 0.4% 0.5% 07h  0.7% 0.5% 0.7% 0.6% 0.6%
Yieldafterexcludingidlecash | 35% 21%  L1lk 0.8% L&k 46h  40% 2.8% 4.5% 1.9% L1%

(Source: Company Annual Reports)

It raised fresh equity investment and debt citing expansion requirements in 2014 and 2016
amounting to 12 mn. This was spent in 2016 for setting up a manufacturing facility in Taus,
Singapore.

However, as the capex outflow is significantly lower than reported cash balances on the
balance sheet, it appears that the capital infusion was not necessary or could indicate that
the cash balances are not freely available.

Capital raised and Capex spending 2014 2015 2016 2017 2018
Debt raised 2 - 7 - -

Equity Capital 3 - - - -

Total 5 - 7 - -

Capex (1.2) (1.2) (12.3) (2.8) (2.8)
Opening cash Balance 315 39.2 40.8 48.7 73.0

Capex as a % of opening cash 3.85% 3.00% 30.11% 5.31% 3.54%

(Source:

Company Annual Reports)

Issue 5 - High focus on China and possibility of Channel Stuffing

Since the IPO of the company in 2004, the management has been slowly trying to enter the
Chinese market which, being the second largest cosmetics and skincare market, is an
understandable approach.

China’s complex bureaucratic environment and red tapes had stalled its expansion. It
received a direct selling license in 2016, thereafter it proceeded to expand and set up its
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business in China (The stock price rise coincides with the company’s entry into China).
However, sales in China were not done through the direct selling model; instead it opted to
export the sales to an agent.

This brings us to the next red flag. In 2017 the sales in China which accounted for 50% of the
revenue were through a single distributor, and 38% of which were still receivable. This led to
an increase in debtor days from a five-year average of 44 days to 78 days in 2017.

As of December 2017, 85% of the outstanding receivables were from this single customer.
This is indicative of the possibility of channel stuffing to boost year-end sales.

Geographical segments 2016 2017
People’s Republic of China 28 8% 50.0%

Taiwan 61.2% 35 8%

Singapore 3.5% 3.5%
Indonesia 2. 7% 2.4%
Other Countries 3.7% 4.3%

Total 100.0%: 100.0%

Trade Receivables 2013 2014 2015 2016 2017
Top 1 customer 2.64 1.88 4.02 16.55 40.13
% of total sales 6% 3% A% 255 13%;
% of total receivables 45805 21% 38% B65% 85%

Second largest customer 0.1a 0.37 0.35 a.61 0.23
% of total sales 0.2% 0.5% 0.3% 0.3% 0.1%
% of total receivables 2% 4% 3%a 2% 0%

Particulars 2016 2017

Sales to single customer 53.00 10579

As a% of total sales 26 4% 47 9%

Balance outstanding (Shown as receivable) 31% 38%

Source: Company
Annual Reports)

Issue 6 - Higher than usual KMP remuneration

The entity is run by its two founders- Dora Hoan and Doreen Tan in the roles of Group CEO
and President respectively. The remuneration to Directors and Key Managerial Persons (KMP)
was close to 50% of the total employee cost in 2017 and about 20% of the PBT.
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The director remuneration has been growing at abnormally high rates since 2014. This raises
a red flag as the company which is promoter-run, seems to be treating minority shareholders
unfairly

Particul ars 2010 2011 2012 2013 2014 2015 2016 2007
Directors 1.87 1.95 1.96 2.19 2.96 4,19 8.14 10.23
Growth -35.24% 4,508 021% 1187 3516% J41ed4% 94.46%  25.68%
Other KNP 1.0 0.98 1.03 119 1.82 2.35 311 3.07
Total 2.53 2.97 2.99 3.50 513 7.00 12159 13.56
As a% of Sales 5% i 6% 5 7% Mg 6% =
As a% of PET 4% A0 124% 33308 1% LiFi 23% 208:
As a% of Employee Cost 319% 36% M I A% LI 55594 GEsE
Directors as a % of Employee cost 23% 23% 22% 23% 2496 29% 36% 429
Other KNP as % of Employee cost 12% 12% 12% 13% 15% 16% 14% 13%
(

Source: Company Annual Reports)

Conclusion -valuation not assigned considering red flags, low
confidence on past numbers, margins and sustainability.

After looking at the detailed history, we found that both the fundamentals and the business
of the company were unstable and difficult to predict. The company’s business model faces
regulatory risks. The volatility in sales growth and market share of less than 1% in Asia
cosmetics market, reflected low consumer preference and retention.

The low active subscriber base, a large focus on China and potential channel stuffing,
combined with the company’s inability to sustain sales levels after entering a new market,
QoE issues like high cash balances, changing disclosures, high KMP remunerations etc.
helped us decide to not assign the company a valuation.

Our focus on quality helps in avoiding strong drawdowns. At the time of our analysis in Oct
2018, the stock was trading at a price of SGD 1.70 following which it rose sharply to a peak of
SGD 3.30 in February 2019 and then declined by about 51% to SGD 1.60 in April 2019. The
sharp correction that it witnessed in February followed a report by a short seller alleging
fraud in the China operations.
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[1] Details of past and ongoing suits on various pyramid schemes can be found at
https://pyramidschemealert.org
Disclaimer -This should be construed as any investment recommendation.

This is an Internal Document and meant for only limited circulation. This document has been solely prepared for the Clients
of Multi-Act Equity Consultancy Private Limited (MAECL) and is not meant for circulation to any third party.

The information is prepared on the basis of publicly available information, internally developed data and other sources
believed to be reliable. MAECL does not solicit any course of action based on the information provided by it and the investor
is advised to exercise independent judgment and act upon the same based on its/his/her sole discretion based on their own

investigations and risk-reward preferences.

MAECL, its associates or any of their respective directors, employees, affiliates or representatives do not assume any
responsibility for, or warrant the accuracy, completeness, adequacy and reliability of such information and consequently are
not liable for any direct, indirect, special, incidental, consequential, punitive or exemplary damages, including lost profits

arising in any way for decisions taken based on the said information.

The Client shall at all times keep such information/data and material provided by MAECL strictly confidential and will not use,

share or disclose such information to any third party.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, MAECL and/or its associates,
employees, affiliates and/or individuals, clients of MAECL's portfolio management services, thereof may have positions in
securities referred to in the information provided by it and may make purchases or sale thereof while the information is in

circulation.

The contents herein - information or views - do not amount to distribution, guidelines, an offer or solicitation of any offer to
buy or sell any securities or financial instruments, directly or indirectly, in the United States of America (US), in Canada, in
jurisdictions where such distribution or offer is not authorized and in FATF non-compliant jurisdiction and are particularly not
for US persons (being persons resident in the US, corporations, partnerships or other entities created or organized in or
under the laws of the US or any person falling within the definition of the term “US person” under Regulation S promulgated

under the US Securities Act of 1933, as amended) and persons of Canada.
General risk factors

Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the
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investments will be achieved.

As with any investment in securities, the value of the Client’s investments can go up or down depending on the factors and

forces affecting the capital market. MAECL is neither responsible nor liable for any losses resulting from such factors.

The information on investments is subject to external risks such as war, natural calamities, and policy changes of

local/international markets which affect stock markets.

MAECL has renewed SEBI PMS registration effective October 14, 2014, and has commenced its portfolio management
activities with effect from January 2011. However, MAECL has more than 10 years of experience in managing its own funds

invested in the domestic market.
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