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WARPAINT LONDON PLC

Trading update: softening UK market

Warpaint has released a trading update for the year ending 31 December 2018.
The company has prudently signalled that group sales for FY2018 are likely to be
lower than previously indicated, in the range of £48m-£52m, with adjusted PBT of
£8.5m-£10m. The company says that trading conditions in the UK remain
challenging but that it has seen strong growth in its overseas markets. The share
price responded negatively to this trading announcement, plunging by over 45%
to 112.5p on the day, from the 206.5p closing price on 26 October. We have
lowered FY18E revenue to £50.0m, from £55.1m, with adjusted PBT of £9.1m,
from £12.4m, but we retain a dividend forecast of 5.5p.

>

UK trading conditions: During the interim results announcement in September,
Warpaint stated that “trading conditions in the UK remain challenging, because
of the UK high-street slowdown and ongoing Brexit anxiety.” The company has
seen a further softening in the past six weeks, with retailers reducing stock
levels and delaying Christmas orders.

International operations: Given the weak retail market in the UK, Warpaint's
management has been putting specific emphasis on its international operations.
Benefiting from the recent acquisition of Leeds Marketing, Warpaint saw a 60%
increase in group sales in the US for the nine-month period to end-September
2018. The company has also reported its first sales to mainland China, as well
as to Russia.

Valuation: Despite the reduction in revenue and PBT forecasts highlighted
above, Warpaint will still be profitable for FY18. With a strong cash position,
the management team still intends to pay off the remaining borrowings. The
company remains profitable and cash-generative, and it intends to maintain its
progressive dividend policy.

Risks: As shown in this trading update, Warpaint's success depends partly on
the growth in the discount retail sector. Following the acquisition of Retra,
which has significant exposure to the gifting market, Warpaint has better
visibility in revenue forecasting, but Retra also increases its exposure to the
struggling UK high-street retailers.

Investment summary: Warpaint is benefiting from its two acquisitions, Retra
and Leeds Marketing, which enable the group to enter the fastest-growing
colour cosmetics market (China) and further expand into the largest colour
cosmetics market (US) in the world. It offers investors the opportunity to invest
in the fast-growing colour cosmetics sector, with a highly experienced
management team, an attractive RoE and a high dividend vyield.

Financial summary and valuation

Year-end Dec (Fm) 2016 2017 2018E 2019E 2020E
Sales 22.5 32.5 50.0 56.8 62.3
EBITDA (adj.) 6.3 8.0 9.8 11.6 13.5
Operating profit (adj.) 6.2 7.3 6.8 8.6 10.6
PBT (adj.)* 6.1 7.7 9.1 11.3 13.3
Adj. basic EPS (p)* 7.9 9.7 10.2 12.6 14.7
DPS (p) 1.5 4.0 55 6.6 7.9
P/E (x) 15.7 12.8 12.2 9.8 8.5
EV/EBITDA (x) 14.4 114 9.3 7.8 6.7
Dividend yield 1.2% 3.2% 4.4% 5.3% 6.4%
RoE - 20.0% 12.6% 15.8% 18.1%

*excludes amortisation of intangible assets
Source: Hardman & Co Research
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Difficult trading conditions in the UK...

...market slowdown in the UK...

...reduced consumer confidence ahead
of Brexit...

A trading update

Warpaint has released its trading update to the market for the year ending 31
December 2018.

Key features of the update

» Sales in international territories remain strong, with continued significant
growth in these regions, particularly in the US and the EU.

» Sales in the US were up 60% for the nine months to end-September 2018
compared with the same period in 2017.

» Salesin the EU (excluding the UK) were up 13% YoVY.
» The company has recorded its first domestic sales in China and Russia.

» With a further softening in UK retail market conditions, the company is
expecting a reduction in the Christmas running order book.

UK

Because of the seasonality of the gifting market, Warpaint's sales are traditionally
stronger in the second half of the financial year. During the interim results
announcement in September, Warpaint stated that “trading conditions in the UK
remain challenging, because of the UK high-street slowdown and ongoing Brexit
anxiety.” In this latest trading update, the company has signalled that it has seen a
further softening in trading conditions in the past six weeks.

The UK retail market has been sluggish in general, and readers will have seen the news
of store closures on the UK high street. With such sensitive market conditions, retailers
are reducing stock levels, and delaying and reducing their Christmas orders. Warpaint
is inevitably affected by the reduction in high-street footfall, given that the UK
accounts for some 44% of group sales (1H'18). The company believes some of the
expected orders are yet to come through in its home market.

What are the other cosmetics groups saying?

Subsequent to Warpaint’s trading update, both L'Oréal and Estée Lauder echoed
Warpaint’s comments on the difficult trading environment in the UK in their latest
financial statements on 30 and 31 October 2018, respectively:

» L'Oréal’s summary on the Western Europe geographical zone stated: “The zone
posted growth of -0.8% like-for-like and -1.4% based on reported figures. It is
still being held back by the market slowdown in the United Kingdom.”*

» Estée Lauder said: “Lower net sales in the United Kingdom were impacted by
reduced consumer confidence ahead of Brexit, House of Fraser door closures
and lower traffic across brick-and-mortar stores that was only partially offset by
higher online net sales.”?

Thttps://www.loreal-finance.com/eng/news-release/sales-at-30-september-2018-1290.htm
“https://www.elcompanies.com/news-and-media/newsroom/press-releases/2018/10-31-2018-
104513270
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...but the picture is better overseas...

...and Warpaint is breaking into new
countries (China and Russia)

We still expect healthy sales growth:

13.7% and 9.7% in 2019 and 2020,

respectively

Sales and profitability prospects still
positive

g HARDMANE&CO.
Overseas

In overseas markets, however, Warpaint has reported some encouraging news. Sales
continue to grow strongly in the US and the EU. For the nine months to the end of
September 2018, group sales were up 60% in the US (74% in $ terms) and up 13% in
the EU (excluding the UK). China has been much talked about in previous results. The
company has recorded its first business-to-business sales in mainland China, the
fastest-growing colour cosmetics market in the world, from its newly established
Chinese trading subsidiary, with an order of some 24,000 units of W7 products.
Warpaint has also made its first group sales of £0.25m to a large Russian store group,
which has over 650 stores in more than 180 cities across Russia.

Nevertheless, in terms of overall group revenue, the better-than-expected

performance in overseas markets has been largely offset by the decrease in sales in
the UK market.
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Order book

At the time of the 1H18 interim results announcement in September, the company
reported an order book of ca.£8.2m (including some orders for 2019) for own brands
at the end of June 2018. Most of these orders have already been fulfilled.

Sales visibility and profitability

Warpaint's share price plunged by over 45% (92.5p) to 112.5p on the day of the
trading announcement (29 October 2018). We question whether the market has over-
reacted to this news, and we think maybe it has.

Warpaint’'s management has always stated that sales of the company’s flagship brand,
W7, are difficult to predict because of the company’s just-in-time stock and order
system. This convenience is valued by Warpaint's customers by reducing the need to
predict and place forward orders. However, orders from the company’s top clients
have been consistent YoY. The acquisition of Retra, which has significantly increased
the company’s exposure to the gifting market, increases the visibility of the company’s
revenue forecasting ability because of the forward order book. This has enabled the
company to better monitor both its sales and cashflow. In the current febrile UK retail
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environment, retail buyers are being understandably cautious about their purchasing
pattern. Of course, orders may pick up in the run-up to Christmas, but Warpaint's
management team has decided to take a prudent approach and be transparent to
investors. Warpaint’s management team believes that more than 75% of the UK
market remains unexplored - in particular pharmacy chains, and several high-street
chains and grocers. The company is expecting to gain some traction in this area in
2019.

Retra’s infrastructure in Hong Kong and its PRC subsidiaries have enabled Warpaint
to make its first business-to-business sales into mainland China, the fastest-growing
colour cosmetics market in the world. With the recent acquisition of Leeds Marketing
(Warpaint's US distributor), the company has gained better access to, and control of,
some of its key customers in the US, while also being a platform for further expansion
in the Americas.

1 November 2018
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Financials
Profit & Loss

We have reduced our estimates for the forecast period.

» We are expecting relatively flat revenue from both W7 and Retra for 2018, and
we have reduced our sales estimate to £50.0m for 2018 (from £55.1m) and to
£56.8m and £62.3m for 2019 and 2020, respectively.

» The UK normally commands a higher gross margin than sales to the rest of the
world, but, given the current weakness in the UK market, we expect the gross
margin for the group to be down from 2017, to 36.3% for 2018.

» We expect no change to administration costs from our previous forecasts. Our
adjusted PBT (excluding amortisation in connection with acquisitions and
exceptional items) estimate is lowered to £9.1m for FY18, from £13.3m

previously.

Year-end Dec (Em) 2016 2017 2018E 2019E 2020E
Own-brand division 21.9 26.9 44.3 51.2 56.7
Close-out division 0.6 5.7 57 5.7 57
Sales 22.5 32.5 50.0 56.8 62.3
Growth rate 45% 53% 14% 10%
Cost of sales -138.7 -19.9 -31.8 -35.6 -38.8
Gross profit 8.8 12.6 18.1 21.2 23.5
Gross margin 39.1% 38.8% 36.3% 37.3% 37.8%
Admin. expenses -2.5 -4.7 -8.4 -9.6 -10.0
Underlying EBITDA 6.3 8.0 9.8 11.6 13.5
Underlying EBITDA margin 28% 25% 20% 20% 22%
Share-based payments 0.0 0.0 -0.1 -0.1 -0.1
Depreciation and amortisation -0.1 -0.7 -3.0 -3.0 -3.0
Underlying EBIT 6.2 7.3 6.8 8.6 10.6
(before exceptionals & SBP)

Underlying EBIT margin 27% 23% 14% 15% 17%
Exceptional items -1.7 -0.4 -0.1 0.0 0.0
EBIT (as reported) 4.4 6.9 6.6 8.6 10.5
Finance costs 0.0 0.0 -0.2 0.0 0.0
Adjusted PBT 6.1 7.7 9.1 11.3 13.3
Underlying PBT margin 27% 22% 13% 15% 17%
Pre-tax profit 4.4 6.9 6.4 8.6 10.5
Tax -1.3 -1.4 -1.2 -1.6 -2.0
Underlying net income 4.9 6.3 7.8 9.7 11.2
Underlying net income margin 22% 20% 16% 17% 18%
Net income 3.1 5.5 5.2 6.9 8.5
Net income margin 14% 17% 10% 12% 14%
Adjusted basic EPS (p) 7.9 9.7 10.2 12.6 14.7
Growth rate 23% 5% 24% 16%
Basic EPS (p) 5.1 8.3 6.8 9.0 111
Growth rate 65% -19% 33% 23%
Dividend (p) 1.5 4.0 5.5 6.6 7.9

Source: Warpaint, Hardman & Co Research
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Balance sheet

@ 31 Dec (Em) 2016 2017 2018E 2019E 2020E
Non-current assets

Goodwill 0.5 8.0 8.4 8.4 8.4
Intangibles 1.4 10.7 9.0 6.4 3.7
Property, plant and equipment 0.2 1.5 1.2 1.1 1.0

2.2 20.1 18.6 15.8 13.1
Current assets

Inventories 7.7 11.5 12.6 138.7 14.9
Trade and other receivables 54 13.2 16.4 19.0 21.3
Derivative financial instruments 0.0 0.0 0.0 0.0 0.0
Cash and cash equivalents 3.5 3.4 3.5 6.4 9.6

16.6 28.1 325 39.0 45.8
Total assets 18.7 48.3 51.1 54.9 58.9

Current liabilities

Trade payables -2.8 -3.5 -6.5 -7.3 -8.0
Loans and borrowings 0.0 -0.6 0.0 0.0 0.0
Corporate tax liabilities -1.3 -0.9 -1.0 -1.1 -1.4
Derivative financial instruments 0.0 0.0 0.0 0.0 0.0
-4.2 -5.1 -7.5 -8.5 -9.3
Non-current liabilities
Bank loans 0.0 -0.8 0.0 0.0 0.0
Deferred tax liabilities -0.3 -2.0 -1.6 -1.2 -0.8
-0.3 -2.8 -1.6 -1.2 -0.8
Total liabilities -4.4 -7.8 9.1 -9.6 -10.1
Equity 14.3 40.4 42.0 45.2 48.8

Source: Warpaint, Hardman & Co Research

Year-end Dec (Em) 2016 2017 2018E 2019E 2020E
PBT 4.4 6.9 6.4 8.6 10.5
Depreciation 0.1 0.2 0.5 0.3 0.3
Amortisation 0.1 0.5 2.5 2.7 2.7
(Profit)/loss on disposal 0.0 0.0 0.0 0.0 0.0
Share-based payments 0.0 0.0 0.1 0.1 0.1
Change in working capital -0.1 -0.3 -1.3 -2.8 -2.9
Tax paid -1.5 -2.1 -1.7 -1.6 -1.9
Net cashflow from operating 3.0 5.2 6.6 7.2 8.7
activities

Purchase of intangible assets -0.1 -0.1 0.0 0.0 0.0
Purchase of PP&E -0.2 -0.6 -0.2 -0.2 -0.2
Acquisition of business 0.0 -16.2 -1.7 0.0 0.0
Bank balances acquired 0.1 0.2 0.0 0.0 0.0
Proceeds from sale of PP&E 0.0 0.0 0.0 0.0 0.0
Net cashflow from investing -0.1 -16.5 -1.9 -0.2 -0.2
activities

Proceeds from new share issuance 2.5 21.2 0.0 0.0 0.0
Share issue costs -0.1 -0.9 0.0 0.0 0.0
Repayment in borrowings -0.7 -7.3 -1.4 0.0 0.0
Dividend -2.8 -1.9 -3.1 -4.1 -5.3
Net cashflow from financing -1.1 11.2 -4.5 -4.1 -5.3
activities

Net increase/(decrease) in cash 1.7 -0.1 0.1 2.9 3.2
Cash B/F 1.8 3.5 3.4 3.5 6.4
Cash C/F 3.5 3.4 3.5 6.4 9.6

Source: Warpaint, Hardman & Co Research
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to the
accuracy, adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained
from use of such information. Neither Hardman & Co, nor any dffiliates, officers, directors or employees accept any liability or responsibility in respect of the
information which is subject to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or
wilful misconduct. In no event will Hardman & Co, its affiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages
or any other damages of any kind even if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full
list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-
disclosures. Hardman may provide other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal
entities covered by this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of
possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has no
scheduled commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or
use would be contrary to law or regulation or which would subject Hardman & Co or its dffiliates to any registration requirement within such jurisdiction or country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors. Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be
subject to future change. Each investor's particular needs, investment objectives and financial situation were not taken into account in the preparation of this
document and the material contained herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding
any information, projects, securities, tax treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this
document various information constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is
suitable or appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate for
them in the light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and
accordingly has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
This notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of
Capital Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies
House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)

Status of Hardman & Co’s research under MiFID I

Some professional investors, who are subject to the new MIFID Il rules from 3rd January, may be unclear about the status of Hardman & Co research and,
specifically, whether it can be accepted without a commercial arrangement. Hardman & Co's research is paid for by the companies, legal entities and issuers about
which we write and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive II.

In particular, Article 12(3) of the Directive states: ‘The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written
material from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the
third party firm is contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in
the material and that the material is made available at the same time to any investment firms wishing to receive it or to the general public...’

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available.

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-regulation-

2016-2031.pdf

In addition, it should be noted that MIFID II's main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate
what is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the
reader of our research to trade through us, since we do not deal in any security or legal entity.
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